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National Income Accounting 
 
National Income Accounting: A set of rules and definitions for measuring economic 
activity in the aggregate economy (The economy as a whole.) 
 
As we noted earlier, the main measure of aggregate economic activity are GDP and GNP 
the definitions are reported here again, together with some additional concepts.  
 
Gross Domestic Product: Total/Aggregate market value of all final goods and services 
produced in an economy in a one year period. This means it measures/calculates the 
value of final goods and services produced within a geographic boundary regardless of 
the nationality of the individual or firm.  
 
Gross National Product: Total/Aggregate market value of all final goods and services 
produced of citizens and firms of an economy/country in a one-year period. That is this 
measure includes only citizens and domestic firms including the value of their production 
generated outside of the economy/country. 
 
Net Foreign Factor Income: It is the income for factor sources of domestic origin 
(citizens or firms originating from the domestic economy) generating income or output in 
a foreign economy less/minus foreign factor income earned domestically. In short it is: 
Net Foreign Factor Income = GNP – GDP. 
 
National Income: Defined as total income earned by citizens and businesses of a country. 
 
National Balance Sheet: A balance sheet of an economy’s stock of assets and liabilities. 
 
Personal Income (PI): It measures income received by individuals for productive work. 
This include all sources of income, such as pension payments, welfare payments, 
employment insurance benefits, but excludes attributed to individuals in National 
Income, but are not available for use. The latter includes undistributed profits of 
incorporated firms, employers’ contributions to Canada Pension Plan, and Employment 
Insurance, and Corporate Income Taxes. That is,  
PI=NI+Transfer Payments from Government-Corporate Retained Profits-Corporate 
Income Tax-Employment Taxes 
 
Disposable Personal Income: PI ignores income taxes and other personal income taxes 
which effectively reduce an individual’s income available at their disposal. To fully 
understand the spending power available to individuals we have to calculate this measure 
which is just PI-Personal Taxes. 
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There are two key points to remember about these measures. 
1. GDP represents a flow (an amount per year) concept and not a stock (an amount 

at a particular moment in time). The National Balance Sheet is a stock concept. 
2. It refers to only final output. Why? Consider the idea of double counting. Is the 

value of raw material included in the value of the final product it is used to 
produce? To be precise, we define the following, 

a. Final Output: Goods and Services purchased for final use. 
b. Intermediate Goods/Factors of Production/Raw Materials: Products used 

as input in the production of some other product. There are two ways to 
adopt double counting: 

i. Calculate only the value of the final product. 
ii. Calculating the value added at each stage of production, from the 

beginning of the process to the end. Specifically, it is derived by 
subtracting the value of the intermediate good from the value of 
the sale. 

 
Methods of Calculating GDP: 

1. Expenditure Approach: Focuses on the expenditures made by individuals or 
households for goods and services, the payment of which is made to firms. This is 
depicted on the top half of the diagram. 

2. Factor Incomes Approach: Focuses on the income households receive for 
supplying their factor services, example being labor services. The idea is depicted 
on the bottom half of the diagram. 
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Savings and Investment 
Imports and Exports 
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Firms/Producers
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Wages, Rents, Interest, Profits, Dividends 
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Expenditures Approach 
 
GDP is made up of the sum of 4 expenditure items, namely, 

1. Consumption (C): Personal Consumption made by households the expenditure of 
which is paid by households directly to the firms which produced the goods and 
services desired by the households. 

2. Investment (I): Savings with financial institutions, which in turn are reinvested 
back into the firms through loans and other financial markets instruments. 
Investments come in the form of business spending on equipment, building 
structures, and inventories. Note that household spending on new owner occupied 
housing are included here as opposed to personal consumption. Note that the 
calculation here involves the decrease in an asset’s value (depreciation), either 
through wear and tear during use, or obsolescence. We focus on Net Private 
Investments = Gross Private Domestic Investment – Depreciation. By doing so, 
we eliminate investment purely as replacement of depreciated equipment and 
such. 

3. Government Expenditure (G): Individuals have to pay personal taxes which are 
in turn used by governments in the provision of public goods. This public goods 
involve in turn goods and services provided by firms. 

4. Net Exports (X-IM): Expenditure on foreign made products (Imports) are 
expenditure that escapes the system, and must be subtracted from total 
expenditures. In turn, goods produced by domestic firms which are demanded by 
foreign economies involve expenditure by other economies on our production 
(Exports), and are included in total expenditure. The combination of the two gives 
us Net Exports. 

In short, it can be written as GDP=C+I+G+(X-IM). This essentially relates to how 
households may spend their income. Note further that Net Domestic Product (NDP) is 
just GDP less depreciation. That is NDP= C+I+G+(X-IM)-Depreciation. However, due to 
the difficulty regarding the calculation of true depreciation, economist use conventional 
rule of thumb, and in recognition of that difficulty, we do not in fact term the adjustment 
subtracted as depreciation, but Capital Consumption Allowance. 
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Factor Income Approach 
This approach focuses on aggregating the payments made by firms to households, called 
factor payments. This gives National Income, defined as total income earned by citizens 
and businesses of a country. There are essentially four components to this method of 
calculation, 

1. Wages and Salaries: Involves payments by firms to households for their labor 
services, i.e. wages and salaries, inclusive of all fringe benefits (example: pension 
contributions) before taxes. 

2. Rent: This involves rental income, and income from activities of farms and non-
incorporated non-farm entities. 

3. Interest Payments: Interest Incomes on loans. 
4. Profits (In the form of dividends): Before tax profits of firms that are owned by 

the households and the government. Only incorporated firms with limited liability 
are included here.  

 
National Income is just the sum of the four components. We need to add indirect taxes 
(sales tax, and taxes on production: In Canada, the most important indirect tax is the 
provincial excise and retail sales tax, and the Federal Goods and Services Tax.), less 
subsidies (example such the heavily subsidized agricultural sectors of N. America) and 
add depreciation (Capital Consumption Allowance) to get GDP.  
 
Why do we add indirect taxes, less subsidies, and add depreciation?  

1. Indirect taxes are added because these taxes escape the firms, and the consumers. 
Put another way, if the firm does not include it, they cannot pay for it in wages, 
and if it is not included in wages, it is not included in our calculations above. 
Hence the name Indirect Taxes. 

2. Subsidies from the government raises income to the recipient, i.e. the firms or 
farmers who are being subsidize. This is turn is financed through taxes, which has 
already been added back in our calculations as part of income, profit, and indirect 
taxes. (Recall the double counting problem) 

3. A firm’s profit is calculated net of depreciation, and yet we know it is in GDP, but 
not NDP. So to obtain GDP, we have to add the depreciation back. 

 
What other use is there for measuring GDP? 

1. Understand the extent of productive activity growth in an economy over time. To 
do so, we must make adjustments for inflation, that is we must change the 
nominal GDP measure to real GDP. However, is the consumption patterns from 
one generation to the next different. If so, should we adjust for variation in 
consumption basket. 

2. Compare growth across national boundaries, principally to understand economic 
development, and the outcomes as a result of various strategies. However, even 
after correcting for exchange rate differentials, we still ignore the fact that the cost 
of living differ across different economies. To allow for comparisons, we 
typically calculate GDP across economies denominated in a common currency 
(US Dollars), adjusted for the differences in living standards. This adjustment is 
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known as Purchasing Power Parity (PPP), which adjusts for different relative 
prices among countries. (However, does it adjust for differences in consumption 
habits and tastes?) To see an across the board characteristic of different 
economies, you could check statistical yearbooks by the International Monetary 
Fund (IMF), World Bank. An easier and faster way is to go to 
https://www.cia.gov/cia/publications/factbook/index.html. 

 
What are some limitations to the use of the measures? 

1. GDP measures economic activity, but not necessarily welfare. That is the 
correlation between economic activity and welfare need not be 1 or even positive. 

2. Measurement error as a result of  
a. Underground market. 
b. Changes in quality of goods 

3. Misinterpretation of Subcategories. 


