
Unit- 2 : theory of income and employment
Chapter-1 : Theory of Income and Employment

 topic-1
Basic concepts of Aggregate Demand and 
Aggregate Supply

revision Notes
¾¾ Aggregate Demand : Aggregate Demand refers to the total demand for all goods and services in the economic 

system as a whole. This is expressed in terms of total expenditure made in the economy.

¾¾ Constituents of Aggregate Demand : In an open economy constituents of average demand. are :

 (i) Consumption Demand

 (ii) Investment Demand

 (iii)  Government Expenditure

 (iv) Net Exports

  \  AD = C + I + G + (X – M)

¾¾ Aggregate Supply : The concept of aggregate supply is related to the total supply of goods and services made 
available by all the producers in the economy. It can be expressed in three forms :

 (i) Money value of goods and services produced during a year in an economy, i.e., National Income.

 (ii) In the form of total income, i.e., consumption + saving.

 (iii) In the form of minimum income which the firm will receive as sale proceeds from the sale of goods and 
services.

¾¾ Aggregate Supply Price : The minimum expected sale proceeds of the output resulting from a given amount of 
employment is called the ‘Aggregate Supply Price’ of that output.

¾¾ Aggregate Supply Schedule : Aggregate Supply Schedule represents the addition of consumption expenditure 
and saving at various levels of income.

¾¾ Propensity to Consume : It expresses the consumption levels at different levels of income.

¾z Average Propensity to Consume (APC) : It is the ratio of consumption expenditure to any particular level of 
income.

          APC = 
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¾z Marginal Propensity to Consume (MPC) : It is the ratio of change in consumption to change in income.
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¾¾ Propensity to Save : It is the ratio of saving to income at different levels of income.

¾z Average Propensity to Save (APS) : It is the ratio of saving to income.

  APS = 
Saving
Income
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¾z Marginal Propensity to Save (MPS) : It is the ratio of change in saving to a change in income.

  MPS = 
Change in Saving
Change in Income

=
∆
∆
S
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¾¾ Relationship between Propensity to Save and Propensity to Consume :

  MPC + MPS = 1

 or MPC = 1 – MPS

 or MPS = 1 – MPC
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  APC + APS = 1

  APC = 1 – APS
  APS = 1 – APC

¾¾ Consumption Function : The functional relationship between consumption and income is known as Consumption 
Function.

 C = f (Y)

  The algebraic expression of consumption function is given by :

  C =  C + b(Y)

 where, C = consumption

  C  = Autonomous consumption

  b = Marginal Propensity to Consume

  Y = Income 

¾¾ Saving Function : It denotes the relation between saving and income. It shows the desire of savings at various 
levels of income.

 S = f(Y).

  The algebraic expression of saving function is given by :

  S = (–) S  + b(Y)

 Where, S = Saving

  S  = Level of saving when Income is Zero.

  b = Marginal Propensity to Save

  Y = Income

¾¾ Investment : Investment expenditure includes expenditure for producer’s durable equipment, new construction 
and the change in inventories.

¾¾ Investment Function : It refers to the behaviour of investment corresponding to different levels of income / 
employment.

¾¾ Induced Investment : It depends upon income and profit in the economy. Investment made with expectation 
of profit is called induced investment. It depends upon (i) Marginal efficiency of capital, and (ii) rate of interest.

¾¾ Autonomous Investment : This investment is independent of income and employment. Such investment is made 
by the government with the motive of social welfare.

¾¾ Marginal Efficiency of Capital (MEC) : Marginal efficiency of capital is the expected rate of return on an additional 
unit of capital goods over its cost.

 MEC = 
Prospective Yield

Cost (Supply Price of Capital)

 topic-2
  Short-run Equilibrium

revision Notes
¾¾ Short Run : According to J. M. Keynes, “A period of time during which level of output is determined exclusively 

by the level of employment in the economy, is termed as short run.”
¾¾ Classical Concept of Equilibrium : It is based on J.B. Say’s Law, “ Supply creates its own demand”. Main 

contribution of classical concept of equilibrium are as follows :

 (i) Every Economy works at full employment level.

 (ii) Economy has a capacity of self-adjustment. Whatever is produced in an economy is automatically 
consumed, i.e., Supply Creates its own demand.

 (iii) Over production in an economy is impossible, because every additional production generates additional 
income and as a result total income equals total saving.

 (iv) General unemployment in the economy is not possible because no possibility of over production arises in 
the economy.
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 (v) Wage flexibility helps in elimination of unemployment.
 (vi) Interest rate flexibility maintains the equality between saving and investment.

¾¾ Short Run Equilibrium, i.e., Keynesian Approach :

 (a) AD = AS Approach

  Employment is determined at a point where AD = AS.
  If AD > AS, firm will employ more factors of production and it will again attain AD = AS.
  If AD < AS, firm will cut employment and it will bring again AD = AS. 
 (b) S = I Approach

  According to Keynes income-employment equilibrium is determined at a point where S = I.
  If S > I then equilibrium income will have a tendency to reduce.
  If S < I then equilibrium income will have a tendency to increase.

¾¾ Ex-Post (S) = Ex-Post (I) : At all levels of income and they are necessarily be equal.
¾¾ Ex-Ante (S) = Ex-Ante (I) : Only at equilibrium level of income.
¾¾ Change in Equilibrium : Equilibrium position described above may be of full employment or may not be full 

employment. It only determines the level of income. Therefore, for full employment we have to twist AD or AS. 
But AS depends on technological factors therefore if AD increases, it will raise the level of employment.

Know the Terms
¾¾ Ex-Ante Saving : It is the planned or desired or intended saving during a particular period.
¾¾ Ex-Ante Investment : It is the planned or desired or intended investment during a particular period.
¾¾ Ex-Post Saving : It is realised saving. It is equal to Ex-Ante saving + Unplanned saving.
¾¾ Ex-Post Investment : It is realised investment. It is equal to Ex-Ante investment + Unplanned investment.



Unit- 3 : money and BanKing
Chapter-2 : Money and Banking

 topic-1
Money

revision Notes
¾¾ Exchange : It is a type of trade in which people get goods they need by giving other goods or money.
¾¾ Barter system : Direct exchange of goods against goods without use of money is called barter system.
¾¾ Problems of barter system : (1) Lack of double coincidence of wants, (2) Lack of common measure of value, (3) 

Lack of standard for deferred payments, (4) Difficulty in storing wealth, and (5) Indivisibility of goods.
¾¾ Money : 

 1. Descriptive or functional definition : Money may be defined as anything which is generally acceptable as 
a medium of exchange and also acts as common measures of value, store of value and standard of deferred 
payment. 

 2. Legal definition : Money is anything used as a medium of exchange and is legally accepted by the government.
 3. Suitable definition : Money is that commodity which is generally accepted by the people as a medium of 

exchange, measure of value, store of value and transfer of value.
¾¾ History of evolution of money : (1) Commodity money, (2) Metallic money, (3) Paper money, (4) Bank money or 

Credit money, (5) Plastic money, (6) E-money
¾¾ Kinds of money : 

 1. On the basis of nature or accountability : (a) Actual money, (b) Account money
 2. On the basis of legality or general acceptability : (a) Legal tender, (b) Limited legal tender (c) Optional 

money



4  ] Oswaal ISC Chapterwise & Topicwise Revision Notes, For Semester-2 economics, Class –XII

 3. On the basis of material used or physical form : (a) Metallic (Standard money and Token money (b) Paper 
(Representative Paper money, Convertible Paper money, Non-convertible Paper money, Fiat money, 
Fiduciary money) (c) Credit money (d) Electronic money

¾¾ Functions of money : 
 1. Primary functions: (a) Medium of Exchange, (2) Measure of Value
 2. Secondary functions : (a) Standard for Deferred Payments (b) Store of Value (c) Transfer of Value
 3. Contingent functions : (a) Basis of distribution of social national income (b) Basis of credit (c) Basis of maximum 

satisfaction (d) Guarantee of solvency (e) Bearer of option
¾¾  Demand for money : Money demand or demand for money means total amount of money required by individuals 

in an economy. In other words, money demand refers to the volume of money held by people in the country for 
holding in liquid form as cash or to earn interest through deposits.
¾¾ Reasons for demand for money : (1) Transaction motive (2) Speculative motive
¾¾ Supply of money : Money supply or supply of money is the total amount of money available in an economy. In 

other words, money supply refers to the volume of money held by the people in the country for transaction or 
settlement of debts.
¾¾ Components of money supply : (1) Currency (2) Demand deposits with bank (3) Time deposits with bank (4) 

Savings deposits (5) Deposits with post offices (6) Other deposits with RBI
¾¾ Measures of money supply : In India, RBI uses four measures of money supply. These are M1, M2, M3, and M4.

    M1 = C + DD + OD
    M2 = M1 + savings deposits with post office
    M3 = M1 + Time deposits of public with banks
    M4 = M3 + Total deposits with the post offices

¾¾ High powered money : It is the sum of (i) Currency held by the public, (ii) Cash reserve of the banks.
    H = C + R

 topic-2
Banking

revision Notes
¾¾ Bank : The word Bank is supposed to have been derived from German word Bank. A few believe that the word 

Bank has been derived from bancus or banque which means a bench that money changers used to change one 
kind of money into another.
¾¾ Commercial bank : A commercial bank is an institution that operates for profit. It accepts deposits from the 

general public and extends loans to the households, the firms and the government.
¾¾ Functions of commercial banks :

 (a) Primary functions :
 (i) Accepting deposits
 (ii) Granting loans
 (iii) Credit creation
 (b) Secondary functions :
 (i) Overdraft facility
 (ii) Discounting bills of exchange
 (iii) General utility functions

¾¾ Credit Creation by commercial banks : The power of commercial banks to expand deposits through loans, 
advances and investments is known as credit creation.
¾¾ Cash Reserve Ratio (CRR) : Cash Reserve Ratio (CRR) is a specified minimum fraction of total deposit of 

customers, which commercial banks have to hold as reserves either in cash or as deposits with the central bank.
¾¾ Primary Deposits : Primary deposit are those deposits which people deposit in cash in their own account with 

bank.
¾¾ Derived Deposits : Derived deposits are the result of primary deposits because banks provide loans on the basis 

of primary cash deposits. Derived deposits are also called credit deposits.
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¾¾ Total Deposits : 

      Total Deposits (TD) = 
Primary Deposits ( )

Cash Reserve Ratio ( )
P
r

¾¾ Legal Reserve Ratio (LRR) : LRR is the minimum ratio of deposit legally required to be kept as liquid assets by 
the bank. It has two variants :

 (a) Cash Reserve Ratio (CRR) and (b) Statutory Liquidity Ratio (SLR)
¾¾ Money Multiplier : Money multiplier is the fractional quantity of money created by the banks. It is calculated as:

      Money Multiplier = 
1

Legal Reserve Ratio
¾¾ Central Bank : A central bank is an apex institution in the banking structure of a country. It supervises, controls 

and regulates the activities of the commercial banks and acts as a banker to them. The Reserve Bank of India (RBI) 
is the central bank of India.
¾¾ Functions of central bank : The functions of central bank can broadly be studied under two headings:

 (a) Issuance and regulatory functions : (1) Monopoly of note issue (2) Banker’s fiscal agent and Advisor to the 
government (3) Banker’s bank (4) Lender of the last resort (5) Custodian of foreign exchange reserves (6) 
Clearing house function (7) Control of credit

 (b) Functions of economic development : (1) Money and capital market (2) Industrial credit (3) Agriculture credit 
(4) Export assistance (5) Price stability (6) Exchange Rate

¾¾ Credit control by central bank : This is also called monetary management. This means to regulate money and 
credit in such a way it may satisfactorily meet the demand for money needed for trade, business and economic 
activities.
¾¾ Methods of credit control :

 z Quantitative methods :

 (i) Bank rate : It is the rate at which the central bank gives loans to commercial banks
 (ii) Open market operations : It means purchase and sale of securities by central bank in the open market.
 (iii) Cash Reserve ratio : In this method, each and every commercial bank has to keep a fixed percentage of 

his deposits with the central bank of the country.
 (iv) Statutory Liquidity ratio : It is a fixed percentage of cash balances and other assets, which the commercial 

banks ought to keep with them in order to discharge customers liabilities in routine.
 z Qualitative methods or Selective Credit Control : These methods are meant to regulate and control the 

supply of credit in the country. These include margin requirements, credit rationing, regulation of consumers 
credit, direct action, moral suasion and publicity.



Unit- 4 : Balance of payment and exchange 
rate

Chapter-3 : Balance of Payment and  
Exchange Rate

 topic-1
Balance of Payments – components

revision Notes
¾¾ Balance of Trade : Balance of Trade is the difference between exports and imports of goods of a country.
¾¾ Balance of Payments : Balance of Payments of a country is the systematic record of all economic transactions 

between the residents of a country and the rest of the world, during a year. Balance of payments has two accounts : 
(a) Current Accounts, and (b) Capital Accounts.
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¾¾ Classification of Economic Transactions in Balance of Payment : The economic transactions in Balance of 
Payment are classified as : (i) Visible items (physical goods) (ii) Invisible items (services) (iii) Capital transfers 
(capital receipts and payments)

¾¾ Components of BOP Account : The transactions entering into the balance of payments account can be grouped 
under three broad accounts :

 (i) Current account

 (ii) Capital account

 (iii) Official International Reserve Account

¾¾ Current Account : Transactions relating to trade in goods and services and transfer payments constitute the 
current account.

¾¾ Items of Current Accounts : (i) Merchandise Account, (ii) Invisible Items, and (iii) Unilateral Transfers.

¾¾ Capital Accounts : Capital account represents international capital transactions which include sale and purchase 
of assets such as bonds, equities, lands, bank accounts, etc.

¾¾ Other Items of BOP : (i) The official settlements Account, and (ii) Errors and Omissions. 

¾¾ Balance of Payment is always balanced : The equality of both sides of balance of payment is only accounting 
equality not real equality.

¾¾ Autonomous and Accommodating Items : 

 (i) Autonomous Transactions : Autonomous Transaction refers to those international economic transactions 
which are taken with the motive of profit. These are also called above the line items.

 (ii) Accommodating Items : Accommodating Transaction to all the items related to the monetary transfers (or 
official reserve transactions) correcting balance of payments disequilibrium. These are also called below the 
line items.

 Relationship between BOP and National Income Accounts : 

  (i) Generation of Income : Y = C + I + G + X

 (ii) Disposition of Income : Y = C + S + T + M

       C + I + G + X  = C + S + T + M

  or     I + G + X  = S + T + M

  or    Planned Injections  = Planned leakage

Know the Terms
¾¾ Appreciation of currency : It is the increase in the value of domestic currency in terms of foreign currency under 

flexible exchange rate system.

¾¾ Depreciation of currency : It is the decrease in the value of domestic currency in terms of foreign currency under 
flexible exchange rate system.

¾¾ Revaluation of currency : It is the measure taken by Central Government of a country to increase the value of 
domestic currency in terms of foreign currency under fixed exchange rate system.

¾¾ Devaluation of currency : It is the measure taken by Central Government of a country to decrease the value of 
domestic currency in terms of foreign currency under fixed exchange rate system.

 topic-2
Balance of Payments - Disequilibrium

revision Notes
¾¾ Disequilibrium in Balance of Payments : The situations where the total amount debited in Balance of Payments 

account is different from the total amount credited in the account. It means, the BOP is either in surplus or in 
deficit.

¾¾ Causes of Disequilibrium of Balance of Payments :

 (i) Natural Causes

 (ii) Economic Factors : (a) Developmental activities, (b) High rate of inflation, (c) Trade cycle, (d) Change in cost 
structure of trading partners, (e) Development of import substitutes.
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 (iii) Political Factors: Political factors instability may cause large capital outflows and hamper the inflows of 
foreign capital.

 (iv) Social Factors : (i) Demonstration effect, (ii) Change in tastes and preferences, (iii) Cross border prejudices.

¾¾ Measures to Correct Adverse Balance of Payments :

 (i) Economic Measures : (a) Export promotion, (b) Devaluation of domestic currency, (c) Exchange control,  
(d) Depreciation, (e) Reducing Inflation, (f) Import Restrictions and Import Substitution.

 (ii) Social Measures.

 (iii) Political Measures : (i) Less Expenses on Embassies, (ii) End of Political Alliances, (iii) Political and 
Administrative Thriftiness, (iv) Participation of non-residents, (v) Changes in Basic Political Ideology

 topic-3
Foreign Exchange

revision Notes
¾¾ Foreign Exchange : It means the currencies of other countries along with the cheques, bank deposits, etc. in terms 

of foreign currencies with domestic or foreign banks.

¾¾ Terms of Trade : It means the ratio between exports and imports of the country.

¾¾ Foreign Exchange Rate : The rate at which one currency is exchanged for another is known as the Rate of 
Exchange or Foreign Exchange Rate.

¾¾ Fixed Exchange Rate System : When the Central Bank of a country fixes (or pegs) the value of exchange rate, it is 
called Fixed Exchange Rate system or Pegged Exchange Rate System.

¾¾ Flexible Exchange Rate System : The system of exchange rate in which value of a currency is allowed to adjust 
freely or to float as determined by the demand for and supply of foreign exchange is called Flexible Exchange 
Rate System.

¾¾ Determination of Flexible Exchange Rate / Demand and Supply theory of exchange rate determination / 
Equilibrium Rate of Exchange : Exchange rate is determined by the interaction of demand and supply in foreign 
exchange market. There is an inverse relationship between price of foreign exchange (i.e., rate of exchange) and 
demand for foreign exchange rate. On the contrary, there is direct relation between foreign exchange rate and 
supply of foreign exchange.

¾¾ Reasons for the Demand of Foreign Exchange : The demand for Foreign Exchange is created due to the following 
purposes :

 z Payment of loans and interest to international organisations.

 z Gifts and grants to rest of the world.

 z Foreign investments across the world.

 z Import of goods.

 z Growth of outbound tourism.

 z Foreign exchange trade for speculation.

¾¾ Reasons for the Supply of Foreign Exchange : The demand for Foreign Exchange is created due to the following 
purposes :

 z Refund of loans and interest from international organisations.

 z Gifts and grants from rest of the world.

 z Foreign financing across the world.

 z Export of goods.

 z Growth of inbound tourism.

 z Foreign exchange trade for speculation.

¾¾ Equilibrium Rate of Exchange : This rate is determined by the independent market sources of demand for and 
supply of each foreign currency.
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Know the Terms
¾¾ Forex is the short form for foreign exchange. Any currency other than the Indian  currency is only foreign 

exchange.

¾¾ Dirty floating the another name given for managed floating exchange rate. Under managed floating central bank 
intervenes to buy and sell foreign currencies in an attempt to influence the exchange rate.



Unit- 5 : pUBlic finance

Chapter-4 : Public Finance

 topic-1

Fiscal Policy – Public Revenue

revision Notes
¾¾ Public Finance : Branch of government dealing with and matching income and expenditure of public and 

government authorities.

¾¾ Fiscal Policy : Policy of the government dealing with generating revenue and utilizing funds of the government 
to provide for growth and stability in the economy.

¾¾ Instruments of Fiscal Policy : The various instruments are Revenue Policy, Expenditure Policy and Debt Policy.

¾¾ Revenue Policy or Public Revenue Policy : It refers to the total income of the government from various sources. 
It covers revenue receipts as well as capital receipts.

¾¾ Revenue Receipts : Comprises of :

(i) Tax receipts

(a) Direct Tax : Tax in which burden of tax and responsibility to deposit tax lies on the same person. For example, 
income tax, corporate tax, wealth tax, etc. are direct taxes.

(b) Indirect Tax : Tax in which burden of tax and responsibility to deposit tax does not lie on the same person. For 
example, VAT, sales tax, service tax, GST, etc. are indirect taxes.

(ii) Non-tax receipts : These can be government fees (like passport fees, etc.), fines (like penalties for traffic rules, 
disobeying laws, etc.) and donations (like in case of natural disasters).

¾¾ Types of Taxes : The different types of tax regimes are :

(i) Progressive tax : The tax structure in which the tax rate increases with increase in income.

(ii) Regressive tax : The tax structure in which the tax rate decreases with increase in income.

(iii)Degressive tax : The tax structure in which the tax rate increases with increase in income but the increase in 
tax rate is not proportional to increase in the income.

(iv)Proportional tax : The tax structure in which the tax rate remains constant, only the tax liability increases with 
increase in income.

¾¾ Capital Receipts : The receipts of the government which either decrease assets of the government or increases 
liability of the government.

Know the Term
¾¾ Disinvestment : It is the policy of the government to sell shares of public enterprises to the private sector for 

generating revenue for the government.
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 topic-2
Fiscal Policy – Public Expenditure and Deficit 
Financing

revision Notes
¾¾ Expenditure Policy or Public Expenditure Policy : It refers to the total expenditure of the government. It covers 

revenue expenditure as well as capital expenditure.
¾¾ Importance of Public Expenditure : (1) Economic growth, (2) Economic stability, (3) Rural development, 

(4) Efficient utilization of resources, (5) Price stability
¾¾ Public Debt : It refers to the borrowings made by the government from various sources like individuals, 

organisations, financial institutions and other countries.
¾¾ Need for public debt : Government needs to raise public debt in situations when public revenue is less than 

public expenditure.
¾¾ Methods of repayment or redemption of debts : (1) Debt refunding, (2) Debt conversion, (3) Debt refusal, 

(4) Capital levy, (5) Installment redemption, (6) Deficit financing.
¾¾ Effects of Deficit Financing : It causes inflation in the economy, changes the investment pattern, unequal 

distribution of income and wealth. Also, the people are forced to save.

Know the Terms
¾¾ Debt refunding : Procuring fresh loan to repay the old loan
¾¾ Debt conversion : Altering the terms of old loan without actual payment of loan

 topic-3
Government Budget

revision Notes
¾¾ Budget : A Budget is a consolidated financial statement prepared by government on expected public expenditure 

and public revenue during a financial year.
¾¾ Objectives of Government Budget : (i) Encouragement to economic development, (ii) Balanced Regional 

development, (iii) Redistribution of Income and Property, (iv) Economic stability, (v) Generation of employment, 
(vi) Management of public enterprises. 
¾¾ Types of Government Budget : 

 z Revenue Budget : It shows revenue receipts and revenue expenditure of the government.
 z Capital Budget : It shows capital receipts and capital expenditure of the government.

¾¾ Revenue Receipts : (a) Which do not cause any reduction in assets and; (b) Which do not create any corresponding 
liability to the government. [Example : Tax receipts of the government].
¾¾ Capital Receipts : (a) Which creates corresponding liability for the government [Example : Loans by the 

Government] and; (b) Which cause reduction in assets of the government [Example : Disinvestment]
¾¾ Tax : It is a compulsory contribution by an individual, household or a firm to the government without receiving 

anything in return.
¾¾ Non-Tax Receipts : These are those receipts which are received from sources other than taxes. e.g., Fees, Fines, 

Grants, Donations, etc.
¾¾ Revenue Expenditure : It is that expenditure by the government which : 

 z Does not cause increase in government asset, and
 z Does not cause any reduction in government liability.

¾¾ Capital Expenditure : It is that expenditure by the government which : 
 z Causes increase in government assets, and;
 z Which causes reduction in government liability.
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¾¾ Development Expenditure : It is directed towards development programmes of the country, and which directly 
contributes to the flow of goods and services in the economy.

¾¾ Non-Development Expenditure : It is not directly related to development programmes of the country, and which 
does not directly contribute to the flow of goods and services in the economy.

¾¾ Budget Deficit : It is the excess of total estimated expenditure over total estimated revenue.

 z Revenue Deficit : Revenue Receipts < Revenue Expenditure.

 z Fiscal Deficit : [Revenue Expenditure + Capital Expenditure] – Revenue Receipts + Capital Receipts (other 
than government borrowing)].

  Effects of Fiscal Deficit : The effects of Fiscal Deficit are :

 (i) High Inflation

 (ii) Increased foreign dependence

 (iii) Financial Burden on citizens

 (iv) Increased borrowings by government

 3. Primary Deficit : Fiscal Deficit – Interest Payment

¾¾ Types of Budget

 (a) Balanced Budget

  Total Expenditure = Total Revenue

 (b) Deficit Budget

  Total Expenditure > Total Revenue

 (c) Surplus Budget

  Total Anticipated Expenditure < Total Anticipated Revenue

Know the Terms
¾¾ Budget : Annual financial statement of the country. 

¾¾ Balanced Budget : When government revenue and expenditure are equal.

¾¾ Surplus Budget : When anticipated revenues exceed expenditure.

¾¾ Deficit Budget : When anticipated expenditure is greater than revenues.



Unit- 6 : national income

Chapter-5 : National Income

 topic-1
circular Flow of Income

revision Notes
¾¾ Circular Flow of Income : A continuous flow of production income and expenditure in an economy is known as 

circular flow of income. It is circular because it has neither any beginning nor an end.

¾¾ Principles of Circular Flow of Income : (1) The seller receives the same amount as spent by the buyer, and (2) 
The direction of flow of goods and services is opposite to the direction of flow of money spent to acquire those 
goods and services.

¾¾ Real Flow : It shows the flow of goods and services among the various sectors of economy.

¾¾ Money Flow : It shows the flow of money among various sectors of economy.

¾¾ Conditions of Equilibrium :

 z Two Sector Model

  S = I
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  Or

  C + S = C + I

 z Three Sector Model :

  C + S + T = C + I + G

 (iii) Four Sector Model :

  Y = C + I + G + (X – M)

¾¾ Four Sectors of the Economy :

 z Household sector

 z Firms or producer sector

 z Government sector

 z External sector (Rest of the world)

Know the Terms
¾¾ Leakages of Income : That part of income which is not returned back to circular flow is called leakage of income. 

For example, Savings, Tax and Imports, etc.

¾¾ Injections of Income : Some additions made in the economy from out sources like investment, government 
expenditure and exports.

 topic-2
Basic concepts of National Income Accounting

revision Notes
¾¾ National Income : National Income can be defined from different points of view:

¾z From the point of view of production : It is the total monetary value of addition to the value of goods and 
services produced by residents both within and outside the country during the period of an accounting year.

¾z From the point of view of income : It is the sum total of factor incomes earned by normal residents of a country 
during the period of an accounting year.

¾z From the point of view of expenditure : It is the sum total of all expenses incurred by consumers on consumption 
of final goods and services during the period of an accounting year.

¾¾ Intermediate Goods : Goods which are used for further production or for resale in the same year are known as 
Intermediate Goods.

¾¾ Final Goods : Goods which are used either for final consumption by the consumers or for investment by the 
producers are called Final Goods.

¾¾ Domestic Territory : Domestic or Economic territory is the geographical territory administered by a Government 
within which persons, goods and capital circulate freely. 

¾¾ Normal Residents : A resident (or a normal resident) of a country is a person or institution who ordinarily resides 
in a country and whose centre of interest also lies in that country.

¾¾ Transfer Payments : These are all those unilateral payments corresponding to which there is no value addition in 
the economy, e.g., gifts, donations, etc.

¾¾ Gross National Product : It is defined as the total value of all final goods and services produced in a country in a 
particular year, plus the income which is earned by its citizens who are located abroad and minus the income of 
non-residents located within the country.

¾¾ Net National Product at Factor Cost (NNPFC) : It is the sum total of factor incomes (rent + interest + profits + 
wages) earned by normal residents of a country during the period of an accounting year. It is also known as 
National Income.

 NNPFC = GNPFC – Depreciation

or

NNPFC = NDPFC + NFIA
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¾¾ Net National Product at Market Price (NNPMP) : It refers to market value of final goods and services produced 
during the year inclusive of Net Factor Income from Abroad but exclusive of depreciation.

NNPMP = GDPMP – Depreciation + NFIA

¾¾ Gross Domestic Product (GDP) : It is the total value of all the final goods and services by all the enterprises (both 
resident and non-resident) within the domestic territory of a country in a particular year. GDP is considered as 
one of the best indicators of judging the economic performance of a country.

¾¾ Nominal Gross Domestic Product : It refers to market value of the final goods and services produced within the 
domestic territory of a country during a financial year, as estimated using the current year prices. It is also called 
GDP at current price.

¾¾ Real Gross Domestic Product : It refers to market value of the final goods and services produced within the 
domestic territory of a country during a financial year, as estimated using the base year prices. It is also called 
GDP at constant price. 

¾¾ Net Factor Income from Abroad (NFIA) : This is the difference between the income earned from abroad for 
rendering factor services by the normal residents of the country to the rest of the world and the income paid for 
the factor services rendered by non-residents in the domestic territory of a country.

¾¾ Factor Income : These are incomes received by the owners of factors of production for rendering their factor 
services to the producers.

¾¾ Nominal National Income or National Income at Current Prices : It is defined as the value of current output at 
current year prices.

¾¾ Real National Income or National Income at Constant Prices : It is defined as the value of current output at some 
base year prices. 

  Real NI =
 

Nominal NI
Current Price Index Number

× 100

¾¾ GNP Deflator : It shows the change in GNP with the change in price levels.

Know the Terms
¾¾ Intermediate Goods : Goods which are used for further production or for resale in the same year are known as 

intermediate goods.

¾¾ Final Goods : Goods which are used either for final consumption or investment.

¾¾ Normal Residents : A resident of a country is a person whose centre of economic interest lies in that country.

¾¾ GDP Deflator : GDP Deflator =

 

GDP at Current
GDP at Cons t ice

Pr
tan Pr

ice
×100

¾¾ Net – Depreciation = Gross

¾¾ Domestic income = National Income – Net factor income earned from abroad

¾¾ Net + depreciation = Gross

¾¾ Factor cost = Market price – Net Indirect taxes

¾¾ Market prices = Factor cost + Net indirect taxes

¾¾ National income = Domestic income + Net factor income earned from abroad




