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Introduction to Macroeconomics 

Macroeconomics is the branch of economics that 
studies the behaviour of the economy as a whole.  

Unlike microeconomics, which focuses on individual 
economic agents like a single consumer or 
producer, macroeconomics examines aggregate 
measures such as total output (GDP), the general 
price level, and total employment.  

It seeks to answer broad questions: Will overall 
prices rise? Is the country's total employment 
improving? What steps can the State take to 
improve the economy’s health? 

The subject emerged as a distinct discipline after the 
publication of John Maynard Keynes' The General 
Theory of Employment, Interest and Money in 1936. 
Before Keynes, the "classical tradition" assumed 
that markets always reach equilibrium and that 
resources like labour and factories would always be 
fully employed.  

However, the Great Depression of 1929 shattered 
these assumptions as output and employment in 
Europe and North America plummeted. Keynes 
shifted the focus to examining the economy in its 
entirety and the interdependence of its various 
sectors. 

In macroeconomics, the decision-makers are often 
the State or statutory bodies like the Reserve Bank 
of India (RBI) and the Securities and Exchange 
Board of India (SEBI).  

These institutions pursue public goals defined by 
law or the Constitution, focusing on the welfare of 
the country rather than private profit. 

 

Basic Concepts in Macroeconomics 

To understand national income accounting, several 
fundamental distinctions must be made: 

1. Final Goods vs. Intermediate Goods 

●​ Final Goods: These are items meant for final 
use that will not pass through any further stages 
of production or transformation. Examples 
include bread bought by a consumer or a 
machine purchased by a firm. 

●​ Intermediate Goods: These are goods used as 
inputs in the production of other goods and are 

"used up" in the process. For example, the 
wheat a baker buys to make bread is an 
intermediate good. 

 

●​ Double Counting: We only measure the value 
of final goods in National Income because their 
price already includes the value of all 
intermediate goods. Counting intermediate 
goods separately would lead to a massive 
exaggeration of economic activity. 

2. Consumption Goods and Capital Goods 

●​ Consumption Goods: Goods that satisfy the 
immediate needs of ultimate consumers, such 
as food or services from a doctor. 

 

●​ Consumer Durables: A sub-category of 
consumption goods like televisions or 
automobiles that have a relatively long life and 
undergo wear and tear over time. 

 

●​ Capital Goods: Durable goods produced to be 
used as inputs for further production, such as 
machinery, factory buildings, and infrastructure. 
They do not get transformed in the production 
process but contribute to future productive 
capacity. 

3. Stocks vs. Flows 

●​ Flows: Variables defined over a period of time, 
such as annual income, monthly salary, or the 
flow of water into a tank per minute. 

 

●​ Stocks: Variables defined at a particular point 
in time, such as the total amount of water in a 
tank at 5 PM or the total capital stock existing in 
an economy. 

4. Investment and Depreciation 

●​ Gross Investment: The total addition made to 
the physical capital stock in a year, including the 
production of new machines and buildings. 
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●​ Depreciation (Consumption of Fixed Capital): 

The annual allowance for the regular wear and 
tear of capital goods over their useful life. 

●​ Net Investment: The actual addition to the 
capital stock after accounting for depreciation. 

○​ Formula: Net Investment=Gross 
Investment−Depreciation. 

Circular Flow of Income 

The Circular Flow of Income illustrates how the 
aggregate value of goods and services moves 
between different sectors. In a simplified 
economy with only two sectors—households 
and firms—the flow works as follows: 

1.​ Factor Market: Households provide factors of 
production (Labour, Capital, Entrepreneurship, 
and Land) to firms. In exchange, firms make 
factor payments (Wages, Interest, Profits, and 
Rent) to households. 

 

2.​ Product Market: Firms produce goods and 
services using these factors. Households then 
use their earned income to buy these products 
from firms. 

 

3.​ The Loop: The money firms pay out as factor 
income comes back to them as sales revenue. 
This process repeats year after year, creating a 
continuous circular movement of income. 

This model demonstrates that Aggregate Income = 
Aggregate Expenditure = Value of Aggregate 
Production. While real economies include 
"leakages" (savings, taxes, imports) and "injections" 
(investment, government spending, exports), the 
fundamental identity remains the same. 

 

Methods of Calculating National Income 

National income can be calculated through three 
equivalent methods based on the different 
stages of the circular flow. 

1. Product Method (Value Added Method) 

This method calculates the aggregate annual value 
of goods and services produced by all firms. 

●​ Value Added: The net contribution made by a 
firm to the production process. 

○​ Formula: Value Added=Value of 
Production−Value of Intermediate Goods 
Used. 

 

●​ Inventory: Firms often have unsold stock 
(inventories). 

○​ Change in Inventories=Production of the 
firm−Sale of the firm. 

 

●​ Gross Domestic Product (GDP): The sum total 
of Gross Value Added (GVA) of all firms in the 
economy. 

○​ GDP=∑GVAi. 

2. Expenditure Method 

This method looks at the demand side by summing 
all final expenditures in the economy. 

●​ Components of Final Expenditure: 
○​ Consumption (C): Final consumption 

by households. 
○​ Investment (I): Final investment 

expenditure by firms on capital goods. 
○​ Government (G): Government 

spending on final goods and services. 
○​ Net Exports (X - M): Exports (foreign 

demand for our goods) minus Imports 
(our demand for foreign goods). 

●​ Formula: GDP=C+I+G+(X−M). 
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3. Income Method 

This method sums all the incomes received by the 
factors of production. 

●​ Components: 
○​ Wages and Salaries (W): 

Remuneration for labour. 
○​ Profits (P): Remuneration for 

entrepreneurship. 
○​ Interest (In): Remuneration for capital. 
○​ Rent (R): Remuneration for land. 

●​ Formula: GDP=W+P+In+R. 

National Income Aggregates and Prices 

Understanding National Income requires 
distinguishing between different price valuations and 
geographical boundaries. 

1. Factor Cost, Basic Prices, and Market Prices 

The distinction between these relies on Net 
Production Taxes and Net Product Taxes. 

●​ Production Taxes/Subsidies: These are 
related to production and are independent of 
volume (e.g., land revenue, stamp fees). 

●​ Product Taxes/Subsidies: These are paid per 
unit of product (e.g., excise tax, service tax, 
export duties). 

●​ Relationships: 
○​ GVA at Factor Cost: Includes only 

payments to factors of production. 
○​ GVA at Factor Cost+Net Production 

Taxes=GVA at Basic Prices. 
○​ GVA at Basic Prices+Net Product 

Taxes=GVA at Market Prices (GDP). 
○​ Market Price: This is what consumers 

pay, including all indirect taxes minus 
subsidies. 

2. Key Identities 

●​ Gross Domestic Product (GDP): Aggregate 
value of final goods/services produced within the 
domestic territory. 

 

●​ Gross National Product (GNP): Includes 
earnings by citizens abroad and excludes 
earnings by foreigners within the country. 

○​ GNP=GDP+Net Factor Income from 
Abroad (NFIA). 

 

●​ Net National Product (NNP): The measure of 
aggregate income after capital consumption. 

○​ NNP=GNP−Depreciation. 

 

●​ National Income (NI): This is specifically NNP 
at Factor Cost. 

○​ National Income=NNP at Market 
Prices−Net Indirect Taxes. 

 

3. Personal Income and Disposable Income 

●​ Personal Income (PI): The part of National 
Income received by households. 

○​ PI=NI−Undistributed Profits−Net Interest 
paid by households−Corporate 
Tax+Transfer Payments. 

 

●​ Personal Disposable Income (PDI): The 
income households actually have the "complete 
say" over for consumption or saving. 

○​ PDI=PI−Personal Tax Payments−Non−tax 
Payments. 

Nominal vs. Real GDP and the GDP Deflator 

●​ Nominal GDP: GDP evaluated at current 
market prices. It can increase even if 
production is constant if prices rise. 
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●​ Real GDP: GDP evaluated at constant prices 

(from a chosen base year). This is a better 
measure for comparing production volumes over 
time. 

 

●​ GDP Deflator: The ratio of Nominal GDP to 
Real GDP, serving as a price index. 

○​ GDP Deflator=Real GDPNominal GDP 

 

●​ Consumer Price Index (CPI): An index 
measuring the price of a specific basket of 
commodities bought by a representative 
consumer. 

 

GDP and Welfare 

While GDP is often used as an indicator of a 
country's well-being, it has significant limitations as 
an index of welfare: 

1.​ Distribution of GDP: A rising GDP does not 
mean welfare is improving if the increase is 
concentrated among a few wealthy individuals 
while the majority remain poor. 

 

2.​ Non-monetary Exchanges: In many 
developing countries, many productive activities 
(like household chores) are not performed 
through the market and thus are not counted in 
GDP, despite contributing to welfare. 

3.​ Externalities: GDP ignores externalities—the 
unintended benefits or harms caused by 
economic activity for which no payment is made. 
For example, a factory might increase GDP 
through production but decrease welfare by 
polluting a river (a "bad" externality) without 
compensating the affected people. 

 

4.​ Composition of GDP: GDP does not 
distinguish between types of goods produced; a 
rise in the production of harmful goods might 
increase GDP but reduce social welfare. 

Therefore, treating GDP as the sole measure of a 
country's health can be misleading, as it fails to 
capture the actual quality of life for all citizens. 
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