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1.1 INTRODUCTION

Economics has been recognized as a special area of study for over a century. Economics
may appear to be the study of complicated tables and charts, statistics and numbers but
more specifically, it is the study of what constitutes rational human behaviour in the
endeavor to fulfill needs and wants.

As an individual, for example, you face the problem of having only limited resources with
which to fulfill your wants and needs, as a result, you must make certain choices with
your money. You'll probably spend part of your money on rent, electricity and food. Then
you might use the rest to go to the movies or buy a new pair of jeans. Economists are
interested in the choices you make, and inquire into why, for instance, you might choose
to spend your money on a new DVD player instead of replacing your old TV. They
would want to know whether you would still buy a carton of cigarettes if prices increased
by ¥ 2 per pack. The underlying essence of economics is trying to understand how both
individuals and nations behave in response to certain material constraints.
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We can say, therefore, that economics, often referred to as the “dismal science”, is a
study of certain aspects of society. Adam §mlth (1723 - 1790), the “father of modern
economics™ and author of the famous book “An Inquiry into the Nature and Causes
of the Wealth of Nations”, spawned the discipline of economics by trying to understand
why some nations prospered while others lagged behind in poverty. Others after him also
explored how a nation’s allocation of resources affects its wealth.

To study these things, economics makes the assumption that human beings will aim to
fulfill their self-interests. It also assumes that individuals are rational in their efforts to
fulfil] their unlimited wants and needs. Economics, therefore, is a social science, which examines
people behaving according to their self-interests. The definition set out at the turn of the
twentieth century by Alfred Marshall, author of “The Principles of Economics” (1890),
reflects the complexity underlying economics: “Thus it is on one side the study of wealth;
and on the other, and more important side, a part of the study of man.”

 1.2 EVOLUTION OF ECONOMICS

The evelution of economics deals with different thinkers and theories in the field of
economics from the middle age right up to the present day. Although the British philosopher
Adam Smith is generally considered as the father of economics, his ideas built upon a
considerable body of work from predecessors in the eighteenth century, who in turn were
grappling with wisdom received from centuries before and attempting to apply it to a
modern setting. Adam Smith wrote at the beginning of unprecedented social upheaval,
in what becaine known as the industrial revolution. For the first time in history inventions
such as James Watt’s steam engine, Andrew Meikles’s threshing machine, new modern
cotton mills and advances in coal extraction and iron manufacture meant that people
could produce goods beyond those mecessary for subsistence. Changes in economic
thought have always accompanied changes in the economy, just as changes in economic

- thought have propelled change in economic policy.

Economic thought has evolved through feudalism in the Middle Ages, through mercantilist
theory in the renaissance, through modern political economy during the industrial revolution,
to the fractured economic schools of thought that dragged humanity into the twentieth
century and a new globalised era of the twenty first. Following Adam Smith’s Wealth
of Nations, classical economists such as David Ricardo and John Stuart Mill examined

'| the ways the landed, capitalist and labouring classes produced and distributed national

riches. Karl Marx was then to castigate the capitalist system of exploitatien and alienation
he saw around him, before neo-classical economics in a new Imperial era sought to erect

| 2’ more mathematically and scientifically grounded field above this politics.

After the war of the early twentieth century, John Maynard Keynes led a reaction
against governmental abstention from economic affairs, advocating interventionist fiscal
policy to stimulate economie demand, growth and prosperity. But with a world divided
between the capitalist first world, the communist second world, and the poor of the third
world, the prevailing consensué broke down. Men like Milton Friedman and Friedrich
von Hayek caught the imagination of western leaders, warning of The Road to Serfdom



and Socialism. With the collapse of the Soviet Union, the political scientist Francis
Fukuyama proclaimed the victory for liberal democracy and an End of History. Yet the
twenty first century begins, the history of economic thought continues in an mcreasmgly
globalised economy.

1 3 WHAT IS ECONOMICS"

- Economics is the social science that studies the production, distribution, and.consumption
of goods and services. The term economics comes from the Greek for- oikos (house)
and nomos (custom or law); thus economics means “rules of the house hold.” It is a
“complex social science that spans from mathematics to psychology. At its most basic,
however, economics considers how a society provides for its needs. Its most basic need
is survival; which requires food, clothing and shelter. Once those are covered, it can then

look at more sophisticated commodities such as services, personal transport, entertainment,

the list goes on. Today, this social science known as “Economics” tends to refer only to
the type of economic thought which political econoriists refer to asNeoclassical Economics.
The econormics is divided into various sections such as—production, distribution, consumption
and exchange etc.

1.3.1 Production

In economics, all those activities that have to do with the creation of commodities, by
imparting to raw materials utility, added value, or the ability to satisfy human wants. The
farmer who grows wheat, the miller who grinds the wheat into flour, and the baker who
transforms flour into bread are examples of producers who, each in his own way, impart
utility to a natural or partially processed material. Production was the major thrust of
industry until at least the beginning of the 20th cent., when sales and marketing began
to be considered equally important in the transference of commodities from producers to
consumers.

1.3.2 Distribution .

In economics, the aliocation of a society’s total wealth among various economic groups.
Distribution, in that sense, does not refer to the physical marketing or circulation of goods,
which is part of the process of exchange, but to the relative well-being and economic
wealth of persons and groups.

1.3.3 Consumption

Process of using consumer products in order to satisfy desires and real or imagined needs
so that the products are used up, transformed, or deteriorated in such a manner as not
to be either reusable or recognizable in their original form.

1.3.4 Exchange

Mutual transfer of goods, money, services, or their equivalents; also the marketplace
where such transfer occurs, such as a stock exchange or a commodity exchange. In
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early human society, exchange of unessential articles, such as jewelry, was common, but
no group could afford to rely on another group for the necessities of life. Gradually,
division of labor led to the barter economy, in which articles were produced for exchange.

In other words economics is the study of how.individual and societies choose to use the
scarce resources that nature and previous generations have passed to them. In a large
measure, it is the behavioural science studying individual choices and more broadly
societal choices added up from them. Either you are planning the upcoming holiday
against limited time or slicing a gigantic watermelon with several of your siblings, you are
doing economics.

In general way economics is a social science that studies the allocation of limited

resources used to produce the goods and services that satisfy unlimited consumer wants -
and needs. Economics is. one of several social sciences (others are sociology, political

science, and anthropology) which apply the scientific method to human behaviour. The

distinguishing feature of economics is.a concern with the fundamental problem of scarcity—
unlimited wants and needs and limited resources.

1.4 SCOPE OF ECONOMICS

' Economics has deep roots and close ties in most soc:ety problems and global affairs; it

also has come a long way with social philosophy, thus bringing about the. breadth and
depth of this discipline. Let’s first take a brief look at the two major divisions of economics:
microeconomics and macroeconomics. '

1.4.1 Microeconomics

The term micro has been derived from the Greek word mticros, which means small. In
microeconomics attention is concentrated on a very small part of individual units, The

‘microeconomics is the study of the particular firms, household, individual prices, wages,

incomes ext. Microeconomics studies behaviours of individual decision makers such
as you in a particular market such_as that for refiigerator, and their interelationships.
Microeconomics examines the factors that influence individual economic choices_and
how the choices of various decision makers are coordinated by markets. To illustrate,
microeconomics explains how price and quantity supplied for a certam product interact,
determine each other and finally come to equilibrium.

Microeconomics examines how these decisions and behaviours affect the supply and
demand for goods and services, which determines prices, and how prices, in turn, determine
the supply and demand of goods and services.

1.4.2 Macroeconomics

-

This also derived from Greek word macros, meaning large. Macroecenomics is-a branch
of Economics that deals with the performance, structure, and behaviour of the economy
as a whole. Macroeconomists seek to understand the determinants of aggregate trends
in the economy with particular focus on national incorne, -unemployment, inflation, investment,
and international trade. In contrast, microeconontics is primarily focused on the determination



of prices and the role of prices in allocating scarce resources. It implies the study of
economics aggregates or the wholes. The problems like full employment, unemployment,
economic stability and economic growth cannot be accurately investigated through the
examination of infinitesimally Small units like individual consumer, producer, workers or
firms. The action of a single employer cannot have a perceptible impact upon the
employment situation of a country. The production or investment by a single firm is unlike
to generate cyclical fluctuations. The proper analysis of such problem requires an aggregated
thinking. Full employment, economic growth and instability are concerned with entire
economic system.

Unlike microeconomics that studies particular markets, macroeconomics dedicates itself
into the overall behaviour and performance of an entire economy. What happens in an
economy is the outcome of thousands-of millions of individual decisions, and macroeconomics
puts all the small pieces that are subjects of microeconomics together to focus on the big
picture, as at a national or a global level.

1.5 DEFINITION OF ECONOMICS

In General way, economics is a social science which deals with the production, distribution
and consumption of goods and services. There are a large number of economist give their
different definitions. Some say that there is no requirement of definition of economics this
is because economics growing continuously. But most of the economists agree with the
view that defining economics is must. On the basis of these economist, the definition of
economics is divided into four parts such as:

[Deﬁnition of Economicsl

.
[Wealth Definition] [ Welfare Definition] [Scarcity Definition | | Growth-Oriented Definition

} !

1. Adam Smith 1. Marshall 1. Lord Robbins 1. Prof. Samuelson
2. J.S. Say 2. Cannan 2. Scitovosky 2. Benham

3. J.S. Mill 3. Beveridge - Stonierand Hague 3. C.E. Ferguson
4. Senior 4. Penson 4 Harvey 4. Prof. JK. Mehta

»  Wealth definition given by “ADAM SMITH”

« Welfare definition given by” MARSHALL”

» Scarcity definition given by “ROBBINS”

+ Growth-oriented definition given by “SAMUELSON”

These definitions of various economists are explained with the help of features, merits
and demerits as given under:

1.5.1 Wealth Definition by Adam Smith

Adam Smith was an important Scottish political philosopher and economist whose famous
work Wealth of Nations (1776) set the tone for work on politics and economics for many
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people even through today. This was, in fact, the first comprehensive effort to study the
nature of capital, the development of industry and the effects of large-scale'connnerce
in Europe. Adam Smith says, “The self-interested pursuit of wealth may not be individually °
satisfying but leads to an aggregate increase in wealth that is in the best mterests of a
nation.” :

Some other economists like J.S. Mill, J.B. Say, and Walker etc. also follow the wealth
definition. These all economists are agreed on the point that economics is the study of
production, distribution, exchange and consumption of wealth. In other way economics.is
the body of knowledge, which deals with the wealth.

Definitions

Some definitions of different economists related to Economies given as under:

Adam Smith—Fconomics is an enquiry into the nature and causes of wealth of
ration.

J.B. Say—Eco:iomics Is the science which treats of wealth.

J.S. Mill—Economics is the. practical science of the production and dtstnbutmn of
wealth.

Senior—The subject treated by political economics’ is not happiness but wealth.

Features of Wealth Definition

The foilowing are the features of the wealth definition:

1. Meaning of Wealth, Wealth is the term in this definition; those material goods which |
are used to satisfy our wants and which are also scare. Goods are divided in parts that
are material goods and non-material goods. Material goods are those which are tangible
means which we can be seen and touched for example books, radio, television, mobile
and paper etc. and non-material goods are those which are neither seen and nor touched
for exaniple service of a teacher, service of cell phone network and service of a doctor
etc. are not freated as a wealth,

2. Economics is the Wealth Only. According to this definitioireconomics is only the
study of wealth. This definition gives first preference to the wealth and then to the study )
of man. It also tells about how to increase the wealth of a nation. :

3. Economie Man. The user of thlS definition of economics are think about a man who
fully know about his self- 1nterest and who also know how to satisfy hlS wants this man .
is called economic man. :

4. Causes of Wealth. ‘This definition tells us about the ways by which the wealth of
a nation is increase, which means economic development. To increase wealth, production
of material goods will have to step up. There are two ways to increase the wealth such
as (1) by increasing the demand of goods (2) by increasin'g the supply of goods:

Merits -

Wealth definition is telling us about the ways By which the wealth of the nation is
increase. This is the main merit of this definition, which helps in growth of economic
condition of a country. It also tells about the causes by which the wealth is increase.



' Demerits
| Following are the main demerits of the wealth definition:

' 1. More Importance to the Wealth. This definition gives more importance to the
wealth than man. This definition ignore that wealth is used to satisfy human wants not
an end. Man and not wealth should have been given more importance. Wealth has been

J given primary and man only secondary place.

| 2. Neglect of Welfare. This definition not tells about the welfare of the society: It gives
" too much importance to the wealth. It gives no attention to the well being of the society
| by proper use and equal distribution of wealth.

3. Narrow Meaning of Wealth. In this definition wealth is only the tangible things and
all non-tangible things such as services of a doctor, service of a professor and cell phone
network service etc. have been remain out side the scope-of economics. Economics is
not only concerned with obtaining of wealth, its aim is the welfare of man.

4. Neglect the Problem of Scarcity. This definition not use the two main terms of
economics that is scarcity and choice. In economics a problem is created because the
wants are unlimited and the means, which satisfied the wants, are scarce. The problem
is also arising due to the choice. A

5. Individual and Social Needs are not Separated. This definition is only told about
the wealth not about to the needs of the individual. It tells how to use the wealth to satisfy
the need of society not about to the individual. - -

1.5.2 Welfare Definition by Alfred Marshall -

Alfred Marshall was born in London, on 26 July 1842. Professor of Pelitical Economy
at the University of Cambridge from 1885 to 1908, he was the founder of the Cambridge
School of Economics which rose to great eminence in the 1920s and 1930s. Alfred
Marshall’s magnum opus, the Principles of Economics was published in 1890. Marshall
relates the definition of economics with material welfare.

Some. other neoclassical economist such as Cannan, Beveridge, and Pénson etc. who are
also shifted the emphasis of economics from wealth to welfare. They tell about that
economics is the study of human welfare. They also tell us that wealth is for human and
human are not for wealth. In the other words economics is the study of economic welfare,
being described as that part of social welfare, which can be brought directly or indirectly
into relation with the measuring rod of money. '

Definitions : : .
Some definitions of different economists related to Economics given as under:

Marshall—Economics is the study of mankind in the ordinary business of life; it
examines that part of individual and social action which is most closely connected
with the attainment and with the use of material requited for well being.

Cannan—The aim of political economy is the explanation of general causes on
which the material welfare of human being depends:

Nature of Economics
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Beveridge —Economics is the study of the general methods by which men co-
operale to meet their material needs. )

Penson—~Economics is the science of material welfare.

Features of Welfare Definition

The following are the features of the welfare definition:

1. Economics is the Study of Man. This definition gives more importance to the man
then to wealth. Wealth is a thing, which is used to satisfy the needs or wants of a man, .
Main objective of economics is to study human welfare. '

2. Ordinary Business of Life. According to this definition wealth eafning and wealth
spending is the ordinary business of life.

3. Goods for Well-being. This definition also tells us about the goods which-are
required for well-being such as books, food, pen etc. : ’

4. Study of Social Man. According to this definition economics study the activities of
that man who are live in the society. Those men who are participating in the activities
of the -society are the part of this economics and those who are not participating are
remaining outside the scope of economics.

5. Tell about Real Man. The men who are working for him self only are not the part
of this economics. Economics is study the real man who participates in societal activates
for economic and non-economic motives. - i

6. Science and Art. Economics is both science and-art. It science because it is also a
systematic study like science and art because as art is based on certain rule and laws
it is also. 4

7. Money is the Measure of Welfare. Economic welfare is the part of social welfare,
It can be measured directly or indirectly with the rod of money,

’

"Merits

Welfare definition is more advanced -than wealth definition. It tells about the hurhan
welfare and.then wealth and also those things which are required for well-being. This
definition is more scientific, relevant better than wealth definition. .

Criticisms of Welfare Definition
Following are the main criticisms of the welfare definition:

1. Neoclassical economics is sometimes criticized for having a normative bias. In
this view, it does not focus on explaining actual economies.

* 2. The focus on individuals in the economy may-obscure analysis of wider long
term issues, such as whether the economic system is desirable and stable on
a finite planet-of limited natural capital.

3. Large corporations might perhaps come closer to the neoclassical ideal of
profit maximization, but this is not necessarily viewed as desirable if this comes

at the expense of neglect of wider social issues.
~



4. Problems with making the neoclassical general equilibrium theory compatible
with an economy that develops over time and includes capital goods.

5. In the opinion of some, these developments have found critical weaknesses in
neoclassical economics. Economists, however, have continued to use highly
mathematical models, and many equate neoclassical economics with economics,
unqualified. .

6. The basic theory of a downward sloping aggregate demand curve is criticized
for its allegedly strong assumptions.

7. In general, allegedly overly unrealistic assumptions are one of the most common
criticisms  towards neoclassical economics.

8. The basic theory of production in neoclassical economics is criticized for
incorrect assumptions about the rationales of producers.

9. Often at individual levels, variables such as supply and demand, which are
independent, are assumed to be independent also at aggregate level. This
criticism has been applied to many central theories of neoclassical economics.

1.5.3 Scarcity Definition by Lionel Robbins

Lionel Robbins was a peculiar Englishman in the economics world of the 1920s. His

tools were the London School of Economics and a famous 1932 essay on economic

methodology. It was his 1932 Essay on the Nature and Significance of Economic Science

where Robbins made his Continental credentials clear. He redefines the scope of economics
to be “the science which studies human behaviour as a relationship between scarce

means which have alternative uses.”

Some other economists like Scitovosky, Harvey, Stonier and Hague also gives scarcity
definition of economics. They point out some criticism in the welfare definition that’s why
they give there scarcity definition. In other words they say, “Economics is the study
of those principles on which the resources of a community should be so regulated
and administered as to secure communal ends without waste.”

Definitions

Some definitions of different economists related to Economics given as under:

Lionel Robbins—Economics is a science which studies human behaviour as a
relationship between ends and scarce means which have alternative uses.

Scitovosky—FEconomics is the science concerned with the administration of scarce
resources.

Stonier & Hague—Economics is the fundamentally a study of scarcity and the
problem which gives rise.

Harvey—Economics is the study of how men allocate their resources to provide for
their wants.

Nature of Economics
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 Principles of Economics  Feqtupes of Scarcity Definition
' The following are the features of the scarcity definition:

1. Wants are Unlimited. Human wants are unlimited. In economics we study the
wants of human which are related to the goods and services. Though a particular want
is satisfied another is created. Thus the man never satisfied all his wants,

. NOTES

2, Limited Resources. The resources, which are satisfied human wants, are scare
means limited in amount. A man has to decide which want has to satisfy and which has
to leave. Wants are greater than resources.

3. Resources have Alternative Uses. This is the third important problem of an’economy
that ‘the resources are having .alternative uses. For example, milk is used to make a
number of products such as curd, tea, butter, and cheese etc. if more is used to tea'then
less amount is available for other things.

4. Wants Change with Time. This means that the wants of a man is changed with
time and they- are never remain same. Such as want differ in urgency. Parents want food,
house and all the facilities to his child but if the ch11d sick, the want is changed to medical
facility.

5. Opportunity Cost. We cannot fulfill our wants simultaneously. If we complete our
one want we have left another. For example, if one have ¥ 5 but he want two things
pen and. food then he spend it on one thing and left another.

Merits .
The following are the merits of the scareity definition:

1. Economics is Positive Science. According to this definition économics is a
positive science. This deals with the economic activities. It is not told about
the welfare,

2. Explain Economic Problem. This definition have more reasons to explain
the economic problem. The economics problems are due to the limited resources, ,
unlimited wants and alternative uses of the available resources. This definition
explains more clearly about the economic problem.

3. Study Human Behaviour. This definition is study human behaviour and also- -
about the social man. Economics study the all activities of man in the society.
Economics study the behaviour of both the individual and social.

4. Universal. This definition is concemed with the universe. It related with.
wants and scare means of the human being in the universe.

Criticisms of Scarcity Definition
- Following are.the main criticisms of the scarcity deﬂmtlon

1. Economics is not only a value theory. According to this definition given by
Robbins, economics has been concemned to the theory of value but the scope
of economics is very big. It also includes the study of national i income and
employment also,

_ 2. Not use social aspects of economic activities. This definition is wrong
. ; when it holds that the activities of those who llve outside the society also from
- the part of economics.

10 Self-instructional Material



—
f

3. Not obey the concept of wealth, This definition does not use the concept
of wealth. It is only concerned with that to allocation of resources in such a
manner by which we get maximum satisfaction. Not tell about the goods,
which are required to satisfy our wants.

4. Economics is not only a positive science. According to this definition
economics is only a positive science which deals with satisfactions of our
wants. But economics is also a normative science.

5. Economics is not only micro analysis. According to this definition economics

is concerned with the satisfaction of individual unlimited wants with scare
resources. \

- 1.5.4 Growth Oriented Definition by Samuelson

Paul A. Samuelson has personified mainstream economics in' the second half of the
twentieth century. Paul Samuelson has not been unjustly considered the incarnation of the
economics ‘establishment’ — and as a result, has been both lauded and vilified for
virtually everything right and wrong about it. Paul Samuelson’s most famous piece of
work, “Foundations of Economic Analysis” (1947), one of the grand tomes that helped
revive neoclassical economics and launched the era of the mathematization of economics.
Samuelson was one of the progenitors of microecenomics and the Neo-Keynesian Synthests
in macroeconomics during the post-war period.

Some other modern economist like Benham, Lipsey, C.E. Ferguson etc. also give the
growth-oriented definition of economics. Problem of the present use of resources is
mainly a problem of choice making and problem of their future growth is a problem of
economic growth. Growth oriented definition is concerned with the effective allocation
and use of resources so that economic growth can be increased.

Economics is the study.of how, in a civilized society, one obtain a share in what
other people have produced, and of how the total product of society change and
is determined. .

Definitions
Some definitions of different economists related to Economics given as under:

Prof. Samuelson—Economics is the study of how people and society end up choosing
with or without the use of money, to employ scarce productive resources that could
have alfernative uses, it produce various commodities over time and distributes
them for consumption, now or in the fiture, among various persons and groups in
society. It analyses cost and benefits of improving patterns of resource allocation.

Benham—Fconomics is the study of the fuctors affecting employment and standard
of living.

C.E. Ferguson—~Econonics is the study of the economic allocation of scarce physical
and human means (vesources) dmong competing ends, an allocation that achieves
a stipulated optimizing or maximizing objectives.

Porf. J.K. Mehta——Economics is a science which studies human behaviour as a
means to reach in a situation free of wanis.

Nature of Economics
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Features of Growth-oriented Definition

The following are the features of the growth oriented definition:

1. Resources. This definition describe about the economic resources which are used
to satisfy human wants. These resources are getting by payment of some price.

2. Allocation of Resources. Choice is the main problem of economics. Effective allocation
of resources is helpful in full utilization of resources.

3. Full utilization of Resources. This definition described about the economic growth
is not increase till the resources are not fully utilized.

us. By increasing or improving these resources we improve our economic growth.

Merits

The following are the merits of the growth-oriente(i definition:

in nature than the other. These definitions help in solving the economical problems. These
are also helped in making economical polices. ‘

2. Universally applicable. These definitions of economics are universally applied. These
are related to all type of economic polices and problems of all countries such as developed,
developing and underdeveloped. Unemployment, standard of living and per-capita income

areas,

distribution and consumiption of economie resources, it is also solved the firture problems
related to these resources. It provides the ways of utilization of economic resources.

In the last the growth oriented definitions of economics are complete and advanced.
Growth oriented definition is fotmed by combing the two other definitions i.e., Welfare
definition and Scarcity definition. All the merits of these definitions are covered in the
above definition. These definitions are universal, practical and dynamic in nature.

1.5.5 Comparison of Marshall and Robbins Definitions of Economics

(Robbins) definitions. First some differences of these definitions are given below and then
similarities;

Sr.|  Point of Marshall’s Definition Robbins Definition

No|  Difference (Welfare definition). (Scarcity definition)

1. |Definition Economics is the study of Economics is a science which
mankind in the ordinary studies human behaviour as a
business of life with the relationship between ends and
attainment and the use " " | scarce means which have -
of material required for well | altemnative uses.
being. :
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4. Improvement in Resources. There are some resources which can be increased by -

1. Practical in nature. These growth-oriented definitions of economics are more practical -

are the main problem of the universe. These definitions of economics are related to these -

3. Solved present days problems. There are many present day problems .., production,

There are many differences and similarities between the welfare (Marshall) and Scarcity ‘



2.| Main objective

Human welfare is the main
objective of this definition.

Full utilization of economic
resources is the main objective
of this definition.

3. Activities

Economics is the study of
only economic activities

Economics is the study of both
economic and non-economic
activities.

economic analysis.

4.| Means All materials required to All economic resources or scare
attainment of material welfare. | resources which have alternative
uses.
5.| Science Economics is the social science| Economics is the human science.
6.| Nature of Economics is the science as Economics is the positive science.
economics well as art.
7.| ‘Economic Inductive and deductive both | Only deductive method is used
analysis methods are used in the in the economic analysis.

8.| Role of money

Money is the main rod of
measuring all economic
activities.

Economic resources or scare
resources are the measurers of
economic activities.

Similarities of Marshall and Robbins Definitions of Economics

There are many similarities between the welfare (Marshall) and Scarcity (Robbms)
definitions, some of them are given below:

1%

Study of Man. Both Marshall’s and Robbins definitions of economics are

give more stress to the study of man then the wealth. In the both definitions
the man is primary and wealth is secondary function.

Science. Both Marshall’s and Robbins says that economics is the science.

3. Welfare. Marshall says that the objective of economics is to maximization of
human welfare. Robbins says that to utilize the scare resources in such a way
that are help in human welfare.

1.6 NATURE OF ECONOMICS

The economic activity of a society consists of activities related to the production and
consumption of goods and services. Since earliest times, the primary function of organized
society has been economic in nature. The other elements of civilized society—architecture,
literature, music, etc.— emerge only after the material needs of the society have been

amply provided for. Poor societies do not build great pyramids, erect magnificent cathedrals,
or place men on the moon. Everyday, all of us are involved in activities that are primarily |

gconomic in nature. To fully understand these activities, we need to create a new
perspective of the world—an economic perspective. Let’s begin this task with some

definitions.

Nature of Economics
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Goods are tangible outputs of the production process—the good has a physical existence..
Production and consumption can be separated by time and place. The farmer grows the
wheat in Jowa in May. The girl eats the bread in Georgia in September, Goods include
consumer durables, consumer nondurables, and capital (producer durables).

Services are intangible outputs of the production process—services have no physical
existence, As a result, production and consumption usually occur at the same time and
place. The professor gives a lecture to students in the classroom. Services include
education, repair, finance, government, energy, and telecommunications. -

Production is the creation of goods and services by combining various elements in the
production process. For example, the farmer grows a wheat crop by combining his labour
with the land, seed, fertilizer, and machinery.

Consumption is the destruction of goods and services to satisfy the wants and needs
of people. A person who is hungry eats a meal, and the food ceases to exist as food.

P

1.7 ECONOMIC PROBLEM

Economics is often described as a body of knowledge or study that discusses how a
society tries to solve the human problems of unlimited wants and scarce resources.
Because economics is associated with human behaviour, the study of economics is
classified as a social science. Because economics deals with human problems, it cannot
be an exact science and one can easily find differing views and descriptions of economics.
In this we discuss about the elements that constitute the study of economics, that is,
wants, needs, scarcity, resources, economic choice, goods and services. The economic
problem arises because our wants are unlimited and the resources, which satisfied our
wants, are limited. The resources are divided into two categories i.e., natural resources,
and man-made resources.

Definitions

‘Some definitions of different economists related to Economic Problem given as under:

Prof. Erich Roll—Economic problem is essentially a problem arising from the necessity
of choice of manner in which limited resources with alternative use are disposed of
It is a problem husbandry of resources.

Robert Awh—ZEconomic problem is the problem relating to the necessity of choosing
what, how and for whom to produce and how to achieve economic growth.

Leftwich—Economic problem is concerned with the use of scarce resources among
alternative human wants and in using these resources towards the end of satisfying
wants as fullv as possible. -

1.8 CAUSES OF-ECONOMIC PROBLEM

Economic problem is related to the all types of economy rather it is developed, developing
or underdeveloped. Tt is due to the some causes, which are given as under:




1.8.1' Limited Resources

" Limited resource is the basic condition of nature which means that the quantities of
available resources used for the production of goods and services are limited, It means
that the economy has only some resources that can be used at any given time to produce
goods and services. Limited resources are one half of the fundamental problem of
scarcity that has plagued humanity since the beginning of timie. Huge amount of goods
and services are needed to satisfy individual needs and wants. To satisfy hunger, someone

needs bread, fruit or milk. The elements or substance which satisfied our needs and

wants are divided into the five categories:

1. Natural Resources—are materials found in nature (air, water, plants, timber, animals,
etc.)

2. Raw Materials—are resources that will be made into finished products.

3. Renewable Raw Materials—are those raw materials that can be grown and therefore
replaced. '

4. Non-renewable Raw Materials—which cannot be grown or replaced.

5. Synthetic Materials—are man-made materials. (nylon, dacron, polyester are synthetic
fibers as contrasted to cotton, silk, and wool which are natural fibers).

Consider the following four broad resource categories:

1. Labour. This is the mental and physical effort of humans (exciuding entrepreneurial
organization) that are used for the production of goods and services.

2. Capital. This is the manufactured, artificial, or synthetic good used in the production
of other goods, including machinery, equipment, tools, buildings, and vehicles.

3. Land. This is the naturally occurring material of the planet that are used for the
production of goods and services, including the land itself; the minerals and nutrients in
the ground; the water, wildlife, and vegetation on the surface; and the air above.

4. Entrepreneurship. This is the special sort of human effort that takes on the risk of
bringing labour, capital, and land together to produce goods. Entrepreneurship is the factor
that organizes the other three. o
All above given four scarce resource categories are important to the production of goods
used in wants-and-needs-satisfying process that keeps human beings alive from one day
to the next and makes living just a little more enjoyable.. Land provides the basic raw
materials that become the goods. Labor does the hands-on work. Capital is the tool that
makes the job easier, and entrepreneurship organizes the entire process.

1.8.2 Unlimited Wants and Needs

While the basic needs of human survival (food, water, sheiter, health and education) are
important in the function of the economy, human wants are the driving force which
stimulates demand for goods and services. In otder to curb the economic probiem,
economists must classify the nature and different wants of consumers, as well as priorities
wants and organize production to satisfy as many wants as possible. Unlimited wants and
needs are the basic condition of human existence which means that people are never
totally satisfied with the quantity and variety of goods and services that consume. It
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Principles of Economics  means that people never get enough, that there’s always something else that they would
want or need. No ene can fully satisfy his or her wants or needs. When one want is
satisfied, another is created. This chain of wants is continues till death. For example in
few years ago the demand for colour television is nothing but now every house has the
colour television and its demand is moved towards to the LCD home theater. It means
our wants are increased with the time and the chain of wants is endless. Unlimited wants
and needs are one half of the fundamental problem of scarcity that has plagued humanity -
since the beginning of time. The other half of the scarcity problem is limited resources.

NOTES

The economic’ problem emerges because our.desire for goods and services to consume
is- greater than-our ability to produce those goods and services. The demand for goods
and services arises from human wants. There are three types of human wants:

1. Biological wants are for the goods and services needed 10 sustain human life. These
are food, shelter, and clothing. These goods are often called “necessities”._

2. Cultural wants are for goods and services beyond necessities in order to maintain
the socially aécepted standard of living. The idea of a standard of living will vary with
time and place. An acceptable living standard for 1800 would not be acceptable in 2000.
These goods and services are called “conveniences”:

3. Demonstration wants are for goods and services beyond conveniences. Thanks to
modern telecommunications, we all know about the lifestyles of the rich and famous, and
would not mind it for ourselves. These goods and services are called “luxuries”. Note
that economic development means that the luxuries of yesterday become the conveniences
of today! ) :

1.8.3 Alternative Uses

The problem of limited resources and unlimited wants become more complicated due the
alternative uses of resources. For example, the milk is used for making a number of
product that is tea, curd, cheese and butter etc. that’s why it creates a problem.

1.8.4 Scarcity

Scarcity is a pervasive condition of human existence, because society has unlimited-
wants and needs, but the resources which are used to satisfy these needs and wants are
limited. This fundamental condition is the common thread that binds all of the topics
studied in economics. This scarcity means: :

~1. That there is never enough resources to produce everything that everyone
would like produced. '

2. That some people have to do without some of what that they want or need.

3. That doing one thing, producing one good, pe_fforming one activity, forces
society to give up something else. '

4. That the same resources cannot be used to produce two different goods at the
same time. e '

Hurnans live in a world of scarcity. This world of scarcity is what the study of economics
is all about. That’s why scarcity is usually basis economic problem.
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1.9 CENTRAL PROBLEMS OF AN ECONOMY

The problem that makes choice and allocation of resources is called central problem of
an economy. All the economy have same central problem. These problems are given as
below:

| Central Problems of Economy |

A 4

h A
[Problern of Allocation of Resources | | Problem of Utilization of Resources
1. What to produce? 1. Efficient use of resources
2. How to produce? 2. Growth of resources
3. Who consumes? 3. Economic growth

1.9.1 Problem of Allocation of Resources

The three basic questions that an economy must answer because of limited resources
and unlimited wants and needs are—What? How? And for whom? The basic problem
of scarcity requires every society to determine—What goods to produce? How to produce
the goods? And who receives the goods that are produced? The problem of allocation
of resources is divided into four categories. Which are given as under: What to produce
(Problem related to choice), How to produce (Problem related to technology), who
consumes (Problem related to customer)? These functions are explained as:

What to Produce?

The first question society must answer is: What goods and services are produced with
society’s limited resources? Does society make bagels or bread? Cool-drink or coffee?
Computers or laptop? This question is necessary because resources are limited but wants
and needs are unlimited. Society wants a lot of goods and services, but everything cannot
produce for everyone. Choices must be made. Society must choose among the wide
assortment of alternatives when selecting which goods to produce.

How to Produce?

The second question that needs to be answered is: How are society’s limited resources
combined to produce goods and services? Are jogging shoes made with leather or nylon?
Are houses built with wood or brick? Are cars made with high-tech robots or manual
labour? Society, must decide which limited resources to use for which goods. Every good
cannot be made using the same resources. A hungry consumer may want a hot fudge
sundae made with expensive creamy custard, but opts for less expensive ice milk.

Who Consumes?

The third of the three questions of allocation is—Who receives the goods and services
produced with society’s resources? All goods given to benevolent economics instructors?
Should goods be distributed according to shoe size? What if people buy goods with their

Nature of Economics

NOTES

Self-Instructional Material 17



Principles of Economics.

NOTES

18 Self-Instructional Material

incomes? Now, there is a thought. But, what about people who have no income? With
limited resources, the production of goods is also limited. With limited goods, everyone
cannot have everything. Society has to decide who gets what.

1.9.2 Problem of Utilization of Resources

There are also three basic concepts which are related to the utilization of economic
resources are such as—Efficient use of resources, Growth of resources, Economic
growth. These functions are explained as:

1. Efficient Use of Resources. The resources, which are available in all economies,
are in limited amount and they cannot satisfy our wants. Then it becomes important to
make full utilization of resources. By the help of full utilization of resources economic
growth can take place. For example, the use of water,

2. Growth of Resources. The resources, which are available on earth, are scare. The
growth of these resources is an important problem of the economy. It is essential to all
the economies of every country that to use the resources fully and also grow them. The
economy growth of a country is dependmg on the uses of resources and also on the
development of new resources.

3. Economic Growth. The econoemy of every counny works in such a way that it
provides maximum econoriic growth to country and it is possible only when if there is
a full utilization of resources. On the bases of prices of resources the resources are .

{ divided into two categories that are—Free goods and economic goods. Free goods are

those, which are free by nature such as water, sunlight and air etc. These goods are free
because there supply is more then there demand. Now economic goods are those for
which we have pay some price such as book, bread and pen etc. These are economic

because there supply is less then there demand. If the full utilization of these resources
is takes place then economic growth goes on to a higher level.

1.10 ECONOMIC SYSTEM

Economic system is a particular set of social institutions which deals with the prdduction, :
distribution and consumption of goods and services in a particular society. The economic
system is composed of people, institutions and their relationships to resources, such as
the convention of property. It addresses the problems of economics, like the allocation
and scarcity of resources in a given economy: Economic systems are the category of
economics that includes the study of different systems. Followmg are the different types
of economic system

* Market economy "+ Political economy

» Global economy * Mixed economy ’
* Capitalist economy » Socialist economy

1.10.1 Market Economy

The market economy is characterized by the voluntary exchange of goads and services
in the absence of any government intervention or centralized planning. The market
economy operates under the free market where the basic assumption is that the nation’s



- well-being is determined by the interaction of market forces like the aggregate demand
and supply. The key decisions of what to produce, how to produce and how much to
produce are the producers’ prerogative unlike the case of the centralized economy.

The market economy is devoid of government interventions such as price fixing, license
quotas and industry subsidizations. Friedrich von Hayek had observed that the free
market economy led to a more efficient resource allocation, its main advantage. Ina
" market economy, there is freedom to own resources and decide on its allocation. In the
US market economy, barriers are imposed on the formation of monopoly powers. But
according to the Index of economic freedom, there are lesser restrictions in the countries
like Hong Kong and Singapore.

The market economy has many lacunae. There is high chance of complete anarchy in
the absence of any government intervention. The role of the government in attaining

social welfare cannot be denied completely. The market economy operates to satisfy the |

private wants, where the society as a whole may not reap the benefits. There may be
concentration of wealth in few pockets of the cconomy. For such disadvantages and
much more, the free market economy cannot be fully advocated.

1.10.2 Political Economy

Political economy, basically studies the development process of a polity, i.e., whether the
polity is undergoing a surplus or a deficit. Political economy or “the economics of

) polities”, as it was originally known, was the study of production relations vis-a-vis the
customs, law and the state in countries born out of the new capitalist order. In short, it
was a web of relations between the society and the individual and between the market
and the state. The term was attached to the “Labour theory of Value” in the 18th century
and by the 19th century “economics™ or the study of the economy using axiomatic
principles and fundamental, mathematical techniques gradually superseded the term of
“political economy.”.

Political economy has now changed from the approaches of the traditional political
economy and approaches such as “Mutuality Political Economy” have also evolved. The
modern political economy deals with internal cooperation and competition in the field of
international trade which might increase or decrease world per capita incomes, global
warming, international immigration of skilled labour to the developed countries and the
riging inequality in incomes due to globalization in the underdeveloped economies. These
burning social, political and economic issues can only be handled effectively under the
purview of political economy, or IPE in particular, with proper political will shown by the
world polity.

1.10.3 Global Economy

Global economy has shown a conscious shift in economic activity from agriculture to
service in both the developed and the developing world. There has also been a growth
in total as well as per capita GDP (Gross Domestic Product) mainty in the OECD
(Organization for Economic Co-operation and Development) or the advanced countries,

Eastern Europe and Asia. However, measurmg poverty remains one of the most contentlous
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issues and althdugh numbers of people in poverty have declined in East and South Asia,
freeing the world totally of poverty still poses the most challenging question.

The global economy has equipped the economy with the power to market goods and
services across different countries in the globe. Before the global economy cariie into
existence, thé entire economy was ruled. But with the stings of global economy the power
of the United States has shrunk to about 25%. The monopoly of United State would
continue to lose its vigour as more and more industrialized states come to the force.

| Advantages

The global economy can reap the benefits of increasing economies of scale. With the
opening up of the ecdnpmy the industrial sector has benefited with the attainment of
cheap labour, capital and technology. Small companies also witness rapid growth owing

'to a wider customer base. Many opine that the global economy has promoted international

peace and cooperation.
v

Disadvantages

The global economy has encouraged transportation on a wider scale for the free flow
of goods and services across nations. This has, in turn, led to the emission of greenhouse
gases. The global economy has also resulted in the loss of domestic jobs. The labor-
intensive industries of the developed countries find it profitable to shift to third world
countries where wage rates are low. This leads to the displacement of labour in the
developed countries. Further, it is difficult to formulate regulations and legislations that are
undifferentiated across the globe.

1.10.4 Mixed Economy

Mixed Economy can be defined as a form of organization where the elements of both

the capitalist economy and socialist econdmy are found. In a mixed type economy, both

the private ownership as well as the state takes part in the means of production, distribution
and other types of econornic activities. The mixed economy allows private participation

in the field of production in an environment of competition with an objective of attaining

profit. On the contrary following to the socialism featires it includes public ownership in

production for maximizing social welfare. Simply in such type of economy there is the

presence of private economic freedom with centralized planning with a common goal of
avoiding the problems associated with both capitalism as well as socialism. In this system
the freedom in the economic activities are mﬂuenced by the Government’s regulation and

licensing policies. ~

1.10.5 Capitalist Economy

A capitalist economy otherwise called as the free market economy can be defined as an
economic activity, where the means of production are privately owned. Most of the
economies over the world have enriched their economic system by implementing capitalist
norm in the recent years. Here in such form of economy there is no Government
interference. '



Characteristics of Capitalist Economic System
The following are the.main characteristics of capitalist economic system:
« More private paiticipation in the field of economic activities;
+* Free environment to compete in the economy;
" Individuals and firms act for profit motive;
» High freedom for choice to the 'consumefs;

+ Government acts as a police state.

1.10.6 Socialist Economy

In case of a socialist economy, the public authority or the Government makes the means
of production and distribution. '

Characteristics of Socialist Economic System

The following are main characteristics of socialist economic system:
« It’s a centrally planned economy. -
+ It aims at achieving a better distribution of income and wealth.
» Objective is to attain social gain.
+ Absence of consumer’s sovereignty.

Though a large numbers of nations over the world are in a trend of following the free
market system, still the socialist pattern keeps up its dominance. The USSR and some of
the European countries have adopted a fully centralized planned economy. In the past most
of the countries over the world have relied upon these form of economic pattern. India had
also adopted the socialist pattern of economy after getting independence for fostering its

economic growth rate. Though the country has opened its doors of the market, still the five- -

year plans in the country holds its relative importance. Even China had adopted a socialist
model after the communist victory in the civil war.

1.11 ECONOMIC GOALS

Economic goals are the conditions of the mixed economy, including full employment,
stability, economic growth, efficiency, and equity, that are generally desired by society and
.pursued by governments through economic policies. The five goals are typically divided
into the three that are most important for macroeconomics and the two that are most
important for microeconomics.

1.11.1 Microeconomic Goals

Efficiency and equity are the two microeconomic goals most relevant to markets, industries,
and parts of the economy, and are thus important to the study of microeconomics.

1. Efficiency. Efficiency is achieved when society is able to get the greatest amount of

satisfaction from available resources. With efficiency, society cannot change the way
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resources are used in any way that would increase the total amount of satisfaction
obtained by society. The pervasive scarcity problem is best addressed when limited
resources are used to satisfy as many wants and needs as possible. While efficiency is
indicated by equality between demand price and supply price for a given market, there
are no clear-cut comprehensive indicators for attaining this efficiency goal. While it is
possible, in theory, to pinpoint what is needed for efficiency, the complexity of the
economy-makes the task difficult to accomplish in practice.

2. Equity. Equity is achieved when income and wealth are fairly distributed within a
society. Almost everyone wants a fair distribution. However, what constitutes a fair and
equitable distribution is debatable. Some might contend that equity is achieved when
everyone has the same income and wealth. Others contend that equity results when
people receive income and wealth based on the value of their production. Still others
argue that equity is achieved when each has only the income and wealth that they need.
Equity means income and wealth are distributed according to a standard of fairness. But
what is the fairness standard? It could be equality. Or it could be the productive vahie
of resources. Or it could be need.

1.11.2 Macroeconomic Goals

"Full employment, stability, and economic growth are the three macroeconomic goa]s most

relevant to the aggregate’ economy and consequently are of prime importance to the
study of macroeconomics.

1. Full Employment. Full employment is achieved when all available resources (labour,
capital, land, and entrepreneurship) are used to produce goods and services. This goal is

" commonly indicated by the employment of labour resources (measured by the ﬁnemploym’ent

rate). However, all resources in the economy—labour, capital, land, and entrepreneurship—
are important to this goal. The economy benefits from full employment because resources

produce the goods that satisfy the wants and needs that lessen the scarcity problem. If

the resources are not employed, then they are not producing and satlsfactlon is not

achieved.

2. Stability. Stability is achieved by avoiding or limiting fluctuations in production, employment,

[ and prices. Stability seeks to-avoid the recessionary declines and inflationary expansions

of business cycles. This goal is indicated by month-to-month_and ‘year-to-year changes
in various economic measures, such as the inflation rate, the unemployment rate, and the
growth rate of production. If these remain unchanged, then stability is at hand. Maintaining
stability is beneficial because it means uncertainty and disruptions in the economy are
avoided. It means consumets and businesses can safely pursue long-term consumption
and production plans. Policy makers are usually most concerned with price stability and
the inflation rate. -

3. Economic Growth. Economic growth is achieved by increasing the economy’s ability
to produce goods and services. This goal is best indicated by measuring the growth rate .
of production. If the economy produces more goods this year than the last, then it is
growing. Economic growth is also indicated by increases in the quantities of the resources—
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1abour, capital, land, and entrepreneurship—used to produce goods. With economic growth,
jsomety gets more goods that can be used to satisfy more wants and needs—people are
better off; living standards rise; and scarcity is less of a problem.

'1.12 ECONOMIC RULES

Economic rules are set of seven fimdamental ideas that reflect the study of economics
i and how the economy operates. Like driving has a variety of traffic laws, .a journey
' through economics has a few rules of its own. While breaking these seven economic

rules will not result in a ticket or jail time, it could limit an understandmg of the subject.

Following are the main basic rules of an economic:

1. Scarcity., The economic f)it: is limited. Society has limited resources and unlimited
wants and needs. Because there is only so much to go around and everyone wants more
than they have, what one gets, another does not. That means that virtually every good
produced, every action taken has an opportunity cost.

2. Subjectivity. Prices depend on preferences. The value of goods and services s -

subjective. Buyers have pérsonal likes and dislikes and are willing to pay different prices
for goods. Sellers base prices on production costs which depend on the subjective value
that resource owners place on their resources.

3. Inequality. Life is not fair. Resources, goods, services, income, and wealth are not
equally distributed. Some people have more than others. Inequality can be caused by
differences in natural abilities, parental wealth, the luck of birth, and other factors beyond
one’s control. Inequality also results from effort, education, trammg, shrewd decision
making, and just plain hard work.

- 4. Competition. Competition is good. Compctltlve markets promote eﬂicwncy Competition |

“among buyers in search of products and competition among sellers in search of buyers
‘brings out the best in both—and in the economy. Limited competition on either side is bad
for the market and bad for the economy, Limited competition among sellers causes higher

_prices for buyers. Limited competition among buyers leads to lower prices for sellers.

5. Imperfection. Nothing is perfect and never will be. Society can fix some problems,
but not everyone. Seeking perfection from an imperfect world can be frustrating and

even counter productive. Markets, a useful way to deal with scarcity in many circumstances,

have deficiencies that can be corrected only by government action. Some deficiencies
are minor, others are monumental. Governments, however, are also flawed. Government
actions.intended to fix market flaws are also imperfect. Invariably, the choice in a mixed
economy is between the lesser of imperfections.

6. Ignorance. Nobody knows everything. Informnation is a scarce good Acqumng information
is governed by the same scarcity problem as any production. It requires limited resources
that have alternative uses. This imposes an opportunity cost on society. The cost of
getting information limits how much anyone can “buy.” That is why everyone is ignorant
about something. Sellers who have a good usually have more relevant information than
buyers who want it.
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7 Complexity. There is more than meets the eye. The world is a complex beast.
Society has millions of people interacting in production, consumption, and allocation activities.
Every action, every purchase, every. production, every salé, has several effects. Some
effects are intended and obvious; others are unintended and more subtle. An action that
may be good for one person may be just as bad for another.

1.13 CIRCULAR FLOW OF INCOME/MONEY

We have explained earlier that the basic concept of microeconomics is the individual
market. However, the basic concept in macroeconomics is the circular flow of income.
In an economy, people are engaged in carrying out various economic activities like
production, exchange and consumption. While carrying out these activities, they are
involved in making various transactions with each other, This gives rise to inter-dependence
between them. ThlS interaction and inter- dependence is called the circular flow of income.

1.13.1 Meaning of Circular Flow of Income

As we know, national income is a flow concept. Every year a large number of goods
and services are produced which give rise to national income. These goods and services
are produced in the production units by combining different factors of production. Producers
purchase the factor services to produce goods and services. The national income or
output generated is distribution as factor income to the owners of factors of production
in the form of wages, rent, interest and profits. Those who receive this income spent it
on goeds and services produced by production units. The income earned or generated are
spent on purchase of goods from these production units. As such, production gives rise
to income, income gives rise to expenditure and expenditure gives risé to income again.
Thus, in the economy, goods services and factor services are being constantly exchanged
between different individuals like producers and households. This flow of goods and
services and factor services among producers, households and other individuals in the
economy is known as circular flow of income. Thus, circular flow of income is defined
as the flow of payments and receipts for goods and services and factor semces between
different sectors ot the economy.

This flow of national income is circular is nature. There is a constant flow of income and

expenditure among different sectors of the economy. Incomes are created in the production
units in the process of production. Income flows for production unifs in the form of factor
payments to households and then from households to production units. In this way,
income flows in circular way among different sectors of the economy. Goods and services
flow in one direction and money payments to acquire these flow in the opposite direction,

thereby leadmg to circular flow. It is called circular because it goes-on continuously and
indefinitely in a circular way; it has neither any beginning nor any end.

-Economic transactions like sale and purchase of goods and factor services generates two

kinds of flows, viz. flow of goods and services and money flow: Accordingly, circular
flow of income can be viewed from two different angles; real flows and money flows.



Real flows: Real flow of income consists of flow of factor services from the owner of
factor services to the producers and flow of goods and services from the producers to
the buyers of these goods and services. Thus, real flow consists of flow of factor
services and flow of goods and services among different sectors of an economy.

Money flows: In the modern monetized economies, economic transactions involve the
use of money. Flow of factor services generates factor income in the form of money.
Buyers of goods and services pay in cash for goods and services purchased. Money
flows comprise of these flows of money payments. Thus, money flow consists of flow
of money incomes for factor services, such as money wages, rent, interest etc. and
money expenditure incurred on the purchase of goods and services.

In fact, real flows and money flows are two sides of the same coin. Real flow of goods
and services is matched by an equal but reverse money flow. For instance, if a labourer
sells his labour service to a producer and thereby earns a wage income of ¥ 5,000 a
month, there will be a money flow of ¥ 5,000 in the form of factor income from the
producer to the labourer, and at the same time the flow of labour service of the same
value from the labourer to the producer. The same is true for the entire economy.
National income is both a flow of goods and services and flow of money incomes. The
circular flow of income involves the basic principle that expenditure of the buyer creates
income for the seller by the same amount. Accordingly, flow of goods and factor of
services (i.e., real flows) from the seller to the buyer creates the income or money flow
from the buyer to the seller. '

Economic Sectors of an Economy

To illustrate and explain the circular flow of income in an economy in a convenient way,
the economy is divided into four sectors : (i) household sector, - (ii) business sector i.e.,
the firms, (iii) government sector. and (iv) foreign sector.

Household sector: Households are the main owners of factors of production—land,
labour and capital. They sell the services of these factors of producers and in return
receive their income. They spend a large part of their income in purchasing goods and
services from the producers. However, they save a part of their income and at the same
time they pay taxes to the government out of their income.

Business sector or firms: In economics we use the terms business sector, producers
and firms interchangeably. Firms hire services of factors of production from households
to produce commodities that they sell to households, to other firms, to government or to
other countries. Firms are the principal buyers of factors of production and main producers
of commodities. Business sector comprises of both private and government enterprises.

Government: Government is taken in the sense of general government so as to exclude
government enterprises. General government gets its income largely from taxes imposed
on households and business sector in the form of direct and indirect taxes. It buys goods
and services from the producers and factor services from the households. It uses these
commodities and factor services in providing free services, such as police, education,
medical facilities, sanitation facilities, judicial services etc. to the people so as to satisfy
their collective wants.
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Rest of the world: Different sectors of the economy have transactions not only with
each other, but also with foreign countries, i.e., rest of the world. A country exports
goods and services to other countries and similarly it imports goods and services from
other countries. In the same way, factor,services move across the border of a country
and the firms of this country may purchase the factor services from other countries. -

In order to study circular flow of income in a simplified way, we combine the above-
mentioned four sectors to make the following three models of circular flow:

() Two-sector model consisting of the household and the business sectors.

(ii) -Three-sector model comprising the households, business and government sectors,
known as closed economy model and d

(iii) Four-sector model consisting of households, business and government sectors
and the rest of the world, and known as opén economy model.

" These three models of circular flow of income are studied here in detail.

Two-Section Model Without Saving

To understand the basic essence of circular flow of income, we begin with a-simpliﬁcd
two-sector model consisting only of households and firms (production units). Thus, we
are imagining a hypothetical economy where there is no government and which has no
relation with rest of the world. In such an economy the household sector owns all the
factors of production. This sector sells the factor services®to the firms and receives
income from them in the form of wages, rent, interest and profits. The money. payments
made by firms to households are cost-expenditures for the firms and factor incomes for
the households. Firms or the production unifs use the factor inputs to produce goods and
services which are sold to the households. The household sector pays for these goods
in the form of money and thereby firms receive money payments’ from the household.
The interaction of firms and households takes place in two sets of markets—factor
markets and product markets. Factor markets are those markets where factor services -
are bought and sold. Product markets and goods markets are the markets where goods
and services are bought and sold.
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Fig. 1.1. Two-sector models without saving.



The circilar flow is better understood by referring to Fig. 1.1 showing the money and Nature of Economics
real flows in a two-sector economy. In the upper loop, the factor service flow from the
households to the firm is indicated by the arrow mark. This is the real flow, in return,
money flow from firms to households as factor incomes (is indicated by a dashed arrow).
This is the money flow. Flow of factor services from households to firms gives rise to
a reverse money flow from firms to households. Factor services are sold by households
through factor markets. This leads to'a flow of money income from firm to households.
In the lower loops, goods and services produced by the firms flow from the firms to
households as indicated by the arrow mark. This is the real flow. The households pay
for these goods and services in money which creates money flow, indicated by a dashed
arrow. Note that flow of goods and services from firms to households gives rise to money
flow in the.opposite direction from households to firms, Goods and services are sold by
firms through product markets. This leads to flow of payments from households to firms.

NOTES

The outer circle represents the real flows (indicated by solid line) and the inner circle
represents money flows (indicated by dashed line). Real flow consists of flow of factor
~ services from households to firms and flow of goods and services from firms to households.
Money flows comprise of flow of factor incomes from firms to households and flow of
money expenditure on goods and services from households to firms. By combining both
types of money flows we find a circularity in the money flows. The money payments go
around-in a circular manner (as shown by the continuous dashed arrows). In the same
way we get the circular flow of goods (real flow) by combining both types of real flows.

In the two-sector model, if households spend all their incomes on buying consumer goods
produced by firms, and firms distribute all the money collected from the sale of their
products to households as factor income, then the circular flow of income will remain
constant. As the houscholds; spend all their income on the purchase of-goods and
services from the firms, total money receipts of the firms will be equal to the total income
of the households. Similarly, total income of the households is equal to the expenditure
of the firms on the purchase of factor services. Everything received by households would
be passed on to the firms, and everything received by firms would be passed back to
households. The circular flow of income will continue to operate at unchanged level. In
other words, there would be equilibriun in the circular flow of income.

Two-Sector Model with Savings and Investment

In the foregoing analysis of circular flow of income in the two-sector model we have
assumed that there is no saving either by the households or by the firms. We have
assumed that household sector spends the entire income on the goods produced by firms
and firms distribute all their receipts to the households as factor incomes. However, in
reality households do not spend all the income on consumption. Instead, they save part
of their income either for old age or to meet expected expenditure like marriage of their
children, etc. A part of income which is not spent by households on consumer goods and
services, is called savings. Similarly, firms may not distribute all their receipts to household
as factor income, rather they may save a part of their receipts in the form of depreciation
provisions and undistributed profits which may be used for undertaking investment. How
do we illustrate savings and investment in our model of circular flow of income?
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To keep-our analysis simple, we assume that all savings are made by the households. The -
act of saving by the households reduces the consumption expenditure and thus the circular
flow of income. Households receive income from firms and pass back only a part of it
through consumption éxpenditure since part of the income is saved. Saving thus represents
a sort of withdrawal or leakage of expenditure from the circular flow of income between
households and firms. Withdrawal or leakage is the amount of money which is withdrawn
from the flow of income. It reduces the flow of income in the courtry.

However, savings may be used for undertaking investment expenditure. Investment refers
to expenditure on goods which helps in producing other goods in the production process.
Expenditure on plant, machinery, etc. are example of expenditure. These capital goods
are not purchased by the consumers, rather they are purchased by the finn only. In an
economy, both consumer goods and capital goods are produced. In our simplified model,
we have assumed so far the production of consumers' goods only. Now we expand our
model to incorporate capital goods. Firms produce two types of goods now. The first -
types of goods are consumer goods, which are sold by the firms to the households. The
second type of goods are capital goods {or investment goods), which are sold by the firms
that produce them to the other firms that use them.

Now consider the effect of investment. Investment expenditure creates income for the
firms that produce capital goods and for the factors used in production of these goods.
This income does not arise from the expenditure of the households, rather it is over and
above the income that arises from the households expenditure. Investment expenditure
thus results in an addition to the circular flow of income, and as a result the level of
income rises. Thus,-investment expenditure is an injection into the circular flow of

-| income. An injection is the amount of money wh1ch is added to the flow of income. It

increases the flow of incomé in an economy.

How do the firms obtain the required funds for undertaking investment? The firms may
use part of their profits (i.e., undistributed profits) for undertaking investment. To simplify
our analysis we assume that firms do not retain anything as undistributed profit since the
entire income is distributed among households as factor incomeés. This implies that investment
undertaken by firms is financed through savings of the households. To some extent the )
firm may borrow directly from households. However, households and firms interact with

each other thrpugh financial institutions (Capital market) like banks, insirance compames,'
mutual funds,.etc. Financial institutions intermediate between saver and Investors or

| lénders and borrowers. In our simplified model, we assume that whatever is saved by

the households is deposited with the financial institutions (capital market) and the firms
take loan from these financial institutions to undertake investment. Households are the

et lenders as they save part of their income. Firms are net borrowers since they borrow
| funds to undertake investment. Thus, savings of the household sector ﬂow to the firms

in the form of investment through the medium of capital market.

Circular flows of income in a two-sector model incorporating saving and investment is
illustrated in Fig. 1.2 -

In Fig. 1.2 a new sector known as capital market has been added. Now .a part of income
of the households flows to firms in the form of consumption expenditure and a part of



the inconie flows to capital market in the form of savings as indicated by the dashed line

labelled S. These savings flow to the firms through the capital market to finance investment

by firms. The investment flow is shown by the dashed arrow labelled I.

It is important to note that then would be equilibrium in the circular flow of income if the
investment expenditure by the firms is equal to the savings of the household sector, As
explained above, saving is a leakage from the circular flow of income as a result of which
circular flow of income falls. Investment, on the other hand, leads to increase in the
circular flow of income. Equality between savings and investment (S = I) means that
concretionary effect of saving on the level of income is just equal to expansionary effect
of investment on the level of income. Thus, equilibrium condition of circular flow of
income is:

S=1

However, investment is undertaken by the firms, while savings are done largely by

households. Therefore, savings and investment in an economy need not necessarily be

equal. Whenever savings exceed investment (S > I), the income flow declines. Excess

of saving over investment implies that whatever income leaks out from the circular flow

in the form of savings is not neutralized by an equivalent injection if the form of investment
exceeds savings (I > S), the income flow increases. Excess of investment over savings

implies that whatever income leaks out from the circular flow of income in the form of

savings is more than neutralized by an injection in the form of investment. This pushes

up the level of income in the economy.
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Fig. 1.2. Two-sector model with saving.

Three-Sector Model of Circular Flow of Income : Model with the
Government Sector

We have explained the nature of circular flow of income by looking into the primary flow
of income between households and firms. Now we expand our model of circular flow
of income by adding the government sector to- the two-sector model. A three-sector
model comprising of households, firms and government is a more realistic model because
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there is a need of including the activities of the government in the circular flow of
income. To keep our analysis simple, we will include three major activities of the government .

I;IOTES in the circular flows, viz. (i) taxes, (il) government spending on commodities and factor

: services, and (iii) transfer payments.

The government imposes taxes both on houscholds and firms. It lev1ed taxes on households
in the form of personal taxes and commodity taxes. Income tax on individuals and indirect
taxes like sale taxes, excise duties on consumer goods are some of the important taxes
levied on households. Thus, a part of the households income flows to the government in
the form of taxes. The government imposes taxes on the firms as well. Corporation tax
is the most important tax falling in this category. Therefore, a part of the firms earning
is taxed away in the form of corporate tax. This gives rise to income flow from firms
to the govemment Thus, mcome flows from households and firms to the government in

the form of taxes.

The government spendé the money collected through taxes to discharge various functions
in the economy, such as administration, law and order, etc. The government spends a part
of its tax revenue in purchasing factor services from households and making payments
to them in the form of wages and salaries. The government incurs expenditure in buying
a whole range of goods and services from the firms and make payments in turn. Thus,

the government buys factor services from households and goods and services from the
firms. Accordingly, income flows from the government to households and firms in the
form of government expenditure on factor services and commodities.
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Fig. 1.3. Three-sector model.
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Four_-Sector Model of Circular Flow of Income : Model with the
Foreign Sector '

So far the circular flow of income has been shown in the case of a closed economy. A
closed economy is an economy which does not engage in intemnational trade. But the
actual economy is an open economy where foreign trade plays an important part. Therefore,

| we need to include the rest of world sector in our model to make it a realistic model.
A four-sector model comprising houscholds, firms, government and rest of the world is
known as an open economy modle.

Circular flow of income is an open economy is explained with the help of a flow chart
as shown in Fig. 1.4 like Fig. 1.3, this figure also show only the money flow so as to avoid
crowding in the diagram. It needs to be borne in mind that each flow has its counterpart
real flow in the opposite direction. The lower loop of this figure shows circular flow of
income in respect of foreign trade.
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Fig. 1.4. Four-seclor model..

Interaction between the domestic economy and rest of the world takes place 'through
tlow of goods and services (international trade) and flow of factor services. The household
sector buys goods imported from abroad and makes payment to the foreign sector: On
the other hand, the households sector receives foreign remittances in foreign exchange
by selling sume of the factor services abroad. For example, some of the Indian people
' may be working abroad and they may remit income to their families in India. Thus, there
' is outflow of expenditure from households to the foreign sector to pay for the imported
goods and inflow of income for the services rendered by them in foreign countries. ’
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The business sector exports goods and services (like shipping, insurance, banking etc.)
to foreign countries and receive payment in the form of receipts from exports. On the
other hand, the business sector makes payments to the foreign sector for import of goods
and services. This is the flow of expenditure out of the economy. Like the business
sector, modern governments also export and import goods and services from foreign
countries. However, for the sake of simple analysis, we have not illustrated it in the
diagram. Similarly, there is inflow and outflow of capital services whlch are not shown
in the diagram for simplified analysis.

Inflow and outflow of income affect the level of circular flow of income. If the inflow
of income is equal to the outflow of income, the level of circular flow of income would
remain unaffected, i.e., there would be equilibrium in the circular flow of income.

Importance of circular flow of income

The circular flow of income is the basic concept in macro economics. Importance of
circular flow of income is evident from the following factors:

1. The entire economic system can be viewed as circular flow of income and
expenditure. Circular flow of income shows how different sectors of the economy,
namely, houisehold-sector, producing-sectors, government-sector and rest of the
world-sector are inter-related and inter-dependent, circular flow of income gives
an overview of interaction between different sectors of an economy. .

2. The magnitude of these flows determines the size of income. We can, therefore,
measure national income from the money flows.

3. The study of circular flow of income pinpoints the conditions of macro economic
equilibrium. It spélls out the conditions for equilibrium level of income in an
economy, for instance, equality between saving and mvestment is the equilibrium
condition in a two-sector model.

1.14 SUMMARY

* Economics has ‘been recognized as a special area of study for over a century. -

* The evelution of economics deals with different thinkers and theories in the
* field of economics from the middle age right up to the present day.

+ FEconomics is the social science that studies the production, distribution, and -
consumption of goods and services. The term economics comes from the Greek
for oikos (house) and nomos (custom or law); thus economics means “rules of
the house hold.”

.+ Inecconomics, all those activities that have to do with the ¢reation of commodities,
by imparting to raw materials utility, added value, or the ability to satisfy human
wants.

+ In economics, the allocation of a somety s total wealth among various economic
groups.



Process of using consumer products in order to satisfy desires and real or
imagined needs so that the products are used up.

The term micro has been derived from the Greek word micros, which means
small. In microeconomics attention is concentrated on a very small part of individual
units.

Macroeconomics is a branch of Economics that deals with the performance,
structure, and behaviour of the economy as a whole.

In General way, economics is a social science which deals with the production,
distribution and consumption of goods and services.

Adam Smith was an important Scottish political philosopher and economist whose
famous work Wealth of Nations (1776) set the tone for work on politics and
economics for many people even through today.

Adam Smith says, “The self-interested pursuit of wealth may not be individually
satisfying but leads to an aggregate increase in wealth that is in the best interests
of a nation.”

Marshall—Economics is the study of mankind in the ordinary business of
life; it examines that part of individual and social action which is most
closely connected with the attainment and with the use of material requited
for well being.

Economics is often described as a body of knowledge or study that discusses
how a society tries to solve the human problems of unlimited wants and scarce
resources.

Economic problem is related to the all types of economy rather it is developed,
developing or underdeveloped. It is due to the some causes, which are given as
under: limited resources, unlimited wants and needs.

The market economy is characterized by the voluntary exchange of goods and
services in the absence of any government intervention or centralized planning.

Political economy, basically studies the development process of a polity, i.e.,
whether the polity is undergoing a surplus or a deficit.

Global economy has shown a conscious shift in economic activity from agriculture
to service in both the developed and the developing world.

Mixed Economy can be defined as a form of organization where the elements
of both the capitalist economy and socialist economy are found.

A capitalist economy otherwise called as the free market economy can be
defined as an economic activity, where the means of production are privately
owned.

Economic goals are the conditions of the mixed economy, including full employment,
stability, economic growth, efficiency. '

Economic rules are set of seven fundamental ideas that reflect the study of
economics and how the economy operates.
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To illustrate and explain the circular flow of income in an economy in a convenient

“way, the economy is divided into four sectors : (i) household sector, (ii) business

sector i.e., the firms, (iii) government sector, and (iv) foreign sector.

The government imposes taxes both on households and firms. It levied taxes on
households in the form of personal taxes and commodity taxes. o

The government spends the money collected through taxes to discharge various
functions in the economy, such as administration, law and order, etc.

1.15 REVIEW QUESTIONS
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1.Define the following definitions of economics:
(a) Wealth definition '
() Welfare definition

(c) Scarcity definition

(d) Growth-oriented definition

Explain Marshall’s definition of economics.

~ Economics is a science of material welfare. Explain.

Explain economics is the study of mankind in the ordinary business of life.
Describe the differences between Marshall’s and Robbins definition of economics.
Which is the most satisfactory definition of economics?

Describe the nature of economic problems. What are the causes of appearance
of economic problems?

What do you understand by economi¢ problems? Explain its various causes.

What are the central problems of an economy? Explain in detail.

_Explain the various economic systems.

- 'What are the rules of an economy?
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2.10 Review Questions

2.1 INTRODUCTION

National income is often considered as the most comprehensive measure of how well the
economy is performing. It is necessary and important, therefore, to measure national
income of a country so a3 to have an idea of the performance of the economy. Measuring
national income is an extremely complicated and gigantic task. However, economists

have devised various ways of estimating national income. In fact, national income estimates|

are made.in every country these days. In India, the task estimating national income is
entrusted with the Central Statistic Organization (C.S.0.), a department of Ministry of
Planning and Programme implementation. In this chapter, we examine how economists
measure a country’s national income that is generated from production. While measuring
national income it is important to keep in mind thdt national income is taken in the
sense of ‘net national product at factor cost (NNP..). However, while estimating
NNP.. we would first be required to estimate the gross domestic product (GDP).

Just as doctors take a patient’s temperature to find out how sick the patient is, economists
use national income statistics to get a quantitative measure of the economy’s performance.
It is important to know how economists measure a country’s national product and national
income that is generated from this. However, measurement of national income has
always posed problems. It goes to the credit of Simon Kuznets that he has solved many
of these measurement problems. In acknowledgment of this contribution, one of the first
Nobel Prizes in economics was given to Simon Kuznets.

National Income
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2.2 THREE WAYS TO MEASURE NATIONAL INCOME:
AN OVERVIEW

We know, in the production process in an economy goods and services dre prodiced by the -
combination of factors of production. Goods and services produced are distributed as factor
incomes to.the owners of factors of production. The income earned or generated is spent on
the consumer and capital goods. Thus, production gives rise to income, income gives-rise to
expenditure and expenditure gives rise to income again. Put in terms of circular flow of
income, we can distinguish three successive stages or phases of the circular flow:

(i} Production of goods and services by producers with the use of productive resources,

(i) Distribution of incomes to the owners of productive resources, and

(#) Expenditure of incomes on the purchase of final consumer and capital goods.
These three phases of production, income and expenditure are shown in' Fig. 2.1

I’

Expenditure

Fig. 2.1. Phases of circular flow.

Corresponding to these three phases of circular flow of income—production, income and

_expenditure—national income of a country can be viewed in three ways: as a flow of-

goods and services produced, as a flow of income generated and as a flow of expenditure
on goods and services. Accordingly, there are three different ways or methods of measuring.
national income:

1. Net Product Method or Value Added Method
- 2. Income Method
3.* Expenditure Method.

These three different ways of measuring national income are three different points at
which the flow of income round the whole circuit of circular flow of income is measured.
All the three methods give the same measure of national income but they refer to
conceptually different activities in the economy and provide different ways to look at
national income. Therefore, each method is important in its own way.

These three methods of measuring national income are now explained in detail.

2.3 NET PRODUCT OR VALUE ADDED METHOD -

The net product or value added method measures national income- as the sum total
of net final output produced or net vm‘ue added by all the producing units i an
economy during a year.
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Value added méthod involves the following steps:
1. Identifying production units and classifying them into industrial sectors
Estimating the net final output or net value added by production units

2

3. Estimating net domestic output

4. Estimating net factor income from abroad so as to arrive at net national product
at factor cost or national income.

We discuss these steps in detail.

Step 1: Classification of Production Units

The net output method requires that national product should be measured industrywise.
Therefore, as the first step, the production units are classified into certain groups known as
industrial sectors. All the production units in an economy are generally classified into the
following three broad industrial sectors on the basis of the nature of production process:

(i) Primary sector: Primary sector includes all those production units which produce
commodities by exploiting natural resources. This sector includes agriculture,
forestry, fishing, mining and quarry.

(ii) Secondary sector: This sector transforms one type of commodity into another
type of commodity such as manufacturing cloth from cotton. It includes manufacturing,
electricity, gas and water supply.

(iii)  Tertiary sector or service sector: This sector provides various types of non-
tangible goods, i.e., services, as compared to the primary and secondary sectors,
which produce tangible goods. This sector includes trade, transport and communication,
banking, insurance, government and professional services.

These three broad sectors in an economy are further divided into sub-sectors. For
example, primary sector is divided into agriculture, forestry, mining, etc. The classification
of industrial sectors varies from country to country. However, in India, CSO has distinguished
15 sectors for the measurement of national income. -

Step 2: Estimation of Net Value Added by Each Enterprise

The second step in the value added method is estimation of net value added at factor
cost by each of the enterprises. National income is the value of final goods and services
produced. Therefore, we need to calculate the value of final goods and services produced
by each enterprise. We insist on final goods and services so as not to include intermediate
products (the value of which is already included in final goods and services) and thereby
avoid double-counting. In practice double-counting is avoided by taking the value added
by each enterprise. Value added is the value of a firm’s output minus the valie of
intermediate products. Intermediate products are all goods and services used as inputs
into a further stage of production. Value added by a firm is the value the firm adds to
the intermediate inputs to get the final output. Thus, Maruti Udyog buys steel, tyres and
other inputs and adds value to these inputs by producing a car. When we measure
national income by net product method, we count only the value added at each stage of
production. Value added by Maruti Udyog 1s the value of cars produced by it less the

value of the intermediate goods like steel and tyres used in producing cars.

National Income
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:

The estimation of net value added at factor cost by each enterprise involves the followmg
steps:

(1) The estimation of value of gross output by each enterprise is madé by multiplying
its product by appropriate market prices. This can also be calculated by adding
the sales and change in stocks. The value so compiited is called ‘gross’ because

. 1t contains many duplicate items in the form of intermediate goods, such-as raw
materials, fuel, coal, electricity and semi-finished goods. Cost of intermediate
goods and services is included in the value of gross output. It is called gross also
because it is estimated without deducting depreciation.

(i) Gross value-added by an enterprise is calculated by deducting the value of
intermediate consumption from the value of gross output. Use of intermediate
products for the production of goods and services is called intermediate consumption.
We need to deduct intermediate consumptlon from the value of gross output to
avoid double-counting, -

(i) Net value added at market price by each enterprise is estimated by deducting the
value of depreciation from the gross value added by an enterprise estimated in
step (2) above. . .

(iv) From the net value added at market price deduct net indirect taxes (or deduct
indirect taxes and add subsidies) so as to arrive at net value added at factor cost
by an enterprise. '

Thus, Net Value Added at Factor Cost =
Value of Gross Output — Intermediate Consumption -~ Depreciation — Net Indirect Taxes

Step 3: Estimating Net Domestic Output

By adding the net value added at factor cost by all the producing enterprises in a sector;
we_get the net value added at factor cost of that industrial sector, The sum total of net
value added at factor cost of all the industrial enterprises in the domestic territory of a
country gives us the net domestic product -at factor cost.

Step 4: Estirilating of Net Factor Income' from Abroad

The fourth and the final step is to estimate net factor income from abroad. Net National

. Product at factor cost, i.e., National income is obtained by adding net factor income from

abroad to the net domestic product at factor cost.
Thus National Income = Net Value Added at Factor Cost of anary Sector
+ Secondary Sector + Tertiary Sector
+ Net Factor Income from Abroad ’ -

Precautions in Estimation

While estimating national income by value” added method, the following precautions
should be taken: .

* Value of the goods produced for self-consumption, such as food grains produced

by farmers for the consumption by their families, should be included. They are



not sold in the market and therefore do not have market price. Their value is to
be estimated or imputed. '

Own account production of fixed assets, such as residential buildings by households
and factory-buildings by entrepreneurs, should be included.

We should include the imputed rent of owner occupied houses. Many people
live in their own houses. They do not pay any-rent; they are enjoying housing
services similar to the people who are staying in rented houses. To take account
of the housing services enjoyed by house owners, value of these housing services
is estimated from the market rent of sxmllar accommodation. Such an estimated
rent is called imputed rent.

Services of housewives, such as cooking meals, looking after the children,
are excluded from national income because there is no way of evaluating these
services. These services are produced and consumed at home and never enter
the market place. For example, meals cooked at home by housewives are similar
to meals cooked at restaurants, yet the value added in meals cooked at home is
excluded from national income. Similarly, while the value of commercial day care
services is included in national income, but taking care of your own child is
excluded from national income. In these cases, an imputation is called for in
principle, but it is not done in actual practice to keep the things simple.

National income measures the value of currently produced goods and services.

Sale and purchase of existing commodities or second-hand goods and services
such as old cars, existing houses, old paintings are not included because these
transactions have not contributed anything to the flow of goods and services in
the current year. We do, however, count the commission of brokers in the sale
of these commodities since these services are performed in the current year.

Sale and purchase of bonds and share are excluded from national income since
they only reflect the transfer of an asset, not an addition to the national income.
However, services provided by the brokers are included as explained above.

Difficulties in Estimation

Measurement of national income by value added method involves many difficulties. The
main difficulties are: '

1.

Unsold amount of goods add to inventories. Increase in inventories of goods is
included in national income because these goods reflect current production of
goods and services. However, there is the problem of valuation of inventories
in view of the changes in prices.

Estimation of depreciation also poses a problem, whether it is to be valued at
historical cost basis (i.e., the cost price when capital goods were purchased) or
replacement cost basis.

National income accountants are not very clear whether certain products like
education, transport expenses are final products or intermediate products.

National Income
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4. In many cases, it is not possible to draw a clear-cut line of demarcation between
intermediate goods and the final goods. Whether a product is a final product or
an intermediate product depends en its use. Flour is a final good for a household
but an intermediate product for a baker. :

5. Finally, lack of adequate and reliable data, particularly in the case of subsistence
and unincorporated sectors, is a serious probIem in the measurement of national
income in underdeveloped countries.

The ‘value added method of estimating national income gives us useful information about
national income by industrial origin, i.e., share of different sectors in national income. For
example, what is the contribution of the agricultural sector in national income can be
known with the help of value added method.

2.4 INCOME METHOD

Goods and services are produced with the help of various factors of preduction, viz., land,
labour, capital, enterprise, etc. Therefore, it is natural that output produced is shared
among these factors of production. Factors of production get this share in the form of
factor incomes. Factor income is the reward that the factors of productlon get for their
factor services.

The income method measures national income at the phase of factor payments made
to primary factors for the use of their factor services. Under this method, national
income is calculated by adding up all the incomes generated in the course of producing
the national product. National income is taken as the sum total of all the incomes accruing
to the primary factors of production used in producing the national product. This method
of calculating national income involves the following steps: '

1. Inthe first stage, producer enterprises which employ factor services are identified.
These enterprises are classified into various industrial groups, such as agriculture,
mining, forestry, manufacturing, electricity, trade, transport and communication,
banking, insurance, government and professional services.

2. In the second stage, the factor incomes are grouped under different categories.
Factors of production are traditionally classified into four categories, viz., land, labour,
capital and enterprise or organization. Accordingly, factor payments comptise rent,

_ wages, interest and profits. However, in national income accounting, factors of
. production are classified into two primary factors, viz., labour and capital. In some
produtction activities however, labour and capital are provided by the same persons.
Accordingly, factor income s classified into the following three broad categories:

({) Labour income or compensation. of employees
(if) Capital or property income or operating surplus

(#i}) Mixed incomes.

Labour Income or Compensation of Employees

Labour income, also known as compensation of employees, is income from work for
others. 1t is the payment to the workers for their labour. It is the payments made by



producers to their employees in the form of wages and salaries and other payments made
in cash and kind and social security benefits. Labour income includes:

(a) Wages and salaries in cash, including bonus. commission, dearness allowance,
house rent allowance, travelling allowance to travel to and from the workplace,
leave travel concession (LTC), sick leave allowance, etc.

(b) Supplementary labour income in the form of employers’ contribution. (not of
employees) towards social security schemes for employeés, such as provision for
pension, provident fund, group insurance, gratuity, etc. It is important to note here
that the contributions made by the employees themselves towards social security
schemes are not included in the social security contributions while estimation
compensations of employees are paid out of wages and salaries.

(¢) Payment to employees in kind like rent free accommodation, free medical, free
educational facilities, free or subsidized food, uniforms, free transportation, recreation
and holidaying facilities, créches for children of employees, free provision of
goods and services produced by the employees, imputed interest on interest free

loans etc.
Thus,
Compensation of Employeeﬂ
Wages and Compensation Employers' contribution
Salaries in cash in kind to social security schemes

Fig. 2.2. Components of compensation of employees.

Operating Surplus

It is the income earned from the ownership and control of capital. 1t is also known
as income from property and entrepreneurship. Capital income includes rent, interest,
royalties, dividends, undistributed profits of corporations before corporation taxes and
profits of the government enterprises. Rental payments are incomes to people who own
land and buildings and rent them out. The rents they receive from their tenants are rental
payments. The income from rent includes rent on land as well as rent on buildings. It may
be noted that rent of self-occupied houses in the form of imputed rent is also part of
rental income. Royalty income consists of income received for granting the rights of
mining to others and royalties earned from patents and copyrights. Interest payments are

incomes received from lending to others. It includes interest received from lending to .

business firms, interest on government bonds (but not on war bonds and consumer
credit), net interest paid by commercial banks, imputed interest on life insurance policies.

Income earned by entrepreneurs from entrepreneurship in the form of profits is known
as income from entrepreneurship. It includes dividends and undistributed profits. Dividend

is that part of profit which is distributed to the shareholders of the companies. Large
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These undistributed profits are utilized in paying.corporate profit tax and are partly kept
in the form of corporate saving.

Mix_ed Income

Mixed income is composed of labour income and capital income of those people who
provide both labowr and capital services in the production process. Such income is
partly labour i income and partly capital income. It is mixture of income from work and
income from property and entrepreneurship. Mixed income includes the income of own-

' account workers and income-of unincorporated enterprises. Such incomes include eamning

from agrxculture trading, transport, sole proprietorship, various professions like legal and
medical professions and incomes of own account workers like plumbers, carpenters, etc.

3. In the third stage the domestic factor income is estimated. Income paid out by
each producer enterprise is estimated by adding together three kinds of incomes,
viz., compensation of employees, operating surplus and mixed incomes. Incormes
patd out to all the factors of production in a particular industrial sector, such as
agriculture, manufactunng, etc. is found out by adding the incomes paid out by
each enterprisé in that sector. Then we add the incomes paid by all the industrial
sectors to get the domestic factor income. Thus, the sum total of compensation
of employees, capital incomes and mixed incomes by all the production units in
the domestic territory of the economy during the accountmg year gives the
measure of domestic factor income.

4. Tn the last stage, net factor income earned from abroad is added to domestic
factor income to arrive at national income. Net factor income from abroad, as
noted earlier, is the difference between the factor income received from abroad
for providing factor services and the income paid for the factor services provided
by non-residents in the territory of a country. It is the difference between factor
incomes arisiilg out of factor services rendered by the normal resident of a
country to the rest of the world less factor incomes arising from factor services

- rendered to them by the rest of the world. The components of net factor income
from abroad are: :

(@) Net compensétion of employees

(&) Net income from property and entrepreneurship, i.e., net income from interest,
rent, ividends and profits; and . :

{c) Net retained earnings of resident companies abroad.
Thus, '
National Income = Compensation of employees -+ Capital incomes or operating surplus

+ Mixed incomes + Net factor income from abroad

Precaution ‘'in Estimation

* While calculating national income by income method, we should include the -
following two items since they constltute income in kind:



(i) Value of production for self-consumption, such as agricultural products used
by the farmers for the consumption by their families.

(ii} Imputed rent of the self-occupied houses by the owners of these houses.

« Imputed value of the services provided by the owners of production units in
production process should also be included the following items should not be
included in the income for diverse reasons:

All transfer incomes (payments) like old age pensions, unemployment relief, scholarships
to the students, assistance given by government and other agencies to meet exigencies
like flood, drought, etc. should be excluded from national income because they have been
received without rendering any productive services in exchange in the current year. Such
payments lead only to transfer of income from one pocket to another. These transfer
incomes do not reflect any production of foods and services in the current year.

Illegal incomes like income of smugglers, illegal drug traders, gamblers and illegal arm
dealers are excluded from national income as they are the result of illegal activities and
are unaccountable, ’

Interest on national debt is excluded from national income since it is treated as transfer
income on the assumption that the government borrowings are used for consumption
purposes. This is the national income convention as public debt in the past was used for
unproductive purposes.

Money income received from the sale of second-hand goods, boundaries, etc. are excluded
from national income because thiey do not can tribute anything to the current flow of
goods and services. These as actions reflect only changes in the ownership of pre-
existing input. However, the commission charged by brokers on such as actions should
be included in the national income. ' ’ '

Private transfer payments, such as pocket money given by parents to their children,
money given to elders by their children, etc., are excluded as they are merely transfer
of money from one individual to another.
+  Windfall gains, such as income from lotteries, should not be included as they do
not contribute to current flows of goods and services.
« In calculating national income, we include profits before deduction of corporation
tax. Therefore, corporation tax should not be included separately. ]

«  Wealth tax, gift tax, etc., are paid out of current out of past savings. Hence, they
should not be regarded as. part of national income.

Difficulties in Estimation

Estimates of national income by income method poses various difficulties, the major
difficulties are:

1. Firstly, it is difficult to estimate migced' incomes. Mixed incomes are earned by the
unincorporated sector, and it is difficult to get reliable information from such an
unorganized sector.

2. Interest on national debt is not included in national income as per the national
income convention on the assumption that government borrowings are used for
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steps:

consumption (unproductive) purpose. However, some economists object to this
since a part of the government borrowing is used for productive purposes.
3. Incomes received are generally calculated from income-tax returns. Therefore,

income method is of limited use in underdeveloped countries because a very
small part of the income earners are tax payers in these countries.

Income method of estimating national income is useful because it provides 1nformatlon
about dlstmbutlon of national income among various factor categorles hke share of wages
and profits, etc. in national income.

2.5 EXPENDITURE METHOD

The third method of calculating national income is the expenditure method; It measures
national income at the disposition stage, i.e., the disposition of final products. Tt
estimates national income by measuring the final expenditure on gross domestic product.
In other words, it measures national income by estimating expenditure on final products.
The final products are those which are purchased for consumption and investment. As .
such exi)enditure on consumption and investment constitutesthe value of the final products.
Expcndlture is done by prlvate individuals like households and government. Accordingly, -
consumptlon expenditure .is clasmﬁed into private and government final consumption
expenditure. Expenditure on investment is done’ by producers and government within the
economy. In an_open economy, there is foreign component of expenditure in the form of
net exports. ' -

Having understood the basic’ framework of expenditure, let us explam the expenditure .
method. Estimation of national income by. expenditure method involves the following

1.. Allthe economxc units which incur expendlturc on final products are divided into
~ four groups: '
(z) Households,
(7)) Business sector,
(i) Government sector,
(iv) Rest of the world.

2. . Final expenditure on final goods and serv1ces in the economy is divided mto four
. broad categoriés:

(i) Consumption expenditure,

(i) Investment expenditure,

(iii) Government expenditure,
- .(iv) Net exports.

These four categories of expenditure correspond closely to the four sectors info
which the economy is divided as explained in step 1 above.

3. The third step involves the measurement of the components of final expenditure.
Different components of final expenditure are measured as follows:



Estimation of Private Final Consumption Expenditure

Private final consumption expenditure comprises of expenditure on the purchase of
consumer goods and services (except houses) by households and private non-profit
institutions serving households like schools, clubs, charitable hospitals, etc. It is divided
into three major sub-categories:
(i) Expenditure on non-durable goods, such as food, beverages, etc., which are used
ithmediately or within a short span of time. |

(ii) Expenditure on durable goods like TVs, cars, etc., which could be used for a
longer period of time.

(iif) Expenditure on services like transport services, medical services etc.

We calculate the final consumption expenditure by the households and private non-profit
institutions serving the households on the domestically produced consumer goods and
services by multiplying the volume of sale of these goods and services in the market with
the retail prices.

While calculating consumption expenditure, several points should be noted. First, expenditure
on purchase of new houses is excluded from consumption expenditure since it is taken
as investment expenditure. Second, only currently produced goods and services are
included. Expenditure on purchase of old goods like old cars should be excluded because
these goods do not represent current output.

Third, production for self-consumption by producers should he included. Production for
self-consumption is a part of production and income, and since this part of production is
used for consumption by the producers, it is also a part of final consumption expenditure.

Lastly, imputed rent on the self-occupied houses is also included in the final consumption
expenditure. By living in their own houses, the owners are consuming or using the
housing services.

Estimation of Investment Expenditure

Investment means addition to the physical stock of capital goods, such as machinery,
factories, residential houses and addition to a firm’s inventories of goods during a given
period. Investment consists of investment goods bought for future use. Investment expenditure
is the expenditure on investment or capital goods. Capital goods are produced by firms
and they may be bought by firms, by households (purchase of residential houses) or by
governments. ‘

4

Investment expenditure is divided into three sub-categories:

(i) Expenditure on business fixed investment, i.e., expenditure on the purchase of
new plants, machinery, equipments, factories, transport equipments, construction
works (like irrigation, dams, telephone lines, etc.) and breeding stock.

(i) Inventory investment. i.e. change in inventories of the firm which are in the
warehouses, goods on store shelves, on showroom floors. which have not yet
been sold or converted into a final good.
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(i) Expenditure on residential investment, i.e., expenditure on the purchase of new
houses by households and landlords.

* Expenditure on machinery, equipment (business fixed investment) can be
estimated by taking the value of final sales at market prices. Own account .
production of machinery and equipment by the producers has to be added
to get the final expenditure on machinery and equipment.

* Inventory investment, i.e., increase in stock of goods—final goods awaiting
sale, semifinished goods, raw materials, etc., with producers and retailers, is
calculated at market price. Net increase in stock of consumer goods with
households is excluded from inventory investment on the assumption that
goods with the. consumers are consumed the moment they are. purchased.
We include inventory investment as an investment item because it represents
goads produced but not used for current consumption. Inventory investment
in an economy is calculated by taking the difference between the opening
stock and the closing stock.

s Expenditure on residential houses can bé found out by estimating the total
money spent on construction of new houses. Total expenditure on new
housing is equal to the expenditure on the material inputs like cement, steel,
bricks, wood, etc. and factor payments to labour and capital in the form of
wages, salaries, rent, interest and profits. Own-account production of houses,
expenditure on major repairs and renovations are to be included in the
expenditure on residential houses. Housing construction is counted as investment
because it provides utility slowly over a long time. However, investment in
.bousing is different from investment m capital goods in that houses are
purchased by households while capital goods are purchased by firms.

Thus, expenditure on machinery and equipment, changes in inventories and expenditure
on residential housing give us fotal investment expenditire or gross investment. However,
a part of this expenditure is incurred to replace the worn-out capital. The amount
necessary for replacement is called depreciation. By deducting ‘depreciation from
£T0SS mvestment we get nil investment, -

Thus, .
Net Domestic Investment = Gross Fixed Business Investment + Inventory
_ Investment + Gross Residential Investment — Depreciation

Estimation of Government Expenditure '
The third category of Spendng is government expenditure. The government expenditures
are of two types:

() Current expendltute on goods and services, i.e., Government final consumption
‘expenditure.

(if) Capital expenditure, i.e., Public investment.

Capital expenditure of the govlemment is generally taken along with private investment
expenditure. Therefore, we take here general government final expenditure. The final






