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| :1.1 l NATIONAL INCOME ACCOUNTING - INTRODUCTION | | |

1 i : {ti
5 National Income Accounting, pioneered by Nobel prize- )
| © winning economists Simon Kuznets and Richard Stone, is the
system of macro-economic accounts from-

O the stage of production of goods and services, to

O the stage of their final disposal.

» Like any other accounting system , the national income
accounts f(rst define concepts and then construct measures
corresponding to these concepts .

» National Accounts help us to understand how the various
transactions from the stage of production of goods and
services to the stage of their final disposal are interrelated
and give us an idea of the working of an economy.

> It helps to meet the needs of Government, private analysts,
| policy makers and decision takers. ) Simon Kuznets

> The Central Statistical Organization (CSO) in the Ministry of Statistics and |
Programmed Implementation (MoSP&!) is responsible for the compilation of
National accounts statistics.

> At the State level, State Directorates of Economics and Statistics (DESs) have
the responsibility of compiling their State Domestic Product and other

__aggregates.
1.2 | USEFULNESS AND SIG

accounts are fundamental aggregate 'statistics in
d are extremely useful, especially for the

NIFICANCE OF NATIONAL INCOME ESTIMATES|"

National income
macroeconomic analysis and ¢
emerging and transition economies.

1) It helps businesses to figrecastrausl I iti & structure of national
2) Estimates of national income cshow composition

. ; i d by the
i e information is used =y
i ion to National Income o t policies to
g ool cotntélobu;ézide various sector-specific development P
governmen

| increase growth rates. i 7
mvsir.in
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16 i ' isti o provide a quantitative basis ?Or
S lr:?gmriozzcll(tifgtlcimgls anilysis, for assessing and chc?osing
:atiiroo;cizn:olicies and for objective statements as well as evaluation of
hts’ economic policies. _ . o )
5) rg\J%\::?;gmemcome estimates throw light on income tc:h's:?obrb};tew:atc;hir?he
possible inequality in the distribution among differen l( come < sfch'es'
't facilitates the process of comparisons of structural statl i e as
ratios of investment to growth, taxes proceeds and fiscal defictt , or
ent expenditures to GDP. o
6) ?not\;i:c]lgonal X;:Porr'nparisons in respect of incomes and living standards
assist  in determining eligibility for loans, and/or other funds or
conditions under which such loans, and/ or funds are made aya(lab[e.
7) Combined with financial and monetary data., nai?(onal income data
provides a guide to make policies for growth and inflation.

a CA Foundation New Syllabus
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113)|[DIFFERENT| CONCEPTS OF I NATIONALIINCOME

v The production side of the economy transforms inputs, such as labor and
capital, into output, GDP.

v Inputs such as labor and capital are called factors of production, and

v The payments made to factors, such as wages and interest payments, are
| called factor payments.

1:3'1 | GROSS'DOMESTIC PRODUCT

( Gross domestic product (GDP) is a measure of-
1) monetary value of 5) produced

2) all final 6) within domestic territory of a country
3) economic goods and services, 7) during a given time period.
L4) gross of depreciation,

100 cars 500 Shirts 50 Houses 1000 Tickets 1650 22777
Rs 5,00,000 Rs 1,500 Rs 60,00,000 Rs 4000 2777
Rs 5,00,00,000 Rs 7,50,000 Rs 30,00,00,000 Rs 40,00,000 Rs 35,47,45(22%

Analysis of Definition of GDP (For Knowledge Purpose) | |

1) Monetary Value

» Money enables us to measure and find aggregate of different types ?f
products expressed in different units of measurement by converting them n

terms of Rupees, say tonnes of wheat may, thus, be added with millions of
apples and with value of services such as airplane journeys.

muecir. in
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2) Final Goods

» Final goods are used either-
v for consumption [Household sector]; or
v for investment. [Business Sector] '

» They are neither resold nor und
: ergo furthe . )
production. J " transformation in process of

Intermediate Goods
» Intermediate goods refer to tho i i
pmediace ¢ se goods which are used either for
| v’ for further production in the same year.
» They do not end up in final consumption, and are not capital goods either

» They have derived demand. Intermediate goods are used up in the same

year; if they remain for more than one year, the 2 f
, :
| y h they are treated as final

3) Economic Activities

» GgDP m.cludes. those goods & services, which are produced through
economic activity - exchanged in market & valued at market price
4) Depreciation
> The monetary value of an asset decreases over time due to use, wear and
tear or obsolescence. This decrease is measured as depreciation or
consumption of fixed capital (CFC). [Capital consumption- Use of dasset
during production process]
> Gross value includes depreciation.
5) Produced
> GDP is a measure of production dactivity. It covers all production activities
recognized by UN System of National Accounts (SNA), developed by United
Nations, called the ‘production boundary’.
6) Domestic Territory
> Domestic refers to ‘the geographic confines’ of a country. For example,
> if a Chinese citizen works temporarily in India, his production will
be included in GDP of India.
> MV Foods Ltd, an Indian company produces 50,000 bottles of soft
drink in USA = will not be included in GDP of India

7) Flow Measure
GDP is a ‘flow’ measure of output per time period and includes only those G/S

produced in current period J
=

\_

4 Exclusions from GDP

1) Transfer Payments/Income - Transfer income refers to any income which
a person receives without providing any goods or services in return to
the payer. Government making a payment, without goods or services
being received in return. Eg- social security benefits, unemployment

compensation etc.

2) Financial transactions - Stocks & bonds which are exchanged du_ring the
period are not included - do not directly involve current production.

However, value of services that accompany sale and purchase (e.g. fees paid
to real estate agents and lawyers) is included.
3) sale of 2"* Hand goods _

\_4) Non-reported output - illegal transactions. Eg

- narcotics and gambling J

<
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NOMINAL GDP VS'REAL GDP.

> Gross Domestic Product

1. Nominal GDP or GDPmp - (GDP at Current Prices)
Gross domestic product (GDP) is the value of all-
v final goods and services
Y produced in the country
v within a given period.
It includes the vg

Mobiles, and g,
, health, insurance. The output of each Oi
» and the values are added together ¢ gt

TR ‘,a.‘t,,;

I %&‘l-;fq it g [
Number of Cars
Produced in ¢
year

Price per cqr

Rs 9,00,000
\\
Total Value

——
k\w 10,80,00,000

CTuaL Production
€ased by 1169, ?

Total Value of ¢

- ars4 has .,
tNcreased by

as also iper

-
> Changes ih GDp due to
Performance

of the econFrﬁ?fg\iLm‘LLs atl to cor
Concept of Re

h pr rectly explain the
al Gop s important. P Cducing 9goods and services. Thus

Constant prices. |
selected ‘bgse ear’
Rabis y

it ic . /M€ constant set of prices o'
» It s calculated using the prices of

st S
CA Mohnish Vora (MVSIR)
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CY Production | lZOumics
B -
BY Price Rs 5,00,000 ViPrice Rs 5,00,000
Real GDP of
BY GDP 5,00,00,000 2012-13 6,00,00,000
(> Nominal GDP changes from year to year for two redsons.
1) The quantity of goods and services produced changes, and j

2) When market prices change.

> Real GDP is the value of GDP estimated using base year prices.
v It is an inflation adjusted measure > not affected by change in price

v It changes only when there is actual change in the quantity of
output produced.

> Hence, Real GDP is a better measure of economic well being than Nominal
GDP, as it shows the true picture of change in production of an economy. )

Real GDP at (2011-12) Prices inh Q1 2022-23 is estimated to attain a level of
2 36.85 lakh crore, as against T 32.46 lakh crore in Ql 2021-22, showing a
growth of 13.5 percent as compared to 20.1 percent in QL 2021-22

Real GDP Growth Rate and Inflation Rate

— Real GDP growth (Annual percent change) - ——G.8

— Inflalicm rale, average cormsumer prices (Annual percernt change) [S=1

10

I.A,.‘..,.l»,..!.-..l....,--..l.-.-'-..,’ e
12880 1985 1990 1995 2000 2005 2010 2015 2020 20225

(Source- IMF Data Mapper Oct 2022)

\GDP Deflator.

7]
Calculation of real GDP gives a useful .

measure of inflation > GDP deflator. It is Gpp _ Nominal GDP , 190

the ratio of hominal GDP in a given year to | Deflator Real GDP

Lreal GDP of that year

—

r GDP deflator, can be used to ‘deflate’ or ]
take inflation out of GDP. In other words, Real _ NominalGDP . 300
the GDP deflator is a price index used to GDP GDP Deflator

Lconvert nominal GDP to real GDP

J,.

CA Mohnish Vora (MVSIR)
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B es
> The deflator measur
base year and the current year.

i ' the level of prices in +
» It measures the current level of prices relative to % (N the
base year.

5 since nominal GDP & real GDP must be the same in base year, deflator ¢,,
the base year is always 100.

the change in prices that has occurred between the

l T
Inflation is a closely monitored aspect of Inflation rate in year 2 =
macroeconomic  performance and a

significant variable guiding
macroeconomic policy. Using the GDP
deflator, the inflation rate between two

consecutive yedrs can be computed using
the following procedure-

GDP deflator _ GDP deflator
in year 2 in year 1

— X 109

GDP Deflator in year 1

—

GDP Deflator in India is expected to reach 154.87 points by the end m
according to analysts’ expectations. I

In the long-term, the India GDP Deflator is

' . projected to trend around 167,
points in 2023 and 175.67 points in 2024. %

Inflation Rate in 2023 = (167.94 - 154.87) / 154.87 * 100

_Inflation Rate in 2023 as compared to 2022 will be 8.439 9.
Clllistration =l

ret It

Find out GDP Deflator? Interp

o : (In Billion Rs.) |
2014 Nom'snoa:; GDP Real GDP GDP Deflator
500
2015 100
800
650
2015 T 20 123.08
017 1300 143.75
2018 1550 950 136.84

Cal a particular year are Rs
es of the year in com alculate gpp deflator and

Parison with the base year.
CA Mohnish Vora (MvVsIrR
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Nominal GDP = Rs. 3000 crore

Real GDP = Rs. 4700 crores

cDP Deflator = _Nominal GDP_ 100
Real GDP

The price level has fallen since GDP deflator is less than 100 at 63.83.

e o

Find nominal GDP if real GDP = 450 and price index = 120

T AT oD S

Price index

Nominal GDP = Real GD
a GDP X 100

: 120
Nominal GDP = 450 x ——— =
X 100 540

e

Eillustration -4, T e e . TR &
$uppose hominal GNP of a country in 2010 is given at Rs. 600 Crores and price
index is given as base year 2010 is 100. Now let the hominal GDP increases to
Rs. 1200 Crores in 2018 and the price index rises to 110, find out real GDP?

Solution -4

SRS,

¢ i e

3 : 100
Real gDP = Nominal GDP x Brice index

Nominal gDP = 1200 X—%— = 1090.9 crores

\

As you know capital wears out, or depreciates, while it is being used to

produce output,
Net Domestic Product (NDP) = GDP (-) Depreciation.

NDP thus comes closer to measuring the net amount of goods and services

produced in the country in a given period of time.
It is the total value of production minus the value of capital used up in

producing that output.

Other considerations such as asset obsolescence and complete destruction

are also taken into account by the NDP.
NDP mMp = GDP mp — Depreciation

As you are aware, the basis of distinction between ’‘gross’ and ‘net’ s
depreciation or consumption of fixed capital.
Gross = Net + Depreciation or Net = Gross — Depreciation
L4/

¥ -~ - - - - e .
CA Mohnish Vora (MVSIR) mvsir.in
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[ » The term ‘national’ refers to normal resifients of a countr
may be within or outside the domestic territory of a countyr

Domestic Vs National

y \A/ho
. Y and i
a broader concept compared to the term ‘domestic’.

| » The term ‘domestic’ refers to
L domestic territory

production done by people WiTH|y the

NFIA is the difference between the NFIA = Net compensation of e
| adgregate amount that q country's
|

Net income fr or Ve
e : + Net income from pro
| citizens and Companies earn abroad, entrepreneurship p perty anhg
| and the aggregate amount that

foreign

29! + Net retained earni

| _ Citizens and overseds 19+
\Companies earn in that country. )
\

\ National = Domestic + Net Factor Income from Abroad E s
| GrossNationa| Produ |

ctl(GNPR)]

> Gross National Product (GNP) is ¢ meas
economic

1€ goods and services,
domestic territory of ¢ country b

year including het factor incomes from abroqq.

——

> It is the total
hationals).

abroad and

O
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25
=3 O

arned by t
Production e Y the do

Mmestic factors T
Mployed in ¢ of
i y he rest of the wor|q Net Factor
e - income from
Or income earneq by the fact abroad (NFIA)
ors of pro i
rest of the worlq employed in the donﬁesiil::ctt:;?'::f e
ory
GNP MP = 6D
GDP MP + Net Factor Ihcome from Abroadﬁ If Net e
oR et Factor Incom
from Abroad is
GDP MP = gNp MP -

Net F - Positive, then Gnp MP
actor Income from Abroaq would be greater than

_ GDP Mp.
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Produétioh i lncl.uded Production & NOT
inindian  (zgi | G0, in'UsA by Iincluded in |
by Indian GNP : Indian .‘ USA’s GNP
citizeh ‘ : citizen

‘ Nox; — ‘ ' Included in"

ihcluded ‘ g i India’s

in " India’s | E——— (GNP

. ‘ NP.
Production ‘G

in India'by.
American
citizen

Proddction.'. ,
Included 3 " ihUsAby I.ncluded
ih® = USA’s I American in USA’s

- GNP. | . citizen

1 { i
I RS
1 i s

|

1 i i

1, Earnings fr'om productlo.n ih India that accrue to Ine (i Excluded
foreign residents or foreign-owned firms

5. Profits earned in India by X Company, foreign- DReluded Excluded
owned firm

3. | Earnings of Indian corporations overseas Excluded Included

4. | Earnings of Indian residents working overseas Excluded Included

5. r;oji;cs earned by Company Y, an Indian company Excluded thélided

- ( > Net National Product at Market Prices (NNPmp) ji
Net National Product at Market Prices (NNPMP) is a measure of the market
value of all final economic goods and services, produced by normal residents
within the domestic territory of a country including Net Factor Income from
kAbroclcl during an accounting year excluding depreciation.

NNP MpP = GNP mp - Depreciation
NNP mp = NDP Mmp + Net Factor Income from Abroad

NNP mp = GDP MP + Net Factor Income from Abroad Depreciation

- Note:




Factorg of
o Productioh

(Inputg)
i Entrepreneur
Labour Capital '1 o
‘ i Factor
Rent Wages Interest Profit } COSt
| —
‘. Cost= Rs 1200
| + Profit= Rs 400 |
‘i -
l‘ Cloth I:D:\ Thread tﬂ] Buttons {":I Labour Factor Cost= Rs 1600 Shirt|
‘E + GST (IDT) = Rs 200 Ma.rhet
| Rs 900 Rs 50 Rs 50 Rs 200 | - subsidy= Rs 300 Préce=
S
- ‘ ] |Market Price = Rs 1500 1500
| Total = Rs 1200

Indirect
Taxes

Subsidy == Market Price

Independent of the vVolume of
actual production

'd

A\

L

Examples of productio

h taxes qre land
revenues, stamps and registration fees
and tax on profession

» factory license

to the
pollution tax etc

production subsi

fee, taxes to be
authorities,

Examples of
subsidies to railways,
village and small industrie

paid

S.

Production Taxes & Production Subsidies

local

dies are
subsidies to

Paidior recejved on per unit of.

pProduct

’-\ —_—
Product  Tqyec &  Product
Subsidies

> Examples Oof product taxes

are excise duties, sales tax,
Service tax an

d import export
duties.
> Examples of product
Subsidies qre food, petroleum
a
J

CA Mohnish Vora (MVSIR)
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Industry (Rs. in crore) Percentage
Gross Domestic Product change over
previous
year
Previous Year | Present Year \
Q2 Q2 Q2 \
1. agdriculture, forestry and 131,550 135,789 3.2
fishing
2. mining and quarrying 25,509 24,774 -2.9J
3. manufacturing 187,763 192,849 2.7 |
4. electricity, gas and water 22,894 25,137 9.8
supply
5. construction 91,556 95,489 4.3
6. trade, hotels, transportand 311,166 342,080 9.9
communication
7. financing, ins., real est. and 208,644 230,627 10.5
business services
g community, social and 169,390 180,511 6.6
personal services
GDP at factor cost 1,148,472 1,227,254 6.9

T

At this stage, we need to clearly understand the difference between the
concepts: ‘market price’ and ‘factor cost and Basic Price

GDP at Basic Price excludes any taxes on products the producer receives
from the purchaser and passes on to the government (Eg: GST or Sales Tax or
Services Tax) but includes any subsidies the producer receives from the
government and uses to lower the prices charged to purchasers. In simple
terms, the basic price ic the subsidized price without tax.

| t { ¢ eput | i it
[Factor. Cost vs Badsic Price vs’, Market Price

Basic price = factor cost + Production taxes - Production subsidy
Relationship between Factor Ccost and Basic Price:
Factor cost + production tax - production subsidies = Basic prices.

Relationship between Basic Price and Market Price:
Basic Price + Product tax — Product Subsidy = Market Price.
Note: Thus, market price includes both product tax as well as production tax

Lwhile excluding both product and production subsidies.
CE"—" Production = Production === Basic Price
Factor Cost Taxes Subsidy E==1
. " Product Product o= .
B C[[LJ (S— 5 = t Price
asic Price Taxes Subsidy Marke i

CA Mohnish Vora (MVSIR) mvsir.in m
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Operating surplus

erty + Income from Entrepreneurship

o
Operating Surplus = Income from Prop

OR

it
Operating Surplus = Rent + Interest + Prof

employed

' tors lawyey
' [ - loyed persons like doc yers

> Mi i e is the income of self-emp )
g glfsgr;n(s:ﬁg;keepers farmers etc. These persons worRk dbeotehn;esnglyoci;(gzs
afmd as suppliers of factor services to themselves (n tp hdent P};o o 2
part of their income relates to wage income and the rest p perty

income.

» The remunerdtion of the self-employed is treatec} as mixed (ncome. It is
defined as the income that is received, over a given reference period, by
individuals, for themselves or in respect of their family membgrs, as a result
of their current or former involvement in self-employment jobs

> It earned from the production process by the enterprises which are not
incorporated. They use their own land, labour, capital & entrepreneurship.
Thus the factor incomes (rent, wages, interest, profit) cannot be seperately
estimated as mostly they do hot make their books of accounts.

domestic limits . _
Yy the factors o

Mmeasured by GDP at factor cost, f production, is

Thus, we find that the basis o

| cost is net indirect taxes [i.e., Indirect taxes (-) Subsidies ]

f distinction between Mmarket price and factor

Gross Domestic Product at Factor Cost (GDP Fc) ]

= GDP MP - Indirect Taxes + Subsidies
Lo
OR

Compensation of employees e
+ Operating Surplus (rent + interest+ profit)
+ Mixed Income of Self- employed
+ Depreciation |
= Gross Domestic Product at Factor Cost (GDpP FC) i

CA Mohnish Vora (MVSIR) mvsir.in m
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Net Domestic Product at Factor Cost (NDPFc) or Domestic Income

Net Domestic Product at Factor Cost (NDPrc)is defined as the total fact
incomes earned by the factors of production. In other words, it is Sun: c())x;
domestic factor incomes or GDPfc net of depreciation.

As mentioned above, market price includes indirect taxes imposed by
government. We must deduct indirect taxes and add the subsidies in order
to calculate that part of domestic product which actually accrues to the
factors of production. The measure that we obtain so is called Net Domestic

Product at factor cost.

Net Domestic Product at Factor Cost (NDP FC) L

= NDP MP - Indirect Taxes + Subsidies
OR

= NDP MP - Net Indirect Taxes

Net Domestic Product at Factor Cost (NDP FC)

Factor Income earned
>— in domestic territory

+ | Operating Surplus (rent + interest+ profit) (FID)

= | Compensation of employees

+ | Mixed Income of Self- employed

Net National Product at Factor. Cost (NNPec) or Nationalllncome

National |nhcome is defined as the factor income accruing to the normal
recidents of the country during a year. It is the sum of domestic factor
ihncome and net factor income from abroad. In other words, national income
i the value of factor income generated within the country plus factor

income from abroad in an accounting year.

If NFIA is positive, then national income will be greater than domestic factor

S incomes. )
Net Factor
Factor |an7me — National Income
earned in 1:{]: Income = (NNP FC)
Domestic from
Territory Abroad
(NDPfc) (NFIA)

Per Capita Income -
< economic output per person. It

The GDP per capita is a measure of a country' : ; .
is obtained by dividing the country’s gross domestic product, adjusted by

inflation, by the total population. o
tlt serves as an indicator of the standard of living of a country. &

Real GDP
Total Population

GDP Per Capita =

CA Mohnish Vora (MVSIR)
S e e G .
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3 golde n Rules of NI

Sixess ~Ne
- De rccuatton--— 3 ST

1; fAr:ss FC + IPDT _ subsidy or MP = FC

2 = Y

estic + NFIA = Natlonal

by factors of production, Persong|

schold sector including Non-Profit

i U ic income carned
> While national income S |_n e °
Income is the income receive y

t income receipts of persons from all sources
is a measure of actual curr?n d from productive activities during a dgiven
which may or may no't be Farnca D e Elich €S cocial security b(ln(_’ﬁts,
period of time. Eg- Engh=t St ’ ylf re payments etc.
unemplOYmC;W Cfo'::tgrcigi&tc(?::'cc\)/\:ﬁc C\I/uhi‘;h they do not actually receive; eq,

: lt?t?c;:/slgr?&lftec:i SocorPorc\te. profits & contribution of employers to social

> f»icrgg':él income excludes retained earnings, indirect business taxes,
corporate income taxes and contributions towards'socml security.

> Households receive interest payments from the firms and governments;
they also make interest payments to firms and governments.

» As such, the net interest paid by households to firms and government is
also deducted from national income.

Personal income forms the basis for consumption expenditures and is
L derived from hational income as follows-

Note: Social Security benefits are payments made to qualified retirees and
disabled people, and to their spouses, children, and survivors.

We can use multiple formulas to calculate Personal Income.
Use formulas as per data given in question.

15t Formula (Basic Concept)
Personal Income

oo st

2" Formula

Personal Income
= | National Income

. =| National Income
+ | Income received but not earned

Undistribut i
Income earned but not received Hibed profits

3" Formula _| Net interest payments
Personal Income Made by households —

= | National Income _ | “orporate Tax Al

_ | Income fr‘om prop & ent. accruing to + ;ransfer Paymentg o G
govt admin dep. ggtjzs:fnlg;tfrom firms and

- | Saving of hon-dept ent.

- | Saving of private corporates 4™ Formula B

- | Corporate profit tax Personal Income

+ | National debt interest = Privéte ‘lhcome B

+ | Current transfers from govt. & ROw 5 EZf;ZtZE:iiiProfits |

20

CA Mohnish Vora (MVSIR) o m
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» An importar}t point to remember is that national Vincrome is hot tn
of personal incomes because personal income includes transfer pa e sum
(eg. pension) which are excluded from national income. Py REnts

> Further, not all national income accrues to individuals as their personal
income.

[ For Knowledge Purpose T

> Non-profit institutions serving households, abbreviated as NPISH, consist
of hon-profit institutions which are not mainly financed and controlled
by government, and which provide goods or services to households for
free or at prices that are not economically significant. Examples include
churches and religious societies, sports and other clubs, trade unions and

political parties.

> NPISH are private, non-market producers which are separate legal
entities. Their main resources, apart from those derived from occasional
sales, are derived from voluntary contributions in cash or in kRind from
households in their capacity das consumers, from payments made by
general governments, and from property income. B

g ErE

i f i

Disposable Personalllncome @D 111 1 | | |
Disposable personal income is a measure of the amount of the money in the
hands of the individuals that is available for their consumption or savings.
Disposable personal income is derived from personal income by subtracting
the direct taxes paid by individuals and other compulsory payments made to

the government.

DI = Pl - Personal Income Taxes — Non tax payments j

ﬁ .
a) Net National Disposable Income (NNDI)
The amount of good/services, domestic economy has at its disposal.
> NNDI = NNPFc + Net IDT + Net Current Transfers from rest of world

(Receipts less payments)

> NNDI = NNI + net taxes on income and wealth receivable from abroad +
net social contributions and benefits receivable from abroad.

S

b) Gross National Disposable Income (GNDI) =

> GNDI = NNDI + Depreciation . .
| O Ignore “Govt’s transfer payment” in above calculation D

Note:

CA Mohnish Vora (MVSIR) muvsir.in m
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Ca

Gin Rs. Crorey
Particulars \6000
NDP at factor cost
Net factor income to abroad =300
Consumption of fixed capital \4%
Current transfers from government \200
Net current transfers from rest of the world 500
Indirect taxes 700
Subsidies 800
J Particulars Amount
| NDP at factor cost 6,000
* | Consumption of fixed capital 400
GDP at factor cost 6,400
+ | Net factor income to abroad =300
GNP at factor cost 6,100
+ | indirect taxes 700
= | Subsidies \—\(600)
GNP at market prices L 6,200
| t | Net current transfers from rest of the wor|qg 500
;4 Gross Nationq| Disposable income

Income from

accruing to the accruing to p

domestic product
which includes

rivate sector

—

= | NDP Fc
> income from Property ang
entrepreneurship accruing to Income from property  and
government administratiye - | ENtrepreneurship accruing  to
departments and government administrative
departments

~ savings of non-departmentq| e e = e e

g avings o) - tal
enterprises. - 9 F non-departmen

e Aok oy || ehterprises )
CA Mohnish Vora (MVSIR) gl
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-
For Knowledge Purpose

The public sector is classified into two groups-Government Sector and N
Departmental Enterprises. on-

1) The Government Sector is comprised of

=  Producers of government services, viz., administrative departments
of government and

Departmental enterprises like Railways, Communication and other
departmental enterprises.

2) Non departmental enterprises consist of Financial enterprises and Non-

financial enterpr'ises. These enterprises have separate boards of directors
and present profit and loss accounts and balance sheets.

Financial Enterprises- RBI, Financial corporations LIC, GIC

= Non-Financial Enterprises- other undertakings/ enterprises of
central, state, union territory governments and local authorities

under the industry groups of agriculture, forestry and logging,
5 fishing. Eg 10CL etc

|| PRIVATE|INCOME

/' Private lncome
Private income is a

measure of +he _ | Factor income from net domestic product
income (both factor ~ | accruing to the private sector

income and transfer + | Net factor income from abroad

income) which 3 )

accrues to private + | National debt interest

sector ﬂ:on:r all Current transfers from government

sources within and

world

Qutside the country./ s Other net transfers from the rest of the

— - o — P e T

AT Lnctudest 0 G
National Income Earned Income recd. or not recd. All sectors
Earned Income recd. Household
Personal Income & sector including
Transfer Income recd. NPISH

Earned Income recd. or not recd.
&
Transfer Income recd. or not
recd.

Private lnhcome Private Sector

Income from Domestic '
Product accruing to NDP fc - Public Sector Income Private Sector

Private Sector

CA Mohnish Vora (MVSIR) mvsir.in 6.17
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lllistration = 5
NP
From the following data, calcutate N

Fc, NNPmP, GNPM

Macro Economics Shastrg

P and GDPmp i
|

ltem

Operating surplus

Mixed income of self-employed
Rent

Profit

Net indirect tax

Consumption of fixed capital

Net factor income from abroad

Compensation of employees

2000 |

ESolution’= ST

el

GDPMP = Compensation of
self-employed

employees + d e
+ operating surplus + depreciation + net indirect tayes

=1000 + 1100 + 2000 + 400 + 450 =4950
GNPMP = GDPMP + NFIA = 4950 + (-50) = 4900

L llustration'=lel

mixed

NNPMP = GNPmMp P Consumption of fixed capital = 490
NI = NNPMP — NIT =4500 - 450 == 4050 Crores

income of

(Note: operating SUrplus = rent+ profit + interest)

0 - 400 = 4500 NNPFrc or

Net national product at market price

accruing to government administrative
departments

Indirect taxes
subsidies

Saving of hon-departmentq| enterprises
Interest on National debt

Current transfers from government

Current transfers from rest of the world
Saving of private Ccorporate sector
Corporate profit tayx

Income from property and entrepreneurship

Rs. In crores
1,891
45

L7S
30
10
LS
39

CA Mohnish Vora (MVSIR)




Nat(onal Income = Net nhational product at mar}eet price — lnd(rect taxes e
Subsidies

= 1,891 — 175 + 30 = 1746¢crores
Personal lricoime = National income - Income from property and
entrepreneurship accruing to government administrative
departments — Saving of non-departmental enterprises +
National debt interest + Current transfers from
government + Current transfers from rest of the world -
Saving of private corporate sector — Corporate profit tax
= 1746 — 45 -10+ 15 + 35+ 20 — 25 - 25
= 1711 Crores

Calculate the aggregate value of deprecnat(on when the GDP at market price
of a country in a particular year was Rs. 1,100 Crores. Net Factor Income
from Abroad was Rs. 100 Crores. The value of Indirect taxes — Subsidies was
Rs. 150 Crores and National Income was Rs. 850 Crores.

Given

GDPMP = 1100 Crores, NFIA = 100 Crores, NIT =150 Crores, NNPFC = 850 Crores
~ GDPFC = GDPMP- NIT = 1100 — 150 = 950

GNPFC = GDPFC+ NFIA = 950 + 100 = 1050

NNPFC = GNPFC- Depreciation

850 = 1050- Depreciation

Depreciation = 1050 — 850 = 200 Crores.

T AT R TR S TR TN T A A T T P Tt e e s A T By G0 S PN B e B e T LT o T 2Tt

{

i AL i ..,.; B A e s A b bl |

[llistration:=87 77 FFAE L G

On basis of following information, calculate NNP at market price and
Disposable personal income

Item ‘ Rs. In crores
NDP 14900
Income from domestic product accruing to 150
government

Interest on National debt 170
Transfer payment by government 60
Net private donation from abroad 30
Net factor income from abroad 80
Indirect taxes 335
Direct taxes 100
Taxes on corporate profits 222
Undistributed profits of corporations 105

CA Mohnish Vora (MVSIR) mvsir.in m
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& e R . irect tax — subsidies \\|
SEEIEIEmn o ot factor cost + indire
ice _ FIA
NNP at market pri st = NDPPCc+ N
where NNP at factor co Z 14900 + 80 = 1;9M8£= 14980 + 335 — 262 = 15053

— refore, NN
Therefore, NNPMP =The

pl- Personal ihncome tax

' N ' earned but net
' al income (D) N ed . income
Disposabte e o received but not €
Pl = NI + (nhcome
ved = = 14763
recfli/4980+ 170+60 +30 -150 -222 105

S
763- 100 = 14663 Crore
X IONAL INCOME IN INDIA

Therefore, DI=

#UMEASUREMENT OF[NAT

CIRCULAR!FLOW/OF|INCOME — ﬁ
] : : -
() circular flow of income refers to the continuous circu
v’ production,
v income generation &

v expenditure
ihvolving different sectors of the economy.

: : ' i thcome-
> There are three different interlinked phases in a circular flow of i
TR (Firms produce goods | - e )
Proc:‘uctlon ™ and services with the Production of goods
P ase = (_help of factor services. and services
(The flow of factor ) v
Incomelor incomes in the form of Dispasition Distribution as )
DI RatT) — et wagdes, interest Cor:sﬁm( et factor income
phase and profits from firms lnvestri;ent (Rent, Wages,
E— to the households Interest, Profit) )
(_occurs f &t J
| Expendittire | [ The income receiveq by different factors of production is
5 - o - SPent on consumption and ihvestment goods
isposition Thts.expendlture le'ads to further Production of goods and
S€rvices and sustains the circular flow.

Data required
Value Added Method The sum of net val
Or Product Method
or Industrial Origin

or Net Output Method

Factor Income Method | Totgl
Or Factor Payment
or Distributed Share

What is measured

Ues added by Contribution of

all the producing enterprises production units
of the country

factor ihcomes Relative
denerated in the production

of goods and services
Sum of expenditures of three

spending units in economy, > Consumption and
govt., consumer households (nvestment

and Qroducing enterprises expenditures
CA Mohnish Voraq (MVSIR) mvsir.in m
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Flow of
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VALUE ADDED! METHODIOR PRODUCT METHOD

National income by value added method is the sum total of net value added
at factor cost across all producing units of the economy. The value
added wmethod measures the contribution of each producing enterprise in
the domestic territory of the country in an accounting year and entails
consolidation of production of each industry less intermediate purchases
from all other industries. This method of measurement shows the

unduplicated contribution by each industry to the total output. This method
involves the following steps:

/“stepl. ldentifying the producing enterprises and classifying them into}
different sectors according to the nature of their activities

All the producing enterprises are broadly classified into three main sectors
namely:

(i) Primary sector,
(ii) Secondary sector, and
(ii) Tertiary sector or service sector

These sectors are further divided into sub-sectors and each sub-sector is
further divided into commodity group or service-group.

Step 2. Estimating the gross value added (GVAMP) by each producing
enterprise (This is the same as GDPMP)

Gross value added (GVA mp) = Value of output — Intermediate consumption

= (Sales + change in stock) — Intermediate
consumption

Step 3. Estimation of National income
For each individual unit, Net value added is found out.
T (GVA MP) — Depreciation = Net value added (NVA mpP)

By adding net value-added or net products of all the sub-sectors of a
sector, we get the value- added or net product of that sector. For the
economy as a whole, we add the net products contributed by each sector to
get Net Domestic Product. We subtract net indirect taxes and add net
factor income from abroad to get national income.

Net value added (NVA mMp) — Net Indirect taxes = Net Domestic Product (NVA

L

FC)
k Net Domestic Product (NVA FC) + (NFIA) = National Income (NNP FC) )
Important Points of Value Added Method
Value of Output Value of Output Value of Output in
in PS in SS TS
Intermediate + L Intermediate + _ l_ntermediate cons.
" | cons. in PS cons. in SS in TS
=| GVA by PS =| GVA by SS =| GVA by TS
L 7
I Gross Value Added at Marhei: Price (GVA mp) or GDP mp )
] ‘7
W - Depreciation + NFIA - Net IDT

1
National Income (NNPrc)

CA Mohnish Vora (MVSIR) mvsir.in m




Macro Economics Shastr,

CA Foundation New syllabus

Output is not given separately.

If Value of
—
i ck
ut Sales + Change in Sto Where,
value of Outp —> intermediate Change in Stogy,

- mediate - ) = Cl. Stock - 0p.
e Consumption P Stog
Consumption —_—

Added Gross Value Added
Gross Value _

(Th lues of the following items are also included as per Product Mm
The valu

. i s
t production of fixed asse .
g% ?y:/pnu?:ggob\{,r;lupe of production of goods for self consumption (eg-

agriculture) _
c) imputed rent of owner occupied houses
d) Change in Stock

INCOME MeTHOD! | | ' ;
( Production is carried out by the combined effort of

N\

all factors of production. The factors are paid Comlpehsatlon of
factor incomes for the services rendered. In othgr Employees

words, whatever is produced by a producing unit . —
is distributed among the factors of production for N Operating Surplus
their services. (R, I, P)

Under Factor Income Method, also called Factor =
Payment Method or Distributed Share Method, Mixed Income of
hational income is calculated by summation of +

1 : Self-Emp

factor incomes paid out by all production units

within the domestic territory of a country as =| NDP fc

wages and salaries, rent, interest, and profit. By

definition, it includes factor payments to both +| NFIA

residents and non- residents.

Thus, NDPFc = Sum of factor incomes aid o .

by all production Units within the Zor?qestbi‘z =| NNP fe (National
\_territory of a country * Income)

~ Income earned by owners of pri \

while wages of labourers will ge mcclzd‘:eadCtors SIEPROd, are SREEHEE TGS
~ Pensions of retjre ’

d workers will be excluded.

Employees includes -

nsc ’ . ages and salary, us, D.A,

. ,c\’c;r:r;q‘:iif?,'employers contri. to PF and imputed value of pyaybi:nhind

> - thcome - rent act { i :
for productive services (actual s SApLEed), ., ateresE i loan;

r Profit = Corp. taxes + Div + R.E.

, int. Oh consumpti : rest
another qre excluded. Ption loans and inte

, income from sale of 2nd

of past savings are not
> However, commissions, brokerq

by owners of production Uhits

ges and imputeqd \,

Will be includeq. Ue of services provide

S

musir.in (G
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EXPENDITURE METHOD!

In the expenditure approach, also called Income Dis

ihcome is the aggregate final expenditure
accounting year.

_ posal Approach, hational
(h an economy during an

GDPMP = 3 Final Expenditure
In this approach to measuring GDP which considers the demand side of the
products, we add up the value of the goods and services purchased by each
type of final user mentioned below.

s

1. Final Consumption Expenditure 1
a) Private Final Consumption Expenditure (PFCE):

» To measure this, the volume of final sales of goods and services to
consumer households and nhon-profit institutions serving households

acquired for consumption (not for use in production) are multiplied by

market prices and then summation is done.

It also includes the value of primary products which are produced for own

consumption by the households, payments for domestic services which

ohe household renders to another, the net expenditure on foreign

financial assets or net foreign investment.

Land and residential buildings purchased or constructed by households

are not part of PFCE. They are included in gross capital formation.

Thus, only expenditure on final goods and services produced in the period

for which national income is to be measured and net foreigh investment

are included in the expenditure method of calculating national income.

A\

Y

a) Government Final Consumption Expenditure

Since the collective services provided by the governments such as
defense, education, healthcare etc. are not sold in the market, the only
way they can be valued in money terms is by adding up the money spent
by the government in the production of these services. This total
expenditure is treated as consumption expenditure of the government.
> Government expenditure on pensions, scholarships, unemployment

allowance etc. should be excluded because these are transfer payments.

2. Gross Domestic Capit tion .

> Gross domestic fixed capital formation (Gross Investment) is that part of
country's total expenditure which is not consumed but added to the
hation's fixed tangible assets and stocks. .

> It consists of the acquisition of fixed assets and the .accumulatcon of
stocks. The stock accumulation is in the form of changes in stocg.

» Thus, gross investment includes fipal expendi@:ure ohn machmery and
equipment and own account production of machinery/equipment, e{cpaco):
construction, exp. on changes in inventories, and exp. on the acquisi
of valuables such as, jewelry and works of art.

3. Net Exports (X-M) .
» Net exports are the difference between ex'ports and lY\"lPOI"tS of a country
L during the accounting year. It can be positive or negative.

_/

CA Mohnish Vora (MVSIR) mvsir.in m

29

-



Macro Economics Shqgt, :

ﬁ CA Foundation New syllabus

i iture = C+1+G+(X-M) E
Y Final Expenditu S

g —
m— 4 Y

I Gross Domestic Capital |
Formation (GDCF) =

@iGovernmenty public
EFinal ConsumptioniExp:

| PrivateFina

tid
Pald

2
)

Expenditure (PFCE)! o ER ) e
It includes- EX -
S on HIg ceetim Tgsermxz Spent tir): EI Gross Domestic Fixed RORES IMporg
Households & NPISH groduction of services ca'Pltal'FOcrtmitlml’sLeb EXports depic, i
. Value of primary || such as  defence, || Invt Lnldﬂx;vt :fsinessy Expendltwe "
products which produced education,  healthcare household, : y foreigner
for own cons., etc. Gavt 900ds prodycey |
_ i Domestic Country
+ Payments for domestic || Government » Changes in Inventory
services  which  one || expenditure on OR Inventory
household  renders  to pensions, scholarships, Investment
another, unemployment .
allowance etc. should be | | » Net  Acquisition  of
+ Net exp. on foreign excluded because these Valuables
financial assets or net are transfer payments.
\forelgn invt. / L / E} GDCF - Dep = NDCF ) Rj

GDPmp - Depreciation + NFIA — Net IDT = NNPrc

: —————s .
Compensation of Employees || INcOMe earned by owners of primary

factors of prod. are included. Thus, while

+ | Operating Surplus (R, I, P) wages of labourers will be included
+ | Mixed Income of Self- Pensions of retired work g
S f Self-Emp excluded. e Wl e
= |FNDP fc \
R H

1 el ]CD:.O.E. includes - wages and salary, bonus
ericglgess allowance, commission,
| . TR ? A yers’ contribution to ‘ |
:( | value of pay i ki PF and (mputiJ
! A

Non-labour income =

| { _ rent (actual & i
;' productive services % (mputed), royalty, interest on loans for

Profit = Corp. taxes + Div + R.E,

| Int. paid by govt. on public debt, int

paid by one fi tnt. on '
y firm to another are excluded. “ensumption loans and interest

Capital gains windf :

’ g all profits t ;
hand goods & financigl assets giahsfer ‘Ncomes,
included. Payments oyt

(Ncome from sale of 2"
of past savings are not

However, COmmissions, b
by owners of production

L

rokerages and i
- - lm
Untts will pe inclu;):;ed ¢
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{ ' { ! { |

IMethod considered suitable for measurement of National thcome in India &
) g + o | {

developed economies: = = | | ,

5 A T aN
> ldeally, all the three methods of national income computation should
arrive at the same figure.

> When the national income of a country is measured separately using
these methods, we get a three-dimensional view of the economy.

Y

Each method of measuring GDP is subject to medasurement errors and each
method provides a check on the accuracy of the other methods. By
calculating total output in several different ways and then trying to
resolve the differences, we will be able to arrive at

a more daccurate
measure than would be possible with one method alone.

Y

Moreover, different wadys of measuring total output give us different
insights into the structure of our economy.
Reliable statistical data is not available, thus it is not possible to estimate

India’s NI wholly by one method. Therefore, a combination of output method
and income method is used.

v Value-added method is used in - commodity producing sectors like
agriculture and manufacturing.

v In small scale sector net value added is estimated by the income
method and

v

In construction sector net value added

is estimated by the
expenditure method also.

> Method considered suitable for measurement of National
developed economies:

v Income method may be most suitable for developed economies where
data in respect of factor income is readily available.

v With the growing facility in the use of the commodity flow method
of estimating expenditures, an increasing proportion of the national
i income is being estimated by expenditure method

lncome of

CA Mohnish Vora (MVSIR) muvsir.in m
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alculate National In

(€
data-

y value Added

Meho with the help of followi,,

Macro geconomics Shastrq

I

Rs. In m
particulars !/_—/___.__——f =
Sales i
Opening stock 7
Intermediate consumption "
Closing stock i
Net factor income from abroad 3
Depreciation 150
Excise Tax 110
Subsidies &5

NVA(FC) _ GDP (MP) —Depreciation +NFIA- Net Indirect Tax
" Where GVA(MP) = Value of output- intermediate consumption

" Value of output = Sales+ change in stock
= 700+ (400-500)=600

- GQVA(MP) =600 — 350= 250
| Therefore NI = 250-150 +30-(110-50)
‘ = 70 Crores

IMlUstration =10

Calculate the Operating Surplus with the help of following data- -

Particulars Rs. In crores
Sales 4000
Compensation of employees 800
Intermediate consumption 600
Rent 400
Interest 300
Net indirect tax 500
Consumption of Fixed capital 200
Mixed income 400

CA Mohnish Vora (MVSIR)
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GVAMP = Ggross Value Output MP — Intermediate consumption
= (Sales + change in stock) — Intermediate consumption
= 4000-600 = 3400
aGDPmMP = GVAMP = 3400 Crores
NDPMP = GDPMP — consumption of fixed capital
= 3400 - 200
= 3200 Crores
NDPFc = NDPMP — NIT
= 3200 — 500 = 2700 Crores
NDPFc = Compensation of employees + Operating surplus + Mixed income
2700= 800 + Operating Surplus + 400

27010perating surplus = 1500 Crores

[lllustration-11

Calculate national income by value added method.

Particulars (Rs. in crores)
Value of output in primary sector 2000
Intermediate consumption of primary sector 200
Value of output of secondary sector 2800
Intermediate consumption of secondary sector 800
Value of output of tertiary sector 1600
Intermediate consumption of tertiary sector 600
Net factor income from abroad -30
Net indirect taxes 300
Depreciation 470

T
ke R P

GDPMp = (Value of output in primary sector - intermediate consumption of
primary sector) + (value of output in secondary sector - intermediate
consumption of secondary sector) + (value of output in tertiary sector -

intermediate consumption of tertiary sector)

Value of output in primary sector = 2000
_ Intermediate consumption of primary sector = 200
+ Value of output in secondary sector = 2800
_ Intermediate consumption in secondary sector 800
+ Value of output in tertiary sector = 1600
- Intermediate consumption of tertiary sector = 600
GDPMP = Rs.4800 -
NNPEc = GDPMP + NFIA -NIT-Deprectation
NNPrc =Nationhal income= 4800+(~30)-300-470 = Rs. 4000 Crores
mvsir.in 6.27
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R R S
- muStmtlon = y Factor cost from the following

- b

calculate Net Value Added ___,,(&5_‘_"‘_9’0\"%)
FroaaemEe e LR

purchase of ma

Sales
 Depreciation _——————

opening stock _____————
closing stock

Excise tax .
Intermediate consumption

Subsidies

terials

| - GVAMP = Sales+ change in stock - Intermediate consumption
= 450+ (30-40) -200
= 240Crores

. NVAMP = GVAMP - Depreciation

| NVAMP = 240-30 = 210 Crores

' NVAFc = NVAMP - (indirect tax - subsidies)
=210 — (45 -15) = 180Crores

Illustration - 13

—— ¢ el

;, : 42 i bl : fall
" | Calculate NI with the help of Expendlture method ahd ihncome method thh
the help of following data:

| {Ttems

(Rs. in croresﬂ
Compensation of employees 1,200
Net factor income from abroad :
Net indirect taxes .
Profit .
Private final consumption expenditure —
Net domestic capital formation —
Consumption of fixed capital i
Rent =2
Interest 400'
Mixed income of se(f—employed =
_ 700
Govt. final consumption expenditure 0
Operating surplus s
Employer’s contribution to social Security scheme g =
300 |

CA Mohnish Vora (MVSIR) m
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By Expenditure method '
GDPMP = Private final consumption expenditure + Government final

consumption expenditure + Gross domestic capital formation (Net domestic

capital formation+ depreciation) + Net export
= 2000 + 1100 + (770+ 130) + 30= 4030Crores

NNPFc or NI = GDPMP- depreciation + NFIA — NIT
4030 — 130 + 20 — 120= 3800 Crores

By Income method
NNPFc or NI = compensation of employees+ operating surplus+ Mixed income

of self- employed + NFIA
= 1200+ 1820+ 700+ 20= 3740Crores

fMl{Ustration - 14
From the following data calculate (a) Gross Domestic Product at Factor Cost,
and (b) Gross Domestic Product at Market price

Items (Rs. in crores)
Gross national product at factor cost 61,500
Net exports (-) 50
Compensation of employees 3000
Rent 800
Interest 900
Profit 1,300
Net indirect taxes 300
Net domestic capital formation 800
Gross domestic capital formation 900
Factor income to abroad 80

R

Ao

I G A e L RS e ek
RIS en

NDP at factor cost + Depreciation
compensation of employees+ Rent+ Interest + Profit

+ Mixed income+ (Gross domestic capital formation
- Net domestic capital formation)

3,000 + Rs. 800 + Rs. 900 + Rs. 1,300 + (Rs. 900 - Rs. 800)
6100 Crores

(a) GDP at factor cost

= Rs.
= Rs.

(b) Gross Domestic Product at Market Price
= GDP at factor cost + Net Indirect taxes =Rs. 6100 + Rs. 300

= 6400 Crores

Note:

CA Mohnish Vora (MVSIR)
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Items . |
Private final consumption expenditure

\1%
Net import . \20'
Public final consumption expenditure

0§

Gross domestic fixed capital formation 350

 Depreciation 30

l Subsidy \100

_Income paid to abroad 20

| Change in stock \30
- _Net acquisition of valuables

- e ——— SRR ST IR JeS gt Te e e s e SRR oy T ‘ s ::'.L‘%“&;:‘:"J? 3 1‘.“4\‘ "‘_4“ ‘ ‘:
 Soluticn =51 5 R R ey e — SRl S T b L
Calculation of national income by expenditure method: -y
GDPMP = Government final consumption expenditure (Public final con

expenditure) + Private final consumption expenditure + Gross domes
formation (Gross domestic

acquisition of valuables) + Net export (No
export is -20)
=5+10 + [350 + 30 +10 J+(- 20) = 5+10+390-20 = 385 Crores
- NNPFrc = gDPmp — Depreciation + Net factor income from abroad (Income from
abroad - Income paid to abroad) -

Net Indirect tax (Indirect tax - subsidies)
=385 -30+ ([0 - 20] - [O—lOO] =385 - 30 - 20 + 100 = 435 Crores,.

SUmbptiop

tic capitq
fixed capital formation + change stock Net

te: As net import (s20, hence, net

provide an integrated da
transactions taking place in the regional
making at the regional leyvel.
union territories of India co
level estimates.

¢ (s a measure in
vices produced in state within
Ounted without duplication.

estima
State Directorates

tes are prepared by State Income Units of respective
Statistical Organisati

& Statistics (DESs). The central

‘,
=
ot
>
®

o
=
®

o
N
Rl

Q

.

0

5

O
o}
%)
ot

Q

ot

®

v

The estimates for these ¢

lvities are compiled for the
eéconomy as a whole and he states op, the basis of relevant
indicators.

'__,)
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i ' Indicators to allocate income of Supra-Regional Secto
! Lt ) Purpose):. ',

\

rs (For Knowledge

|
(" Railways
The factor income namely, compensation of employees,
(including depreciation) at the national level are distri
zonal railways, in proportion to:

» Total cost of staff excluding the cost of staff engaged in railway

workshops (manufacturing) and artisans (construction),
» Capital at charge, and
> Net earnings, respectively.

interest and profit
buted among the

Banking & lnsurance

The State-wise allocation of operating surplus of these activities is done
on the basis of data obtained from concerned agencies on relevant
indicators, viz. Loans and advances (Commercial Banks and Industrial
Finance Corporation of India), net premium income and sum assured (LIC),
deposits (Banking Department of RBI), financial disbursements (UTI),
\investments and profits (Cooperative Credit Societies). Y

| 6. GDP/AND WELFARE

Can the GDP of a country be taken as an index of welfare of people in that

country?

> There are many reasons to dispute the validity of GDP as a perfect
measure of wellbeing. In fact, GDP measures our ability to obtain many
requirements to make our life better; yet leave out many important aspects
which ensure good quality of life for all. |

GDP measures exclude the following which are critical for the overall
wellbeing of citizens.

a) lncome distributions and, therefore, GDP per capita is a completely
inadequate measure of welfare. Countries may have significantly different
income distributions and, consequently, different levels of overall well-
being for the same level of per capita income.

b) Quality improvements in systems and processes due to technological as
well as managderial innovations which reflect true growth in output from
year to year.

¢) Productions hidden from government authorities, either because those
engaged in it are evading taxes or because it is illegal (drugs, gambling
etc.).

d) Nonmarket production (with a few exceptions) and Nor:—ecc_)r}omic
contributors to well-being for example: health of a country’s citizens,
education levels, political participation, or other social and political

factors that may significantly affect well-being levels.

e) The disutility of loss of leisure time. We khow that, other things remaining
the same, a country’s GDP rises if the total hours of work increase.

CA Mohnish Vora (MVSIR)

37




S
ﬁ A Foundation New Syllabu
()

- Note:

CA Mohnish Vora (MVSIR) |

z(There are ihnumerable limitations and challen
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for m ¥ i ¥ ”. con estion etc \/Uh |
i 'badS' (0] G)C .

i econ 1] e

ic welfare such as, leisyp,
i hat contribute . nity feeling etc.,
Manyfzh;‘:\gsss tgender equality, security of community
time, fai ,

iti ' rhnal effects that
Both positive and negative externalities which are exte a
O .
not form part of market transactions

: es us better off an
T e produ;tzronn b;:oarfﬁnygaﬁorse off, for e.g. defehc:,_1
produc;tion th;l:jcc:]n;ys Pc;r‘:v;gﬁsceu;rotection. Increased expenditure on police
theentc; ?nziiease in crimes may increase GDP but thlesiioer)‘cpéhi‘:zdzh!
prevent us from becoming worse off. However, no t:ef eiates s anothm
hational income of the negative impacts of hcgher cnn;ere air; i 22
example, automobile accidents result in production o p :

medical services, insurance, and legal services all of which are production
ihcluded in GDP just as any other production.

7. LIMITATIONS

- j |
AN%D: cHAlllENGES oF NATIONAL INCOME COMPUTATION
by

ges in the computation of

hational income. The task is more complex in underdeveloped and

developing countries.

There are many conceptual difficulties related to measurement which are
difficult to resolve, such as:

(a) lack of an agreed definition of hational income,

(b) accurate distinction between final goods and intermediate goodes,
(c) issue of transfer payments,

(d) services of durable goods,

(e) difficulty of incorporating distribution of income,
() valuation of a hew good at constant prices, and
(9) valuation of government services

Other challenges related to medsurement of Nationg| lncome are-
(a) Inadequacy of data and lack of reliabili

) ty of available data,
(b) presence of non-monetised sector,
(c) production for self-consumption,

(d) absence of recording of incomes due to illiter

acy and ignorance,
L(e) lack of proper occupational classification, and
L®

daccurate estimation of consumption of fixed capital

mvsir.in

38




CA Foundation
June 24 & Dec 24

Macro Economics

Chapter 6
Determination of

National lnhcome

Unit 2
The Keynesian Theory of Determination
of National Income

Macro Economics Shastra
by MVSIR



NIT-2: THE KEE‘Y!NFSIAN TgHE

INCOME

CHAPTER OVERVIEW.

Determination of National Income

l
The Keynesian Theory of
Determination of National

ORY/OF DETERMINATION OF NATIONAL

Income
| )
| | | — |
The Two-Sector The Determination Determinatio,
Model for Ihvestment of Equilibrium of Equilibriup,
National Multiplier Income: Three Income: Fouy
Income Sector Model Sector Mode|
Determination
e~
R

» Keynesians believe that prices dand wages are not so flexible; they are
sticky (rigid), especially downward. This prevents economy from returning

» In this unit variables are define

» EXx-ante values are used,
output or GDP is.

» The Great Depression of the 1930’
western world had experienced.

» Before Keynes, classical eco
and is always capable of au
level’ of real GDP

» However, Keynes in his “General Theory of Employment Interest and
Money (1936)” argued that markets would not automatically lead to full-

> In previous unit, ‘ex post’ (realized) values were used
Eg- aggregate consumption (C) denotes what people have actually consumed
d in ‘ex-ante’ (anticipated) terms or in
terms of what is intended or planned. In theoretical model of economy
which (discussed in this uhit), ‘ex ante’
primary concern.
Eg- here ‘consumption’ - what people in an economy plan to consume

if we want to predict what equilibrium value of

to natural level of real GDP.

» So, output will remain at less than

insufficient spending.

Keynes also introduced many of the
macroeconomics:

1. The relation of consumption to income
2. Liquidity Preference ( the term Keynes gave to the demand for money), |

The importance of expectations in affecting

investment.

values of these variables are our

S, wads the greatest economic crisis the

nomist_:s said that economy is self-regulating
tomatically achieving equilibrium at ‘natural

full employment level unless there is

building blocks of modern

,» and the multiplier, |

consumption and | {

CA Mohnish Vora (MVSIR)
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The Keynesian theory of income determination is 7
i. The two-sector model consisting of the h
sectors,

ii. The three-sector model consisting of household, busi
, ness an
sectors, and d government

iii. The four-sector model consisting of household, business government

foreigh sectors ’ A
Before we attempt to explain the determination of income in each of the
above models, it is pertinent that we understand the concept of circular
| flow in an economy which explains the functioning of an economy.

presented in three models.
ousehold and the business

2. CIRCULARFLOW/IN/AISTMPLETWO-SECTOR/MODEL)|

In an economy, money flows from producers to workers as wages and ﬂows\

back to producers as payment for products. In short, an economy is an
endless circular flow of money.

» The basic purpose of the circular flow model is to understand how
money moves within an economy. The circular flow of income is a

process where the national income and expenditure of an economy flow
in a circular manner continuously through time.

Two sector economy model assumes only two sectors in economy viz.,
households and firms, with only consumption and investment outlays.

» Households are assumed to-
Q own all factors of production and
Q they sell their factor services to earn factor incomes

Q Income is entirely spent to consume all final G/S produced by
business firms.

Business firms dre assumed to-
O hire factors of production from the households;
O they produce and sell goods and services to the households and
O They do not save. There are no corporations, corporate savings or
retained edrnings.

L)‘— Since there is no govt, Y = Yd. 3

p A

Q Circular broken lines - factor and product

flows- ‘real flows’
QO Continuous line with arrows show money

flows

Wapes Rent, Inferest Profit
Factor I’(ayylments

_.Taclorinputs..

. . /' '\'
These flows are in opposite directions and the Hw:ho]d;
value of real flows equal the money flows .
because the factor payments are equal to \
household incomes.

- ‘
~.<, Goodsand Prd
Services(())

> No injections into or leakages frqm system.
Since whole of household income is spent on
G/S produced by firms.

—

Consumptlon
expenditure

(€)

CA Mohnish Vom (MVSIR)
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ome = Household Expenditure

SSEGH Raj WSS = ‘,;foo;aslelggéiilpntcs of Firms = Value of OutPut\]
: i h the equilibrium aggregate income
> Before we go into tri(?l:ii:sstl;); 1?0 undercsltahc_i the meaning of the ¢
flhah_g-es. in ’lt, we ;J as a state in which there is no tendency to chq
eqm“:'.-mmof(d,.ig:) output is at equilibrium level when the quan
2u€gzlt lpornoduced is equal to the quantity dembanc!ﬁd.e libFiin

> Logically, an economy cah be said to e | (q e
production plans of the firms and the expenditure plans o u
> m;\flc:g understood the working of the two-sector mo[del an
of equilibrium output, we _sha!l how have the forma presle

theory of income determination in a _two-sector mgde
simplest representation of the key principles of Keynesian e
> Before we discuss the Keynesian theory of

”1‘!!
e
E

Ghg

er

hse}Orf

en the
seholgs

d the Meanin
htation of tp,
which is tp,
conomics

ihcome determination, |e

t
us look at the basic conhcepts, definitions and functions used in his theory
___of income determination. 3

3.1 Aggregate Demand Function
Adgregate demand (AD
a simple two- sector economy, the ex ante

goods or aggregate expenditure consists of o

. EX ante aggregate demand for consumer
ti. Ex ante

) is what economists call total planned expenditure. In

aggregate demand (AD) for fing|
hly two components:

goods (C), and
aggregate demand for investment goods (1)

AD =C + |

ption expenditure accounts for the highest
In a simple €economy, the variable | is assumed to be

Y and constant in the short run. Therefore, the short-
fuhction can be written as:

AD =C +T

Of the two components, consum
pProportion of the GDP.
determined exogenousl
Funh aggregate demand

WhereT = constant investment.

From the equation (2.2) » N the short run, AD depends

: ' . ption expenditure. we shqll Now go over to
(_the discussion on consumption function.

)
( 3.2 The Consumption Function
Consumption function expresses

: . the functionql relationship between
aggregate consumption expenditure ang adgregate disposable
expressed as:

income,

or draw from their past savings to purc
If the disposable income increases, consumers will

expenditures and current consumption expenditures
than the increase in income. (b)
The specific form of consumption—income relationship termed the
consumption function, proposed by Keynes is as follows:

C=d By . MPC =AC/AY=b

‘ : _J
CA Mohnish Vora (MVSIR) | mvsir.in m
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[ The consumption function shows the level of ) The Keynesin

consumption (C) corresponding to each level of Consumption Function
disposable income (Y) and is expressed through a C
linear consumption function, as shown by the C=1Y)
line marked C = f(Y) in figure 1.2.2.

The Keynesian assumption is that consumption
increases with an increase in disposable
income, but that the increase in consumption
will be less than the increase in disposable | © [T-----=--=-ccuee..
income (b <1). i.e. 0 < b < 1. This fuhdamental 1

relationship between income and consumption J”
plays a crucial role in the Keynesian theory of Ticoms ,
income determination. ] : :

Consumption

.

3.3 Relationship Between Income and Consumption

Just as marginal propensity to consume, the average propensity to consume
is a ratio of consumption defining income-consumption relationship. The ratio
of total consumption to total income is known as the average propensity to
consume (APC).

APC = _Total consumption = C_
Total Income 4

The table below shows the relationship between income and consumption

Relationship betweeh Ilncome and Consumption

i Savin
Income (Y) Consumption (C) g APC (C/Y) MPC (hC 10
(Rs. Crores) (Rs. Crores) (Rs. Crores)
0] 50 -50 o _
100 1225 -25 125/100 = 1.25| 75/100 = 0.75
200 200 0 200/200 = 1.00| 75/100 = 0.75
300 275 25 275/300 = 0.92| 75/100 = 0.75
400 350 50 350/400=0.88 75/100 = 0.75
500 425 75 425/500=0.85 75/100 = 0.75
value

[ Note: The conventional Keynesian MPC is assumed to have a constant

less than 1.00 and usually greater than 0.50:
It is obvious that the proportion

APC is calculated at various income levels. / ' n
of income spent on consumption decreases as (ncome mcreqsei. ,;/\{:qs
that is not spent on consumption: it

happens to the rest of the income
hot spent, it must be saved. becau
are no other uses to which it can be put. Thus,

cse income is either spent or sqved; there
just as consumption, saving

'| is a function of dispo

sable income: S=f(Y).

mvsir.in
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ationship Between Income, Consumption and Saving

| 3.5 The Rel
Saving is a .
the functional relations '
two sector model) and saving.

. income. The saving function Sho,
- osable income. 1 : ; NS

a function of disp ) X » (= disposable incomm.
lso a f hip between national income (= disposable incom, f

s =f(Y)

This can be illustrated with the following table and diagram.

T~
Relatiohshiplbetweenlincome;lConstimptioniandisaving]|
| Disposable Income (Yd) Consumption (C) SAngle
{ (Rs. Crores) (Rs. Crores) _(Rs. Crores)
’ 0 20 =20
l 60 70 £:10,
i 120 120 CE——
| 180 170 10
| 240 220 20
-“\
\Thelcohsumptionldnd SdvinglFUhction
In figure 1.2.3, the
Consumption and saving
functions are graphed. The Y=C+8
saving function shows the ¥y
level of saving (S) at each level
of disposable income ). we
Rnow that consumption at o
zero level of income is positive | .9 C
(equal to a), and as such there g
should be dissaving also of the . . ac C=a+by
sdme magnitude. By definition, g Dlssav‘m aY I
hational income v = ¢ + S, o
Therefore, S=v — c. O !
The slope of the saving | , :
function s the marginal 45° :
propensity to save. If a one- 0 . —aX
Unit increase in disposable Y1 Y2 Disposable income
(hcome leads to an increase of t : :
‘b’ units in Consumption, the i . :
remainder (1 - b) is the k= f i Saving >
increase  in  saving. The & : ;
marginal propensity to save is | % : '
the increase in saving per unit 0 ] P Ag
increase in disposable income. g X
(MPS)‘,J s=1-¢ 2 i)/m‘\'v—% Disposable income
Saving is an increasing . ;
function of the level of income. S Dlssavmg
Ih other words, saving $
increases as income rises. J

CA Mohnish Vora (MVSIR)
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AS e T
Ay = i-b (2.7)
Marginal Propensity to Consume (MPC) i

s al ;
than zero, i.e., 0 : ways (ess than unity, but greater
< b <1 Also, MPC + MPS = 1; we have MPS
. . ’ . ’ =0<b<1T i i
increasing function qf the' (gve( of income because the mahr;?;msla;;ggels )
to save (MPS) = 1- b is positive, i.e. saving increases as income increastfesmlty

MPS =

FAverage Propensity to Save (APS) B
The ratio of total saving to total income is called i

. /iny average propensity to sav
(APS). Alternatively, it is that part of total income which is sapved. y ;

Total Saving _ S (2.8)
Total Income k4 .

APS

3.8 Aggregate Supply:
Ex ante or planned aggregate supply is the total supply of goods and

sgrvices yuhich firms in a national economy plan on selling during a specific
time period. It is equal to the national income of the economy, which is
either consumed or saved.

AS=Y=C+S J

What will be the value of average propensity to save when -
i. C=200atyY =1,000
ii. S=450atV¥Y =1,200

800

(DAPS = = ;S =Y - C=1,000- 200 = §00. Therefore, APS = = =—>22— = 0.8
Y Y ~ 1000

(i) When S = 450 and Y =1,200; APS= _\5/_ = 450/1200= = 0.375

KEYNES MODEL OF NATIONAL INCOME DETERMINATION

FOUR
Sector Model

THREE

TWO
Sector Model

Household
Sector

sector Model

@ Household 1 Household =
Sector i i Sectorn

L_ Government
Sector

| Foreign |
Sector

sir.in
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RMINATION

Adgredate Supply
d
Aggregate Deman

Total supply of goods and services )
which firms plan on selling during
a specific time period

Total spending in the

economy :
Equilibrium is achieved when,
AD = AS
or
C+l = C+ S
or
| = S

In this section, we shall describe the two-sector model of deter
equilibrium levels of output and income in its formal form using the
aggregate demand function and the aggregate supply function. The
equilibrium level of income and output in the Keynesian framework is that
level at which aggregate demand (C+ 1) and aggregate supply (C + S) or|
output are equal. In other words, Investment is equal to Savings.

mination of

C+l=cC+5s

CA Mohnish Vora (MVSIR) mvsir.in m ‘
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Determination of Equilibritim income: Two Sector Model
r Aggregate demand curve is linear and )
positively sloped indicating that as the (&)
level of national income rises, the Y

aggregate demand (or aggregate

spending) in the economy also rises. C+ISC+§ o

» The consumption line is flatter than the b
45-degree line because, as income
rises, consumption also increases, but
by less than the increase in income.

C+I=c%/ C+I
E ’ C
C+I>C+i /
» Autonomous expenditure component (I) —
does not depend directly on income, %
) 45°

Aggregate Demand

L
o
the (C+l) schedule lies above the

consumption function by a constant 0 M1 Yo |Y2
amount. 4 (B)

<%

» The 45-degree line illustrates every
single  point at  which planned
aggregate expenditure, measured on Y-
axis, is edqual to planned aggregate

production, which is measured on X
axis.

i3 1

Y1 Yo Y2 X

Saving/ Investment

(=) —
r

» In other words, all points

QO on the 45° line indicate AD = AS.

Thus, it shows possible equilibrium income
levels.

O below 45° line, AD < AS > [Point B] Yy
O above 45° line, AD > AS = [Point A]

(> If an economy is operating on 45-degree line, then market is in )

equilibrium. ldeally, we would like equilibrium to occur at potential GDP
i.,e., at the level of full employment. Only at point E and at the
corresponding equilibrium levels of income and output YO does aggregate
demand exactly equals output. At that level, planned spending precisely
matches production.

Income, OQutput

J

> As per Keynes, aggregate dem will not always be equal to aggregate supply.
Q Agg. demand depends on the households’ plan to consume and to save
O Agg. supply depends on the producers’ plan to produce G/s. '
0 To achieve equilibrium, the households’ plan must coupcude with
producers’ plan. At equilibrium, expected value equals realized value.

> However, as per Keynes there is no reason to believe t{hat: . ,
QO consumers’ consumption plan always coincides with producers

roduction plan, and '
Q ghat product:’ers' plan to invest matches always with households plan

to save.

» Putting it differently, there ic ho reason for C + | and C + S to be always

L equal ' — - =

CA Mohnish Vora (MVSIR) mvsir.in m
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(The investment function (1) s shown in panel p of the |

planned investment equals savings Above the gqunhbnum of ihcum(; WA
saving (the distance between the 45 degr'ee line and the CONsyy
schedule) exceeds planned investment, while below equilibrium
income YO , planned investm > '

fig(Jr‘3: (3(_{lJi|||.)r||4y,
)

nvestment can be

seen dir(zcuy fro
. Sihce income s m

either spent oy saved, y -

Ci&
foreign trade, aggregate  deman (:q[;;fr'
consumption plus investment Y=C+l, Putting the two together, we have Cie
= C+l, or S=|. ’
If the leakages qare greater than the injections, then national income v fal|
while if injections are greater than leakages hational income will rise The
hational income will be in equilibrium only when intended saving is
intended investment. If t

€qual ¢,

. y deviation from equilibrium, e Planney
sa_vmg. S hot equal to planne (hvestment, the Process of readjustmem
back to equilibrium, |

~-EqUilibrium y; Unempl, or Inflatio
W' Ployment or Inflation

Point to remember

"*
Q
-
Q
ped
Q
o
)

S the 45
= ] of potentiq| GDP, then there (s full employment
gﬂz“t'ﬁ;(rih?; ere is no recessiop and unemployment i< at the natural rgt,
GDP | l NO guarantee that the equilibrium wil] Occur at the pPotentiq|

level of output. The economy can settle at any equilibrium which Mmight
e higher or lower than the fuly employment equilibrium,

€)) Deflationary gq
the aggre
eMmployment

employment [eve| of output,
€conomy to be gt full

represents ¢ situation of
demand. The resulting deflationa

up of inventories of unsold goods
will respond by cutting produc
employment leading to decrease

equilibrium is reached at E.
S

For the

employment
equilibrium, aggregate demand should be

Q*F. If the aggregate demand js Q*aG, it

deficient
ry gap is

FG. Firms will experience unplanned build-

and they
tion and
in output

and income until the under-employment

CA Mohnish Vora (MVSIR)
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Aggregute
Demand

Ontraction Or recession.
. |Deficient Demand - Deflationary Gap
p e
[ In  above figure, oq*

(s the fyul

e
.
P
»>®
pr3

i

e’
Ptad
-
i

. !
stonhary gap’ or

i del of the Macro economy
when the equilibrium level of aggregate Production achieved in the short-run
falls short of what could be Produced at fy em
Occurs when the eco i

. Recessionary gap

(‘:: T I ) M (2 ()a;hJL [ngome
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ii) Inflationary Gap %i83)
If the aggregate demand is for an
amount of output greater than the full
employment level of output, then we ‘D‘f’gz‘ : i
say there is excess demand. '

\ '.

Macro Economics Shastrq

| Excess Demadnd= Inflationary Gap

7 . (C+1)
Excess demand gives rise to

‘inflationary gap’ which is the amount
by which actual aggregate demand
exceeds the level of aggregate demand
required to  establish the  full
employment equilibrium. It occurs
during expansion and sets in motion
forces that will cause demand pull .
\inﬂation. : %

J

>
-

Outpuy, lecorse

(In figure 1.2.6, the economy will be at full employment equilibrium at F with )
oQ* full'emp(oyment level of output and income. Suppose the aggregate
demand is for Q*q, there is excess demand and the resulting inflationary gap
Fa. 'The real output will be constant, but the rise in the price level will cause
an incredse in the nominal output until the new equilibrium is reached at
point E. Point E is an equilibrium point because the aggregate demand ME is
equal to output OM. At the new equilibrium, real output, real income and
employment will be the same; hominal output and income has increased due
to inflation.

In the Keynesian model, neither wages nor interest rates will decline in the
face of abnormally high unemployment and excess capacity. Therefore,
output will remain at less than the full employment rate as long as there is
insufficient spending in the economy. Keynes argued that this was precisely
| what was happening during the Great Depression. J

Illustration - 2 Sl Ll FEn iEeE
Calculate marginal propensity to consume and marginal propensity to save
from the following data about an economy which is in equilibrium:

National income =-2500, Autonomous consumption expenditure = 300,

Investment expenditure = 100

Y=C+ |

By putting the value we get, 2500 = C + 100
C = 2500 -100 = 2400

C=C+bY

2400 = 300 + 2500 b

2400-300= 2500b

b =0.84; MPS= 1- MPC = 1- 0.84 = 0.16

Notes

mvsir.in
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. uilibrium. Calculate national income from the fO“OWing\
ltonomou lsclgni%m’;tion = 100; Marginal propensity to sqye= 0.2.
Autonomous ' 2 |
Investment expenditure= 200

‘ K RIRE T

— C + 1
l\/\//—hg}’; //\\//tgc -'E'Yg.'-MPS Y =100 + 0.8Y + 200= 300 + 0.8Y

C
Y- 0.8Y = 300

Y= 1500

o)

Ilustration - 4

Suppose the consum
investment I= 10+ 0.2

Y. What will be the equilibrium level of National Income?
Solution=247 S S A e ) e SR o

ption of an economy is given by C = 20+ 0.6 v and

tn (N

0+ 0.2Y
Y =30+ 0.8 Y |
Y- 0.8Y =30
Y= 150

.~ Suppose the consumption function c=
. equilibrium level of Income, consumpti

|

7+ 0.5Y, Investment s Rs. 100, Find out
on and saving?

- Equilibrium condicién—
- Y= C +l, Given C= 7+0.5Y and |= 100
' Therefore Y= 7+0.5Y+ 100
Y- 0.5vY= 107
107
Y= —/—— =214
0.5
Y= C+l
214= C+100
\§=114
S=Y- C =100

Illustration - 6

If the consumption function is C= 250 + 0.80 Y and | = 300. Find out
equilibrium level of Y, C and S?

mvsir.in
CA Mohnish Vora (MVSIR) m
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1
Y= b (a+DorY=cCc+1

Macro Economics Shastra

1
Y= 1-80 (250+300) = 2750

b

C=a-+

(a+T) or c= 250 + 0.80 Y

C = 250+0.8(2750) C = 2450

S=Y-C where C =g+ bY S = v- (a + by)
S=-da-+ (l— b) Y
|l =-250+ (1 - 0.80)2750= 300
Or directly,
I sS=Y-C
' S=2750 - 2450= 300.

illustration = 7

If saving function S =
Find out the equilibrium
increases permanentl
and consumption?

=10 + 0.2Y and autonomous investment | = 50 Crores.

level of income, consumption and if investment
y by Rs. 5 Crores, what will be the new level of income

S=1

-10 + 0.2Y = 50

0.2Y = 50+ 10

Y = 300 Crores C=VY-S

Where S= -10 + 0.2 (300) = 50
C= 300-50 = 250 Crores
With the increase in investment by Rs. 5 Crores, the new investment will
become equal to Rs. 55 Crores.
S =1 :
- -10 + 0.2Y = 55
Y= 325 Crores
. C= 270 Crores

‘lllustratio‘n =

Given the empirical consumption function C= 100+0.75Y and | = 1000,
- Calculate equilibrium level of national income. What would be the
consumption expenditure at equilibrium level national income?

mvsir.in
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c= 100+0.75Y and | = 1000,

y=C+l in equilibrium |

Y= 100+0.75 Y + 1000 =>Y = —_]-_—-6—7‘5-_

| (1100) = 1/0.25 (1100) = 4400
1-0.75

(100+1000)

Y=

Y=C + |; C= 4400 — 1000 = 3400

5UTHEIINVESTMENT MULTIPLIER

(7 this section we develop an answer to the following question: gm
much does a one unit increase in autonomous spending raise .the eq.u_lltb'num
level of income? There appears to be a simple answer. Since, tn equtllbrluml
income equals aggregate demand , it would seem that a unit increase in
autonomous demand or spending should raise equilibrium income by one
unit . That is not correct. In Fact the effect of an incredse in Investment
(upward shift in the investment schedule) causes an upward shift in the
aggregate demand function. It is due to a process of multiple increases in
equilibrium income due to increase in investment and how much increase
| occurs depends upon the marginal propensity to consume. The process of
| increase in national income due to increase in investment depicts the
1L investment multiplier impact illustrated below.

Effect|of.Changesiinl/Alitonomousiinvestment

Wiy ) . . A
| In the figure, an increase in autonomous
investment by Al shifts the aggregate
demand schedule from C+l to C+I+Al. (&) Y="045' . GileAl

oo o

Correspondingly, the equilibrium shifts
from E to E1 and the equilibrium income

|

| increases more than proportionately from
i Yo to Y1.
|

C+1

Why and how does this happen? Due to the
| operation of the investment multiplier.

Ageregate Demand
—
>

Multiplier refers to the phenomenon 150
whereby a change in an injection of 0 >

expenditure will lead to a proportionately o & (B) Y'D i i
larger change (or multiple changes) in the g | E/
equilibrium level of national income. 8 fat s Vv 3 I+ Al
The investment multiplier explains how E /~_ L |
many times the equilibrium aggregate %0 ’ =,
income increases as a result of an increase | § / o

in autonomous investment. @

When the level of investment increases by

Crer Incorne, Output
an amount, say Al, the equilibrium level of -
income will increase by some multiple AV 1 1|
amounts, A Y. The ratio of AY to Al is K= —— or or =
ualled the investment multiplier > k. P al 1-MPpPC me= il
| CA Mohnish Vora (MVSIR) mvsir.in m
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The size of the multiplier effect is given by A Y = k Al. A
For example, if a change in investment of Rs. 2000 million causes a change in
national income of Rs. 6000 million, then the multiplier is 6000/200(9)J =3
Thus multiplier indicates the change in equilibrium national income for ea—cﬁ
rupee change in the desired autonomous investment. Since the increase in
national income (AY) is the result of increase in investment (Al), the
multiplier is called ‘investment multiplier.’ ’
The process behind the multiplier can be compared to the ‘ripple effect’ of
water. Let us dassume that the initial disturbance comes from a change in
autonomous investment ( Al) of 500 units. The economy being in equilibrium,
an upward shift in aggregate demand leads to an increase in national
income which in a two sector economy will be, by definition, distributed as
factor incomes. There will be an equal increase in disposable income. Firms
experience increased demand and as a response, their output increadses. The
Process _further continues ds an autonomous rise in investment leads to
induced increases in consumer demand as income increases.

.

(7 N B 5 eg e . .
We find .at. the end that the increase in equilibrium income per rupee
increase in investment is:

Ay _ 1 1
Al 1-MPC -~ MPS (2.12)

J
\

From the above, we find that the marginal propensity to consume (MPC) is
the determinant of the value of the multiplier and that there exists a direct
relationship between MPC and the value of multiplier. Higher the MPC more
will be the value of the multiplier, and vice-versa. On the contrary, higher
the MPS, lower will be the value of multiplier and vice-versa. The maximum
value of multiplier is infinity when the value of MPC is 1 i.e. the economy
decides to consume the whole of its additional income. We conclude that

the value of the multiplier is the reciprocal of MPS.
For example, if the value of MPC is 0.75, then the value of the multiplier as

per (2.11) is:

____1__-— = —1—- =4
1-MPC 0.25

The multiplier concept is central to Keynes's theory because it explains how
shifts in investment caused by changes in business expectations set off a
process that causes not only investment but also consumption to vary. The
multiplier shows how shocks to one sector are transmitted throughout the

\_economy. =

ue to increase in initial investment, does not go on
endlessly. The process slows down & ultimately comes to a halt. Causes

responsible for the decline in income are called leakages. ‘

Income that is not spent on currently produced goods/services are regarded
as having leaked out of income <tream. The more powerful these leakages
are, the smaller will be the value of multiplier.

The leakages are caused due to: . . . '
1) progressive rates of taxation which result in ho appreciable increase (n

consumption despite increase in income
2) high liquidity preference and idle saving or holding of cash balances and an
equivalent fall in marginal propensity to consume 3

Increase in income d

mvsir.in - 6.46
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T demand for consumer goods being met out of existing stock. 6
[ 3) increased dem

through imports

i isting wealth or purchase
o i ent on purchasing exis
% add‘tlonae[n;:nsc:;:«iitigs and shares from shareholders or bond holders
governm

5) undistributed profits of corporations I
6) part of increment in income used for payment of debts

7) case of full employment, additional investment will only lead to ihﬂatiohl
8) scarcity of goods and services despite having high Mpc

The MPC, on which the multiplier effgct of .incrjease (N ihcome
depends, is high in underdeveloped countries; bugt 1romca_lly the value. of |
| multiplier is low. Due to structural inadequqaes, (ncrease in CP”SUMPtlon
| expenditure is not generally accompanied by increase in production.

Mmarginal prop
| and saving.

=400 C
Multiplier (K)=1/1- MPC

=1/1-0.8 =1/ 0.0= 5
MPS=1 - MpC = 1-08=0.2

Increase in income ay)
Increase in saving= AY x MPS = 2,000 x 0

=K XAl = 5 x 400=2,000 Crores
.2 =400 Croresg

y FIL £ X s -
R e T — -
— - - — L s e LT S EET

h investment (Al

Increase in national ihcome (A Y) = 1,600 Crores
Multiplier (K) =AY/Al = K= 1,600/ 400 = 4

We know, k=1 /1 -MPC

4=1/1 -MPC

MPC= 0.75

CA Mohnish Vora (MVSIR)
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lllustration - 11

In an economy, investment is increased by Rs 600 Crores. If the marginal
propensity to consume is 0.6, calculate the total increase in income and
consumption expenditure.

a‘;«_rc‘. T

#ﬂx

MPC = 0.6; Al = Rs. 600 Crores
Multiplier (K) =1/ 1- MPC=1/1 - 0.6 = 1/ 0.4 =25.

Increase ih tihcome (AY) = K x Al = 2.5 x Rs 600 Crores= Rs. 1,500 Crores
Increase (h consumption (AC) =AY x MPC = Rsl, 500Crores x 0.6 = Rs. 900
Crores.

suppose (N a country investment increases by Rs. 100 Crores and
consumption is given by C = 10 + 0.6Y

(where C = consumption and Y = income). How much increases will there
take place in income?

[ Solution' =127 e e e

g;ﬂﬁ b s

=

T |

Multiplier = kR =

eSS

1-Mpc  R=T1p06 =25

Substituting the value of k and Al value in AY= RAI

AY= 2.5 - 100= Rs. 250Crores

Thus, increase in investment by Rs 100 Crores will cause equilibrium income
to rise by Rs. 250 Crores. ‘

Notes |

mvsir.in 6.48
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1) Hou
2) Busih
3) qover

- Aggredate Demand

AD=C+ 1+ G
\

| THREE-SECTOR
‘ Seho(d Sector

ess Sector
nment Sector

Macro Economics Shagt,q

Agddregate Supply }

Y”/—J

Equilibrium is achieved when,

AD
C+l+@q

I + G

AS
C+S+T

S+ T

N—

Aggregate demand in the three )
sector model of closed economy

(heglecting foreign trade)
Cconsists of three components
namely, household
consumption(c), desired
business investment demand(l)
and the government sector’s
demand for goods and

services(q). Thus in equilibrium,
we have
Y=C+ I+ G

Since there is no foreign sector,
GDP and national income are
equal. As prices are assumed to
be fixed, all variables are real
variables and all changes are in
real terms. To help interpret
these conditions, we turn to the
flowchart below. Each of the
variables in the model is a flow

variable.

\—

CA Mohnish Vora (MVSIR)

Goods and Services

Espendtures on

Domeztic P rodudt s

Ivetment Espenditure l
. Gowd Purchas
|
- < Subaries __Trmnste = ¥
Business .h\p. Government o I | Household
ey
a

Finand 1al
Market

Irvedmert

Fador Paymernt

Fador Services

Circular Flow'in'a Three Sector Econom
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\7“T’ﬁc three-sector, three-market circular flow model which accounts
for government intervention highlights the role played by the government
sector. From the above flow chart, we can find that The government sector
adds the following key flows to the model:

1) Taxes on households and business sector to fund government purchases

2) Transfer payments to household sector and subsidy payments to the
business sector

3) Government purchases goods and services from business sector and
factors of production from household sector, and

4) Government borrowing in financial markets to finance the deficits
occurring when taxes fall short of government purchases

However, unlike in the two sector model, the whole of national income
does not return directly to the firms as demand for output.

There are two flows out of the household sector in addition to consumption
expenditure namely,

» saving flow and

» flow of tax payments to the government. These are actually leakages.

The sqving leakage flows into financial markets, which means that the part
that is saved is hel'd.in the form of some financial asset (currency, bank
deposits, bonds, equities, etc.). The tax flow goes to the government sector.

The leakages which occur in the household sector do not necessarily mean
that the total demand must fall short of output. There are additional
demands for output on the part of the business sector itself for investment
and from the government sector. In terms of the circular flow, these are
injections.

The investment injection is shown as a flow from financial markets to the
business sector. The purchasers of the investment goods, financed by

borrowing, are dactually firms in the business sector themselves. Thus,
\_investment represents an edquivalent flow of funds lent to business sector.

Determination of Equilibriumilncome:iThree'Sector. Model

(o)

ﬁThe three-sector Keynesian model is 5
commonly  constructed assuming 1+ )
that government purchases are
autonomous. This is not a realistic
assumption, but it will simplify our
analysis. Determination of income
can also be explained with the help
of aggregate demand and aggregate
supply g ay N
AD =C + I+ G gl.(:' g ¥, Income (Output)
AS=C+S+T ‘
The equilibrium national income (s
determined at a point where both
aggregate demand and aggregate
supply are equal, that (s,

(Y=C+8)
E C+1+G
ol

| —
G / e

Aggregate expenditure

~

~ (B)

G

Injections/leakages

v o~ S

~p—\ M e c———
™

— 7
AD =Y =AS o Income (Output)

C+l+G=Y=C+S+T )

\ —
CA Mohnish Vora (MVSIR) M m
T 57

Y,




cro Economics Shq
CA Foundation New Syllabus ;a4 i : Strq

i is are C, | & G.
The variables measured on the vertical axis

i ts hamely, investment and govern
e agwnomouste)iipifgjtlfyurf!ecpizr:goginincome and are exoge?ous Vqriy:belzt
bl 0 bno factors outside the model. These lines o autong N
determined by horizontal as their level does nhot depend on Y. Therefore’ c
exgesr;ﬁ(et:t:fecll;:s above the consumption function by a constant amount,
+

he line S + T in the graph plots the value of savings plus taxes. This Schedu[n
Tloe e(s upwards because saving varies po.s,ltlve{y with (ll_ﬂcome. Juss i
;ofemment spending, level of tax receipts (T) is decided by policy makers g

<

The equilibrium level of income is shown at the point El-W:ﬁri t;he (Sl +q)
schedule crosses the 45° line, and aggregate demand is szolre_equa[ to
income (Y). In equilibrium, it is also true that the (S + T) schedule tNtersecy,

the (I + Q) horizontal schedule.

MWW . .o — A~ A

We shall now see why other points on the graph are not points of equilibrium

1) Consider a level of income below Y 4

» Aggregate demand exceeds income; i.e, the (C + | + G) schedule is above the 45
line. Equivalently at this point | + G is greater than S + T. '

>  With demand outstripping production, desired investments will eXceed actyg
investment and there will be an unintended (hventory shortfall and theref0rea
tendency for output to rise.

1) At levels of income above Y1 B

> Output will exceed demand; people are not willing to buy all that is produceq.

> Excess ihventories will accumulate, leading businesses to reduce their future
Production. Employment will subsequently decline and output will fall back +
the equilibrium level. 3

>t s only at Y that output is equal to aggregate demand; there

Unhthtended ihventory shortfall or accumulation and, consequently,
for output to change.

(s no
No tendency

Ah important thing to note is that the change in totql spending, followed by

changes in output and em i '
: ployment, is what will restor tlibri i
Keynesian model, not changes in prices. R AL

Case 1 : lncome Determination with Lump Sum Tax

Assumgtions

1) Govt. imposes UmMp sum tax, i.e. ¢
y LE. Tax .
2)  Govt. has g balanced budget (G=7) aneds that do not depend on income,

3) There are nho transfer payments.

Here,
C=a+bvd
Where Yd =y —T (disposable income), T = UMp sum tay

y=[1/(1-b)]x[a—bT+|+q]

Multiplier = 1 /(1-b)

mvsir.in
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illustration/='13 ?

Suppose we have the following data about a simple economy:
C=10+O75Yd,I=SOIC|:T:20

where C is consumption, | is investment, Yd is disposable income, G is
government expenditure and T is tax.

a) Find out the equilibrium level of national income.
b) What is the size of the multiplier?

[Soltitioh =13
(a) Since G =T, budget of the government is balanced

Substituting the values of ¢, | and GinY

we have, Y=C+I|+G

Y=a+bYd+ |+ G
Y=10 + 0.75 (Y — 20) + 50 + 20
Y=10+0.75Y- 154+ 50+ 20 or, Y — 0.75 Y = 65
or, Y (1 — 0.75) = 65
or, 0.25Y = 65
or, Y =65/.25 =260
The equilibrium value of Y = 260

(b) The value of the multiplier is = 1/ (1 — MPC) = 1/ (1-b)=1/(1 - 0.75) =
1/0.25 = 4

Case 2 : Income Determination with Lump Sum Tax & Transfer payments

Assumptions
- 1) Govt. imposes lump sum tax, i.e. taxes that do not depend on
ihcome,

' 2) Govt. has a balanced budget (G=T) and
' 3) There are transfer payments.

Here,

C=a+bvd

Where Yd= Y- T+ TR

where T is a lump sum tax and TR is autonomous transfer payments
Y=[1/(@-b)]lx[a-bT+bTR+1+G]

Multiplier = 1/ (1-b)

i { i |
f | ‘ i

Illustration = 14

Suppose the structural model of an economy is given —
C =100+ 0.75Yd; | =200, G =T =100, TR= 50,
find the equilibrium level of income?

Y =100+ 0.75 Yd + 200 + 100

Y= 100 + 0.75(Y— 100 + 50) + 200 + 100
Y =100 + 0.75Y -75 + 37.5 +200 +100
Y = 1450

Or use Y = (a — bT + bTR + I + G) to calculate income.

1-b o ) .
mvsir.in a
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' case 3 : Income Determination with tax as a function of Income

1 .
‘ umptions . . )
; ?)ssaovt. imposes tax, which consists of both lump sum tax and proportiong| taxes

f The tax function is defined as;
| Tax function T=T+tY

| 2) There are no transfer payments.

I
| Here,
| C=a+byvd

Where Yd= YT - t v
where T is a lump sum tax and TR is autonomous transfer payments

Y={1/1-[b@-0)}x[a-bT+1+6]

Tax Multiplier = 1/ 1- b(1-t)

|
|
|
|
|
|

| the following data is diven —
i Consumption C = 75 + 0.5 (Y-T); Investment | = 80; Total tax T = 25 + 0.1y
~ Government expenditure G = 100. .
| a) Find out equilibrium income?

| b) What is the va

AR L T T
B ‘.15\?%?:‘4!":&"3 S O T Tl

For a closed economy,

i
|
!
f Y = C+ I+G

| Y= 75+ 0.5(Y- 25- 0.1Y) + 80+ 100
i, Y(1—0.5+0.05)= 75-12.5480+100
|

_<

|
|
i
| Case 4 : Income Determination with T s a Function of Income Government
- Expenditure and Transfer Payments

- Assumptions
1)  Govt. imposes tax, which Consists of both lump sum tax and proportiond
taxes. The tax function is defined as;
Tax function T=T + t v

2) There are transfer payments.

Here,

Yd=Y-T - t¥ + TR

Y={1/1-[b(1-9]} x[a - bT + bTR+1+ G ]
Multiplier =1/ 1- b(1-t)

CA Mohnish Vora (MVSIR) muvsir.in
60 =
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Suppose C= 100 + 0.80 (Y- T + TR); | =

Find out equilibrium level of Income? -

200; T= 25+0.1Y; TR= 50; G

e P T E DR LE itz ey :
A LR R S ey
i e S R U

il

Rt
DTN

Y=100 + 0.80 (Y- T + TR) + I+ G

Y=100 +0.80(Y — 25 - 0.1Y + 50) +

Y — 0.80 Y +0.08 Y = 420 o0
Y(1-0.8+0.08) =420

Y= 1500

1 Notes

FOUR-SECTOR MODEL

{ 1) Household Sector
2) Business Sector
3) Government Sector
4) Foreign Sector

)

Agdregate Demand Aggredate Supply.

| AD=C + 1+ G + OC/ =l M) AS=C+S +T
\ J
Equilibrium is achieved when,
AD = AS
or

C+l+G+X=-M) = C+S+T

or

| +G+X = S+T+M

CA Mohnish Vora (MVSIR)
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B 7! DETERMINATION OF EQUILIBRIUMINCOME:
(“The four coctor model includes all four \ Fig: Circular Flow in a Four se.
macrocconomic sectors, the household Economy
sector, the  business  sector, l:h(l - Ham
government  sector, and the foretgn T TwAaT
sector. The foreign  scctor includes
households, businesses, an
governments — that reside in other , o |
countries., The following flowchart e b ( T
shows the circular flow in a four sector j ]
cconomy. Lo Ludrigs = ’
In the four sector wmodel, there are J — =
| three additional flows namely: exports, ' B

|

Macro Economics Sha,t,.q

| imports and net capital inflow which is
the difference between capital outflow * —
and capital inflow. The C+l+G+(X-M) line KT ( K B
indicates the aggregate demand or the o |
total planned expenditures of ___/
consumers, investors, governments and ,
foreigners (net exports) at each income
level. | i TN
In equilibrium, we have ( '
\Y=C+ 1+ G+ (X-M) ) »\J
> The domestic economy trades goods with the foreign sector through
exports and imports. Exports are the injections in the national income
while imports act as leakages or outflows of national income. :

-
|

» Exports represent foreign demand for domestic output and therefore, are
part of aggregate demand. Since imports are not demands for doméstic
goods, we must subtract them from aggregate demand. The demand for
(mports has an autonomous component and is assumed to depend on
income.

> {mgorts depend upon marginal propensity to import which is the increase
(h import demand per unit increase in GDP. The demand for exports
depends on foreign income and is therefore exogenously determined and
are autonomous. Imports are subtracted from exports to derive net
exports, which is the foreign sector's contribution to aggregate
expenditures.

~ Since import has an autonomous component (M) and is assumed to0
depend on income(Y) and marginal propensity to import (m), the import
function is expressed as

M=M + mY
» Marginal propensity to import
e m=AM/AY ... is assumed to be constant
Notes __—
-
___— ‘
mvsir.in
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Y=CH I+ G (x e v National Income can now be €Xpressed by —

Y=a+ b (Y-

T+ 1 + _
Y — bY + my G+XM"””Y

SA-bT+l+Gex M

r= m(a-bT+l+G+X—/\/r)
The economy bejn

x autonomously, q|| other fact

increase in exports by A x ors re.r-nal.nmg constant. By (hcorporating the
» the equilibrium e uati
expressed as quation of the country can be
Y+AY= —L1

1-b+m (a- b T+ I+G+X—/\/T+Ax)or

YAAY = T (@b T+t Gax - M) + AX
Y = 1-b+m— (a- b T+ I+ G+ X - M)
We get, Y + AY = L
g vt 1-b+m &%
| Subtracting Y from both sides, we get AY = Tﬁ; AX
By rearranging AY = l—bl_AX, we get
-b+m

Or alternatively written as
AY _ I
A 1-b+m

1 is known as foreign trade multiplier whose value is
1-b+m determined by marginal
propensity to consume (b) and marginal propensity to import (m).
If in the model proportional income tax and government transfer payments
are incorporated, then only the denominator of multiplier will change.

The term

i i =T B’ tant lump-sum, t is the
If income tax is of form T=T + t Y where T (s cons
proportion of income tax and TR > 0 and autonomous, then the four sector
model can be expressed as: -
Y=C+I+G+(X-M)

i = Y.

Where C=a + b(Y-T-tY+TR) M=M+m _
The equilibrium level of National Income can now be expressed as:

y=—2=L  (a-bT+bTR+I1+G+X-M)
1-b+m

_J
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> Equilibrium is identified as the

Determination of Equilibrium Income
] N\

intersection between the C + | + G +
(X - M) line and the 45-degree line.
The equilibrium income is Y.

From panel B, we find that the
leakages (S+T+M) are equal to
(hjections (I+G+X) only at equilibrium
level of income.

If net exports are positive (X > M), J
there is net injection and national i

Aggregate expenditure

Y Income(Qutpuy
SHI+M

income increases. e §
¢ 5
. 13 1
Conversely, if (X < M), there is net b 5 NGy
withdrawal and national income 2y
decreases. The figure in next page 5 / Y
depicts a case of (X < M). % Income(Outpur)
J

Aggregate expenditure

Effects on Income When Imports are Greater than Exports
(

We have seen above that equilibriyy |

ihcome is expressed as a product of‘

two terms: AY = k Al; i.e. the level of|

0 el autonomous investment expenditure.

and the investment multiplier. The |

b z ;@ggmac-wn autonomous expenditure multiplier

th a four sector model includes the

//C effects of foreigh transactions and is |

stated as 1 |

G 1-b+m |

: where ‘m’ is the propensity to tmport |

which is greater than zero. You may.

| 45° . recall that the multiplier in a closed|

, o Y; Yo i economy s 1

f‘ Income(Output) _1'_3'

| - —

’r>

Y

The greater the value of ‘m’, the lower will be the autom
expenditure multiplier. The more open an economy is to foreign trade, |
(the higher m) the smaller will be the response of income to aggredaté
demand shocks, such as changes in government spending or autonomous
changes in investment demand.

The higher the value of m, larger the proportion of this induced effect i’]”

demand for foreign, not domestic, consumer goods. Consequently: ctit
induced effect on demand for domestic goods and, hence on domé
income will be smaller.

. . . . i+iond
The increase in imports per unit of income constitutes an add(ﬁld of
leakage from circular flow of (domestic) inhcome at ea.ch' rou
multiplier process & reduces vdlue of autonomous exp. multiplier- _—
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An increase in demand for e
demand for domestically pro
just as an increase in govt sp

Xports of a country is an increase in aggregate )
duced output & will increase equilibrium income
ending or an autonomous increase in investment.
» In summary,
U an increase in demand for a countr
on equilibrium income,
U whereas an autonomous increase
on equilibrium income.

y’s exports has an expansionary effect
ih imports has a contractionary effect

» However, this should not be inter
imports are harmful in their econo
be more efficiently produced abro
worldwide allocation of resource

4 stimulate the domestic economy

illustration < 17 bl

preted to mean that exports are good and
mic effects. Countries import goods that can
ad, & trade increases overall efficiency of the
s. This forms the rationale for attempts to
by promoting exports and restricting imports.

J/

The consumption function is C = 40 + 0.8Yd,T= 0.1Y, | = 60 Crores G = 40
Crores, X = 58 anc} M = 0.05 Y. Find out equilibrium level of income, Net
Export, net export if export were to increase by 6.25.

A[Solttion’=1717" 1 T N e N
. C= 40+ 0.8Yd
. C=40+ 0.8 (Y- 0.1Y)
Y=CH+I+G+ (X - M)
Y= 40+0.8(Y-0.1Y)+60+40+(58-0.05Y)
- Y= 40+0.8(0.9Y)+60+40+58-0.05Y
- Y-0.72Y+0.05Y =198
- Y(1-0.7240.05) =198
Y(0.33) =198
Y= 198/0.33 = 600 Crores
Net Export= X-M = 58 — 0.05Y 58 — 0.05 (600) =58- 30= 28
If exports increase by 6.25, then exports = 64.25
Then, Y = 40+ 0.8 (Y- 0.1Y) + 60 + 40 + (64.25- 0.05Y)
Y(1-0.72+0.05) = 204.5
- Y(0.33) = 204.5
- Y=204.5/0.33 = 619.697
Then import = .05 x 619.697= ?Za(;?:g
: = 64.25- 30.98= 33. rores N
?ﬁﬁfiﬁoei igtuzrplus in balance of trade as Net Exports are positive.

S
%

Illustration - 18 e . ]
' An economy is characterized by the following equation-

- = +0.9Y
Consumption = 6'0 e g
Investiment q: 10
Government expenditure = _’0

L x—— 20
:Exporis M =10 +0.05Y
mports

What is the equilibrium income? o
Calculate trade balance and foreigh trade multiplier.
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rSolutioRE S S
y=C+l+G+(X-M)
. 2020.9(Y — 0) + 10 +10 + (20~ 10 -0.05Y)
— 60+ 0.9 Y +30 -0.05 Y
= 600
ey X — M = 20-10-0.05(600)=- 20

Trade Balance = / 0-
Thus, trade balance (n deficit.

o _ 1 _ _s66
Foreigh trade multiplier= —_—_1-b+m = 1-0.9+0.05

"gllcoNCLUSION

ﬁccording to the Keynesian theory of income and employment, national
income depends upon the aggregate effective demand. If the aggregate
effective demand falls short of that output at which all those who are both
able and willing to work are employed, it will result in unemployment in the
economy. Consequently, there will be a gap between the economy's actqal
and optimum potential output. On the contrary, if the aggregate effecgvc
demand exceeds the economy's full employment output (product;(o‘n
capacity), it will result in inflation. Nominal output will increase, l?ut it
simply reflects higher prices, rather than additional real output. It (s not
hecessary that the equilibrium aggregate output will also be the full
employment aggregate output. It is undesirable and a cause of great
concern for the society and government if a large nhumber of people remain
unemployed. In the absence of government policies to stabilise the
economy, incomes will be unstable because of the instability of investment.
By making appropriate changes inh government spending (G) and taxes, the
government can counteract the effects of shifts in investment. Appropriate
changes in fiscal policy by adjusting government expenditure and taxes
could keep the autonomous expenditure constant even in the face of

uhdesirable changes in the investment.
S
Notes
I
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