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CHAPTER 1  

Introduction to National income Accounting 

 

Learning Objectives 

 To define the National Income. 

 To explain the Production Processes. 

 To explain the Circular Flow of Economic Activity. 

 To describe the National Income and the Economy. 

1.1 Introduction to National income Accounting 

1.1.1 Introduction 

National income accounts (NIAs) are fundamental aggregate statistics in macroeconomic 

analysis. The groundbreaking progress of National income and systems of NIAs was one of the 

most comprehensive innovations in applied economics in the early 20
th
   century. National 

income accounts provide a quantitative basis for choosing and assessing economic policies as 

well as making possible quantitative macroeconomic modeling and analysis. NIAs cannot 

substitute for policy makers‘ judgment or allow them to avoid policy decisions, but they do offer 

a basis for the objective statement and assessment of economic policies. 

Combined with POPULATION data, NIAs can provide a gauge of well-being through per person‘s 

earnings and its  expansion  over time. Also, NIAs, combined with labor force data, can be used 

to assess the level and  expansion  rate of production, although the utility of such calculations is 

limited by NIAs‘ omission of home production, underground activity, and unlawful production. 

Combined with financial and monetary data, NIAs provide a guide to INFLATION policy. NIAs 

provide the basis for evaluating government policy and can rationalize political challenges to 

incumbents by people who are dissatisfied with measurable aspects of the government‘s policies. 

In emerging and TRANSITION ECONOMIES, implementing a dependable and accurate system of 

NIAs is a crucial step in developing economic policy. 

NIAs, to be most useful, require truthful and timely publication. Delayed INFORMATION is of no 

use either in making policy or in monitoring the efficacy of policies already implemented. Delay 

frequently implies that the government has something to hide. Indeed, once released, NIAs can 



enforce their own discipline. That is, obfuscation cannot be maintained by altering or 

exaggerating one aspect of NIAs, say INVESTMENT or  expansion  of total earnings , since each 

such number is related to others, and consistency is a check on the accuracy of the components. 

Because the data cannot easily be faked, autocrats are loathe to publish their countries‘ NIAs and 

either proscribe or delay their release. Turkmenistan‘s dictator, for example, does not report to the 

IMF, and the governments of Myanmar (1999) and Zimbabwe (2000) ceased reporting NIAs. 

Conversely, nation-states that are committed to democracy report their NIAs, warts and all—for 

example, Croatia or Nigeria and proto-states such as Montenegro or Kosovo—laying bare the 

economic policy issues that confront them. 

1.1.2 Measuring National income  

National income  is the total value of production of a country‘s economy during a Given year. It 

can be estimated alternatively and equally in three ways: 

• The value of expenditures 

•The value of inputs used in production 

• The sum of value added at each level of production 

That the first two estimates are identical can be seen by considering that any good—say, a loaf of 

bread—can be equally valued as either the price that is paid for it in the market by the final 

consumer or as the distributed factor payments—to labor (wages) and to capital (rent, interest, 

and profit)—used in its production. Since national output is the sum of all production, the total 

value will be the same whether added up by final expenditure or by the value of inputs (including 

profit) used in their production. The equivalence of the last measure can be seen by noting that 

the value of every final good is simply the sum of the value added at each stage of production. 

Again, consider a loaf of bread: Its value is the sum of the value of labor at each successive stage 

of production and other ingredients added by the farmer (wheat production), the miller (grinding 

flour), the baker (flour plus other ingredients), and the grocer (distribution services). 

The broadest and most widely used measure of National income is gross domestic product 

(GDP), the value of expenditures on final merchandise and services at market prices produced by 

domestic factors of production (labor, money, materials) during the year. It is also the market 

value of these domestic-based factors (adjusted for indirect business taxes and subsidies) entering 

into production of final merchandise and services. ―Gross‖ implies that no deduction for the 



reduction in the stock of plant and equipment due to wear and tear has been applied to the 

measurements and survey-based estimates. ―Domestic‖ means that the GDP includes only 

production by factors located in the country—whether home or foreign owned. GDP includes the 

production and earnings  of foreigners and foreign-owned property in the home country and 

excludes the production and earnings s of the country‘s own citizens or their property located 

abroad. ―Product‖ refers to the measurement of output at final prices as observed in market 

transactions or of the market value of factors (inclusive of taxes less subsidies) used in their 

creation. Only newly produced merchandise—including those that increase inventories—are 

counted in GDP. Sales of used merchandise and sales of inventories of merchandise produced in 

prior years are excluded, but the services of dealers, agents, and brokers in implementing these 

transactions are included. 

Estimated by expenditures, GDP is the sum of merchandise and services produced during the 

period. Total output comprises four groups‘ purchases of final merchandise and services: 

households purchase consumption merchandise; businesses purchase investment merchandise 

(and retain unsold production as inventory increases); governments purchase merchandise and 

services used in public administration and wellbeing transfers; and foreigners purchase (net) 

exports. There is substantial uniformity in the shares of consumption and investment (the sum of 

capital expenditures and inventories) across nations with quite disparate earnings  levels. As the 

table shows, household consumption accounts for the largest share of GDP, an average of 65 

percent of the nine countries considered; when added to government consumption, the share 

approximates 80 percent. Investment (gross capital formation plus increases in inventories) 

typically accounts for around 20 percent, although rapidly developing countries such as Thailand 

have higher investment and lower consumption shares. With few exceptions—for example, oil-

exporting countries such as Nigeria—net exports are typically within plus or minus 5 percent of 

GDP. 

Estimated by inputs, GDP is the sum of payments to domestic factors of production—wages, 

salaries, rent, interest, and profit, where profit is gross of the depreciation of domestic fixed 

capital—plus indirect business taxes less net subsidies to business. Because the value of any good 

or service is the sum of its inputs plus profit, the sum of the labor services, capital services (gross 

profit including depreciation), and indirect taxes less net business subsidies must equal the value 

of output, GDP. The third method of measurement is the sum of value added at each stage of 

production of each of these final merchandise and services. 

1.1.3 The Importance of NIA Data in Policy and Progress Analysis  



The expansion of NIA statistics provided the potential for converting economic policymaking 

from a rule-of-thumb-based guessing game to a quantitatively based science. Yet, the policy 

remains, in part, a normative decision process, and rival politicians, as advocates of conflicting 

policy agendas, frequently assess the economy‘s performance differently and argue for divergent 

policies, even when citing the same NIA data. People‘s disagreements often are based on the 

DISTRIBUTION OF EARNINGS  as opposed to its average level. Nevertheless, quantitative 

assessments of the economy and its  expansion to bring discipline to the discussion. 

The importance of accurate and accessible NIA is implicit in an observation made by a West 

African policymaker: ―What cannot be estimated cannot be managed.‖ Of course, implementing 

measurability does not imply that all economic processes are manageable; and, in the case of 

government expenditures, unlike the other components of GDP, there is no way to assess value of 

observing voluntary market transactions. Because government expenditures are neither 

voluntarily elicited nor priced in the market, they are valued at cost, which is primarily the cost of 

labor. The capital cost of the buildings and land used is not included. 

1.1.4 Limitation of NIA as a Gauge of Well Being  

Per capita GDP is frequently used as a measure of wellbeing, both for indicating the rate of 

improvement over time and for comparisons across nations. Yet per capita GDP is an imperfect 

indicator of wellbeing of the representative individual. GDP does not account for nonmarket 

production in the household—for example, meal preparation, cleaning, laundry, and child care. 

Therefore, when these activities are, because of greater labor force participation, shifted to the 

market—as restaurant meals and semi prepared foods in grocery stores, cleaning and laundry 

services, and day care—the change in the value of production is overstated due to the decline in 

money-market (household) production. Second, gray market and illegal activities—such as 

production and distribution of marijuana or gambling—can be significant sources of sustenance 

in economies but are not included. Third, in benign climates, clothing and heating are less costly, 

so comparing across countries (or across regions within large states) will distort the relative level 

of well-being. Fourth, government services, because not subject to a market test, will typically be 

worth less than they cost, even though cost is used as a measure of value. Fifth, per capita 

earnings —an average measure—can be a misleading image of the representative resident‘s well-

being if the distribution of earnings is very unequal. A better measure is the median earnings  

level and, for many analytic purposes, the earnings  level by Quintiles of the earnings  

distribution; however, such distributional estimates cannot be directly obtained from GDP data 

and population and require separate surveys. Another limit on a per capita earnings  as a measure 



of well-being is that it flies in the face of the way people think about having children. Most young 

couples see themselves as being better off when they have their first baby, even though the 

immediate impact is a 33 percent drop in the family‘s per capita earnings . 

1.1.5 History of NIA  

An indication of NIAs‘ impacts on economics is that the third and fifteenth Nobel Prizes in 

economic science were awarded largely for contributions to the progress of National income  

statistics—to SIMON KUZNETS in 1969 and to RICHARD STONE in 1984. Their citations also noted 

the men‘s advocacy roles in persuading the United States and United Kingdom to devote 

adequate resources to produce and maintain timely and accurate NIA data. 

Working for the U.S. Commerce Department in the 1930s, Kuznets had developed time series of 

National income  in order to develop a quantitative basis for studying and measuring ECONOMIC  

EXPANSION  and the shifts in production from agriculture to industry to services. Interestingly, 

Kuznets parted with the department because it refused to include estimates of household 

production. PAUL SAMUELSON once quipped that the size of the U.S. GDP could be dramatically 

increased if housewives would simply contract out with their neighbors (reciprocally) to provide 

clean and cooking services. In fact, this very omission of household production has overstated the 

rise in national output of the economy due to the increase in women‘s labor force participation 

from around 25 percent in the late 1930s to about 60 percent in 2003. Kuznets also strenuously 

objected to counting all government expenditure  on merchandise and services as part of GDP 

because he regarded most such expenditures to be intermediate, not final, products. 

In contrast to Kuznets, Stone developed a double-entry accounting system, also in the 1930s and 

1940s, partly driven by the British government‘s war effort. His social accounting matrix 

implemented many crosschecks on the validity of components of National income  and, in so 

doing, derived means of measuring them. He demonstrated, empirically as well as theoretically, 

that National income  could be estimated as either the market value of the final product or the 

total of the gross factor earnings is used in producing it. Stone‘s structure became the foundation 

for the United Nations System of National Accounts (SNA), first published in 1953, providing a 

uniform basis for all countries to report national output. Virtually all nations now use his system 

of national accounts. 

1.2 The Production Processes 

1.2.1 Production  



In economics, production is the act of creating output, a merchandise  or service which has value 

and contributes to the utility of individuals. The act may or may not include factors of production 

other than labor. Any effort directed toward the realization of a desired product or service is a 

"productive" effort and the performance of such act is production. The relationship between the 

amount of inputs used in production and the resulting amount of output is called the production 

function. 

1.2.1.1 Stages of production 

Production can be distinguished into three stages: 

1. Primary producers directly extract natural resources. 

2. Secondary producers process resources to turn them into intermediate merchandise . 

3. Tertiary producers provide final merchandise  or services to the consumer. 

Economists have broken down the process of production into three main stages or phases. These 

are helpful in classifying a product while it is being manufactured. Both merchandise  and 

services can be broken into these three stages. Typically, all three phases are necessary for a 

business to succeed.  

1.2.1.1.1 Primary Production 

The first stage of production is classified as primary production. During this stage, raw materials 

are gathered to be used in manufacturing. A company's main goal during this phase of production 

is to get the highest amount of raw materials possible at the lowest cost. Examples of this stage 

include mining things such as stone from the earth, harvesting things such as fish from the ocean 

and growing materials such as crops. 

1.2.1.1.2 Secondary Production 

Secondary production is the next stage in production. During this phase, the raw materials that 

were previously collected are transformed into the actual product that the company produces. 

These merchandise  are typically broken into two categories: capital merchandise  and consumer 

merchandise . Capitals merchandise  are used by other companies in their own production 

process; consumer merchandise  are used by buyers themselves. 

1.2.1.1.3 Tertiary Production 



The third stage of production is known as tertiary production. Unlike the primary and secondary 

stages, the tertiary phase deals with intangible products such as the service industry. This is a 

necessary stage because merchandise  need people to help market and sell them and to assist 

buyers in their use. 

1.2.2 Three Stages of Production in Economics 

The three stages of economic production are a function between variable inputs---labor---and 

overall product produced. This function is based on the Law of Diminishing Returns, which 

happens when the return on production decreases after a certain threshold of labor is reached. 

Companies use this concept to make production schedules and as a basis for hiring decisions. 

1.2.2.1 Product Curves 

There are three main product curves in economic production: the total product curve, the average 

product curve and the marginal product curve. The total product curve is a reflection of the firm's 

overall production and is the basis of the two other curves. The average product curve is the 

quantity of the total output produced per unit of variable input. A marginal product curve is 

slightly different: It measures the change in product output per unit of variable input. For 

example, if the average curve depicts the number of units produced based on an overall number 

of employees, the marginal curve would show the number of additional units produced if one 

more employee is added. 

1.2.2.2 Stage One 

Stage one is the period of most  expansion  in a company's production. During this period, each 

additional variable input will produce more products. This signifies an increasing marginal return; 

the investment on the variable input outweighs the cost of producing an additional product at an 

increasing rate. As an example, if one employee produces five cans by himself, two employees 

may produce 15 cans between the two of them. All three curves are increasing and positive at this 

stage. 

1.2.2.3 Stage Two 

Stage two is the period where marginal returns start to decrease. Each additional variable input 

will still produce additional units but at a decreasing rate. This is because of the law of 

diminishing returns: Output steadily decreases on each additional unit of variable input, holding 

all other inputs fixed. For example, if a previous employee added nine more cans to production, 



the next employee may only add eight more cans to production. The total product curve is still 

rising in this stage, while the average and marginal curves both start to drop. 

1.2.2.4 Stage Three 

In stage three, marginal returns start to become negative. Adding more variable inputs becomes 

counterproductive; an additional source of labor will lessen overall production. For example, 

hiring an additional employee to produce cans will actually result in fewer cans produced overall. 

This may be due to factors such as labor capacity and efficiency limitations. At this stage, the 

total product curve starts to trend down, the average product curve continues its descent and the 

marginal curve becomes negative. 

1.2.3 Production theory 

Production theory is the study of production, or the economic process of converting raw 

materials into finished merchandise . The production uses resources to create merchandise  or 

services that are suitable for use, gift-giving in a gift economy, or exchange in an economy. This 

can include manufacturing, storing, shipping, and packaging. Some economists define production 

broadly as all economic activity other than consumption. They see every commercial activity 

other than the final purchase as some form of production. 

Production is a process, and as such it occurs through time and space. Because it is a flow 

concept, production is measured as a ―rate of output per period of time‖. There are three aspects 

to production processes: 

1. The quantity of the good or service produced, 

2. The form of the good or service created, 

3. The temporal and spatial distribution of the good or service produced. 

A production process can be defined as any activity that increases the similarity between the 

pattern of demand for merchandise and services, and the quantity, form, shape, size, length and 

distribution of these merchandise  and services available to the market place. 

1.2.3.1 Factors of production 

The inputs or resources used in the production process are called factors of production by 

economists. The myriad of possible inputs are usually grouped into five categories. These factors 

are: 



 Raw material 

 Machinery 

 Labor services 

 Capital merchandise  

 Land 

In the ―long run‖, all of these factors of production can be adjusted by management. The ―short 

run‖, however, is defined as a period in which at least one of the factors of production is fixed. 

A fixed factor of production is one whose quantity cannot readily be changed. Examples include 

major pieces of equipment, suitable factory space, and key managerial personnel. 

A variable factor of production is one whose usage rate can be changed easily. Examples include 

electrical power consumption, transportation services, and most raw material inputs. In the short 

run, a firm‘s ―scale of operations‖ determines the maximum number of outputs that can be 

produced. In the long run, there are no scale limitations. 

1.2.3.2 Total, average, and marginal product 

 

 

Total Product Curve 



The total product (or total physical product) of a variable factor of production identifies what 

outputs are possible using various levels of the variable input. This can be displayed in either a 

chart that lists the output level corresponding to various levels of input, or a graph that 

summarizes the data into a ―total product curve‖. The diagram shows a typical total product 

curve. In this example, output increases as more inputs are employed up to point A. The 

maximum output possible with this production process is Qm. (If there are other inputs used in 

the process, they are assumed to be fixed.) 

The average physical product is the total production divided by the number of units of variable 

input employed. It is the output of each unit of input. If there are 10 employees working on a 

production process that manufactures 50 units per day, then the average product of variable labor 

input is 5 units per day. 

 

 

Average and Marginal Physical Product Curves 

The average product typically varies as more of the input is employed, so this relationship can 

also be expressed as a chart or as a graph. A typical average physical product curve is shown 

(APP). It can be obtained by drawing a vector from the origin to various points of the total 

product curve and plotting the slopes of these vectors. 

The marginal physical product of a variable input is the change in total output due to a one unit 

change in the variable input (called the discrete marginal product) or alternatively the rate of 

change in total output due to an infinitesimally small change in the variable input (called the 



continuous marginal product). The discrete marginal product of capital is the additional output 

resulting from the use of an additional unit of capital (assuming all other factors are fixed). The 

continuous marginal product of a variable input can be calculated as the derivative of the quantity 

produced with respect to variable input employed. The marginal physical product curve is shown 

(MPP). It can be obtained from the slope of the total product curve. 

Because the marginal product drives changes in the average product, we know that when the 

average physical product is falling, the marginal physical product must be less than the average. 

Likewise, when the average physical product is rising, it must be due to a marginal physical 

product greater than the average. For this reason, the marginal physical product curve must 

intersect the maximum point on the average physical product curve. 

MPP keeps increasing until it reaches its maximum. Up until this point every additional unit has 

added more value to the total product than the previous one. From this point onwards, every 

additional unit adds less to the total product compared to the previous one – MPP is decreasing. 

But the average product is still increasing till MPP touches APP. At this point, an additional unit 

is adding the same value as the average product. From this point onwards, APP starts to reduce 

because every additional unit is adding less to APP than the average product. But the total 

product is still increasing because every additional unit is still contributing positively. Therefore, 

during this period, both, the average as well as marginal products, are decreasing, but the total 

product is still increasing. Finally we reach a point when MPP crosses the x-axis. At this point 

every additional unit starts to diminish the product of previous units, possibly by getting in their 

way. Therefore the total product starts to decrease at this point. This is point A on the total 

product curve.  

1.2.3.3 Diminishing returns 

Diminishing returns can be divided into three categories: 

1. Diminishing Total returns, which implies a reduction in the total product with every 

additional unit of input. This occurs after point A in the graph. 

2. Diminishing Average returns, which refers to the portion of the APP curve after its 

intersection with MPP curve. 

3. Diminishing Marginal Returns, refers to the point where the MPP curve starts to slope 

down and travels all the way down to the x-axis and beyond. 



Ordered by input, at first the marginal returns start to diminish, then the average returns, followed 

finally by the total returns. 

1.2.3.4 Diminishing marginal returns 

These curves illustrate the principle of diminishing marginal returns to a variable input (not to 

be confused with diseconomies of scale which is a long term phenomenon in which all factors are 

allowed to change). This states that as you add more and more of a variable input, you will reach 

a point beyond which the resulting increase in output starts to diminish. This point is illustrated as 

the maximum point on the marginal physical product curve. It assumes that other factor inputs (if 

they are used in the process) are held constant. An example is the employment of labor in the use 

of trucks to transport merchandise . Assuming the number of available trucks (capital) is fixed, 

then the amount of the variable input labor could be varied and the resultant efficiency 

determined. At least one laborer (the driver) is necessary. Additional workers per vehicle could be 

productive in loading, unloading, navigation, or around the clock continuous driving. But at some 

point the returns to investment in labor will start to diminish and efficiency will decrease. The 

most efficient distribution of labor per piece of equipment will likely be one driver plus an 

additional worker for other tasks (2 workers per truck would be more efficient than 5 per truck). 

Resource allocations and distributive efficiencies in the mix of capital and labor investment will 

vary per industry and according to available technology. Trains are able to transport much more 

in the way of merchandise  with fewer "drivers" but at the cost of greater investment in 

infrastructure. With the advent of mass production of motorized vehicles, the economic niche 

occupied by trains (compared with transport trucks) has become more specialized and limited to 

long haul delivery. 

P.S.: There is an argument that if the theory is holding everything constant, the production 

method should not be changed, i.e., Division of labor should not be practiced. However, the rise 

in marginal product means that the workers use other means of production method, such as in 

loading, unloading, navigation, or around the clock continuous driving. For this reason, some 

economists think that the ―keeping other things constant‖ should not be used in this theory. 

1.2.3.5 Many ways of expressing the production relationship 

The total, average, and marginal physical product curves mentioned above are just one way of 

showing production relationships. They express the quantity of output relative to the amount of 

variable input employed while holding fixed inputs constant. Because they depict a short run 



relationship, they are sometimes called short run production functions. If all inputs are allowed to 

be varied, then the diagram would express outputs relative to total inputs, and the function would 

be a long run production function. If the mix of inputs is held constant, then the output would be 

expressed relative to the inputs of a fixed composition, and the function would indicate long run 

economies of scale. 

Rather than comparing inputs to outputs, it is also possible to assess the mix of inputs employed 

in production. An isoquant relates the quantities of one input to the quantities of another input. It 

indicates all possible combinations of inputs that are capable of producing a given level of output. 

Rather than looking at the inputs used in production, it is possible to look at the mix of outputs 

that are possible for any given production process. This is done with a production possibilities 

frontier. It indicates what combinations of outputs are possible given the available factor 

endowment and the prevailing production technology. 

1.2.3.6 Isoquants 

 

 

Isoquant Curve/Isocost Curve 



 

 

Two Isoquants (Interior and Corner Solutions) 

An isoquant represents those combinations of inputs, which will be capable of producing an equal 

quantity of output; the producer would be indifferent between them. The isoquants are thus 

contour lines, which trace the loci of equal outputs. As the production remains the same at any 

point of this line, it is also called equal product curve. Let Q0 = f (L, K) be a production factor, 

where Q0 = A is a fixed level of production. 

L = Labor 

K = Capital 

If three combinations of labor and capital A, B and C produces 10 units of product, then the 

isoquant will be like Figure 1. 

Here we see that the combination of L1 labor and K3 capital can produce 10 units of product, 

which is A on the isoquant. Now to increase the labor keeping the production the same the 

organization has to decrease capital. In Figure 1 B is the point where capital decreases to K2, 

while labor increases to L2. Similarly, 10 units of product may be produced at point C on the 

isoquant with capital K1 and labor L3. Each of the factor combinations A, B and C produces the 

same level of output, 10 units. 

1.2.3.7 The marginal rate of technical substitution 



 

Marginal Rate of Technical Substitution 

Isoquants are typically convex to the origin reflecting the fact that the two factors are 

substitutable for each other at varying rates. This rate of substitutability is called the ―marginal 

rate of technical substitution‖ (MRTS) or occasionally the ―marginal rate of substitution in 

production‖. It measures the reduction in one input per unit increase in the other input that is just 

sufficient to maintain a constant level of production. For example, the marginal rate of 

substitution of labor for capital gives the amount of capital that can be replaced by one unit of 

labor while keeping output unchanged. 

To move from point A to point B in the diagram, the amount of capital is reduced from Ka to Kb 

while the amount of labor is increased only from La to Lb. To move from point C to point D, the 

amount of capital is reduced from Kc to Kd while the amount of labor is increased from Lc to Ld. 

The marginal rate of technical substitution of labor for capital is equivalent to the absolute slope 

of the isoquant at that point (change in capital divided by change in labor). It is equal to 0 where 

the isoquant becomes horizontal, and equal to infinity where it becomes vertical. 

The opposite is true when going in the other direction (from D to C to B to A). In this case we are 

looking at the marginal rate of technical substitution capital for labor (which is the reciprocal of 

the marginal rate of technical substitution labor for capital). 



It can also be shown that the marginal rate of substitution labor for capital, is equal to the 

marginal physical product of labor divided by the marginal physical product of capital. 

In the unusual case of two inputs that are perfect substitutes for each other in production, the 

isoquant would be linear (linear in the sense of a function ). If, on the other hand, 

there is only one production process available, factor proportions would be fixed, and these zero-

substitutability isoquants would be shown as horizontal or vertical lines. 

1.3 The Circular Flow of Economic Activity.  

The expansion  or sustainability of a nation‘s economy is highly dependent on the circular flow of 

earnings among the different stakeholders of the financial system. It is due to the buyers habits of 

expenditure  that triggers investments as a way of meeting their demand for merchandise  and 

services. Such investments open new employment opportunities to the people thus increasing the 

net expenditure capacity of the consumers. An increase in the net expenditure ability of the 

householders has a linear implication on the growing demand for merchandise  and services thus 

consequently increasing the investment capacity of the investor. It is the laws of demand and 

supply which influence the economic  expansion  of any society.  

 

The expenditure  ability by the consumer greatly factors in determining the type, quality and 

quantity of merchandise  and services that an organization should provide. This cycle of earnings 

and expenditure is referred to as the circular flow of economic activity. It is to be clearly noted 

that for economic prosperity in the society earnings of the citizens should exceed their related 

expenditure. In the event that expenditure exceeds earnings levels, then the economy of the 

society is said to be in recession.  It is still to be noted that any economic equilibrium is the state 

where spending and earnings are equal thus implying stagnation of the nation‘s economy. 

Therefore, it should be in the sole purpose of any government to put in place the necessary 

measures for ensuring economic prosperity. 

 

This paper is a critical analysis of the concept of the circular flow of economic activity as applied 

in the field of economics. The author in particular talks a look at how such an economic model is 

useful in explaining the economic  expansion  of a nation's economy. Diagrams are used in 

support of the authors' arguments. 

 

1.3.1 The Concept of Circular Flow of Economic Activity 

The economy of any human society must involve the activities of production and consumption. 

To be noted here is the fact that firms are both producers and consumers in the circular flow chain 



while the household serves the consumption aspect of our economic chain.  Production can be 

defined as any act of using available economic resources in the process of creating merchandise 

and services, which match the needs of the consumers. Consumption on the other side can be 

defined as the act of purchasing merchandise and services either for household use or for use in 

the process of making new merchandise  and services. The latter is the reason behind the 

qualifying of firms as consumers. It is also to be noted that economic activities also include 

employment and earnings generation. Employment is the acquisition of human resources for the 

benefits of realizing the production of merchandise and services by a firm. Earnings generation as 

an economic activity includes all the costs incurred by the organization in the process of 

producing merchandise and services. Such could include costs for purchasing raw materials, labor 

wages and other expenses incurred by the firm during the production process. 

 

1.3.2 Types of the circular flow of earnings models 

There are two types of the circular flow of earnings models. The first is the two sector model type 

of circular flow of earnings which assumes no changes in the levels of earnings and expenditure 

as well as the ultimate output of the economic activity. The model assumes that only the firm and 

the households are the key players in the economic progress of a community. Here, the household 

spends on merchandise  and services thus giving earnings to the firms which in return spend the 

gained earnings to sustain its production processes. In this model, earnings, expenditure and 

output should be equal for economic equilibrium to be realized.  

The other model is the five sector model which takes into consideration the economic progress 

role played by financial institutions, the government and foreign contributions. Financial 

institutions here are seen as a source of investment capital to the investors as well as an institution 

for saving the extra earnings of the consumers. The government sector on the other side involves 

in the taxation of its citizens in return for the protection it provides to them. It should also be 

noted that the government is also responsible for expenditure  such revenue collections on 

progress projects such as building of road infrastructures and funding of the health and education 

sectors of our community. Foreign or oversea sector in the five sector model is quite crucial in 

enhancing the process of importation and exportation involvements of the economy. It is to be 

realized here that imports and exports are a crucial factor in any economy. It is such acts which 

provide for both access to merchandise  and services unavailable in the nations as well as 

expanding the market for merchandise  and services produced in the nation. It is this sector of the 

model which converts the nation's economy to an open economy. It should be noted that the 

nation's expenditure must not be higher than its earnings for exports if the economy is to be 



sustainable. In this model, economic equilibrium is realized when all involved expenditure 

cancels the earnings realized. 

1.3.3 Principles of economics as explained by the circular flow of economic activities  

The economic progress and sustainability of any society is highly dependent on production and 

consumption. It is to be noted here that the production process is determined by the availability of 

economic resources such as physical facilities, lobar and investment capital. Land is the physical 

resource required for the construction of the factory facilities and agricultural activities. It should 

also be noted that the land is the source of most of the economic resources required by firms in 

the production process. Such resource as electricity and minerals are found in the soil, making 

land a crucial factor in the production process.  

    

The availability of qualified and reliable labor force is another basic requirement for sustainable 

production in any firm. It is the human resource which factors greatly in ensuring the efficient 

operation of any organization. It should also be noted that by providing for employment, the firms 

are initiating the reciprocal factor of economic activities. With good wages, workers as 

consumers will increase their purchasing power for merchandise  and services thus increasing the 

overall earnings margins for the firms. This will have the end result of increasing investment 

capacity for firms and thus ensuring a sustainable economic  expansion  in the nation. 

    

Any investment requires capital. These are the durable merchandise  and facilities which 

positively influence the production process. Such include setting up of factories and offices as 

well as investing in other production supportive requirements. It is to be appreciated that it is 

investment capital is mainly in the form of loans from financial institution buyer  gained earnings 

through purchase of the company's merchandise  and services or from the investors own savings. 

It is due to this reason that financial institutions play an important role in the economic  

expansion  of any society.  

    

The concept of the circular flow of economic activities is found in the concept of stocks and flow. 

The decision making process pertaining to the economic position of any investment lies in its 

stock flow records. As a cycle of economic value reciprocation, it is worth noting that the use of 

economic resources in the production process requires demand for a return value to the firms. It is 

due to this that merchandise and services are usually purchased at a given marketplace price. 

Such earnings gained from the seller of the products will serve to pay wages for workers, rent to 

the landowners and contribute to the tax kit of the nation. With earnings, the workers will 

increase their purchasing power thus consequently increasing the overall economic potential of 



the firms. The government on the other side will invest in societal progress projects thus realizing 

a sustainable progress in the nation. It is this cycle of interaction from production, employment, 

capital generation and consumption, which leads to the circular flow of economic activities in the 

society. 

    

It is still to be realized that it is the household which provides most of the economic resources 

needed by firms in the production process. Households are the owners of the land which they 

offer for a fee to the investors. Still to note is that the consumers are the source of the labor that 

serves to oversee the production of merchandise and services in the company. The investment 

capital is another thing, which proves the reciprocal nature of the economy of any society. It is to 

be understood that most investments rely on financial institutions for funding of their projects. 

Still to be appreciated is the fact that the financial institutions a heavily reliant on the consumer 

savings for their survival. This makes the economic  expansion  of a society thus a circular flow 

of earnings among the producers and the consumer. 

 

1.3.4 The concept of equilibrium and adaptation to disequilibrium 

Economic equilibrium is defined as an economic state in which both the firms and the consumers 

have equally benefits or spends towards the involved economic activity. It is only in such a state 

that sustainability of the economy can be realized. It is however to be stated here that this is not 

always the case in the real business world. It is a common practice by many consumers to change 

their purchasing patterns while seeking to save for their future lives. This leads to decrease in the 

company's projected market returns. Such decreases in the overall market returns of the company 

have a result of risking the retrenchment of the employees and closure of some production 

facilities. All these will have the end result of reducing the household earnings levels thus further 

reducing their purchasing power. Failure to rectify such circular flow of economic declines can 

lead to the ultimate downfall of the nations economy. It is in fact a result of such economic 

practices that the globe is experiencing an economic recession. 

 

It is however to be noted that the problem of reduced can be eased by the firms. It is in the 

knowledge of many investors that consumer only spend part of their earnings while saving the 

rest for future use. This has the ultimate result of leading to contraction of the circular flow of the 

economy. However, this can be easily prevented by the firms if they spend most of their unsold 

output in increasing their future production capacity. This ensures that the firms spend more 

capital investments to reduce their investment needs in the future. Such disposal mechanisms will 

help reduce the immediate production capacity thus matching the household demand thus 

eliminating the disequilibrium factor in the economy. This aids in the normalization of the 



circular flow of the economic activities. 

 

1.3.5 Circular flow with government and overseas investors 

The inclusion of government and foreign investors in the circular flow of economic activities 

make the circular flow more realistic. It is to be noted here that the government is for the people 

and made by the people. This means that the execution of government's responsibilities must be 

heavily reliant on the citizen's contribution towards the governments upkeep. It is however to be 

noted that such contributions to the government are a direct reciprocal act owing to the protection 

that the government offers to its people. Such is also seen to go into the implementation of 

progress projects in the communities. Still to be noted is the fact that the government acts in 

encouraging investment through provisions of investment incentives. 

    

Involvement in foreign business is another crucial element in the circular flow of economic 

activities. This is basically in the aspect of imports and exports. It is to be realized here that 

imports and exports are a crucial factor in any economy. It is such acts which provide for both 

access to merchandise  and services unavailable in the nations as well as expanding the market for 

merchandise  and services produced in the nation. It is this sector of the model which converts the 

nation's economy to an open economy. It should be noted that the nation's expenditure must not 

be higher than its earnings for exports if the economy is to be sustainable. Still evident in oversea 

sector is the fact that it aids in initiating and nurturing international relationships among nations, a 

crucial element for the harmonious coexistence of different members of the global family. 

 

Production and consumption are the most crucial elements in any economic setting. It is by 

consumption of the produced merchandise  and services that firms get value for their investments. 

Still, it is by production that consumers can have the desired satisfaction for their needs in life. 

The production process also involves the purchasing of merchandise  and services for aiding in 

the production process. It is thus clear here that firms are both producers and consumers in the 

circular flow chain while the household serves the consumption aspect of our economic chain. It 

is due to this reason that both the firms and the households are found to be two different but 

highly complimenting elements in the realization of a sustainable economy in any society. 

    

The households are the source of sustainable market for producing merchandise and services in 

the community. It is by their purchasing of the products of firms that firms can claim to guarantee 

return of value for their investment. Such guaranteed market for merchandise  and services lead to 

increased potential of expansive investments by organizations to meet the increasing consumer 



demands. It is to be noted here that increased investments come with increased employment 

opportunities for the people. Still to be realized is the fact that employment opportunities increase 

the employee‘s earnings and thus greatly improving their purchasing power. Such will have the 

result of having a linearly increasing demand-supply situation in the society. This means that the 

economy of the community will keep on expanding to provide such demand and supply trends are 

kept. 

    

It is however to be noted that demand is not always equal to supply as most a times consumers 

decide to save part of their earnings for future use. It is due to this reason that economic 

disequilibrium is a common thing in our society. The globe recurrent faced with economic threats 

mainly due to such disequilibrium of demand and supply in the marketplace. It should be noted 

here that equilibrium is the best state of any sustainable economy. It is due to this that many 

companies seek to address the problem of disequilibrium by using investment capital structures as 

a way of disposing their unsold products. Such acts ensure the firms have added advantage of 

meeting any future rise in supply demands while limiting potential losses in the meantime.  

    

The circular flow of economic activities, in a more realistic way relies on the government, 

financial institutions and foreign countries. Financial institutions are seen as a source of 

investment capital to the investors. It is to be appreciated that such financial institutions are 

heavily reliant on the consumer savings for their survival. The government sector on the other 

side involves in the taxation of its citizens in return for the protection it provides to them. The 

government is also responsible in expenditure such revenue collections for progress projects such 

as building of road infrastructures and funding of the health and education sectors of our 

community. Lastly, foreign or oversea countries are quite crucial in enhancing the process of 

importation and exportation involvements of the economy. It is such acts, which provide for both 

access to merchandise and services unavailable in the nations as well as expanding the market for 

merchandise and services produced in the nation. 

 

In conclusion, it has evidently been established that a market economy is marked with production 

and consumption as the major key player in ensuring the circular flow of economic activities. It is 

however evidently clear that a sustainable circular flow of economic activities should be thought 

out using the five sector model of circular flow. It is this model which eliminates the assumptions 

found in the two-sector model of the circular flow. It is clear that the five sector model 

appreciates the fact that financial institutions, governments and foreign nations are crucial factors 

if the circular flow of economic activities. It is only with available financial institutions like banks 

that funding of investment can be assured. Still to be noted is the fact that the government as the 



custodian of the citizens must be involved in ensuring fair and just flow of economic activities. 

Involvement in import and export trading ensure the long-term sustainability of demand and 

supply factors of the economy. 

1.4 National income and the Economy 

The computation of National income is one of the very important statistics for a country. IT has 

several important uses and therefore there is a great need for their regular preparation. The 

following are some of the important uses of National income statistics: 

1.4.1 Level of Economic Wellbeing 

The National income estimate reveals the overall performance of the country during a given 

financial year. With the help of this statistic the per capita earnings i.e. the earnings earned by 

every individual is calculated. It is obtained by dividing the total National income by the total 

population. With this we come to the level of economic wellbeing in terms of its standard of 

living. 

1.4.2 Rate of Economic Growth 

With the help of National income statistics we can know whether the economy is growing or 

declining. In simple words it helps us to know the conditions of a country's economy. If the 

National income is growing over a period of year it means that the economy is growing and if the 

National income has reduced as compared to the previous it reveals that the economy is draining. 

Similarly the growing per capita earnings show an increasing standard of living of the people 

which is a positive sign of a nations growth and vice versa. 

1.4.3 Distribution of Wealth 

One of the most important objectives that is achieved after calculating National income is to 

check its distribution among different categories of earnings such as wages, profits, rents and 

interest. It helps to understand that how well the earnings is distributed among the various factors 

of the economy and their distribution among the people as well. 

1.4.4 Ease in Planning 

Since the National income estimates also contain the figures of saving, consumption and 

investment in the economy so it proves to be a valuable guide to economic policy relating to 



planning and active government intervention in the economy. The estimates are used as a data for 

future planning also. 

1.4.5 Formation of Budget 

Budgeting is an effective tool for planning and control. It is prepared in the light of the 

information regarding consumption, saving, and investment which are all provided by the 

National income estimates. Further we can assess and evaluate the achievements or otherwise of 

the progress targets laid down in the plans for the changes in National income and its various 

components. 

1.4.6 Conclusion 

Thus we may conclude that National income statistics chart the movement of a country from 

depression to prosperity its rate of economic growth and its standard of living in comparison to 

rest of the world. 

Review Questions 

1. Define the National Income?  

2. Explain the Production Processes?  

3. Explain the Circular Flow of Economic Activity?  

4. Explain the National Income and the Economy?  

Discussion Questions 

Discuss the National Income Accounting in detail?  

 

 

 

 

 

 

 



 

CHAPTER-2  

Some Concepts Related to National income Accounting 

 

Learning Objectives 

 To define the National Capital. 

 To explain the Disposable Income Aggregates. 

 To explain the Concept and Measurement of National Income. 

 

2.1 Introduction 

National income accounting refers to the bookkeeping system that measures the performance of a 

country‘s overall economic activity. Economists usually estimate the financial health and the 

level of economic activity as well as analyze how a country earns and spends its money. Factors 

used to determine National income levels include gross national product, gross domestic product 

and gross national earnings. 

The government bookkeeping system of National income accounting focuses not only the level of 

economic activity, but also on the growth in productivity and the value of goods in a specific 

time, such as quarterly or yearly. Measurements include the gross national product (GNP), 

formerly known as the gross national earnings, which analyzes the dollar value of any goods or 

services used or purchased by consumers. It also refers to the National income per resident and 

combines total value of goods and earnings earned from other countries, minus any payments 

made to other countries. Gross domestic product (GDP) is the dollar value of goods and services 

produced in a country. 

To calculate national earnings, economists use specific formulas to determine or predict a 

country‘s economic performance. For example, gross domestic product is calculated through the 

formula C + G + I + NX = GDP. The ―C‖ refers to national consumer spending, and ―G‖ stands 

for the total amount of government spending. ―I‖ in the formula refers to the total amount of 



business capital spending in a particular country, while ―NX‖ is a country‘s net exports minus 

total imports. 

When factoring in the gross national product in relation to national earnings, a mathematical 

formula used to determine a country‘s total output is C + G + I + NX + NFP = GNP. In this 

formula, ―C‖ stands for consumer spending for items such as food and clothes. ―G‖ refers to 

goods and services such as government spending and government salaries. Business spending, 

inventory, and capital identify as the ―I‖ in the formula, while ―NX‖ again refers to net exports 

minus the total imports. Finally, ―NFP‖ indicates the earning earned from selling goods and 

services to others, minus the amount the country pays to the other countries. 

National income accounting overall assesses how well a country‘s economy is doing by looking 

at numbers related to total business revenue. It also analyzes the amount of monies spent by 

businesses and individuals on consumer goods, sales, and earnings taxes. National income 

accounting also tracks salaries that domestic and international workers receive and compares the 

numbers against the financial health of an economy.  

2.2  National Capital 

Capital formation is a concept used in macroeconomics, national accounts and financial 

economics. Occasionally it is also used in corporate accounts. It can be defined in three ways: 

 It is a specific statistical concept used in national accounts statistics, Econometrics and 

macroeconomics. In that sense, it refers to a measure of the net additions to the (physical) 

capital stock of a country (or an economic sector) in an accounting interval, or, a measure 

of the amount by which the total physical capital stock increased during an accounting 

period. To arrive at this measure, standard valuation principles are used.  

 It is used also in economic theory, as a modern general term for capital accumulation, 

referring to the total "stock of capital" that has been formed, or to the growth of this total 

capital stock.  

 In a much broader or vaguer sense, the term "capital formation" has in more recent times 

been used in financial economics to refer to savings drives, setting up financial 

institutions, fiscal measures, public borrowing, progress of capital markets, privatization 

of financial institutions, progress of secondary markets. In this usage, it refers to any 

method for increasing the amount of capital owned or under one's control, or any method 

of utilizing or mobilizing capital resources for investment purposes. Thus, capital could 

be "formed" in the sense of "being brought together for investment purposes" in many 



different ways. This broadened meaning is not related to the statistical measurement 

concept nor to the classical understanding of the concept in economic theory. Instead, it 

originated in credit-based economic growth during the 1990s and 2000s, which was 

accompanied by the rapid growth of the financial sector, and consequently the increased 

use of finance terminology in economic discussions. 

2.2.1 Use in national accounts statistics 

In the national accounts (e.g., In the United Nations System of National Accounts and the 

European System of Accounts) gross capital formation is the total value of the gross fixed capital 

formation (GFCF), plus net changes in inventories, plus net acquisitions less disposals of 

valuables for a unit or sector.  

"Total capital formation" in national accounting equals net fixed capital investment, plus the 

increase in the value of inventories held, plus (net) lending to foreign countries, during an 

accounting period (a year or a quarter). Capital is said to be "formed" when savings are utilized 

for investment purposes, often an investment in production. 

In the USA, statistical measures for capital formation were pioneered by Simon Kuznets in the 

1930s and 1940s, and from the 1950s onwards the standard accounting system devised under the 

auspices of the United Nations to measure capital flows was adopted officially by the 

governments of most countries. International bodies such as the International Monetary Fund 

(IMF) and the World Bank have been influential in revising the system. 

2.2.2 Different interpretations 

The use of the term "capital formation" and "investment" can be somewhat confusing, partly 

because the concept of capital itself can be understood in different ways. 

 Firstly, capital formation is frequently thought of as a measure of total "investment", in 

the sense of that portion of capital actually used for investment purposes and not held as 

savings or consumed. But in fact, in national accounts, the concept of gross capital 

formation refers only to the accounting value of the "additions of non-financial produced 

assets to the capital stock less the disposals of these assets". "Investment" is a broader 

concept that includes investment in all kinds of capital assets, whether physical property 

or financial assets. In its statistical meaning, capital formation does not include financial 

assets such as stocks and securities. 



 Secondly, capital formation may be used synonymously with the notion of capital 

accumulation in the sense of a reinvestment of profits into capital assets. But "capital 

accumulation" is not normally an accounting concept in modern accounts (although it is 

sometimes used by the IMF and the United Nations Conference on Trade and Progress), 

and contains the ambiguity that an amusement of a wealth could occur either through a 

redistribution of capital assets from one person or institution to another, or through a net 

addition to the total stock of capital in existence. As regards the capital accumulation, it 

can flourish, so that some people get much wealthier, even although society as a whole 

becomes poorer, and the net capital formation decreases. In other words, the gain could 

be a net total gain, or again at the expense of loss of others that cancels out (or more than 

cancels out) the gain in aggregate. 

 Thirdly, gross capital formation is often used synonymously with gross fixed capital 

formation but strictly speaking this is an error because gross capital formation refers to 

more net asset gains than just fixed capital (it also includes net gains in inventory stock 

levels and the balance of funds lent abroad). 

Capital formation measures were originally designed to provide a picture of investment and 

growth of the "real economy" in which goods and services are produced using tangible capital 

assets. However, the international growth of the financial sector has created many structural 

changes in the way that business investments occur, and in the way capital finance is really 

organized. This not only affects the definition of the measures, but also how economists interpret 

capital formation. The most recent alterations in national accounts standards mean that capital 

measures and many other measures are no longer fully comparable with the data of the past, 

except where the old data series have been revised to align them with the new concepts and 

definitions. 

2.2.2 Gross and net capital formation 

In economic statistics and accounts, capital formation can be valued gross, i.e., before deduction 

of consumption of fixed capital (or "depreciation"), or net, i.e., after deduction of "depreciation" 

write-offs. 

 The gross valuation method views "depreciation" as a portion of the new earnings or 

wealth earned or created by the enterprise, and hence as part of the formation of new 

capital by the enterprise. 



 The net valuation method views "depreciation" as the compensation for the cost of 

replacing fixed equipment used up or worn out, which must be deducted from the total 

investment volume to obtain a measure of the "real" value of investments; the 

depreciation write-off compensates and cancels out the loss in capital value of assets used 

due to wear & tear, obsolescence, etc. 

2.2.3 Technical measurement issues 

Capital formation is notoriously difficult to measure statistically, mainly because of the valuation 

problems involved in establishing what the value of capital assets is. When a fixed asset or 

inventory is bought, it may be reasonably clear what its market value is, namely the purchaser's 

price. But as soon as it is bought, its value may change, and it may change even before it is put to 

use. Things often become more complicated to measure when a new fixed asset is acquired within 

some kind of lease agreement. Finally, the rate at which the value of the fixed asset depreciates 

will affect the gross and the net valuation of the asset, yet different methods are typically used to 

value what assets are worth and how fast they depreciate. Capital assets can for instance be 

valued at: 

 Historic cost (acquisition cost) 

 Current replacement cost 

 Current sale or resale value 

 Average market value 

 Business value, assuming a certain profit yield 

 Value for tax purposes, 

 Value for insurance purposes 

 Purchasing power parity value 

 Scrap value. 

A business owner may in fact not even know what his business is "worth" as a going concern, in 

terms of its current market value. The "book value" of a capital stock may differ greatly from its 

"market value". The value of capital assets may also be overstated or understated using various 

legal constructions. For any significant business, how assets are valued makes a big difference to 

its earnings and thus the correct statement of asset values is a perpetually controversial subject. 

During an accounting period, additions may be made to capital assets (including those that 

disproportionately increase the value of the capital stock) and capital assets are also disposed of; 



at the same time, physical assets also incur depreciation or Consumption of fixed capital. Also, 

price inflation may affect the value of the capital stock. 

In national accounts, there are additional problems: 

 The sales/purchases of one enterprise can be the investment of another enterprise. 

Therefore, to obtain a measure of the total net capital formation, a system of grazing and 

netting of capital flows is required. Without this, double counting would occur. 

 Capital expenditure must be distinguished from intermediate expenditure and other 

operating expenditure, but the boundaries are sometimes difficult to draw. 

 There exists nowadays a large market in second-hand (used) assets. In principle, 

statistical measures of gross fixed capital formation are supposed to refer to the net 

additions of newly produced fixed assets, which enlarge the total stock of fixed capital in 

the economy. But if a substantial trade occurs in fixed assets resold from one enterprise 

or one country to another, it may become difficult to know what the real net addition to 

the stock of fixed capital of a country actually is. A precise distinction between "new" 

and "used" assets becomes more difficult to draw. How to value used assets and their 

depreciation consistently becomes more problematic. 

The general trend in accounting standards is for assets to be valued increasingly at "current 

market value", but this valuation is by no means absolutely clear and uncontroversial. It might be 

understood to mean the price of the asset if it was sold at a balance date, or the current 

replacement cost of the asset, or the average price of the asset type in the market at a certain date, 

etc. 

2.2.4 Perpetual Inventory Method 

A method often used in econometric to estimate the value of the physical capital stock of an 

industrial sector or the whole economy is the so-called Perpetual Inventory Method (PIM). 

Starting off from a benchmark stock value for capital held, and expressing all values in constant 

dollars using a price index, known additions to the stock are added, and known disposals as well 

as depreciation are subtracted year by year (or quarter by quarter). Thus, an historical data series 

is obtained for the growth of the capital stock over a period of time. In so doing, assumptions are 

made about the real rate of price inflation, realistic depreciation rates, average service lives of 

physical capital assets, and so on. The PIM stock values can be compared with various other 



related economic variables and trends, and adjusted further to obtain the most accurate and 

credible valuation 

Controversy 

According to one popular kind of macro-economic definition in textbooks, capital formation 

refers to "the transfer of savings from households and governments to the business sector, 

resulting in increased output and economic expansion". The idea here is that individuals and 

governments save money, and then invest that money in the private sector, which produces more 

wealth with it. This definition is however inaccurate on two counts: 

 Firstly, many larger corporations engages in corporate self-financing, i.e., financing from 

their own reserves and undistributed profits, or through loans from (or share issues 

bought by) other corporations. In other words, the textbook definition ignores that the 

largest source of investment capital consists of financial institutions, not individuals or 

households or governments. Admittedly, financial institutions are, "in the last instance", 

mostly owned by individuals, but those individuals have little control over this transfer of 

funds, nor do they accomplish the transfer themselves. Few individuals can say they 

"own" a corporation, any more than individuals "own" the public sector. James M. 

Poterba (1987) found that changes in corporate saving are only partly offset (between 

25% and 50%) by changes in household saving in the United States. Social accountants 

Richard Ruggles and Nancy D. Ruggles established for the USA that "almost all financial 

savings done by households is used to pay for household capital formation - particularly, 

housing and consumer durables. On net, the household sector channels almost no 

financial savings to the enterprise sector. Conversely, almost all the capital formation 

done by enterprises is financed through enterprise savings - particularly, undistributed 

gross profits."  

 Secondly, the transfer of funds to corporations may not result in increased output or 

economic expansion at all; given excess capacity, a low rate of return and/or lackluster 

demand, corporations may not in fact invest those funds to expand output, and engage in 

asset speculation instead, to obtain property earnings that boosts shareholder returns. To 

illustrate, New Zealand's Finance Minister Michael Cullen stated that "My sense is that 

there are definite gains to be made, both economic and social, in increasing the savings 

level of New Zealanders and in encouraging diversification of assets away from the 

residential property market." This idea is based on a flawed understanding of capital 

formation, ignoring the real issue - which is that the flow of mortgage repayments by 



households to financial institutions is not being used to expand output and employment 

on a scale that could repay escalating private sector debts. In reality, more and more local 

earnings and assets are appropriated by foreign shareholders and creditors in North 

America, Europe, Australia and Japan. In December 2012, managed funds statistics 

compiled by the NZ Reserve Bank indicated that New Zealanders have 49.8% of their 

KiwiSaver money invested overseas.  

The concept of "household saving" must itself also be looked at critically, since a lot of this 

"saving" in reality consists precisely of investing in housing, which, given low interest rates and 

rising real estate prices, yields a better return than if you kept your money in the bank (or, in 

some cases, if you invested in shares). In other words, a mortgage from a bank can effectively 

function as a "savings scheme" although officially it is not regarded as "savings". 

2.3 Disposable Earnings Aggregates 

Disposable earnings are total individual earnings minus personal current taxes. In national 

accounting definitions, personal earnings, minus personal current taxes equals disposable 

personal earnings. Subtracting personal outlays (which includes the major category of personal 

(or, private) consumption spending ) yields personal (or, private) savings. 

Restated, consumption spending  plus savings equals disposable earnings after accounting for 

transfers such as payments to children in school or elderly parents‘ living arrangements. 

The marginal propensity to consume (MPC) is the fraction of a change in disposable earnings that 

is consumed. For example, if disposable earnings rise by $100, and $65 of that $100 is consumed, 

the MPC is 65%. Restated, the marginal propensity to save is 35%. 

For the purposes of calculating the amount of earnings subject to garnishments, United States' 

Federal law defines disposable earnings as an individual's compensation (including salary, 

overtime, bonuses, commission, and paid leave) after the deduction of health insurance premiums 

and any amounts required to be deducted by law. Amounts required to be deducted by law 

include federal, state, and local taxes, state unemployment and disability taxes, social security 

taxes, and other garnishments or levies, but does not include such deductions as voluntary 

retirement contributions and transportation deductions. These deductions would be made only 

after calculating the amount of the garnishment or levy. The definition of disposable earnings 

variance for the purpose of state and local garnishments and levies. 



Discretionary earnings are disposable earnings (after-tax earnings), minus all payments that are 

necessary to meet current bills. It is total personal earnings after subtracting taxes and typical 

expenses (such as rent or mortgage, utilities, insurance, medical, transportation, property 

maintenance, child support, food and sundries, etc.) to maintain a certain standard of living. It is 

the amount of an individual's earnings available for spending after the essentials (such as food, 

clothing, and shelter) have been taken care of: 

Discretionary earnings = Gross earnings - taxes - all compelled payments (bills) 

Despite the definitions above, disposable earnings are often incorrectly used to denote 

discretionary earnings. The meaning should therefore be interpreted from context. Commonly, 

disposable earnings is the amount of "play money" left to spend or save. The Consumer Leverage 

Ratio is the expression of the ratio of Total Household Debt to Disposable Earnings. 

Concept and Measurement of National Earnings 

To calculate National income the following three methods are generally used: 

2.3.1 Net output Method or Production Method 

For calculating National income under this method the net output or the production of various 

commodities is estimated and evaluated at the market prices. For this purpose we take two steps, 

Firstly we estimate the monetary value of the commodities that are produced internally .The 

production or output of different sections of the economy i.e. agricultural, manufacturing, trade, 

commerce, transport etc is analyzed after deducting the depreciation charges. 

Secondly; we consider the foreign business transactions that were performed during the financial 

year. In this regards in this regard we only consider the difference between exports and imports. 

These two aggregate is then summoned up to get the gross domestic product which in turn is 

deducted from the total revenue earned to arrive at national earnings. In very simple words the 

contribution, which each enterprise is made to total output, is equal to its total revenue minus 

what is paid out to other enterprises and the depreciation of equipment used in the process of 

production. The production method is the most direct method for calculating national earnings. Its 

equation can be written as: 

NATIONAL INCOME = G.N.P – COST OF CAPITAL – DEPRECIATION – INDIRECT 

TAXES 

2.3.2 Earnings Method 



Under this method the various factors of production are classified in a few broad categories. The 

earnings of various and sectors are obtained from their financial statements. Under this method 

the National income is also estimated by summing up the earnings that arrives to the factors of 

production provided by the national residents. Thus the rate at which the National income is 

distributed among the various factors of production is estimated. This method of calculating 

National income is quite complex. Usually the undeveloped countries where most of the people 

are not directly covered by direct taxation. Equation wise the method can represent National 

income as: 

NATIONAL EARNINGSR = RENTAL EARNINGS + WAGES + INTEREST + PROFIT 

2.3.3  Expenditure or outlay Method 

This method gives National income by adding up all public and private expenditures made on 

goods and services during a year. It is obtained by: 

 Personal consumption expenditure on goods and services. 

 Gross domestic private investment. 

 Government purchase of goods and services. 

 Net Foreign investment. 

It must however be recognized that it is the final expenditure only which must be counted and not 

the immediate expenditure. 

 

Review Questions 

1. Define the National Capital?  

1. Explain the Disposable Income Aggregates?  

2. Explain the Circular Flow of Economic Activity?  

3. Explain the Concept and Measurement of National Income?  

Discussion Questions 

Discuss the Concepts Related to National Income Accounting?  

 



 

CHAPTER 3 

Evolution and Uses of National income Accounting 

 

Learning Objectives 

 To define the history of National Income Accounts. 

 To explain the Application of National Income Account. 

 To explain the Evolution of National Income Accounting in India. 

 

3.1 Introduction 

The history of the national accounts is relatively recent but falls under the long statistical tradition 

which started with the population censuses. Since the highest Antiquity, political authorities 

sought to evaluate their principal wealth, the source of their power, i.e. the people which live on 

their territories. These population censuses were then followed by surveys on prices, on foreign 

trade and on production of some strategic goods.  

It was necessary to wait the 1660s for seeing the first works that can really be regarded as the 

precursors of national accounts. Thus, in 1665, William Petty carries out the first estimates of the 

National income and wealth of England. In 1696, still in England, Gregory King carried out an 

integrated statistics system which can be regarded as an ancestor of national accounts. In France, 

Vauban carried out studies aiming to measure the national earnings, but Quesnay can really be 

considered as the main precursor of the national accounts. The structure of his economic Table of 

1758 was very similar to the current practices of national accounts, showing in particular the 

interactions between the sectors of the economy. 

All these works have the common characteristic to be closely connected to government concerns, 

generally for tax purposes, sometimes for strategic analysis since the works of Petty and King 

aimed to compare the capacity of England, Holland and France to support a war effort. But these 

works were criticized for their unreliability, so that they remain without consequence until the 

XX° century.  



In the 1930s and 1940s, the works of Colin Clark and Simon Kuznets improved considerably the 

measurement of the National income but the decisive event which was directed at the source of 

national accounts took place precisely in 1936.  

This year, the world had been plunged in the depression for seven years with millions 

unemployed, the rise of totalitarianisms threatened democracies, but the dominant economic 

theories continued teaching that under-employment can be only temporary, that the laws of the 

market will restore the situation naturally and that the Government does not have to intervene 

directly in economic life.  

It is in this context that the English economist and businessman, John Maynard Keynes, published 

the "General Theory of Employment, Interest and Money". This book tackled the bases of the 

traditional economic theory and showed that, if it is not fought actively, unemployment can be 

sustainable. It thus demonstrated the responsibility for government which, by its budget policy, 

could bring back the country to full employment. Seldom had a book such an impact, both at the 

theoretical and practical level. Indeed, during almost about thirty years, the economic policy of all 

the countries of the Western world was based directly on the principles defined by Keynes. 

It was only in the 1970s, with the progress of unemployment resistant to the Keynesian therapies, 

that's a serious questioning of the Keynesian theories and precepts appeared. However, the 

Keynesian influence remains very strong and numerous concepts introduced into the "General 

Theory" still are to the base of the dominant economic theories nowadays. One therefore could, 

rightly, speak about "Keynesian revolution".  

National accounts, such as they exist currently in all the countries of the world, fit directly into 

the extension of the Keynes work, independently of the followed economic policies. Indeed, 

originally, national accounts were created for permitting the governments to follow the Keynesian 

recommendations. Thereafter, their consistency, their rigor and their continuity imposed them as 

an irreplaceable tool of analysis of the economic activity, independently of adhesion or not on the 

designs which prevailed with its birth. National accounts thus could survive the questioning of the 

theory which underlay them.  

1936 is also the publication date of the article of the American economist Wassily Leontief who 

was at the origin of the input-output tables which play an important role in national accounts.  



It was necessary to await the end of the Second World War for the implementation of the first 

national system of accounts. For the first time the three conditions necessary for the birth of the 

national accounts were satisfied:  

 1. A political will of governments, which wished to have tools enabling them to intervene 

effectively in national economic life;  

 2. An economic theory sufficiently dominant to impose its concepts;  

 3. Efficient statistical offices.  

In 1941, in Great Britain, R. Stone and J. Meade proposed in a White Paper, an articulated system 

of accounts. The same year, J. Tinbergen carried out the first system for the Netherlands. In 

France, A. Vincent realized the first theoretical work and the first accounts, covering 1938, were 

carried out in 1945 at the Institute of the economic situation by Mr Froment. Thereafter, a team of 

the General Commission of the Plan formed of Dumontier, Froment, Gavannier and Uri was 

instructed to work out the accounts.  

After the first works, the national accounts developed differently in each country. With the aim of 

standardization, the UN adopted in 1950 a system which had a vocation to serve as a base to the 

accounts of all the countries. However it has not been adopted everywhere, so that, schematically, 

it was possible to distinguish three large schools of accounts coming out of the 1950s:  

 1. The Anglo-Saxon school, of liberal inspiration which was satisfied with light accounts;  

 2. The Soviet school which adopted a very heavy account system adapted to its very 

specific type of centralized planning;  

 3. The French school which, to meet the needs of planning, had created an original 

system, intermediary between the Anglo-Saxon system and the Soviet system.  

The work of harmonization at the international level continued however under the aegis of the 

United Nations so that in 1970 the UN published the methodological document of the System of 

National Accounts (SNA) from which the European System of Accounts is derived (ESA 1979). 

These systems were in fact a synthesis of the Anglo-Saxon and French systems.  

At European level, the introduction in 1989 of a new own resource for the European Commission, 

the fourth resource, was the occasion of significant acceleration of the process of harmonization 

of the standards and methods of national accounts. Indeed, the contribution of the Member States 

to this fourth resource was based on the gross national product (GNP), an important national 

accounts aggregate. To ensure that the contribution of each country is equitable, it became 



essential that the methods of calculating of the GNP are comparable in all the countries of the 

European Union. In this aim, a committee of representatives of all the Member States was created 

by a European Council Directive. This committee, called GNP Committee, had the responsibility 

to check that the methods of compiling the GNP were in compliance with the ESA 

recommendations and to take measures for increasing the comparability and the 

representativeness of the GNP.  

At world level, the publication of the System of National Accounts of the United Nations of 1993 

(SNA 1993) marked the beginning of a genuine harmonization of the various existing systems of 

national accounts in the world. It was carried out under the joint responsibility of Eurostat 

(European Commission), the International Monetary Fund (IMF), the Organization for Economic 

Cooperation and Progress (OECD), the World Bank, and the United Nations.  

The recommendations of the revised system were adopted in all countries, in particular, at 

European level with the adoption of the European System of Accounts in 1995 (ESA 1995) which 

is an adaptation of the SNA to the European realities. One important characteristic of the ESA 

1995 is to form part of a Council Regulation of the European Union on 25 June 1996, which 

gives it an obligatory character for all the Member States of the Union. After the adoption of the 

ESA 1995 the gross National income (GNI) replaced the gross national product of the calculation 

of the distribution of fourth resource and the GNP Committee became the GNI Committee.  

The standardization process continues nowadays, thus the revision of the system of the United 

Nations, undertaken under the joint responsibility of Eurostat, of the IMF, of the OECD, of the 

World Bank and United Nations, finishes and the revision of the European system is still under 

way under Eurostat's responsibility.  

3.2 Application of National income Accounts 

(1) The inflationary or deflationary pressure in an economy can be measured on the basis of 

National income accounting. The gap may likely to arise because of the discrepancies between 

aggregate output and aggregate expenditure. The excess of anticipated expenditure over the 

available output of base prices leads to an inflationary gap which may result in price rise. 

(2) National income accounting measures the well being of the citizens of a country. By the help 

of National income accounting, we can compare the standard of living of different countries or of 

the people of the same country of different times. The highest per capita earnings reflects the 

higher level of wellbeing. 



(3) Statistics regarding the National income data is highly essential for the successful operation of 

the planning of an economy. National income accounting shows the gross earnings, output, 

saving and consumption etc. Without being aware of these variables progress al planning 

becomes a futile. Thus the future economic policy for progress depends a lot on the correct 

estimate of all these factors. 

(4) National income accounting also helps us to know the contributions of various sectors 

accounting we can know the respective contribution of agriculture, industry and service sectors, 

the national earnings. By the help of National income accounting, we can say whether a country 

agricultural or industrial 

(5) National income accounting throws light on the distribution of National income in an 

economy. It clearly shows the disparity in earnings of different sections of the society. 

(6) It shapes the budgetary policy of the Government, makes the borrowing and tax policy in 

order to neutralize the fluctuations of earnings and employment. Government takes the deficit or 

surplus budget to arrest depression or inflation in an economy. 

(7) National income statistics given a clear picture of how the national expenditure is divided 

between consumption and investment. 

(8) It also helps us to know the relative roles of public and private sectors in an economy. 

(9) National income statistics also help us to know about the economic problems of 

underdeveloped countries. 

3.3 Evolution of National income Accounting with Special Reference to India 

The National income estimation has a long history in India and several attempts were made in the 

past by individual economists and researchers to estimate the earnings of the country. The initial 

focus of these researchers was on computing nation‘s earnings. Though the official estimates of 

National income are available on a regular basis since 1948-49 (first published in 1956), as many 

as 44 point estimates of either the National income or earnings relating to a part of the country 

(for example, a state) are available in the literature covering the period ranging from the second 

half of the nineteenth century to 1948-49. The statement presenting certain broad details about 

these estimates. All these efforts were based essentially on macro level data and involved a 

number of assumptions for want of requisite data and adequate resources, and, therefore, these 

estimates were not comparable. However, these studies provided a base for post Independence 



work on the subject and for the preparation of official estimates of National income on a scientific 

and regular basis. 

Recognizing the need for providing estimates of National income on a regular basis, the 

Government of India set up a High Powered Expert Committee in 1949 known as ―National 

income Committee‖ under the Chairmanship of Prof. P.C. Mahalanobis, with Prof. D.R. Gadgil 

and Prof. V.K.R.V. Rao as members, to make recommendations regarding the compilation of 

National income estimates, the improvement of the statistical database on which the estimates 

were to be based and to suggest measures to promote research in the field of national earnings. 

For assisting the Committee, a ‗National income Unit (NIU)‘ was set up in the Ministry of 

Finance. This Committee provided the estimates of National income for the entire Indian Union, 

for the first time. The estimates and details of the methodology adopted were published in the 

First and Final reports of the National income Committee brought out by the Ministry of Finance 

in 1951 and 1954, respectively. The Committee recommended preparation of National income 

estimates on a regular (annual) basis. 

Accepting this recommendation of the Committee, the Government of India transferred the entire 

establishment of NIU, then working for the National income Committee, for the Ministry of 

Finance to take charge of the National income work, on a regular basis. The NIU was 

subsequently transferred to the Central Statistical Organization (CSO) in 1954 and later a 

Full-fledged National income Division (NID) was created in the CSO. The NID is now 

designated as the National Accounts Division (NAD) in conformity with the expansion of its 

Activity, beyond mere compilation of national earnings. 

While executing its responsibilities, the National income Committee received the advisory help of 

international experts namely, Professor Simon Kuznets, National Bureau of Economic Research, 

USA; Prof. J.R.N. Stone, Department of Applied Economics, University of Cambridge and Dr. 

J.B.D. Derksen, National income Unit, United Nations Statistical Office. Prof. Simon Kuznets 

reviewed comprehensively the National income estimates and related aggregates of India and 

presented his report in January, 1957 wherein he offered several suggestions mainly relating to 

(a) status of National income as it emerged in the report of the National income Committee and 

annual publications, National Accounts Statistics (b) other aspects and distribution of National 

income which need to be included in this publication on regular basis, (c) timing of National 

income estimates and character of their presentation and (d) institutional arrangements. He 

reiterated the suggestions of the National income Committee for setting up of an Advisory 

Committee comprising of established authorities, to guide the future course of action and allied 

matters relating to the estimation of National income and related aggregates. He emphasized that 

Advisory Committee members should be given the opportunity to shape the course of work in 

this field which is of utmost importance to the progress of economic intelligence in the country. 



Prof. J.R.N. Stone who visited India in 1950-51 as an Adviser to the then National income 

Committee did considerable work on factor breakdowns of national earnings, some results of 

which were incorporated in one of the working papers of the NIU entitled ―Memorandum on the 

Forms of Accounts‖ January, 1951 (mimeo). 

The National income Committee in its First Report submitted in April, 1951 presented estimates 

of net output of Indian Union for 1948-49 along with a framework of social accounts which was 

drawn up by Prof. J.R.N. Stone. In its Final Report, submitted on February 1954, the Committee 

gave the detailed methodology for the compilation of sectoral estimates and the National income 

estimates for the years 1948-49 (improved), 1949-50 and 1950-51. 

Conventional Series of NAS (with base 1948-49) 

Following the work of Prof. J.R.N. Stone, research on national accounts in India was undertaken 

by many scholars. Two of the earliest papers on the subject were by Dandekar (1951) and Ghosh 

(1951), the former discussing conceptual questions and the latter presenting a national accounting 

framework. The First Report of the NIC (1951) presented a simple system in which some entries 

were left blank. Mukherjee (1954 a) attempted to fill in some of the gaps with almost notional 

entries and suggested separate urban and rural accounts with a connecting link. Mukherjee (1954 

b) also developed a framework of a complete interflow matrix of the type used by Ragnar Frisch. 

Barpujari (1960) first presented complete national accounts in India for the years 1951-52 to 

1955-56 in which the framework given by NIC was used. Economic accounts for developing 

countries were discussed by Mukherjee, Uma Datta Roy Choudhury and Prasada Rao (1975). As 

per the methodology and the pattern of presentation recommended by the National income 

Committee, the first official estimates of National income were prepared by the CSO with base 

year 1948-49 for the estimates at constant prices. These estimates at constant (1948-49) prices 

along with the corresponding estimates at current prices and the accounts of the Public 

Authorities were published in the publication, ―Estimates of National Earnings‖ in 1956. This 

series, commonly known as the ―conventional series‖ continued to be published till 1966 under 

the same title. 

3.3.1 First Revision of NAS Series (Base year 1960-61) 

With the gradual improvement in the availability of basic data over the years, a review of 

methodology for National income estimation and its extension to other fields of macro  economic 

aggregates was undertaken, with a view to update the database and shifting the base year from 

1948-49 for a more recent year. Special efforts in this regard were made for a comprehensive 

review of all available data, both published and unpublished. The first results of these efforts 

were presented in the ―National income Statistics-Proposals for a Revised Series for National 

income Estimates, 1955-56 – 1959-60 (CSO, 1961)‖. These proposals were discussed at a 



specially organized seminar under the auspices of the Indian Association for Research in National 

income and Wealth (IARNIW). In the light of the views expressed in the Seminar, several follow 

up studies were undertaken. The proposals, as improved/amended on the basis of the studies, 

along with estimates as per the revised series of National income by 1960-61 as the new base for 

estimates at constant prices were published in the ―Brochure on the Revised Series of National 

Product, 1960-61 to 1964-65 (CSO, 1967)‖ replacing the earlier series with base 1948-49. 

Simultaneously, work on the estimation of related aggregates like ―capital formation‖ and saving 

for the years 1960-61 to 1965-66 was also undertaken. These estimates were published with 

corresponding methodology in two special brochures, (i) ―National income Statistics – Estimates 

of Capital Formation in India, 1960-61 (hereafter referred to as 1960-61 series), the title of the 

annual publication was changed to ―Estimates of National Product‖. The coverage of the 

publication was extended gradually from time to time to incorporate the estimates of private 

consumption expenditure, saving, capital formation, factor earnings, consolidated accounts of the 

nation and detailed accounts of public sector. The title of the publication was, therefore, again 

changed to the present title ― National Accounts Statistics‖ (NAS) with effect from January 1975 

to depict the expanded scope of the publication. Further, to meet the demand of the users a special 

supplement, ―National Accounts Statistics, 1960-61 to 1972-73 – Disaggregated Tables (CSO, 

1975)‖ was brought out. This publication included disaggregated tables in output, input, value 

added, private consumption expenditure, saving and capital formation. While the publication 

presented the estimates at current prices for the years 1960-61 to 1972-73, those at constant 

(1960-61) prices were presented for the entire period of 1950-51 to 1972-73.  

 

3.3.2 Second Revision of NAS Series (Base year 1970-71) 

The base year of the revised series was subsequently changed from 1960-61 to 1970-71 

(hereinafter referred to as 1970-71 series) and the estimates according to 1970-71 series was 

published in NAS, January 1978. These estimates were based on the most current available data 

from various sources, like population census, livestock census, various sample surveys and ad-

hoc studies. The scope, coverage and methodology of the estimates were same as for the earlier 

series included in NAS October, 1976. Both 1960-61 series and 1970-71 series are known as 

―revised series‖. 

The detailed methodology of estimation and data sources used in the revised series was brought 

out in the special publication entitled ―National Accounts Statistics: Sources & Methods. April 

1980 ―(CSO, 1980). The subsequent revisions/changes in the methodology/ data base were given 

in ‗the Notes on Methodology‘ in various issues of NAS as also in a special article published in 



the Monthly Abstract of Statistics, October, 1985. In order to have comparable series of 

macroeconomic aggregates resulting from the change of base year to 1970-71, the estimates for 

the previous years up to 1950-51 of 1970-71 prices were prepared and published in 1979 and 

1980 issues of NAS. 

3.3.3 Third Revision of NAS Series (Base year 1980-81) 

The CSO released a new series of national accounts aggregates with 1980-81 as the base year 

(hereinafter referred to as 1980-81 series) in February, 1988. This series was introduced after a 

comprehensive review of the database as well as the methodology employed in the estimation of 

various aggregates. It also involved a number of revisions arising out of the conceptual and 

methodological improvements as well as latest available data. The revisions brought about for the 

1980-81 series were the results of a large number of studies undertaken by the Reserve Bank of 

India (RBI), and Directorate of Economics & Statistics (DESs) of the State Governments and the 

estimation of Consumption of Fixed Capital (CFC) based on the estimates of fixed capital stock 

using Perpetual Inventory Method (PIM) carried out by the NAD. The coverage of the series was 

enlarged to include the new State of Sikkim. The improvements proposed for the 1980-81 series 

were also considered in depth at the Pune Seminar and Conference of the Indian Association for 

Research in National income & Wealth (IARNIW) held in December, 1984 and November, 1985 

respectively. These proposals and the consequential changes were discussed in detail in the 

Advisory Committee on National Accounts at two meetings specially convened for this purpose 

in April 1986 and June 1987. The CSO also benefited from the suggestions received from many 

other experts in the field of national accounts. Efforts were also made to use as much current data 

as possible to replace the proportions based on the old benchmark surveys. Further, the results of 

the latest Population Census, Livestock Census, All India Debt & Investment Survey (AIDIS), 

follow up surveys of the Economic Census (EC), Cost of Cultivation Studies (CCS) etc. were 

made use of. Special mention may be made here of the data collected under the program of 

follow-up surveys of EC. The EC and its follow up surveys were particularly designed to fill the 

data gap pertaining to unorganized segments of the non-agricultural sectors of the economy. The 

Brochure ―New Series on National Accounts Statistics (with 1980-81 as the base year)‖ giving 

the estimates from1980-81 to 1985-86 as also a brief description of the important 

changes/improvements effected in the new series vis-à-vis the 1970-71 series was issued in 

February, 1988. The various methodological improvements carried out in 1980-81 series related 

to the revised procedure of estimation of paddy, value added to the textile group in case of 

unregistered manufacturing, domestic product from Public Administration and Defense at 

constant prices, consumption of fixed capital (CFC), consumption of textiles and other items of 

private final consumption expenditure, change in stocks, losses of the departmental enterprises of 



the government etc. Details of the changes effected along with the results of the latest census/ 

sources of data used in respect of each of the macroeconomic aggregates and also of the 

transactions in the public sector are available in the publication entitled ‗National Accounts 

Statistics-Sources and Methods‘ published in 1989.  

3.3.4 Fourth Revision of NAS Series (Base year 1993-94) 

The CSO revised the 1980-81 series of national account aggregates with 1993-94 as the base year 

(hereafter referred to as 1993-94 series) in February, 1999. In the past, National Accounts 

Statistics were mostly revised decennially to change the base to a Year synchronizing with the 

year of the decennial Population Census. It was primarily because the information on workforce 

from the Population Census played an important role and workforce estimates in the base year, 

which is conducted decennially in the years ending with 1. As a sequel to this, this series of 

National Accounts Statistics should have been to the base year 1990-91. However, it was 

observed that the data on worker participation rate (WPR) captured by the National Sample 

Survey Organization (NSSO) was better than the one estimated through the Population Census. 

Accordingly, the CSO used the workforce to estimate based on the National Sample Survey 

(NSS) workforce participation rates from the NSS 1993-94 (50 th Round) survey results, and 

changed the base year of national accounts to 1993-94. Of the various changes/methodological 

improvements effected in the new series, mention may be made of the estimation of work force 

by economic activities using the worker- population ratio and the workforce participation rates 

based on the quinquennial survey on employment and unemployment conducted by the NSSO 

and the total population as obtained from the 1991 Population Census, using the database on 

horticultural statistics released by the National Horticulture Board (NHB) of the Ministry of 

Agriculture, coverage of the agricultural production in the fore/backyard, floriculture, deep sea 

fishing, valuation of the output of prawns and shrimps separately, data on which was available 

from the Ministry of Agriculture, estimation of the contribution of tailoring services, public 

services in the quasi-government bodies and the contribution of Employees Provident Fund 

Organisation in the GDP. In the 1980-81 series imputed banking charges (financial 

intermediation services indirectly measured – FISIM) were being allocated to only few organized 

segments of the user industries and final consumers. In the 1993-94 series, however, FISIM was 

allocated to all user industries in line with the recommendations of the 1993 SNA (which came 

into existence during this period and prepared under the auspices of the Inter Secretariat Working 

Group on National Accounts comprising of the European Communities (EUROSTAT), 

International Monetary Fund (IMF), Organization for Economic Cooperation and Progress 

(OECD), United Nations and World Bank). Further, methodology for estimating the output of 

insurance services was revised in this series, as per the recommendations of 1993 SNA. 



The 1993-94 series involved a number of revisions arising out of conceptual and methodological 

improvements as well as use of latest available data. The comprehensive revisions in this series 

were based on a few studies initiated by the CSO. Particular mention may be made of the three 

groups (separated for agriculture, industry and services) comprising representatives of the 

Ministries and external specialists to examine the issue relating the underestimation of the GDP. 

The suggestions of these groups were helpful in the base revision exercise particularly in locating 

areas of underestimation and in identifying the alternative sources of data for the purpose. Some 

of the proposals leading to the changes employed in the new series were discussed in the Golden 

Jubilee Seminar of the Indian Association for Research in National income and Wealth 

(IARNIW) held at the Institute of Economic Growth, University of Delhi during 24-26 July 1998 

and also at the joint International Conference of the IARNIW and International Association for 

Research in Earnings and Wealth held at New Delhi during 16-20 November 1998. The changes 

effected in the new series in terms of methodology, use of alternative data sources and the 

consequential changes in the estimates were also deliberated upon in detail by the Advisory 

Committee on National Accounts under the chairmanship of Dr. Rakesh Mohan, in its meetings 

held on 19
th
 August 1998, 6th November 1998, 19th January 1999 and 27 th January 1999. 

 

3.3.5 Current Series of NAS (Base year 1999-2000) 

The CSO revised the 1993-94 series of national account aggregates with 1999-2000 as the base 

year (hereafter referred to as new series) in February, 2006. The three major components 

influencing the present revision exercise include (i) revision of base year to a more recent year 

(for meaningful analysis of the structural changes in the economy), (ii) complete review of the 

existing database and methodology employed in the estimation of various macro-economic 

aggregates including choice of the alternative databases on individual subjects and (iii) to the 

extent feasible, implementing the recommendations of 1993 SNA. At the time of introducing the 

previous series with base year 1993-94, the CSO had announced that the future base year NAS 

series revisions would take place coinciding with the NSS quinquennial surveys on employment 

and unemployment. In continuation with the practice of adopting NSS employment and 

unemployment survey data, the new series of national accounts released on 31
st
   January, 2006 

adopted 1999-2000 as the base year, as it has used the data on WPR from the NSS 55 the  Round 

survey on Employment and Unemployment, conducted in 1999-2000. In the new series, the WPR 

data have been used in conjunction with population data of the Population Census, 2001. In 

addition to using the results of above surveys and censuses, the CSO entrusted a number of 

studies to the State Governments, the Directorate of Economics and Statistics, Department of 



Agriculture and Cooperation, Ministry of Agriculture (DESAg) and the Socio- Economic 

Research Centre (SERC), a Delhi based NGO, for updating the rates and ratios used in the 

compilation of national accounts. The CSO also conducted a study on yield rates of meat, meat 

products and meat by-products through its own personnel to update the old rates and ratios for 

these items. The results of the type studies considered for incorporation in the new series relate to 

those conducted by (i) SERC on rates and ratios in agriculture sector, (ii) CSO on yield rates for 

meat, meat products and meat by-products, (iii) CSO on yield rates of camel hair and pig bristles, 

(iv) DESAg on market charges paid by the farmers (v) Directorate of Economics and Statistics, 

Government of Haryana, on input rates for inland fishing, and (vi) Indian Council for Forest 

Research Education (ICFRE) on output of forest products. 

 

 

 

 

Review Questions 

1. Define the history of National Income Accounts?  

2. Explain the Application of National Income Account?  

3. Explain the Circular Flow of Economic Activity?  

4. Explain the Evolution of National Income Accounting in India?  

Discussion Questions 

Discuss the Evolution and Uses of National Income Accounting?  

 

 

 

 

 

 

 



 

CHAPTER -4  

Economic Policy and National income Accounting 

 

Learning Objectives 

 To define the Investment. 

 To explain the Flow of Funds in the Economy. 

 To explain the Consumption and Saving Behavior of the Economy. 

 To describe the Portfolio Investment. 

 

4.1 Introduction 

There are several important uses of National income statistics and, therefore, there is great need 

for their regular preparation. National income estimates provide not only a single figure showing 

the national earnings, but also supply the detailed figures in regard to the various components of 

the national earnings. It is both the figure of National income and the details regarding its various 

constituents that throw light on the functioning and performance of the economy. 

4.1.1 Importance of National income Accounting 

(i) National income estimate reveals the overall production performance of the economy, as it 

seeks to measure the level of production in a year. Per capita earnings, which is found out by 

dividing the total National income by the population, give us an idea about the average standard 

of living of the people. Economic wellbeing depends to a considerable degree on the level of 

National income and the average standard of living of the people. Thus, the figures of National 

income and per capita earnings indicate the level of economic wellbeing of the people of a 

country. 

(ii) By comparing National income estimates over a period of time, we can know whether the 

economy is growing, stagnant or declining. If the National income increases over years, it means 

that the economy is growing. And if the National income remains more or less unchanged, it 

indicates that economy is stagnant. But if the National income is falling over a period of time, it 

indicates that the economy is deteriorating. In case the economy is growing, we can also judge the 



rate of economic growth or progress by measuring the rate of increase in national earnings. 

Further, by comparing the per capita earnings over years, we can know the changes in the 

standards of living and economic well being of the people. 

(iii) The National income estimates show the contribution made by the various sectors of the 

economy, such as agricultural manufacturing industry, trade, etc., to the national earnings. Thus, 

the National income estimates of India reveal that about 50 per cent of the National income 

originates in agriculture. That shows the overwhelming importance of agriculture in the Indian 

economy. 

(iv) National income estimates throw light on the distribution of National income among different 

categories of earnings, such as wages, profits, rents, and interest. The distribution of National 

income between wages on the one hand and profits, interest, rent on the other, is of special 

significance, since inequality in personal earnings depends to a large extent on the share of the 

working class (i.e., wages) and the share of property owners (i.e., rents, profits and interest). 

(v) The National income estimates also contain the figures of consumption saving and investment 

in the economy. Information regarding consumption saving and investment is indispensable for 

any economic study concerning economic growth and planning. It is the rate of saving and 

investment in the economy that determines the rate of economic grow plus investment constitute 

the level of aggregate demand on which the level of earnings or employment in a country. 

(vi) With the help of National income estimates of various countries of the world, we can 

compare the standards of living and the levels of the people living in those countries. For this 

purpose we have to adjust National income figures for differences in production and price levels. 

In other words, by the figures of the 'real' National income per capita, we can compare the 

standards of living or levels of wellbeing in different countries. Moreover, developed and under-

developed countries ire usually classified on the basis of per capita earnings. 

(vii) National income estimates are a valuable guide to economic policy especially in these days 

of progress planning and active government intervention in the economy. By looking at the 

National income statistics, the government can decide if the economy or its various actors need 

any stimuli or regulation. From the National income estimates, we can see the part played by the 

government in the national economy. 

4.2 Investment 



Investment is one of the most important variables in economics. On its back, humans have ridden 

from caves to skyscrapers. Its surges and collapses are still a primary cause of recessions. Indeed, 

as can be seen in Figure below, investment has dropped sharply during almost every postwar U.S. 

recession. As the graph suggests, one cannot begin to project where the economy is going in the 

near term or the long term without having a firm grasp of the future path of investment. Because 

it is so important, economists have studied investment intensely and understand it relatively well. 

4.2.1 What Is Investment?  

By investment, economists mean the production of goods that will be used to produce other 

goods. This definition differs from the popular usage, wherein decisions to purchase stocks or 

BONDS are thought of as an investment. 

The investment is usually the result of forging consumption. In a purely agrarian society, early 

humans had to choose how much grain to eat after the harvest and how much to save for future 

planting. The latter was invested. In a more modern society, we allocate our productive capacity 

to producing pure consumer goods such as hamburgers and hot dogs, and investment goods such 

as semiconductor foundries. If we create one dollar worth of hamburgers today, then our gross 

national product is higher by one dollar. If we create one dollar worth of semiconductor foundry 

today, gross national product is higher by one dollar, but it will also be higher next year because 

the foundry will still produce computer chips long after the hamburger has disappeared. This is 

how investment leads to ECONOMIC GROWTH. Without it, human progress would halt. 

 

Figure 1 Investment/GDP, 1947-2004 

  



 

 

Source: Bureau of Economic Analysis and NBER. 

Note: Shaded regions represent recessions as determined by the NBER. 

 

Investment need not always take the form of a privately owned physical product. The most 

common example of nonphysical investment is investment in HUMAN CAPITAL. When a student 

chooses studies over leisure, that student has invested in his own future just as surely as the 

factory owner who has purchased machines. Investment theory just as easily applies to this 

decision. Pharmaceutical products that establish heightened well-being can also be thought of as 

investments that reap higher future PRODUCTIVITY. Moreover, the government also invests. A 

bridge or a road has been just as much an investment in tomorrow‘s activity as a machine is. The 

literature discussed below focuses on the study of physical capital purchases, but the analysis is 

more widely applicable. 

4.2.2 Where Do the Resources for Investment Come From?  

In an economy that is closed to the outside world, investment can come only from the forgone 

consumption—the SAVING—of private individuals, private firms, or government. In an open 

economy, however, investment can surge at the same time that a nation‘s saving is low because a 

country can borrow the resources necessary to invest from neighboring countries. This method of 

financing investment has been very important in the United States. The industrial base of the 

United States in the nineteenth century—railroads, factories, and so on—was built on foreign 

finance, especially from Britain.             More recently, the United States have repeatedly posted 

significant investment growth and very low savings. However, when investment is funded from 

outside, some of the future returns to capital are passed outside as well. Over time, then, a country 

that relies exclusively on foreign financing of investment may find that it has very little capital 

earnings with which to finance future consumption. Accordingly, the source of investment 

finance is an important concern. If it is financed by domestic saving, then future returns stay at 

home. If it is financed by foreign saving, then future returns go abroad, and the country is less 

wealthy than otherwise. 

4.2.3 What Makes Investment Go Up and Down?  



The theory of investment dates back to the giants of economics. IRVING FISHER, ARTHUR CECIL 

PIGOU, and ALFRED MARSHALL all made contributions; as did JOHN MAYNARD KEYNES, whose 

Marshallian user cost theory is a central feature in his General Theory. In addition, investment 

was one of the first variables studied by modern empirical techniques. Already in 1909, Albert 

Aftalion noted that investment tended to move with the business cycle. 

Many authors, including Nobel laureate TRYGVE HAAVELMO, contributed to the advance of the 

investment literature after the war. Dale Jorgenson published a highly influential synthesis of this 

and earlier work in 1963. His neoclassical theory of investment has withstood the test of time 

because it allows policy analysts to predict how changes in government policy affect investment. 

In addition, the theory is intuitively appealing and is an essential tool for any economist. 

Here is a brief sketch. Suppose you run a firm and are deciding whether to purchase a machine. 

What should affect your decision? The first observation is that you should purchase the machine 

if doing so will increase your PROFITS. For that to happen, the revenue you earn from the machine 

should at least be equal to the costs. On the revenue side, the calculation is easy. If, for example, 

the machine will produce one thousand donuts and you can sell them at ten cents apiece, then you 

know, after subtracting the noncapital costs such as flour, exactly how much extra revenue the 

machine will produce. But what costs are associated with the machine? 

Suppose the machine lasts forever, so you do not have to worry about wear and tear. If you buy 

the machine, then it produces donuts and the machine‘s manufacturer has your money. If you 

decide not to buy the machine, then you can put the money in the bank and earn interest. If the 

machine truly does not wear (i.e., depreciate) while you use it, you could, in principle, purchase 

the machine this year and sell it next year at the same price, and get your money back. In that 

case, you gain the extra revenue from selling donuts but lose the interest you could have had if 

you had just placed the money in the bank. You should buy the machine if the interest is less than 

the extra money you will make from the machine. 

Jorgenson expanded this basic insight to account for the facts that the machine might wear out, 

the price of the machine might change, and the government imposes taxes. His ―user cost‖ 

equation is a sophisticated model of investment, and economists have found that it describes 

investment behavior well. Specifically, a number of predictions of Jorgenson‘s model have been 

confirmed empirically. Firms buy fewer machines when their profits are taxed more and when the 

interest rate is high. Firms buy more machines when tax policy gives them generous tax breaks 

for doing so. 



Investment fluctuates a lot because the fundamentals that drive investment—output prices, 

INTEREST RATES, and taxes—also fluctuate. But economists do not fully understand fluctuations 

in investment. Indeed, the sharp swings in investment that occur might require an extension to the 

Jorgenson theory. 

Despite this, Jorgenson‘s theory has been a key determinant of economic policy. During the 

recession of 2001, for example, the U.S. government introduced a measure that significantly 

increased the tax benefits to firms that purchased new machines. This tax ―subsidy‖ to the 

purchases of machines was meant to stimulate investment at precisely the time that it would 

otherwise have plummeted. This countercyclical investment policy follows significant precedent. 

In 1954, accelerated depreciation was introduced, allowing investors to deduct a larger fraction of 

the purchase price of a machine than had previously been allowed. In 1962, President John F. 

Kennedy introduced an investment tax credit to stimulate investment. This credit was enacted and 

repealed numerous times between then and 1986, when it was finally repealed for good. In each 

case, the Jorgenson model provided a guide to policymakers of the likely impact of the tax 

change. Empirical studies have confirmed that the predicted effects occurred. 

4.2.4 The Theoretical Frontier  

In Jorgenson‘s user cost model, firms will purchase a machine if the extra revenue the machine 

generates is a smidgen more than its cost. This prediction of the model has been the subject of 

significant debate among economists for two main reasons. First, some economists who study 

recessions have found that financial constraints have affected investment. That is, they argue that 

sometimes firms want to purchase machines, and would make more money if they did so, but are 

unable to because banks will not lend them money. The extensive literature on this topic has 

concluded that such liquidity constraints do not significantly affect most large firms, although 

occasional liquidity crises cannot be ruled out. Such liquidity constraints are more likely to affect 

small firms. 

The second extension of the basic user cost theory owes to a seminal contribution by Robert 

McDonald and Daniel Siegel (1986). They noted that firms do not typically purchase machines 

when the extra revenue is just a smidgen more than the cost, but, instead, require a bigger surplus 

before taking the plunge. In addition, consumers and businesses appear to be very reluctant to 

adopt novel technologies. McDonald and Siegel developed a model of investment that explained 

why. Their analysis has two key features that differ from Jorgenson‘s: first, the future is highly 

uncertain; second, a firm has to ―nail down‖ a new machine that it purchases and cannot expect 

ever to be able to sell it. That is, the purchase of a machine is ―irreversible.‖ 



These two features change the analysis. Consider, for example, a firm that traditionally powers its 

furnaces with coal deciding whether to buy a new, more ENERGY-efficient natural gas–powered 

furnace that costs one hundred dollars today but has an uncertain return tomorrow. If the price of 

natural gas does not change, then the firm stands to make a four-hundred-dollar profit by 

operating the new furnace. If the price of natural gas increases, however, then the new furnace 

will remain idle and the firm will gain nothing from owning it. If the probability of either 

outcome is 0.5, then, using a zero interest rate for simplicity, the expected net PRESENT VALUE of 

purchasing the machine is (Scenario 1): 

(0.5 × $400) + (0.5 × 0) − $100 = $100 

Because the project has a positive expected cash flow, it might seem optimal to buy the furnace 

today. But it is not. Consider what happens if the firm waits until the news is revealed before 

deciding, as shown in Scenario 2. By waiting, the firm will actually increase its expected profit of 

fifty dollars. The reason the firm is better off waiting is that if the bad news happens—that is, if 

natural gas prices increase—the firm can avoid the loss of one hundred dollars by not purchasing 

the furnace at all. By waiting, the firm is acquiring better information than it would have if it 

bought today. Note that the two examples would have the same expected return if the firm were 

allowed to resell the furnace at the original purchase price if there is bad news. But this is 

unrealistic for two reasons: (1) many pieces of equipment are customized so that once installed 

they would have little or no value to anyone else; and (2) if gas prices rise, the gas-powered 

furnace would have little value to anyone else. 

The general conclusion is that there is a gain to waiting if there is uncertainty and if the 

installation of the machine entails sunk costs, that is, costs that cannot be recovered once spent. 

Although quantifying this gain exactly is a highly mathematical exercise, the reasoning is 

straightforward. That would explain why firms typically want to invest only in projects that have 

a high expected profit. 

 

Scenario 1 Expected profit if the firm buys a new gas-powered furnace today that costs $100 and 

has an uncertain return tomorrow.  

 

 Tomorrow  



Today If Good News (Probability = .5) If Bad News (Probability = .5) Expected Return 

Pay $100 Earn $400 Earn nothing $100 

 

 

 

Scenario 2 Expected profit if firm waits and decides tomorrow.  

 

 Tomorrow  

Today If Good News (Probability = .5) If Bad News (Probability = .5) Expected Return 

Pay nothing Earn $400 − $100 Earn nothing $150 

 

 

The fact of irreversibility might explain the large fluctuations in investment that we observe. 

When a recession begins, firms face uncertainty. At these times, it may be optimal for each firm 

to wait until some of the uncertainty is resolved. When many firms do that, wild swings in 

investment occur. Recent work by Ricardo Caballero, Eduardo Engel, and John Haltiwanger 

(1995) confirms that these factors may also be important in explaining the steep drop in 

investment during recessions. 

That economists have a fairly strong understanding of firms‘ investment behavior makes sense. A 

firm that maximizes its profits must address investment using the framework discussed in this 

article. If it fails to maximize profits, it is less profitable than firms that do, and will eventually 

disappear from the competitive marketplace. Darwinian forces weed out the bad companies. 

As mentioned above, investment ultimately comes from forgone consumption, either here or 

abroad. Consumer behavior is harder to study than firms‘ behavior. Market forces that drive 

irrational people out of the marketplace are much weaker than market forces that drive bad 

companies from the market. Accordingly, the study of saving behavior, that lynchpin for 



investment, is not nearly as advanced as that of investment. Because the saving response of 

consumers must be known if one is to fully understand the impact of any investment policy, and 

because the saving behavior is so poorly understood, much work remains to be done. 

4.2.5 Flow of Funds in the Economy 

The term ―flow of funds‖ is used in several different ways in economics, including looking at the 

movement within individual financial sectors on a national level, tracking mutual fund 

performance, and determining priorities for bond spending. The meaning intended is typically 

clear from the context of the discussion. Looking at the flow of funds in all senses can provide 

important information about economic performance and policy, whether one is looking at 

national economic activities or those of an individual fund. 

In the first sense, the flow of funds is studied and discussed by a nation's central bank, with 

figures being released shortly after the close of each quarter. People can track the flow of funds 

over time to examine economic trends, and the numbers from the most recent quarter may be an 

important indicator of economic health. Economists, analysts, and policymakers all look forward 

to the flow of funds figure so they can use it in their work. 

The second meaning refers to the movement of money in and out of a mutual fund. It is used to 

track investor interest in the fund by gauging who is investing and how much money they are 

putting into the fund. It also shows what the fund itself is allocating money to, providing 

important information about the investment strategy being used by the fund manager. The flow of 

funds can reveal whether a fund is struggling, and may provide important information about 

where analysts think the market is headed. 

In the sense of a municipal bond, a flow of funds is a statement discussing how the funds raised 

by the bond will be used. In addition to allocating funds to the project the bond was intended for, 

the government also needs to set aside money for paying interest and covering other debt service 

costs. Furthermore, they must save funds and invest them so they can repay the principal on the 

bond. Different percentages of money can be allocated and a full statement must be provided to 

show that the municipality is engaged in financial planning to keep the bond repayment on 

schedule. 

In all cases, information about the flow of funds is made publicly available. People can request 

statements and may also find them published in venues intended to be accessed by members of 

the general public. 



 

4.3 Consumption and Saving Behavior of the Economy 

4.3.1 Consumption 

Consumption, in economics, the use of goods and services by households. Consumption is 

distinct from consumption expenditure, which is the purchase of goods and services for use by 

households. Consumption differs from consumption expenditure primarily because durable 

goods, such as automobiles, generate an expenditure mainly in the period when they are 

purchased, but they generate ―consumption services‖ (for example, an automobile provides 

transportation services) until they are replaced or scrapped. 

Neoclassical (mainstream) economists generally consider consumption to be the final purpose of 

economic activity, and thus the level of consumption per person is viewed as a central measure of 

an economy‘s productive success. 

The study of consumption behavior plays a central role in both macroeconomics and 

microeconomics. Macroeconomists are interested in aggregate consumption for two distinct 

reasons. First, aggregate consumption determines aggregate saving, because saving is defined as 

the portion of earnings that is not consumed. Because aggregate saving feeds through the 

financial system to create the national supply of capital, it follows that aggregate consumption 

and saving behavior have a powerful influence on an economy‘s long-term productive capacity. 

Second, since consumption expenditure accounts for most of national output, understanding the 

dynamics of aggregate consumption expenditure is essential to understanding macroeconomic 

fluctuations and the business cycle. 

Microeconomists have studied consumption behavior for many different reasons, using 

consumption data to measure poverty, to examine households‘ preparedness for retirement, or to 

test theories of competition in retail industries. A rich variety of household-level data sources 

(such as the Consumer Expenditure Survey conducted by the U.S. government) allow economists 

to examine household spending behavior in minute detail, and microeconomists have also utilized 

these data to examine interactions between consumption and other macroeconomic behavior such 

as job seeking or educational attainment. 



4.3.1.1  The rational optimization framework 

In their studies of consumption, economists generally draw upon a common theoretical 

framework by assuming that consumers base their expenditures on a rational and informed 

assessment of their current and future economic circumstances. This ―rational optimization‖ 

assumption is untestable, however, without additional assumptions about why and how 

consumers care about their level of consumption; therefore consumers‘ preferences are assumed 

to be captured by a utility function. For example, economists usually assume (1) that the urgency 

of consumption needs will decline as the level of consumption increases (this is known as a 

declining marginal utility of consumption), (2) that people prefer to face less rather than more risk 

in their consumption (people are risk-averse), and (3) that unavoidable uncertainty in future 

earnings generates some degree of precautionary saving. In the interest of simplicity, the standard 

versions of these models also make some less-innocuous assumptions, including assertions that 

the pleasure yielded by today‘s consumption does not depend upon on one‘s past consumption 

(there are no habits from the past that influence today‘s consumption) and that current pleasure 

does not depend upon comparison of one‘s consumption to the consumption of others (there is no 

―envy‖). 

Within the rational optimization framework, there are two main approaches. The ―life-cycle‖ 

model, first articulated in Utility Analysis and the Consumption Function (1954) by economists 

Franco Modigliani and Richard Brumberg, proposes that household spending decisions are driven 

by household members‘ assessments of expenditure needs and earnings over the remainder of 

their lives, taking into account predictable events such as a precipitous drop in earnings at 

retirement. The standard version of the life-cycle model also assumes that consumers would 

prefer to spend everything before they die (i.e., It assumes there is no bequest motive). Life-cycle 

models are most commonly employed by microeconomists modeling household-level data on 

consumption, earnings, or wealth. 

Macroeconomists tend to use a simplified version of the optimization framework called the 

―permanent earnings hypothesis,‖ whose origins trace back to economist Milton Friedman‘s 

treatise A Theory of the Consumption Function (1957). The permanent earnings hypothesis omit 

the detailed treatment of demographics and retirement encompassed in the life-cycle model, 

focusing instead on the aspects that matter most for macroeconomic analysis, such as predictions 

about the nature of the consumption function, which relates consumer spending to factors such as 

earnings, wealth, interest rates, and the like. 



Perhaps the most important feature of the consumption function for macroeconomics is what it 

has to say about the marginal propensity to consume (MPC) when there are changes in earnings. 

Economist John Maynard Keynes, who was the first to stress the importance of the MPC in The 

General Theory of Employment, Interest, and Money (1936), believed that up to 90 percent of any 

increase in current earnings would translate into an immediate increase in consumption 

expenditure (an MPC of 90 percent). However, evidence has shown that Friedman‘s permanent 

earnings hypothesis is much nearer the mark: Friedman asserted that on average only about one-

third of any windfall (a one-time unanticipated gain) would be spent within a year. He further 

argued that a one-for-one correlation between increased earnings and increased spending would 

occur only when the earnings increase was perceived to reflect a permanent change in 

circumstances (e.g., a new, higher-paying job). 

The modern mathematical versions of the life-cycle and permanent-earnings-hypothesis models 

used by most economists bring some plausible refinements to the original ideas. For example, the 

modern models imply that the marginal propensity to consume out of windfalls is much higher 

for poorer than for rich households. This tendency makes it impossible to determine the impact of 

a tax cut or government program on consumption spending without knowing whether it is aimed 

primarily at low-wealth or high-wealth households. The theory further indicates that tax cuts or 

spending programs (such as extended unemployment benefits) aimed primarily at lower-earnings 

households should be considerably more effective at stimulating or maintaining aggregate 

spending than programs aimed at richer households. 

4.3.1.2 Modifications to the standard framework 

In The Wealth of Nations (1776), Scottish economist Adam Smith wrote: 

A linen shirt… is, strictly speaking, not a necessary of life. The Greeks and Romans lived, I 

suppose, very comfortably though they had no linen. But in the present times, through the greater 

part of Europe, a creditable day-laborer would be ashamed to appear in public without a linen 

shirt, the want of which would be supposed to denote [a] disgraceful degree of poverty. 

Smith clearly did not believe one of the baseline assumptions built into the standard models of 

consumption described above: that the pleasure yielded by a given level of consumption is 

independent of the consumption standards of the surrounding community. A day laborer in 

Smith‘s time was a consumer of linen shirts for social as well as practical reasons. However, 

research into the consequences of this type of ―comparison utility‖ suggests that observable 

individual spending behavior is much the same whether one cares about absolute or relative levels 



of consumption, because there is nothing that the typical individual can do to change the 

consumption levels of others. 

If, however, the pleasure yielded by an individual‘s current consumption depends partly on a 

comparison to that person‘s past consumption habits, then rational consumers will realize that 

they will be happier if they increase their level of consumption gradually over their lifetimes 

(instead of equalizing consumption at different ages, as the life-cycle model suggests). Habit 

formation also implies a very different reaction to earnings shocks that reflects a gradual 

adaptation to new circumstances. The speed of adjustment depends on the strength of the habit. 

This is in contrast to Friedman‘s permanent earnings hypothesis, which assumes that a permanent 

shock (either negative or positive) will result in an immediate and complete adjustment of 

spending. A considerable amount of evidence of macroeconomic data seems to suggest that 

consumption does indeed react sluggishly to macroeconomic shocks. 

A final modification commonly made to the baseline life-cycle model is the abandonment of the 

assumption that people accumulate wealth solely to finance their own future spending. The high 

saving rates of the richest few percent of households (at least in the United States) are hard to 

explain in such a framework. The most popular solution is to incorporate a ―bequest motive,‖ 

which explains higher saving rates of the very rich as resulting from beneficence toward their 

descendants. An alternative theory holds that some rich people gain satisfaction directly from the 

ownership of wealth, not merely from the happy contemplation of that wealth being spent by 

children, grandchildren, and so on. People might enjoy being wealthy for reasons of status, 

power, avarice, or other motivations that fall outside the traditional scope of economic analysis. 

4.3.1.3 Alternatives to fully informed rationality 

The modifications just described pose no challenge to the premise that consumers are fully 

informed rational optimizers. The popularity of this assumption reflects the fact that there is 

usually only one way to behave rationally, but there are a great many possible ways to behave 

stupidly. In the absence of a general theory of stupidity, economists have been unable to construct 

a unified, compelling alternative to the rational optimization framework. 

Nonetheless, a few specific deviations from fully informed rationality have been explored. 

Evidence from experimental psychology suggests that people have difficulty resisting the impulse 

for instant gratification, even when they agree (at any time other than the exact moment of 

temptation) that it would be rational to resist. Whether such self-control problems have large 

economic effects is unclear. Economists have developed models showing that self-control 



problems have minor consequences if it is possible for consumers to make commitments that are 

difficult or troublesome to reverse—such as having an employer deduct a specified portion of an 

employee‘s paycheck for retirement savings before the money is deposited the employee‘s bank 

account. It turns out that if such commitment strategies are available, they permit the consumer to 

achieve a lifetime consumption pattern very close to that predicted by the standard rational 

optimizing model, which makes no allowances for self-control problems or commitment 

mechanisms. 

Some distinctive implications, however, emerge in the model built on self-control problems. In 

particular, this model can explain seemingly illogical behavior, such as holding a retirement 

savings account earning an interest rate of, say, 7 percent while simultaneously borrowing on 

credit cards and paying interest rates of up to 20 percent. Either the saving or the borrowing can 

be justified in the rational optimization framework (if we assume that savers are rational and 

patient while borrowers are rational but impatient), but the simultaneous practice of saving at a 

low interest rate and borrowing at a high interest rate is virtually impossible to reconcile within 

the rationality framework. This practice can be explained, however, by assuming that credit-card 

borrowing is the result of (largely) irrational impulse spending, while the retirement saving 

deductions are assumed to have been set up by the cool-headed, rational side of the consumer‘s 

nature. 

One other well-explored category of deviation from the standard framework simply drops the 

assumption that people are fully informed. Consumers who do not know whether a given shock to 

their earnings is transitory or permanent will tend to react as though there is some chance it is 

temporary and some chance that it is permanent. Alternatively, consumers who do not pay much 

attention to macroeconomic news may be slow to react when macroeconomic circumstances 

change (e.g., a recession). This category of theories may provide an alternative to habit formation 

as a means of explaining the sluggish reaction of consumption spending to economic news. 

4.3.1.4 Consumption and the business cycle 

Private consumption expenditure accounts for about two-thirds of gross domestic product (GDP) 

in most developed countries, with the remaining one-third accounted for by business and 

government expenditures and net exports. A substantial portion of government expenditure (e.g., 

spending on public health programs) is also considered to be consumption expenditure, as it 

provides a service that consumers value. 

4.3.1.5 Consumption and the business cycle 



Private consumption expenditure accounts for about two-thirds of gross domestic product (GDP) 

in most developed countries, with the remaining one-third accounted for by business and 

government expenditures and net exports. A substantial portion of government expenditure (e.g., 

spending on public health programs) is also considered to be consumption expenditure, as it 

provides a service that consumers value. 

In National income accounting, private consumption expenditure is divided into three broad 

categories: expenditures for services, for durable goods, and for nondurable goods. Durable goods 

are generally defined as those whose expected lifetime is greater than three years, and spending 

on durable goods is much more volatile than spending in the other two categories. Services 

include a broad range of items including telephone and utility service, legal and financial 

services, and travel and lodging services. Nondurable goods include food and other immediately 

perishable items (sometimes called ―strict nondurable goods‖) as well as some items that can be 

expected to last for a substantial period of time, such as clothing. 

The distinction between the flow of consumption as economists conceive it (including the 

services of durable goods owned by households) and consumption expenditure as measured in 

National income accounts is vital to understanding macroeconomic fluctuations. Producers (and 

therefore employers) make money only from the sale of a durable good, not from its continuing 

use after the sale. Therefore, it is the level of consumption expenditure—not the flow of 

consumption as defined above—that determines short-term macroeconomic prosperity (or 

otherwise). 

Macroeconomists have accordingly extended the rational optimization framework to account for 

the ―lumpy‖ nature of durable goods (i.e., a large purchase is made in a single moment, but its 

usefulness extends over a long period; one cannot buy 
1
/20 of a new automobile). Both theory and 

evidence suggest roughly the following story. In an economic downturn, expenditures on durable 

goods such as automobiles generally plummet because many consumers who had been 

considering a replacement of their durable goods decide to hold off either until the economy 

improves or until they need to replace the durable good becomes sufficiently urgent. The early 

phase of economic recoveries generally exhibits a surge in spending on durable goods as this 

process is reversed. More broadly, spending on durable goods tends to be much more volatile 

than spending on nondurables and services, because all that is needed to induce a surge in 

durables spending is something that pushes consumers from merely contemplating a purchase to 

actually making a purchase. This logic explains why spending on durables is much more sensitive 

to interest rates, rebates, and other economic stimuli than are other kinds of spending. 



4.3.2 Saving 

Saving is earnings not spent, or deferred consumption. Methods of saving include putting money 

aside in a bank or pension plan. Saving also includes reducing expenditures, such as recurring 

costs. In terms of personal finance, saving specifies low-risk preservation of money, as in a 

deposit account, versus investment, wherein risk is higher. 

There is some disagreement about what counts as saving. For example, the part of a person's 

earnings that is spent on mortgage loan repayments is not spent on present consumption and is 

therefore saving by the above definition, even though people do not always think of repaying a 

loan as saving. However, in the U.S. measurement of the numbers behind its gross national 

product (i.e., the National income and Product Accounts), personal interest payments are not 

treated as "saving" unless the institutions and people who receive them save them. 

"Saving" differs from "savings." The former refers to an increase in one's assets, an increase in 

net worth, whereas the latter refers to one part of one's assets, usually deposits in savings 

accounts, or to all of one's assets. Saving refers to an activity occurring over time, a flow variable, 

whereas savings refers to something that exists at any one time, a stock variable. 

Saving is closely related to investment. By not using earnings to buy consumer goods and 

services, it is possible for resources to instead be invested by being used to produce fixed capital, 

such as factories and machinery. Saving can therefore be vital to increase the amount of fixed 

capital available, which contributes to economic growth. 

However, increased saving does not always correspond to increased investment. If savings are 

stashed in or under a mattress, or otherwise not deposited into a financial intermediary such as a 

bank, there is no chance for those savings to be recycled as investment by business. This means 

that saving may increase without increasing investment, possibly causing a shortfall of demand (a 

pile-up of inventories, a cutback of production, employment, and earnings, and thus a recession) 

rather than to economic growth. In the short term, if saving falls below investment, it can lead to 

a growth of aggregate demand and an economic boom. In the long term if saving falls below 

investment it eventually reduces investment and detracts for future growth. Future growth is made 

possible by foregoing present consumption to increase investment. However savings kept in a 

mattress amount to an (interest-free) loan to the government or central bank, who can recycle this 

loan. 



In a primitive agricultural economy savings might take the form of holding back the best of the 

corn harvest as seed corn for the next planting season. If the whole crop were consumed the 

economy would deteriorate to hunting and gathering the next season. 

4.3.2.1 Interest rates 

Classical economics posited that interest rates would adjust to equate saving and investment, 

avoiding a pile-up of inventories (general overproduction). A rise in saving would cause a fall in 

interest rates, stimulating investment, hence always I=S. But Keynes argued that neither saving 

nor investment were very responsive to interest rates (i.e., that both were interest inelastic) so that 

large interest rate changes were needed. Further, it was the demand for and supplies of stocks of 

money that determined interest rates in the short run. Thus, saving could exceed investment for 

significant amounts of time, causing a general glut and a recession. 

4.3.2.2 Saving in personal finance 

Within personal finance, the act of saving corresponds to the nominal preservation of money for 

future use. A deposit account paying interest is typically used to hold money for future needs, i.e. 

an emergency fund, to make a capital purchase (car, house, vacation, etc.) or to give to someone 

else (children, tax bill etc.). 

Within personal finance, money used to purchase shares, put in a collective investment scheme or 

used to buy any asset where there is an element of capital risk is deemed an investment. This 

distinction is important as the investment risk can cause a capital loss when an investment is 

realized, unlike cash saving(s). Cash savings accounts are considered to have minimal risk. In the 

United States, all banks are required to have deposit insurance, typically issued by the Federal 

Deposit Insurance Corporation or FDIC. In extreme cases, a bank failure can cause deposits to be 

lost as it happened at the start of the Great Depression. The FDIC has prevented that from 

happening ever since. 

In many instances the term saving and investment are used interchangeably. For example many 

deposit accounts are labeled as investment accounts by banks for marketing purposes. To help 

establish whether an asset is saving(s) or an investment you should ask yourself, "where is my 

money invested?" If the answer is cash then it is savings, if it is a type of asset which can 

fluctuate in nominal value then it is an investment. 

4.4 Portfolio Investment 



Portfolio investment is a strategy that calls for securing an investment but not being actively 

involved in the management of the business that issues the stocks or bonds involved in the 

purchase. This is in contrast to direct investors, who is involved to some degree in the ongoing 

business operation. Many investors choose to focus mainly on portfolio investment opportunities, 

content to see the results of the management efforts without actually contributing to them. This 

approach is often used when it comes to securing foreign investments, but is equally practical 

when it comes to acquiring domestic investments.  

With a portfolio investment, the goal of the investor is simply to earn returns without the need to 

be involved in the life of the company issuing the shares or bonds. This passive approach allows 

investors to focus on other matters that are unconnected with the investments. As long as the 

returns are considered equitable by the investor, there is a good chance he or she will simply hold 

onto the investment, maintaining it in the portfolio and enjoying the stream of dividend payments 

resulting from the ownership. At some point, the investor may choose to purchase more shares if 

the investment is performing well, or decide to sell the shares currently held if there is reason to 

believe they will shortly begin to decrease in value.  

The use of a portfolio investment strategy makes it possible for the investor to be concerned with 

how well the investment is doing rather than devoting time and energy to the tasks of growing the 

investment. Since the focus is on earning returns, an investor using this approach will be more 

concerned with what is happening with the shares in the marketplace, and deciding how to 

respond to those events. Here, the investor does not have to be involved in company politics, 

market planning, or other factors that direct investors must deal with on an ongoing basis.  

It is important to note that a portfolio investment does not necessarily mean the investor holds 

only a small percentage of the shares traded on the open market. In fact, it is possible to hold a 

significant number of shares and still not be involved in the operation of the company that issues 

those shares. While the investor may be called upon from time to time to vote at investor 

meetings or perform some duty such as participating in the vote on filling a vacancy on the board 

of directors, he or she will not be interested in actually serving on the board or participating in 

any other activity that is connected with the day to day business operation. 

4.4.1 Foreign Portfolio Investment 

Sometimes known simply as a portfolio investment, a foreign portfolio investment is an 

investment activity that involves the purchase of stocks, bonds, commodities, or money market 



instruments that are based in a different country. In some cases, these types of investments are 

short-term in nature, allowing the investor to quickly take advantage of favorable exchange rates 

to buy and sell the assets. At other times, the foreign portfolio investment is acquired with plans 

of holding on to the asset for an extended period of time.  

In many ways, a foreign portfolio investment is no different from purchasing investments that are 

domestic in nature. Investors will consider the financial condition of the entity that is issuing the 

investment, gauge the potential for that investment to generate returns over a specific period of 

time, and consider what type of events could occur that would have a negative impact on the 

growth potential of that holding. Consideration of the ease of trading the asset when and as 

desired will also be a factor that investors will assess before choosing to make the purchase. 

There are several characteristics that tend to define the nature of a foreign portfolio investment. 

Typically, the investor has no desire to be actively involved within the management of the asset. 

In addition, the investment will not provide the investor with a controlling interest in the issuing 

company. While the number of shares acquired may be significant, the shares will not position 

the investor so that he or she has a great deal of control over how the issuer conducts business. 

Along with the somewhat hands-off nature of a foreign portfolio investment, there may also be 

certain tax requirements that the investor has to both the nation in which the assets are based and 

his or her own home country.  

Under the right circumstances, a foreign portfolio investment can be an excellent way to generate 

a decent amount of return in relatively little time. This is sometimes managed by paying close 

attention to current conditions in the foreign exchange market. If the investor can use the right 

currency to make the purchase, then sell that same investment when exchange rates are in his or 

her favor, there is the chance to not only earn returns from the upward movement of the 

investment itself, but also from the current rate of exchange between the two currencies involved. 

While this type of strategy does require careful timing of both the purchase and the sale, the end 

result can be well worth the time and effort. 

4.4.2 Zero-Investment Portfolio 

The zero-investment portfolio is a financial portfolio that is composed completely or mainly of 

securities that cumulatively result in a net value of zero. In some instances, economists consider 

portfolios to be zero-investment portfolios when the resulting net value is almost zero. Generally, 



an investor will attempt to achieve a zero-investment portfolio for reasons relating to the rules of 

arbitrage. 

To understand the concept behind a zero-investment portfolio, it is necessary to grasp the 

fundamentals of arbitrage. Essentially, arbitrage is the process of buying certain amounts of 

securities on one market, while selling the same amount of the same or similar securities on 

another market. In some instances, the principle of arbitrage is also applied to buying and selling 

securities of like value in the same market. The point of arbitrage is to minimize the overall risk 

of losing money, while at the same time taking advantage of opportunities to make money.  

As applied to a zero-investment portfolio, the utilization of arbitrage to protect the overall value 

of the financial portfolio creates a situation where the investor is protected from the shifts in the 

investment market that can occur without warning. Because the aim of the trading is to maintain 

the value of the portfolio, gains and losses usually manage to equalize the value. The result of this 

zero net value will be little to no interest earnings that is subject to taxes, a high degree of 

financial safety for the investor, and the potential to consider riskier investments at a later date.  

Often, this state of a zero-investment portfolio takes place by carefully buying and shorting equal 

amounts of securities. This will require the investor to monitor market activity closely, so that the 

right balance is maintained between the acquisitions for the portfolio and the sale of items already 

held. Portfolios of this type are ideal for the conservative investor, since they can provide 

practical experience in selecting securities and learning to watch market indicators without 

incurring a great deal of risk.  

Review Questions 

1. Define the Investment?  

2. Explain the Flow of Funds in the Economy?  

3. Explain the Consumption and Saving Behavior of the Economy?  

4. Explain the Portfolio Investment?  

Discussion Questions 

Discuss the Economic Policy and National Income Accounting?  

 

 



 

CHAPTER 5 

Classification of Economic Transactions 

 

Learning Objectives 

 To define the Consolidated Accounts of a Nation. 

 To explain the System of National Income Accounts. 

 To explain the Classification of Economic Transaction. 

5.1 Consolidated Accounts of a Nation: The Basic Structure 

National accounts or national accounting systems (NAS) are the implementation of complete 

and consistent accounting techniques for measuring the economic activity of a nation. These 

include detailed underlying measures that rely on double-entry accounting. By design, such 

accounting makes the totals on both sides of an account equal even though they each measure 

different characteristics, for example production and the earnings from it. As a method, the 

subject is termed national accounting or, more generally, social accounting. Stated otherwise, 

national accounts as systems may be distinguished from the economic data associated with those 

systems. While sharing many common principles with business accounting, national accounts are 

based on economic concepts. One conceptual construct for representing flows of all economic 

transactions that take place in an economy is a social accounting matrix with accounts in each 

respective row-column entry. 

National accounting has developed in tandem with macroeconomics from the 1930s with its 

relation of aggregate demand to total output through interaction of such broad expenditure 

categories as consumption and investment. Economic data from national accounts are also used 

for the empirical analysis of economic growth and progress. 

5.1.1 Scope 

National accounts broadly present output, expenditure, and earning activities of the economic 

actors (households, corporations, government) in an economy, including their relations with other 

countries' economies, and their wealth (net worth). They present both flows (measured over a 

period) and stocks (measured at the end of a period), ensuring that the flows are reconciled with 



the stocks. As to flows, the National income and product accounts (in U.S. terminology) provide 

estimates for the money value of earnings and output per year or quarter, including GDP. As for 

stocks, the 'capital accounts' are a balance-sheet approach that has assets on one side (including 

values of land, the capital stock, and financial assets) and liabilities and net worth on the other, 

measured as of the end of the accounting period. National accounts also include measures of the 

changes in assets, liabilities, and net worth per accounting period. These may refer to flow of 

funds accounts or, again, capital accounts. 

There are a number of aggregate measures in the national accounts, notably including gross 

domestic product or GDP, perhaps the most widely cited measures of aggregate economic 

activity. Ways of breaking down GDP include as types of earnings (wages, profits, etc.) or 

expenditure (consumption, investment/saving, etc.). Measures of these are examples of macro-

economic data. Such aggregate measures and their change over time are generally of strong 

interest to economic policymakers, although the detailed national accounts contain a source of 

information for economic analysis, for example in the input-output tables which show how 

industries interact with each other in the production process. 

National accounts can be presented in nominal or real amounts, with real amounts adjusted to 

remove the effects of price changes over time. A corresponding price index can also be derived 

from national output. Rates of change of the price level and output may also be of interest. An 

inflation rate (growth rate of the price level) may be calculated for national output or its 

expenditure components. Economic growth rates (most commonly the growth rate of GDP) are 

generally measured in real (constant-price) terms. One use of economic-growth data from the 

national accounts is in growth accounting across longer periods of time for a country or across to 

estimate different sources of growth, whether from the growth of factor inputs or technological 

change. 

The accounts are derived from a wide variety of statistical source data including surveys, 

administrative and census data, and regulatory data, which are integrated and harmonized in the 

conceptual framework. They are usually compiled by national statistical offices and/or central 

banks in each country, though this is not always the case, and may be released on both an annual 

and (less detailed) quarterly frequency. Practical issues include inaccuracies from differences 

between economic and accounting methodologies, lack of controlled experiments on quality of 

data from diverse sources, and measurement of intangibles and services of the banking and 

financial sectors. 



Two progresses relevant to the national accounts since the 1980s include the following. 

Generational accounting is a method for measuring redistribution of lifetime tax burdens across 

generations from social insurance, including social security and social health insurance. It has 

been proposed as a better guide to the sustainability of a fiscal policy than budget deficits, which 

reflect only taxes minus spending in the current year. Ecological  or Environment national 

accounting is the method of valuing ecological  assets, which are usually not counted in 

measuring national wealth, in part due to the difficulty of valuing them. The method has been 

proposed as an alternative to an implied zero valuation of ecological  assets and as a way of 

measuring the sustainability of wellbeing levels in the presence of ecological  degradation. 

Macroeconomic data not derived from the national accounts are also of wider interest, for 

example some cost-of-living indexes, the unemployment rate, and the labor force participation 

rate. In some cases, a national-accounts counterpart of these may be estimated, such as a price 

index computed from the personal consumption expenditures and the GDP gap (the difference 

between observed GDP and potential GDP). 

5.1.2 Main components 

The presentation of national accounts data may vary by country (commonly, aggregate measures 

are given greatest prominence), however the main national accounts include the following 

accounts for the economy as a whole and its main economic actors. 

 Current accounts: 

Production accounts which record the value of domestic output and the goods and 

services used up in producing that output. The balancing item of the accounts is value 

added, which is equal to GDP when expressed for the whole economy at market prices 

and in gross terms; 

Earnings accounts, which show primary and secondary earnings flows - both the 

earnings generated in production (e.g. Wages and salaries) and distributive earnings 

flows (predominantly the redistributive effects of government taxes and social benefit 

payments). The balancing item of the accounts is disposable earnings ("National 

Earnings" when measured for the whole economy); 

Expenditure accounts, which show how disposable earnings is either consumed or 

saved. The balancing item of these accounts is saving. 



 Capital accounts, which record the net accumulation, as the result of transactions, of non-

financial assets; and the financing, by way of saving and capital transfers, of the 

accumulation. Net lending/borrowing is the balancing item in these accounts 

 Financial accounts, which show the net acquisition of financial assets and the net 

incurrence of liabilities. The balance on these accounts is the net change in financial 

position. 

 Balance sheets, which record the stock of assets, both financial and non-financial, and 

liabilities at a particular point in time. Net worth is the balance from the balance sheets 

(United Nations, 1993). 

The accounts may be measured as gross or net of consumption of fixed capital (a concept in 

national accounts similar to depreciation in business accounts). 

5.1.3 History 

The original motivation for the progress of national accounts and the systematic measurement of 

employment was the need for accurate measures of aggregate economic activity. This was made 

more pressing by the Great Depression and as a basis for Keynesian macroeconomic stabilization 

policy and wartime economic planning. The first efforts to develop such measures were 

undertaken in the late 1920s and 1930s, notably by Colin Clark and Simon Kuznets. Richard 

Stone of the U.K. led later contributions during World War II and thereafter. The first formal 

national accounts were published by the United States in 1947. Many European countries 

followed shortly thereafter, and the United Nations published A System of National Accounts and 

Supporting Tables in 1952. International standards for national accounting are defined by the 

United Nations System of National Accounts, with the most recent version released in 2008. 

In Europe, the worldwide System of National Accounts has been adapted to the European System 

of Accounts (ESA), which is applied by members of the European Union and many other 

European countries. Research on the subject continues from its beginnings through today. 

An example of national accounting is the National Farm. This meant that the whole agriculture 

of a country was regarded as one big farm. 

5.2 System of National income Accounts: The Basic Structure 

The National income and product accounts (NIPA) are part of the national accounts of the 

United States. They are produced by the Bureau of Economic Analysis of the Department of 



Commerce. They are one of the main sources of data on general economic activity in the United 

States. 

They use double-entry accounting to report the monetary value and sources of output produced in 

the country and the distribution of earnings that production generates. Data are available at the 

national and industry levels. 

Seven summary accounts are published, as well as a much larger number of more specific 

accounts. The first summary account shows gross domestic product (GDP) and its major 

components. The table summarizes National income on the left (debit, revenue) side and national 

product on the right (credit, expense) side of a two-column accounting report. Thus the left side 

gives GDP by the earnings method, and the right side gives GDP by the expenditure method. The 

GDP is given on the bottom line on both sides of the report. GDP must have the same value on 

both sides of the account. This is because earnings and expenditure are defined in a way that 

forces them to be equal. We show the 2003 table later in this article; we present the left side first 

for convenient screen display. 

 International norms for national accounting methods are given by the United Nations System of 

National Accounts. The NIPAs are prepared by the staff of the Directorate for National Economic 

Accounts within the BEA. The source data largely originate from public sources, such as 

government surveys and administrative data, and they are supplemented by data from private 

sources, such as data from trade associations. 

5.2.1 Accounting for national earnings: the left side of the report 

The earnings side of the National income and product account report begins with the kinds of 

earnings people might have. Employee compensation includes the wages and salaries paid to 

anyone whose earnings is subject to earnings tax withholding. Since wages and salaries affect 

more individuals and families directly than the other sources of earnings, it has by far the largest 

value. 

Table 1: revenue uses of GDP 

National income and product accounts of the 

U.S. 

[Billions of current US$] 



Earnings accounts    2003 

Employee compensation    6,289.00 

Proprietors' earnings with IVA and CCA    834.10 

Rental earnings of persons with CCA   153.80 

Corporate profits with IVA and CCA    1,021.10 

Net interest and miscellaneous payments   543.00 

Taxes on production and imports   798.10 

Less: subsidies   −46.70 

Business current transfer payments (net)   77.70 

Current surplus of government enterprises   9.50 

Equals: National income (NI)   9,679.60 

Statistical discrepancy   25.60 

Equals: net national product (NNP)   9,705.20 

Consumption of fixed capital   1,353.90 

Equals: gross national product (GNP)   11,059.10 

Earnings receipts from the rest of the world   273.90 

Less: Earnings payments to the rest of the world   −329.00 

Equals: gross domestic product (GDP)    11,004.00 

    ========= 

Proprietors' earnings is the payments to those who own non-corporate businesses, including sole 

proprietors and partners. Inventory valuation adjustment (IVA) and capital consumption 

adjustment (CCA) or corrections for changes in the value of proprietor's inventory (goods that 



may be sold within one year) and capital (goods like machines and buildings that are not expected 

to be sold within one year) under rules set by the U.S. Internal Revenue Service (IRS). 

Rental earnings of persons exclude rent paid to corporate real estate companies. Real estate is 

more capital rather than inventory by definition, so there is no IVA. 

Corporate profits with IVA and CCA is like the entries for proprietors' earnings and rental 

earnings except that the organization is a corporation. Corporate profit is shown before taxes, 

which are part of taxes on production and imports, two lines down. 

Business current transfer payments are not explained here. 

Net interest and miscellaneous payments are interest paid minus interest received plus payments 

to individuals and corporations that are not elsewhere classified (NEC). Taxes on production and 

imports does not include corporate earnings tax payments to the states and to the federal 

government. Taxes on production and imports were previously classified as "indirect business 

taxes" and include excise taxes, sales taxes, property taxes, and other taxes relating to business 

production. While the report includes the net value of interest payments and receipts, both the 

taxes paid and subsidies from the government are shown. 

National income (NI) is the sum of employees, proprietors, rental, corporate, interest, and 

government earnings less the subsidies government pays to any of those groups. 

Net national product (NNP) is National income plus or minus the statistical discrepancy that 

accumulates when aggregating data from millions of individual reports. In this case, the statistical 

discrepancy is US$25. 6 billion, or about 0.23% of gross domestic product. A discrepancy that 

small (less than three-tenths of one percent) is immaterial under accounting standards. 

The gross national product is net national product plus an allowance for the consumption of fixed 

capital, mostly buildings and machines, usually called depreciation. Capital is used up in 

production but it does not vanish. 

Finally, GDP is gross national product plus payments from the rest of the world that are earnings 

for residents of the U.S. minus payments from the US to the rest of the world that count as 

earnings where they are received. 



5.2.2 Accounting for national product: the right side of the report 

Macroeconomics define GDP, from the production perspective, as the sum of personal 

consumption, investment, net exports, and government expenditures; GDP = C + I + (X − M) + 

G. 

Table 2: Production sources of gross domestic GDP 
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The production side report also begins with individuals and families, in this case their personal 

consumption expenditures on goods and services, C with the definition. Durable goods are 

expected to last more than a year (furniture, appliances, cars, etc.) and to have little or no 

secondary resale market. Nondurable goods are used up within a year (food, clothing, 

medicine...). Services include everything else, everything we buy that has little or no physical 

presence, like banking, health care, insurance, movie tickets, and so on. 

Gross private domestic investment includes expenditures on goods that are expected to be used 

for an extended period of time,  in the definition. Residential investment includes owner occupied 

and rental housing. Nonresidential investment includes buildings, machinery, and equipment used 

for commercial or industrial purposes (small business, agriculture, manufacturing, service, etc.). 

The last element of Investment accounts for any change in the value of previous investments that 

are still in use, called inventory. 

Net Exports reports the balance between goods produced domestically but consumed abroad (X) 

and goods produced abroad but consumed domestically (M). There is no distinction between 

consumption and investment or between the private and public sectors; a consumer's imported 

television, a corporation's imported lab equipment, and the government's use of imported food on 

military bases count equally. When net exports are positive, the country has a trade surplus. When 

Net Exports are negative, there is a trade deficit. 



Government Consumption Expenditures and Gross Investment include all government 

expenditures on domestically produced goods and services. Like an individual or family, the 

government consumes food, clothing, furniture, and other goods and services in its 

administrative, military, correctional, and other programs. Governments also invest in buildings 

for program use and in improvements to harbors, rivers, roads, and airports. Transfer payments, 

like subsidies to the unemployed or the retired, are not included in this item, since they are simply 

a movement of money from government to citizens, rather than a purchase of goods or services. 

The sum of the four production categories is gross domestic product, the value of all domestic 

expenditures on goods and services. GDP (earnings) must equal GDP (production) except for any 

rounding error that accumulates when the data used to prepare a table includes rounding at prior 

stages of analysis, as appears to have happened in this case. 

5.3 Classification of Economic Transaction and Transistors 

The Annual Financial Statement and the Demands for Grants in a Government Budget are drawn 

up in accordance with the provision of the Constitution and the needs of Legislative control. The 

expenditure in the government budget is generally classified department wise in order to secure 

legislative control, administrative accountability,  booking and auditing of any act of spending.  

 Further the govt. budget is regarded as a major tool of policy. The proposals mooted through the 

budgetary items of expenditure as well as revenue receipts also affect significantly the level of 

State Earnings.  The growing importance of the budget has compelled the State Earnings 

compilers to reclassify the budgetary data. 

The government expenditure can be classified in accordance with (i) the economic character of 

the expenditure like current expenditure, capital expenditure, loans etc., and (ii) the purpose it is 

likely to serve, such as, health, education, Social Security & Wellbeing Services, etc.  The former 

is known as Economic Classification and the latter as Purpose Classification.  When these two 

classifications are combined and adopted then this combination is called Economic-cum-

Purpose Classification. 

The Economic-cum-Purpose classification shows how expenditure for a particular purpose is 

divided between economic categories or how expenditure in a particular economic category is 

allocated to different purposes or types of public services.  Economic-cum-Purpose classification, 

therefore, serves as a very good guide to the policy makers for planning the expenditure in the 

best possible manner to attain social and economic goals or all round progress of the state. 



Though the Budget is divided into revenue and capital head of accounts, many items of 

consumption expenditure are included in the capital  account and vice versa. Moreover, these 

magnitudes shown in the Budget are too detailed and scattered and not necessarily based on 

distinctions and groupings required for understanding the economic significance of various items 

of revenue and expenditure. 

The ultimate aim of economic classification is to relate information obtained on the Government 

sector with similar information made available on other major sectors of the economy.  It is 

designed to obtain the kinds of information on Government transactions which are required for 

determining aggregates of state earnings and expenditure and for tracing their interrelationships 

with other major sectors of the state economy.  The government sector is, however, important 

enough by itself to justify the analysis of its transactions and study their economic impact.  

The classification of  government transactions basically follows the technique of social 

accounting and grouping together similar types of transactions of the government after 

eliminating all internal transfers.  The revenue account in the budget, for example, shows certain 

transfers to and  from the capital account, which are mere accounting transactions or transfers.  

These have to be eliminated since they do not have any impact on the economy.  In many cases, 

revenue expenditures or capital outlays are reduced to the extent that they are met from transfers 

from funds.  This deflates the expenditure and does not give the total expenditure or aggregate 

demands made by the government on goods and services available.  For a correct appraisal of 

government demand for goods and services which could be related to available supplies, revenue 

and capital expenditure have to be increased by the amount met from these transfers from the 

State operated funds.  Reference may also be made to a third type of adjustments made in the 

classification scheme.  The demands for grants in the Budget first show expenditure gross of all 

recoveries but subsequent recoveries are deducted and only the net figures are shown in the 

Financial Statement.  For purposes of economic classification, expenditures are shown net of 

recoveries from all outside sectors except recoveries, which are in the nature of the sale of goods 

and services.  These recoveries in turn are deducted from the purchase of goods and services of 

the government.   

It is only after reclassification and regrouping on the lines indicated above that it will be possible 

to analyze the economic impact of the state government‘s budget transactions on the rest of the 

economy.  The term ― rest of the economy‖ refers to all the entities other than the state 

government and includes the central government, other state governments, the local bodies, 



statutory public undertakings, private commercial and  non-commercial corporations or 

companies and individuals.  

5.3.1 Purpose classification of administrative departments     

As aforesaid  entire government expenditure is recorded annually in the budget document issued 

by the state government.  The arrangement in regard to the presentation of the expenditure in the 

budget is generally in keeping with the requirements of the legislative control, administrative 

accountability and auditing.           

The purposes of the government expenditure might be of two types (i) long term and (ii) short 

term.  Long term expenditure is generally aimed at tackling the problem of unemployment,  

economic progress of the state and to bring about certain fundamental changes in the structure of 

the economy. The short term expenditures relate to the immediate objectives of expenditure 

incurred in regard to health, defense, education, social wellbeing, economic services, etc.   The 

aim of the purpose classification is to classify expenditures in accordance with the immediate or 

short term social needs of the state and it relates only to general government expenditures 

excluding departmental commercial undertakings. 

 The budget is  presented under a few standard account heads of the functional character or the 

expenditure such as education, health, agriculture, industry, defense, etc..  The expenditures 

shown under these account heads are not strictly in accordance with the principles of purpose 

classification.  For instance, expenditures for medical colleges and other educational institutions 

are generally shown under the account head ―medical‖,  expenditure on youth wellbeing and 

cultural activities are shown as under ―education‖ and so on.  Further, there are various account 

heads which pertain to so many purpose categories such as public works department, community 

progress, cooperation etc.  The expenditure under these heads are not specific to any purpose 

categories.  It becomes, therefore, essential to classify these heads of expenditure afresh. 

This system of classification is based on a series or distinctions useful for analyzing their 

economic impact on the rest of the economy.  Currently transactions are distinguished from 

capital transactions and under both, transactions in goods and services are separated from 

transfers.  The current transactions of the departmental commercial undertakings are at par with 

those of producers and of the purely administrative departments with those of consumers.  

Current receipts of the former constitute sale proceeds of goods and services supplied to the rest 

of the economy while purely administrative departments have little or no earnings of their own 

and largely draw upon the earnings of other sectors to meet their expenditure.  Current 



expenditure of commercial undertakings like working expenses of productive enterprises are 

intermediate expenses that go to form prices of goods and services purchased.  These are different 

in character from the current expenditure on wages and salaries and goods purchased by the 

administrative departments which are in the nature of consumption outlays and represent demand 

for goods and services for final consumption.  

 

Review Questions 

1. Define the Consolidated Accounts of a Nation?  

2. Explain the System of National Income Accounts?  

3. Explain the Classification of Economic Transaction?  

Discussion Questions 

Discuss the Economic Transactions and its impact on national account?  

 

 

 

 

 

 

 

 

 

 

 

 

 



 

CHAPTER 6 

National income Accounting in India  

Learning Objectives 

 To define the data source of national income of India. 

 To explain the GDP. 

 To explain the Methodology of National Income Statistics. 

 Data Sources of Estimation of National Income and Related Aggregates of India 

 

6.1 Data Sources of Estimation of National Income and Related Aggregates of India 

National income is the (money) value of all the final goods and services produced by a country in 

a year. As these are measured in different physical units, it is not possible to consolidate. Thus, 

there is the need to reduce them to a common measure, namely, money. This gives a single 

measure of the final goods and services produced by a country in a particular year, which is 

otherwise known as National income or national product.  

6.1.1 Gross domestic product (GDP) 

 GDP is the money value of all final goods and services produced in the domestic territory of a 

country in an accounting year. Domestic territory includes the following:  

Territory lying within the political frontiers, including territorial waters of the country, ships and 

aircraft operated by the residents of the country between two or more countries, fishing vessels, 

oil and natural gas rigs, and floating platforms operated by the residents of the country in the 

international waters or engaged in extraction in areas in which the country has exclusive rights of 

exploitation, and embassies, consulates and military establishments of the country located abroad.  

6.1.2 GDP at constant and current prices 

GDP can be estimated at current as well as constant prices. If the GDP is estimated on the basis of 

the prevailing prices it is called GDP at current prices. In 1995-96, India's GDP at current prices 

was Rs. 8,57,570 crores - that is, measured on the basis of the prices prevailing in 1995-96. If 

GDP is measured on the basis of some fixed prices - that is, prevailing at a point of time or in 



some base year - it is known as GDP at constant prices or real GDP. Thus, in 1995-96, the GDP 

was Rs. 2,36,738 cores at 1980-81 prices - that is, measured on the basis of the prices prevailing 

in 1980-81.  

6.1.3 GDP at factor cost and at market price 

The contribution of each producing unit to the current flow of goods and services is known as the 

net value added. GDP at factor cost is estimated as the sum of net value added by the different 

producing units. Since the net value added gets distributed as earnings to the owners of the factors 

of production, GDP can also be estimated as the sum of domestic factor earnings and 

consumption of fixed capital.  

Conceptually, the value of GDP, whether estimated at market price or factor cost, must be 

identical. This is because the final value of goods and services (that is, market price) must be 

equal to the cost involved in their production (factor cost). However, the market value of goods 

and services is not the same as the earnings of the factors of production. GDP at market price 

includes indirect taxes and excludes the subsidies given by the government. Therefore, in order to 

arrive at GDP at factor cost, indirect taxes must be subtracted from, and subsidies added to, GDP 

at market price.  

Net domestic product (NDP): While calculating GDP, no provision is made for depreciation. 

However, capital goods such as machines, equipment, tools, buildings, tractors, and so on, get 

depreciated during the process of production. When depreciation allowance is subtracted from 

GDP, the NDP is good.  

6.1.4 Gross national product (GNP) 

GDP includes the contribution made by non-resident producers - who work in the domestic 

territory of other countries - by way of wages, rent, interest and profits. For example, the earnings 

of all people working in Indian bank abroad are the factor earnings earned abroad. Similarly, 

factoring services are rendered by non-residents within the domestic territory of India. Net factor 

earnings from abroad is the difference between the earnings received from abroad for rendering 

factor services and the earnings paid for the factor services rendered by non-residents in the 

domestic territory of a country. GNP is, thus, the sum of GDP and net factor earnings from 

abroad.  

In brief, GNP = GDP + NFIA (net factor earnings from abroad).  



6.1.5 Net national product (NNP) 

It can be derived by subtracting depreciation allowance from GNP. It can also be found out by 

adding the NFIA to the NDP. If the NFIA is positive, that is, the inflow of the factor earnings 

from abroad is more than the outflow, NNP will be more than the NDP. Conversely, if NFIA is 

negative, NNP will be less than the NDP and it would be equal to NDP in case the NFIA is zero.  

Symbolically, NNP = NDP + NFIA.  

6.1.6 NNP at factor cost or national earnings 

 NNP at factor cost is the volume of commodities and services produced during an accounting 

year, counted without duplication. It can also be defined as the net value added at factor cost (by 

the residents) in an economy during an accounting year. In terms of earnings earned by the 

factors of production, NNP at factor cost or National income is defined as the sum of domestic 

factor earnings and NFIA. If NNP figure is available at market prices indirect taxes must be 

subtracted and subsidies added to get NNP at factor cost or national earnings.  

Symbolically, NNPFC = National income = FID (factor earnings earned in domestic territory) + 

NFIA.  

6.1.7 Personal earnings and personal disposal earnings 

Personal earnings are the sum of all earnings actually received by individuals during a given year. 

In order to estimate it, from National income the sum total of social security contributions, 

corporate earnings-t axes and undistributed corporate profits need be subtracted and personal 

payments (which are earnings received but not currently earned) to be added.  

After the deduction of personal taxes from personal earnings of the individuals, what is left is 

personal disposable earnings which are equal to consumption plus saving. Mathematically, the 

relationships can be summarized as follows:  

A GNP at market price - depreciation = NNP at market price.  

A GNP at market price - net earnings from abroad = GDP at market price.  

A GNP at market price - net indirect taxes = GNP at factor cost.  

A NNP at market price - net earnings from abroad = NDP at market price.  



A NNP at market price - net indirect taxes = NNP at factor cost.  

A GDP at market price - net indirect taxes = GDP at factor cost.  

A GNP at factor cost - depreciation = NNP at factor cost.  

An NDP at market price - net indirect taxes = NDP at factor cost.  

6.1.8 Methods of measuring National income  

The circular flow of production, earnings and expenditure represents three related phases - 

production, distribution and disposal. These phases enable one to view National income in three 

ways - as a flow of goods and services, as a flow of  incomes or as a flow of expenditure on 

goods and services.  

Corresponding to these phases, there are three methods of measuring national earnings. They are: 

value-added method (alternatively known as the product method); earnings method; and 

expenditure method.  

Value-added method: Value-added method measures the contribution of each producing 

enterprise in the domestic territory of a country, and involves the following steps:  

A Identifying the producing enterprise and classifying them into industrial sectors according to 

their activities; and  

An Estimating the net value added by each producing enterprise and each industrial sector and 

adding up the net value added by all the sectors.  

Enterprises are classified into three main sectors: i) primary sector, which includes agriculture 

and allied activities; ii) secondary sector, which includes manufacturing units; and iii) tertiary 

sector, which comprise services such as banking, insuranc e, transport and communications, trade 

and professions. These sectors are further divided into sub-sectors and each sub-sector into 

commodity/service groups.  

In calculating the net product for an individual unit, from the value of its gross output, the value 

of the raw material and intermediate goods and services used by it, and so on, are subtracted and, 

from this, the amount of depreciation is subtracted to get the net product or value added by each 

unit. Adding the value-added by all the units in one sub-sector, the value-added by the sub-sector 



is got. Again, adding the value-added or net products of all the sub-sectors of a sector, the value-

added or n et product of that sector is got.  

For the economy as a whole, net products contributed by each sector are added to get NDP. If the 

information regarding the final output and intermediate goods is available in terms of market 

prices, it can be easily converted in terms of factor costs by subtracting (or adding as the case 

may be) net indirect taxes to it. By adding or subtracting net earnings from abroad, NNP at factor 

cost (or national earnings) is got.  

The following items need be included carefully: i) production of fixed assets by government, 

enterprises and households; ii) production for self-consumption; and iii) imputed rent of owner-

occupied houses.  

The following should not be included: i) sale of second-hand machines (because they were 

counted as a part of production in the year in which they were produced). (Brokerage and 

commission earned by the dealers of second-hand goods are a part of production and, hence, 

included while calculating the total value-added.)  

The product method gives information about the industrial origins of national earnings. Net 

earnings from abroad should be included or subtracted to get a true picture of national earnings.  

6.1.9 Earnings method 

Factors of production pool their services for carrying out production activities. These factors of 

production are paid for their services in the form of factor earnings. Labor gets wages, land gets 

rent, capital gets interest and entrepreneur gets the profits. Whatever is produced by a producing 

unit is distributed among the factors of production for their services and the aggregate of factor 

earnings of all the factors of production of all the producing units from the subject matter of 

calculation of National income by the earnings method.  

Transfer earnings are excluded from national earnings. Therefore, the wages of laborers will be 

included, pensions of retired workers will be excluded from national earnings. Labor earnings 

include, compensations in kind. Non-labor earnings includes dividends, undistributed profits of 

corporations before taxes, interest, rent, royalties, profits of non-incorporated enterprises and of 

government enterprises.  

It is difficult to separate labor earnings from capital earnings because in many instances people 

provide both labor and capital services as is the case with self-employed people such as lawyers, 



engineers, traders, proprietors, and so on. In sectors such as agriculture, trade, transport, and so 

on, of underdeveloped countries (including India), it is difficult to differentiate between the labor 

and capital elements of the people's earnings. For overcoming this difficulty, a new category of 

earnings, namely , mixed earnings, is introduced for earnings which are difficult to separate.  

Transfer earnings should not get included in the national earnings. Personal earnings, which is 

earnings of the household sector, should not be confused with national earnings. The former 

includes transfer payments, whereas the latter does not. Likewise, illegal earnings, windfall gains, 

death duties, gift tax and sale proceeds of second-hand goods are not included in calculating 

national earnings. Further, net earnings from abroad need not be added, as the earnings received 

include net foreign earnings too.  

However, if National income is calculated not from earnings received by the people but from data 

regarding earnings paid out by the producers, then net earnings from abroad would have to be 

added separately. To work out national earnings, net earnings from abroad should be added to 

domestic earnings. Expenditure method: The various sectors - household, business and 

government - either spend their earnings on consumer goods and services or save a part of their 

earnings. The total expenditure in an economy consists of expenditure on financial assets, of 

goods produced in preceding periods, on raw materials, intermediate goods and services, and on 

final goods and services produced in the current period.  

Expenditure on financial assets, which are produced and owned within the country, is excluded, 

but expenditure on financial assets of foreign countries is included in national expenditure. But 

only the net expenditure, that is, the difference between expenditure on foreign financial assets by 

residents and expenditure on the country's financial assets by non-residents or foreigners are 

incorporated. The difference is known as a net foreign investment.  

Expenditure on raw materials and intermediate goods and services are excluded, as otherwise, 

there would be double counting of some of the items. Government expenditure on pensions, 

scholarships, unemployment allowance, and so on, should be excluded because these are transfer 

payments. Only expenditure on final goods and services produced in the period for which the 

National income is to be measured and net foreign investment are included in the expenditure 

method.  

Expenditure on final goods and services is broadly classified into expenditure on consumer goods 

and service. Consumption expenditure is classified into private consumption expenditure of the 

household sector and government consumption expenditure; and Investment expenditure is 



classified into private investment expenditure by business sector and investment expenditure by 

government. To the total domestic investment, net foreign investment is added to arrive at 

national investment.  

Gross national expenditure = consumption expenditure + net domestic investment + net foreign 

investment + replacement expenditure (that is, expenditure on replacement investment).  

Net national expenditure = consumption expenditure + net domestic investment + net foreign 

investment.  

Net domestic expenditure = consumption expenditure + net domestic investment.  

These three methods should ideally lead to the same figure of National income and, therefore, 

National income of a country can be measured by these methods separately to get different views 

of the economy. Each method provides a check on the accuracy of the other.  

In India, National income is not estimated wholly by one method. The contributions of different 

sectors to the total National income are estimated by different methods. Thus, in agricultural 

sector net value added is estimated by the production method, In the small-scale sector net value-

added is estimated by the earnings method, and in the construction sector net value-added is 

estimated by the expenditure method.  

6.2 Data Sources of Estimation of National income and Related Aggregates of India 

The system of National Accounts Statistics (NAS) consists of a coherent, consistent and 

integrated set of macro-economic accounts - current and accumulation accounts, balance sheets 

and tables based on agreed concepts, definitions and accounting rules. From the stage of 

production of goods and services to the stage of their final disposal, innumerable transactions take 

place.  National Accounts help us to understand in a nutshell how these various transactions are 

inter-related and give us an idea of the working of an economy.  The NAS are compiled to meet 

the needs of Government, private analysts, policy makers and decision takers. The major use of 

the NAS is to assess how a country‘s economy is performing over time. These data are 

immensely useful for the purpose of building-up macro-economic models for projecting long and 

short-term expectations about future prospects. The Gross Domestic Product (GDP), which is the 

value in monetary terms of all goods and services produced in the economy in a given period of 

time, is the most important macro-economic aggregate of National Accounts.  It is also used as a 



denominator for the estimation of rates of saving, capital formation, fiscal deficit, current account 

deficit, interest payments, expenditure on various social sectors, to name a few. 

The Central Statistical Organization (CSO) in the Ministry of Statistics and Program 

Implementation (MoSP&I) is responsible for the compilation of NAS. At the State level, State 

Directorates of Economics and Statistics (DESs) have the responsibility of compiling there State 

Domestic Product and other aggregates.                                       

The statistics that are released by the CSO and the State DESs relate to various macro-economic 

aggregates of the Indian economy. The aggregates compiled and released (at current and constant 

prices) at annual periodicity by the CSO include gross and net domestic product by economic 

activity, consumption, saving, capital formation and capital stock, public sector transactions and 

dis-aggregated statements, as well as the four consolidated accounts of the nation namely, (a) 

Gross Domestic Product and expenditure, (b) National Disposable Earnings and its appropriation, 

(c) Capital Finance; and (d) External transactions. The CSO also releases the quarterly GDP 

estimates on the last working day of each quarter, the estimates pertaining to the previous quarter. 

In addition to these macro-aggregates, the CSO compiles and releases the Input Output 

Transaction Table (IOTT) at a periodicity of 5 years and the State-wise and crop-wise value of 

the output of agricultural crops at an ad hoc periodicity. The CSO also maintains the database on 

Gross and Net State Domestic Products, by industry, which is compiled by the State DESs. 

The NAS are compiled by the CSO, following the recommendations and guidelines enunciated in 

the United Nations System of National Accounts (UN-SNA).  The recommendations of the latest 

UN-SNA 1993 are being incorporated into the NAS to the extent permitted by the data system. 

The base year revisions and changes in the database and methodology of the series of National 

accounts are effected by the CSO with the consent and approval of the Advisory Committee on 

National Accounts, which is chaired by an eminent economist from a Non-Governmental 

Organisation and consists of members from both Government and non-Government institutions 

and research bodies. The CSO revises the base year of the NAS series, periodicals, utilizing the 

workforce estimates available from the Population Census and the quinquennial surveys on 

employment and unemployment conducted by the National Sample Survey Organization (NSSO).  

At the time of the revision of base years, the CSO undertook a large-scale review of the 

methodology adopted and the current database that is available on various economic activities of 

the country. 



6.2.1 Current Status of National Accounts Statistics 

The CSO released the current series of NAS with 1993-94 as Base Year, in February 1999. This 

series was introduced after a comprehensive review of the database as well as the methodology 

employed in the estimation of various aggregates. It also involved a number of revisions arising 

out of conceptual and methodological improvements as well as use of the latest available data. 

Details of the revisions and the methodology adopted are published in the publication of CSO 

(1999), ―New Series on NAS: Base Year 1993-94‖. The previous series of NAS had 1980-81 as 

the base and was released in the year 1987. Base Years have been revised periodically by the 

CSO in the past, starting from 1948-49 to 1960-61 and 1970-71. 

6.2.2 Annual National Accounts Statistics 

6.2.2.1 Advance estimate of National income and its update 

The first estimates of the Annual National income for a reference year are released by the CSO, 

about two months before the close of the year, in the form of Advance Estimates (AE) of National 

Earnings. These estimates are presented at both current and constant prices and at factor cost, the 

Gross National Product (GNP), Net National Product (NNP), Gross Domestic Product (GDP), 

Net Domestic Product (NDP), and Per Capita Earnings (Per Capita Net National Product at factor 

cost) by industry. These estimates are subsequently revised and released on the last working day 

of June, i.e. with a lag of three months, as updates of advance estimates. The AE are compiled 

using the methodology evolved by the CSO which is similar to the methodology adopted for the 

Quick Estimates (QE) and are based on anticipated agricultural production and industrial 

production, analysis of budgetary estimates of Government expenditure and performance of key 

sectors like railways, communication, banking and insurance, available at that point of time.  

6.2.2.2 Quick Estimates of National income and related aggregates 

Quick Estimates of NAS and the Revised Estimates of the earlier years are released by the CSO 

utilizing the available data of various sectors provided by the statistical system, in the month of 

January or February of the following year (with a 10-month lag). Along with the Quick Estimates 

for the previous financial year, estimates for earlier years are also revised using the detailed data 

supplied by various source agencies. 



6.2.2.3 Annual Publication of National Accounts Statistics 

The detailed methodology employed in the compilation of NAS and the data sources used are 

given in the CSO publications: (a) National Accounts Statistics- Sources and Methods, 1989, and 

(b) New Series on National Accounts Statistics: Base Year 1993-94, 1999. 

The annual NAS is released by the CSO in its annual publication, ―National Accounts Statistics‖. 

This publication follows the Press Note on ―Quick Estimates of National Earnings, consumption 

expenditure, saving and capital formation‖. The NAS publication is divided into 5 parts. 

6.2.2.4 Part-I: Macroeconomic Aggregates 

Macro-Economic Aggregates present the summary statements of macro-economic aggregates 

(GDP, NDP, GNP, and NNP at factor cost and market prices, indirect taxes less subsidies, 

Consumption of Fixed Capital, Net National Disposable Earnings, Personal Disposable Earnings, 

Private Final Consumption Expenditure (PFCE) in the domestic market, Government Final 

Consumption Expenditure (GFCE), exports and imports, Gross Domestic Capital Formation, Net 

Domestic Capital Formation and Savings) and their inter-relationships, growth rates, implicit 

price deflators, consolidated accounts of the nation (GDP and Expenditure, National Disposable 

Earnings and its appropriation, Capital Finance and external transactions) and performance of the 

public sector.   

6.2.2.5 Part-II: Domestic Product 

The part of NAS entitled domestic Product' presents statements on GDP and NDP by sector of 

origin or by economic activity (agriculture, forestry and logging, fishing, mining and quarrying, 

registered and unregistered manufacturing, electricity, gas and water supply, construction, trade, 

hotels and restaurants, railways, transport by other means, storage and communication, banking 

and insurance, real estate, ownership of dwellings and business services, public administration, 

defense and other services), along with the percentage distribution and growth rates. 

6.2.2.6 Part III: Consumption, Saving and Capital Formation 

Consumption, Saving and Capital Formation provides the estimates of PFCE, (compiled by 161 

commodity groups, but presented in the NAS by about 38 commodity groups, the broad groups 

being, food, beverages and tobacco, clothing and footwear, gross rent, fuel and power, furniture, 

furnishing, appliances and services, medical care and health services, transport and 

communication, recreation, education and cultural services and miscellaneous goods and services. 



The PFCE estimates are also presented by type of goods namely, durable goods, semi-durable 

goods, non-durable goods, services, direct purchase abroad by resident households and direct 

purchase in the domestic market by non-resident households and extra territorial bodies.  

Gross Domestic Savings is presented by type of institutions namely, households, private 

corporate and public sector.  The Household Sector Savings is presented separately for Financial 

Savings (in the form of changes in currency, net deposits, shares and debentures, net claims on 

Government, life insurance funds, provident and pension funds) and savings in the form of 

physical assets comprising construction and machinery and equipment. Private Corporate Sector 

Savings is presented separately for the components of non-financial and financial joint stock 

companies and co-operative banks and societies. The Public Sector Savings is presented 

separately for Government Administration, Departmental Commercial Undertakings (DCUs), 

Non-Departmental Commercial Undertakings (NDCUs) – Government companies and statutory 

corporations. Consumption of Fixed Capital (CFC) and Net Domestic Savings are also presented 

separately for the three types of institutions namely, public, private corporate and household.  

The estimates of Capital Formation comprising Fixed Capital Formation and Change in Stocks 

are presented by type of assets (separately construction, machinery and equipment) and by type of 

institutions, i.e. public, private corporate and household sectors. Estimates of Capital Formation 

are also presented (at current and constant prices) by industry of use.  

The estimates  (separately at current and constant prices) of Net Fixed Capital Stock (NFCS), 

inventory and Net Capital Stock are presented by type of institutions namely, public sector – 

separately for administrative departments, DCU and NDCU, private corporate sector – separately 

for joint stock companies and co-operative banks, societies, and the household sector.  The 

estimates (separately at current and constant prices) of NFCS, Inventory and Net Capital Stock 

are also given by industry of use in this part. 

6.2.2.7 Part-IV: Public Sector Transactions 

 ‗Public Sector Transactions‘ deal, besides details of the Public sector component of aggregates 

like GDP and NDP (by type of institution and economic activity), GFCE (by purpose), Savings, 

Capital Formation; this part also presents the economic accounts separately for administrative 

departments, Departmental Commercial Undertakings (DCUs) and Non-Departmental 

Commercial Undertakings (NDCUs). Estimates of Factor Earnings, i.e. Compensation of 

employees and operating surplus of the public sector of economic activity and type of institution 

are also presented.  This information is presented in a threefold classification namely, by factor 



earnings, by economic activities and by type of institutions. Property earnings namely, 

components of rent, interest and Financial Intermediary Services Indirectly Measured (FISIM) in 

the public sector are also presented by type of economic activity and type of institution.  

This part gives data on the NDP of the public sector separately for Central Government and State 

Government (separately for each of the States), local authorities and quasi-Government bodies.  

GDP from the public sector is presented at current and constant prices, separately by type of 

economic activity and type of institution.  Similarly, information is also given for the NDP. 

The Final Consumption Expenditure of the administrative departments is given separately for the 

expenditures on compensation of employees, the net purchase of commodities and services 

separately by the Central Government, State Government and local authorities.  

Item-wise details of Domestic Saving, Gross Capital Stock, and Net Domestic Capital Formation 

in the public sector are provided in the same details for the economy as a whole. Capital 

formation in the public sector is also presented by type of assets namely, buildings, roads and 

bridges, other construction works, transport equipment, machinery and equipment, change in 

stocks and CFC separately for the institutions namely, administrative departments, DCU and 

NDCU. The estimates of net capital stock in the public sector are presented in the same detail as 

for the economy as a whole, mentioned earlier.  Another important area in the public sector 

transaction is the details of expenditure of the administrative departments of economics and 

purpose classification.  The economic classification categories are the current expenditure 

separately on consumption expenditure, subsidy, current transfers to local bodies and other 

current transfers in capital expenditure, the gross fixed capital formation, change in stock, net 

investment in stock, capital transfers to local bodies, other capital transfers, loans and advances to 

local bodies and loans and advances to the domestic sector. The categories of the purpose 

classification provided for in the tabulation of the expenditure of administrative departments are: 

General Public Services – separately on general administration, regulation, and general research, 

Defence, Education – separately on ―administration, regulation and research‖ and on schools, 

universities and institutions; Health – separately of administration, regulation and research, 

hospitals, clinics and health services; Social Security and Wellbeing Services; Housing and other  

amenities; Cultural recreational and religious services;  Economic services separately on (a) 

general administration regulation and research; (b) agriculture, forestry and fishing; (c) mining, 

manufacturing and construction; (d) electricity, gas and water supply; (e) atomic energy; (f) 

transport and communication; (g) other economic services, Other services – separately on  relief 

on calamities and other miscellaneous services.  



GFCE is also presented by purpose classification where Government includes both Central and 

State Governments. The Consumption Expenditure of local bodies is however, excluded in this 

tabulation as their details is not available.  This part also gives the details of the production 

account separately for railways and communication, departmental enterprises other than railways 

and communication and producers of Government services. Earnings and Outlay Accounts are 

given separately for railways, communication and administrative departments including 

departmental enterprises other than railways and communications. Capital Finance Accounts are 

given separately for railways, communication and administrative departments including 

departmental enterprises other than railways and communication. The Production Account of 

non-departmental enterprises as a whole, non-departmental non-financial enterprises and non-

departmental financial enterprises are given separately. The Earnings and Outlay Account of non-

departmental non-financial enterprises and non-departmental financial enterprises are given 

separately. Similarly, the Capital Finance Account of non-departmental non-financial enterprises 

and non-departmental financial enterprises are given separately. 

6.2.2.8 Part-V: Disaggregated Statements 

 ‗Disaggregated Statements‘ presents detailed disaggregated statements at the crop/item/category 

level. The statements include the details of the value of output, input and value added for each 

type of economic activity. Thus the details provided under agriculture relate to the value of output 

of each of the crops as well as various livestock products and the total inputs used in the sector by 

items. Undermining and quarrying, the details provided relate to the value of output and inputs of 

major minerals and minor minerals with further desegregation of major minerals into fuel 

minerals, metallic minerals and non-metallic minerals. The nature and extent of disaggregated 

data vary from industry to industry depending on the availability of information and procedure of 

estimation. Besides, disaggregated estimates, in respect of savings, relate to financial assets and 

the liabilities of the household sector. Capital Formation by type of assets and by type of 

institutions and external transaction accounts are also presented in this part. 

6.2.2.9 Factor Earnings 

The publication NAS also presents the factor earnings and property earnings by organized and 

unorganized sectors and by economic activity. The details of factor earnings provided refer to 

compensation of employees, operating surplus (in the case of organized sector) and mixed 

earnings (in the case of unorganized sector). The details of property earnings provided refer to 

rent, interest and Financial Intermediary Services Indirectly Measured (FISIM) (earlier referred to 

as imputed bank charges). Estimates of factor earnings are presented at current prices only.  



6.2.2.10 Notes on Methodology 

The publication presents at the end, a section of Notes on Methodology, which provides 

information on the revisions in the estimates indicating broader the changes in the methodology 

and new source material used, for the benefit of the users. 

6.2.2.11 Special Statements 

In addition to the regular statements, special statements are included in the publication to provide 

from time to time, data on such aggregates/components which are either not of regular nature or 

which are presented for the first time or which refer to the back year estimates of the current 

series. Sometimes, memorandum items are also presented in the form of special statements. 

Special tables are also included from time to time on an ad hoc basis. 

6.2.2.12 Releases of National Accounts Aggregates   

The CSO releases various estimates of GDP and other related aggregates for a particular 

reference period at different points of time, utilizing the data available at those points of time. 

While the Quarterly GDP estimates are released with a lag of one quarter, the AE of annual 

National income are released about 2 months before the close of the year. These AE are 

subsequently revised and released along-with the 4th quarterly estimates of GDP on the last 

working day of June, i.e. with a lag of 3 months.  The Quick Estimates (QE) of National 

Earnings, Consumption Expenditure, Saving and Capital Formation are released generally in the 

month of January or February of the following year (with a 10-month lag) utilizing the latest 

available detailed data of various sectors provided by the statistical system. Along with the Quick 

Estimates, the estimates for the previous years are also revised and released simultaneously.  

Revisions in the quarterly GDP estimates continue together with the corresponding annual 

estimates.  The annual estimates undergo revision for about two to three years after the release of 

QE.  It has been seen that the extent of revision after 3-4 years is only minimal. 

6.3 Methodology of National income Statistics 

6.3.1 Agriculture  

A gross value added in agriculture is estimated by subtracting intermediate consumption from the 

value of output and adding in the gross value-added of government irrigation facilities. To 

estimate a gross added value for government irrigation facilities an earnings approach was 



adopted which combined elements such as employee costs/allowances and consumption of fixed 

capital.  

In order to measure producer earnings in the agricultural sector as accurately as possible, the 

average wholesale price of crops sent to market is used. The price estimates for the period 

immediately following the harvest.  

Raw data for agricultural statistics is provided by the Department of Agriculture (DEAg). Land 

use statistics are based on Agricultural Statistics in India, which boasts a history of publication 

dating back to 1884. The final forecast estimates for both area and production of principal crops 

(45 items, known as forecast crops) are based on Area and Production of Principal Crops in India 

(containing state-level data), which appears three to five months following harvest. Data on minor 

crops (ten items, known as non-cast crops including plantation crops) are also provided by the 

DEAg.  

The formula for measuring costs of cultivating major crops was established by the DEAg in 

1970-71. The formula takes into account the amount seed rate by crops per hectare, oil use per 

tractor pump, the consumption of electricity, fodder fed to animals, the cost of fertilizer, 

chemicals, and repairs and maintenance expenses of farm machinery.  

6.3.2 Manufacturing  

We begin by examining the registered manufacturing sector. The term registered manufacturing 

sector, which are regulated under the Indian Factories Act (IFA), 1948 and the Bidi and Cigar 

Workers (Conditions of Employment) Act, 1966 applies to all factories employing 10 or more 

workers and using electrical or mechanical power, or 20 or more workers and not using electrical 

or mechanical power. However, factories in the "service" sector and all electricity undertakings 

registered with the Central Electricity Authority are exempted. Thus, manufacturing covers 

India*s industry divisions 2 & 3 and major group 97 (two-digit level), according to the National 

Industrial Classification (NIC-1987).  

A figure for gross value-added in manufacturing is obtained by subtracting the value of the input 

at purchaser's prices from the value of output at ex-factory prices. The output of manufacturing 

industries includes, in addition to ex-factory values of all products, receipts for services rendered 

to others and the value of fixed assets produced for use in factories.  



The raw data is taken from the Annual Survey of Industries (ASI), which is published by the 

National Sample Survey Organization (NSSO). The ASI includes an annual survey of all the 

census sector with factories employing 50 or more workers and using electrical or mechanical 

power, or 100 or more workers and not using electrical or mechanical power. Of non-census 

sectors not covered by the above criteria (those employing 10-49 workers and using electrical or 

mechanical power, or 20-99 workers and not using electrical or mechanical power), one third are 

sample surveyed every year.  

The ASI data is highly reliable but several years are necessary before the results become clear. 

For this reason, for the years for which ASI results are not available, the NAS utilizes the relevant 

indices of industrial production statistics and wholesale prices to estimate output and gross value-

added. Another factor in the ASI data is that it does not reflect figures for gross value-added for 

factories which do not respond to the survey. However, by using the employment ratio of the non-

responding factories to the census sector, upwardly adjusted estimates of gross value-added are 

made in the ASI.  

Next, let us examine the unregistered manufacturing sector. This designation applies to all 

manufacturing, processing, maintenance and service units employing less than 10 workers and 

using electrical or mechanical power, or less than 20 workers and not using electrical or 

mechanical power. Like other unorganized (non-agricultural) sectors, gross value-added by 

unregistered\ manufacturing is estimated by multiplying the labor force by the gross value-added 

per worker. Once estimated values for the base year are calculated, an indicator representing the 

physical volume of activities is used to compile estimates.  

Raw data are available from the Economic Census for unregistered sectors and the National 

Sample Survey (NSS). The Economic Censuses, conducted in 1977 and 1980, covered all 

business establishments with less than ten employees (those with six to ten employees were 

categorized as Directory Establishments, and those with one to five employees were classified as 

Non-Directory Establishments). The Economic Census, conducted in 1990, applied to every 

business in the country by including not only the above but even so-called Own-Account 

Enterprises, which have no employees. However, the NSS is conducted only once every few 

years, which presents the problem of how to obtain estimates values for in-between periods.  

6.3.3 Final Private Consumption Expenditure  

Final private consumption expenditure covers the final consumption expenditures of households 

and non-profit institutions serving households. It is estimated through the commodity flow 



method. Intermediate expenditure consumption for each industry and all final consumption 

(including imports and exports) other than household and non-profit institutions are taken from 

the total amount of goods and services at market prices.  

The subject expenditures are classified into 8 categories: (1) food; (2) clothing and footwear; (3) 

gross rent, fuel and power; (4) furniture, furnishings, appliances, and services; (5) medical care 

and health services; (6) transportation and communication; (7) recreation, education, and cultural 

activities; (8) and miscellaneous goods and services.  

In the case of food items, product consumed by producers is estimated from producer prices, and 

the marketed portion is estimated from retail prices. In the case of manufactured items, excise 

duty and trade and transport margin are excluded from production costs. Import duties are added 

to the value of imports.  

In the case of agricultural commodities, it is necessary to obtain data on output, seed, feed, and 

wastage to grasp commodity balances available for private consumption. Basic data on inputs and 

outputs are obtained in the same way as GDP estimates.  

6.3.4 Domestic Saving  

Domestic saving consists of (1) the public sector; (2) the private corporate sector; and (3) the 

household sector. The lack of data causes many problems in estimating domestic saving, so up to 

now, only estimates at current prices have been compiled.  

Public sector saving is composed of government administration and departmental enterprises, and 

non-departmental enterprises. Gross saving from government administration and public 

enterprises is defined as the surplus of current receipts over expenditures. For non-departmental 

enterprises, general saving are estimated from analysis of their annual earnings and expenditures.  

The private corporate sector is composed of all non-government financial/non-financial 

companies, and cooperative institutions. Estimates for this sector utilize basic data from RBI 

surveys.  

The household sector accounts for the biggest portion by far of domestic saving. This is because 

this sector includes, in addition to households themselves, the non-corporate sector covering all 

unregistered firms and even some portion of registered firms. It is in fact the non-corporate sector 

which comprises the major part of the household sector. Because it is not possible to use raw data 

to estimate figures for the household sector, calculations are based on the residual method.  



Domestic saving is grouped into two general classifications, financial assets and physical assets. 

Financial saving includes currency (cash), net bank deposits, shares/debentures and bonds, net 

claims on the government, life insurance funds, and provident/pension funds. Included among 

physical assets are construction and investment in fixed assets such as construction and 

machinery & equipment as well as changes in stocks.  

6.3.5 Domestic Capital Formation  

Gross capital formation is the total of gross additions to fixed assets and changes in stocks. Fixed 

assets consist of construction and machinery *o equipment (including transportation machinery 

and livestock). Construction for military use and defense equipment are not included in capital 

formation, but capital outlays for production in military-oriented enterprises are included. 

Additions to non-reproducible tangible assets such as land and mineral resources are not included 

in gross capital formation, but improvement of mining sites, plantations, and forests do account 

for part of capital formation.  

Capital formation in construction is estimated by subtracting expenditures on current maintenance 

and repairs from the total value of output of new construction during the year. Pucca construction 

is calculated on the basis of the commodity flow method, while kutcha construction uses the 

expenditure approach.  

Capital formation in machinery and equipment is calculated through the commodity flow method. 

The various items of machinery and equipment, domestically produced, imported and exported 

are classified as: (1) capital goods; (2) parts of capital goods ; (3) partly capital goods; and (4) 

parts of partly capital goods. The first category is the 100 % capital formation, the second is 50%, 

and in the third and fourth, the ratio is determined according to the item.  

Gross capital formation is also estimated according to the industry of use through the expenditure 

approach method. Almost 70% of the organized sector is estimated on the basis of direct annual 

data, but there are many problems in compiling estimates for the unorganized sector. Estimates of 

the registered manufacturing utilize ASI factory sector data, whose reliability is high. However, 

as gross capital formation of unregistered manufacturing is concerned, the estimates for 1980-81 

were first prepared using the sample data of 1968-69 and 1971-72, which were simply applied to 

later years.  

6.3.6 Capital Stock  



The pioneering work for estimating capital stock is "An Estimate of the Reproducible Tangible 

Wealth of India," Review of Earnings and Wealth, Series 8, 1959, by M. Mukherjee and N.S.R. 

Shastry, which estimated net fixed capital formation at the end of 1949-50. Following the Report 

of the Working Group on Savings, under the chairmanship of K.N. Raj, 1982, CSO introduced 

the perpetual inventory method to carry forward the above bench-mark estimates of net fixed 

capital formation from 1949-50, using the official estimates of net fixed capital formation. In 

1988, figures for capital stock for the end of March 1981 were announced along with the 

introduction of a new series.  

Review Questions 

1. Define the data source of national income of India?  

2. Explain the GDP?  

3. Explain the Circular Flow of Economic Activity?  

4. Explain the Methodology of National Income Statistics?  

Discussion Questions 

Discuss the National Income Accounting in India?  

 

 

 

 

 

 

 

 

 

 

 

 



 

CHAPTER 7 

Economic Progress and National income Accounting 

 

Learning Objectives 

 To define the economic progress. 

 To explain the Services Sector and National Income Accounting. 

 To explain the Social Sector and National Income Accounting. 

 To describe the Role and Contribution of the Public Sector in National Income. 

 

7.1 Economic progress 

Economic progress generally refers to the sustained, concerted actions of policy makers and 

communities that promote the standard of living and economic health of a specific area. 

Economic progress can also be referred to as the quantitative and qualitative changes in the 

economy. Such actions can involve multiple areas including progress of human capital, critical 

infrastructure, regional competitiveness, ecological  sustainability, social inclusion, health, safety, 

literacy, and other initiatives. Economic progress differs from economic growth. Whereas 

economic progress is a policy intervention endeavor with aims of economic and social well-being 

of people, economic growth is a phenomenon of market productivity and rise in GDP. 

Consequently, as economist Amartya Sen points out: ―economic growth is one aspect of the 

process of economic progress.‖ 

7.1.1 Term 

The scope of economic progress includes the process and policies by which a nation improves the 

economic, political, and social well-being of its people. 

The University of Iowa's Center for International Finance and Progress states that: 

'Economic progress' is a term that economists, politicians, and others have used frequently in the 

20th century. The concept, however, has been in existence in the West for centuries. 



Modernization, Westernisation, and especially industrialization are other terms people have used 

while discussing economic progress. Economic progress has a direct relationship with the 

environment. 

Although no one is sure when the concept originated, most people agree that progress is closely 

bound up with the evolution of capitalism and the demise of feudalism. 

Mansell and Wehn also state that economic progress has been understood since the World War II 

to involve economic growth, namely the increases in per capita earnings, and (if currently absent) 

the attainment of a standard of living equivalent to that of industrialized countries. Economic 

progress can also be considered as a static theory that documents the state of an economy at a 

certain time. According to Schumpeter (2003), the changes in this equilibrium state to document 

in economic theory can only be caused by intervening factors coming from the outside. 

7.1.2 History 

Economic progress originated in the post war period of reconstruction initiated by the US. In 

1949, during his inaugural speech, President Harry Truman identified the progress of 

undeveloped areas as a priority in the west: 

―More than half the people of the world are living in conditions approaching misery. Their food is 

inadequate, they are victims of disease. Their economic life is primitive and stagnant. Their 

poverty is a handicap and a threat both to them and to more prosperous areas. For the first time in 

history humanity possesses the knowledge and the skill to relieve the suffering of these people ... 

I believe that we should make available to peace-loving peoples the benefits of our store of 

technical knowledge in order to help them realize their aspirations for a better life… What we 

envisage is a program of progress based on the concepts of democratic fair dealing ... Greater 

production is the key to prosperity and peace. And the key to greater production is a wider and 

more vigorous application of modem scientific and technical knowledge." 

There have been several major phases of progress theory since 1945. From the 1940s to the 1960s 

the state played a large role in promoting industrialization in developing countries, following the 

idea of modernization theory. This period was followed by a brief period of basic needs progress 

focusing on human capital progress and redistribution in the 1970s. Neo-liberalism emerged in 

the 1980s pushing an agenda of free trade and Import Substitution Industrialization. 



In economics, the study of economic progress was borne out of an extension to traditional 

economics that focused entirely on national product, or the aggregate output of goods and 

services. Economic progress was concerned with the expansion of people‘s entitlements and their 

corresponding capabilities, morbidity, nourishment, literacy, education, and other socioeconomic 

indicators. Borne out of the backdrop of Keynesian, advocating government intervention, and 

neoclassical economics, stressing reduced intervention, with rise of high-growth countries 

(Singapore, South Korea, Hong Kong) and planned governments (Argentina, Chile, Sudan, 

Uganda), economic progress, more generally progress economics, emerged amidst these mid-20th 

century theoretical interpretations of how economies prosper. Also, economist Albert O. 

Hirschman, a major contributor to progress economics, asserted that economic progress grew to 

concentrate on the poor regions of the world, primarily in Africa, Asia and Latin America yet on 

the outpouring of fundamental ideas and models. 

It has also been argued, notably by Asian and European proponents of Infrastructure-based 

progress, that systematic, long term government investments in transportation, housing, education 

and healthcare are necessary to ensure sustainable economic growth in emerging countries. 

7.1.3 Growth and progress 

Dependency theorists argue that poor countries have sometimes experienced economic growth 

with little or no economic progress initiatives; for instance, in cases where they have functioned 

mainly as a resource-providers in wealthy industrialized countries. There is an opposing 

argument, however, that growth causes progress because some of the increase in earnings gets 

spent on human progress such as education and health. 

According to Ranis et al., economic growth and is a two-way relationship. Moreover, the first 

chain consists of economic growth benefiting human progress With the rise in economic growth, 

families and individuals will likely increase expenditures with heightened earnings, which in turn 

leads to growth in human progress. Further, with the increased consumption, health and education 

grow, also contributing to economic growth. In addition to increasing private earnings, economic 

growth also generates additional resources that can be used to improve social services (such as 

healthcare, safe drinking water, etc.). By generating additional resources for social services, 

unequal earnings distribution will be mitigated as such social services are distributed equally 

across each community, thereby benefiting each individual. Concisely, the relationship between 

human progress and economic progress can be explained in three ways. First, the increase in 

average earnings leads to improvement in health and nutrition (known as the Capability 

Expansion through Economic Growth). Second, it is believed that social outcomes can only be 



improved by reducing earnings poverty (known as the Capability Expansion through Poverty 

Reduction). Lastly, social outcomes can also be improved with essential services such as 

education, healthcare, and clean drinking water (known as the Capability Expansion through 

Social Services). John Joseph Puthenkalam's research is aimed at the process of economic growth 

theories that lead to economic progress. After analyzing the existing capitalistic growth-progress 

theoretical apparatus, he introduces the new model which integrates the variability of freedom, 

democracy and human rights into the existing models and argue that any future economic growth-

progress of any nation depends on this emerging model as we witness the third wave of unfolding 

demand for democracy in the Middle East. He develops the knowledge sector in growth theories 

with two new concepts of 'micro knowledge' and 'macro knowledge'. Micro knowledge is what an 

individual learns from school or from various existing knowledge and macro knowledge is the 

core philosophical thinking of a nation that all individuals inherently receive. How to combine 

both these knowledge would determine further growth that leads to economic progress of 

developing nations. 

Yet others believe that a number of basic building blocks need to be in place for growth and 

progress to take place. For instance, some economists believe that a fundamental first step toward 

progress and growth is to address property rights issues, otherwise only a small part of the 

economic sector will be able to participate in growth. That is, without inclusive property rights in 

the equation, the informal sector will remain outside the mainstream economy, excluded and 

without the same opportunities.  

7.1.4 Goals 

In the United States, Project Socrates outlined competitiveness as the driving factor for successful 

economic progress in government and industry. By addressing technology directly, to meet buyer  

needs, competitiveness was fostered in the surrounding environment and resulted in greater 

economic performance and sustained growth. 

Economic progress typically involves improvements in a variety of indicators such as literacy 

rates, life expectancy, and poverty rates. GDP does not take into account other aspects such as 

leisure time, ecological  quality, freedom, or social justice; alternative measures of economic 

well-being have been proposed. Essentially, a country's economic progress is related to its human 

progress, which encompasses, among other things, health and education. These factors are, 

however, closely related to economic growth so that progress and growth often go together. Due 

to globalization growth and progress in those countries are interrelated to trends in international 

financial markets. The last financial crisis had a huge effect on economies in developing 



countries. Economist Jayati Ghosh states that it is necessary to make financial markets in 

developing countries more resilient by providing a variety of financial institutions. This could 

also add to financial security for small-scale producers. 

7.1.5 Regional policy 

In its broadest sense, policies of economic progress encompass three major areas: 

 Government's undertaking to meet broad economic objectives such as price stability, high 

employment, and sustainable growth. Such efforts include monetary and fiscal policies, 

regulation of financial institutions, trade, and tax policies. 

 Programs that provide infrastructure and services such as highways, parks, affordable 

housing, crime prevention, and K–12 education. 

 Job creation and retention through specific efforts in business finance, marketing, 

neighborhood progress, workforce progress, small business progress, business retention 

and expansion, technology transfer, and real estate progress. This third category is a 

primary focus of economic progress professionals. 

One growing understanding in economic progress is the promotion of regional clusters and a 

thriving metropolitan economy. In today‘s global landscape, location is vitally important and 

becomes a key to competitive advantage. 

International trade and exchange rates are a key issue in economic progress. Currencies are often 

either under-valued or over-valued, resulting in trade surpluses or deficits. 

7.1.6 Organization 

Economic progress has evolved into a professional industry of highly specialized practitioners. 

The practitioners have two key roles: one is to provide leadership in policy-making, and the other 

is to administer policy, programs, and projects. Economic progress practitioners generally work 

in public offices in the state, regional, or municipal level, or in public-private partnership 

organizations that may be partially funded by local, regional, state, or federal tax money. These 

economic progress organizations function as individual entities and in some cases as departments 

of local governments. Their role is to seek out new economic opportunities and retain their 

existing business wealth. 

There are numerous other organizations whose primary function is not economic progress work 

in partnership with economic developers. They include the news media, foundations, utilities, 



schools, health care providers, faith-based organizations, and colleges, universities, and other 

educational or research institutions. 

7.1.7 International Economic Progress Council 

With more than 20,000 professional economic developers employed worldwide in this highly 

specialized industry, the International Economic Progress Council (IEDC) headquartered in 

Washington, D.C. is a non-profit organization dedicated to helping economic developers do their 

job more effectively and raising the profile of the profession. With over 4,500 members across 

the US and internationally, serving exclusively the economic progress community, IEDC 

membership represents the entire range of the profession ranging from regional, state, local, rural, 

urban, and international economic progress organizations, as well as chambers of commerce, 

technology progress agencies, utility companies, educational institutions, consultants and 

progress authorities. Many individual states also have associations comprising economic progress 

professionals, who work closely with the IEDC. 

7.1.8 Community Competition 

One unintended consequence of economic progress is the intense competition between 

communities, states, and nations for new economic progress projects in today's globalized world. 

With the struggle to attract and retain business, competition is further intensified by the use of 

many variations of economic incentives to the potential business such as: tax incentives, 

investment capital, donated land, utility rate discounts, and many others. IEDC places significant 

attention on the various activities undertaken by economic progress organizations to help them 

compete and sustain vibrant communities. 

Additionally, the use of community profiling tools and database templates to measure community 

assets versus other communities is also an important aspect of economic progress. Job creation, 

economic output, and increase in tax basis is the most common measurement tools. When 

considering measurement, too much emphasis has been placed on economic development for "not 

creating jobs." However, the reality is that economic developers do not typically create jobs, but 

facilitate the process for existing businesses and startups to do so. Therefore, the economic 

developer must make sure that there are sufficient economic progress programs in place to assist 

the businesses achieve their goals. Those types of programs are usually policy-created and can be 

local, regional, statewide and national nature. 

Services Sector and National income Accounting 



7.1.9 Service sector 

The service sector, also called the tertiary sector, is one of the three parts of the economy in the 

Three-sector hypothesis. This hypothesis breaks the economy into three main areas so it can be 

better understood. The other two are the primary sector, which covers areas such as farming, 

mining and fishing; and the secondary sector which covers manufacturing and making things. The 

service sector provides a service, not an actual product that could be held in your hand. Activities 

in the service sector include retail, banks, hotels, real estate, education, health, social work, 

transport, computer services, recreation, media, communications, electricity, gas and water 

supply. 

The service sector is an important part of the economy. For example, in Australia in 2007, 85% of 

all businesses were in the service sector.. In 2009 there were more than nine million people 

employed in the service sector in Australia, which was 86% of all jobs. In India, there has been a 

huge growth in service sector businesses which made up 55% of India's GDP in 2006—2007. 

Computer software businesses in India are increasing at a rate of 35% per year. 

Increasingly service sector businesses need to focus on what is now being called the ―knowledge 

economy‖. They need to keep ahead of other businesses by understanding what it is their buyers 

want and be in a position to give it to them quickly and at low cost. One good example of this are 

banks which have gone through enormous changes in recent years. Using information and 

communication technology, banks have vastly reduced the number of people they need to 

employ, and lowered the cost of providing banking service. For example, an automated teller 

machine is able to provide basic banking services 24 hours a day, 7 days a week, in many 

different places. Before this, banking services were only available from the bank when it was 

open. Many banks and building societies have joined together to form much lower cost business 

that can make more money from a wider buyer  base. The key to this process is gaining 

information about their buyers and constantly coming up with new services for them. An example 

of a company trying to come up with a new service for buyers is incurred, which is looking at 

ways to link mobile phones to computers and social networking. 

7.2 Services Sector Accounting 

7.2.1 Introduction 

The Services Sector constitutes a large part of the Indian economy both in terms of employment 

potential and its contribution to national earnings. The Sector covers a wide range of activities 



from the most sophisticated in the field of Information and Communication Technology to simple 

services pursued by the informal sector workers, for example, vegetable sellers, hawkers, 

rickshaw pullers, etc. The following broad grouping of activities can be considered to form part 

of the Services Sector: 

Box 7.1: Activities Comprising the Services Sector 

(a)                Trade 

(b)                Hotels and restaurants 

(c)                Transport including tourist assistance activities as well as activities of travel 

agencies and tour operators  

(d)                Storage and communication 

(e)                Banking and insurance 

(f)                 Real estate and ownership of dwellings 

(g)                Business services including accounting; software progress; data processing 

services; business and management consultancy; architectural, engineering and other 

technical consultancy; advertisement and other business services  

(h)                Public administration and defence 

(i)                  Other services including education, medical and health, religious and other 

community services, legal services, recreation and entertainment services 

(j)                  Personal services and activities of extra-territorial organisations and bodies 

The Services Sector has been the most dynamic sector of the Indian economy, especially over the 

last ten years. Table below shows the changes that have been taking place in the Services Sector 

over the last few decades.  

From a low level of 27.52 per cent of GDP in 1950-51, the share of services increased to 47.88 

per cent in 1999-2000. Between 1950-51 and 1990-91, the share of Services Sector in GDP rose 

by only 13.07 percentage points, which is an increase of about 0.33 percentage points per annum. 

However, between 1990-91 and 1999-2000, the share had increased by 7.29 percentage points, 



which is an increase of 0.81 percentage points per annum. Clearly, the rate of growth is 

significantly higher in the 1990s. 

Table : Sectoral Shares in GDP 

                        (In per cent)  

Year Agriculture # Manufacturing  Services* 

1950-51 
59.19 13.29 27.52 

1960-61 54.74 16.61 28.65 

1970-71 48.12 19.91 31.97 

1980-81 41.82 21.59 36.59 

1990-91 34.92 24.49 40.59 

1991-92 34.08 23.93 41.99 

1992-93 34.17 23.74 42.09 

1993-94 33.54 23.69 42.77 

1994-95 32.94 24.35 42.71 

1995-96 30.58 25.47 43.95 

1996-97 30.86 25.45 43.69 

1997-98 29.03 25.20 45.77 

1998-99 29.03 24.51 46.46 

1999-2000 27.49 24.63 47.88 

Notes: Among the following symbols, 

# includes forestry and logging, fishing, mining and quarrying; 

 includes construction, electricity, gas and water supply; 

* includes (a) transport, communication and trade;  

                 (b) banking and insurance, real estate, dwellings and  

                       business services; and  



                 (c)  public administration and defence and other  

                       services. 

Source: Economic Survey 2000-2001. 

Although the Services Sector has a very pivotal role in the country‘s economic progress, the 

database in this Sector is highly disorganised. A major limitation of the existing statistical system 

in this respect is the absence of a well-organized mechanism for maintaining a regular and proper 

database for this Sector. Like the Annual Survey of Industries (ASI) that is devoted to the 

collection of data from the manufacturing and a few other categories of units included in the lists 

maintained by the Chief Inspectors of Factories, there is no such scheme in the Services Sector 

for the annual collection of data from the units either having a large number of workers or 

contributing significantly in terms of annual turnover. The main difficulty in this regard is the 

non-availability of an up-to-date frame of such units. The problem of data collection from this 

Sector through the Follow-up Enterprise Surveys of Economic Census is compounded by the fact 

that the Sector is dominated by a large number of unorganized units. Further, the composition of 

units in the domain undergoes changes at a rapid pace because new units or newer service areas 

come into existence and others disappear with alarming frequency. Thus, a sound official 

statistical system should endeavor to address all these methodological issues for properly 

estimating the size and contribution of the Services Sector marked by a rapid change in its 

composition.  

The Services Sector of the economy can be broadly grouped into three broad segments namely, 

the public sector, private corporate sector and the household sector. The first two are generally 

referred to as the organized part of the economy, as the accounts of all the business transactions 

of these sectors are recorded in specified documents and are made available as public documents 

at regular intervals. The remaining part of the economy, that is the household or unorganized 

sector, constitutes all unincorporated enterprises including all kinds of proprietorship and 

partnerships run by the individuals.  

As regards the organized sector, the data contained in various budget documents or reports and 

the accounts provide the basis for the estimates for the public sector. For the Private Corporate 

Sector, the annual reports of the companies are the main source of data for estimation of the 

number of workers, gross value added (GVA), etc. The estimation of various characteristics is 

based on the company finance studies carried out by the Reserve Bank of India taking the annual 

reports of a sample of companies. The estimates so obtained are suitably inflated to derive the 



current estimates for the entire population of joint stock companies registered with the Registrars 

of Companies (ROCs) in the various zones or States of the country.  

The Follow-up Enterprise Surveys of the Economic Census (EC) periodically conducted by the 

Ministry of Statistics and Program Implementation (MoS&PI) provide estimates of the number of 

enterprises, workers, GVA, etc. for the unorganised Services Sector. The estimates of GVA per 

worker obtained from these surveys are used as a benchmark for the subsequent years, till the 

results of the next survey on the same subject are available. The benchmark estimates of GVA per 

worker are carried forward using suitable indices.  

All the joint stock companies registered under the Companies Act are required to submit their 

annual reports to the Department of Company Affairs (DCA). However, this is an area where 

there exists huge data gap. The estimates based on the study of a sample of companies, carried 

out by the Reserve Bank of India, suffer from serious limitations. The sample drawn for this 

purpose is not based on a scientific sampling procedure, as there is no authenticity in the total 

frame available with the DCA. Moreover, the size of the sample is not adequate enough to 

provide satisfactory estimates for the private corporate segment.  

As regards data relating to the unorganized Services Sector, it is argued that the estimates of 

GVA per worker based on the Follow-up Enterprise Surveys of EC are often too low. Further, the 

estimates of the number of workers in different sub-sectors as per these surveys differ widely 

with those available from other sources like Employment-Unemployment Surveys of the National 

Sample Survey Organization (NSSO) and decennial Population Censuses. 

The departments outside the MoS&PI generate a huge volume of data, either as a by-product of 

their regular activity or through studies meant for generating the required data. However, it 

appears that these agencies do not take into account the exact data requirements of the Central 

Statistical Organization (CSO) for national accounting purposes. 

With the increasing use of computers and telecommunication in business transactions, the domain 

of the Services Sector is growing bigger day by day. The software industry, and particularly its 

share in external transactions, has grown at a rapid pace during the last decade. Many of these 

external transactions are carried through the Internet, and thus are not reflected in the regular 

imports and exports data obtained from the custom ports. The area of mobile commerce (e-

commerce) is another emerging field that falls beyond the coverage of the present system of data 

generation.   



After reviewing the existing mechanism for the compilation of Services Sector statistics and the 

deficiencies of the system, the Commission decided to deliberate on the following important 

issues for suggesting improvements in the database of the Services Sector: 

(a)                Devising a Proper Classification of Services; 

(b)                Assessing the Quality of the Survey Estimates; 

(c)                Finding out Ways and Means to Collect Data for Emerging Areas; 

(d)                Introducing a Survey of Non-Manufacturing Industries (Bigger Units); and  

(e)                Working out a Proper Time Frame for Follow-up Enterprise Surveys of Economic 

Census.  

7.2.2 DEVISING A PROPER CLASSIFICATION OF SERVICES 

7.2.2 .1 Current Status 

In India, a wide variety of industrial classifications, including services, have been used by various 

organizations entrusted with the task of collection of statistical data in various censuses, surveys, 

etc. The need to evolve a common industrial classification for the use of different agencies was 

felt to be extremely important. Accordingly, the CSO took up the task of evolving an industrial 

classification as early as 1960 and evolved a Standard Industrial Classification (SIC) in 1962. 

To incorporate the significant changes in the organization and structure of industries taking place 

over a period of time, the necessity to periodically revise the industrial classification has often 

been felt. With this objective, the CSO revised SIC 1962 in 1970 and accordingly brought out the 

National Industrial Classification  (NIC-70). This was subsequently revised in 1987 (NIC-87), 

which was further revised in 1998 (NIC-98). 

All the industrial classifications developed by the CSO broadly accepted the major features of the 

International Standard Industrial Classifications (ISIC), with further extension of codes at the 

ultimate digit level. This was done to give due recognition to the special features of the Indian 

economy and also to meet the emerging requirements of user organizations. 

The NIC-98, which followed the principles of the ISIC-1990 (Revision 3), is a classification of all 

economic activities, including services, undertaken by the economic units. The NIC-98 codes 

extend up to the 5-digit level. Total number of such 5-digit codes in NIC-98 is 1021. 



The NIC classification of the CSO has found wide use in the country. These classifications are 

used by various divisions of the MoS&PI for carrying out Economic Censuses and sample 

surveys, for releasing national accounts statistics as well as for other purposes. Further, other 

important organizations outside the Ministry, like the offices of the Registrar General and Census 

Commissioner, India and the Progress Commissioner, Small Scale Industries have also found 

significant use of the NIC classification. The adoption of the NIC by the important organizations 

mentioned above gives ample scope for cross-examining alternative data sets by industrial 

categories as available from different sources.  

7.3 The Social Sector and National income Accounting 

7.3.1 Meaning 

 National income accounting is also known as social accounting. Cooper has defined as ―Social 

Accounting is concerned with the statistical classification of the activities of human beings and 

human institutions in ways which help us to understand the operation of the economy as a whole. 

The field of study summed up by the word ‗social accounting‘ embraces, however, not only the 

classification of economic activity, but also the application of the information thus assembled to 

the investigation of the operation of the economic system.‖ 

7.3.2 Components of Social Accounting 

The principal forms of economic activity are production, consumption, capital accumulation, 

government transactions and transactions from the other parts of the globe. These are the 

components of social accounting.  

7.3.2.1 Production Account 

The production account relates to the business sector of the economy. It includes all 

forms of productive activity, i.e. manufacturing, trading etc. It covers public and private 

companies. Let us see the structure of a Production account which is used for recording in 

accounting purposes. 

Payments Value in Million $ Receipts Value in Million $ 

Payments to personal 

sector i.e. Wages etc. 
xxx 

Consumption 

Expenditures 
xxx 

Payments to Government xx Government Purchases xx 



Business Saving 
x 

Gross Private Domestic 

Investment 
xx 

Import of Goods and 

Services 
x 

Export of Goods and 

Services 
xx 

Gross National Earnings 
xxx 

Gross National 

Expenditure 
xxx 

Explanation of this tablet 

1. Payments to Personal sector include rent, interest, dividend, wages, salaries, 

employee compensations and proprietor‘s earnings. 

 

2. The term payments to government include producers‘ net payment to the 

government in the form of taxes and social security payments. 

 

3. Business saving refers to producers‘ retained earnings or corporate saving. 

 

4. The last item relates to payments made to foreign sector for imports of goods and 

services. 

All these items comprise of gross national earnings. 

5. The receipts side of the production account shows the incomings to the business 

sector from sales of goods and services to the household or personal sector. 

 

6. Government purchases refer to sales of goods and services sold by the business 

sector to government. 

 



7. Gross Private domestic investment comprises the gross flow of capital goods and 

the net change in inventories. 

 

8. Net exports refer to the earnings earned by the business sector by selling goods 

and services to the other parts of the globe. 

The sum of all these items comprises of GNP by expenditure. 

 7.3.2.2 Consumption Account 

The consumption account refers to the earnings and expenditure account of the household 

or personal sector. The household sector includes all consumers and non-profit making 

institutions such as clubs and associations. Let us see the structure of consumption 

account. 

Payments Value in Million 

$ 

Receipts Value in Million $ 

Consumption 

Expenditure 
xxx 

Receipts from business, 

wages and salaries etc. 
xxx 

Payments to 

Government 
xx 

Receipts from 

Government 
x 

Personal Savings xx     

Transfers to foreigners x     

Personal outlay and 

Savings 
xxx 

Personal Earnings 
  

Explanation of this Tablet 

1. The chief item on the left side of the consumption account is the expenditure of 

household consumers in buying goods and services from the business sector to 

satisfy their wants.  

 

2. Payments to government include taxes and special insurance contributions. 



 

3. The next item refers to personal saving used for investment in the household 

sector. 

 

4. The item transfers to foreigners‘ might be taken to relate to investment in foreign 

securities or expenses by the residents on education or travel abroad. 

 

5. The right hand side of the account shows earnings of business and household 

consumers as the major item which comes in the form of wages, salaries etc. 

 

6. Receipts from Government include transfer payments and net interest payments 

on public debt. 

 

7.3.2.2 Government Account 

The government account relates to the outflows and inflows of the government sector. In 

the government sector are included all public authorities center, states and local 

authorities in a nation. The government account is structured as follows. 

Payments Value in 

Million $ 

Receipts Value in Million $ 

Payments to Business 
xx 

Receipts from 

business 
xx 

Payments to Persons x Receipts from persons xx 

Government to Surplus xx     

Payments to Foreigners x     

Government outlay and 

surplus 
xx 

Government Receipts 
xx 



Explanation of this Tablet 

1. Government surplus refers to investment made by the government out of its 

surplus or saving.  

 

2. Nevertheless, the significant point to be noted is that state owned business 

enterprises are excluded from the government sector as they have been included 

in the business sector for the reason that like private enterprises public 

undertakings produce goods and services for sale. 

 

7.3.2.3 Capital Account 

The capital account shows that saving equals domestic and foreign investment. Savings is 

invested in fixed capital and inventories within the country and or in international assets. 

The structure of capital account is shown below. 

Payments Value in Million $ Receipts Value in Million 

$ 

Gross Private domestic 

investment 
xx 

Business Savings 
x 

Net foreign investment x Personal Saving xx 

Gross Investment xx Government Surplus xx 

    Gross Saving xx 

Explanation of this tablet 

1. The gross private investment includes the gross flow of capital goods and net change in 

inventories. 

2. Net foreign investment is the foreign surplus on current account. 

3. On the right side, gross saving includes business and personal savings and government 

surplus. 



 

7.4 Role and Contribution of the Public Sector in National Earnings 

Important changes in composition of National income are described below: 

Changes in composition of National income or structural changes in National income or changes 

in National income by industry of origin refers to changes in relative significance (share) of 

different sectors of the economy. 

Generally, an economy is divided into three major sectors viz primary, secondary and tertiary. 

With the progress of an economy, the significance of primary sector declines while that of 

secondary and tertiary sectors increases. 

After independence India has also experienced such changes. The share of primary sector of GDP 

has declined from 59% in 1950-51 around 17 per cent in 2009-10. 

Within the primary sector, the share of agriculture and allied activities in GDP has gone down 

from 57 per cent to around 15 per cent over these years. One thing is to be noted that it is a 

decline only in percentage share of agriculture in national earnings, the total volume of 

agricultural production is actually rising. 

The growth has fallen in percentage terms because industrial output and value of products in the 

service sector has grown faster than the pace of growth of agricultural production. The share of 

the secondary sector has almost doubled from 13 per cent in 1950-51 to 24.5 per cent in 1990-91. 

However, its share in GDP has not shown much change in the later years. It has varied around 24 

to 26 per cent since 2000-01. The share of the registered manufacturing units has gone up from 

about 4 per cent in 1950-51 to over 12 per cent in 2009-10. 

Within the secondary sector, the percentage share of manufacturing especially registered 

manufacturing and construction has been rising and that of gas, electricity and water supply has 

remained almost constant. 

The service sector (tertiary sector) has grown substantially since 1950-51, with its share in GDP 

going up from 28 per cent in 1950-51 to over 57 per cent in 2009-10. 

Within the tertiary sector, all sectors have been growing rapidly. Trade, hotels, transport and 

communication is the largest sector which contributes about 22.5% share to GDP. The financial 



sector has been the fastest growing sector after independence and especially after nationalization 

of banks in 1969 and 1980. 

Since the 1980′s growth process in India has been marked by a robust performance of the services 

sector. The growth rate of this sector improved from 6.6 per cent during the decade 1981-90 to 

7.6 per cent during 1991-2000. During 2001-02 and 2009-10, services sector grew by nearly 10 

per cent. 

Though both secondary and tertiary sectors have grown faster than the primary sector but increase 

in the share of tertiary sector has been higher than that in the secondary sector. The average 

growth rate of primary sector had been 2.5% per annum while that of secondary sector and 

tertiary sector has remained around 5% during the planning period. 

Earlier in the primary sector was dominant but now tertiary sector is dominant in the economy. 

The secondary sector never remained dominant in the economy. This pattern of structural changes 

has deviated from the progress pattern of the western countries. 

Those countries experienced first a shift from primary to secondary sector and only in their 

advanced stage they experienced a significant shift in favor of the tertiary sector. 

Thai pattern of progress enabled them to transfer growing labor force from primary to secondary 

sector. In India this has not been possible because the secondary sector has not expanded fast 

enough to absorb growing labor force. 

7.4.1 Public and Private Sectors: 

After independence India adopted a mixed economy with more place for public sector 

(government sector). Since then significance of public sector has been rising. At the time of 

independence, the share of the public sector in GDP was merely 7% which rose to around one 

fourth in 1990 91. 

At 2004 05 its share stands at 23.0%. During 1990s i.e., after the introduction of the New 

Economic Policy the share of public sector has been almost stagnant and is expected to fall in the 

future in the wake of privatisation and globalisation. 

7.4.2 Role and Contribution of the Public Sector in National Earnings 

7.4.2.1 Public Sector in India 



At the time of independence, India was backward and underdeveloped – basically an agrarian 

economy with a weak industrial base, high rate of unemployment, low level of savings and 

investment and near absence of infrastructural facilities. Indian economy needed a big push. This 

push could not come from the private sector because of the lack of funds and their inability to 

take risk with large long-gestation investments. As such, government intervention through public 

sector was necessary for self-reliant economic growth, to diversify the economy and to overcome 

economic and social backwardness. 

The public sector aims at achieving the following objectives: 

i. To promote rapid economic progress through the creation and expansion of infrastructure 

ii. To generate financial resources for progress 

iii. To promote redistribution of earnings and wealth 

iv. To create employment opportunities 

v. To promote balanced regional growth 

vi. To encourage the progress of small-scale and ancillary industries, and 

vii. To promote exports on the one side and import substitution, on the other. 

7.4.2.2 Role of Public Sector  

The public sector has been playing a vital role in the economic progress of the country. The 

public sector is considered a powerful engine of economic progress and an important instrument 

of self-reliance. The main contributions of public enterprises in the country's economy may be 

described as follows:  

 

1. Filling the Gaps in Capital Goods: At the time of independence, there existed serious gaps in 

the industrial structure of the country, particularly in the fields of heavy industries such as steel, 

heavy machine tools, exploration and refining of oil, heavy Electrical and equipment, chemicals 

and fertilizers, defense equipment, etc. The public sector has helped to fill up these gaps. The 

basic infrastructure required for rapid industrialization has been built up, through the production 

of strategic capital goods. In this way the public sector has considerably widened the industrial 

base of the country. 

2. Employment: Public sector has created millions of jobs to tackle the unemployment problem 

in the country. The public sector accounts for about two-thirds of the total employment in the 

organized industrial sector in India. By taking over many sick units, the public sector has 

protected the employment of millions. The public sector has also contributed a lot towards the 



improvement of working and living conditions of workers by serving as a model employer. 

 

3. Balanced Regional Progress: Public sector undertakings have located their plants in 

backward and untrodden parts of the county. These areas lacked basic industrial and civic 

facilities like electricity, water supply, township and manpower. Public enterprises have 

developed these facilities thereby bringing about a complete transformation in the socioeconomic 

life of the people in these regions. Steel plants of Bhilai, Rourkela and Durgapur; fertilizer factory 

at Sindri, are few examples of the progress of backward regions by the public sector.  

 

4. Contribution to Public Exchequer: Apart from generation of internal resources and payment 

of dividend, public enterprises have been making a substantial contribution to the Government 

exchequer through payment of corporate taxes, excise duty, custom duty etc. In this way they 

help in mobilizing funds for financing the needs for the planned progress of the country. In recent 

years, the total contribution from the public enterprises has increased considerably, between the 

periods 2002-03 to 2004-05 the contribution increased by Rs 81,438 crores on the average. 

5. Export Promotion and Foreign Exchange Earnings: Some public enterprises have done 

much to promote India‘s export. The State Trading Corporation (STC), the Minerals and Metals 

Trading Corporation (MMTC), Hindustan Steel Ltd., The Bharat Electronics Ltd., The Hindustan 

Machine Tools, etc., have done very well in export promotion. The foreign exchange earnings of 

the public sector enterprises have been rising from Rs 35 crores in 1965-66 to Rs 42,264 crores in 

2004-05. 

6. Import Substitution: Some public sector enterprises were started specifically to produce 

goods which were formerly imported and thus to save foreign exchange. The Hindustan 

Antibiotics Ltd., the Indian Drugs and Pharmaceuticals Ltd. (IDPL), the Oil and Natural Gas 

Commission (ONGC), the Indian Oil Corporation Ltd., The Bharat Electronics Ltd., etc., have 

saved foreign exchange by way of import substitution. 

7. Research and Progress: As most of the public enterprises are engaged in high technology and 

heavy industries, they have undertaken research and progress programs in a big way. The public 

sector has laid strong and wide base for self-reliance in the field of technical know-how, 

maintenance and repair of sophisticated industrial plants, machinery and equipment in the 

country. Through the progress of technological skill, public enterprises have reduced dependence 

on foreign know how. With the help of the technological capability, public sector undertakings 

have successfully competed in the international market. 



In addition to the above, the public sector has played an important role in the achievement of the 

constitutional goals like reducing concentration of economic power in private hands, increasing 

public control over the national economy, creating a socialistic pattern of society, etc. With all its 

linkages the public sector has made solid contributions to national self-reliance. 

7.4.2.3 Limitations 

Despite their impressive role, Public enterprises in India suffer from several problems and 

shortcomings. Some of these are described below:  

 

1. Poor Project Planning: Investment decisions in many public enterprises are not based upon 

proper evaluation of demand and supply, cost benefit analysis and technical feasibility. Lack of a 

precise criterion and flaws in planning has caused undue delays and inflated costs in the 

commissioning of projects. Many projects in the public sector have not been finished according to 

the time schedule. 

2. Over-capitalization: Due to inefficient financial planning, lack of effective financial control 

and easy availability of money from the government, several public enterprises suffer from over-

capitalization The Administrative Reforms Commission found that Hindustan Aeronautics, 

Heavy Engineering Corporation and Indian Drugs and Pharmaceuticals Ltd were over-

capitalized. Such over-capitalization resulted in high capital-output ratio and wastage of scarce 

capital resources.  

 

3. Excessive Overheads: Public enterprises incur heavy expenditure on social overheads like 

townships, schools, hospitals, etc. In many cases such establishment expenditure amounted to 10 

percent of the total project cost. Recurring expenditure is required for the maintenance of such 

overhead and wellbeing facilities. Hindustan Steel alone incurred an outlay of Rs. 78.2 crore on 

townships. Such amenities may be desirable, but the expenditure on them should not be 

unreasonably high.  

 

4. Overstaffing: Manpower planning is not effective due to which several public enterprises like 

Bhilai Steel have excess manpower. Recruitment is not based on sound labor projections. On the 

other hand, posts of Chief Executives remain unfilled for years despite the availability of required 

personnel. 

5. Under-utilization of Capacity: One serious problem of the public sector has been low 

utilization of installed capacity. In the absence of definite targets of production, effective 



production planning and control and proper assessment of future needs many undertakings have 

failed to make full use of their fixed assets. There is considerable idle capacity. In some cases 

productivity is low on account of poor materials management or ineffective inventory control. 

6. Lack of a Proper Price Policy: There is no clear-cut price policy for public enterprises and 

the Government has not laid down guidelines for the rate of return to be earned by different 

undertakings. Public enterprises are expected to achieve various socioeconomic objectives and in 

the absence of a clear directive, pricing decisions are not always based on rational analysis. In 

addition to dogmatic price policy, there is a lack of cost-consciousness, quality consciousness, 

and effective control of waste and efficiency. 

7. Inefficient Management : The management of public enterprises in our country leaves much 

to be desired. Managerial efficiency and effectiveness have been low due to inept management, 

uninspiring leadership, too much centralization, frequent transfers and lack of personal stake. 

Civil servants who are deputed to manage the enterprises often lack proper training and use 

bureaucratic practices. Political interference in day-to-day affairs, rigid bureaucratic control and 

ineffective delegation of authority hamper initiative, flexibility and quick decisions. Motivations 

and morale of both executives and workers are low due to the lack of appropriate incentives.  

7.4.2.4 Causes for the expansion of public enterprise  

At the time of independence, India was backward and underdeveloped – basically an agrarian 

economy with a weak industrial base, high rate of unemployment, low level of savings and 

investment and near absence of infrastructural facilities. Indian economy needed a big push. This 

push could not come from the private sector because of the lack of funds and their inability to 

take risk with large long-gestation investments. As such, government intervention through public 

sector was necessary for self-reliant economic growth, to diversify the economy and to overcome 

economic and social backwardness. 

Let us discuss the rationale or causes for the expansion of public sector enterprises in India. 

1. Rate of Economic Progress and Public Enterprises: The justification for public enterprises 

in India was based on the fact that the targeted rate of economic growth planned by the 

government was much higher than could be achieved by the private sector alone. In other words, 

the public sector was essential to realize the target of high growth rate deliberately fixed by the 

government. 



2. Pattern of Resource Allocation and Public Enterprises: Another reason for the expansion of 

the public sector lies in the pattern of resource allocation decided upon under the plans. In the 

Second Plan the emphasis was shifted to industries and mining, mainly basic capital goods 

industries to be developed under the aegis of the public sector. Thus more resources for 

industrialization were funneled through the public sector. 

3. Removal of Regional Disparities through Public Enterprises: Another important reason for 

the expansion of the public sector was the need for balanced progress in different parts of the 

country and to see that there were no serious regional disparities. Public enterprises were set up in 

those regions which were underdeveloped and where local resources were not adequate. Good 

examples are the setting up of the three steel plants of Bhillai, Rourkela and Durgapur and the 

Neyveli Project in Madras which were meant to help industrialize the regions surrounding the 

projects. 

4. Sources of Funds for Economic Progress: Initially, state were an important source of funds 

for progress. The surplus of government enterprises could be re-invested in the same industries 

are used for the establishment and expansion of other industries. Profits of public sector industries 

can be directly used for capital formation which is necessary for the rapid progress of the country. 

5. Socialistic Pattern of Society: The socialistic pattern of society envisaged in the Constitution 

calls for expansion of the public sector. For one thing, production will have to be centrally 

planned as regards the type of goods to be produced, the volume of output and the timing of their 

production. Besides, one of the objectives of the directive principles of the Indian Constitution is 

to bring about reduction of the inequalities of earnings and wealth and to establish an egalitarian 

society. The Five Year Plans have taken this up as a major objective of planning. The public 

enterprises were used as major instruments for the reduction of inequalities of earnings and to 

bring about a more equitable distribution of earnings in several ways. 

6. Limitations and Abuses of the Private Sector: The behavior and attitude of the private sector 

itself was an important factor responsible for the expansion of the public sector in the country. In 

many cases the private sector could not take initiatives because of the lack of funds and their 

inability to take risk with large long-gestation investments. In a number of cases, the government 

was forced to take over a private sector industry or industrial units either in the interest of 

workers or to prevent excessive exploitation of consumers. Very often the private sector did not 

function as it should and did not carry out its social responsibilities. Accordingly, the government 

was forced to take over or nationalize the private sector units. 



To sum up, the expansion of the public sector was aimed at the fulfillment of our national goals, 

viz., the removal of poverty, the attainment of self-reliance, reduction in inequalities of earnings, 

expansion of employment opportunities, removal of regional imbalances, acceleration of the pace 

of agricultural and industrial progress, to reduce concentration of ownership and prevent growth 

of monopolistic tendencies by acting as effective countervailing power to the private sector, to 

make the country self-reliant in modern technology and create professional, technological and 

managerial cadres so as to ultimately rid the country from dependence on foreign aid. 

7.4.3 Role of Public Sector in India's Industrialization  

7.4.3.1 Overview of Indian Public Sector 

Central and state Public Sector Undertakings (PSUs) play a prominent role in India‘s 

industrialization and economic progress. Since independence, various socioeconomic problems 

needed to be dealt with in a planned and systematic manner. A predominantly agrarian economy, 

a weak industrial base, low savings, inadequate investments and lack of industrial facilities called 

for state intervention to use the public sector as an instrument to steer the country‘s underlying 

potential towards self reliant economic growth. The macroeconomic objectives of Central PSUs 

have been derived from the Industrial Policy Resolutions and the Five Year Plans. State-level 

public sector enterprises (state PSUs) were established because of the rising need for public 

utilities in the states. These PSUs operated in public utilities such as railways, post and telegraph 

ports, airports and power and contributed significantly towards infrastructure progress in India. 

Since its inception during the First Five Year Plan, many public sector undertakings performed 

exceptionally well in wealth creation for the country. 

Many Central PSUs, particularly the Maharatnas, are already global players matching the best 

global firms in their field of operations. One of the important reasons for the excellent 

performances of Central PSUs during the recent years was the empowerment of the boards of 

such profit making Central PSUs by the Government leading to greater autonomy. Consequently, 

such PSUs have been able to effectively use this autonomy to enhance their performance and 

operate on commercial lines. 

7.4.3.2 Evolution of Public Sector Enterprises in India 

Public sector enterprises in India have grown from only five enterprises post independence and 

with an investment of ` 0.3 bn in the year 1951 to 249 enterprises as on Mar 31, 2010. Aggregate 

investment in Central PSUs has been increasing over the years. Total investment, including 

equity plus long-term loans of Central PSUs went up from ` 5,135.32 bn in FY09 to ` 5799.20 bn 

in FY10, growing 12.93%. 

As on Mar 31, 2010, there were 94 mega projects costing ` 10 ban and above and 44 major 

projects costing between ` 1 bn and ` 10 bn. The overall profit of all Central PSUs stood at ` 



925.93 born during FY10 and the dividend declared by such Central PSUs stood at ` 332.23 bn. 

The CPSEs earned foreign exchange equal ` 777.45 bn during the year compared with ` 742.06 bn 

in FY09. 

The evolution of PSUs can be divided into three distinguished phases: 1) The pre-independence 

era; 2) The post-independence era; and 3) The post-liberalization period. The fourth period could 

perhaps be the one following the recent global economic crisis. During the pre-independence era 

there were few public enterprises, namely the railways, the posts and telegraph, the port trust, All 

India Radio and the ordinance factories, among few other government managed enterprises. 

During the post independence era, the Industrial Policy Resolution 1956 was implemented. 

Moreover, several strategies specific to the public sector were defined in policy statements in 

1973, 1977, 1980 and 1991. The post liberalization era which commenced from 1991 saw the 

Government introducing the concept of Maharatna, Navratna and Miniratna to accord greater 

financial and managerial autonomy with the aim of incurring higher capital expenditure apart 

from forming JVs within the country as well as outside. 

The period following the recent global economic downturn was one of Government infusing 

capital into the economy. In order to boost sectors such as real estate, agriculture and small 

enterprises, GoI, through public sector banks, provided capital at lower interest rates. These 

initiatives of the Government helped contain serious after effects of the economic meltdown 

while keeping a tab on inflation. 

 

 

7.4.3.3 Role of PSUs in the Indian Economy 



PSUs contributed significantly to the country‘s economy. As on Apr 30, 2011, of the total 247 

Central PSUs and their subsidiaries only 50 were listed; of these, 47 that were listed on the 

Bombay Stock Exchange (BSE) constituted 22% of the total market capitalization of 4,946 

companies listed on the BSE. Additionally, 28 Public Sector Banks (PSBs) including their 

subsidiaries and six State Level Public Enterprises (SLPEs), accounted for 6% of the total market 

capitalization at BSE. 

The growth and performance of Central PSUs run parallel with the growth of the Indian 

economy. In fact, thePSUs have the potential for an even dominant role to play on the back of 

several yet-to-be listed profitable Central PSUs that can go to the market. As per data from the 

BSE as on Dec 15, 2010 there were 98 unlisted Central PSUs that made profit for the past three 

years, clearly indicating the importance of Central PSUs in the growth of the Indian economy. 

The Central PSU with the highest market capitalization is Oil and Natural Gas Corporation Ltd 

(ONGC) at ` 2,642.8 bn on the BSE as on Apr 30, 2011. 

 

7.4.3.4 Central PSUs in employment generation 

The total number of employees in Central PSUs was 1.53 mn in FY09 and came down to 1.49 mn 

in FY10. While the number of people employed by Central PSUs came down by 2.7% in FY10, 

the average annual per capita emoluments given went up to ` 609,816 in FY10 up from ` 541,716 

in FY09. Moreover, several Central PSUs face high attrition with employees looking out for 

higher salaries elsewhere. 

 

7.4.3.5 Contribution of PSUs to the Central Exchequer 

Apart from fulfilling their social commitments, public sector enterprises are contributing 

significantly to the central exchequer through direct taxes and dividend. 

The Central Exchequer obtains revenue from PSUs through two modes namely investments in the 

companies and through taxes and duties paid. The government earns investment revenue from 

PSUs in the form of dividend and interests and levies taxes on earnings, custom duties, corporate 

tax, excise duties and many more. The public sector has been the backbone of the Indian 

economy. It has acted as a strategic partner in the nation‘s economic growth and in our progress 

process. 

There was significant decline in the total contribution of Central PSUs to the Central Exchequer 

during FY10, which came down from ` 1,515.43 bn in FY09 to ` 1,398.30 bn in FY10. This was 

primarily due to reduction in contribution towards customs duty and excise duty that came down 

from ` 87.05 bn and 632.62 bn in FY09 to 69.03 bn and 526.42 bn in FY10. This was owing to 

declining in excise duty rates across several sectors. Moreover, during FY10, net profit of profit 

making Central PSUs stood at 1084.35 bn compared with 984.88 bn in the previous year. 



There was decline in other duties and taxes during the year compared with the previous year. 

There was however an increase in contribution from corporate tax, dividend payment and 

dividend tax. The central PSUs have always been supportive of the government in terms of 

helping them manage its finances and cash flows. In this perspective, the Ministry of Finance 

issued directives to select Central PSUs asking them to declare special dividend during FY11. 

The government intends to use the additional revenue generated from this dividend to meet 

additional expenses, including the rising subsidy burden. 

 

7.4.3.6 Net Value addition by Central PSUs 

In FY10, the share of profit before tax and enterprise profit (PBTEP) was the highest at 35.41% 

followed by salaries and wages at 25.92%, indirect taxes and duties at 23.70% and interests at 

10.19%. A comparison between the shares of the respective items during FY09 and FY10 show 

very little change during these two years. Moreover, the share of gross value addition of Central 

PSUs in GDP at market prices stood at 6.30% in FY10 as against 6.20% in FY09. 

 

7.4.3.7 Evolution of the Disinvestment Policy 

The salient features of the new disinvestment policy include the following: 

 Citizens have every right to own part of the shares of Public Sector Undertakings. 

 PSUs are the wealth of the nation and this wealth should rest in the hands of the people. 

 At least 51% of the shareholding and management control should rest with the 

Government. 

7.4.3.7.1 Objectives of Disinvestment 

Disinvestment was seen by the government as a means to raise funds for meeting certain general 

and specific needs. The government‘s disinvestment policy was identified as an active tool to 

reduce the burden of financing the PSUs. Following were the main objectives of disinvestment: 

 Improving public finances 

 Reducing the financial burden on the government 

 Funding expansion plans 

 Expanding share of ownership 

 Initiating competition 

 Remove politics from non-essential services 

7.4.3.7.2 Importance of Disinvestment 



Given an increasingly competitive environment on the back of private enterprises gaining ground 

on several parameters, disinvestment of PSUs assumes significance. Increased competition from 

private players makes it difficult for many PSUs to operate profitable. As a result of a rapid 

erosion of the value of the public assets, it becomes extremely important that the Government 

disinvests Central PSUs early in order to realize a high value. At present the government has a 

significant stake locked up in Central PSUs of ` 2 trn. Disinvestments of several leading Central 

PSUs have raised noteworthy funds through this route. The primary purpose of the government‘s 

disinvestment initiative is to utilize the funds that become available post disinvestment, for 

several purposes. The most important among them are: 

 Financing the increasing fiscal deficit 

 Financing large-scale infrastructure progress 

 Encouraging spending 

 Retiring government debt, since almost 40-45% of the Central Government‘s revenue 

goes towards repaying public debt/interest 

 Spending on social programs such as health and education 

7.4.3.7.3  Approaches to Disinvestment 

The following action plan was approved by the government for disinvestment in profit making 

government companies. 

 Already listed profitable CPSEs (not meeting mandatory shareholding of 10%) are to be 

made compliant by ‗Offer for Sale‘ by Government or by the CPSEs through issue of 

fresh shares or a combination of both. 

 Unlisted CPSEs with no accumulated losses and having earned net profit in the three 

preceding consecutive years are to be listed, 

 Follow-on public offers would be considered on a case-by-case basis, based on the need 

for capital investment of the CPSE, and the Government would simultaneously or 

independently offer a portion of its equity shareholding. 

 In all cases of disinvestment, the government would retain at least 51% equity and the 

management control. 

 All cases of disinvestment are to be decided on a case-by-case basis. 

 The Department of Disinvestment is to identify CPSEs in consultation with respective 

administrative ministries and submit proposals to Government in cases requiring Offer 

for Sale of Government equity. 

7.4.3.7.4 A Historical Perspective to Disinvestment 



The public sector was envisaged to be the engine of growth for progress envisaged by the 

country. However, this growth was marred when the public sector‘s shortcomings started 

manifesting in a way that led to lower capacity utilization, low efficiency, cost overruns, lack of 

innovativeness, and delay in taking strategic decisions. As a result disinvestment gained credence. 

The period since the first disinvestment that happened in 1991-1992 to the current period, 

disinvestment has undergone a sea change both in approach and the policy changes implemented 

to make the process more functional. 

o 1991-1992 to 2000-2001: During this period 31 PSUs were divested for ` 30.38 

bn. The Department of Disinvestment was set up as a separate department in Dec 

1999 that was later renamed as Ministry of Disinvestment from Sept 2001. The 

Government raised ` 200.78 bn during this period against an aggregate target of ` 

543 bn, less than half. During this period disinvestments that took place were 

mostly by way of sale of minority stake in the PSUs. Unit Trust of India picked 

up minority stakes in several companies that were divested. 

o 2001-2002 to 2003-2004: This period saw the maximum number of 

disinvestments taking place either by way of strategic sales or through a public 

offer. The Government raised ` 211.63 compared with an aggregate target of ` 

385 bn. 

o 2004-2005 to 2008-2009: During this time, disinvestment almost stagnated 

owing to it remaining a contentious issue. Total amount raised from 

disinvestments during this period was only ` 85.15 bn. 

2009-2010 to present: On the back of improved market conditions backed by a 

stable Government a renewed thrust on disinvestment is visible. The government 

commenced selling minority stakes in both listed and unlisted PSUs through 

public affairs and until Dec 31, 2010 it was able to raise ` 463.15 bn. 

7.4.3.7.5 Amounts Raised Through Public Offers 

Central PSUs has shown their mettle on the stock exchanges. As discussed earlier in this report, 

these listed companies can boast of around 22% of the total market capitalization of listed 

companies of BSE. The performance of CPSEs on the stock exchanges is even more credible as 

listed Central PSUs constitute only about one percent of the total number of companies listed on 

the BSE. 

With the biggest ever IPO launched by Coal India Ltd (CIL), PSUs have once again become 

centre stage with CIL‘s IPO being oversubscribed 15 times. The CIL IPO has reaffirmed investor 



confidence in public sector enterprises that had waned during the mid 2000‘s. In fact, the 

government intends to reap benefits from the credibility and recognition that these enterprises 

hold in the Indian markets as well as overseas. Robust public sector enterprises have made 

investments overseas on their own, besides expanding operations and succeeded in meeting 

global challenges of competition, advancing technologies and free markets. Several Central PSUs 

have established subsidiaries and alliances abroad. 

PSBs in tandem with public sector enterprises have performed reasonably well in an increasingly 

competitive and uncertain environment. Compared with banks globally, Indian PSBs have stood 

their ground and done well to weather the global economic crisis of 2008 that caught people 

unaware. 

 



 

7.4.3.7.6  Disinvestment by Central PSUs in the past 

In the past, Central PSUs made substantial disinvestments in several ways. These include 

strategic sale to private entities, raising funds through public offers (excluding raising fresh 

capital), sale of one Central PSU to another Central PSU, apart from auction to financial investors 

and sale to employees. 

Strategic sale of Central PSUs witnessed renewed activity post 2008-2009. Historically, the 

majority of disinvestments have been typically made to strategic partners including sale to private 

entities or to another Central PSU. 



7.4.3.7.7 Challenges and Concerns 

The integration of the Indian economy with global markets resulted in several challenges and 

concerns. These challenges act as impediments in the growth of public sector enterprises and 

come in the way of competing space with other private entities. Since their inception, public 

enterprises have been bereft of proper autonomy and authority to make investments and 

acquisitions whether in India or overseas. Few of the major challenges and concerns facing these 

public sector enterprises especially Central PSUs have been discussed below: 

Multiple Principles: Most Central PSUs these days are being plagued by multiple principles and 

multiple goals often resulting in conflicting situations for these enterprises. The outcome of these 

conflicting principles and goals lead to the public sector enterprises being unable to ascertain the 

outcome. Conflicting goals often result in affecting the overall performance of the organization. 

Broad based decision making structures: More often than not, the decision making structures 

in Central PSUs is broad based, resulting in people working at cross purposes owing to lack of 

proper coordination and a common objective. The principle of profit maximization takes a back 

seat while vested interests seem to take over. 

Problem of untapped talent: PSUs were established with the purpose of absorbing surplus labor 

while reducing unemployment rates in the country. However, owing to stringent recruitment 

practices that are filled with old-school thoughts and political interventions, these enterprises lost 

their sheen compared with their private counterparts who despite lacking size and might of such 



enterprises, end up in moving ahead in recruiting the country‘s best minds. Moreover, lack of 

transparency in the entire recruitment process stops students from top educational institutes from 

applying for these government posts. 

Private sectors steer ahead in terms of compensation structure: On the back of economic 

liberalization and movement of compensation structures from socialist regimes, the differentials 

between the public sector and their corporate counterparts is widening. If this disparity is not 

controlled, the private sector will continue to draw all the talent and public sector enterprise 

would be left high and dry. Despite the sixth pay commission being implemented, there is still not 

enough parity between the compensation structures prevalent in the public sector and their private 

sector counterparts. 

Inadequate implementation of quantitative performance metrics: Performance measurement 

of the past years, such as linking financial parameters with operational efficiency led to 

deterioration of liability. As a result, public sector enterprises find it difficult to compete with 

private sector companies, whose processes are better aligned. Owing to this, the opportunities 

available in this sector have become constricted. 

Lack of autonomy in decision making: Public sector enterprises have always suffered due to 

lack of autonomy. Initially, delegation of powers was restricted. Consequently, when the Indian 

economy opened up in the early nineties, such companies were caught off-guard and lost out on 

several opportunities of expansion both within the country as well as overseas. The need of the 

hour was to divest more by granting more financial and operational autonomy to the top 

management in decision making. Creating Maharatnas and Navratnas was one such step towards 

creating greater autonomy. 

7.4.3.7.8 Conclusion 

The public sector is an integral part of the Indian economy and a key growth driver. With the 

advent of globalization, the public sector gained credence in the face of faced new challenges in 

developing economies. This sector provided the required thrust to the economy and developed 

and nurtured human resources, the vital ingredient for the success of any enterprise. 

The optimistic nature of the operations of Central PSUs can be fathomed from the fact that the 

gross block in top ten enterprises amounted to ` 7,799.60 bn as on Mar 31, 2010. This was equal 

to 69% of the total gross block in all Central PSUs. Oil & Natural Gas Corporation Ltd, Bharat 

Sanchar Nigam Ltd and NTPC Ltd are the top three Central PSUs among the top ten Central 

PSUs in terms of gross block during the year FY10. The share of these three Central PSUs alone 

was 39% of the total gross block of all the Central PSUs as on the above period. 



Over the last few years, public sector enterprises have gained tremendous credibility and 

recognition not just domestically but also in the international markets and the government is now 

gearing up to cash in on this. Progress 

 

Review Questions 

1. Define the economic development?  

2. Explain Services Sector and National Income Accounting?  

3. Explain the Social Sector and National Income Accounting?  

4. Explain the Role and Contribution of the Public Sector in National Income?  

Discussion Questions 

Discuss the Economic Development and National Income Accounting?  

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



 

CHAPTER 8 

 National Earnings, Economic Wellbeing and Social Progress 

 

Learning Objectives 

 To define the social development. 

 To explain the Recent Indicators of Social Development. 

 To explain the HDI. 

 To explain the National Income and Economic Welfare. 

 

8.1 Introduction 

National income is a measure of production activity. So, a higher National income overtime 

should mean more production and more availability of goods and services to the people. Should 

more goods mean that people are better off? Are they better of in physical terms, or in 

psychological terms or both? Are there things other than National income which also contribute 

to the feeling of better off among people? Are there things counted in National income but do not 

really lead to the betterment of life, or at least not in the same proportion as the monetary value 

attached to them? Broadly, the point to be examined is that does rise in National income mean 

that people are better off. Wellbeing is taken to mean a sense of well being or a feeling of better 

off. A large number of factors determine the wellbeing of a person. There are certain factors 

which lead to rise in wellbeing, like use of goods and services leading to a comfortable living, 

better understanding with family members, relations and friends, better natural surroundings, 

better social and political atmosphere and so on. There are other factors, which may lead to 

decline in wellbeing like illness, tensions with family members, relations and friends, pollution, 

unsecure society, etc. The combined effect of all these factors determines whether wellbeing rises 

or falls. Wellbeing as a concept may look alright, but when it comes to measurement of 

wellbeing, problems arise. We can measure the value of goods and services but we cannot 

measure the positive values of understanding, natural surroundings, etc. or the negative values of 

pollution, tension, insecurity, etc. So, we cannot measure everything that affects the wellbeing 

positively or negatively. Only express those factors, which can really be measured, in quantities. 

This leads us to the distinction between economic and non-economic well being. 



8.2 Alternative Recent Indicators of Social Progress 

8.2.1 Genuine progress indicator 

Genuine Progress Indicator, or GPI, is a metric that has been suggested to replace, or 

supplement, gross domestic product (GDP) as a measure of economic growth. GPI is designed to 

take fuller account of the health of a nation's economy by incorporating ecological  and social 

factors which are not measured by GDP. For instance, some models of GPI decrease in value 

when the poverty rate increases. The GPI is used in Environmental economics, sustainability and 

more inclusive types of economics by factoring in ecological  and carbon footprints that 

businesses produce or eliminate. "Among the indicators factored into GPI are resource depletion, 

pollution, and long-term ecological  damage." GDP gains double the amount when pollution is 

created, since it increases once upon creation (as a side-effect of any valuable process) and again 

when the pollution is cleaned up, whereas GPI counts the initial pollution as a loss rather than a 

gain, generally equal to the amount it will cost to clean up later (plus the cost of any negative 

impact the pollution will have in the mean time). While quantifying costs and benefits of these 

ecological  and social externalities is a difficult task, "Earthster-type databases could bring more 

precision and currency to GPI's metrics." "Another movement in economics that might embrace 

such data is the attempt to 'internalize externalities' - that is, to make companies bear the costs" of 

the pollution they create (rather than having the government bear that cost) "by taxing their goods 

proportionally to their negative eco-impacts." 

GPI is an attempt to measure whether the ecological  impact of the products produced and 

consumed in a country is a negative or positive factor in economic health, and also account for 

the amount of people currently dependent on the government for support. Businesses are 

beginning to expand services/products that have actually resulted in the improvement of the 

environment and are starting to take ecological transparency seriously enough to embed it in their 

strategic thinking. GPI advocates claim that it can more reliably measure economic progress, as it 

distinguishes between the overall "shift in the 'value basis' of a product, adding its ecological 

impacts into the equation." 

Comparatively speaking, the relationship between GDP and GPI is analogous to the relationship 

between the gross profit of a company and the net profit; the Net Profit is the Gross Profit minus 

the costs incurred; the GPI is the GDP (value of all goods and services produced) minus the 

ecological  and social costs. Accordingly, the GPI will be zero if the financial costs of poverty 

and pollution equal the financial gains in production of goods and services, all other factors being 

constant. 



8.2.1.1 Motivation 

Most economists assess the progress in the wellbeing of the people by comparing the gross 

domestic product over time, that is, by adding up the annual dollar value of all goods and services 

produced within a country over successive years. However, GDP was never intended to be used 

for such purpose. It is prone to productivism or consumerism, over-valuing production and 

consumption of goods, and not reflecting improvement in human well-being. It also fails to 

distinguish between money spent for new production and money spent to repair negative 

outcomes from previous expenditure. For example, one million dollars spent to build new homes 

may be an indication of progress but one million dollars spent in aid relief to those whose homes 

have been destroyed is not the same kind of progress. This becomes important especially when 

considering the true costs of progress that destroys wetlands and hence exacerbate flood damages. 

Simon Kuznets, the inventor of the concept of the GDP, notes in his very first report to the US 

Congress in 1934: 

...The well being of a nation [can] scarcely be inferred from a measure of national earnings... 

An adequate measure must also take into account ecological yield and the ability of nature to 

provide services. These things are part of a more inclusive ideal of progress, which transcends the 

traditional focus on raw industrial production. 

8.2.1.2 Theoretical foundation 

The need for a GPI to supplement based indicators such as GDP was highlighted by analyses of 

uneconomic growth in the 1980s notably that of Marilyn Waring who studied biases in the UN 

System of National Accounts. 

By the early 1990s there was a consensus in human progress theory and ecological economics 

that growth in money supply was actually reflective of a loss of well-being: that lack of essential 

natural and social services were being paid for in cash and that this was expanding the economy 

but degrading life. 

The matter remains controversial and is a main issue between advocates of Environment 

economics and neo-classical economics. Neoclassical economists understand the limitations of 

GDP for measuring human well-being but nevertheless regard GDP as an important, though 

imperfect measure of economic output and would be wary of too close an identification of GDP 

growth with aggregate human wellbeing. However, GDP tends to be reported as synonymous 



with economic progress by journalists and politicians, and the GPI seeks to correct this shorthand 

by providing a more encompassing measure. 

Some economists, notably Herman Daly, John B. Cobb and Philip Lawn, have asserted that a 

country's growth, increased goods production, and expanding services have both "costs" and 

"benefits"—not just the "benefits" that contribute to GDP. They assert that, in some situations, 

expanded production facility damage the health, culture, and wellbeing of people. Growth that 

was in excess of sustainable norms (e.g., of ecological yield) had to be considered to be 

uneconomic. According to the "threshold hypothesis", developed by Manfred Max-Neef, the 

notion that "when macroeconomic systems expand beyond a certain size, the additional benefits 

of growth are exceeded by the attendant costs" (Max-Neef 1995). 

According to Lawn's model, the "costs" of economic activity include the following potential 

harmful effects: 

 Cost of resource depletion 

 Cost of crime 

 Cost of ozone depletion 

 Cost of family breakdown 

 Cost of air, water, and noise pollution 

 Loss of farmland 

 Loss of wetlands 

Analysis by Robert Costanza also around 1995 of nature's services and their value showed that a 

great deal of degradation of nature's ability to clear waste, prevent erosion, pollinate crops, etc., 

was being done in the name of monetary profit opportunity: this was adding to GDP but causing a 

great deal of long term risk in the form of mudslides, reduced yields, lost species, water pollution, 

etc. Such effects have been very marked in areas that suffered serious deforestation, notably 

Haiti, Indonesia, and some coastal mangrove regions of India and South America. Some of the 

worst land abuses for instance have been shrimp farming operations that destroyed mangroves, 

evicted families, left coastal lands salted and useless for agriculture, but generated a significant 

cash profit for those who were able to control the export market in shrimp. This has become a 

signal example to those who contest the idea that GDP growth is necessarily desirable. 

GPI takes account of these problems by incorporating sustainability: whether a country's 

economic activity over a year has left the country with a better or worse future possibility of 

repeating at least the same level of economic activity in the long run. For example, agricultural 



activity that uses replenishing water resources, such as river runoff, will score a higher GPI than 

the same level of agricultural activity that drastically lowers the water table by pumping irrigation 

water from wells. 

8.2.1.3"Earnings" vs. "Capital depletion" 

Hicks (1946) pointed out that the practical purpose of calculating earnings is to indicate the 

maximum amount people can produce and consume without undermining their capacity to 

produce and consume the same amount in the future. From a National income perspective, it is 

necessary to answer the following question: "Can a nation's entire GDP be consumed without 

undermining its ability to produce and consume the same GDP in the future?" This question is 

largely ignored in contemporary economics but fits under the idea of sustainability. 

8.2.1.4 Applying the genuine progress indicator to legislative decisions 

The best-known attempts to apply the concepts of GPI to legislative decisions are probably the 

Atlantic indicator invented by Ronald Colman for Atlantic Canada, the Alberta GPI created by 

ecological economist Mark Anielski to measure the long-term economic, social and ecological  

sustainability of the province of Alberta and the "ecological  and sustainable progress indicators" 

used by the Government of Canada to measure its own progress to achieving well-being goals: its 

Environment and Sustainable Progress Indicators Initiative (Canada) is an effort to justify state 

services in GPI terms. It assigns the Commissioner for the Environment and Sustainable Progress 

(Canada), an officer in the Auditor-General of Canada's office, to perform the analysis and report 

to the House of Commons. However, Canada continues to state its overall budgetary targets in 

terms of reducing its debt to GDP ratio, which implies that GDP increase and debt reduction in 

some combination are its main priorities. 

In the EU the Metropole efforts and the London Health Observatory methods are equivalents 

focused mostly on urban lifestyle. 

The EU and Canadian efforts are among the most advanced in any of the G8 or OECD nations, 

but there are parallel efforts to measure quality of life or standard of living in health (not strictly 

wealth) terms in all developed nations. This has also been a recent focus of the labor movement. 

8.2.1.5 Calculation formula of GPI 

The calculation formula of a Genuine Progress Indicator presented in the simplified form is the 

following: 



GPI = A + B - C - D + I 

A is earnings weighted private consumption 

B is the value of non-market services generating wellbeing 

C is the private defensive cost of natural deterioration 

D is cost of deterioration of nature and natural resources 

I is increase in capital stock and balance of international trade 

The GPI indicator is based on the concept of sustainable earnings, presented by economist John 

Hicks (1948). The sustainable earnings is the amount a person or an economy can consume 

during one period without decreasing his or her consumption during the next period. In the same 

manner, GPI depicts the state of well being in the society by taking into account the ability to 

maintain wellbeing on at least the same level in the future. 

8.2.1.6 The components of GPI 

Individual components, that increase (+) and decrease (–) the value of GPI, are the following 

ones: 

+ Personal consumption weighted by earnings distribution index 

+ Value of household work and parenting 

+ Value of higher education 

+ Value of volunteer work 

+ Services of consumer durables 

+ Services of highways and streets 

- Cost of crime 

- Loss of leisure time 

- Cost of unemployment 

- Cost of consumer durables 

- Cost of commuting 

- Cost of household pollution abatement 

- Cost of automobile accidents 

- Cost of water pollution 

- Cost of air pollution 



- Cost of noise pollution 

- Loss of wetlands 

- Loss of farmland 

-/+ Loss of  forest area and damage from logging roads 

- Depletion of nonrenewable energy resources 

- Carbon dioxide emissions damage 

- Cost of ozone depletion 

+/- Net capital investment 

+/- Net foreign borrowing 

= GPI 

8.2.1.7 Progress of the GPI in the United States 

The calculation methodology of GPI was first adopted for US data in the late 1990s. According to 

the results, the GDP has increased substantially, but at the same time the GPI has stagnated. Thus, 

according to GPI theory, the economic growth in the USA i.e. the growth of GDP, has not 

increased the wellbeing of the people during last 30 years. So far, GPI time-series have been 

calculated for USA and Australia as well as for several of their states. In addition, GPI has been 

calculated for Austria, Canada, Chile, France, Finland, Italy, the Netherlands, Scotland and UK. 

8.2.1.8 Progress of the Finnish GPI 

The GPI time-series 1945 to 2011 for Finland have been calculated at the Statistics Finland. The 

calculation has followed closely the US methodology. According to results in the 1970s and 

1980s the economic growth, measured by GDP, clearly increased the well being, measured by the 

GPI. After the economic recession of early 1990s the GDP continued to grow, but the GPI stayed 

on a lower level. As can be observed there a widening gap between the trends of GDP and GPI 

that arose in the early 1990s. In 1990s and 2000s the growth of GDP has not benefitted the well 

being of an average Finn. If measured by GPI, the sustainable economic wellbeing has actually 

decreased due to ecological  hazards that have cumulated to the environment. The Finnish GPI 

time series have been updated by Dr. Jukka Hoffrén at Statistics Finland. 

8.2.1.9 Progress of Finnish regional GPIs 

Within EU's Interreg IV C FRESH Project (Forwarding Regional Ecological  Sustainable 

Hierarchies) GPI time-series were calculated to Päijät-Häme, Kainuu and South-Ostrobotnia 

(Etelä-Pohjanmaa) regions in 2009-2010. During 2011 these calculations were completed with 



GPI calculations for the Lappland, Northern Ostrobothnia (Pohjois-Pohjanmaa) and Central-

Ostrobothnia (Keski-Pohjanmaa) regions. 

8.2.1.10 Criticism 

GDP is held up as a value neutral measure. It is relatively straightforward to measure compared to 

GPI. Competing measures like GPI define well-being to mean things that the definers 

ideologically support. Therefore, opponents of GPI claim that GPI cannot function to measure the 

goals of a diverse, plural society. Supporters of GDP as a measure of societal well-being claim 

that competing measures such as GPI are more vulnerable to political manipulation. 

Finnish economists Mika Maliranta and Niku Määttänen write that the problem of alternative 

progress indexes is their attempt to combine things that are incommensurable. It is hard to say 

what they exactly indicate and difficult to make decisions based on them. They can be compared 

to an indicator that shows the mean of a car's velocity and the amount of fuel left. 

They add that it indeed seems as if the economy has to grow in order for the people to even 

remain as happy as they are at present. In Japan, for example, the degree of happiness expressed 

by the citizens in the polls has been declining since the early 1990s, the period when Japan's 

economic growth stagnated. 

8.3.1 Human Progress Index 

The Human Progress Index (HDI) is a composite statistic of life expectancy, education, and 

earnings indices used to rank countries into four tiers of human progress. It was created by the 

Pakistani economist Mahbub ul Haq and the Indian economist Amartya Sen in 1990 and was 

published by the United Nations Progress Programme. 

In the 2010 Human Progress Report a further Inequality-adjusted Human Progress Index (IHDI) 

was introduced. While the simple HDI remains useful, it stated that "the IHDI is the actual level 

of human progress (accounting for inequality)" and "the HDI can be viewed as an index of 

―potential‖ human progress (or the maximum IHDI that could be achieved if there were no 

inequality)". 

8.3.1.1 Origins 

http://en.wikipedia.org/wiki/Index_%28economics%29
http://en.wikipedia.org/wiki/Human_development_%28humanity%29
http://en.wikipedia.org/wiki/United_Nations_Development_Programme
http://en.wikipedia.org/wiki/List_of_countries_by_inequality-adjusted_HDI


The origins of the HDI are found in the annual Progress Reports of the United Nations Progress 

Program (UNDP). These were devised and launched by Pakistani economist Mahbub ul Haq in 

1990 and had the explicit purpose "to shift the focus of progress economics from National income 

accounting to the people-centered policies".ress economics from National income accounting to 

people-centered policies". To produce the Human Progress Reports, Mahbub ul Haq brought 

together a group of well-known progress economists including: Paul Streeten, Frances Stewart, 

Gustav Ranis, Keith Griffin, Sudhir Anand and Meghnad Desai. Working along with Nobel 

laureate Amartya Sen, they worked on capabilities and functions that provided the underlying 

conceptual framework. Haq was sure that a simple composite measure of human progress was 

needed in order to convince the public, academics, and policy-makers that they can and should 

evaluate progress not only by economic advances but also improvements in human well-being. 

Sen initially opposed this idea, but he soon went on to help Haq develop the Index in the future. 

Sen was worried that it was going to be difficult to capture the full complexity of human 

capabilities in a single index but Haq persuaded him that only a single number would shift the 

attention of policy-makers from concentration on economic to human well-being. 

8.3.1.2 New method (2010 Report onwards) 

Published on 4 November 2010 (and updated on 10 June 2011), starting with the 2010 Human 

Progress Report the HDI combines three dimensions: 

 A long and healthy life: Life expectancy at birth 

 Education index: Mean years of schooling and Expected years of schooling 

 A decent standard of living: GNI per capita (PPP US$) 

In its 2010 Human Progress Report, the UNDP began using a new method of calculating the HDI. 

The following three indices are used: 

1. Life Expectancy Index (LEI)  

2. Education Index (EI)  

2.1 Mean Years of Schooling Index (MYSI)  
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2.2 Expected Years of Schooling Index (EYSI)  

3. Earnings Index (II)  

Finally, the HDI is the geometric mean of the previous three normalized indices: 

 

LE: Life expectancy at birth 

MYS: Mean years of schooling (Years that a 25-year-old person or older has spent in schools) 

EYS: Expected years of schooling (Years that a 5-year-old child will spend with his education in 

his whole life) 

GNIpc: Gross National income at purchasing power parity per capita 

8.3.1.3 Old method (before 2010 Report) 

The HDI combined three dimensions last used in its 2009 Report: 

 Life expectancy at birth, as an index of population health and longevity 

 Knowledge and education, as measured by the adult literacy rate (with two-thirds 

weighting) and the combined primary, secondary, and tertiary gross enrollment ratio 

(with one-third weighting). 

 Standard of living, as indicated by the natural logarithm of gross domestic product per 

capita at purchasing power parity. 
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HDI trends between 1975 and 2004  

  OECD 

  (Central and) Eastern Europe and the CIS 

  Latin America and the Caribbean 

  East Asia 

  Arab States 

  South Asia 

  Sub-Saharan Africa 

This is the methodology used by the UNDP up until its 2011 report. 
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The formula defining the HDI is promulgated by the United Nations Progress Programme 

(UNDP) In general, to transform a raw variable, say , into a unit-free index between 0 and 1 

(which allows different indices to be added together), the following formula is used: 

  

where and are the lowest and highest values the variable can attain, 

respectively. 

The Human Progress Index (HDI) then represents the uniformly weighted sum with ⅓ 

contributed by each of the following factor indices: 

 Life Expectancy Index =  

 Education Index =  

o Adult Literacy Index (ALI) =  

o Gross Enrollment Index (GEI) =  

 GDP =  

Other organizations/companies may include other factors, such as infant mortality, which 

produces different number of HDI. 

8.3.1.4 Criticism 

The Human Progress Index has been criticized on a number of grounds, including failure to 

include any ecological considerations, focusing exclusively on national performance and ranking, 

not paying much attention to progress from a global perspective and based on grounds of 

measurement error of the underlying statistics and formula changes by the UNDP which can lead 

to severe misclassifications of countries in the categories of being a 'low', 'medium', 'high' or 'very 

high' human progress country. The index has also been criticized as "redundant" and a 

"reinvention of the wheel", measuring aspects of progress that have already been exhaustively 
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studied. The index has further been criticized for having an inappropriate treatment of earnings, 

lacking year-to-year comparability, and assessing progress differently in different groups of 

countries. 

Economists Hendrik Wolff, Howard Chong and Maximilian Auffhammer discuss the HDI from 

the perspective of data error in the underlying health, education and earnings statistics used to 

construct the HDI. They identify three sources of data error which are due to (i) data updating, (ii) 

formula revisions and (iii) thresholds to classify a country‘s progress status and find that 11%, 

21% and 34% of all countries can be interpreted as currently misclassified in the progress bins 

due to the three sources of data error, respectively. The authors suggest that the United Nations 

should discontinue the practice of classifying countries into progress bins because the cutoff 

values seem arbitrary, can provide incentives for strategic behavior in reporting official statistics, 

and have the potential to misguide politicians, investors, charity donators and the public at large 

which use the HDI. In 2010 the UNDP reacted to the criticism and updated the thresholds to 

classify nations as low, medium, and high human progress countries. In a comment to The 

Economist in early January 2011, the Human Progress Report Office responded to a January 6, 

2011 article in the magazine which discusses the Wolff et al. paper. The Human Progress Report 

Office states that they undertook a systematic revision of the methods used for the calculation of 

the HDI and that the new methodology directly addresses the critique by Wolff et al. in that it 

generates a system for continuous updating of the human progress categories whenever formula 

or data revisions take place. 

Each year, UN member states are listed and ranked according to the computed HDI. If high, the 

rank in the list can be easily used as a means of national aggrandizement; alternatively, if low, it 

can be used to highlight national insufficiencies. Using the HDI as an absolute index of social 

wellbeing, some authors have used panel HDI data to measure the impact of economic policies on 

quality of life. 

Ratan Lal Basu criticizes the HDI concept from a completely different angle. According to him 

the Amartya Sen-Mahbub ul Haq concept of HDI considers that provision of material amenities 

alone would bring about Human Progress, but Basu opines that Human Progress in the true sense 

should embrace both material and moral progress. According to him human progress based on 

HDI alone, is similar to dairy farm economics to improve dairy farm output. To quote: "So 

human progress effort should not end up in amelioration of material deprivations alone: it must 

undertake to bring about spiritual and moral progress to assist the biped to become truly human." 

For example, a high suicide rate would bring the index down. 
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A few authors have proposed alternative indices to address some of the index's shortcomings. 

However, of those proposed alternatives to the HDI, few have produced alternatives covering so 

many countries, and that no progress index (other than, perhaps, Gross Domestic Product per 

capita) has been used so extensively—or effectively, in discussions and progressal planning as the 

HDI. 

However, there has been one lament about the HDI that has resulted in an extending of its 

geographical coverage: David Hastings, of the United Nations Economic and Social Commission 

for Asia and the Pacific published a report geographically extending the HDI to 230+ economies, 

whereas the UNDP HDI for 2009 enumerates 182 economies and coverage for the 2010 HDI 

dropped to 169 countries. 

8.4 Economic Wellbeing and National Income 

8.4.1  Introduction:  

We all know that National income is treated as an index of the economic performance of a 

country. A country with a higher level of National income and per capita earnings will be more 

advanced and developed than the country which has a low level of National income and per 

capita earnings. An increase in the National income of the country implies that there is increasing 

availability of goods and services in the country. More goods and services mean higher levels of 

consumption and standard of living. Therefore it is believed that economies well depend on 

national earnings.  

 

8.4.2 What is Economic Wellbeing?  

Before knowing the relation between economic well being and national earnings, it is essential to 

define economic well being. Wellbeing is a state of the mind which reflects human happiness and 

satisfaction. In actuality, wellbeing is a happy state of human mind. Pigou regards individual 

wellbeing as the sum total of all satisfactions experienced by an individual; and social wellbeing 

as the sum total of individual well-being. He divides wellbeing into economic well being and 

non-economic well being. Economic wellbeing is that part of social wellbeing which can directly 

or indirectly be measured in money. Pigou attaches great importance to, economic wellbeing 

because wellbeing is a very wide term. In his, words:  

"The range of our inquiry becomes restricted to that part of social (general) wellbeing that can be 

brought directly or indirectly into relation with the measuring rod of money."
1 

On the contrary, 

non-economic wellbeing is that part of social, wellbeing which cannot be measured in money, for 

instance moral well being. But it is not proper to differentiate between economic and non-
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economic well-being on the basis of money. Pigou also accepts it. According to him, non-

economic wellbeing can be  

Improved upon in two ways. First, by the earnings-earning method. Longer hours of working and 

unfavorable conditions will affect economic well being, adversely. Second, by the earnings-

spending method. In economic wellbeing it is assumed that expenditures incurred on different 

consumption goods provide the same amount of satisfaction, but in  actuality it is not so, because 

when the utility of purchased goods starts diminishing the non-economic wellbeing declines 

which results in reducing the total well being. But Pigou is  of the view that it is not possible to 

calculate such effects, because non-economic well-being  cannot be measured in terms of money. 

The economist should, therefore, proceed with the assumption that the effect of economic  causes 

on economic wellbeing applies also to total well being. Hence, Pigou arrives at the conclusion 

that the increase in economic  wellbeing results in the increase of total wellbeing 'and vice versa.  

But it is not possible always, because the causes tl1at lead to an increase in economic well being 

may also reduce the non-economic well being. The increase in total wellbeing may, therefore, be 

Jess than anticipated. For instance, with the increase in earnings, both the economic, wellbeing 

and total wellbeing increase and vice versa. But economic well being depends not only on the 

amount of earnings but also on the methods of earning and spending it. When the workers earn 

more by working in factories but reside in slums and vitiated atmosphere, the total wellbeing 

cannot be said to have increased, even though the economic wellbeing might have increased. 

Similarly, as a result of increase in their expenditure proportionately to, earnings, the total 

wellbeing cannot be presumed to have increased, if they spend their increased earnings, on 

harmful commodities like wine,  cigarettes etc. Hence, economic wellbeing is not an indicator of 

total well being.  The relation between Economic Wellbeing and National income  Pigou 

establishes a close relationship between economic well being and national earnings,  because both 

of them are measured, in terms  of money. When National income increases,  total wellbeing also 

increases and vice-versa. The effect of National income on economic wellbeing can be studied in 

two ways:.  

I. Changes in size of National income and economic well being  

II. Change in the composition of National income and economic well being  

III. Changes in the distribution of National income and economic well being.  

(i) The change in the size of National income and economic well being:  

There is a direct relationship between size of National income and economic well being. The 

changes in the size of National income and economic wellbeing may be positive or  negative. The 

positive change in the national  earnings increases its volume, as a result  people consume more 

of goods and services, which.  Leads to increase in the economic well being. Whereas the 

negative change in national  earnings results in reduction of its volume; People get lesser goods 



and services for  consumption which leads to decrease in economic well being. But this 

relationship depends  on a number of factors.  Is the change) on National income real or 

monetary? If the change in National income were  due to changes in prices, it would be difficult 

to measure the real change in economic well being. For example, when the National income 

increase as a result of increase in prices, the increase in economic well being is not possible 

because it is probable that the output of goods and services may not have increased. It is more 

likely that the economic well being would decline as a result of increase in prices, It is only the 

real increase in National income that increases economic well being.  

Second, it depends on the manner in which the increase in National income comes about. The 

economic well-being cannot be said to have increased, if the increase in. National income is due 

to the exploitation of labor, e.g. to increase in production by workers working for longer hours, by 

paying them lesser wages than the minimum. Thus, forcing them to put their women and children 

to work, by not providing them with facilities of transport to and from the factories and of 

residence, and they're residing in slums.  

Third, National income cannot be a reliable index of economic well being, if per capita earnings 

are not borne in mind. It is possible that with the increase in national earnings, the population 

may increase at the same pace and thus the per capita earnings may not increase at all. In such a 

situation, the increase in National income will not result in an increase in economic well being. 

But from this, it should not be concluded that the increase in per capita earnings results in an 

increase in economic wellbeing and vice versa.  

It is possible that as a result of increase in national earnings, the per capita earnings might have 

risen. But if the National income has increased due to the production of capital goods and there is 

a shortage of consumption goods on account of the decrease in their output the economic well 

being will not increase even if the National income and per capita earnings rise. This is because 

the economic well being of people depends not on capital goods but on consumption goods used 

by them. Similarly, when during war time the National income and the per capita earnings rise 

sharply; the economic wellbeing does not increase because during war days the entire production 

capacity of the country is engaged in producing War material and there is a shortage of 

consumption goods. As a result, the standard of living of the people falls and the economic 

wellbeing decreases.  

Often, even with the increase in National income and per capita earnings the economic wellbeing 

decreases. This is the case when as a result of the increase in national earnings, earnings of the 

richer sections of the society increases and the poor do not gain at all from it. In other words, the 

rich become richer and the poor become poorer. Thus when the economic well being of the rich 

increases, that of the poor decreases. Because the poor are more than the rich, the total economic 

wellbeing decreases.  



Last, the influence of an increase in National income on economic well being depends also on the 

method of spending adopted by the people. If with the, increase in earnings, people spend on such 

necessities and facilities, as milk, ghee, eggs, fans, etc., which increases efficiency, the economic 

well being will increase. But on the contrary, the expenditure on drinking, gambling etc. will 

result in decreasing the economic well being. As a matter of fact, the increase or decrease in 

economic well being as a result of the increase in National income depends on changes in the 

tastes of people. If the change in fashions and tastes takes place in the direction of the 

consumption of better goods, the economic wellbeing increases, otherwise the consumption of 

better goods, decreases. It is clear from the above analysis that though the National income and 

economic wellbeing are closely interrelated, yet it cannot be said with certainty that the, 

economic wellbeing would increase with the increase in National income and per capita earnings. 

The increase or decrease in economic well being as a result of the increase in National income 

depends on a number of factors such as the rate of growth of population, the methods of earning 

earning the conditions working; the method of spending, the fashions and tastes, etc.  

(ii) Changes in the composition of National income and economic well being: composition of 

National income refers to the kind of the goods and services produced in the country. 

Change in the composition of National income may sometimes increase economic 

well-being and may at another time decrease it.  

 

8.4.3 Changes in the distribution of National income and economic well being:  

Changes in the distribution of National income and economic wellbeing take place in two ways:  

First, by transfer of wealth from the poor to the rich, and Second, from the rich to the poor. When 

as a result of increase in national earnings, the transfer of wealth takes place in the former 

manner, the economic wellbeing decreases. This happens when the government gives more 

privileges to the richer sections and imposes regressive taxes on the poor.  

The actual relation between the distribution of National income and economic wellbeing concerns 

the latter form of transfer when wealth flows from the rich to the poor. The redistribution of 

wealth in favor of the poor is brought about by reducing the wealth of the rich and increasing the 

earnings of the poor. The earnings of the richer sections can be reduced by adopting a number of 

measures, e.g., by progressive taxation on earnings, property etc., by imposing checks on 

monopoly by nationalizing social services, by levying duties on costly and foreign goods which 

are used by the rich and so on. On the other hand, the earnings of the poor can , also be raised in a 

number of ways, e.g., by fixing a minimum wage rate, by increasing the production of goods used 

by the poor, and by fixing the prices of such goods. By granting financial assistance to the 

producers of these goods, by the distribution of goods through cooperative stores, and by 



providing free education, social security and low rent accommodation for the poor. When through 

these methods the distribution of earnings takes, place ill favor of the poor, the economic 

wellbeing increases.  

Pious has expressed this in these words: "Any cause which increases the absolute, share of real 

earnings in the hands of (the poor, provided that it does not lead to a contraction in the size of the 

national dividend from any point of view will, in general increase economic well being."  But it is 

not essential that the equal distribution of National income, would lead to increase , in economic 

well being. On the contrary, there is a greater possibility of the economic wellbeing decreasing if 

the policy towards the rich is not rational. Heavy taxation and progressive taxes at high rates 

affect adversely the productive capacity, investment and capital formation, thereby decreasing the 

national earnings. Similarly, when through the efforts of the Government the earnings of the poor 

increases but if they spend that earnings on bad goods like drinking, gambling etc. or if their 

population increases, the economic wellbeing will decrease. But both these situations are not real 

and only express the fears, because the government. While imposing different kinds of 

progressive taxes on the rich, keeps particularly in view that taxation should not affect the 

production and investment adversely. On the other hand, when the earnings of a poor man 

increase he tries to provide better education for his children and to improve his standard of living. 

Thus we arrive at the conclusion that as a result of the increase in national earnings, the economic 

well being will increase provided that the earnings of the poor increases instead of decreasing and 

they improve their standard of living and that the earnings of the rich decreases in such , a way 

that their productive capacity, investment and capital accumulation do not decline.  

8.4.4 National income 'as a Measure of Economic Wellbeing  

GNP is not a satisfactory measure of economic wellbeing because the estimates, of National 

income do not include certain services and production activities which affect wellbeing. We 

discuss below some of the factors which affect human well being but are not included in the GNP 

estimates.  

Leisure. One of the important things that affects the well being of a society Is leisure. But it is not 

included in GNP. For example, longer working, hours may make people unhappy because their 

leisure is reduced. On the contrary, shorter working hours per week may increase leisure and 

make people happy. More or less leisure enjoyed by the community as such may affect the total 

output of the economy. But the value of leisure is excluded from the National income estimates.  

Quality of Life. GNP estimates do not include the quality of life which reflects the community's 

well being. Life in overcrowded cities is full of tensions. Roads are overcrowded. There is loss in 

time. Accidents occur daily which cripple or kill people. The environment becomes polluted. 

There are the problems of water, power, housing. transportation, etc. Crimes spread. Life 

becomes complex and the quality of life deteriorates. Consequently, social wellbeing is reduced; 



But all these stresses and strains of city life are not included in the National income estimates. 

Strangely, the efforts made by governments to remedy the ills of the city Life are included in the 

GNP because they involve public expenditure. On the other hand, in places where there is no 

congestion, people enjoy the fresh air and the beauty of nature, the quality of life tends to 

increase.  

Non-market Transactions. Some of the non-market transactions increase, wellbeing but they are 

not included in National income estimates. The services of housewives within the home and 

community activities such as religious functions, affect the well being of the people but they are 

excluded from the estimates of GNP because no market transaction is involved in providing these 

services.  

Externalities. Similarly, there are externalities which tend to increase or decrease wellbeing but 

they are not included in GNP estimates. "An externality is a cost or benefit conferred upon second 

or third parties. As a result of acts of individual production and consumption." But the cost or 

benefit of an externality cannot be measured in money terms because it is not included in market 

activities. "An example of an external benefit is the pleasure one man derives from his neighbors 

fine garden: An example of an external cost is ecological  pollution caused by industrial plants." 

The former tends to increase well being and the latter tends to reduce it. Since externalities are 

"untraded interdependencies", they are excluded from national. Earnings estimates.  

Nature of Production. GNP estimates do not reflect the capacity of different goods to provide 

different levels of satisfaction to the community. The same amount of money spent on a nuclear 

bomb or on building a dam across a river adds equally to the national earnings. But they provide 

different levels, of satisfaction to the community. A bomb does' not increase wellbeing while a 

dam increases wellbeing.  

Standard of Living. National income estimates also do not reflect the standard of living of the 

community which determines its well being. If more national expenditure is incurred on the 

production of arms and ammunitions and on capital goods and less on producing 

consumption goods, this difference is not reflected in GNP estimates. But the reduction 

in the production of consumption goods tends to decrease the well being of the people, 

while the increase in the expenditure on armaments and capital good does not increase 

well being.  

Keeping the above limitations in view, GNP cannot be used as a measure of wellbeing. However, 

a few economists have tried to broaden the definition of GNP so as to make it a measure of 

economic well being. A pioneering attempt toward this direction has been made by Professors 



Nordhaus and Tobin
 

in 1972. They have constructed a 'Measure of 'Economic Wellbeing' which 

they call MEW. Professor Samuelson calls it 'Net Economic Wellbeing', or NEW.  

According to Nordhaus arid Tobin, in MEW they have tried 'W‘ to measure all consumption that 

leads to human wellbeing. To estimate the value of MEW, they deduct from consumption certain 

items which do not contribute to well being and add other items that contribute to well being but 

are excluded from GNP estimates.  

The deductions which they make are of three types: (1) Those public and private expenditures 

that do not yield utility directly. They call them "regrettable necessities", such as government 

expenditures on national defense, police force, road maintenance, and sanitation services, and 

expenses by consumers on commuting (i.e., traveling regularly by train, scooter, car or bus 

between one's residence and place of work). (2) All consumer expenditures on durable household 

goods such as washing machines, cars, TV sets, etc. which yield utility over their lifetime. (3) 

Estimated costs arising from "negative externalities" which are disamenities arising from 

urbanization" congestion and pollution. All these reduce human wellbeing.  

Having made these deductions, Nordhaus and Tobin add three items to consumption: They are: 

(1) the value of non-market activities; (2) the estimates of the value of the services of durable 

consumer goods actually consumed by the owners- both households and government; and (3) the 

estimates of the value of leisure.  

In estimating MEW, Nordhaus and Tobin devote more attention to the valuation leisure. For this 

they adopt two approaches: the opportunity cost approach and the intrinsic-value approach. The 

first approach is based on the principle that when a person chooses to enjoy more leisure, it is 

always at the cost of foregoing more earnings. An hour's leisure means an hour's wages foregone, 

They estimated that the value of leisure measured by the opportunity cost approach has been 

steadily rising over the years because of the steady rise in the real wage rate per hour over the 

years. The intrinsic-value approach measures the value of leisure in terms of the actual enjoyment 

(utility) provided by, say, an hour's leisure.  

By using such valuation devices, Nordhaus and Tobin estimated that the figure of MEW in the 

United States for 1965 was dollars 1200 billion which was twice the' GNP, for the same year. 

Their estimate of the growth of per capita MEW for the period 1929.65 averaged 1.1 per cent a 

year, as against 1.7 per cent a year for pet I pita GNP for the same period. The estimates reveal 

that there was mark able increase in economic well being. At the same time, the regrettable 

necessities had also been growing rapidly.  

From the above discussion, it should not be .Inferred that MEW is : ant to replace GNP It is at 

best an attempt to supplement GNP order to include non-market activities in the latter for relating 

it to economic well being. 



 

8.4.5 Relationship between N.I. & N.W.: 

 

People get economic well being through the consumption of goods and services. That means the 

greater is the volume of consumption of goods & services, the higher is their economic well 

being. The total consumption of goods and services by the people depends on the National 

income of the country. That means, the level of economic wellbeing of the community depends 

on the National income of the country & improvement in N.I. means more goods & services and 

consumption of more goods & services leads to greater economic well being of the people of the 

country. 

However some of the economist who differs from the opinion of economist. The Alfred Marshall, 

A.C. Pigue, J.R. Hicks and other. The citizens express diverse opinion about the relationship 

between N.I. & economic well being. They make a distinction between economic wellbeing & 

non-economic well being. Economic wellbeing can be measured, but non-economic well-being 

cannot be measured. They do not consider N.I. as the barometer as economic well being. To sum 

up we can say that the economic well being of the community depends upon N.I. However, N.I. is 

not a reliable index of economic well being for certain reasons. 

8.4.6 Limitations of National income as a measure of National Wellbeing: 

 

1. National income estimate considers only those transactions which are carried through 

money. It does not take into A/c the portion of output especially the farm output. If the 

portion of output kept for self consumption is also brought to the market, the National 

income will increase, though the total output in the country has not really increased. So, 

the increase in earnings does not result in an increase in economic well being. 

2. The N.I. at current prices cannot be a proper indicator of the economic well being of the 

community. This is because if the price changes, the N.I. also charges. But the actual 

production of the economy does not change. So, if the earnings alone increase without an 

increase in production, economic well-being cannot increase. 

3. The per capita Earnings is a better index that the N.I. to measure the economic wellbeing 

of a country. 

4. The per capita Earnings also is not a foolproof index of economic well being. This is 

because, if the growth of population in the country is at a higher rate than the increase it 



the real National income of the country, the per capita earnings and the economic well 

being of the people will decrease.  

 

8.4.7 Limitations of GDP as Wellbeing Indicator 

GDP (and its derivatives) is a measure of economic activity, actually. Narrowly understood 

economic activity, one should add. However, this does not prevent economists and policy makers 

from making wellbeing comparisons across countries and across time on its basis. The argument 

goes as follows: GDP is a good proxy of the consumption possibilities people have, and 

consumption is a good proxy of well-being/well being. Therefore, we allegedly can use GDP per 

capita for comparing wellbeing between countries and GDP growth as an indicator of social 

progress within a society. This may sound compelling to many and, indeed, we are used to this 

rhetoric from authorities and the media. But it is wrong to assume that GDP or any of its common 

derivatives provide a measure of social wellbeing, for a number of reasons. 

Let us begin with some basic definitions. GDP (gross domestic product) is computed as the sum 

of all end-use goods and services produced in an economy during a period of time, weighted by 

their market prices. There are at least two derivatives of GDP that are in usable, too: GNP and 

NNP. GNP (gross national product) is GDP plus earnings earned by inlanders abroad minus 

earnings earned by foreigners in the inland. In most economies, the difference between these two 

is small, but it can be significant in some cases (e.g. In Ireland before the crisis, where much of 

the GDP was owned by foreign corporations). NNP (net national product) is GNP minus 

depreciation of capital, sometimes including estimates of natural capital depreciation 

(―Environment NNP‖). 

From the definitions it is clear that these accounting quantities measure primarily the economic 

activity and, in the case of the NNP, the sustainability thereof (although in a very limited sense 

only). They could potentially be used as wellbeing indicators under some ideal conditions. But 

these conditions are nonexistent. To use GDP and its derivatives as a wellbeing indicator means 

to ignore its limitations, and there are many of them: 

 First of all, GDP (I will stick to this base measure, but I mean its derivatives as well, if 

not else indicated) is computed at market prices – which means that it ignores 

externalities, particularly (but not only) ecological  ones. To a limited extent, this 

limitation can be overcome by computing the measure using ―accounting prices‖, which 

try to correct for market externalities. However, this is a difficult procedure, since many 



accounting prices are more or less good guesses with limited reliability. In most cases, 

market prices are used. 

 As pointed out by Richard Easterlin, who conducted extensive research from the 1970′s 

through 2000′s, people do not become happier when they grow richer if they crossed 

some rather low threshold in terms of earnings (the so-called Easterlin Paradox). There 

are many possible explanations of why this is so – e.g. the fact that there is some 

threshold beyond which we have no more time to enjoy the fruits of our affluence (as 

suggested by Staffan Linder) or the correlation between increasing affluence and 

increasing competition for ―positional goods‖ that can be attained by anyone, but not by 

everyone (this theory was suggested by Fred Hirsch). Both effects make the pursuit of 

ever-increasing affluence (in terms of GDP) Sisyphean and interpretations of the gross 

domestic product as a wellbeing indicator flawed. 

 Another argument against using GDP as a wellbeing indicator is its treatment of 

―defensive expenditures‖: a category that includes items from expenditures on the 

military, through money spent on building dams to protect human settlements from 

flooding, to cleanup costs after, say, an oil-spill in the Gulf of Mexico. These 

expenditures contribute positively to the GDP, but they clearly do not contribute to well-

being. Therefore GDP overestimates what it is thought to approximate, i.e. social 

wellbeing. 

 Also, GDP does not include a meaningful part of the economy – household work -, as 

was pointed out by William Nordhaus and James Tobin in their famous paper Is Growth 

Obsolete?. Beside of its importance for the proper functioning of the economy and 

society, unaccounted for household work makes wellbeing comparisons based on GDP 

both across time and across countries difficult. E.g., the US is known for its culture of 

―outsourcing‖ of household work (which may at least partly explain why US-Americans 

work more hours and why the US unemployment rates are systematically lower than in 

Europe) – many things that Europeans do on their own, outside of the market (and 

therefore unnoticed by GDP statistics), e.g. cooking, washing etc., an average US-

Americans lets do others against payment. This makes the US-American GDP higher by 

trend – but it is very difficult to interpret the wellbeing consequences of these differences, 

especially because they root deeply in cultural specifics. Also, the tendency toward 

household work changes within societies over time – how should the resulting change in 

GDP be interpreted in wellbeing terms? 

 A similar point to the one made above can be made about the ―shadow‖ or informal 

economy, which is especially important in developing countries (but also in many 

developed ones, particularly in Southern Europe) – being informal, its activities are not 

http://graphics8.nytimes.com/images/2008/04/16/business/Easterlin1974.pdf
http://en.wikipedia.org/wiki/Easterlin_paradox
http://www.amazon.com/Harried-Leisure-Class-Staffan-Burenstam/dp/B000OLXOBC/ref=sr_1_2?ie=UTF8&qid=1343718955&sr=8-2&keywords=the+harried+leisure+class
http://zielonygrzyb.wordpress.com/2012/01/22/social-limits-to-growth/
http://www.guardian.co.uk/business/2012/jul/31/deepwater-horizon-bp-847m-dollars
http://www.nber.org/chapters/c7620.pdf
http://www.nber.org/chapters/c7620.pdf
http://www.nber.org/chapters/c7620.pdf


included in GDP statistics, even though they may have a tremendous influence on the 

wellbeing specifically of the poorer parts of the society. 

 A subject that this blog is often concerned about is that GDP does not include any 

measures of changes in natural capital. Nor does the ―normal‖ NNP. Since natural capital 

and ecosystem services (including renewable and nonrenewable natural resources, water 

purification, climate regulation, pollination, flood protection, and many many more) more 

often than not has no market prices, it is not included in GDP-like statistics that deal with 

marketed goods and services only. Also, the already mentioned ecological  external 

effects remained unaccounted for (and, furthermore, there is evidence suggesting that 

rapid GDP growth is correlated with ecological  destruction). However, ecosystem 

services are tremendously important for the well-being of people in developing and 

developed countries alike (although in the short term the former depend relatively more 

on them). Or could you get by without clean water, a stable climate or pollinated fruits? 

These things have to be included in any meaningful measure of social wellbeing, even 

though their valuation may be problematic. 

 GDP and its derivatives are measures of the total output of the economy – they do not in 

any way account for distributional or equity effects of it. However, as suggested among 

others by Fred Hirsch and Richard Easterlin (see above), people evaluate their lives not in 

absolute terms, but rather in comparison with those whom they live among. So, the 

distribution of wealth is very important, in many cases (particularly when the basic needs 

of the population are satisfied, as is the case in most developed countries) it may be more 

important than the general (average) level of wealth. GDP does not capture this crucial 

aspect of human well-being at all. Unless one believes in some kind of ―trickle-down‖, 

this is a serious limitation of GDP as a wellbeing indicator. 

 A more general point was made by Partha Dasgupta and Karl-Göran Mäler, who 

analyzed formally the ability of the NNP (including ―Environment NNP‖) to provide a 

glimpse at changes in social well-being across time and differences across countries. 

Their result was that NNP can only help evaluate the wellbeing effects of policy changes 

in the short-term within an economy, but not in the long-term and across countries. The 

reason is quite simple, actually – GDP and its derivatives are all measures of earnings, 

not of wealth. The difference between these two terms that are often used interchangeably 

in everyday speech is significant. If our earnings are high, it may be due to the fact that 

we live ―on tick‖: after having accumulated some wealth in the past, we are consuming 

(producing) unsustainably, i.e., in a way that cannot be sustained over a longer period of 

time. Unless earnings are defined in Hicksian terms (i.e., as the amount of money that can 

be consumed within a period of time without compromising the ability to consume at 
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least as much in the next) – and GDP is not -, it cannot be used as a true, sustainable 

measure of wellbeing. 

 Many of the points made above can be summarized within the notion of capabilities, 

which goes back to Amartya Sen. He and other researchers dealing with this subject 

pointed out that human (or social) well-being does not depend solely on commodities (as 

captured by the GDP statistics), but with the capability of people to actually use them in a 

way they wish to. This understanding of wellbeing requires much more than just a simple 

statistic of economic activity – GDP leaves too much of the ―good‖ things out and 

includes too much of the ―bad‖ ones. 

Given all the limitations of GDP and related measures as wellbeing indicators (as listed above), it 

is clear that the practice of (implicitly or explicitly) using GDP statistics as a wellbeing proxy is 

deeply flawed and should be abandoned. There is no ready-made alternative that would give us a 

glimpse at social well-being and require just one single number. Most likely, it is impossible to 

create such a simple indicator. Instead, wellbeing has to be assessed on the basis of many 

different indicators, as I suggested recently. GDP may have the attracting characteristic of being 

relatively simple, but it is also flawed in the role as a wellbeing indicator. We should, using a 

quote attributed to Albert Einstein, ―make things as simple as possible, but not simpler‖. 

 

 

 

Review Questions 

1. Define the social development?  

2. Explain the Recent Indicators of Social Development?  

3. Explain the HDI?  

4. Explain the National Income and the Economy?  

Discussion Questions 

Discuss the National Income, Economic Welfare and Social Development?  
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CHAPTER 9 

 Recent Issues 

 

Learning Objectives 

 To define the National Accounts and the Environment. 

 To explain the Environment accounting. 

 To describe the Natural capital accounting. 

 To explain the Recent Changes in the Analysis and Presentation of National Accounts. 

9.1 Introduction 

Environmental accounting is a type of accounting that attempts to factor ecological costs in the 

financial results of operations. It has been argued that gross domestic product ignores the 

environment and therefore policy makers need a revised model that incorporates Environment 

accounting. The term was first brought into common usage by an economist and professor Peter 

Wood in the 1980s. It is a controversial practice however, since depletion may be already 

factored into accounting for the extraction industries and the accounting for externalities may be 

arbitrary. It is obvious therefore that a standard practice be established in order for it to gain both 

credibility and use. Depletion isn't the whole of ecological  accounting however with pollution 

being but one factor of business that is almost never accounted for specifically. Julian Lincoln 

Simon, a professor of business administration at the University of Maryland and a Senior Fellow 

at the Cato Institute, argued that the use of natural resources results in greater wealth, as 

evidenced by the falling prices over time of virtually all nonrenewable resources.  

9.2 Environment accounting 

9.2.1 Introduction 

Environment accounting incorporates ecological resources and their source and sink functions 

into national and corporate accounts. It is the popular term for ecological and natural resource 

accounting. Corporate ecological  accounts have not yet found wide application; proposed 

concepts and methods are similar to those of national Environment accounting and are not further 

discussed here.  
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Conventional national accounts largely ignore:  

 New or newly observed scarcities of natural resources, which threaten to undermine the 

sustainability of economic performance and growth, and  

 Ecological  degradation as an ‗external‘ (social) cost of economic activity.  

Further critique refers to a possible distortion from counting ecological protection expenditures as 

an increase in national earnings, despite the fact that such ‗defensive expenditure‘ tends to 

maintain, rather than increase, the well being of society.  

In response, the United Nations issued in 1993 and revised in 2003 a handbook on a System for 

integrated Ecological  and Economic Accounting (SEEA).  

9.2.2 The approach: incorporating nature’s assets 

The asset accounts measure the value of opening and closing stocks of economic and ecological  

assets, and their changes during an accounting period. Changes in assets are brought about by the 

formation and consumption of produced and natural capital (assets) and other non-economic 

influences such as discoveries, natural disasters or natural regeneration. The latter, i.e. ‗other asset 

changes,‘ are recorded outside the earnings and production accounts; these changes do not, 

therefore, affect the conventional indicators of cost, earnings, product and capital formation.  

9.2.3 Aggregation and valuation 

National environmental accounting requires adding up inputs, outputs and ecological  impacts, 

and combining them into ecologically adjusted (‗Environmented‘) indicators. The SEEA uses 

both monetary values (prices, costs) and physical weights (in particular the mass of material 

flows) to this end.  

Environmentalist criticizes the use of market values for ‗pricing the priceless‘ categories of 

nature. In their view, assessing ecological  assets and their services in monetary term ‗commodity 

nature, whose intrinsic value should not be subjected to market preferences. They prefer 

measuring ecological  impacts by physical indicators and aggregating material flows through the 

economy (‗throughput‘) in material flow accounts. However, weighting nature by the weight of 

materials and pollutants assigns doubtful significance (in tonnes) to diverse ecological  impacts 

such as the depletion of a timber tract, the emission of a toxic pollutant or the extinction of a 

cherished species.  
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Case studies of Environment accounting applied market valuation mostly to natural resource 

depletion. In the absence of market prices for non-produced natural assets, natural resource rents 

earned by selling resource outputs in markets are used for estimating the net present value and 

value changes (notably from depletion) of an asset. For ecological  degradation, maintenance 

costs of avoiding or mitigating ecological  impacts can be applied. A few studies used damage 

valuations of ecological  impacts. Such wellbeing measurement and valuation are characteristic of 

cost-benefit analyses of projects and programmers; they are not compatible, however, with the 

market pricing and costing of the national accounts.  

9.2.4 Accounting indicators and sustainability 

Adding up the rows and columns in Figure 1 generates most of the ecologically adjusted 

indicators. Net value added and its sum total, net domestic product, can be calculated by 

deducting intermediate consumption (inputs) and capital consumption from the output. A further 

deduction of ecological  depletion and degradation cost obtains Ecologically-adjusted net Value 

Added (EVA) and Domestic Product (EDP). The popular 'Environment GDP' accounts only for 

natural capital consumption, ignoring the depreciation of producing ('fixed') capital. Subtracting 

both natural and produced capital consumption from capital formation obtains Ecologically-

adjusted net Capital Formation (ECF). ECF, in particular, tells us if our economy has been able to 

generate new capital after taking a total capital loss (depletion/consumption) into account. Total 

capital maintenance represents a weak sustainability concept as it implies substitution among 

different produced and non-produced production factors.  

Material flow accounts cater to a different sustainability concept. They assess material throughput 

as an ecological  impact or pressure (on carrying capacities) indicator. Dematerialization by 

reducing throughput to a desirable level is the ecological concept of sustainability. It reflects 

stronger sustainability, restricting substitution to materials covered by overall material flow 

indicators such as Total Material Requirement (TMR) or Direct Material Input (DMI).  

9.2.5 Policy uses 

Apart from score keeping, i.e. answering the question whether the economy has performed 

sustainably during one or more accounting periods, Environment accounting indicators can be 

employed in policy formulation and evaluation.  

At the macro-level the increase of productive wealth is the key determinant of the economic 

growth potential of an economy. Especially in resource-rich developing countries, natural 
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resource rents, determined in natural resource accounts, could be absorbed in a progress fund. 

Rather than using the earnings for short-term private and public consumption, these funds should 

be invested in long-term progress projects.  

A particular strength of Environment accounting is the measurement of ecological  cost caused by 

economic agents of households and enterprises. The well-known polluter/user pays principles 

hold the responsible agents accountable for their ecological  impacts. Economists deem market 

instruments of ecological  cost internalization more efficient in bringing about sustainable 

production and consumption patterns than top-down ecological  regulation. In the absence of 

Environment accounting information, political exigencies rather than rational cost estimates 

appear to determine in most cases the setting of market instruments.  

The SEEA accounts explicitly for actual ecological  expenditures by different agencies and 

organizations. Sharing the burden of ecological  protection with emerging groups of civil society 

and private corporations ('public-private partnerships‘) is one of the key recommendations of the 

2002 Johannesburg Summit of the United Nations. Environment accounting and accounting 

analysis can assess the economic and ecological efficiency of different ecological  protection 

measures by governmental and non-governmental organizations.  

9.3 National Accounts and the Environment 

Sustainable national earnings, (SNI) are an indicator of ecological  sustainability, which gives 

an estimate of the production level at which - with the technology in the year of calculation - 

ecological  functions remain available ‗for ever‘. 

9.3.1 Overview 

The National income of a country is an estimate of the yearly production of goods and services. 

The loss of possible uses of the non-human made physical surroundings, named ecological  

functions, in which humanity is dependent in all its doings remains outside the estimate. Also the 

present and future production is dependent on these ecological  functions. 

The sustainable National income (SNI) in a given year is an estimate of the production level at 

which - with the technology in the year of calculation - ecological  functions remain available ‗for 

ever‘. The sustainable National income (SNI) in a certain year is defined as: 

The maximum attainable production level whereby, with the available technology in the 

year of calculation, vital ecological  functions remain available ‘for ever’. 
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The production level in the same year that is registered in the standard National income (NI) does 

not meet this condition. Ecological  functions and their preservation after all fall outside the NI. 

The NI is therefore always higher than the SNI. The difference gives information about the 

distance between the present production level and the production level in a sustainable situation. 

If the distance decreases then we are on the road to ecological  sustainability, the part of the 

production that is based on the unsustainable use of the environment decreases. If the distance 

increases then we are drifting further away from sustainability. 

9.3.2 History 

The original concept of sustainability refers to an equilibrium relation between human activities 

and their physical surroundings and has a long tradition going back to the nineteenth century. The 

sustainable National income is based on a definition of sustainability in conformity with this. The 

original concept of sustainability is introduced in the international discussion by the 1980 

publication of ―The World Conservation Strategy‖ of 1980 

Since the publication of ―Our Common Future‖ in 1987 one has started to include in 

sustainability besides a sustainable use of the physical surroundings also elements that conflict 

with this, such as the growth of production as measured in the National income and some social 

measures. By taking together ecological conservation and herewith conflicting goals in the same 

sustainability indicator the progress of the state of the environment is being obscured. Moreover 

there are examples of measures that worked socially advantageous in the short term but disastrous 

in the long term because of impairment of vital ecological functions.  

The theoretical and practical framework of the Sustainable National income is developed by the 

economist Roefie Hueting. Already in 1970 he published a collection of articles over the years 

1967-1970 titled: ―What is nature worth to us?‖ . His 1974 Ph.D. thesis was entitled ―New 

scarcity and economic growth: More wellbeing through less production?‖ In 1969 Hueting 

founded the Department of Ecological  Statistics at Statistics Netherlands. A multidisciplinary 

team of biologists, chemists, physicists, electrical engineers and economists worked for nearly 

forty years on the SNI and the ecological  statistics it is based on. 

9.3.3 Sustainable National income topics 

9.3.3.1 Ecological  functions 



Central to the sustainable National income (SNI) is the concept of ecological  function. 

Ecological  functions are defined as the possible uses of our non-human made physical 

surroundings, on which humanity is entirely dependent in all its doings, whether they be 

producing, consuming, breathing or recreating. 

When use of one function is at the expense of another or the same function or threatens to be so in 

the future, there is competition of functions. As an illustration, once water pollutant thresholds 

have been exceeded, the use of the function ‗dumping ground for waste‘ may come to compete 

with the function ‗drinking water‘. Competing functions are by definition scarce and 

consequently economic goods. Today most of the functions of our physical surroundings, which 

once were free goods, have become scarce goods. 

9.3.3.2 Transition to ecological  sustainability 

With the present technology, population size as well as production and consumption patterns, the 

sustainable situation governments say they strive for cannot be reached. Given the distance to be 

bridged, achieving ecological  sustainability will require a fairly long period. Besides many 

ecological  measures have a time lag, sometimes of a few decades. The length of the period of the 

transition path to a sustainable situation is only limited by the condition that vital ecological  

functions must not be irreparably damaged. 

In view of the threat that this may happen it seems urgent to wait no longer with a change of 

course in the direction of sustainability. On account of the precautionary principle no 

technological progress during the transition period is anticipated. This is measured afterwards on 

the basis of the progress of the distance (écart) between the SNI and the NI in the course of time. 

9.3.4 Estimates 

The work on the estimate of an SNI started in the mid-1960s. The first rough estimate of an ‗SNI‘ 

for the world by Jan Tinbergen and Roefie Hueting in 1991 arrived at 50 percent of the world 

production level: the sustainable world earnings. 

A much more advanced estimate for The Netherlands was made in 2001 by a collaboration of the 

National Institute for Public Health and Environment (RIVM), Statistics Netherlands (CBS) and 

the Institute for Ecological  Studies (IVM). The estimate arrived at around 50 percent of the 

production level, c.q. the National income of The Netherlands. This corresponds with the 



production level of the beginning of the 1970s. As the population was smaller at that time, the 

consumption per person was substantially higher than 50 percent of the present level. 

In accordance with the principles of the SNI it is assumed that all countries in the world 

simultaneously switch over to ecological  sustainability and that the costs thereof are comparable 

with those of The Netherlands.  

9.3.5 Reviews 

Interestingly, neoclassical economics finds opposition from ecological economics, while that 

opposition would be less needed due to Hueting's more neoclassical analysis of the environment. 

The neoclassical SNI has different results than e.g. Robert Costanza et al. (1997). 

A critical review of the method used by Robert Costanza et al. (1997) is given by Roefie Hueting 

et al (1998). 

9.4 Natural capital accounting  

Natural capital accounting is the process of calculating the total stocks and flows of natural 

resources and services in a given ecosystem or region. Accounting for such goods may occur in 

physical or monetary terms. This process can subsequently inform government, corporate and 

consumer decision making as it relates to the use or consumption of natural resources and land, 

and sustainable behavior. 

9.4.1 Methods of Accounting 

There are several methods of accounting which aim to address the issue of sustainability. These 

are: large and eclectic dashboards; composite indices; indices focusing on overconsumption; 

adjusted economic indicators. 

9.4.2 Large and eclectic dashboards 

These dashboards bring together a number of indicators that are directly and indirectly related to 

the durability of socioeconomic progress. One example of this is the Eurostat Sustainable 

Progress Indicators, which is a list of over 100 indicators used to monitor the EU Sustainable 

Progress Strategy. The criticism associated with these dashboards is that a large number of 

indicators risks muddling a clear message about sustainability that resonates with policy makers 

or citizens. In response, there has been a greater tendency to select headline indicators, which 
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―track central elements of Environment grown and [are] representative of a broader set of 

Environment growth issues.‖ 

9.4.3 Composite Indices 

Composite indices normalize and aggregate various data into a single number. For example, the 

Human Progress Index, Osberg and Sharpe‘s Index of Economic Well-Being, the Changing 

Wealth of Nations, or the Ecological  Sustainability Index, which ranks countries based on an 

assessment of 76 variables covering 5 domains. It is often instructive to examine the separate 

dimensions of these indices. However, they may present a skewed view of countries‘ 

contributions to ecological  problems and make problematic, normative assumptions about the 

values of certain variables. 

9.4.4 Adjusted GDPs 

Adjusted GDP, or Environment GDP, systematically corrects conventional GDP by taking into 

account aspects of a country‘s production of goods and services (e.g. ecological  degradation and 

natural resource depletion) that would not otherwise be included in the indicator, but are relevant 

to sustainability. 

9.4.5 Indices focusing on overconsumption 

Indicators that fall in this category conceive of sustainability with respect to consumption levels 

and investment in natural resources. Examples include adjusted net savings (ANS) and ecological 

footprint accounts. ANS are calculated as the change in total wealth over a given time period, 

while ecological footprint assessments determine how much of the regenerative capacity of the 

biosphere is required to maintain the consumption habits of a defined population. The explicit 

emphasis on sustainability makes these indices useful; however computing them by country fails 

to capture the global nature of sustainability. 

9.4.6 Monetary or physical indicators 

All sustainability indicators can be grouped broadly into two types. Specifically, they will be 

calculated in monetary terms, using one or more valuation techniques, or in physical terms. It is 

more likely for monetary indicators to be expressed as flows, and physical indicators as stocks. 

9.4.7 Global Initiatives 



General commitment by the international community to support the progress of natural capital 

accounting was motivated early on by the Brundtland Report in 1987 and the 1992 Rio Summit. 

At the Summit in particular, Agenda 21 – in which Chapter 40 called for signatories to develop 

quantitative information regarding their activities – was adopted. 

In September 1992, the Commission on the Environment of the Organization of American States 

(OAS) Permanent Council held a Seminar on Natural Resource and Ecological  Accounts for 

Progress Policy. Many of the country participants expressed interest in developing accounting 

capacities for natural resources. A proposal was made at that time to create a program to 

coordinate and strengthen the efforts of countries and institutions undertaking such initiatives. 

The progress of the first SEEA in 1993 (SEEA-1993) was a major step towards establishing 

standards around integrating the environment into national accounts, and subsequently, 

ecologically-adjusting or ―Environmenting‖ macroeconomic indicators such as GDP. While the 

SEEA-2003 and subsequent revisions being undertaken for 2013 have expanded the range of 

analyses within the framework, the purpose of the SEEA has remained the same. It is an 

accounting framework that records the stocks and flows that are relevant to both the environment 

and the economy. Its Central Framework comprises three main accounts that can be integrated 

with the existing SNA, and each focuses on a different aspect of the interaction between the 

economy and the environment: physical flow accounts; functional accounts for ecological  

transactions; and asset accounts in physical and monetary terms. 

The latest version of the SEEA has two other parts, aside from the Central Framework: SEEA 

Experimental Ecosystem Accounts and SEEA Extensions. The Experimental Ecosystem 

Accounts, specifically, introduce an accounting framework for ecosystems, despite the fact that 

many of its relevant stocks and flows are centered on non-market assets. While some of the 

measurement concepts involved in the accounting process are still evolving, it is possible that the 

eventual value of ecosystems and their depletion could be included in the calculations of 

ecologically-adjusted macroeconomic indicators. This has implications for future policy, since the 

emphasis on certain projects or activities undertaken by governments will likely change, 

depending on how the above mentioned measurements impact their respective accounts, and 

subsequent ecological  adjustments to certain indicators. 

The London Group on Ecological  Accounting and the UN Committee of Experts on Ecological -

Economic Accounting are two groups, created in 1994 and 2005 respectively, to assist in the 

progress of the SEEA and its implementation. As well, the Working Group on Ecological  



Auditing, a subgroup of the International Organization of Supreme Audit Institutions, is working 

to improve auditing standards related to ecological  issues. 

The ability of developing countries to build their natural capital account capacities is being 

improved significantly through the Wealth Accounting and Ecosystem Partnership Services 

(WAVES), by encouraging the progress of relevant measurement frameworks. WAVES is a 

global partnership that was inaugurated in October 2010 by World Bank President Robert 

Zoellick at the CBD COP-10 meeting in Japan. It aims to promote sustainable progress by 

encouraging the inclusion of natural capital measurements in national accounts. Several projects 

have been initiated in developing countries such as Botswana, Colombia and Madagascar with a 

view to improving their capacity to implement the SEEA, in collaboration with UNEP, the 

UNDP, the UN Statistical Commission, and the financial support of NGOs and the governments 

of Australia, Canada, France, Japan, Norway and the United States. 

Alternately, there have been many attempts to move away from integrated accounting, and 

towards novel sustainability indices or statistics. Ecological footprint accounts, developed by 

Monfreda et al. (2004) and since 2007, the Global Footprint Network, or the proposal for nine 

planetary boundaries within which humans can safely operate, by Rockström et al., are projects 

which advocate for new approaches to global sustainability. 

The UN International Human Dimensions Program has created an inclusive sustainability 

indicator, the Inclusive Wealth Index (IWI), which measures the productive basis of an economy: 

produced, natural and human capital, and based on these three assessments, calculates the 

trajectory of a country‘s wealth. The calculation of natural capital in the IWI is based on the 

shadow value of an economy‘s natural capital assets. 

A similar conceptual direction was taken by the Commission on the Measurement of Economic 

Performance and Social Progress, under the direction of economists Joseph Stiglitz, Amartya Sen 

and Jean-Paul Fitoussi, at the behest of former French President Nicholas Sarkozy, in 2008. The 

authors concluded that a pragmatic measure of sustainability would combine an indicator based 

on the extended wealth approach, and a small dashboard of physical indicators. 

While they have different theoretical underpinnings, what these approaches have in common with 

each other is a fundamental recognition of the limitations of traditional indicators in measuring 

economic performance and social progress, and the importance of sustainability in the long-run. 



There have been several initiatives organized at the regional level that seek to move away from 

traditional GDP as the major indicator of wealth and well-being. The first of these is Beyond 

GDP, an initiative started by the EU in 2007 to develop highly aggregated ecological  and social 

indicators and extend the national accounts to ecological  and social issues. In May 2010, the 

Summit for Sustainability in Africa was held in Gaborone, Botswana. It also brought together 

regional leaders to discuss sustainable progress planning, and in particular, to commit to a set of 

goals on fully accounting for natural capital, and integrating it into national planning, reporting 

and policies. 

Four publications were presented at the CBD COP-10 by The Economics of Ecosystems and 

Biodiversity (TEEB) initiative: TEEB Ecological and Economic Foundations, TEEB in in 

National and International Policy Making, TEEB in Local and Regional Policy, and TEEB in 

Business and Enterprise. These, along with an Interim Report released at the CBD COP-9 in 

Bonn, Germany, represent a comprehensive analysis of the economic value of biodiversity, and 

the consequences it holds for different levels of public and private policy analysis. TEEB also 

seeks to systematize the role of corporations, under the TEEB for Business Coalition (2012), by 

formulating standards and assessing externalities. Since natural capital accounting requires the 

identification of replenishment activities as well as ecological  degradation, the inclusion of 

corporations in the valuation process is key. 

In June 2012, the Rio+20 conference ―marked a watershed in the world wide interest on Natural 

Capital Accounting.‖ The Natural Capital Declaration (NCD), a commitment by CEOs in the 

financial sector to embed ESG considerations in management and investment activities, were 

revealed prior to the conference. As well, the World Bank started the WAVES 50:50 Initiative to 

analyze the progress and next steps required for improving efforts to account for natural capital 

and enhance countries‘ sustainable decision-making capabilities. At the time of the conference, 

62 countries, 90 corporations, and 17 civil society members had signed on to the campaign. 

9.4.8 Country Initiatives 

Many countries are undertaking projects to develop ecological  accounts, to integrate them with 

national accounts or to create ecologically-adjusted macroeconomic indicators, including 

Environment GDP. Early adopters of integrated ecological -economic accounts include the 

Netherlands, France, and the Philippines. This section documents the initiatives undertaken by, or 

concerning the G20 countries. 



9.4.8.1 Argentina 

A team of researchers at the University of Buenos Aires and CONICET organized the 

ARKLEMS+LAND project. Their research, based on the KLEMS database framework (Capital, 

Labor, Energy, Material and Service Inputs), measures and analyses the sources of economic 

growth, productivity and competitiveness in the Argentinian economy. The database includes the 

contributions of ―Natural Resource as Land and Subsoil Assets‖ services to GDP growth. 

Professor George Santopietro, at Radford University in Virginia, examined several alternative 

methods for estimating resource rent and relatedly, depletion costs of natural capital. The 

methods he engages with are: net price, El Serafy‘s depletion cost, sustainable price, transaction 

value and replacement cost. He derives data from the privatization of Yacimientos Petroliferos 

Fiscales (YPF), Argentina‘s state-owned oil enterprise, and using each method, generates 

estimated resource rent and depletion cost values for Argentina‘s reserves of petroleum. The 

results show that the net price and transaction value methods overvalue the resource rent of 

petroleum reserves. He concludes that rent should be derived using the value of a firm‘s stock. 

9.4.8.2 Australia 

Several Australian organizations produce national ecological  accounts. The Australian Bureau of 

Statistics produces Water Account Australia and a pilot Land Account for the Great Barrier Reef, 

both of which are based on the SEEA framework. The Bureau of Meteorology produces a 

complementary National Water Account on the water available to be used. The Department of 

Climate Change and Energy Efficiency reports on Environmenthouse gas (GHG) emissions. The 

Wentworth Group of Concerned Scientists has created a trial, ecological  accounting model that 

can be applied to regions of any size. These regional accounts use a common unit of 

measurement, which allows comparisons to be made between different natural capital assets. The 

Victorian Department of Sustainability and Environment is in the process of developing 

experimental ecosystem accounts. 

The energy and water accounts found on the National Balance Sheet are produced annually. As 

well, subsoil assets, timber for producing logs, and land are valued monetarily, and included in 

the non-produced assets in the National Balance Sheet. The Australian Bureau of Statistics (ABS) 

is currently working with several other national departments on the National Plan for Ecological  

Information (NPEI), the State of the Environment Report, and planning for national ecological  

accounts. 



In 2012, following the adoption of the SEEA as an international statistical standard, the 

Australian Bureau of Statistics (ABS) also published a report titled ―Completing the Picture – 

Ecological  Accounting in Practice,‖ which develops a number of accounting tables rooted in 

SEEA formatting, and explores how these could influence policy decisions. 

9.4.8.3 Britain 

The UK produces Ecological  Accounts, consistent with the SEEA framework, that are separated 

into three dimensions: natural resource accounts, physical flows and monetary accounts. The 

majority of the data is measured in physical units; monetary units are used where relevant, and if 

the necessary data is available. 

The current ecological  asset accounts produced by the Office for National Statistics (ONS) are: 

oil and gas reserves, forestry and land cover. In 2012, the ONS planned to run a study on 

producing a full ecosystem account, with high priority on physical and monetary forestry 

accounts. The Office also set out a series of goals to include land use and cover accounts in the 

2013 Ecological  Accounts. 

The UK National Ecosystem Assessment (NEA) was a two-year initiative from 2009 to 2011 that 

assessed the benefits of the natural environment to society and the economy. 

9.4.8.4 Brazil 

Despite reports that Brazil would produce an Environment GDP in the lead-up to the Rio+20, 

there is no indication that this process was undertaken. 

9.4.8.5 Canada 

Statistics Canada does not redefine or supplement existing national accounts aggregates with 

ecological  information. However, it has developed the Canadian System of Ecological  and 

Resource Accounts (CSERA), which ―provides some information for those who may wish to 

calculate such ―Environment aggregates.‖‖ It also includes estimates of land in the "tangible non-

produced assets" section of the Canadian balance sheet. 

The CSERA has three dimensions: Natural Resource Stock Accounts; Material and Energy Flow 

Accounts; and Ecological  Protection Expenditure Accounts. The Natural Resource Stock 

Accounts are measured in physical and monetary units. These, in turn, comprise natural resource 

wealth estimates that are included in the National Balance Sheet Accounts. 



In 2005, the Pembina Institute published a report on the Canadian Boreal Initiative, which sought 

to quantify the full economic value of goods and services provided by Canada‘s Boreal region. 

The Boreal Ecosystem Wealth Accounting System (BEWAS) was constructed for this purpose. It 

considered the physical conditions in the boreal region by using physical inventory and spatial 

data. The two-year study approximated the market value, in 2002, of the region‘s forestry, 

mining, oil and gas, and hydroelectric generation sectors at $48.9 billion. For the same time 

period, it also estimated the net market value of natural capital extracted at $37.8 billion and the 

non-market value of ecosystem services at $93.2 billion. 

Professor Nancy Olewiler, at Simon Fraser University, conducted several case studies to value 

natural capital in settled areas of Canada. Her agricultural lands case studies found the total net 

value of conservation efforts to be approximately $195/ha/yr in the Ontario Grand River 

Watershed, $65/ha/yr in the Upper Assiniboine River Basin and $126/ha/yr in the Prince Edward 

Island Mill River Watershed. 

9.4.8.6 China 

In 1997, Beijing authorities carried out a project assessing the city‘s Environment GDP. This set a 

series of precedents for ecologically adjusted indicators in the country. Over the next decade, 

several regional pilot projects were undertaken by local authorities. Between 2001 and 2004, 

Chinese authorities worked with Statistics Norway to carry out an Environmental GDP 

assessment of Chongqing. 

Then, in 2004, the Environment GDP Accounting Research Project was launched by the State 

Ecological  Protection Administration of China (SEPA) and the National Bureau of Statistics 

(NBS). The findings, released in the China Environment National Accounting Study Report 2004 

in 2006, reported that ecological  pollution cost the economy 511.8 billion yuan or 3.5% of GDP 

in 2004. A breakdown of the figure shows that water pollution, air pollution, and solid waste and 

accidents cost 286.28 billion yuan, 219.8 billion yuan, and 5.74 billion yuan, respectively. 

According to the report, only about ten of the items the project intended to distinguish were 

accounted for. The costs of resource depletion and ecological damage were not included in the 

calculations because of methodological difficulties, limited technological capabilities and a lack 

of relevant data. 

At the same time as the report was released, SEPA Vice Minister Zhu Guangya issued an 

independent report stating that each year, ecological  damage in the country cost approximately 



10% of GDP. This estimate was consistent with the one that scientists, economists and the World 

Bank had expected, of 8-12% of GDP. 

The government withdrew its official support for Environment GDP in 2007, after early results 

showed the reduction of growth rates in some provinces to nearly zero. It also did not release an 

official Environment GDP report for 2005, which had been scheduled for publication in March 

2007. 

Reports have periodically surfaced about re-calculating China‘s Environment GDP. In 2007, the 

All-China Environment Federation (ACEF) called on the National Progress and Reform 

Commission (NDRC) to carry out a national accounting system. ‗‘China Daily‘‘ reported that the 

Ministry of Ecological  Protection valued the cost of pollution to the economy at 1.4 trillion yuan 

in 2009. 

Starting in 1998, the NBS developed rudimentary ecological  accounts in forestry and energy. 

Since then, the NBS has expanded its ecological  accounts to include pollution treatment, water, 

and minerals, along with the progress of a comprehensive SEEA for China. 

9.4.8.7 European Union 

The interaction between Eurostat and national statistical offices of EU Member States was 

formalized in 2011, by the adoption of Regulation No 691 on European Ecological  Economic 

Accounts. It requires Member States to report data and accounts on air emissions, taxes related to 

the environment, and material flows from 2012. Eurostat is also constructing ecological  accounts 

expressed in physical and monetary terms, and asset accounts, as a step towards developing a 

regional SEEA. 

The creation of inclusive wealth indicators is also a recognized priority of the EU. The proposed 

7th Environment Action Program (EAP) of the EC explicitly identifies this issue, by calling for 

further progress and integration of economic and ecological  indicators. The Shared Ecological  

Information System (SEIS) proposes to streamline the collection of data required for designing 

ecological  indicators. The EU also committed to the Aichi Accord at the CBD COP-10, in which 

Parties agree to integrate biodiversity into their national accounts. This is on top of the 

experimental ecosystem accounting framework that was launched in 2009. The European 

Environment Agency (EEA) proposed that given the compatibility of the design with the SNA, it 

would be possible to use one particular indicator, Consumption of Ecosystem Capital (CEC) to 



adjust National Accounts aggregates to create, in particular, CEC Adjusted Net Domestic Product 

and CEC Adjusted Net National Earnings. 

The EC Communication Roadmap to a Resource Efficient Europe sets 2020 as the year by which 

businesses, along with public authorities, will properly account for natural capital and ecosystem 

services. 

9.4.8.8 France 

The French Ministry of Sustainable Progress produces satellite, ecological -economic accounts 

each year. However, it is planning on fully expanding the accounts to correspond with the SEEA 

(2012). The National Institute of Statistics and Economics also includes estimates of land, subsoil 

assets, and non-cultivated bio and water resources in the "tangible non-produced assets" section 

of the French balance sheet. 

From 2008 to 2010, an exploratory study on ecosystem valuation was carried out. In accordance 

with the adoption of the Aichi Accord at the CBD COP-10, the French National Biodiversity 

Strategy Target 7 was set to ―include preservation of biodiversity in economic decisions.‖ The 

Ministry of Sustainable Progress is presently consulting with stakeholders and refining 

methodological options in order to begin assembling physical ecosystem assessments. Annual 

expert workshops on monetary valuation and economic instruments are also organized by the 

Ministry. 

9.4.8.9 Germany 

The German Ecological  Economic Accounts (GEEA) follow the SEEA framework. The data 

from these accounts, along with the German Socioeconomic Accounts, are used to calculate an 

indicator set, as outlined in the National Strategy for Sustainable Progress (2002). While no 

adjusted macroeconomic aggregates are estimated in the GEEA, two of the GEEA indicators are 

embedded into the National Accounts: productivity of energy and raw materials, and transport 

intensity and share of the railways in providing transport. 

9.4.8.10 India 

An Expert Group, led by IHDP Scientific Committee chairman Professor Partha Dasgupta, is in 

the process of developing a system to ―Environment‖ India‘s national accounts. It plans to adjust 

GDP to account for ecological  costs and impacts by 2015. Some of the issues the Group will 



address include establishing coordination mechanisms within the country and with international 

partners, and standardizing data collection and valuation methodologies. 

The Environment Accounting for Indian States Project (GAISP) was the first initiative of the 

Environment Indian States Trust (GIST), an NGO started in 2004. The Project used data from 

Indian national databases to measure sustainable progress and create Environment accounts at the 

state-level that were consistent with SEEA-2003 guidelines. Following this, GIST calculated an 

Environment GDP total which adjusted the traditional indicator for ―all major externalities.‖ 

The South Asian Network for Progress and Ecological  Economics (SANDEE) and the Indian 

Society for Ecological Economics operate in India, although SANDEE is based in Nepal. Both 

are networks that conduct research on and analyses of ecological accounting, which is instructive 

for teachers, researchers and members of the policy community. 

9.4.8.11 Indonesia 

Members of the World Resources Institute, led by David Repetto, integrated ecological effects 

into Indonesia‘s national accounts in 1990. He subtracted net natural resource depreciation for the 

petroleum, timber, and soils sectors from GDP to estimate the ecological-adjusted NDP. They 

found that estimates of net earnings and growth of net earnings were overstated when calculated 

using the conventional accounts. 

In 1997, the United Nations University-Institute of Advanced Studies (UNU-IAS) measured the 

ecological  impacts of industrialization and trade in Indonesia (along with China and Japan). In 

their study, the UNU-IAS constructed an international ecological  input-output model in the Asia 

Pacific region, and from this, was able to compile a preliminary SEEA and Environment GDP 

approximation. In 1990, ecological  costs were equal to 4.9% of NDP for Indonesia. In particular, 

changes in land use and oil exploitation were major costs. 

Since 2002, Statistics Indonesia (BPS) has produced several Indicators of Sustainable Progress 

reports, based on the 134 UN Commission on Sustainable Progress Indicators developed by the 

UN Department of Economic and Social Affairs. BPS also regularly generates ecological  

statistics and statistics of marine and coastal resources. 

9.4.8.12 Italy 

The National Institute of Statistics (ISTAT) is currently constructing three types of ecological  

accounting modules: material flows (MFA), the ecological  account matrix integrated with 



national economic account (NAMEA), and the expenditure estimate for ecological  protection 

(SERIEE-EPEA). 

In 1999, Silvia Teizzi at the University of Sienna applied a method of monetary valuation to 

externalities arising from agricultural production in Italy. She separately estimated a shadow price 

and a quantity for the externalities and calculated their values between for each year between 

1961 and 1991. She subtracted these figures from the value added of the agricultural sector ―as a 

first step towards the correction of national accounting aggregates to take ecological  degradation 

into account.‖ 

In their case study on Trento, Italy, Professors Andrea Francesconi and Paolo Penasa analyze the 

accounting schemes for ecological  expenditures developed by local governments in Italy. Under 

the local Agenda 21 process, the City and Local Ecological  Accounting and Reporting (CLEAR) 

project and the CONTAROMA project were undertaken by Italian municipalities. The CLEAR 

project was started in 2001 to pair the financial statements of municipalities with an ecological  

report. The CLEAR method reclassified the aforementioned financial statements such that 

expenditures for ecological  purposes could be identified, and compiled into separate monetary 

accounts. Similarly, the CONTAROMA project developed an ecological  accounting system for 

the municipal budget of Rome. 

9.4.8.13 Japan 

In 1995, the Japanese Economic Planning Agency made initial estimates of the SEEA and 

Environment GDP from 1985 to 1990. In 1998, they extended their estimates from 1970 to 1995. 

According to these calculations, ecological  costs in Japan fell from 8% of NDP in 1970 to nearly 

1% in 1995. 

The E-10 are the official economic-ecological  accounts produced by the Japanese Ministry of the 

Environment. They are based on data compiled by 10 government ministries, and describe the 

ecological  burden of particular natural resources in physical units. There are three tables which 

make up the E-10: a Basic Transaction Table; resource and ecological  burden tables; and 

supplementary tables. 

The Statistics Bureau of Japan currently includes estimates of land in the "tangible non-produced 

assets" section of the Japanese balance sheet. 



9.4.8.14 Republic of Korea 

In 2001, the Korean Ministry of the Environment planned to introduce an ecologically-adjusted 

GDP indicator. It began developing a SEEA (KORSEEA) in 2002, and the progress of Economy-

wide Material Flow Accounts, and NAMEA took place in the following years. Several 

government institutions and departments provide economic and ecological  data required for the 

KORSEEA. Statistics Korea also includes estimates of land, subsoil assets, and non-cultivated 

bio and water resources in the "tangible non-produced assets" section of the Koreah balance 

sheet. 

The Korea Rural Economic Institute calculated the Environment GDP of the Korean agricultural 

sector in the period 1980 to 1997 using pilot economic-ecological  accounts. An ecological 

adjustment in this study is limited to the subtraction of ―degradation costs of natural resources‖ 

from the NDP. They report that the ratio of ecologically adjusted domestic product to NDP 

decreases from 100.6% to 99.5% in the agricultural sector during the specified period. 

9.4.8.15 Mexico 

In 1985, the UN, World Bank and Mexican government executed a joint pilot project using 1985 

data to produce two ecologically-adjusted indicators: resource depletion subtracted from the NDP 

and ecological  degradation subtracted from the NDP. 

The Mexican System of Economic and Ecological Accounts (MSEEA) started in 1988, and has 

been published annually since 1991. The National Institute of Statistics and Geography of Mexico 

(INEGI) has used the accounts to derive key information about ecological  sustainability in the 

country. Yearly ecological  costs are equal to 8.5% of GDP. Since 2003, the INEGI has calculated 

a yearly Environment GDP aggregate. Between 2003 and 2009, the ratio of Environment GDP to 

GDP increased from 90.4% to 92.1%. The INEGI reports that while the scope of action should be 

increased, this trend reflects the successful efforts of the government to reduce the impacts that 

negatively affect the environment. 

9.4.8.16 Russia 

The Federal State Statistics Service (Rosstat) currently includes estimates of land and non-

cultivated bio and water resources in the "tangible non-produced assets" section of the Russian 

balance sheet. Rosstat has outlined a series of priorities for developing a Russian SEEA. Its 

highest priority is asset accounts, and with respect to the environment, a particular record of 



ecological  protection expenditures. After 2015, the basis for integration will appear with the 

creation of input-output tables. Physical flow accounts are a medium priority; further progress 

will depend on the completion of the input-output tables and whether new surveys are introduced 

on time. While accounts for extended SNA aggregates, such as the depletion or degradation of 

natural capital are being given conceptual consideration, they are the lowest priority of Rosstat. 

9.4.8.17 South Africa 

The ecological -economic accounts are developed in the National Accounts Division of Statistics 

South Africa (SA). Information for the accounts is sourced from various government 

departments, surveys and geographic and spatial data. According to a 2011 report to the United 

Nations, ecological  statistics are not a mainstream priority for the country, and Statistics SA does 

not have adequate resources to collect ecological  data. Additionally, a ―lengthy 

institutionalization process‖ has prevented the publication of any official reports. 

9.4.8.18 United States of America 

In 1992, the Bureau of Economic Analysis within the Department of Commerce began 

intensively developing ecological  accounting methodologies. However, Congress directed the 

Department to suspend all activities in this area in 1994, after the first U.S. Integrated Ecological  

and Economic Satellite Accounts were published. It also ordered an external review of ecological  

accounting. This review, Nature‘s Numbers: Expanding the National Economic Accounts to 

Include the Environment was concluded in 1999. 

William Nordhaus (Nature‘s Numbers), along with Nicholas Muller and Robert Mendelsohn, co-

authored a study on integrating ecological  externalities into an SNA. Their model estimates gross 

damages from air pollution in each industry in the United States. It estimates that damages from 

activities such as combustion of waste, sewage treatment and firing power plants by oil or coal 

are larger than their value added. The largest externalities, for which damages range from 0.8 to 

5.6 times value added, arise from coal-fired electric generation. 

9.5 Recent Changes in the Analysis and Presentation of National Accounts 

Past In the second half of the seventeenth century the first estimates of National income were 

made. These estimates served clear purposes, like to demonstrate that a revision of the English 

tax system could raise sufficient resources for waging a war with Holland or France. The number 

of estimates and their frequency gradually increased, in particular since the First World War. 



Major innovations, like the progress of the sector accounts, input-output tables and the arrival of 

the first guidelines took place in the thirties and forties. These innovations were stimulated by the 

Keynesian revolution and the progress of macro-econometric model building. Since the Second 

World War national accounts statistics have become institutionalized and standardized, i.e. they 

are regularly compiled by national statistical institutes, Central Banks or Ministries and are based 

on one universal set of multi-purpose concepts and classifications. About a decade ago, the third 

generation of international guidelines on national accounting was introduced. In comparison to 

the first guidelines, the scope was drastically extended, e.g. by the inclusion of prices and 

volumes, balance sheets and input-output tables. However, the basic concepts, like the production 

boundary have hardly been changed in fifty years. Since the collapse of communism, no separate 

guidelines and concepts exist for the (formerly) communist countries. The European Unification 

has stimulated a revolution in national accounting, in particular with respect to the progress of 

jurisprudence and the improvement and harmonization of the estimates. The European Union was 

not only aware of the possibilities of the national accounts as a tool for European policy, but acted 

also as a critical consumer. The latter was vital for generating this revolution in European national 

accounts practice.  

Present National accounts statistics are a miracle come true: all over the world, very incomplete, 

imperfect, heterogeneous and partly outdated data are transformed into a complete, consistent, 

internationally standardized and up-to-date overview of the national economy and its major 

components. What is the magic behind this miracle? 

The universal model National accounts statistics are estimates of a universal accounting model 

for describing, analyzing and managing national economies. This universal model is not a neutral 

description of economic reality: it is focused on what can be readily observed in monetary terms, 

it contains substantial transformations of what can be observed and is based on a specific way of 

labelling economic reality. Different choices would have resulted in a different picture of 

economic reality. The major biases of the universal model merely reflect the natural focus of a 

regular economic statistic, i.e. A focus on what can be readily observed in monetary terms. This 

explains why the economic importance of unpaid household services, leisure time, pollution and 

tax expenditures is ignored. Including such major analytic elements in the basic concepts would 

seriously endanger the statistical purpose of the universal model. Furthermore, it would also 

drastically decrease the relevance of the universal model and its major aggregates for important 

other data needs, e.g. those of budgetary and monetary policy. The substantial transformations of 

what can be readily observed are required in order to look –on behalf of analysis and policy- 

through the complex, chaotic and many different economic and institutional realities. The specific 



concepts used are the result of many implicit and explicit considerations with respect to 

relevance, reliability and comparability. They are also influenced by the need to agree on one set 

of concepts, even if arguments are not sufficient to settle the score. The universal model 

incorporates two types of perspectives on the national economy. Firstly, it describes the national 

economy in terms of its major components (sectors/industries, various types of flows and stocks 

and several economic processes). This is the general perspective of the universal model. 

However, the universal model describes also each major component in a macro-economic context 

and in relation to the other major components. These are the specific perspectives incorporated in 

the universal model. Seven major specific perspectives can be distinguished:  

1. Nonfinancial corporation‘s (business accounts);  

2. Financial corporation‘s (monetary policy, financial markets);  

3. Government (budgetary policy, government finance);  

4. Households (personal earnings, wealth and consumption);  

5. Rest of the world (balance of payments);  

6. Industries (production, employment and input-output analysis);  

7. Other (e.g. the environment, human capital and the wellbeing state).  

The old and more recent history of the national accounts demonstrates that these specific 

perspectives, and in particular that of the government and its relations to the national economy, 

are a major motivation for compiling national accounts statistics. The universal model is an 

ingenious and very practical product. The various perspectives demonstrate that it is a synthesis 

of various types of applied economic analysis, e.g. business accounts, Keynesian type of analysis, 

input-output analysis and index number theory. The universal model also reflects three hundred 

years of experience in compiling national accounts statistics. Nevertheless, the universal model 

can still be improved in various ways. The universal model stresses the importance of flexibility, 

but does not make an explicit link to the seven perspectives. For each of these perspectives, 

standard supplementary concepts, like government expenditure and revenue, entrepreneurial 

earnings after tax and net worth to the owner, are very relevant and can be easily derived from the 

basic concepts of the universal model. For each of these perspectives also the importance of 

prices, volumes, real values and key-ratios should be stressed. Also some changes in the basic 

concepts are proposed e.g.: - Other non-market output, e.g. of the government, should be valued 



including a net operating surplus by amount of an opportunity interest on the capital invested. - 

The purchase of consumer durables by households should be recorded as capital formation 

instead of as final consumption expenditure. Imputed services of owner-used consumer durables 

should be recorded by the amount of its consumption of fixed capital plus an opportunity interest 

on the capital invested. These imputed services are consumed as part of the final consumption 

expenditure of households. These changes increase the relevance of the national accounts from an 

economic theoretic point of view. Furthermore, also various changes in the presentation of 

national accounts statistics are proposed, e.g. a more systematic distinction between actual and 

imputed flows and the limitation of the number of accounts.  

The national measurement process The universal model cannot be estimated directly. It should 

first be translated into an operational model for a specific country during a specific period of 

time. This involves interpretation of the universal model in view of the national economy and 

further specification of the concepts, detail and scope. For example, which units belong to the 

sector government en to what extent can price- and volume measures take account of changes in 

quality? The operational model decides to a substantial extent what is actually measured. 

Differences in national operational models are therefore a serious threat to international 

comparability. The operational model is estimated by combining very heterogeneous and 

incomplete sets of data; the latter includes national accounts estimates for previous periods and 

frames of reference for grossing up and combining data, e.g. a business register or a population 

census. The major estimation tools are accounting identities, plausibility checks and assumptions. 

The estimation process is influenced by ecological  factors like skills (e.g. skills in combining 

data and making plausible assumptions), resources (e.g. resources for compiling good price-

statistics, for maintaining a reliable business register or for compiling national accounts statistics) 

and policy (e.g. a mixed strategy of continuity or a preference for prudence and stability).  

Uses of the national accounts National accounts statistics are important for economic policy and 

analysis. Four different roles are played by national accounts statistics:  

1. Description and object of analysis;  

2. Tool for analysis and forecasting;  

3. Tool for communication and decision-making;  

4. Input for alternative accounts, budgetary rules and estimates.  



As a description and object of analysis, national accounts statistics are unique. They define and 

measure the national economy and its major components. They make the sizes and progress in 

national economies all over the world visible and put them into quantitative terms. Therefore, the 

world economy, the national economies and their major components can be monitored and 

analyzed. Not all descriptions are suited as an object of analysis. National accounts statistics are 

partly built on assumptions. Assumptions are essential in combining and completing the basic set 

of data. Plausible assumptions are even to be preferred above unreliable data. The more 

encompassing, up-to-date, detailed and reliable the basic data set, the smaller the role played by 

assumptions can be. By changing the definitions of the universal model, the role of assumptions 

can be increased or decreased. This also changes the usefulness of national accounts statistics as 

an object of analysis. For a proper analysis of national accounts statistics, sufficient information 

should be available about the operational concepts underlying the national accounts statistics, 

their reliability and the role of major specific events and institutional circumstances. Furthermore, 

users should have sufficient knowledge of the logic, merits and limitations of national accounts 

statistics in general. As a tool for analysis and forecasting, national accounts statistics are built on 

three very useful stocks of knowledge: the universal model, the operational model and the 

national compilation skills. Ignoring the national accounts as a tool for analysis and forecasting 

can result in serious conceptual and statistical pitfalls. However, as a tool for analysis and 

forecasting, the national accounts have also clear limitations. For a proper use, national accounts 

statistics should often be rearranged or be supplemented with alternative concepts, alternative 

data and equations describing economic behavior. As a tool for communication and decision-

making, national accounts statistics are unique. They serve as the universal facts and language for 

thinking and communicating about national economies and their major components. They provide 

new opportunities for decision-making by providing information about major macro-economic 

progress, by providing explicit targets for many types of policy and by providing price-indexes 

for inflating contracts and agreements in real terms. However, for a proper and optimal use, 

knowledge of the merits and limitations of national accounts statistics is essential. National 

accounts statistics serve also as an input for alternative estimates, accounts for non-national 

accounting purposes and policy targets. As an input for alternative estimates, official national 

accounts statistics serve as a very cheap, well-designed, universal semi-manufactured product. 

These alternative estimates may reflect fundamentally different perspectives on the national 

economy, e.g. well being measures. However, some of the major alternative estimates are best 

labelled as non-official national accounts statistics, e.g. by providing much longer time series. 

National accounts can also serve as a benchmark or source of inspiration for accounts for non-

national accounting purposes (e.g. for the bookkeeping systems of municipalities) and policy 

targets (e.g. in defining the budgetary ceilings for state expenditure in the Netherlands). In this 



way, the national accounts actually extends its scope as a tool for communication and decision-

making.  

The future On the brink of the twenty-first century the world is undergoing dramatic changes. 

Four trends (globalization, regionalisation, automation and more-market oriented government) 

are changing the data needs and possibilities of the national accounts. Globalization and 

regionalisation will increase the political use of national accounts figures. This reinforces 

requirements on international comparability and standardization as evidenced by the European 

experience. Globalization and more-market oriented government will pose serious difficulties for 

the quality and completeness of the statistics and administrative data sources used for compiling 

national accounts figures. A pro-active response is essential for statisticians. The possibilities for 

national accountants may be increased due to automation, putting minimum standards on the 

inputs for the national accounts statistics to increase their international comparability and 

advances in national accounts compilation techniques. More-market oriented government can 

stimulate the progress of more efficient, effective and attractive national accounts statistics that 

appeal to a wide range of data users. However, it can also result in cutting down the resources for 

national accounts statistics and its major inputs below a minimum-level. National accounts 

statistics will then be trapped: resources are not enough to meet a minimum standard of 

reliability, to make national accounts statistics more attractive and to find new users; the 

potentials of the national accounts statistics are then trapped. In order to meet these challenges 

and dangers of the future, the efficiency and the national accounts as a product should be 

improved. This can be done in various ways, e.g. by: - Developing an international long term 

strategy for improving national accounts compilation techniques; - A better balance between the 

compilation process and the outputs; - More modules for specific purposes. Some of these could 

contain internationally standardized supplementary concepts, like entrepreneurial earnings after 

tax, government expenditure and revenue or household earnings in cash. They may also contain 

modelling results, as modelling is often essential for a balanced view on the national economy. - 

An international, EU-like, a program for increasing the reliability and comparability of major 

national account varies, e.g. Domestic Product and the volume growth of Domestic Product.  

- Investigation of user practice and the lessons that can be learned from that.  

- Supplementing national accounts statistics with information about their meaning and reliability, 

e.g. about the operational concepts, the data sources, compilation methods, the size of the 

differences between successive estimates and the results of various types of sensitivity analyses.  



In order to clarify the value-added of national accounting and to fight wide-spread illiteracy in 

national accounting, marketing and education should be taken up seriously, preferably by an 

international long term strategy and by making use of all the possibilities of the internet. 

 

 

Review Questions 

1. Define the National Accounts and the Environment?  

2. Explain the Environment accounting?  

3. Explain the Natural capital accounting?  

4. Explain the Recent Changes in the Analysis and Presentation of National Accounts?  

Discussion Questions 

Discuss the Recent Issues related National Income Accounting?  
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