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Preface 

  

 

 

       “A lamp - can never light another lamp unless it continues to burn its own flame”. 

  

 Once again the committed team of experienced teachers endeavour to bring out the new  

 

and revised edition of study material, for the session 2010-2011. In the light of valuable suggestions by 
teachers it is imperative to revise the material thoroughly to make it more useful and informative.  

 

The language is simple and comprehensive for students.  

  

 The self explanatory content and questions prescribed at the end of each unit  will help the  

students to evaluate themselves. The HOTS questions have been, framed keeping in view the  

latest examination specifications by CBSE. 

  

  

 The sample papers and marking scheme have been prepared as per the latest CBSE  

guidelines.The study material is being provided to the students hoping that this will benefit them and 
help in gaining confidence before appearing in the board examinations. Teachers are advised to make 
thorough use of this study material at the time of the revision so that the students are proficient enough 
to score better percentile in the finals. 



    
How to use this Study Material? 

 

 Dear children, 

 
 This study material contains gist of the topics / units along with the assignments for self
 assessment. Here are some tips to use this study material while revision during pre       
 boards and finally in board examination. 

* Go through the syllabus given in the beginning. Identify the units carrying more weightage 
* Suggestive blue print and design of question paper is a guideline for you to have clear               
 picture about the form of question paper. 

* Revise each of the topics / units and attempt the questions given for self assessment. 

* After attempting the self assessment part, consult the question bank where questions 

carrying one, three/ four, six marks are given. Revise them 

* After revision of all the units, solve the sample paper, and do self assessment with the 

value points. 
* Must study the marking scheme/solution for CBSE previous year paper which will enable      

 you to know the coverage of content under different questions. 
* Underline or highlight key ideas to have birds eye view of all the units at the time of               

 examination. 

* Write down your own notes and make summaries with the help of this study material. 

* Turn the theoretical information into outline mind maps. 

* Make a separate revision note book for diagrams and numericals as well 

* Discuss your ‘DOUBTS’ with your teacher / other students. 

Important:- 
a) Slow learners may revise the knowledge part first. 

b) Bright students may emphasize the application part of the question paper.    



UNIT - I 

INTRODUCTION 

According to A.G Brown, an economy  is a system by which people get a living,  “An economy is a 
system that provides people with the means to work and earn a living in the process of production,  “All 
such institutions and organistions, which provide people with the means to work and earn an income, 
are collectively called an Economy. 

Basic activities of an Economy. 

1. Production refers to creation of utility or increasing the value of commodities already 
 produced. 

2. Consumption is using up of goods and services to satisfy haman want directly. 

3. Capital Formation/Investment refers to addition to the capital stock of an economy. 

Economic Problem :- It is basically problem of making choices in the use of scarce resoures  for 
satisfaction of choice arises due to scarcity of resources and their alternative uses, For an economy 
Economic problem is the problem of resource allocation or making choices in the allocation of scarce 
resources having alternative uses. 

Causes of Economic Problem: 

(i) Human wants are unlimited  (ii) resouces to satisfy wants are limited (iii) resources have alternative 
uses. 

Central (Basic) Problem of an Economy Allocation of resourcesor making choices among alternative 
uses of scarce resources is the fundamental problem. 

1. What to produce and in  what quantity? 

 It is the problem of choosing which commodities should be produced and in what quan  tity i.e. 
necessity goods or luxury goods. 

2. How to produce? 

 It is problem of choosing method or technique of production of goods. i.e. Labour inten  
 sive or Capital intensive. 

3. For whom to produce. 

It refers to distribution of  factor income  among various factors of production since production is the 
result of combined efforts of factors of production i. e. Iand, labour, capital, enterprise. 



DISTINCTION BETWEEN MARKET ECONOMY AND CENTRALLY PLANNED ECONOMY. 

1- Market Economy : An economy in which all economic activities are organised through the 
 market i.e. free interaction of buyers and sellers to affect purchase and sale of a commodity. 
  (Price mechanism) 

Central Problems of what, how and for whom to produce are solved by price-mechanism. 

2. Centrally Planned Economy :- It is one in which all important activities  are planned and decided 
by the central planning authority or the Govt. 

Central Problems of what, how and for whom to produce are solved by the central authority known as 
planning commission appointed by the Govt. 



Branch of Economics 

1. Micro economic theory  (also called Price Theory) deals with the allocation of resources which 
is decided by price mechanism. 

2. Macro-economic Theory deals with full employment of resources along with other aggregrates 
of economy i.e. national income, price level, national saving etc. 

Production Possibility Frontier 

It is a curve which depicts all possible combinations of two goods which an economy can produce with 
available technology and with full and efficient use of its given resources. 

Assumption 

1. Resources are fixed. 

2. Resources are  fully & efficiently used. 

3. Technology does not change. 

4. Resources are not equally efficient in production of all goods. 

 

Production Possibility Schedule 

with MOC & MRT 

Production  
Possibilities 

Wheat (w) (Lakh 
tonnes) 

TanKs(T) 
(thousands) 

MOC of Wheat MRT= ∆ tanks/ 
∆wheat 

A O 15 - - 

B 1 14 1(15-14) 1 W = 1 T 

C 2 12 2(14-12) 1 W = 2 T 

D 3 9 3 1 W = 3 T 

E 4 5 4 1 W = 4 T 

F 5 0 5 1 W = 5 T 

 

By joining the different possibilities of production i.e. wheat on x-axis and tanks on y-axis 
production possibility curve is drawn. 
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1. Every point on PP curve (A, B, C, D, E) reflects situation of full and efficient employment 
resources. 

2. Point Below PP curve reflects the silation of inefficient utilisation or under-utilisatiion of 
 resources. (Leftward shift) 

3. Point above PP curve indicates situation of growth of resources. (Rightward shift) 

 

SHAPE OF PRODUCTION POSSIBLITY CURVE 

1. It slopes down from left to right because in a situation of full employment of resources 
production of one good can be increased only after sacrificing some quantity of other good. 

 (1 W = 2 T............ ..............) 

2. The shape of PP curve is concave to the origin due to increasing marginal opportunity cost. It 
implies that for producing an additional unit of a good, sacrifice of units of other good goes on 
increasing. 

(*) PP curve could be a straight line if sacrifice of units of good is constant. MOC(MRT) is constant. 

OPPORTUNITY COST :-  It is equal to the value of next best alternative forgone (scarificed) 

Marginal opportunity cost :- It refers to the amount of other good which is sacrificed to produce an 
additional unit of the particular good. 

Marginal Rate of Transformation : It is defined as the ratio of units of one good scarificed for production 
of an additional unit of other good. 



   

 

 

 

 

 

Positive economic analysis :- 

1. It studies the actuals as “they are” 

2. It analyses the cause & effect relationship. 

3. Ethics of  economic decisions are not touched. i.e. INDIA is over-populated. 

Normative economic analysis : 

1. It deals with things as they ought to be” 

2. It passes moral judgement. 

3. It deals with idealistic situation instead of actual situation i. e. Interest free loans should be 
given to the poor farmers. 

Micro economics :- It is that part of economic theory which deals with the individual parts of the 
economic system such as individual households, individual firms or industries. 

It is called price theory because it is concerned with the determination of price of individual 
commodities and factors. 

Macro economics: - It is that part of economic theory which studies the economy in its totality or as a 
whole, dealing with aggregrates. such as ‘National income, aggregate employment, general price-level 

It is also known as “Theory of income and employment because the subject-matter of macro-
economics revolves around determination of the level of income & employment. 

1 mark questions OR 3/4 marks question. 

1. Why is PPC downward sloping from left to right? 

2. What does increasing MOC along a PPC mean? 

3. Which factors lead to a shift of the PPC? 

     Unit of one good sacrificed  ∆ tanks 

MRT=      =  



4. What does a rightward shift of PPcurve indicate? 

5. What is economics all about? 

6. “Massive unemployment shifts the PPC to the left. Defend or refute. 

7. A lot of people die and many factories are destroyed because of severe earthquake in the 
country. How will it affect country’s PPC 

8. Give two examples of under-utilisation of resources. 

9. Give two examples of growth of Resources. 

10. Why does technological advance or growth of resources shift the PPC to the right. 

 

HOTS 

Qes1. How is a   market economy different from a centrally planned economy. 

Qes2. How are central problems solved in market and centrally planned economy. 

Qes3. From the following PP schedules, calculate MRT of good X. 

Production Possibilities   A B C D E 

Production of good X (units) 0 1 2 3 4 

Production of good y (units) 14 13 11 8 3 

Qes4. Why is PP curve concave to the origin. 

Qes5. Does production take place on a PP curve? Explain. 

Qes6. Can a PP curve be a straight line? 

Qes7. Why do Central problems arise? Explain. 

Qes8. Calculate marginal opportuinty cost of cloth in terms of sugar at different production possibilities 
from the data. 

Production Possibilities  A B C D E F 

Cloth (million mt)   o  1 2 3 4 5 

Sugar (million kg)   50 45 40 35 25 20 



 

 

 

 

 



UNIT - II 

 

    CONSUMER EQUILIBRIUM & DEMAND                                     

 

Utility:- It is the want satisfying power of a commodity. This is measured in terms of ‘utils’. 

Utility can be of two types. 

(a) Total Utility:- TU is the sum total of satisfaction  that the consumer derives when a certain 
number of units of a particular commodity are consumed.  

 Tux= f(Qx) or TU = ∑ MU  

(b) Marginal Utility:- MU is the additional satisfaction derived from the consumption of an additional 
unit of the commodity. 

MUn = TUn – TUn-1 

 

Alternatively;  MUx= ∆ TUx/ ∆/Qx 

  

Law of diminishing marginal utility (DMU):- As a consumer goes on consuming more and more units of 
a commodity the additional benefit that he derives from the additional unit of a commodity goes on 
falling. 

This law is based on following assumptions:- 

1. Standard unit of measurement is used. 

2. Homogeneous commodity. 

3. Continuous consumption. 

4. Mental and Social condition of the consumer must be normal. 

5. No change in income, tastes, fashion and price. 

Utility schedule and utility curve:- The law of DMU is numerically illusrated in terms of utility schedule. It 
shows the TU & MU derived by a consumer as he consumes more and more of good X. 

Utility function:- 

 Quantity of Good X  TUx  MUx = (∆ TUx/ ∆/Qx) 
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Relationship between TU and MU 

• When MU diminishes TU increases as shown in the diagram point A to C and B to D. 

• When MU is zero TU is maximum (point C & D) 

• When MU is negative TU declines (point E & T) 

Consumer’s Equilibrium:- The main aim of the rational consumer is to maximise satisfaction with the 
given resources (budget constraint) and he does not want to bring any change in it. Suppose a 
consumer wants to buy a commodity. How much of it should he buy? 

Two approaches are used for getting an answer to this question. 

1. Consumer’s Equilibrium with Utility approach:- Cardinal measurement of utility where utility of 
different units of a good not be added or subtracted.   
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2. Consumer’s Equilibrium with Indifference curve approach:- Ordinal measurement of utility 
where the utility can be compared or ranked. In this theory, utility of different units can not be added or 
subtracted. 

I. Utility approach:- Marshall explained it with cardinal measurement of utility.  

Assumptions of Utility approach:-  

1. Consumer is rational i.e. Maximum Satisfaction out of his limited income. 

2. Utility can be measured in cardinal numbers. 

3. Marginal utility of money is constant. 

4. Utility of each commodity is independent of the prices and utilities of other commodities. 

5. No change in the taste and prices of the commodities and income of the consumer. 

Consumer’s Equilibrium — Single commodity case:- 

It is attained when marginal utility of commodity in terms of money becomes equal to its price.  MUx = 
Px 

Since it is difficult to compare MU of a good (expressed in utils) with its price (expressed in Rs) 
therefore MU of a good is first converted in terms of money by dividing MU of a good with MU of a 
rupee.  

  (MU of good/MU of a rupee) = Price of the commodity  

  The above condition can be explained with utility schedule. 

  Units of X Price of X (Px) MUx 

  1  5   8  Mu > p 

  2  5   6 

  3  5   5  Mu = p 

  4  5   4  Mu < p 

  5  5   3  

 

 

 



MUx MUy MUm
Px Py

= =

MUx MUy MUm
Px Py

= =
8 units 8 units
1 unit 1 unit

=

 

 

MUx = Px (MUm) → Point E 

MU>P  →  Point C 

MU<P  →  Point D 

 

Consumer Equilibrium in case of two commodities 

When a consumer wants to buy two commodities his equilibruim will be determined in accordance with 
the law of equi-marginal utility. He will distribute his money income among these goods in such a way 
as he gets equal marginal utility in terms of money from all the goods. In case of two goods consumer 
equilibrium would be: 

 

 

     

 It can be explained with the help of following table and a diagram. 

 Unit of Money MUx - good (units)  MUy - good (units) 

 1   14 (1)   10 (3) 

 2   12 (2)   8 (5) 

 3   10 (4)   6 

 4   8 (6)   4 

 5   6    2 

 6   4    0 
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In this case when consumer spends 4 units of money on x-good and 2 units of money on y-good, he 
gets equal marginal utility of 8 units. When Marginal utilities are equalised TU is maximised. Here, TU 
= 14+12+10+8+10+8 = 62 units. In no other case, consumer can get utility of 62 units or more than. 

 

 

 

 

 

 

 

 

   

  

 

 

Utility is maximum when 

 At point T where,  

 

It shows that OT is spent on good x and O, T on good y. Accordingly the consumer is at point R on the 
MUx curve and at point S on MUy curve. There is a loss of utility shown by the shaded area. 

This prompts the consumer to transfer some of expenditure from y to x till he reaches to point ‘E’ 

Consumer Equilibrium with Indifference Curve Approach 

J.R. Hicks has explained consumer’s behaviour on the basis of ordinal utility theory known as I.C. 
Approach. 

I. C. is a locus of all such points, each of which represents a combination of two goods and 
yield equal satisfaction to the consumer on all the points. 

Assumptions of I.C. Analysis 
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1. Rationality:- He would like to get maximum satisfaction with given income and price. 

2. Ordinality:- He can rank his preferences on the basis of satisfaction of each basket of goods. 

3. Diminishing marginal rate of substitution:- The rate of substitution of one commodity for 
another is known as MRS = ∆y/∆x. It has always declining trend because law of diminishing marginal 
rate of substitution applies upon consumer while making different combinations. 

4. There is consistency in consumer’s behaviour. 

5. There is no change in the taste and preferences of consumer. 

6. Prices of goods and income of the consumer are given. 

7. Monotonic preferences :- A consumer’s preferences are monotonic if and only if between 
any two bundles the consumer prefers the bundle which has more of at least one of the goods and no 
less of the other good as compared to the other bundle. eg point M which is above I.C. 
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Indifference Map:- It refers to a family of indifference curves which gives a complete picture of a 
consumer’s scale of preferences for two goods. Moving away from the origin moves the consumer to 
higher levels of utility. 

 

 

 

 

 

 

 

 

 

Properties or Feature of I.C. 

1. Downward sloping to the Right:- It is based on the assumption that both the goods give the 
consumer positive satisfaction. This assumption is called monotonicity of preferences. 

2. Convex to origin:- A downward sloping curve can be a straight line, concave or convex to the 
origin. The difference is that of slope. Which measures the substitution ratio between the two goods. 

   Slope of I.C. =∆y/∆x  = MRSxy 

 

 

 

 

 

 

 

 

Diminishing MRS:- 



It means as the consumer has more and more of x, its subjective worth or marginal significance to him 
declines and that of scarce commodity Y goes up. He is willing to give up less & less of Y for an 
increment in X. It implies indifference curve is convex to the origin. 

3. Two curves do not intersect each other:- If they intersect then we get contradictory results in 
terms of preference ranking. Point A & B lie on the I.C1. The consumer must be indifferent between 
them. Consumer must be indifferent between points B & C lying on IC2. By the assumption of 

transitivity consumer must be indifferent between point A & C. Comparing these two points C is better 
as it has more units of good  

Y. Contradictory results appear. 

 

 

 

 

4. Higher the Indifference curve, higher is the level of 
satisfaction:- On higher IC we get more goods without reducing another, 
therefore higher the IC  

higher is the level of satisfaction. 

 

 

 

 

 

 

 

 

 

Budget Set & Budget line 

Budget Set:- It is a set of bundles of goods available to the consumer at a given price and income. 
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Budget line:- It is the graphic presentation of all combinations that consumer can buy with his entire 
income at prevailing prices.  

Budget constraint:- It shows that a consumer can choose any bundle as long as it costs less or equal 
to income and prices of goods. 

Changes in the Budget line:- The set of available bundles depends on (1) the prices of the two goods 
and (2) the income of the consumer. 

1. When there is change in price of a single good budget line rotates to the left or right. When 
price of good x falls, Budget line rotates to the right. When price of good x rises the line rotates to the 
left. 

 

 

 

 

 

 

 

 

 

 

2. Suppose consumer income changes but the prices of the two goods remain unchanged. With 
new income consumer can afford to buy all bundles (x1 ; x2) such that . The slope of the new budget 

line is the same as the slope of prior budget line. If income of the consumer increases the budget line 
shifts rightward and if the income of the consumer falls the budget line shifts leftward. So the vertical 
intercept has changed after the change in income. 
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Optional choice of the consumer:- A consumer shall be in equilibrium where he can maximise his 
satisfaction subject to his budget constraint. Thus it refers to a situation in which a consumer with his 
given income and given prices purchases such a combination of goods which gives him maximum 
satisfaction and he does not want to bring any change in it. 

Conditions of Consumer’s Equilibrium:- 

 1. Budget line should be tangent to I.C. i.e. 

           

At this level of slope of IC and budget line are equal to each other. 

2. Indifference Curve should be convex to the point of origin at the equilibrium point. 

 

 

 

 

 

 

 

 

 

 

 

The point where two conditions are fulfilled represents consumer’s equilibrium. ‘R’ is the equilibrium 
point. Any other point can not be considered an optimum point because they lie on lower IC and any 
point lying on IC3 is beyond the reach of the consumer. 
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Demand:- “It refers to the quantities of a commodity that the consumers are able and willing to buy 
at a each possible price during a given period of time, other things being equal”. 

Demad function:- It is a technical term which shows the functional relationship between demad for a 
commodity and various determinants of demad. 

Factors Determining demand 

1. Price of the commodity:- There is a negative relationship between quantity demanded and 
price. 

2. Income of the consumer:- The effect of income on quantity demanded depends upon the nature 
of goods. 

(a) Normal goods- There is a positive relationship between income of the consumer and demad for 
a good. 

(b) Inferior goods- There is a negative relationship between income of the consumer and a demand 
for a good. 

 

 

 

 

 

 

 

 

 

 

3. Price of related commodities:- Related commodities are of two types : 

(i) Complementary goods (ii) Substitute goods 

(i) Complementary goods- are those goods which are used together to satisfy a particular 
want like pen-ink. If there is increase in the price of complementary good, the 
demad curve shifts leftward. 
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(ii) Substitute goods- These are those goods which can be used in place of another eg tea or coffee. 
An increase in the price of substitute good increases the quantity demanded of the other good. If there 
is an increase in the price of substitute 

good the demand curve shifts rightward. 

 

 

 

 

 

 

 

 

4. Taste & Preferences:- If there is a change in tastes in favour of a good, then it will lead to 
 increase in demand and any unfavourable 

change will lead to decrease in demand. 
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5. Future Expectations of buyers:- It is also one of the factor which causes change in demand. If 
people expect a rise in prices of the commodities they may buy more & demand curve will shift 
rightward & Vs. 

 

 

 

 

 

 

 

 

6. Law of demand:- It shows a definite inverse relationship between price of the good and the 
quantity demanded of that good, other things remaining the same. 

    Dx = (Px) Ceteris paribus 

Law of demand is only a qualitative statement and not a quantitative statement. It only indicates the 
direction in which demand will change as a result of change in price. It says nothing about the quantity 
of change in demand with the change in price. 

Assumptions of law of demand 

(1) The price of related goods remains the same. 

(2) The income of the consumer remains unchanged. 

(3) Taste and preferences of the consumers remain same. 



(4) All the units of goods are homogeneous. 

(5) Commodity should be a normal good. 

 

The Damand Schedule and Demand Curve 

Demad Schedule:- It is a tabular presentation showing the different quantities of a good that buyers of 
the good are willing to buy at different prices during a given period of time. 
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Demand Curve:- The graphical representation of Demand function is called demand curve. q = d() 

The demand curve d, slopes downward to the right or negatively sloped. The slope of demand curve 
measures the rate at which demand changes with respect to its price. It is equal to . 

The demand curve shows the quantity demanded by the consumers at each price. 

Reasons behind Downward slope of the demand curve 

1. Law of diminishing Marginal Utility:- It states that as the consumer has more and more of a 
good its MU goes on declining. He is not interested in buying more units of the same commodity at the 
same price. 

2. Substitution Effect:- It means with the fall in price of a good consumer feels a rise in relative 
price of other good, which in turn leads to more demand for the good. 

3. Income Effect:- It means with fall in the price of good consumer’s real income or purchasing 
power rises and he demands more units of the good. 

4. New consumers:- As price of a commodity falls new consumer class appears, who can afford 
the commodity. 

5. Different Uses:- Many commodities have alternative uses like milk, sugar. With fall in price, it 
can be put in various uses. 

Individual demand and Market demand 

Individual demand:- It means quantity demanded of a good by an individual consumer at various prices 
per time period. 

Market demand:- It is the aggregate of the quantities demanded by all consumers in the market at 
different prices per time period. 
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   Factors affecting Individual and Market demand 

 

Individual demand Market demand 
1.   Price of the good 1. Price of the good 
2.   Price of the other good  2. Price of other good 
3.   Income of the consumer 3. Income of the consumers 
4.  Taste and preferences of consumers   4. Taste and preferences of the consumers 
5.  Expectations of buyers         5. Expectations of buyers 
 6. Distribution of income 
 7. Population 
 8. Government policy 
 

Individual & Market demand schedule 

            

          

Price Individual demand Market demand
 A B A+ B 

2 4 5 9 
4 3 4 7 
6 2 3 5 
8 1 2 3 

 

Individual & Market demand curves 
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Changesf in Quantity demanded v/s Change in demand 

 Change in Quantity demanded    Change in demand 

1. Other things being equal if quantity      1. If more or less quantity of a commodity 

 demanded increases or decreases  is demanded, at the same price, due to  

 due to fall or rise in the price of   change in factors other than price of the 

 commodity it is known as movement  commodity, it is called shift in the  

 along a demand curve or change in   demand curve or change in demand. 

 quantity demanded 

2. The movement is either upward or       2. There is either rightward shift  or  

 downward along the same     leftward shift of the demand curve. 

 demand curve 

3. An upward movement shows       3. Rightward shift indicates increase  in  

 contraction in demand and    demand, leftward shift shows decrease  

 downward movement shows    in demand. 

 expansion in demand. 
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Causes for Increase in demand and Decrease in demand 

 

  Increase in demand    Decrease in demand 

1. Increase in the income of the consumer.  1. Fall in the income of the  
         consumer. 

2. Increase in the number of consumers.  2. Fall in the number of consumers. 

3. When price of substitute goods increase. 3. When price of substitute goods  
        falls. 

4. Tax concession & rebates reduces price.         4. Tax levy and surcharge raises 
         price of  the commodity. 

5. When price of complementary goods fall. 5. When price of complementary  
        goods rise. 

6. Favourable change in Taste and preferences.  6.  Unfavourable change in Taste 
         and preferences. 

Elasticity of demand 

Price Elasticity of demand:-It measures the responsiveness of demand of a good to a change in its 
price. 

Numerically price elasticity of demand ep is calculated as:- 

 

 

 

   

 

 

 

   

   



The ratio is a negative number because price and quantity demanded are inversely related. In 
numericals the minus sign is dropped from the numbers and all percentage changes are treated as 
positive. 

Factors affecting Price Elasticity of demand 

1. Availability of substitutes:- A good having close substitutes will have an elastic demand. 

2. Nature of the commodity:- Demand for necessities and essential goods are inelastic because 
consumers are restricted to buy those goods. 

3. Different uses of commodity:- If the commodity has different uses its demand will be elastic. 

4. (Habits) Taste & preferences:- If a consumer is bound to use particular brand of a commodity 
then its demand will be inelastic because the consumer will buy that particular commodity only, even at 
higher price. 

5. Level of income:- If consumer belongs to richer section then his demand will not be affected by 
change in price, hence demand will be inelastic. 

6. Proportion of total expenditure spent on the product:- Higher the cost of the good relative to 
total income of the consumer, more will be the price elasticity of demand. 

Measurement of Price Elasticity of demand 

There are three methods of measuring price elasticity of demand. 

1. Total outlay or Expenditure Method:- When the price of a good falls and, as a result, if the total 
outlay of consumers on the commodity rises then ep > 1; if it remains unchanged then ep = 1; and if it 
falls then ep < 1. The situation reverses when the price of a good rises. 

 Price  Demand T.E. Elasticity 

 

 I 8  3 24 ep > 1 

  7  4 28  

 II 6  5 30 ep = 1 

  5  6 30  

 III 4  7 28 ep < 1 

  3  8 24  
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II) Percentage Method or Proportionate Method:- 

According to this method ep is calculated by the following formula. 
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III) Geometric Method: The elasticity of demand is measured by using the following formula. 

 

 

 

 

 

 

 

Different Values of Elasticity of Demand 

1. Perfectly inelastic demand (e = 0):- This occurs when to a percentage change in price there is 
no change in quantity demanded eg. life saving drugs. 
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2. Inelastic (or less than unit elastic) demand (e < 1):- This occurs when to percentage change in 
price there is less than proportionate change in quantity demanded. eg- necessities like food, fuel etc. 

 

 

 

 

 

 

 

 

 

 

 

3. Unitary elastic demand (e = 1):- This occurs when to a percentage change in price there is 
equal change in quantity demanded. eg- normal goods. 
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4. Elastic (or more than unitary elastic) demand :- This occurs when to a percentage change in 
price there is more than proportionate change in quantity demanded. eg- luxuries. 

 

 

 

 

 

 

5. Perfectly Elastic demand :- This occurs when there is infinite change in quantity demanded 
without any change in price. It is an imaginary situation exist under perfect competition. 

 

 

 

 

 

 

 

 

Consumer Equilibrium and Demand 

(1 Mark Question) Word limit one sentence each. 

1. What happens to MU when TU is maximum? 

2. State the condition of consumer equilibrium. (utility approach) 

3. When the price of good x rises, the demand for good y also rises. State the relationship  
 between Good x & Good y? 

4. What happens to the budget set if both the prices as well as the income double? 

5. What does budget constraint refer to? 



6. Give the equation of budget line. 

7. Define  monotonic preferences. 

8. When does a consumer buy less of a commodity at a given price? 

9. What is the shape of unitary elastic demand curves? 

10. When is demand for a commodity said to be inelastic? 

3/4 Mark Questions Word limit (60 to 70 words each) 

1. Distinguish between change in demand and change in quantity demand. 

2. How is market demand curve derived from individual demand curvers? 

3. Causes of Rightward shift / Leftward shift of demand curve. 

4. Define Utility. Explain the relationship between TU & MU curves. 

5. Explain consumer’s equilibrium in case of a single commodity with the help of utility schedule. 

6. Explain the equilibrium of a consumer from indifference curve approach. Use diagram. 

7. Prove that indifference curves are convex to the origin. 

8. Briefly explain the difference between utility approach and indifference curve approach. 

9. How will an increase in the price of coffee affect the demand for tea. Explain with diagram. 

10. How do changes in the income of Household affect the demand for a commodity? 

11. If a good can be used for many purposes, the demand for it will be elastic. Why? 

12. How does the nature of a good affect price elasticity of demand? Explain. 

6 Marks Questions (Word limit 100 words each) 

1. What are the assumtions of Indifference curve approach? 

2. What are the properties or features of Indifference curve? 

3. Explain the concept of consumer equilibrium with the help of utility approach. 

4. Explain the concept of consumer equilibrium with the help of Indifference curve approach. 
  Why does a higher Indifference curve represent a higher level of satisfaction? 



5. Explain the law of diminishing marginal utility with the help of Tabular and diagramatic 
 example. 

6. Explain with the help of diagrams the effect of the following changes on the demand of a  
 commodity. 

(a) A fall in the price of complementary good. 

(b) A rise in the income of buyer. 

7. Explain law of demand with the help of demand schedule and diagram. 

8. A consumer should purchase that much quantity of a commodity so that the MU of the  
 commodity in terms of money becomes equal to the price of the commodity. Explain it  
 with the help of an example. 

9. Define market demand. State the factors that affect it. 

10. Explain the factors influencing the elasticity of demand. 

11. Explain the expenditure method for measuring price elasticity of demand. When does the 
  elasticity of demand become inelastic? 

 

Numericals 

1. Price of good falls from Rs 10 to Rs 8. As a result its demand rises from 80 units to 100  units. 
What can you say about price elasticity of demand by total expenditure method? 

2. As the price of product decreases by 7%, total expediture on it has gone up by 3.5%.  What 
can you say about the elasticity of demand for this product. 

3. Suppose price elasticity of demand for a good is (–)0.2. How will the expenditure on the good 
be affected if there is a 10% increase in the price of the good? 

4. Demand for a product is elastic. Its price falls. What will be its effect on total expenditure? Give 
numerical example. 

5. Suppose the price elasticity of demand for a good is 0.5. The quantity demanded at price 
 Rs 10 per unit is 40. If the price of the commodity decreases to Rs 5- then what will be 
the quantity demanded. 



6. The market demand for a good at Rs. 4 per unit is 100 units.The price rises and as a result its 
market demand falls to 75 units. Find out the new price if the price elasticity of demand of that 
good is (–) 1. 

7. At a price of Rs 20 per unit the quantity demanded of a commodity is 300 units. If price  falls 
by 10%, its quantity demanded rises by 60 units. Calculate its price elasticity. 

8. At price of Rs 50 per unit, quantity demanded of a commodity is 1000 units. When its price falls 
by 10%, its quantity demanded rises to 1080 units. Calculate price elasticity of demand is? Give 
reasons for your answer. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



UNIT - II 

 

HOTS QUESTION : - 

CONSUMER EQUILIBRIUM :                                                   1 MARKS QUESTION 

  

1.  How much is total utility at zero level of consumption?  

2.  Suppose, there was a 4% decrease in the price of a good and, as  a result the expenditure on 
good increased by 2%.  What can you say about  the elasticity of demand?  

3.  Why is price Elasticity of demand generally negative?  

4.   What happens to total utility when marginal utility is negative.  

5.  How does time horizon affect price elasticity of demand for a product?  

6.  When does a consumer buy lesser of commodity at a given price?  What is this technically 
called?  

7.  Does marginal utility of money remain constant?  

8.   Suppose a consumer’s preferences are monotonic.  What can you say about her preference 
ranking over the bundles  (10, 10),   (10, 9),  and (9, 9) ? 

9.  What will you say about MU when TU is maximum?  

10.  Derive the slope of budget line.  

 

 3/4 MARKS QUESTION 
 

1.  Discuss the meaning of budget line, with a hypohetical schedule and diagram. 

2.  Define unitary elastic demand and draw a demand curve for it.  What is the significance of a 
unitary elastic demand curve?  

3.  When two demand curves intersect each other, which one is more elastic?  

4.  How does the demand for a good change with the changes in the income of the individual? 

5.  Suppose there are three consumers in a particular market :  

  Soniya, Suvidha and Sakshi  

  Their demand schedules are given in the table :  



  Price (Rs.)        Soniya          Suvidha          Sakshi 

         1   60  55  24     

         2   50  40  13 

         3   40  25  5 

         4   30  10  0 

         5   20  0  0    

 (a)  Drive the market demand schedule.  

 (b)  Suppose Suvidha Sonia and Sakshi stay in the market and another person, Barkha joins the 
market, whose quantity demanded at any given price is half of that of Soniya.  

  Derive the new market demand schedule.  

6.  Give three main causes of negative sloping demand curve.  

7.  On what basis inferior goods are distinguished from normal goods?  

8.   Why is there an inverse relationship between price of a commodity and its demand? 

9.  What happens to demand for a given good when prices of its related goods change? 

10.  How is price Elasticity of demand of a commodity affected by number of its substitutes?  

11.   Given the market price of a good, how does a consumer decide as to how many units of 
that good to buy?  

 

       6 MARKS QUESTIONS 

 

1.  Why is the consumer in equilibrium when he buys only that combination of the two goods that 
is shown at the point of tangency of the budget line with an indifference curve? Explain.  

2.  For a consumer to be in equilibrium why must marginal rate of substitution be equal to the 
ratio of prices of the two goods?  

3. (a)  What is a budget line?  What does the point on it indicate in terms of prices?  

 (b)  A consumer consumes only two goods X and Y.  Her money income in Rs.24 and the prices of 
goods X and Y are Rs.4 and Rs.2 respectively.  Answer the following questions: 

 (i)   Can the consumer afford a bundle 4X and 5Y ? Explain.  

 (ii) What will be the MRS xy when the consumer is in equilibrium?  Explain.  



4.   List the assumptions of indifference curve approach.  Differentiate between ordinal an 
cardinal utility.  

5.  Explain the changes that will take place when the consumer is not in equilibrium.  

6.  “Consumer’s Equilibrium is attained when the difference between TU of the commodity in 
terms of money and the total expenditure is maximised.”  Explain.  

7.  Explain the law of demand.  Describe the situations under which this law does not apply.  

8.   What will happen to the demand for a commodity:-  

 (i)   When the price of its substitute goods changes?  

 (ii)  When the price of its complementary goods changes?  Explain with diagrams. 



UNIT  -  3  

 

PRODUCER BEHAVIOUR AND SUPPLY  

 

 What is a Production Function ?  

A production function gives the technological relationship between physical inputs  

and physical output of a firm.  

It Can also be defined as the technological relationship which gives the maximum output producible 
from various combinations of input.  

Symbolically output Q = f (land, labour, capital, etc.....) 

TPP or total physical product is the sum total of output produced by all units of variable factors used in 
the production process along with some amount of the fixed factors.  

 TPP =  ∑ MPP 

 MPP or marginal physical product is addition to TPP when an additional unit of variable  

 factor is hired, other factors remaining constant.  

 MPP = TPPn - TPPn - 1 

 APP is the per unit product of a variable factor.  

 APP = TPP/Q  

 Relation between Marginal physical product and Total physical product  

 (1) When marginal product increases, total product increases at increasing rate.  

 (2) When marginal product is constant, total product increases at constant rate.  

 (3) When marginal product decreases, total product increases at diminishing rate.  

 (4) When marginal product is zero total product is maximum.  

 (5) When marginal product is negative, total product starts declining.  

 Relation between APP and MPP       

 (1) When MPP is greater than average product, APP increases. 

 (2) When APP is at its maximum and constant  both the MPP and APP are equal.  

 (3) When MPP is less than APP, APP falls.  



MPP
APP

APP

MPP

Units of 
variable factor

 (4) MPP can be positive, zero or negative, but APP is always positive.  

 

 

 

 

 

 

 

 

 

 

  

 

Fixed Factor   

Refers to those factors of production which cannot be changed easily during a short  

 period. for ex. machines, factory building, land etc.  

 Variable factor   

 Refers to those factors of production which can be varied or changed during a short  

 period. for ex. labour, raw material.  

 Short run refers to the period of time in which a firm cannot change some of the  

 factors like plant machinery and they remain fixed.  

  

 Long run on the other hand is the time period during which a firm can change all  

 factors of production.  

  

 Returns to a factor   

 When only one factor is increased keeping all other factors fixed, resultant increase  



 in output is called returns to factor.  

 

 Law of variable proportions  

 This studies the behaviour of output when an additional unit of variable factor is hired  

 keeping all other factors fixed.  This is called law of variable proportions since the  

 proportion between fixed and variable factors changes.  

  

 The behaviour of TPP and MPP can be studied in three stages.  

 

 Phase 1 : Stage of increasing returns to factor  

  

 

 MPP increases till it reaches its maximum.  

 TPP increases at increasing rate.  

 

Phase 2 : Stage of diminishing (positive) returns to factor  

 MPP decreases but remains positive.  MPP becomes zero at the end of this stage.  

 TPP increases at diminishing rate and becomes maximum at the end of this stage.  

 

 Phase 3 : Stage of diminishing (negative) returns to factor  

  

 MPP is negative.  

 TPP decreases 

 

TABULAR PRESENTATION  

 

 Land (Acre)    Units of Labour    MPP             TPP              Stage  



 

         2                      0                   -                       0 

         2    1          2              2 

         2    2          3   5      One 

         2   3          5                     10   

         2   4          3  13       Two 

         2   5          2   15 

         2   6          1   16 

         2   7          0   16 

         2   8          -1             15        Three 

 

  



Phase II

Phase I

Phase I Phase II

Phase III 

Phase III 

TPPTPP

MPP

MPP Units of Labor

Diagram LAW OF VARIABLE PROPORTION IN TERMS OF TP AND MP CURVES. 

 

 

 

 

 

 

 

 

 

 

   

  

 

 

Causes of incresing returns to factor  

 1. Indivisibility of the factors : -Increase in units of variable factor leads to better and  

 fuller utilization of fixed factor.  This causes the production to increase at a rapid rate.  

 2. Division of labour and specialisation: - With more use of labour process based   
 division of labour and specialization becomes possible which increases efficiency       and 
productivity. 

 3. Realisation of optimum/ideal ratio of fixed factor :-  Increase in units of variable  

 factors leads to optimum combination of resources maximizing production. 

  

 Causes of diminishing returns to factor :  

 1. Use of fixed factor beyond the optimum level :  

 With the increase in units of variable factor fixed factor becomes insufficient in  

 comparison to variable factor.  Factor proportion becomes unsuitable. 



 2.  Lack of perfect substitution between factors : Beyond a limit variable factor can’t 

       be used to substitute fixed factor.  

 COST  

 Cost :-  Expenses incurred on inputs used in production process including imputed  

 value of inputs owned and used by producer.  

 j refers to cost incurred on fixed factors of production.  

 Fixed costs include expenses like  

 (i)     Rent  

 (ii)    Wages of permanent employees  

 (iii)    Interest on fixed capital  

 (iv)    License Fees, etc.  

 (v)     Cost of machinery, factory building and equipment etc.  

 

 Variable cost refers to cost incurred on the variable factors of production.  

 (i)      Purchase of raw material, 

 (ii)     Wages of casual labour, 

 (iii)    Expenses on motive prower or electricity,  

 (iv)    Wear and tear expenses, etc.  

  

  



Cost

Output

TC TVC

Fixed Cost      Variable Cost  

 1. Refers to cost incurred on fixed  1. Refers to cost incurred on the variable  

 factors of production.    factors of production.  

 2. That part of cost which doesn’t   2. That part of cost which does not change  

 change with change in output.   with change in output.  

 3. Fixed cost is not zero even when  3. Variable cost is zero when ouput is  

 output is zero.      zero.  

 4. Ex. cost of factory  or building,   4. Cost of labour, fuel, transport etc.  

 machines etc.  

 

 Total cost of production is the sum of all expenditure incurred in producing a given  

volume of output.”  In short period, the total cost comprises of two types of costs fixed cost and 
variable cost:-  

 TC = TFC  +  TVC  

 (TC = Total Cost ;  TFC = Total Fixed Costs ;  TVC = Total Variable Costs)  

  

 Total Fixed Cost (TFC)   Refers to total expenses/cost incurred on  

 fixed factors of production.  Since TFC remains same at all levels  

  of output TFC curve is a horizontal line parallel to X axis. 

 Total Variable Cost (TVC)  Refers to sum total of expenses on each  

 unit of variable factor.  TVC increases with increase in output first at  

 a decreasing rate and then at an increasing rate.  

 TVC curve is inverse S shaped and reflects. law of variable proportion. 

 Relationship between TVC and TC curve.  

 1. As the vertical distance between TC curve and  

 TVC curve (TFC) remains same at all levels of  

 output TC and TVC remain parallel to each other.  



A
FC

AFC

Output

 2. TVC curve starts from origin while TC curve starts  

 from y axis at a distance equal to TFC.  

 

 

 

 

 

  

 Average Fixed Cost           
 It refers to fixed cost per unit of output.  

         AFC = TFC  

                        Q  

 Since TFC remains constant at all levels of output AFC  

 continuously decreases with increase in output.  So AFC  

 curve is a downward sloping curve and is a rectangular  

 hyperbola.  
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 Average Variable Cost  

 It is the cost of variable factors per unit of output.  

 

            AVC =  

     

 AVC curve is U shaped.  It means that at first this curve  

 falls and after reaching the minimum point it begins to rise.  

  The shape is determined by law of variable proportions. 

  

 Average Cost (ATC/AC) 

 Average cost per unit of output.  

 factors of production.  

 ATC = AFC + AVC  

  

TCAC
Q

⎧ =⎨
⎩  

 

AFC TVCAC
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AFC AVC
Q Q

= +
 

 ⇒ ATC = AFC + AVC }  

  

 Relationship between AVC and ATC curve  

 1) Average total cost curve lies above the AVC  

 curve at a distance equal to corresponding AFC.  

 2) The distance between ATC and AVC curve  

 decreases with increase in output.  But they never 

 touch/intersect each other. (Since AFC is never zero). 



Output

MC

MC

 3) The minimum point of AVC curve is reached before  

 the minimum point of ATC curve.  

 

 MARGINAL COST  

 Marginal cost is the addition to total cost when an extra unit of output is produced.    

 MC = TCn - TCn –1/TVCn –TVCn–1 

  MC TVC≠∑  

 Note:-  MC TVC≠∑  
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Relation between MC & AVC curve  

  

 1) When MC curve lies below AVC curve AVC decreses    

 AVC curve slopes downwards.  

2) When MC curve lies above AVC curve AVC increases 

 & AVC curve slopes upwards. 

 3) MC curve intersects AVC curve at its lowest point.  

 4) The lowest point of MC curve comes before the  

 lowest point of AVC curve.  

 

 

 Note: The relationship between MC & AC curve is same as that between MC and AVC.  

  

 Why is the Short-run Average Cost Curve  U-Shaped ? 

   

 Short-run averge cost curve is U-shaped.  It means that at first this curve falls and after  

 reaching the minimum point it begins to rise.  This can be explained through laws of  

 variable proportions.  Increasing returns imply diminishing cost; constant returns imply 

 constant cost, diminishing returns imply increasing cost.  Accordingly AC curve forms  

 a U, first declining, then rising.  

 

      REVENUE  

 Revenue is the total money receipt of the firm from sale of its product.  

 Three main concepts of revenue are total revenue, marginal revenue, average revenue.  

Total Revenue refers to the total money receipt of the firm from the sale of its total output 

 

  TR = Number of units sold (Q) x price per unit (p)  



A
R

, M
R

AR =  MR

Output

TR = PQ 

 

 Average Revenue  

 AR  is revenue per unit of output sold.  

 AR =  TR  

              Q  

 Since TR =  pq,  AR (Average Revenue) = Price  

  

 MARGINAL REVENUE  

 It is the addition to total revenue when an extra unit of output is sold.  

 MR = TRn - TRn - 1 

  

 Relationship between AR & MR  

 i)   If AR is constant MR is equal to AR  

 ii)  If MR is above AR, AR increases. 

 iii) If MR is below AR, AR decreases.  
 

 AR and MR in Perfectly competitive market  

 In this market price or AR is constant. So MR is  

 equal to AR  

 Both are represented by the same horizontal  

 line parallel to OX-axis.  

  

 AR & MR in non competitive markets  

 

 1) The average revenue curve and marginal  

 revenue curve slope downward from left to right.  

 2) Since AR falls MR curve lies below the AR curve.  
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 3) MR falls twice the rate of fall in MR.  

  

 Relationship between TR & MR.   

 

  

 1) As long as MR is positive TR increases. 

 2) When MR increases TR increases at increasing  

 rate.  

 3) When MR decreases, but positive TR increases  

 at decreasing rate.  

 4) When MR is zero TR is maximum  

 5) When MR is negative TR diminishes.  

 

 TR CURVE IN PERFECT COMPETITION  

  

 Since MR is constant,TR increases at a constant rate. 

 So TR curve is a straight line starting from origin.  

 

 

 

 

 

 TR CURVE IN NON COMPETITIVE MARKETS  

 

 Initially when MR is diminishing but positive, TR  

 increases at diminishing rate.   

 Eventually when MR is negative TR decreases.  



              

 

 

 

 

 Producer’s Equilibrium (TR-TC approach)  

 Producer’s equilibrium refers to the level of output of a commodity which gives the  

 maximum profit to the producer of that commodity.  

 Since Profit is the difference between its total cost of production (TC) and its total  

revenue (TR). The output level at which ‘total revenue less total cost’ is maximum is called the 
equilibrium output level.  

 Conditions of Producer’s Equilibrium  

 (i)  TR less TC is maximum and  

 (ii) Profits fall if one more unit of output is produced  

 

 Schedule  

 

 Price (Rs. per unit)    Output (units)     TR         TC            Profit  

  9   1         9   4         5 

  8   2        16 7         9 

  7   3         21          8         13 

  6   4         24 10         14 

  5   5         25 13         12 

  4   6         24  18          6 

 

Equilibrium Qutput 

In the above schedule profit is maximised at output level four and gross profit decreases if outuput in 
increased beyond the fourth unit. 
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So producer will attain equilibrium at 4th unit of output. 

Diagram  

 

 

 

 

 

 

 

 

 

 

 

 

 

  

 

Producer’s Equilibrium (MC – MR approach)  

 The two conditions are  

 (i)    MC = MR  

  

 When one more unit of output is produced, MR is the gain and MC is the cost to the  

 producer, so as long as benefit is greater than the cost, or MR is greater than MC, it is  

 profitable to produce more. 

 The producer is also not in equilibrium when MR is less than MC because benefit is  

 less than the cost.  By producing less the producer can add to his profits.  
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 (ii) MC is greater than MR after the MC = MR output level  

 

  

 It is because if MC is greater than MR, producing beyond MC = MR output will reduce  

 profits.  

 Schedule   

 

 Price (Rs.per unit)     Output (units)        TR            MR              MC  

  9   1  9        9      4 

  8   2  16        7      3 

  7   3  21        5      2 

  6   4  24        3                3 

  5   5  25        1      5 

  4   6  24       -1         6 

 

In the above schdule MC & MR are equal to each other at outpur lavel two and four. But producer's 
equilibrium will be at output four, because the second condition of MC exceeding MR is fulfilled after 
fourth unit and not after second unit. 

Diagram  

 

 

 

 

 

 

 

 

 



 

 

 

 

 THE CONCEPT OF SUPPLY :-         
 Supply of a commodity refers to quantity of a  commodity offered for sale by a firm at 
 different prices at a given point of time.   

  

 Supply function : It explains the functional relationship between supply of a commodity  

 and the determinants of supply.  

 

 Law of Supply :  

 

 Law of supply states that, other things remaining constant, there is a positive  

 relationship between price of a commodity and its quantity supplied.  Thus more is  

 supplied at higher price and less at the lower price. 

  

 Assumptions of the Law of Supply  

  

 (1) There is no change in the prices of the factors of production.  

 (2) There is no change in the technique of production.  

 (3) There is no change in the goal of the firm.  

 (4) There is no change in the prices of related goods.  

  

  

Supply Schedule   

  

 Price per unit     Quantity supplied (units)  



P

QS

S

  20     100  

  15        95 

  12        87 

  10        80 

    8        75 

   

 Supply Curve :  

 Supply Curve is a graphic presentation of supply schedule, indicating positive relation 
 ship between price of a commodity and its quantity supplied.  

 In diagram, SS is the supply curve.  

 It has a positive slope meaning thereby  

 that as price rises the supply extends.  

 

 

 

 

 

 

 

 

 

 Market Supply and Individual Supply  

 Individual supply refers to different quantities offered for sale by an individual seller at  

 different prices while market supply refers to total quantities offered for sale by all the  

 firms in market at different prices.  

 b) Market Supply Curve  

 Market supply curve is a graphic presentation of supply schedule of all the firms  

 producing a particular commodity in the market.  It is supply curve of the industry as a  



 whole.  It is derived by way of horizontal summation of supply curves of all the firms in  

 the industry.  

 Determinants of Supply   

 Technological progress  With technological progress cost of production decreases  

 which leads to increase in supply and rightward shift of supply curve.  

 Change in input prices  A decrease in input prices leads to decrease in cost of  

 production and increase in supply. 

 An increase in input prices leads to increase in cost of production and decrease  

 in supply.  

 Change in rate of excise duty   Exise duties levied on a firm increase the production  

 cost.  

 An increase in excise duty leads to increase in cost of production and decrease in  

 supply.  In case of decrease in excise duty cost of production decreases leading to  

 increase in supply.  

 Change in price of related commodity. An increase in price of substitute good in  

 production (suppose Y) makes the production of that good more profitable and leads  

 to decrease in supply of commodity in question. (X)  

 No of firms - Increase in no of firms in the market increase supply of a commodity  

 and viceversa.  

 Note: * No of firms in the market affects only market supply and not individual supply.  

 Change in Supply  refers to change in quantity supplied due to changes in nonprice  

 factors price of the commodity remaining constant.  

 Increase in Supply  refers to increase in quantity supplied of a commodity due to  

 favourable changes in non price factors, price of the commodity remaining constant.  

 .Causes : technological improvement, fall in input price, fall in excise duty, fall in price  

 of substitute.  

 Increase in supply leads to righward shift of supply curve.  
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 Decrease in Supply  refers to decrease in quantity supplied of a commodity due to  

 unfavourable changes in non price factos, price of the commodity remaining constant.  

 .Causes : rise in input price, rise in excise duty, rise in price of substitute.  

 Decrease in supply leads to leftward shift of supply curve.  

 

 

 

 

 

 

 

 

 

 

 

 

 

 Expansion in ‘S’ - Increase in Qs of commodity due to increase in price of the commod ity  
non price factors remaining constant.   

 Contraction in ‘S’ - Decrease in Qs of a commodity due to fall in ‘p’ of the commodity,  non 
price factors remaining constant. .  

 

 Difference between ‘Change in Supply’ and ‘Change in Quantity Supplied’ of a  

 commodity.  
  

 Change in Supply (Shift of supply curve)    Change in Quantity Supplied (Movement 

           along the supply curve)  

 1. Refers to rise or fall in supply due to   1. Rise or fall in quantity supplied due to  
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A to B = Expansion of S

B to A = Contractor of S

P
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A

 change in non price factors price of the   change in price of the commodity non price 

 commodity remaining constant.    factors remaining constant.  

 2. Causes       2. Causes  

 Technological change     Change in price of the commodity.  

 Change in price of related good  

 Change in excise duty etc.  

 3.  Is of two types : increase & decrease  3. Of two types; increase in Qs or expansion 

 in supply.       in supply. Decrease in Qs or contraction in S  

 4. Change in supply leads to righward   4. Change in Quantity supplied leads to  

 or leftward shift of supply curve     upward or downward movement along the  

         supply curve  

 

 Diagram       Diagram 

 

 

 

 

 

 

 

 

 

 

 

  

 

 



%ChangeinQsEs
%Changeinprice

=

0

0

qEs
q
ρΔ

= ×
Δρ

Price

(Q.S.)

S

A

B O C X

 

Price Elasticity of Supply  

 

Price elasticity of supply is the proportionate change in supply consequent upon pro- 

portionate change in price.  

Can be defined as the degree of responsiveness of quantity supplied of a commodity  

to change in price of the commodity.  

Measurement of Elasticity of Supply  

Percentage method  

  

 

 

 

 

   

  

Here   Es = Elasticity of supply  

  q0 = initial quantity  

  ρ
0 = intial price  

 Δq = change in quantity    = change in pice.  

  

 Geometric Method  

 

 a) Es = 1 if the curve starts from the origin  
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b) Es> 1 if the curve starts from the y-axis  c) Es< 1 if the curve starts from the x-axis/Quantity axis or 
price axis 
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Producer Behaviour & Supply 

VSA 

 

1.  What do you mean by revenue? 

2.  What is the relation between AR & MR in perfect competition? 

3.  What is market supply? 

4.  Define producer's equilibrium. 

5.  Define cost. 

6.  What is a production function? 

7.  What do you mean by TPP? 

8.  What do you mean by returns to factor? 

9.  Define MPP? 

10.  State the law of variable proportion? 
11.  Give one difference, between explicit and implicit cost. 

12.  What do you mean by break even point? 

 
Hot Questions (VSA) 

 

1.  What happens to TP when MP is zero? 

2.  When TPP increases at decreasing rate what happens to MPP? 

3.  What is the value of MPP when TPP decrease? 

4.  When a seller sells his entire output at a fixed price, what will be the shape of AR curve? 

5.  Why AR for a perfectly competitive market is equal to MR? 

6.  What effect does a cost saving technical progress have on the supply? 

7.  What effect does an decrease in input price have on the supply curve? 

8.  What would be the effect of increase in the output on the TFC? 



9.  What is the price elasticity of supply of a  commodity whose straight line supply curve passes 
through the origin forming an angle of 60°? 

10.  What leads to upward/downward movement on a supply curve? 

11.  When is supply of a commodity elastic? 

12.  What is the area under M.C curve? 

 
Short questions (3/4 marks each) 

 

1.  Explain law of supply with help of a schedule?   3 

2.  Explain the relationship between AC & MC with help of a diagram? 

3.  Explain the relationship between ATC & AVC.   4 

4.  How do changes in MR affect TR?    3 

5.  Explain Geometric method of measuring elasticity?  4 

6.  What will be the price elasticity of supply if the supply curve is a positively sloped straight 
line? 

7.  Define marginal revenue. State the relation between marginal revenue and average revenue 
when a firm: 

 i. is able to sell more quantity of output at the same price. 

 ii. is able to sell more quantity of output only by lowering the price 

8.  State three causes of rightward shift of a supplycurve. 

9.  When does a producer supply less at the same price? 

10.  Why is MC curve in the short run 'U' shaped? 

11.  Why is AR equal to MR under perfect competition? 

12.  Distinguish between 'Fixed Cost' and 'Variable Cost' giving example? 

13.  How does the following effect the supply curve of a firm: 

 i. Technology progress  
 ii. Increase in input price  
14.  Distinguish between 'increase in supply' and 'expansion in supply'? 



15.  Explain the effect of fall in prices of other goods on the supply of a given good. 

 
Hots Questions (short answer type) 

 

1.  In the following table, identify the different phases of the law of variable proportions (HOTs) 

  Variable Input 1 2 3 4 5 6 7 8 

  (units) 

  Total product 5 12 20 27 32 35 34 30 

  (unit) 

2.  Calculate total cost and average variable cost of a firm at each given level of output from its 
cost schedule given below. 

  
 Output (units) AFC(Rs) MC(Rs) 

 1   60  22 

 2   30  22 

 3   20  13 

 4   15  8 

3.  Complete the following table 

      output             Price           Marginal Revenue  Total Revenue 

1 -- 10  -- 

2 9 --  -- 

3 -- --  24 

4 -- 4  -- 

4.  From the following table, calculate average-variable cost of each given below level of output: 
given below. 

   Output (units) 1 2 3 4  

   Marginal cost (Rs) 40 30 35 39 



5.  Calculate Average variable Cost and Marginal Cost from the following cost schedule of a firm 
whose total fixed costs are Rs 20:   4 

  Output TC AVC MC 

  1  30 

  2  37 

  3  40 

  4  45 

 

 

 

 

6.  Complete the following table 

      Output               MC         AVC     TC 

1 20 – 60 

2 – 18 – 

3 18 – – 

4 – 20 120 

5 – 22 – 

7.  At price of Rs 4, total revenue is Rs 480. Total revenue increases by 240 when 'it's price rises 
by 25% Calculate price elasticity of supply. 

 

8.  Commodities X and Y have equal price elasticity of supply. The supply of X rises from 400 
units to 500 units due to a 20 percent rise in its price. Calculate the percentage fall in supply 
of Y if its price falls by 8 percent 

 

9.  If Price elasticity of supply of a commodity is 5. A producer supplies 500 units of this product 
at a price of Rs 5 per unit. How much quantity of this product will be supplied, at the price of 
Rs 6 per unit? 

 



10.  From the following schedule find out the level of output at which the producer is in equilibrium. 
Give reasons for your answer 

 

Quantity sold TR(Rs) TC(Rs) Profit 

0 0 5 

1 5 7 

2. 10 10 

3 15 12 

4 20 15 

5 25 23 

6 30 33 

11.  From the following schedule find out the level of output at which the producer is in equilibrium. 
Give reasons for your answer. Use MR, MC approach 

 

Output Price (Rs) Total Cost (Rs) 

Units 

0 7 10 

1 7 18 

2 7 25 

3 7 30 

4. 7 36 

5 7 43 

6 7 51 

7 7 60 



 

12.  With the help of the table given below, find producer.s equilibrium. Give reason for your 
answer. 

 output AR AC 

 1 19 12 

 2 17 10 

 3 16 12 

 4 15 15 

 5 14 20 

13.  The price elasticity of supply of commodity Y is half the price elasticity of supply of commodity 
X. 16 percent rise in the price of X results in a 40 percent rise in its supply. If the price of Y 
falls by 8 percent, calculate the percentage fall in its supply. 

 

14.  Why must marginal cost curve pass through the minimum point of average cost curve? 

 
6 Mark questions 

 

1.  Explain the behaviour of TPP and MPP, when quantity of only one variable factor is increased 
keeping all others fixed 

 

2.  Explain the reasons for : (i) increasing returns to a factor and (ii) diminishing returns to factor. 
          6 

 

3.  Define producer's equilibrium. Explain it in terms of TC & TR. Use diagram.  

 

4.  Explain law of variable proportions using TPP and MPP curve 

 

5.  Explain producer's equilibrium using MR, MC approach. Use schedule 

 



       Hot Questions   6 

 

6.  Why does the difference between ATC and AVC decrease with an increase in the level of 
output? Can these two be equal at some level of output? Explain 

 

7.  Giving reasons, state whether the following statements are true or false. 

 a. AC rises when MC rises.  

 b. If MP is decreasing, AP is always above MP 

 
 8.  Giving reasons state whether the following statements are true or false 

 i. Average cost falls only when marginal cost falls 

 ii. The difference between average total cost and average variable cost constant? 

 iii. When total revenue is maximum, marginal revenue is also maximum. 

 

9.  Giving reasons, state whether the following statements are true or false: 

 i. When there are diminishing returns to a factor total product always decreases. 

 ii. Total product will increase only when marginal product increases 

 iii. When marginal revenue is zero, average revenue will be constant 



UNIT - 4 

 

FORMS OF MARKET 

AND 

PRICE DETERMINATION 

 

The term ‘market’ refers to the whole of region  in which buyers and sellers of a commodity are in close 
contact to effect purchase and sale of the commodity. 

Essential characteristic of a market. 

1. Commodity or Service 

2. Buyers  and Sellers 

3. Close contact  among buyers or sellers. 

4. Area where competition or communication is spread over 

 

Forms of Market  

Structure 

 

 Perfect Competition  Imperfect competition  

 

 Monopoly  Monopolistic   Oligopoly Dua 

    Competition    poly 

 

 Perfect Competition    Monopoly 

 

1. Very large number   1. Single firm (seller) 

 of buyers and sellers 

2. Homogeneous Product  2. No. substitute 

        product 



3. Free entry and    3. very difficult entry 

 exit of firm     firm 

4. Unifornity of     4. Price discrimination 

 price 

5. AR (demand curve)   5. AR curve downward 

 parallel to x-axis    sloping. 

6. Absence of     6. Great control over 

 transport cost     price 

 

 Monopolistic     Oligopoly 

 Competition 

 

1. Large No of firms   1. A few firms 

 

2. Differentiated product  2. Homogeneous and  

       differentiated product 

3. Free entry and exist   3. Difficult entry of new  

       firms 

4. Price discrimination   4. Price discrimination 

 

5. AR curve downward   5. AR, MR, Curve downward 

 sloping (more steep)   sloping (less steep) 

6. Some control over price  6. Price rigidity 

 

Industry is the price-maker and firm is the price taker 

A firm is a producing unit which produces goods and services for sale. 

Industry:- An industry is an aggregate of all the firms producing the same commodity. 
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Firm
(Price - taker)

Under perfect competition price of a commodity is determined by the inter action of market forces of 
demand and supply of the whole industry. 

No individual firm can influence the price because its share in market is insignificant. It has to  

accept the price as determined by the industry. The firm can sell at this price as many units of the 
commodity as it wants therefore firm is said to be price-taker and industry the price maker. 

 

  Industry  

 

Price Per Unit Demand Supply   

2  100 20   

4  80 40   

6  60 60   

8  40 80   

10  20 100 

 

Firm 

Price Quantity 

(Per Unit)  (Units) TR MR AR 

6 20 120 6 6 

6 21 126 6 6 

6 22 132 6 6 

6 23 138 6 6 

6       24         144        6          6 
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E is the equilibrium price where market demand is equal to market supply and OQ is equilibrium 
quantity. 

When there is excess demand. It means that at a given price the demand for the commodity is more 
than the supply of the commodity. 

In such a situation, there exists Competition among buyers and sellers will push the price up to the 
point at which demand becomes equal to supply. 

When there is excess supply:- It means that at a given price, the quantity supplied of a 
commodity exceeds quantity demanded. There will be competition among sellers which will push down 
the price to the point at which demand equals to supply. 

Can equilibrium price change:-  Yes, it can change when demand or supply or both change. 

Which is more active Demand or Supply 

Both demand and supply are equally important in determined the price of the commodity. 

In very short period when supply is perfectly inelastic, demand plays important role. It is so because 
supply being fixed, if demand goes up, price will also go up. 

In short period:-  The supply of durable goods can be adjusted to an extent. Therefore the supply may 
have a little more influence than demand. 
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Effects of Shifts in Demand and Supply on Equilibrium price 

Shifts in demand/Supply means increase or decrease in demand/supply at the same price i.e. shifts 
occurs due to change in factors other than the price of the commodity. 

Effect of Demand shift on equilibrium price and quantity. 

A rightward shift of supply curve leads to a increase in equilibrion price and quantity (i.e. increase in  
the income of buyers of a normal good) 

A leftward shift of supply curve results in decrease in price and quantity i.e. (an increase in income of 
buyers of an inferior good.) 

 

 

 

 

 

 

 

 

 

 

II. Effect of supply shift an equilibrium price and quantity. 

A rightward shift of supply curve leads to a decrease in market price and increase in quantity. 

A left ward shift of supply curve results in increase in market price and decrease in quantity. 
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III. Effect of simultaneous Demand & supply shifts. 

a. Effect of simultaneous rightward shift in demand & supply. 

i. When increase in supply is  

 equal to increase in Demand. 

 

 

 

 

 

 

 

 

 

 

 

Result - No change in equilibrium price. But change in equilibrium quantity. 

ii. When  increase in supply is less  

 than increase in demand. 
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Result-New equilibrium price (Rise) and Increase in equilibrium quantity. 

 

iii. When increase in supply is more  

 than increase in demand. 

 

 

 

 

 

 

 

 

 

 

 Result-New equilibrium price (fall) and rise in equilibrium quantity. 

 

 b. Effect of simultaneous leftward shift in demand and supply. 

 i. When decrease in supply is equal to decrease in demand, the price will not be affected, 
but the quantity will decrease in the same ratio. 



 ii. When decrease in supply is more than decrease in demand, equilibrium price will 
increase and quantity will fall. 

 iii. When fall in supply is less than the fall in demand, equilibrium price will be less. The 
original price. and the equilibrium quantity will fall. 

 

 

1 mark questions 

 

1.  How is equilibrium price determined? 

2.  How does an increase in the price of a substitute good in consumption affect the equilibrium 
price? 

3.  How does an increase in input price affect the equilibrium quantity exchanged in the product 
market? 

4.  How does a unfavourable change in taste affect the market price and quantity exchanged? 

5.  How does a cost saving technological progress affect the market price and quantity 
exchange? 

6.  When will an increase in demand imply an increase in price but no change in quantity 
supplied? 

7.  How are decision taken by consumers and producers in a coordinated marked? 

8.  Between forces of demand and supply, which plays a greater role in determination of 
equilibrium price? 

9.  When does a change in demand not affect the equilibrium price? 

10.  When does supply have no effect on equilibrium price? 

 

 Short answer question of 3/4 marks. (Hots) 

 

1.  What is relevance of ‘large number of sellers” in perfect competition? 

2.  How is seller under perfect competition a price-taker? 

3.  Can a monopolist sell more of a commodity at a higher price? 

4.  Draw AR & MR curves under perfect competition? 



5.  Why is demand curve of a firm under monopoly downward sloping? 

6.  In which of monopoly and monopolistic competition is the demand curve facing a firm more 
elastic and why? 

7.  Equilibrium price may or may not change with shifts in both demand & supply? Comment? 

8.  Explain how in long run equilibrium with free entry and exit, firms under monopolistic 
competition, earn zero abnormal profits. 

9.  Explain the implication of feature of differentiated product? 

10.  How will uequilibrium price and quantity of a commodity be affected? 

 i. When there is leftward shift of supply Curve? 

 ii. When demand increases or decreases without a change in supply? 

 iii. When there is simultaneous increase in demand and supply? 

 

  Long Answer questions of 6 marks each 

 

1.  Suppose the demand and supply curve of a commodity x in a perfectly competitive market are 
given by: 

  Qd = 700–P 

  Qs = 500+3P 

  Find the equilibrium price & equilibrium quantity. 

2.  Suppose the demand and supply curve of salt are given by: 

  Qd = 1000–P 

  Qs = 700 + 2P 

 a. Find the equilibrium price and quantity. 

 b. Now suppose that the price of an input used to produce soap increased so that the new 
supply curve is 

  Qs = 400 + 2 P 

  How does an equilibrium price and quantity change? 

 c. Suppose that the Govt has imposed a tax of Rs 3 per unit of sale. How does it affect the 
equilibrium price & quantity. 



3.  “Industry is a price maker and a firm is a price-taker” explain. 

4.  How do demand & supply forces help in determining the equilibrium price? 

5.  Why is AR curve of a curve under perfect competition parallel to x-axis. 

6.  Suppose price of a good is higher than the equilibrium price. Explain the change that will 
establish equilibrium price. 

7.  Explain with the help of a diagram, the effect of an increase in a income of buyers on its 
equilibrium price & quantity. 

 

 

 

 

 

 

 

 

 

 

UNIT  -  6 

 

NATIONAL INCOME AND RELATED AGGREGATES 

 

MACROECONOMIC - Macroeconomic is defined as that branch of  economics which deals with 
aggregate economic variables of the economy. E.g. : Aggregate supply, general price level, national 
income. 

LEAKAGES -  In the process of circular flow of income, firms and households save a part of their 
income. 

Such withdrawls are called leakages.  Savings, Taxes and Imports are leakages.  

INJECTIONS :  These are additions to the circular flow of income.  Investment, Government purchases 
and exports are injections. 

CIRCULAR FLOW OF INCOME : It refers to flow of money income or flow of goods and services 
across different sectors of an economy in a circular form. 



PRODUCT FLOW : It refers to the flow of factor services and flow of goods and services 

INCOME FLOW : It refers to money flow in the form of factor payments and consumption expenditure.  

STOCK :  Stock means that quantity of an economic variable which is measured at a particular point of 
time E.g. Wealth, inventories. 

FLOW : Flow is the quantity of an economic variable which is measured during the period of time.  E.g. 
Investment, change in inventories. 

ECONOMIC TERRITORY : Economic territory is the geographical territory administered by a 
government within which persons, good and capital circulate freely.  

It Includes -  

(a) Political frontiers, including territorial waters and air space.  

(b) Embassies, consulates, military bases, etc. located abroad, but excluding those located within 
political frontiers.  

(c) Ships, aircrafts etc. operated by the residents between two or more countries.  

(d) Fishing vessels, oil and natural rigs, etc. operated by the residents in the international waters or 
other areas overwhich the country enjoys the exclusive rights. 

RESIDENT : A resident, whether  a person an institution, is one whose centre of economic interest lies 
in the economic territory of the country in which he lives.  

NATIONAL INCOME : It is the money value of all final goods and services produced within the 
domestic territory of a country in an accounting year plus net factor income from abroad.  

NET FACTOR INCOME FROM ABROAD : It is factor income earned from abroad by the normal 
resident minus factor income of non-resident in the domestic territory. 

INTERMEDIATE GOODS : They are those goods which are used for further production or for resale in 
the same year.  

FINAL GOODS : They are those goods which are used for final consumption.  They remain outside the 
production boundry and no value is added to these goods, but their value is included in national 
income. 

CONSUMPTION GOODS : They are those goods which are bought by consumer as final or ultimate 
goods to satisfy their want.  These include (i) durable goods like car, TV, radio (ii) non-durable goods 
and services like fruit, oil, milk etc. (iii) semi-durable goods.  

CAPITAL GOODS : They are those final goods which form the capital stock of a country at the end of 
an accounting year which are used up in the productin process.  They include (i) durable goods - car, 
bridge, road  (ii) stock of raw material/semi finished goods and finished goods at the end of an 
accounting year.  

PRIVATE INCOME : Private income is the total income from all sources and current transfers form the 
government and rest of the world accruing to private sector.  

PERSONAL INCOME : It is the sum total of income actually received by a person from all sources 
including factor income and transfer income.  



DISPOSABLE INCOME : It is the part of personal income which is either spent on consumption or 
saved by the households.  

FACTOR INCOME : Factor income is the payment to the factors of production in lieu of factor services 
rendered by them in the process of production E.g. - rent, interest, wages, profit.  

TRANSFER PAYMENT : The payments which are made to the household enterprises and non profit 
institutions without rendering any poductive services are called transfer payments E.g.- old age 
pension,  

unemployment allowance. 

MACROECONOMIC SECTORS OF AN ECONOMY 

(1)  Firms   (2)  Household   (3)  Government    (4)   External  

INVESTMENT OR CAPITAL FORMATION 

It is defined as the addition to the existing stock of real capital assets, such as construction of new 
factories, machinery, transportation facilities and addition to new inventories.  

GROSS INVESTMENT -  

Total capital formation in a given period in an economy is termed as gross investment.  

Gross investment = Gross fixed capital formation + change in stock  

Change in stock   = Closing stock - opening stock 

NET INVESTMENT :  

Total amount of capital goods produced in a year do not make full addition to the existing capital stock 
of an economy.  The capital goods suffer wear and tear and obsolescence during the production 
process.  This is known as capital depreciation.  Hence a significant part of current output of capital 
goods goes in maintenance and replacement.  It should be deducted to find net actual addition to 
stock.  

  Net investment = Gross investment - Depreciation  

DEPRECIATION : Annual allowance of wear and tear of capital goods which are used up or consumed 
in the process of production.  It does not take into account unexpected or sudden destruction of capital 
assets due to natural calamities 

 

 

 

   

INVENTORY : Stock of unsold finished goods or semi-finished goods or raw material which a firm 
carries from one year to the next is called inventory.  

 Change in inventory = Production of a firm during a year - Sale of firm during a year 

Inventory is a stock variable.  It may have a value at the begening of the year; it may have a higher 
value at the end of the year.  In such a case inventories have increased (Accumulated). 

          Original value of machine 

Annual amount of depreciation      =       
No of years of life of machine



If the value of inventories is less at the end of the year compared to the begening of the year, 
inventories have decreased (Decumulated). 

GDP AT CURRENT PRICES OR NOMINAL GDP  

The total money value of all the goods and services produced in the domestic territory of the country 
during a year, counted on the basis of current market prices of a particular year is known as GDP at 
current prices. 

GDP AT CONSTANT PRICES OR REAL GDP  

The total monetary value of all the goods and services produced in the domestic territory of a country 
during the year, counted on the prices of base year is known as GDP at constant prices or real GDP.   

GDP DEFLATOR : GDP deflator is defined as the ratio of nominal GDP to real GDP.  

 

 

 

It is sometimes expressed in terms of  % also deflator = GDP ×100/gdp 

INTERMEDIATE PRODUCTION 

Intermediate products refers to those goods and services which are purchased during the year by one 
production unit from other production units and completely used up, or sold during the same year.  

FINAL EXPENDITURE   

Final expenditure refers to the expenditure incurred on final products.  Goods and services purchased, 
or own produced, for the purposes of consumption and investment are final products. 

Final expenditure refers to the expenditure on goods and services meant for final consumption and 
investment.  

       GDP(Nominal GDP)

GDP deflator      =         
d (R l GDP)



VALUE OF OUTPUT  

Value of output is the total cost of producing gross output.  In other words-value of output is the market 
value of all goods and services produced by a firm in an accounting year.  

   Value of output = Physical output  X Price  

   Value of output = Sales + Change in stock  

       or 

   Change in stock Closing stock - Opening stock  

VALUE ADDED : Value added is the difference between value of output of a firm in an accounting year 
and value of inputs brought from other firms (value of intermediate consumption).  

 

MEASUREMENT OF NATIONAL INCOME  

There are three methods of measuring National Income.  

(1) Value added Method 

 

(2) Income  Method  

(3)  Expenditure Method  

VALUE ADDED METHOD :  

 GVA MP = Value of output by different sector - value of intermediate inputs  

STEP INVOLVED :  

(i) Identification of productive enterprises.  

(ii)  Estimation of gross value added. 

(iii) Estimation of National Income. 

DIFFICULTY : If intermediate goods and services are included  , it leads to the problem of DOUBLE 
COUNTING.. 

PRECAUTIONS : 

1. Sale of scond hand goods are not included.  

2. The value of intermediate consumption is also not included.  

3. Production for self consumption should be included.  

4. Services of owner occupied houses should be included.  



5.  Domestic services are not included. 

INCOME METHOD  

NDP fc = Compensation to employees + operating surplus +  mixed income of self employed. 

I. Compensation to employees includes  

1. Wages and salaries in cash  

2. Compensation in kind like rent free accomodation subsidised ration uniform etc. 

3. Employer’s contribution to social security like retirement pension, provident fund etc.  

II. Operating surplus includes 

1. Rent - amount payable to landlord for use of land. 

2. Royalty - amound recevied by landlord for granting the leasing rights of sub-soil assets.  

3. Interest - amount payable to owners of financial assets in production unit.  

4. Profit - factor payment to an enterprise components of profit (i) Divident (ii) Indistributed profit 
(iii) corporate tax. 

Mixed income of self employed - Income generated by unincorporated enterprises owned by members 
of household. 

= Step involved (Income Method) 

1. Identification and classification of producing enterprises which employ factor inputs.  

2. Classification of factor income.  

3. Estimation of factor income. 

4. Estimation of  National Income.  

= Precautions -  

1. Transfer income should not be included. - do not generate income  

2. Income from sale of second hand goods - Not the production of current year 

 should not be included.      

3. Wind fall gains should not be included - do not lead to generation of Income  

4.  Production for self consumption should  - part of production 

 be included.  

5. Money received from sale of bonds,  - It is financial capital 



 share etc. should not be included. 

 

EXPENDITURE METHOD 

GDP mp = Private final consumption expenditure + Govt. final consumption expenditure + Gross  

       Gross Domestic capital formation + Net export. 

Private Final Consumption Expenditure : It is the money value of goods & services purchased by 
household and non profit institutions for current use during an accounting year.   

Govt. Final Consumption Expenditure : It is the govt. expenditure on goods & services during an 
accounting year.   

Gross Domestic capital formation or Gross Investment means the addition to the real capital stock 
during a year. 

                   GDCF = Gross domestic fixed capital formation + change in stock.  

Net Exports : Difference between value of exports and value of imports.  Value of exports is equal to 
the expenditure by foreigners on the purchase of domestic products.  Value of imports is equal to 
expenditure by residents on foreign product. 

Steps Involved :  

(1)  Identification of economic unit incurring final expenditure. 

(2)  Classification of final expenditure.  

(3)  Estimation of final expenditure. 

Precaution :  

(1)  Expenditure on second hand goods are excluded.  

(2)  Expenditure on share/bonds should be excluded.  

(3)  Govt. expenditure on transfer payments, should not be included.  

(4)  Expenditure on intermediate goods should not be taken into account. 

KEY CONCEPTS  

•  NNP fc = National income  

   = NDP fc  +  Net factor income from abroad 

• Net  +  Depreciation = Gross 

 Gross - Depreciation = Net 



 NDP + Depreciation =  GDP  

 GDP - Depreciation =  NDP 

• Factor cost + NIT = Market Price 

 Market Price- NIT= Factor Cost 

NIT (Net Indirect Tax) = Indirect tax  -  Subsidies  

NDP fc  + NIT  =  NDP mp   

NDP mp - NIT  =  NDP fc  

• Domestic + NFIA = National  

 National - NFIA= Domestic 

 NFIA  (Net Factor Income from Abroad) =Factor income earned by  our Residents abroad -  
Factor income earned by Non Residents within our country  

     NDP  +  NFIA  =  NNP  

  NNP  -  NFIA  =  NDP  

NATIONAL DISPOSABLE INCOME 

NDI  =  National income+ Net indirect Taxes + Net current transfers from the rest of the world  

  = NNPfc  + NIT  +  NCT ROW  

  = NNP mp   + NCT ROW  

 

   ESTIMATION OF NATIONAL INCOME. 

 

Income Method   Expenditure Method Value Added  Method
= Compensation to employees    
a) Wages & salaries in cash             
b) Wages & salaries in kind        
c) Employer’s contribution to  
     social security 
+ (Add) 
Rent & Royalty 
 
 
+ (Add) 
Interest 
 
 
+ (Add) 

Private final consumption 
Expenditure   
 
 
 
 
+ (Add)  
Govt. final consumption 
expenditure 
 
+ (Add) 
 Net Investment 
 
 

Gross value added by Primary 
Sector in domestic territory 
 
 
 
+ (Add) 
Gross value added by secondary 
sector in domestic territory 
+ (Add) 
Gross value added by territory 
sector in domestic territory  
- (Subtract)  
Depreciation 
- (Subtract) 



Profit   
+ (Add) 
Mixed Income 
+ (Add) 
Net factor income from abroad  
NDP FC = C + R + I + P + MI 
 
 
NNPfc = NDPfe + NFIA            

+ (Add) 
 Net Exports 
- (Subtract)              
Net Indirect Tax 
+ (Add)  
Net factor income from abroad 
NDP fc = PFCE + GFCE + NI + NE 
–N 
 
NNPfc = NDPfc + NFIA   

Net Indirect Taxes 
+ (Add) 
Net factor income from abroad 
Gross value added = Value of 
output – Interme diate consumption 
= Sales + Change in stock-
intermediate consumption 
 
 

 



 

Income from NDP accuring to the Private Sector Income from Net Domestic Product Accruing to 
Government Sector 

 
Add 
(a)  Net factor income from abroad 
(b)  National debt interest   
(c)  Current transfers from govt. 
(d)  Current transfers from Rest of the world 
 
=     Private income  
        Subtract 
(a)    Corporation Tax  
(b)   Undistributed profit or corporate savings. 
=      Personal Income  
        Subtract  
(a)    Direct Personal Tax  
(b)    Miscellaneous Receipts of the Govt. 
         Administrative Departments  
=      Personal Disposable Income  
        Household      +         Household  
        Consumption             Saving 
 

 
Income from property Savings of the and 
Enterpreneuriaq ship departmental accruing to 
Departmental enterprises. Enterprises 

            

             

      

     

    

        

  

NDP & Related Aggregates



1 MARK QUESTIONS 

 

Que. 1  What is studied in microeconomics? 

Que. 2. What is studied in macroeconomics? 

Que. 3. Name the Keynes’ most notable book and also the year of its publication.  

Que. 4. Tell one point of difference between microeconomics and macroeconomics? 

Que 5. Is price determination of a commodity a subject-matter of macroecnomics or microeconomics?     

Que. 6. Give two exmples of microeconomics?  

Que. 7. What is inflow of foreign capital?  

Que. 8. What is meant by outflow of foreign capital?  

Que. 9. Why is aggregate income studied under macroeconomics?  

Que.10. Give two examples of intermediate goods? 

Que.11. Give two examples of final goods?  

Que.12. Tell whether goods lying with the traders are intermediategoods or final goods? 

Que.13. How can you estimate net investment from gross investment? 

Que.14. Why is cooking at home not an economic activity? 

Que.15. Name the factors of production that participate in the production process? 

Que.16. Are steel sheets used for making automobiles final goods? 

Que.17. Name the factor income received by land?  

Que.18. Is money kept in the locker of your house capital?  

Que.19. What is meant by depreciation?  

Que.20. State whether the following are intermediate goods or final goods   

(i)   Purchase of raw materials by the firm. 

(ii)   Purchase of tea leaves by a restaurant. 

(iii)   Electricity used by the household. 

(iv)   Purchase of armament by the military. 

(v)     Goods lying with the traders for resale.  

(vi)   Wheat used by a household. 

    Hint : Intermediate goods (i), (ii), (iv), (v)  

Que.21. Which factor of production gets interest as factor payment?  

Que.22. Name the tax paid to government as tax? 

Que.23. What is the difference in milk used by a housewife and in a restaurant? 



Que.24. A farmer spends some income to buy fertilizers and pesticides.  Should this expendi    ture 
be included in value of output? 

Que.25. Give the meaning of stock?  

Que.26. What is circular flow of income?  What is the use of national income accounting? 

Que.27. What is meant by gross fixed capital formation?  

Que.28. Define capital goods? 

Que.29. What is Gross Domestic Product? Define it. 

Que.30. What is the relationship between GNP MP and GDP MP? 

Que.31. When will the NDP be smaller than the NNP?  

Que.32. What is the relationship between NDP and GDP? 

Que.33. How do we get Personal Disposable Income fom Personal Income? 

Que.34. What is meant by per capita real income?  

Que.35. In which situation GDP and NNP would become equal? 

Que.36. When does national income become equal to domestic income?  

Que.37. What is value of gross output?  

Que.38. Define gross value added?  

Que.39. To get value added.  What is to be deducted from the value of output?  

Que.40. What is the impact of indirect taxes on the market price of the commodity?  

Que.41. How is the change in inventories measured? 

Que.42. Why are transfer payments not included in national income?  

Que.43. What is meant by the services produced for self-consumption?  

Que.44. Does the change in stocks affect the GDP?  

 

    3 - 4 MARKS QUESTIONS 

 

Que.  1. Distinguish between microeconomics and macroeconomics?  

Que.  2. What are the important features of a capitalist economy?  

Que.  3. Describe the four major macroeconomic sectors of the economy?  

Que.  4. Distinguish between intermediate goods and final goods?  

Que.  5. Distinguish between real flow and money flow?  Give examples.  

Que.  6. What are the four factors of production and what are the remunerations to each of these 
called?  



Que.  7. Why should the aggregate final expenditure of an economy be equal to the aggregate factor 
payments?  Explain.  

Que.  8. Define and distinguish between consumption goods and capital goods?  

Que.  9. Explain the meaning of injections and withdrawls.  Also state the conditions of equilibrium with 
regard to injections and withdrawls.  

Que. 10. Explain the distinction between domestic product and national product on the basis of 
concepts of resident and domestic territory?  

Que. 11. How you will derive gross national disposable income from National income?  

Que. 12. Explain the meaning of GDP and NNP.  How are they related to one another?  

Que. 13. Define : (i) GNP MP  (ii) NNP MP  (iii) GNP FC  and (iv) NNP FC . 

Que. 14. Distinguish between gross investment and net investment. How can you estimate net 
investment from gross investment?  

Que. 15. How is personal income different from private income?  

Que. 16. When does domestic product become geater or smaller than national product?  Can domestic  
product?  Can domestic product be greater than national product?  Give reasons.  

Que. 17. Why does consumer price index differ from GDP deflator?  Give reasons. 

Que. 18. Explain GDP deflator.  How is it calculated?  How can you estimate real GDP from nominal 
GDP with the help of GDP deflator?  

Que. 19. What is the meaning of net factor income from abroad? Explain its main components. 

Que. 20. Will the following be treated as resident of India?  Answer with reasons:  

(i)    An Indian citizen living in England for business.  

(ii)    An Indian citizen working in the office of World Bank located in New Delhi.  

(iii)    An Indian working in German embassy located in India.  

(iv)     A German traveller came to India for tour and travel.  

(v)      Nepali workers who come daily for work in the adjoining areas of India.  

    Hint : (ii), (iii).  

Que. 21. How will you treat the following while estimating GDP and GNP of India? 

(i)    Rent earned by an Indian resident from his building in Japan. 

(ii)     Salaries received by Indian working in American embassy located in New Delhi. 

(iii)     Profits earned by a branch of a British Band in India.  

(iv)     Salaries paid to Germans working in Indian embassy in Germany.  

(v)    Salary received by an Indian engineer working in England.  

(vi)     Salary paid to an American technician working in an Indian company at Delhi.  

(vii)    Interest earned b an Indian b making bank deposits in Japan.  



(viii)     Profit earned by TCS software company of India from its office in Singapore. 

(ix)    Profit earne by Coca Cola company of USA from its branch in India.  

(x)     Interest paid to an American depositor for its bank deposits in India.  

    Hint : (A) included in GDP of India - (iii), (iv), (vi), (ix) and (x)  

  (B) included in GNP of India but not in GDP of India - (i), (ii), (v), (vii) and (viii)  

Que. 22. Give the meaning of factor income to abroad and factor income from abroad.  Also give an 
example of each? 

Que. 23. What is the problem of double counting?  State which method is used to avoid this problem of 
double counting in the estimation of national income. 

Que. 24. How is the value added by an individual firm calculated?  Explain with the help of an example. 

Que. 25. Mention any three precautions that should be observed while estimating national income 
through value added product (or product method). 

Que. 26. Mention important precautions that are to be observed while estimating income through  

    expenditure method? 

Que. 27. How do we calculate Net Exports?  How is it different from net income from abroad?  

Que. 28. Does GDP measure economic welfare?  

Que. 29. Distinguish between factor income and transfer payments.  Give suitable examples.   

Que. 30. What are the components of domestic factor income?  Describe each.  

      

     6 MARKS QUESTIONS 

 

Que. 1. Distinguish between the concepts of stock and flow.  Tell whether net investment and capital 
are stock or flow.  Compare net investment and capital with flow of water into a tank?            
  

Que. 2. Describe the circular flow of income in a two-sector economy? 

Que. 3. What is Net factor income from Abroad?  How is it different from Net Exports?  

Que. 4. Explain the income method for the estimation of national income.  

Que. 5. What is the difference between planned and unplanned inventory decumulation?  How does 
the change in inventories affect the value added of a firm?  

Que. 6. What are the important limitations of using GDP as an index of welfare of a country? Explain. 



Hot Questions : -  

National Income and Related Aggregates :- 

1. In which type of economy there is free play of forces of  demand and supply?  

2. Name the economy where there is private ownership of land and capital? 

3. Is the study of cotton textile industry a macroeconomics study or a microeconomics  

 study? 

4. Is the study of the problems of agricultural labour in India a macroeconomic study? 

5. Why is wealth considerd a stock and investment a flow? 

6. Under what condition domestic income can be greater than national income?  

7. Income from the sale of second hand good is part of  domestic   

 income or not? 

8. Give one example of macroeconomic paradox. 

9. What is meant by outflow of foreign capital?  Give one example.  

10. Whether goods lying with the traders are intermediate goods or final goods?  

11. Why is consumption of fixed capital included in gross investment?  

12. Suppose the GDPmp of a country in a particular year is Rs.2500 Crores.  Net  

 factor income from abroad = Rs.150 Crores and the net indirect tax is Rs.250  

 Crores.  National income for that year is equal to Rs.1800 Crores.  Calculate the 

 aggregate value of depreciation.  

 (Hints for Ans. Rs.600 Crores)  

13. On the basis of following information, calculate the net factor income from abroad.  

        Rs.Crores  

 (i)   GDPfc       5,000 

 (ii)  Depreciation         150 

 (iii) Net Indirect Taxes         250  

 (iv) NNPfc        5,800 

 (Hints for Ans. Rs. 950 Crores) 

14. Calculate the net indirect tax from the following data :-  

        Rs. Crores  

 (i)    GDP MP      8,000 

 (ii)   Net factor income from abroad       400 

 (iii)  Depreciation          200 

 (iv)  NDP FC        7,000 

 (Hints for Ans. Rs. 800 Crores). 

15. Suppose an economy’s nominal GDP is equal to Rs.20,000 crores and GDP 



 deflator is 1.25 calculate the real GDP.  

 (Hints for Ans. Rs.16,000 Crores)  

16. Are the following part of economic territory of India, give reasons in support of  

 your answer :- 

 (i)    Air India aircrafts operation between U.K. and U.S.A.  

 (ii)   Indian Embassy in U.S.A. 

 (iii)  US Embassy situated in India.  

 (Hints for Ans. Economic territory of India - (i),  (ii)). 

17. How will you treat the following while estimating domestic product of India. Explain :  

 (i)    Rent received by a resident Indian from his property in Singapore.  

 (ii)   Salaries to Indians working in Japanese Embassy in India.  

 (ii)   Profit earned by a branch of an American Bank in India. 

 (iv)  Salaries paid to Koreans working in Indian Embassey in Korea.  

 (Hints for Ans. : Included in GDP of India : (ii),  (iii) )  

18. Explain how are the following treated while estimating national income :  

 (i)    Royalty income.  

 (ii)   Commission on sale of second-hand goods.  

 (iii)  Purchase of car by a household. 

19. Explain the concepts of injections and leakages in an open economy.  (Four  

 sector economy).  

20. Are the following included in compensation of employees? Give reason.  

 (a)  Old age pension  

 (b)  Retirement pension 

21.   Give advantages of real NI, over monetary NI.  

22.  State whether the following statements are true or false.  Give reasons for your  

 answer :  

 (i)    Capital formation is flow.  

 (ii)    Bread is always a consumer good. 

 (iii)   Nominal GDP can never be less than Real GDP.  

 (iv)   Gross domestic capital formation is always greater than gross fixed capital  

 formation.  

23. If we deduct NDPfc from NDPmp, what do we get?  

24. Is stock of inventories included in NI ? 

25.  Are  (a) pension on retirement, (b) dividend and  (c) bonus included in NI ? 



Numerical Questions: 

Rs. (Crores) 

1. (i) GPNmp         10,000 

 (ii) Depreciation        200 

 (iii) Indirect taxes       300 

 (iv) Subsidies        250 

 (iv) Net factor income from abroad      150 

  
 On the basis of this information calculate:- 

 (a) NNP MP (b) NNP FC  (c) NDP FC  (d) GDPMP 

Ans: (a) 9,800 crore rupee; (b) 9,750 crore rupee; (c) 9,600 crore rupee;  (d) 9,850 crore rupee 

2. Calculate GDP FC.  
            Rs. (crores) 

 (i) GNPMP          8,000 

 (ii) Net Indirect tax      100 

 (iii) Net factor income from abroad    80 

Ans: Rs.7,820 crore 

3.  On the basis of the information given below. 

  Calculate   

 (a) NNPFC    (b) GNPFC  (c) GNPMP  (d) NNPMP  

 (e) NDPMP  (f) GDPMP  (g) GDP FC. 

              Rs.(crores) 

 (i) NDPFC             10,000 

 (ii) Net gactor income from abroad           200 

 (iii) Depreciation               300 



 (iv) Net Indirect Taxes                        250 

Ans: (a) Rs.10,200 crores  (b) Rs.10,500 crores  (c) Rs.10,750 crores 

  (d) Rs.10,450 crores (e) Rs. 10,250 crores (f) Rs.10,550 crores 

  (g) Rs.10,300 crores 

4-  Calculate the aggregate value of depreciation. 

                Rs.(crores) 

 (i) GDP MP           1,100 

 (ii) Net factor income from abroad            100 

 (iii) Net Indirect Taxes              150 

 (iv) National Income               850 

Ans: Rs.200crores 



5.  Calculate the net factor incom from abroad. 

            Rs.(crores) 

 (i)  GDPFC           4,000 

 (ii)  Depreciation        100 

 (iii) Net Indirect Taxes        300 

 (iv) NNPMP          4,500 

Ans: Rs.300 crores. 

6-  Calculate the net indirect tax. 

            Rs. (crores) 

 (i) GNPMP           7,000 

 (ii) Net factor income from abroad      200 

 (iii) Depreciation        150 

 (iv) NDP FC           6,200 

Ans: Rs. 450 crores. 

7-  Find out the value of transfer payments made by the gouernment and firms to the house 
holds.         Rs. (crores) 

 (i) NNP FC            1,900 

 (ii) Net Interest paid by the households       0 

 (iii) Personal Disposable Income         1,200 

 (iv) Personal Income Tax          600 

 (v) Value fo retained earnings of the firms and governments     200 

Ans: Rs.100 crores. 

8-  From the following data, Calculate personal Income (PI) and personal disposable income 
(PDI).         Rs. (crores) 

 (i) NDP FC            10,000 



 (ii) Net factor income from abroad         500 

 (iii) Undistributed profit          1,500 

 (iv) Corporate Tax           800 

 (v) Interest received by households        1,800 

 (vi) Interest paid by households       1,600 

 (vii) Transfer Income           400 

 (viii) Personal Tax         600 

Ans: Rs.8800 crores, Rs.8200 crores. 

9-  Calculate gross national disposable income from the following data: 

            Rs. (crores) 

 (i) National Income          2000 

 (ii) Net current transfers from rest of the world     200 

 (iii) Depreciation           100 

 (iv) Net factor income from abroad        -50 

 (v) Net  Indirect taxes        250 

Ans: Rs.2550 crores. 

10- From the following data calculate income accurring to the private sector from domestic 
 product.       Rs. (crores) 

 (i) NNP MP           15,000 

 (ii) Net factor income from abroad        250 

 (iii) Indirect Tax          200 

 (iv) Subsidies           150 

 (v) Income accurring to the public sector from domestic product   300 

Ans: Rs.14,700 crores. 



11- From the following data calculate : (A) Income from domestic product accurring to the private 
sector (B) Private  income, (C) Personal income.     
        Rs. (crores) 

 (i) NNP MP           20,000 

 (ii) NIT            150 

 (iii) Income to government administratative departments    120 

 (iv) Current transfer from government        80 

 (v) Saving fo public sector enterprise     100  

 (vi) NFIA         250 

. (vii) Net current transfers from ROW       40 

 (viii) National debt interest       25 

 (ix) Undistributed corporate profits      150 

 (x) Corporate tax        50 

Ans: (A) Rs.19,380 crores (B) Rs.19,775 crores (C) Rs.19,575 crores 

12- From the following data calculate (A) personal disposable  income  (B) Personal Income (C) 
Private Income   (D) Income accurring to the private sector from NDPfc (E) NDPfc 

                   Rs. (crores) 

 (i) Household consumption expenditure      10,000 

 (ii) Household savings         4,000 

 (iii) Personal direct taxes       200 

 (iv) Non-tax payments         60 

 (v) Saving of private corporate sector       1,000 

 (vi) Corporate tax        400 

 (vii) NFIA         300 

 (viii) Current transfers from the govt      250 

 (ix) Net current transfers from the  ROW       120 



 (x) National debt interest         40 

 (xi) Income to govt administrative departments      1,150 

 (xii) Saving of public sector enterprises       500 

Ans: (A) Rs.14,000 crores (B) Rs.14,260 crores (C) Rs.15,660 crores 

  (D) Rs.14,950 crores (E) Rs. 16,600 crores 

13- From the following data calculate (A) Private Income  (B) Personal Income               (C) 
Personal Disposble Income.     Rs. (crores) 

 (i) NDP FC        2268428 

 (ii) Income from govt. administrative departments from  

  entrepreneueship and prop erty      22520 

 (iii) Saving of government non-departmental enterprises         24300 

 (iv) National debt interest        32425 

 (v) Current transfers from govt. administrative deptt.  65000 

 (vi) Net current transfers from ROW       61250 

 (vii) Retained earning of private sector    35540 

 (viii) Corporate tax         30000 

 (ix) Households direct tax        55000 

 (x) Misc. rcecipts of govt. administrative deptt.     8250 

Ans:  (A) Rs.2380283 crores  (B) Rs. 2314743 crores (C) Rs.2251493 crores 

14- Find out the net value added at factor cost of a production unit from the following data: 

           Rs. 

 (i) Total sales         4000 

 (ii) Closing stock       700 

 (iii) Opening stock         500 

 (iv) Indirect taxes         200  



 (v) Subsidies          150 

 (vi) Depreciation       300 

 (vii) Purchase fo raw material from other     1000 

Ans: Rs.2850 

  

15- From the following information calculate gross national income by (a) income method      (b) 
expenditure method.       Rs.(crores) 

 (i) Factor income form abroad       10 

 (ii) Wages of employees         150 

 (iii) Net domestic capital formation         50 

 (iv) Private final consumption expenditure        220 

 (v) Factor income to abroad         15 

 (vi) Change in stock           15 

 (vii) consumption of fixed capital         15 

 (viii) Interest            40 

 (ix) Exports           20 

 (x) Imports            25 

 (xi) Indirect taxes         30 

 (xii) Subsidies           10 

 (xiii) Rent            40 

 (xiv)  Government final consumption expenditure       85 

 (xv) Profit          100 

Ans: (a)  Rs.360 crores;  (b)  Rs.360 crores. 



UNIT - 7 

MONEY AND BANKING 

 

Money :-  It is anything which is generally acceptable as a medium of exchange and at the same time 
acts as a measure of value, store of value and means of of deferred payments.  

High Powered Money (H) :-  High powered money or monetary base refers to the total liability of the 
monetary authority of the country i.e. Central Bank (RBI).  It consists of currency (notes and coins in 
circulation with the public and vault cash of commercial banks) and deposits held by Government of 
India and commercial banks with RBI.  

Money multiplier or deposit multiplier :- Total deposits created due to a new deposit in bank is many 
times the initial deposit.  The multiple by which deposits can increasedue to an initial deposit is called 
money multiplier.  Money multiplier =1/LRR,  where LRR is legal reserve ratio.                                                       

Process of credit creation by commercial banks.  

Credit creation (or deposit creation or money creation) by the banks is determined by (i) the amount of 
the initial fresh deposits and (ii) the Legal Reserve Ratio (LRR), the minimum ratio of deposit legally 
required to be kept as cash or in liquid form by the banks.  It is assumed that all the money that goes 
out of banks is redeposited into the banks, and LRR consists of CRR and SLR decided by RBI.  

Example :-  Let the LRR be 20% and there is a fresh deposit of Rs.10,000.  As required the banks 
keep 20% i.e. Rs.2,000 as cash.  Suppose the banks lend the remaining Rs. 8,000.  Those who 
borrow, use this money for making payments.  

As assumed those who receive payments put the money back into the banks.  In this way bank 
receives fresh deposits of Rs. 8,000.  The bank again keep 20% i.e. Rs.1,600 as cash and lend 
Rs.6,400, which is also 80% of the last deposits.  

The money again comes back to the banks leading to a fresh deposit of Rs.6,400. The money goes on 
multilying in this way this process continues till new deposit become nil., and ultimately total money 
creation is Rs.50,000.  

Total money creation = initial deposit x 1/LRR   =10000 x1/20%  =   10000 x100/20  

Total money creation = 50000. 

The whole process can be explained through following table:-  
 

Banks Initial Deposit Rs. Legal Reserve 
Ratio (20%) 

Secondary Deposit 
(Lending) Rs. 

A 
B 
. 
. 
. 
. 
N 

10000 
8000 

. 

. 

. 

. 

. 

2000 
1600 

. 

. 

. 

. 

. 

8000 
6400 

. 

. 

. 

. 

. 
Total 50000 10000 40000 



 

Where Money multiplier is   1/LRR=  5   

It is the multiple by which total deposits increase due to initial deposit.  

 

Functions of Money  

(1)   Medium of Exchange :- 

-  It is generally accepted means of payment for exchange of goods and services.  

-  Facilitates trade, widens area of market by seperating act of sale and purchase.  

- Reduces time and labour needed for trade in case of using goods for trade (Barter System).  

(2)    Measure of Value or Unit of Value :-  

-  All goods and services can be given one unique value (Price) by expressingthem in terms of money.  

 -It is common unit of measurement of all goods. Thus makes exchange easier.  

-Helps developing efficient accounting system. Goods and services can be accounted for easily in 
terms of rupees.  It would have been difficult to make account in many units like litres, quintals, meters 
etc. and adding up different units is not possible.  

 -Comparisions can be made.  

-Its value remains constant.  

3. Store of Value  

-It is liquid store of value.  

-It comes in convenient denominations.  

-Value remains constant, its not parishable easily portable, requires less place to store & there is no 
storage cost.  

4.Standard of deferred Payments -Or future payments like salaries, pension, interest etc.  

-Facilitates borrowing and lending.  

-It led to creation of financial institutions as it overcomes disagreements and risks that are there is 
barter system regarding future payments to be made as value of money remaing constant.  

Central  Bank (RBI)  

Quantitative credit control measures used by RBI are :- 

1. Cash Reserve Ratio (CRR) :- It is of certain ratio of commercial banks net demand deposits & 
times liabilities which it has to keep with central bank RBI as cash.  

If RBI increases CRR,  Banks have to keep larger percentage of their deposits with RBI, their credit 
giving ability decreases and money supply decreases. Similarly if RBI decreases CRR ,money supply 
increases,  



2, Statutory Liquidity Ratio (SLR) :-  It is the ratio or percentage of net total demand & time 
liabilities of commercial banks which they have to keep in form of liquid assets as excess reserves, 
they have to invest in government securities or in securities approved by RBI and current account 
balances with other banks.   

If RBI increases SLR then credit giving ability of bank decreases and money supply decreases.  

If RBI decreases SLR banks credit giving ability and thus money supply increses.  

3. Open Market Operations (OMO) :-  It is the buying and selling of government security by the 
Central Bank from/to the public and banks on its own account.  

 Sale of government securities will reduce reserves. 

 *  RBI sells securities Bank gives RBI a cheque for the securities.  

 *  The RBI collects the amount by reducing the bank’s reserves by the particular  

     amount.  

 *  This directly reduces bank’s ability to give credit.   

 *  Therefore this decreases money supply in the economy.  

When RBI buys securities from banks  

 *   RBI gives the bank a cheque drawn on itself in the payment for the securities.  

 *   When cheque clears, RBI  increases reserves of the bank by the particular amount.  

 *   This directly increases the bank’s ability to give credit.  

 *   Thus money supply increases.  

 

4.  Bank Rate Policy  

 Bank rate is the rate at which Central Bank lends funds to commercial banks.  

 If bank rate increases:  

 * Cost of borrowng from RBI increases.  

 * So banks borrow less 

 * Their credit giving ability decreases.  

 * Banks also increase lending rates i.e. rate at which they lend to public.  

 * This discourage businessmen from taking loans. This reduces volume of credit and money 
supply.   

 A decrease in bank  rates on the other hand will increase credit and money supply.  



 

 Measure of Money Supply are :-  

 M1 is most liquid measure of money supply  

 M1  =  C  +  DD  +  OD 

 C   = Currency held by public (currency & coins). 

Demand Deposits (DD) :- Only net demand deposits of banks are included in money supply,  as 
other part of demand deposit that represents inter-bank deposits held by one bank with another 
does not constitute demand deposit held by public.  

Other Deposit (OD) with RBI :- These are the deposits held by the RBI of all economic units 
except the government and banks.  OD includes demand deposits of public financial institution 
(like IDBI) foreign central banks, foreign government, the IMF,  the World Bank etc.  

 M2  =  M1  +  Saving deposits with post office saving banks.  

 M3  =  M1  +   Net time deposits of banks  

 M4  =  M3   +  Total deposits with post office savings organisations (excluding  
 national saving certificates).  

 

 Definition :-  

LRR - Legal Reserve Ratio :-  It is legally compulsory for the banks to keep a certain minimum fraction 
of its demand deposits as cash.  This fraction is called LRR.  Ithas two components - (a) a part of LRR 
is to be kept with the Central Bank and thisis called cash reserve ratio (CRR) and (b) the other part is 
kept by the commercial banks themselves in form of cash or liquid assets it is called statutory liquidity 
ratioSLR.  

 Central Bank (RBI)  

 Functions of Central Bank :  

1.  Currency Authority :  

 -  Central Bank has monopoly over issue of notes (currency).  Coins and one ruppee note are 
issued by Government of Inida but Central Bank puts currency notes &coins into circulation and 
withdraws it from circulation. Issue of notes is monetary liability of Central Bank as it backs currency by 
assets of equal value gold coins, gold bullions, foreign securities & domestic government’s  local 
currency securities.  

-Central government borrows money from RBI (Central Bank) and increases money supply.  

2. Banker to Government  

•   Banker to State and Central Government :-   

 -  Carries all banking business of government  

 -  Government keeps its cash balances in current account with Central Bank (RBI).  



 -  RBI accepts receipts and makes payments for the governement, &  

 -  RBI carries out exchange & other remmittances.  

 -  RBI provides short term credit to government.  

 -  Agent to Government :-  

• RBI manages public debt by (a) managing all new issues of govt. loan (b) servicing public debt 
outstanding (c) creating market for govt. securities.  

-  Advises the govt. on banking ang finance matters regarding - money market, capital market, 
government loans, on economic policy matters etc.  

3. Banker to Banks’  

• RBI keeps cash reserves of banks as determined by CRR.  

 -  Banks also keep their surplus cash with RBI.  

• RBI supervises and regulates bank through regulations related to :-  

• Licensing of banks, 

 -  Branch expansion, liquidity of assets,  

 -  Management, amalgamation and liquidation of banks. 

•  RBI controls banks through periodic inspection of banks and returns filed by them.   

 -  When banks fail to meet obligations of their depositors and are facing bank failures  

 RBI lends them short term funds as a lender of last resort.  

•  RBI provides centralised clearance, settlement & transfer facilities for interbank payments.  

4.  RBI is Custodian of Foreign Exchange Reserves.  

 -   And RBI helps overcome BOP difficulties & maintains foreign exchange rate by  

 buying & selling foreign currency.  

5. Controller of Money Supply and Credit  

 -  RBI controls money supply and credit by using monetary measures.  

(a)Quantitative control instruments like CRR, SLR, Bank rate Policy, open market operations.  

 (b) Qualitative control instruments ike moral suasion, selective credit control,   
  imposing margin requirement on secured loans 

Lender of Last Resort Function of Central Bank.  

When commercial banks fail to meet obligations of their depositors and are facing bank failure due to 
Bank runs, Central bank supports them by acting as lender of Last resort.  Here instead of 
rediscounting RBI gives short term advances to commercial banks against the bills of exchange, 
promissory notes, treasury bills, government securities etc.  But banks have to first approach all other 
sources to get credit like call money market, then only approach RBI.  RBI stands by comme-rcial 
banks as a guarantor and extends loans to ensure the solvency of the commercial bank.  



 

 Central Bank as clearing house for commercial banks  

 

     OR  

 RBI is bank of central clearance, settlement and transfer 

RBI settles mutual indebtedness between banks.  It makes entire process of collecting bank to bank 
payments easy and much less time consuming.  

 Central bank has a clearing house where mutual indebtedness between banks  

 is settled.  

Representatives of different banks meet daily in the clearing house to settle interbank payments by 
debt and credit entries in the cash reserve account held by commercial bank with RBI.   

The difference between various bank at the end of the day of each daily clearing are settled by transfer 
between their respective account with RBI.  



Very Short Answers   (1 Marks)  

1. What is a bank ? 

2. What is high powered money ? 

3. What is meant by the supply of money ? 

4. What items are included in the M1 measure of money supply ? 

5. What will be the effect of a rise in bank rate on money supply ?  

6. What is cash reserve ratio ?  

7. Name two Central Banking Functions of RBI ?  

8. If LRR is 0.1 what is the value of money multiplier ?  

 

    Short Answer Questions  (3/4 Marks) 

 

1. Central bank is a bank of note issue.  Discuss. 

2. Central bank is a custodian of cash reserves.  Discuss.  

3. Briefly explain central bank as a clearing house.  

4. How does a central bank control the availability of  credit by open market operation?  

 Explain.  

5. Explain lender of last resort function of Central Bank ?  

6.  Explain credit creation function by commercial banks with the help of an example.  

7.  Describe any two quantitative measures of credit control.  

 

    Long Answer Questions   (6 Marks ) 

 

1. How does central bank control the supply of money in an economy?  Explain any  

three measures.  

2.  Explain any three functions of money. 



I

O Income

In
ve

st
m

en
t

Unit - 8 

 

Determination of Income and Employment 

Basic Concepts 

Aggregate Demand  - It is the money value of the total demand for goods and services in an economy 
during a given period [in an accounting year] 

In a two sector economy AD = C+I 

Aggregate Supply - It is the money value of total output of goods and services available for purchase 
by an economy during a given period. (In an accounting year) 

 AS = C+S 

AS is also National income i.e. NNPfc, it represents the cost of producing the output paid to the factors 
of production in the form of rent, wages, interest and profit. 

Marginal Propensity to Consume (MPC) - It is the rate at which aggregate consumption spending 
changes as national income changes. 

MPC= ∆C/∆Y, 0 < MPC < 1 

Marginal Propensity to save (MPS) - It is the rate at which saving changes when national income 
changes. 

MPC= ∆S/∆Y 

Average propensity to consume (APC) - It is the ratio of total consumption to total natinal disposable 
income. [It is ratio of total national income economy wants to consume] 

 APC = C/Y 

Average propensity to save (APS) - It is ratio of total national disposable income which economy 
wants to save. 

 APS= S/Y 

Investment multiplier - It is the multiple (or coefficient) by which income increases due to increase in 
investment. 

 K=∆Y/∆l 

Induced Investment - It is investment undertaken with the motive of earning profit and income. It 
increases with increase in income and vice versa. 
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Autonomous Investment - It is an investment which is independent of variations in output, income, 
rate of interest or rate of profit. It is income inelastic function i.e. it remains constant at all levels of 
income 

 

 

 

 

 

 

 

 

 

 

 

 

 

Full Employment - It is a situation in which all those who want to work at the existing rate of wage get 
work without any undue difficulty. In this situation there is no involuntary unemployment but voluntary 
unemployment can exist. 

Involuntary unemployment - It is a situation in which people are willing to work at existing wage rates 
but do not get work. This occurs either due to excess supply of labour or due to deficiency of demand 
in the economy. 
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Excess Demand - This is a situation in which Aggregate demand is more than Aggregate supply at full 
employment. [It causes price rise and inflationary gap]. 

Deficient Demand - It refers to a situation, where current aggregate demand falls short of the 
aggregate demand required for full employment or aggregate supply at the level fo full employment. [It 
creates deflationary gap] 

Exante Saving or Planned or Estimated Saving  

During a particular period, whatever, amount, the people in the economy intend or plan to save is 
called Exante saving. 

Exante or Planned or Estimated investment - When entrepreneurs for e see an increase in their 
sales or rise in prices of their goods, which is called ex-ante investment. 

Realised or Expost or Unplanned or Actual - Saving  

Expost savings are the savings  which household actually save from their income. 

Actual/Expost or  Unplanned or Undesired Investment 

It refers to the actual investment made by all the entrepreneus in an economy during a given period. 
(Changes in inventories or stocks of goods is part of Expost investment) 

Consumption Function or Propensity to Consume 

Consumption function is the ratio that measures functional relationship between  income (Y) and 
consumption (c) at various levels of income 

 C = f (Y) 

 C = bY 

   = autonomous consumption 

 b = marginal propensity to consume 

According to Keynes 

 

 

 

 

 

 

Psychological law of consumption 

as income in an economy increases consumption also increases but less than increase in income 
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Income Consumption Saving 
0 50 -50 
50 75 -25 
100 100 0 
150 125 25 
200 150 50 
250 175 75 

  

When Y =O, C is not zero as economy consumes some minimum level for survival which is called 
autonomous consumption. It is done by reducing ones assets. 

when Y = 0, C =  = 50 

As income increase C also increase but upto a certain level of income 0Y, (Rs 100 as in table) 

C > Y  (consumption is more than income.)       4 

At income level 0Y, (Rs 100)  Y = C at point C in the diagram. This point is known as Break-even point. 

As income increase beyond  Break-even point C becomes less than Y (C<Y) 

Relation between consumption and saving functions 

 

C =  +bY  

S =   –       + (1–b) Y 

When Y = 0 

 C =  

 & S = – 
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When income is zero negative saving occurs  

As minimum consumption for Survival is done  

by reducing assets or savings. 

 

 

 

 

 

 

 

 

When income increases from 0 to 0Y 

C>Y so consumption is done by reducing assets or savings so savings are negative i.e. dissaving 
occurs and it decreases with income increase. 

At income level of 0y, C = Y, So S = O. as all income is consumed at Break even level. 

At income levels more than 0y, c<y 50 part of income is saved. And as Y increases saving increases. 

 

Investment Multiplier 

It tells us that when there is an increase in investment; income will increase by an amount which is K 
times the increase in investment. 

 

k=∆Y/∆l 

 

Relation between MPC and Multiplier 

Size of multiplier depends on the value of MPC. 

 k=∆Y/∆l      ∆l =∆Y/ K    (1) 

Also Y = C + I or ΔY = ΔC+ΔI 



 ΔI = ΔY – ΔC     (2) 

On putting the value of ΔI (2) in the equation (1)  

 ∆Y/ K = ΔY–ΔC 

On dividing the above equation by ΔY 

∆Y/ K x 1/∆Y = ∆Y/∆Y- ∆C/∆Y 

 1/K= 1- MPC    (∆C/∆Y = MPC) 

 

K= 1/1-MPC    

 

Working of Multiplier 

Example: If multiplier is  4/5 

 

•  Suppose there is initial investment increase of Rs 1000, which results in construction of a new 
building. 

• Then the builder, the architect and labourers together will get an increase in income of Rs 1000. 

• Since MPC is 4/5  they will together spend 800. (4/5 of 1000)  on new consumption goods 

• Producers of consumption goods will have increase of Rs 800 in their incomes They inturn will 
spend 640 (4/5 of 800) 

• This process will go on, consumption spending goes on diminishing. 

Round Change in Income 

No. 

1 1000  = 1 × 1000 

 +   + 

2 800  = 4/5 X 1000  

 

3. +640  = (4/5)2 X 1000  

 

: +   + 



: :   : 

: :   : 

: :   : 

nth Rs 5000 = [1/(1-4/5)]× 1000 

ΔY = 1000(4/5)2 ×1000+(4/5)2×1000 +(4/5)3 x 1000+................. 

It is a geometric progression of infinite terms with first term 1000 and constant ratio is 4/5 

∆Y=(1000/1-4/5) 

  

This implies ∆Y = (1 x ∆l)/1-MPC) 

 

or 

∆Y/∆l = {1/(1-MPC)} = k= multiplier 

 

 

Determination of equilibrium  level of  income,  output and employment 

1. AD–AS  Approach or C+I approach According to keynes.  

Equilibrium level of income and output is determined where 

Planned spending = Planned Output  

(AD) = (AS) 

C+I = C + S 

 

In diagram  

Equilibrium occurs at 

point e in the diagram  

at income level OYe  

where, AD=AS.  

AD curve intersects AS  

i.e. 45° degree line from origin. 

AS = Y = C + S
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Adjustment  mechanism  when AD & AS are not equal 

a. If planned spending > Planned output    

 (AD) > (AS) 

• At income levels < OYe (i.e. income to the left of OYe. AD is above 45° line) For example as we 
see in diagram 

At income levels OY1 

 AD > AS 

 i.e. (LY1) > (MY) in diagram 

• Consumer & firms together are buying more than what firms are producing. 

• So undesired or unplanned decrease in inventories occurs equal to LM 

• So firms will increase employment and output Till they reach OYe income, output where AD = 
AS 

b. If  Exante i.e. Planned spending < Planned output. At income levels more than OYe AD curve is 
below AS, the 45° line from origin 

As AD < AS  as seen in diagram i.e SY2 < RY2 in idiagram 

• Consumers  & Firms are buying less than what firms  are producing. 

• Unplanned increase inventories of unsold  good occurs. 

• So producers  will cutback production and reduce unemployment till level OYe where AD  

Teble showing above concept. 

 

 

Y Output or 
Incomes or As 

Consumption Saving nvestment AD = C+ I 

0 50 - 50 50 100 
50 75 -25 50 125 
100 100 0 50 150 
150 125 25 50 175 
200 150 50 50 200 



250 175 75 50 225 
 

 

Equilibrium can also be explained with help of above table. 

Equilibrium is occuring at income of 200 

where AD = AS = 200 

⇒ C+I = C+S = 200 

When Income is less than 200, AD > AS for example when Y = 100, AD = 150 

When Income is more than 200, AD < AS for example when Y = 250, AD = 225 

Saving- Investment  Approach 

According toKeynes 

Equilibrium level of income and employment  

is determined where,  

AD = AS ⇒ C+I = C + S ⇒ I = S 

i.e. planned investment = planned saving  

 

 

 

 

 

 

 

In the diagram equilibrium occurs at income level OYe at point  c where,  

 I = S  

Adjustment  mechanism where saving is not equal to investment  

a. If planned saving < planned Investment 

Consumer is saving less compared to firm’s desire to invest larger proportion of consumer income is 
consumed  

AS = Y = C + S

Y e Y1 Y2 

AD = C + Ic L
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S 
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At income below OYe like OY1 

planned and actual S < planned I 

i.e MY < LY, in diagram 

So there is LM amount of unplanned disinvestment or unplanned decrease in investment (i.e 
inventories decrease due to high C) 

Actual I < Planned I 

Actual I = Planned I – decrease in inventories  

MY1 = LY1 –LM  

indiagram 

Firms will increase employment and output to maintain desired levels of inventories till it reaches OYe 
where S = I at equilibrium point C 

b. If planned saving > planned investment 

When consumers are saving more than firms desire to invest. Less amount of income will be 
consumed  

At income level more than OYe like OY2  

Actual S > planned I 

 RY2 > NY2  in diagram 

 RN amount of unplanned Investment occur due to unplanned build up (increase) of inventories 
of unsold goods  

Unplanned I > planned I 

UnplannedI =  

planned I _ increase in stocks 

RY2 = NY2 + RN 

Firms will cutback production and reduce employment till OYe income is reached where I = S at 
equilibrium point e 

Full employment,  Underemployment and overemployment  equilibrium 

In keynesian framework i.e in short run fixed price product market equilibrium is determined only by 
effective aggregate demand. 



ADF

Y e Yf

ADE 

O

F

G

Out put / Income 

Deflationary
gap

Underemployment
equilibrium 

ADF = AD required for
 full employment

output.
 
A
D 

45 0

O Yf

AD

AD

c

Output

450

Equilibrium will occur where Aggregate Demand of economy is equal to the output of the economy 
given by 45° line from origin in diagram 

(Any point on 45° line shows equality between AD and output. This line is also known as output curve 
or Aggregate supply AS) 

 

Full  employment  equilibrium 

As seen in diagram when aggregate demand  

equals to 45° line at a point where all the  

resources of the country get full employment,  

then there is full employment equilibrium. 

In diagram 

 

Maximum possible output in economy with full utilisation of all its resources of OYf, and it is equl to AD 
at, c for OYf output.  

So there is no problem of inflationary or deflationary gap. There is no involuntary unemployment only 
full employment exists. 

Deficient Demand  or Deflationary  Gap  Under-employment  equilibrium 

Where Aggregate Demand for an amount of output, is less than, full employment level of output, 
dificient demand occurs due to which output and income in economy decrease causing deflationary 
gap & involuntary unemployment. In other words, when equilibrium between AD and 45° line takes 
place at a less-than full employment output level, some factors will remain unemployed. So under 
employment equilibrium occurs. This results in deficient demand, deflationary gap and involuntary 
unemployment 

As seen in diagram where AD is GYf & AD  

required for full employment level is Fyf  

Deficient Demand Occurs. 

 

Deficient Demand  or deflationary gap = FYf –GYf = FG 

Deficient Demand increases unplanned stock of unsold inventory So 
firms reduce their production by reducing employment from OYf to OYe, till 
equilibrium is reached at point e and output OYe. 
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Equilibrium Occurs to the left of full employment output (OYf). 

Impact of this is production is less than full employment Income of community falls from OYf to OYe 
Involuntary Unemployment Occurs. 

 

Excess Demand or Inflationary Gap or Over-full employment equilibrium 

If Aggregate Demand for an output, is more than full employment level of output, excess demand 
occurs. This leads to inflationary gap. 

In other words, when equilibrium between AD and 45° line takes place at more than full employment 
level of output. Then real output cannot be Increased. Prices rise causing inflationary gap. 

When AD is GYf and full employment level of AD is FYf,  

Excess Demand = inflationary gap = GYf – FYf = GF  

 

Excess Demand GF occurs 

Output cannot be increased beyond full employment level of  

output, ie. OYf 

So prices will rise resulting in nominal output and monetary income to 
increase from OYf to OYe till point c is reached, where AD and 45° line 
intersect and are equal  

Impact Full employment of all factors occurs. Only voluntary 
unemployment exists. Real output remains same but due to price rise monetary output & income 
increase causing inflation. 

Measures to correct Deficient Demand 

To correct Deficient Demand purchasing power of people and their aggregate demand should be 
raised using following measures:- 
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(A) Fiscal Policy Measures 

i. Increase public expenditure (i.e. government spending) 

By increasing government spending by amount FG 

AD1 will shift to AD2 thereby reaching full employment  

level of output 

 

 

 

 

 

 

 

 

 

 

ii. Reduction in taxes 

(B) Monetary Policy Measures 

i. Reduction reserve ratios CRR, SLR 

ii. Reduction in Bank rate 

Measures to correct Excess Demand 

To correct excess demand purchasing power and AD of people should be reduced by using following 
measures:- 

(A)  Fiscal Policy Measures 

i. Reduce Public expenditure  

ii. Increase in taxes 

(B) Monetary policy measures 

i Increase in reserve ratios CRR, SLR  

ii. Increase in Bank rate 
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1 mark questions 

1. What is the slope of consumption curve?  

Ans. MPC is the slope of consumption curve  

 

MPC = ∆C/∆Y 

 

 

 

 

 

 

 

 

2. APC is slope of which curve? 

Ans. APC is slope line joining origin to any point on  

consumtion curve? 

  

APC- C/Y= AY/OY 

 

3. Why is APC always more than MPC 

As income increases APC decreases this implies MPC is less than APC so it pulls APC down and APC 
decreases 

Also the line joining origin to any point on consumption curve is always steeper than Consumption 
curve. So its slope i.e. APC is more than slope of consumption curve i.e. MPC. 

4. Can MPC be equal to zero? 

No, value of MPC lies between zero and one 0<MPC<1. 

MPC cannot be zero as all the change in income is not saved so ΔC is never zero so MPC ≠ 0 



5. Can MPC be equal to one? 

No, MPC ≠1 as all change in income is not consumed some is saved according  to Psychological law 
of Consumption change in consumption is less than change in income, they can never be equal as ΔC 
cannot be equal to ΔY 

6. Can APC be more than one? 

APC= C/Y, So APC can be more than, when consumption is more than income 

7. Can value of APC be zero? 

APC is never zero as and C is never zero, even at zero, income there is minimum consumption 
necessary for survival 

8. What is value of APC when Y = 0? 

 APC= C/Y  APC  = ∞ when Y = 0 

9. What happens to APS as income increases? 

APS increases as income increases 

10. Can the value of APS be negative  

Yes  APS= S/Y it is negative when consumption is more than income and there is negative saving i.e. 
dissaving. 

11. Can the value of APS be positive? 

 Yes, , it is positive when consumption is less than income and there is saving. 

12. When is APS zero? 

 APS = 0 when consumption is equal to income and saving is zero. 

13. What is the significance of the intersection of the 45° line and the consumption function curve? 

Ans. It is Break even point where C = Y  

14. What can you say about savings when the consumption curve lies below the 45° line? 

Ans. Savings occur 

15. What will be the maximum value of multiplier?  

 Maximum value of multipler is infinity because when MPC = 1, 

K= 1/(1-MPC)= 1/(1-1)= 1/0= ∞ 

16. What will be the minimum value of multiplier? 

One because when MPC = 0, K= 1/1-0=1/1=1 

17. What effect sale of government securities has on aggregate demand. 

Ans. AD decreases. 

18. What effect lowering of CRR have  on commercial bank? 

Credit creation ability increases 



19. Can MPS be negative? 

No, because  MPS= ∆S/∆Y, saving increases with increase in income so change in saving cannot be 
negative. Hence MPS cannot be negative. 

20. Why can the value of MPC not be greater than one?  

MPC = ∆C/∆Y, & ΔC is always less than ΔY so MPC cannot be greater than one. 

21. If planned savings are greater than planned investment, what will be its effect on iventories? 

Ans. Inventories will increase 

 

Short Answer Questions (3/4 marks) Hots 

 

1. Explain meaning of multiplier. What can be its maximum value and why? 

2. What happens when actual investment is more than planned investment? 

[Hint: actual investment is more implies stocks are increasing as consumption and AD is less than 
output of economy. i.e S>I.] 

3. State the relationship between APC and APS and tell when APC can be greater than APS  

[Hint: APC>APS when APS is negative or zero i.e. when C>Y or C = Y] 

4. When planned saving is greater than plan investment what is its effect on national of income 
and employment. Explain? 

[Hint: Explain adjustment mechanism when S>I] 

5. At the equilibrium level of output planned expenditure (AD) is equal to planned output (Y or 45° 
line). Explain with the help of a numerical example. 

6. Can aggregate demand continue to rise beyond the level of full employment? What is its impact 
on the economy? 

[Hint: Explain inflationary gap & its impact on the economy? 

7. What is economic recession? How does it affect the level of full employment? 

[Hint: Economic recession implies effective demand is not sufficient to have full employment 
equilibrium i.e AD < Y (45° Iine) So there is unemployment equilibrium Explain Deflationary gap.) 

8. What happens in an economy if credit is made cost lier. 

(Hint: credit is costlies implies bank rate is increase) 

Long Answer questions 6 marks (Hots) 



1. Explain with the help of numerical example how and increase in investment in an economy 
affects its level of income. 

2. Does equilibrium beyond 'full employment' imply a higher level of output compared to 'full 
employment equilibrium? 

(Hint Real output does not increase as more resources are not available technology is assumed to 
remain constant. Only prices rise monetary income and nominal output (money value of output) 
increase. Only equilibrium occurs at output/income level more than full comployment level.] 

3. Draw a staight line consumption curve. From it derive a savings curve explaining the process. 

Show an this diagram: 

(i) the level of income at which APC is equal to one?  

[Hint: APC = 1, at income where C=Y] 

(ii) a level of income at which APS is negative (Hint APS is negative for income levels where saving is 
negative i.e C>Y. 

 

Very Short Answer 1 mark 

 

1. What happens to the inventory with the producers when AD becomes less than AS (45° line)? 

2. State the relation between MPC and multiplier? 

3. Define monetary policy 

4. What is the relation between MPS & MPC? 

5. How much is the MPC in an economy in which MPS is 0.2? 

6. How much is MPS in an economy in which MPC is 0.75? 

7. What determines the level of household consumption demand in an economy? 

 [MPC] 

8. If APC is 0.7, how much will be APS? 

9. The disposable income is Rs 1200Cr and level of consumption is Rs 800Cr. Calculate APC? 

10. If MPS is 0.25, what will be the value of the multiplier? 

11. If the value of multiplier is 4, what will be the effect on the income of an economy if investment 
increases by Rs 100 crore? 

12. What happens to the level of income in an economy when there is deficient demand? 



13. What will be the position of equilibrium point in the case of excess demand in relation to the full 
employment equilibrium point? 

 

    Short Answer Questions (3/4 marks) 

 

1. What is private consumption expenditure? State main factors on which it depends. 

2. Distinguish between 'ex-ante' and 'ex-post' investment. 

 (Hint: change in inventories (stocks) is part expost investment (Unplanned) 

Exante (Planned)  investment = Expost investment + decrease in stock  

Exant investment = Expost investment – increase in stocks) 



3. Distinguish between APC and MPC by numerical illustration. 

Ans. Y C        ACP=C/Y     MPC= ∆C/∆Y   

 0 50  –   – 

 50 75  1.5   0.5 

 100 100  1   0.5 

 150 125  0.83   0.5 

 200 150  0.75   0.5 

•  Define  APC & MPC 

• We see in above table MPC is less APC (MPC<APC) So APC decreases with increase in 
income, while MPC remains constant. 

APC can be more than one but MPC lies between zero & one  

4. Distinguish between APS and MPS by giving numeral illustration. 

[Hint Y C  S       APS= S/Y     MPS= ∆S/∆Y  

 0 50  –50   –   – 

 50 75  –25  –0.5   0.5 

 100 100  0  0   0.5 

 150 125  2.5  0.16   0.5 

 200 150  50  0.25   0.5 

• Define APS & MPS 

• MPS is more than APS (MPS>APS) 

 So APS increases with increase in income 

• MPS remains constant 

• APS is negative when S is negative  

 APS = 0 when S = 0 

 APS = positive when S in positive 

but MPS always remains positive. 

5. Derive saving from consumption curve. 



6. Derive 'S = I'  approach from "AD=AS" approach of theory of income determination. 

(Hint AD = AS , C + 1 = C + S, I = S] 

When AD>AS , S<I 

 AD<AS , S>I 

7. Explain concept of multiplier with an illustration  

8. Explain one measure fo fiscal policy to correct excess demand. 

9. Explain briefly role of government expenditure in correcting excess demand. 

10. Explain briefly role of margin requirement in correcting excess demand. 

11. Explain concept of deficient demand. 

12. Explain the effect of increase in bank rate on credit creation by commercial bank. 

13. What is the reason of under employment equilibrium? How can we  achieve full employment 
equilibrium in the economy? 

(Hint AD > Y (45° line), Excess Demand. 

Explain measure to correct excess demand) 

14. Distinguish between exante-saving and ex-ante investment. 

15. Distinguish between exante-investment and expost investment. 

16. Make a suitable schedule to explain propensity to save. 

(Hint: Use a table showing Y, S, APS & APC) 

17. Explain any two monetary measures to correct excess demand? 

18. Explain two fiscal measures to correct dis equilibrium in aggregate demand? 

(Hint: Explain 2 fiscal measures to correct both excess and deficient demand) 

 

Long Answer questions (6marks) 

 

1. Explain determination of equilibrium income and output using S and I Approach? 

2. Explain the equilibrium level of income with the help of C+I curve. If planed savings is greater 
than planed investment, what adjustments will bring about equality between the two? 



3. Draw an a diagram straight line saving curve for an economy. From it derive the consumption 
curve, explaining the method of derivation. 

Show a point on the consumption curve at which average propensity to consume is equal to one. 

4. Why must aggregate demand be equal to aggregate supply at the equilibrium level of income 
and output? Explain with the help of a diagram. 

5. Distinguish between an inflatonary gap and a deflactionary gap. Show deflationary gap on a 
diagram. Can this gap exist at equilibrium level of income. 

6. Explain the concept of under employment equilibrium with the help of a diagram. Show on the 
same diagram the additional invetment expenditure required to reach full employment equilibrium. 

7. Explain the equilibrium level output through C+1 approach. 

or 

Equilibrium level of output is determined where AD (or C+1) curve intersects 45° line. Explain. 

or 

Equilibrium level of output is determined where planned spending is equal to the output. Explain. 

8. Explain with the help of diagrams that the equilibrium level of income and employment is not 
necessarily at a full-employment level. 

 

Numerical Questions 

 

1. Find out MPC, APC from the following data  

 

Income Saving 
0 -20 
50 -10 

100 0 
150 30 
200 60 

 

2. Complete the following table 

Income MPC  Saving APS  [Hint C =+bY 

                 C= 90+0.6Y 

0    –90  – 



100  0.6  –  – 

200  0.6  –  – 

300  0.6     

[Hint : S = Y – C] 



3. Complete the following table 

Income Consumption  MPC  APS 

Y   –  –  – 

0   40  0.8  – 

–   120  0.8  – 

–   200  0.8  – 

–   280  –  – 

[Hint = MPC =ΔC/ΔY  ΔY= MPC /ΔC  and ΔY is constant] 

 

4. Given below is consumption function in an economy  

 C = 100+0.5Y 

 With help of numerical example show that in an economy as income increases APC will 
decrease 

[Hint Assume any constant change in income & assume values of income & then calculate C. 

Income C = 100 + 0.5Y APC=C/Y 

0   

50 

100 

150 

5. Given consumption function C = 100 + 0.75Y and investment expenditure Rs 1000 calculate 

i. equilibrium level of national income 

ii. consumption expenditure at equilibrium level of income. 

6. In an economy S = –50+.5Y is the saving function and investment expenditure is 7000. 
Calculate 

i. equilibrium level of national income 

ii. consumption expenditure at equilibrium level of national income. 



7. In an economy      = 50 and MPS = 0.5 Draw a diagram 
showing behaviour of consumption corresponding to income 
levels 0,100 & 200 
[Hint C =         + by , C = 50+0.5Y 

MPC = 1–MPS = 1-0.5=0.5] 

Practice other sums based on investment multiplies MPC, MPS, APC, APS etc. 

8. In an economy every time income rises 20% of rise in income is saved. Now suppose in the 
same economy investment rises by Rs 200 crores. Calculate the following 

i. change in income 

ii. change in consumption 

[Hint 20% rise in income is saved implies MPS is 20% i.e 0.2 = MPS) 

9. In an economy every time income rises 60% of rise in income is spent on consumption. Now 
suppose in the same economy investment rises by Rs 600 crores. Calculate the following:- 

i. change in income 

ii. change in saving 

[Hint MPC is 60%  i.e. MPC = 0.6] 

C 

C 



     UNIT   9 

 

   Goverment Budget and the Economy     8 Marks 

 

Basic Concepts:  

Government Budget :   

“A government budget is an annual financial statement showing item-wise estimates of expected 
revenue and anticipated expenditure during a fiscal year.” 

Budget Receipts:- 

Budget receipts refer to estimated  receipts of the government from various sources during a fiscal 
year. 

Revenue Receipts:-  

Government receipts which neither (i) create liabilities nor (ii) reduce assets are called revenue 
receipts. 

Capital Receipts:- 

Government receipts which either (i) create liabilities or (ii) reduce assets are called capital  receipts. 

Tax Revenue:-  

Tax Revenue consists of proceeds of taxes and other duties levied by the Union government. 

Tax:- 

A tax is legally a compulsory payment imposed by the government on income and profit of persons and 
companies without reference to any benefit.  

Non Tax Revenue:-  

Income from sources other than taxes is called non-tax revenue.  It arises on account of administrative 
function of the govt. 

Direct tax: When (i) liability to pay a tax and (ii) the burden of that tax falls on the same person, the tax 
is called a direct tax. e.g.: Income tax, Wealth tax, gift tax, expenditure tax, interest tax etc. 

Indirect Tax : When (i) liability to pay a tax is on one person and (ii) the burden of that tax falls on same 
other person, the tax is called an indirect tax. e.g.: sale tax, excise duty, customs duty, entertainment 
tax, service tax, octroi etc. 

Budget Expenditure: 



Bdget or Govt. Expenditure refers to the estimated expenditure to be incurred by the government under 
different heads in a year.  

Revenue Expenditure: An expenditure which neither creates assets nor reduces liability is called 
Revenue Expenditure.  

Capital Expenditure: An expenditure which either creates an asset (e.g.school building) or reduces 
liability (e.g. repayment of loan) is called capital expenditure. 

Balanced Budget: A government budget is said to be  a balanced budget in which government 
estimated receipts (revenue and capital) are equal to government estimated expenditure.  

Surplus Budget: When government receipts are more than government expenditure in the budget, the 
budget is called a surplus budget. 

Deficit Budget : When government expenditure exceeds government receipts in the budget, the budget 
is said to be a deficit budget.  

Revenue Deficit:  

Revenue deficit refers to the excess of total revenue expenditure of the government over its total 
revenue receipts. 

  Revenue  deficit = Total Revenue expenditure - Total Revenue receipts. 

Fiscal Deficit: Fiscal deficit is defined as excess of total expenditure over total receipts excluding 
borrowing during a fiscal year.  

 Fiscal deficit = Total budget expenditure - Total budget receipts excluding borrowings  

Primary Deficit : Primary deficit is defined as fiscal deficit minus interest payments on previous 
borrowings. 

   Primary deficit = Fiscal deficit - Interest payments  

 

Summary :  

 Objectives of a Government Budget. 

(i)  Economic growth : To promote rapid and balanced economic growth so as to improve living 
standard of the people. 

(ii) Reduction of poverty and unemployment : To eradicate mass poverty and unemployment by 
creating employment opportunities and providing maximum social benefits to the poor.  

(iii) Reduction of  inequalities : To reduce inequalities of income and wealth through living taxes and 
granting subsidies. 



(iv) Reallocation of resources : To reallocate resources so as to achieve social and economic 
objectives. 

(v)  Price stability : To maintain price stability and correct business cycles. 

(vi)  Management of public enterprises.   

 

Structure of Govt. Budget  

 

  Budget Receipts              Budget Expenditure  

 

     Budget (Govt.) Receipts  

 

 Revenue Receipts            Capital Receipts (components) 

 

Tax Revenue       Nontax Revenue     

(components)          (components)  

(i) Income tax        (i) Interest receipts             (i) Borrowings  

(ii) Corporate tax     (ii) Profits and Dividends      (ii) Recovery of  loans  

(iii) Customs duty    (iii) Fees and fines               (iii) Disinvestment 

(iv) Exice duty       (iv) Special assessment        (iv) Small savings and provident funds  

(v) Expenditure tax  (v)  External grants-in-aid   

(vi) Wealth tax   

(vii) Interest tax  

(viii) Estate duty 

Budget (Govt.) Expenditure 

 

  Plan Expenditure              Non-Plan Expenditure  

 

Plan Expenditure  



 

  Revenue Expenditure                  Capital Expenditure  

         (components)                                    (components)  

 (i) Central plans                  (i) Central plans capital projects  

 (ii) Assistance to finance               (ii) Loans to state and union terriories   

      state and UT plans              for their capital projects. 

 

Non-Plan Expenditure  

 

  Revenue Exp.                        Capital  Exp.  

  (components)               (components) 

 (i) Interest payment                 (i) Defence capital 

 (on loans taken by Govt.)    

 (ii) Payments of salaries        (ii) Other than defence capital 

 (iii) Defence service exp.       (iii) Loans to states and UT 

 (iv) Subsidies                (iv) Loans to public  

 (v)  Grants to States              (v)  Loans to Foreign government  

             and UT 

 (vi) Economic services  

 (vii) Education and health services  

 (viii) Family welfare 

 (ix)  Flood control  

 (x)   Rural development  

Types of Budget Deficit 

The budget deficit is the difference between total expenditure on the one hand and current revenue 
and net internal and external capital receipts of the govt. on the other. 

 

Measures of Govt. Deficit  



 

 Revenue    Fiscal Deficit    Primary  

 Deficit    (Govt. borrowing)   Deficit  

 

Revenue Deficit = Total revenue exp. - Total revenue receipts.  

Remedial measures for reducing revenue deficit are : (i) Govt. should raise rate of taxes especially on 
rich people and any new taxes where possible.   

(ii) Government should try to  reduce its expenditure  and avoid unnecessary expenditure.  

Implications : It gives information on what the govt. is borrowing for i.e. for financing its current 
expenditure or for capital formation.  

Fiscal Deficit : Total expenditure - Total  receipts excluding borrowings.  

Importance : Fiscal deficit shows the borrowings requirements of the govt. during the budget year. 

Implications : (i) Death trap : Fiscal deficit i.e. borrowings creats problem of not only (a) payment of 
interest but also of (b) repayment of loans. 

(ii) Wasteful expenditure  

(iii) Inflationary pressure 

(iv) Partial use 

How is fiscal deficit met ? 

(i)  Borrowing from domestic sources.  

(ii)  Borrowing from external sources. 

(iii) Deficit financing (printing of extra currency notes):  

Primary Deficit = Fiscal deficit - Interest payment  

Importance : Fiscal deficit reflects the borrowing requirements of the govt. for financing the exp. 
inclusive of interest payments. 

       As against it, primary deficit shows the borrowing requirements of  the govt. for meeting exp. 
exclusive of interest payment.  

 

Important Questions of Examination :  

Very short answer questions of 1 marks each. 



 

1.   How can a deficit be financed?  

Ans. A deficit may be financed: 

(i)   by printing new currency  

(ii)  by borrowing from internal and external sources. 

2.   Give two examples of debt creating capital receipts.  

Ans. Net borrowing by govt. at home, borrowing from abroad.  

3.   Give two examples of non-debt capital receipts. 

Ans. Recovery of loans, sale proceed of public enterprises (i.e. disinvestment).  

4.   Why is tax not a capital receipts ?  

Ans. Because it neither creates govt.’s  liability nor reduces its assets. 

5.   Why are borrowings by govt. capital receipts? 

Ans. Because these create liability of government for repayment of loan. 

6.   Why is repayment of loan a capital exp?  

Ans. Because it reduces govt.’s liability.  

7.   Why are subsidies treated as revenue exp.?  

Ans. Because these neither results in creation of assets nor reduce govt. liability.  

8.   Can there be a fiscal deficit in a govt. budget without a revenue deficit? Give reasons. 

Ans. Yes (i) when revenue budget is balanced but capital budget shows a deficit or (ii) when there is 
surplus in revenue budget but deficit in capital budget is higher than  surplus in revenue budget.  

 

Short Answer questions of 3/4 marks each.  

 

1.   Distinguish between Tax Revenue and Non-Tax Revenue. 

2.   Distinguish between Revenue Receipts and Capital Receipts.  

3.   What is the difference between Revenue Exp. and Capital Exp. in a govt. budget? Give two 
examples of each.   

4.    Distinguish between revenue deficit and fiscal deficit.  



5.    Define fiscal deficit?  What are its implications?  

 

Long answer questions of 6 marks each. 

 

1.    How can a government budget help in reducing inequalities of income?  Explain. 

2.    Giving reasons, categorise the following into revenue expenditure and capital expenditure. 

       (i) Subsidies  (ii)  Grants given to State govt.  (iii) Repayment of loan and (iv) Construction of  
school building.  

3.    Giving reasons, categorise the following into revenue receipts and capital receipts.  

       (i) Recovery of loans   (ii)  Corporate tax,  (iii)  Dividend on investment made by govt. and  

       (iv) Sales of shares of public sector undertakings. 

 

     



          HOTS       UNIT -  9 

 
   GOVERNMENT BUDGET AND THE ECONOMY: 
 
1. What is the basis of classifying Govt. Receipts into Revenue Receipts and Capital 
 Receipts? 
2. Why is recovery of loan treated as a capital receipt? 
3. Giving reasons categorise the following into revenue receipts and capital receipts.
  (i) Corporation tax, (ii) Dividend on investment made by govt. (iii) Sale of public sector 
  undertaking. 
4. What is the basis of classifying govt. exp. into revenue exp. and capital exp.? 
5. Why are subsidies  treated as revenue exp.? 
6.  Why is payment of interest a revenue exp.? 
7. Why is repayment of loan a capital exp.? 
8. Giving reasons categorise the following into revenue exp. and capital exp.    
 (i) Subsidies (ii) Grants (iii) Rapayment of loan and (iv) Contruction of school building. 
9. What is the basis of classifying taxes into direct tax and indirect tax? 
10. Classify the following into direct tax and indirect tax. Give reasons.                         
 (i) Wealth tax, (ii) Entertainment tax, and (iii) Income tax. 
11.  Can there be a fiscal deficit in govt. budget without a revenue deficit? 
12. A govt. budget shows a primary deficit of Rs. 4,400 crores. The revenue expenditure on   
 interest payment is Rs 400 crores. How much is the fiscal deficit? 
13. In a govt. budget revenue deficit is Rs. 50,000 crores and borrowings are Rs. 75000  crore. 
How much is the fiscal deficit? 



      UNIT - 10  

 

     Balance of Payments   7 marks 

 

Balance of Payment Account : A Balance of Payment Account is a systematic record of all economic 
transactions between residents of a country and the rest of the world carried out in a specific period of 
time.  

Components of Balance of Payment Account :  

1.     Export and import of goods. (visible items).  

2.     Services rendered and received (invisible items).  

3.      Unilateral transfers.  

4.      Capital receipts and payments.  

Balance of Trade : It is the difference between the money value of exports and imports of material 
goods.  (called visible items or merchandise).  

Balance of Payment : It is the difference between a nation’s total payments of foreign countries and its 
total receipts from them.  

Current Account of Balance of Payment : The current account is that account which records imports 
and exports of goods, services and unilateral transfers.  

Capital Accounts of Balance of Payment : The capital accounts of BOP records all such  transactions 
between residents of a country and the rest of the world which cause a change in the assets or liability 
status of residents of a country or its government. 

Components of Current Account :  

(i)   Export and Import of goods (visible trade)  

(ii)  Export and import of services- non factor and factor services (called invisible trade) 

(iii) Unilateral transfers (transfer receipts/payments). 

(iv)  Investment income (factor income from land, bonds, shares abroad).  

Components of Capital Accounts :  

(i)    Private transactions :  

(ii)   Official transactions :  

(iii)   Direct investment :  



(iv)    Portfolio investment :  

Autonomous Items in BOP : These refer to international economic transactions that take place due to 
some economic motives like profit maximisation.  Such transactions are independent of the state of 
country’s BOP.  These items are generally called ‘above the line items’ in BOP. 

Accommodating items in BOP : These refer to transactions that take place because of other activity in 
BOP like government financing.  

Deficit in BOP : It refers to current account of BOP.  If autonomous receipts are less than autonomous 
payments, the BOP is in deficit reflecting disequilibrium in BOP.  

 

    Foreign Exchange Rate  

 

Foreign Exchange means foreign currency. 

Foreign Exchange Rate : The rate at which currency of one country can be exchanged for currency of 
another country is called the rate of Foreign Exchange.  

Nominal Vs Real Exchange Rate  

Nominal echange rate is price of foreign currency in terms of domestic currency.  Real exchange rate 
is the relative price of foreign goods in terms of domestic goods. 

Foreign Exchange Market : The market in which national currencies of various countries are  

converted,exchanged or traded for one another is called foreign exchange market.  

Spot Market : If the operation is of daily nature, it is called spot market or current market.  The  

exchange rate that prevails in the  spot market for foreign exchange is called Spot Rate.  

Forward Market :  A market in which foreign exchange is bought and sold for future delivery is  

known as forward market.  Exchange rate that prevails in a forward contract for purchase or sale of 
foreign exchange is called Forward Rate. 

Determination of Rate of Foreign Exchange  

In a system of flexible exchange rate, the exchange rate of a currency is determined by forces of 
demand and supply of foreign exchange.  Expressed graphically, the intersection of demand and  

the supply curves determines the equilibrium exchange rate and equilibrium quantity of foreign 
currency. 

Sources of Demand for Foreign Exchange. 

The following factors cause demand for foreign exchange.  
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(a) To purchase goods and services by domestic residents from foreign countries.  

(b) To purchase financial assets.  

(c) To send gifts and grants abroad.  

(d) To undertake foreign tours etc.  

There is inverse relationship between price of foreign exchange and demand for foreign exchange.   
That is why demand curve for foreign exchange becomes downward sloping. 

Sources of Supply of Foreign Exchange  

(i) When foreigners purchase home country’s goods and services through exports. 

(ii) When foreigners invest in bonds and equity shares of the home country.  

(iii) When Indian workers working abroad send their savings to families in India.  

(iv) When foreign tourists come to India.  

There is a direct relationship between price of foreign exchange and supply of foreign exchange.  

That is why supply curve is upward rising. 

Equilibrium Exchange Rate : This is determined at a point where demand for and supply of foreign 
exchange are equal.  Graphically, intersection of demand and supply curves determine the equilibrium 
exchange rate of foreign currency.  

 

 

 

 

 

   

 

      

 

 

 

 



 

 



 

QUANTITY OF US DOLLARS 

Fixed Exchange Rate System : Fixed exchange rate is the rate which is officially fixed by the  

govt. or monetary authority and not determined by market forces.  

Flexible (Floating) Exchange Rate System : The system in which rate of exchange is determined by 
forces of demand and supply in foreign exchange market.  

NEER : Nominal Effective Exchange Rate : It is the measure of average relative strength of a given 
currency with respect to other currencies without eliminating the effect of price change.  

REER: Real Effective Exchange Rate : It calculates an effective exchange rate based on real  

exchange rate instead of nominal rate.  

RER : Real Exchange Rate : It is the exchange rate which is based on constant prices to eliminate the 
effect of price changes.  

Parity Value : In a fixed exchange rate system, the value of currency is fixed in terms of another  

currency or in terms of gold.  This is known as parity value of currency.  

 

Important Questions for Examination  

 

Very short answer questions of 1 marks each.  

 

1. What is meant by ‘foreign exchange rate’?  

2. What is meant by balance of trade? 

3. Mention three invisible items of exports.  

4. Mention two transactions of capital account.  

5. The BOT shows a deficit of Rs.5,000 crore and the value of imports is Rs.9,000 crore. 

             What is the value of exports? 

6. What does a change from $ 1 =  Rs.48 to $ 1 = Rs.50 represent?  

 

Short answer questions of 3/4 marks each.  



 

1. State four sources each of demand and supply of foreign exchange.  

2. State four items of current account of BOP account.  

3. State four items of capital account at BOP account.  

4. Why does demand for foreign exchange rise when its price falls? 

5. Why does rise in foreign exchange rate cause a rise in supply?  

 

Long answer questions of 6 marks each.  

 

1. How is foreign exchange rate determined?  Explain with the help of a diagram. 

2. Distinguish between autonomous and accommodating items in BOP.  

3. Distinguish between current account and capital account of BOP account.    

 

 

 

 

 

 

 

      HOTS      UNIT - 10 
 

BALANCE OF PAYMENTS 

 

1. What is the difference between the values of exports and imports of goods called? 

2. When will BOT show a surplus? 

3.  When is there deficit in BOT. 



4. What is balance of visible items in BOP accounts called? 

5.  When does a situation of deficit/surplus in BOP arise? 

6.  BOT shows a deficit of Rs. 5,000 crores and value of imports are Rs 9,000 crores. What is the 
value of exports? 

7. The value of a country’s import of goods is Rs.200 crores, and value of export is Rs.250  croes. 
Find out its BOT. 

8. A country’s balance of trade is Rs.(-) 6000 and value of import of goods is Rs. 100 crores. Find 
out value of export of goods. 

9. What does a deficit in current account of BOP indicate? 

10. Why does demand for foreign exchage rise when its price falls? 

11.  Why does a rise in foreign exchange rate cause a rise in its supply? 

12.  Why are autonomous items called ‘above the line’ items? 

13. What does a change from  $1 = Rs.50 to $1= Rs. 48 represent. 
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ECONOMICS 

Time allowed : 3 hours)       (Maximum marks : 100 

General Instructions : 

 (i) All questions in both the sections are compulsory. 

 (ii) Marks for questions are indicated against each. 

 (iii) Question Nos. 1-5 and 17-21 are very short-answer questions carrying 1 mark each. 

 (iv) Question Nos. 6-10 and 22-26 are short-answer questions carrying 3 marks each. 

 (v) Question Nos. 11-13 and 27-29 are also short-answer question carrying 4 marks each. 
Answer to them should normally not exeed 70 words each. 

 (vi) Question Nos. 14-16 and 30-32 are long-answer questions carrying 6 marks each. Answer to 
them should normally not exceed 100 words each. 

 (vii) Answers should be brief and to the point and the above word limits should be adhered to as 
far as possible. 

SECTION - A 

 

1.  Whai is law of demand?         1 



2.  State one feature of oligopoly.        1 

3.  In which market form demand curve of a firm is perfectly elastic?   1 

4.  Why is demand for water inelastic?       1 

5.  Name the characteristic which makes monopolistic competition different from perfect 
competition.          1 

6.  Explain any two factors that affect price elasticity of demand.   3 

7.  Given below is the cost schedule of a firm. Its average fixed cost is Rs. 20 when it produces 3 
units. 

  Output (units)    1 2 3 

  Average variable cost (Rs.)  30 28 32 

  Calculate its marginal cost and average total cost at each given level of output. 

8.  Total revenue at a price of Rs. 4 per unit of a commodity is Rs. 480. Total revenue increases 
by Rs. 240 when its price rises by 25 percent. Calculate its price elasticity of  supply. 
         3 

9.  Explain the implication of 'homogeneous products' feature of perfect competition.  3 

 

 

10.  Explain the law of diminishirng marginal utility with the help of a utility schedule. 3 

OR 

  Goods X and Y are substitutes. Explain the effect of fall in price of Y on demand for X. 

 

11.  Explain the effect of increase in income of buyers of a 'normal' commodity on its equilib-rium 
price.          4 

12.  Explain the problem of 'what to produce'.      4 

OR 

 Explain any two main features of a centrally palnned economy. 

 

13.  When the price of a commodity falls by Rs. 2 per unit, its quantity demanded increases by 10 
units. Its price elasticity of demand is (-) 1. Calcalate its quantity demanded at the  price 
before change which was Rs. 10 per  unit.  4 



14.  State and explain the characteristics of indifference curves.    6 

15.  Explain the law of variable proportions with the help of total product and marginal product 
curves.          6 

OR 

  Explain producer's equilibrium with the help of a marginal cost and marginal revenue  
 schedule. 

 

For Blind candidates in lieu of Q. No. 15. 

  Explain the law of variable proportions with the help of a total and marginal product schedule.
           6 

OR 

  Explain producer's eqilibrium with the help of a marginal cost and marginal revenue schedule. 

 

16.  State whether the following statements are true or false. Give reasons for your asnwer. 

 (a) When total revenue is constant average revenue will also be constant.  6 

 (b) Average variable cost can fall even when marginal cost is rising. 

 (c) When marginal product falls, average product will also fall. 

 

SECTION - B 

17.  State two sources of supply of foreign exchange.     1 

18.  Give the meaning of aggregate demand.      1 

19.  State the components of money supply.      1 

20.  How is primary deficit calculated?       1 

21.  Give the meaning of deflationary gap.       1 

22.  How can Government budget be helpful in altering distribution of income in an economy?  
 Explain.         3 

23.  Explain Central Bank's function as currency authority.    3 

24.  Explain how distribution of gross domestic product is its limitation as a measure of economic 
welfare.          3 



OR 

  Explain the basis of classifying goods into intermediate and final goods. Give suitable 
examples. 

25.  Distinguish between autonomous and accommodating transactions of balances fo pay ments 
account.         3 

26.  Giving two examples explain the relation between the rise in price of a foreign currency 
 and its demand.        2 

27.  Distinguish between :         4 

 (a) Capital receipts and revenue receipts. 

 (b) Direct tax and indirect tax. 

28.  Giving reasons, state whether the following statements are true or fales :  4 

 (i) Average propensity to save is always greater than zero. 

 (ii) Value of investment multiplier varies between zero and infinity. 

 

29.  Explain the process of  money creation by Commercial Banks.   4 

OR 

  How do changes in bank rate affect money creation by Commercial Banks?  Explain. 

30.  In an economy 75 percent of the increase in cincome is spent on consumption. Investment 
 is increased by Rs. 1,000 crore. Calculate :     6 

 (a) total increase in income 

 (b) total increase in consumption expenditure. 

 

31.  How will you treat the following while estimating national income of India?  6 

 (a) Dividend received by an Indian from his investment in shares of a foreign company. 

 (b) Money received by a family in India from relatives working abroad. 

 (c) Interest received on loans given to a friend for purchasing a car. 

 

32.  From the following data. calculate (a) Gross Domestic Product at Factor Cost and (b) Factor 
Income To Abroad:        6 



           (Rs. in 000 crore) 

 (i) Compensation of employees      800 

 (ii) Profits         200 

 (iii) Dividends         50 

 (iv) Gross national product at market price     1,400 

 (v) Rent          150 

 (vi) Interest         100 

 (vii) Gross domestic capital formation     300 

 (viii) Net fixed capital formation      200 

 (ix) Change in stock        50 

 (x) Factor income from abroad      60 

 (xi) Net indirect taxes        120 

OR 

  Calculate Net National Product at Factor Cost and Gross National Disposable Income from 
the following. 

           (Rs. in crore) 

 (i) Saving of non-departmental enterprises     50 

 (ii) Income from property and enterpreneurship accruing  

  to the government administrative departments    70 

 (iii) Personal tax         90 

 (iv) National debt interest        20 

 (v) Retained earnings of private corporate sector     10 

 (vi) Current transfer paymets by government     40 

 (vii) Consumption of fixed capital       60 

 (viii) Corporation tax         30 

 (ix) Net indiorect-tax         80 

 (x) Net current transfers from rest of the world     (-)10 

 (xi) Personal disposable income       1000 
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Q. No.  

A3   Expected Answer / Value Points    Distribution of Marks  

1.  Inverse relation between price and demand of a good, other  1 

  things remaining  the same, is termed law of  demand.  

2 .(1)  Few firms  

    (2)  Firms are interdependent in taking price and output decisions. 



    (3)  Barriers to the entry of firms.  

    (4)  Non-Price competition.   (Any One)    1 

3.  Perfect competition         1 

4.  Because it is a necessity         1 

5.  Firms produce differentiated products       1 

6.(i) Nature of good :          ½ 

      Demand is inelastic in case of necessities while elastic in case of luxuries 1 

 (ii)  Number of substitutes :         ½ 

       More the number of substitutes, more the choice the consumer has, and 1 

       therefore, more elastic the demand.  

 (iii) Any other relevant factor with explanation. (Any two)    1 

 

7. Output       AVC      AFC       TVC      MC          ATC     

 (Units)      (Rs.)       (Rs.)      (Rs.)       (Rs.)        (Rs.)  

     1            30          60          30         30            90 

     2            28          30          56         26            58     ½ x 6 

     3            32          20          96         40            52   

 

8.  PRICE (Rs.)         TR (Rs.)        OUTPUT (Units) 

       4                       480      120  

       5                    720   144     1 

 

 ess =  (∆Q/∆P) x (P/Q)         1  

           

       =24     x   4     =  0.8         1 

           1         120           

 



9.   Homogonous products means that the buyers treat products of all the firms in the industry as 
identical.  Therefore, the buyers are willing to pay only the same price for the products of all 
the firms in the industry.  It also implies that no individual firm is in a position to change a 
higher price for its product.  This ensures uniform price in the market.   
        3 

 

10. Consumption  Total Utility      MU 

     (Units)      (Units)  (units) 

          1           4                4 

          2                         7        3 

          3           9        2 

          4          10        1 

 (Or any other relevant schedule)          1½ 

  Explanation of the law of Diminishing Marginal Utility on the basis of schedule    1½ 

OR 

  When price of Y falls, X becomes relatively dearer.  This reduces demand for X as Y will be 
substituted for X.              3 

11. *  Increase in income increases de,amd at the given price.  

 *  This leads to excess demand.  

 *  Leads to competition among buyers.  As a result price starts rising.  

 *  Rise in price leads to rise in supply and fall in demand.  

 *  These changes continue till supply and demand become equal at a new equilibrium price.  

 *  Equilibrium price rises.          4 

12.  The economy can produce different possible combinations of the goods and services from the 
given resources. 

  The problem is that which of these combinations should the economyproduce.  This is the 
problem of choice if more of one good is produced then lesser resources are left for 
producing other goods.        4 

OR 

 (1) Production or allocation of resources through planning.     1 



TP
TP

Y

A

O X

L

B

MP

MP

Variable
factor

  (Explanation)          1 

 (2) Distribution of goods and services through planning.     1 

        (Explanation)     1 

         (Any other relevant feature)   

             (Any two) 

 

13.  Given ∆P = -2, ∆Q  = 10,       P = 10  

 e  =  (∆Q/∆P) x(P/Q)         1½ 

          

 -1 = 10     x  10          2 

         -2          Q 

 Q  =  50 units.           ½ 

 

14. (i)   Sloping downwards from left to right.  

 (ii)  Strictly convex towards the origin.  

 (iii) Higher indifference curve represents higher utility.     1x3 

       (Explanation)     1x3 

 

15.  

 

 

 

 

 

              
         3 

 

 



   

   

 

  According to the Law of Variable Proportions when only one input is increased while 
othersare held unchanged, MP and TP change in the following manner :  

  Phase -   I :  MP increases and TP increases at increasing rate i.e. up to A on TP curve (upto 
K on MP curve)         1 

  Phase -  II :  MP decreases but is positive and TP increases at decreasing rate i.e. up to B on 
TP curve (upto L on MP curve).      1 

  Phase - III :  MP decrease and is negative and TP falls i.e. after B on TP curve (after L on MP 
curve)          1 

OR 

  Price per unit     OUTPUT       TR       TC       MR       MC  

        (Rs.)               (Units)            (Rs.)     (Rs.)     (Rs.)     (Rs.)  

         8                        1                 8          6           8          6 

         7                        2              14         11          6          5 

         6                        3               18         15          4          4 

         5                        4               20         18          2          3 

  (or any other relevant schedule)  

  There are two conditions of producer’s equilibrium.      3 

 (i)   MC = MR  

 (ii) MC is greater than MR after equilibrium level of output.     1 

        The conditions are fulfilled at 3 units of output.     1 

        For blind candidated :          1 

       TP and MP schedules.  

       Explanation of law of variable proportion. 

OR as above  

16. a. False because when TR is constant, AR will fall as output increases.   2 

 b. True, provided MC < AVC.         2 



 c. False, because AP falls only when MP < AP.  AP falls not because MP falls but because MP 
< AP.          2  

  (No marks if reason is not given) 

SECTION  B  

17.   Exports, foreign tourism, etc.       ½ x 2 

  (Any two)  

 

18.  It is the expected demand for all goods and services in the economy.  1 

 

19. (i)  Currency and coins with public  (ii) demand deposits of commercial banks.  1 

 

20.  Primary deficit = Fiscal deficit - interest payments      1  

  

21.  Excess of aggregate supply over aggregate demand at full employment level. 1  

22.  Through the budget government can reduce inequalities of income.  It can adopt progressive 
taxation policy and spend more on requirements of the poor.  3 

23.  It has the sole authority to issue currency.  It does so in accordance with the requirements of 
the economy.        3 

24.  If with increase in GDP inequalities of income increase, poor become more poor while rich 
become more rich.  This may lead to decline in welfare even though GDP has increased. 
           3 

OR  

  Goods which are purchased by a production unit from other production units and meant for 
resale or for using up completely during the same year are called intermediate goods. 
        1  

  Example : Raw materials or any other example.     ½ 

  Goods which are purchased for consumption and investment are called final goods. 
Examples: Purchased of machinery for installation in factory or any other example. ½ 

 



25.  Autonomous transactions take place independently of the state of B.O.P. (due to profit 
outcome).  Accommodating transactions are transactions that are determined by net 
consequences of autonomous transactions.      3 

26.  When price of foreign currency rises,  

 (i)  imports become dearerresulting in less imports and therefore falls demand for foreign 
currency.  

 (ii)  Tourism abroad becomes costlier and so demand for foreign currency falls.   1½ x 2 

(or any other relevant example) (any two)  

27. (a)  Receipts which lead to either reduction in assets or increase in liabilities are called capital 
receipts.  Receipts which neither reduce assets not create any liability are revenue receipts. 
          2 

 (b)  Direct tax is a tax whose incidence and impact fall on the same person.  Indirect tax is tax 
whose incidence and impact fall of different persons.     2  

28. (i)   False, it can be negative at low level of income when consumption expenditure is greater than 
income.         2  

 (ii)  False, it varies from 1 to infinity.         2 

  (No marks if reason is not given)  

 

29.  Money creation by banks is determined by (1) Fresh deposits and (2) Legal Reserve Ratio.  
Suppose fresh deposit is Rs.10000 and LRRis 20%.  Initially banks keep Rs.2000 as cash 
and lend Rs.8000.  Those who borrow spend this Rs.8000.  It is assumed that this Rs.8000 
comes into banks as a fresh deposit.  Banks again keep 20% of it as cash reserve and lend 
the rest.  In this way money creation goes on.  Total money creation is Rs.50000. 
      3 

  

   Money creation = initial deposit  X = 1/LRR     1 

OR 

  Bank rate is the rate of interest at which the central banks lends money to the commercial 
banks.  Suppose the central bank raises the bank rate.  Since borrowing by the commercial 
banks becmes costlier,commercial banks are forced to increase the rate of interest they 
change on borrowing by public.  This reduces demand for borrowing and adversely affects 
deposit/money creation by commercial banks.     4 

 

30.  MPC = 3/4, MPS = 1/4 , K= 4       1 



 (i)   ∆Y = ∆l . K           1 

             = 1000 x 4          ½ 

  =Rs.4000 Crore          ½  

 (ii)  Given that ∆Y  = ∆C  + ∆l  

             ∆C=  ∆Y-∆l          1½ 

       = 4000 - 1000         1  

       = Rs.3000 Crore         ½ 

     OR  

            ∆C= ∆Y x MPC         1½ 

       = 4000 x 0.75         1  

       = Rs. 3000 Crore        ½ 

 

31. (a) It is factor income from abroad, so will be included in N.I.    2 

 (b) It is transfer receipts, so it is not included in national income.  2 

 (c) Not included in national income because it is a non-factor receipt as the loan is not used for 
production but for consumption.      2   

(No marks if reason is not given) 

32.  (a) GDP at fc = (i)     +   (ii)    +   (v)   +   ((vi)   -  (vii)  - (viii  +  ix))           1  

            = 800  +  200   +  150   +  100    + (300-200-50)    1½ 

            =  Rs. 1300 Crore.        ½ 

 (b) NFIFA  =  GNP  @ MP–GDP @ MP  

         =  (iv) - (GDP@FC + (xi) ) 

         = 1400 - (1300 + 120) = -20        1  

       FITA  =  FIFA - NFIFA          1  

         =  60 - (-20)           ½ 

         =  Rs.80 Crore          ½ 

   (Calculatiion by any other method may be taken as correct).  

OR 



  NNP  FC = (xi)  +   (iii)   +   (v)   +  (viii)  - (iv)  - (x)  - (vi)  +  (ii)  +  (i)   1 

      = 1000 + 90    +   10   +   30    -  20  -(-10)- 40   + 70  = 50    1½ 

      = Rs. 1200 Crore          ½ 

  GNDI      = NNP FC + (ix)  +  (vii)  +  (x)  

        = 1200 + 80  +   60   + (-10)        1 

      = Rs. 1330 Crore          1½ 

    (or any other alternate method of solution).     ½ 



Sampe Paper - I 
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 Weigthtage by type of questions. 

 Tape Number of  Marks  Total 

  questions 

1. Long answer questions 6  6 36 

2. Short answer questions 6  4 24 

 (SA) I  

3. Short answer questions 10  3 30 

 (SA) II 

4. Very short answer  10  1 10 
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 Economics  
Class XII 

Time-3.00 hrs              Max Marks: 100 

Note:- 

 i. All questions are compulsory in both the sections. 

 ii. Marks for questions are indicated against each. 

 iii. Questions No. 1-5 and 17-21 are very short answer questions carrying 1 mark each. They are 
required to be answered in one sentence each. 

 iv. Question No.6-10 and 22-26 are short answer questions carrying 3 marks each. Answer to 
them should not normally exceed 60 words each. 

 v. Question 11-13 and 27-29 are also short-answer questions carrying 4 marks each. Answer to 
them should not normally exceed 100 words each. 

 vi. Question No. 14-16 and 30-32 are long answer questions carrying 6 marks each. Answer to 
them should not normally exceed 100 words each. 



 vii. Answer should be brief and to the point and the above word limit be adhered to as for as 
possible. 

Section A 

1.  Why does the problem of choice arise?        1 

2.  A rise in the price of a good results in an increase  in expenditure on it. Is its demand elastic 
or inelastic?                    1 

3.  Define cost?                  1 

4.  In which form of the market, a firm is price taker?       1 

5.  Define 'change in demand'?        1 

6.  Why does the production possibility curve look concave to the origin? 

7.  State any three causes of a righward shift of demand curve of a commodity? 3 

8.  State the "Law of Supply". What is meant by the assumption "Other Things Remaining the 
Same".         3 

9.  What is the relationship between marginal cost and average variable cost. 3 

10.  What is the relevance of the characteristic of "Product differentiation" in monopolistic 
competition?          3 

  
11.  Explain why consumer's equilibrium is attained when the marginal utility of a product in terms 

of money is equal to its price.       4 

12. A consumer buys 100 units of a good at a price of Rs 5 per unit. When price changes he buys 
140 units, What is the new price if price elasticity of demand is –2. 4 

 

13.  Complete thefollowing table.  4 

Output (Units) Price Marginal Revenue Tabel Revenue 
1 – 10  – 

2 9 –  – 

3 – –  24 

4 – 4  – 

14.  Explain the likely behaviour of total product and marginal product when only one input is 
increased while all other inputs are kept uncharged?    6 



or 

  Explain the process of price determination under perfect competition with the help of with the 
help of schedule and diagram?  

15.  Define producer's equilibrium. Explain the conditions of producer's equilibrium in terms of total 
cost and total Revenue. (Use diagram).    6 

16.  When will (a) simultaneous increases and (b) simultaneous decreases in both demand and 
supply notaffect the equilibrium once? Explain with the hlep of diagram. 

Section - B 

[k.M&c 
17.  Define Involuntary Unemployment?          1 

18.  What is the relationship between marginal propensity to save and marginal propensity to 
cansume?          1 

19.  Define tax?           1 

20.  Why is transfer payment not included in national Income?    1 

21.  Why is repayment of loan a capital expenditure?     1 

22.  From the following data, calulate its net value added at factor cost?  3 

      (Rs in Crores) 

 i. Subsidy       40 

 ii. Sales       800 

 iii. Export       100 

 iv. Depuciation       30 

 v. Closing stock       20 

 vi. Opening Stock       50 

 vii. Intermediate Purchases      500 
 

23.  State any three objective of Government Budget     3 

24.  "Money is what money does" Explain       3 



25.  State the meaning and Components of aggregate Demand?   3 

26.  How a central bank control credit creation by commercial banks by changing the bank rate.
            3 

27.  What is the basis of classifying government expenditure into:-   4 

 a. Plan expenditure and Non-plan expenditure 

 b. Revenue expenditure and Capital expenditure? 

28.  An increase of Rs 250 crore in investment in an economy resulted in total increase in income 
of Rs 1000 crores. Calculate the following?     4 

 a. Marginal propensity to consume 

 b. Change in Savings 

 c. Change in Consumption Expenditure. 

 d. Value of multiplier 

29.  Will the following be included in the national income of a country. Give reasons. 3 

 i. Profits earned by Branch of an Indian Bank in London. 

 ii. Wages received by the Indian Employees working in Pakistan Embassy?  4 

 iii. Expenses on Electricity by a factory 

 iv. Capital loss  
30.  If in an economy, planned savings are less than planned investment, what changes will take 

place in the economy that will bring about equality between the two?         6 

31.  Explain the Income method of estimating domestic factor Income. Also explain any three 
precautions that should be taken while using this method.   6 

  or 

  Calculate Net National Poduct by Income method and Expenditure method 

  Rs in crores 

 i. Govt. final consumption expenditure       1000 

 ii. Intrest          350 

 iii. Rent           300 

 iv. Mixed Income of self employed       600 

 v. Employer's contribution to social       100 



  Security Scheme 

 vi. Compensation of Employees       3000 

 vii. Net domestic Capital formation        650 

 viii. Net Exports          (–) 100 

 ix. Net factor Income from abroad       (–) 50 

 x. Net Indirect tax         500 

 xi. Consumption of fixed capital       80 

  xii. Change in Stock         50 

  xiii. Private Final Consumption Expenditure     4000 

 xiv. Profit          800 

  

32.  Calculate private income and personal disposible income from the following data    6 

  Rs in Crores 

 i. Savings of Private Corporation Sector      500 

   
 ii. Current transfers from Rest of the world     60 

  iii. Corporation tax         80 

 iv. Current transfers from Govt administration depts.    1700 

 v. Direct personal tax        150 

 vi. Income from domestic product accuring  to pvt sector   4500 

 vii. Saving of non-departmental Public Enterprises    250 

 viii. Net factor Income from abroad       (–) 30 

Marking Scheme 

Class - XII 

Section A 

1.  The problem of choice arises due to scarcity.             1 

2.  It is inelastic.                   1 



3.  The sum of actual expenditure on inputs and the imputed expenditure on the inputs supplied 
by the cover? enterepreneur himself.     1 

4.  Perfect-Competition.                 1 

5.  Change in demand means more or less demand at the same price or more less demand due 
to factors other than the own price of the commodity.           1 

6.  Because of increasing marginal opportunity cost.  

  Explaination of marginal opportunity cost.               1+2 

7. i. Rise in the price of the Substitute Good.                1x3 

 ii. Fall in the price of complementary good  

 iii. Rise in Income. (in case of normal good) 

 iv. Fall in Income (in case of inferior good 

 v. Increase in taste & prefrence. (Any three) 

8.  The law of supply states that there is direct relation between the price and supply of a good, 
other things remaining the same. 

  The assumption means that factors other than the price of commodity? 1+1+1 

  i.e. price of other goods, 

  price of inputs, 

  taxes 

  technology etc. 

9. i. When marginal cost is less than average variable cost average variable cost falls. 1x3 

 ii. When MC is equal to AVC, average variable cost is cosntant 

 iii. Whe MC is greater than average variable cost AVC rises. 

10.  Product differentiation means that buyers differentiate between the products produced by 
different firms. 

  They are willing to pay different prices for the products of different firms. Different groups of 
buyers prefer products of different firm. This gives an individual same monopoly power i.e. 
power to influence the demand for its product by changing price. 

11.  Explaination of Consumer's equilibrium                1+3 

  Mux = Px 



  with reference to difinition of consumer's equilibrium. 

12.  Ed= ∆Q/∆P x P/q         1+2+1 

  -2= 40/∆P x P/q   

  New price = 5+(–1) = Rs 4 

 

13. i. Output Price MR TR 

  1  10 10 10 

  2  9 8 18 

  3  8 6 24 

  4  7 4 28 

 ii. Total profit falls if one more unit of output in produced.   1+2+3 

  Diagram with explanation. 

16.a. Simultaneous increases in both demand and supply means more quantity at the same price.
                 1½+1½=3 

  Diagram 

  No change inn Equilibriumprice but equlibrium quantity changes. 

 b. Simultaneous decrease means less quantity at the same price.      1½+1½=3 

  No change in price but change in equilibrium quantity with diagram. 

 

Section B 

[k.M&c 
 

17.  Involuntary Unemployment occurs when those who are able and willing to work at the 
prevailing wage rate don't get work.              1 

18.  The sum of MPC and MPS is equal to 1               1 

19.  It is a legally compulsory payment made by the people to the government?      1 

20.  It refers to unilteral payment which don't contribute the current flow of national Income. No 
goods or services are produced in exchange of their payments. 



21.  Because repayment of loan reduces the liability.            1 

22.  NVA fc = sales + change in stock.              3 

  –intermediate purchases-depreciation + subsidy 

  Rs 280 Lakhs 

23.  Any three objectives of government Budget              3 

24.  Functions of Money                3 

 `i. Money as a medium of Exchange 

 ii. As a store of Value 

25.  Definition of Aggregriate demand. 

  Components of AD. 

  Consumption Investment 

  With briefed explaination        1+2 

26.  If the central bank wants to reduce credit creation by banks, it raises bank  rate. Arise in bank 
rate raises the interest rate charged the banks. This will discourage borrows from taking 
loans.         3 

  Similarly if central bank wants that commercial banks should create more credit it reduce 
bank rate. which will result in fall in interest rate changed by banks. This will increas demand 
for creadit. 

27.a. Expenditure incurred an any project included in the plan is categorized as planned 
expenditure while other expenditure is categorized as non-plan expenditure. 

 b. All expenditure that create an asset or reduce a liablity are categorized  a capital expenditure. 
All other expenditures are revenue expenditure.  2+2=4 

28. a. ∆Y/∆l= K=1/MPS         1+1+1+1 

  1000/250= 1/MPS 

  MPS = 0.25 

  MPC= 0.75 

  MPS= ∆S/∆Y 

 

 b. ΔS= ΔY ×MPS 

  1000 × 0.25 



  Rs 250 crores 

 c. ΔS= ΔY ×MPS 

  = 1000 × 0.75 

  = Rs 750 crores 

 d. K= ∆Y/∆l = 1000/250 = 4 

 

29. i. Yes because it is a factor Income            4 

 ii. Yes because it is a factor Income 

 iii. No it is intermediate consumption 

 iv. No it does not contribute to increase in flow of goods and services. 

30.  When planned savings are less than planned investment then aggregrate expenditure is 
greater that aggregrate output. This results in depletion of inventories. So producers revise 
their plan and produce more. This generates more income which results in more savings. 
These changes continue till these savings increases to a level equal to investment. Thus  the 
equality between the two achived?       6 

 

31.  Domestic factor income is estimated by adding factor Income for each sector.  

 i. Compensation of employes 

 ii. Rent 

 iii. Interest 

 iv. Profit 

 v. Mixed Income of self employed 

  Then the factor incomes of all sectors are added to get domestic factor Income?   3+3 

  Precuations 

 i. Gifts should not be included. 

 ii. Money  received from sale of second hand goods should not be included. 

 iii. Money received from selling of securities should not be included etc. 

 (Any three explanation) 

or 



  Income Method = Compensation of employees +Rent+Interest+Profit+Mixed Income of self-
employed+NFIA = Rs 5000 crores. 

  Expenditure Method = Govt final consumption Expenditure +Prt final consumtion Exp+Net 
domestic capital formation+Net Exports –NIT+NIFA = Rs 5000 crores 

32.  Private Income=Income from domestic product accuring to Pvt Sector+NFIA+Current trasfer 
from ROW/Currect transfer from Govt. administration = Rs 6230 crores  3+3=6 

  Personal Disposable Income 

 - Private Income- savings of pvt corporate sector-Corporate tax- Direct personal tax 

 - Rs 6230–500–80–150 

 - Rs 5500 crores 



Sample Paper-II 

Subject - Economics 
 Class - XII 

Time-3.00 hrs Max Marks: 100 

  

Instructions:- 

 i. All questions are compulsory in both the sections. 

 ii. Marks for questions are indicated against each. 

 iii. Questions No. 1-5 and 17-21 are very short answer questions carrying 1 mark each. They are 
required to be answered in one sentence each. 

 iv. Question No.6-10 and 22-26 are short answer questions carrying 3 marks each. Answer to 
them should not normally exceed 60 words each. 

 v. Question 11-13 and 27-29 are also short-answer questions carrying 4 marks each. Answer to 
them should not normally exceed 100 words each. 

 vi. Question No. 14-16 and 30-32 are long answer questions carrying 6 marks each. Answer to 
them should not normally exceed 100 words each. 

 vii. Answer should be brief and to the point and the above word limit be adhered to as for as 
possible. 

1.  Define Oligopoly.          1 

2.  Why does average fixed cost fall as output increases in short run?   1 

3.  Define marginal utility         1 

4.  Define Micro economics.         1 

5.  What cause a downward movement along a supply curve? 

6.  What is the relation between TR and MR in imperfect market?   3 

7.  Write the three differences between changes in supply and change in quantity supplied.  
           3 

8.  Why do  AR and MR curves slope downwards in monopolistic competition? 3 

or 

  Explain what happen to the profit in the long run if the firms are free to inter the industry. 

9.  Complete the following table if total fixed cost is 100.     3 



  Unit of  MC TC ATC 

  Output 

  1.  20 

  2.  30 

  3.  24 

10.  Explain the effect of the following on the demand of a commodity:-   3 

 a. Favourable change in taste 

 b. Rise in the price of complementary goods 

11.  When would a consumer buy more at the same price?     4 

12.  Why does the PPC look concave to the origin?      4 

13.  On the basis of information given below compare the price elasticities of goods A and B. Use 
percentage method.        4 

  Goods A       Goods B 

  Price    Total    Price  Total 

      Expenditure     Expenditure 

  4    20    3  15 

  5    30    4  24 

   
14.  Define indifference curve. How is the consumer equilibrium determined by the indifference 

curve approach.        6 

15.  Suppose the demand for jeans increases. At the same time, because of an increase in the 
price of cotton, the supply of jeans decreases. Show that price equilibrium may or may not 
change. (with diagram)       6 

16.  Using suitable diagram, explain the three phases of production with the one variable factors 
input          6 

 
Section - B 

 

17.  What is meant by money?          1 



18.  Define consumption function.          1 

19.  What is meant by cash reserve ratio (CRR)?         1 

 
20.  Which of the following indicate borrowing requirrement of the government?    1 

  primary deficit 

  revernue deficit 

21.  What is the relationship between MPS and MPC?         1 

22.  List three sources of supply of foreign exchange?          3 

23.  As a result of an increase in investment by Rs 200 crores National Income increases by Rs 
800 crores.  Calculate marginal propensity to consume.         3 

24.  Giving reasons, categories the following into revenue receipts and capital receipts:   3 

 i. Recovery of Loans 

 ii. Corporation tax 

 iii. Dividend on investment made by the government?    

25.  On the basis of the following information estimate (a) NDPmp (b) NDPfc  3 

 i. GNPmp    87,703 

 ii. Indirect taxes   7996 

 iii. Subsidy    4000 

 iv. Deprecation   5296 

 v. Net factor income from abroad –20 

 vi. Net export    115 

26.  Explain the standard of deferred  payments function of money      3 

27.  Write the functions of central bank Explain the credit controller function of central bank?
               4 

28.  Differentiate between current account and capital account of balance of payment?   4 

29.  Define government budget Write four type of deficit in government budget?       4 

30.  Giving reasons state whether the following are included in national income.      6 

 i. Interest on fixed deposit. 



 ii. Government expenditure on streat light. 

 iii. Interest received on government loan. 

31.  Calculate gross National product at market price and net national disposable Income from the 
following data:               6 

 i. Current transfer from government     25 

 ii. Compensation of employees      600 

 iii. Net current transfer from        20 

  the rest of the world 

 iv. Rent          100 

 v. Consumption of fixed capital      50 

 vi. Interest         120 

 vii. Profit         80 

 viii. Net Indirect  taxes        110 

 ix. Mixed income of self employed      200 

 x. Net factor income from abroad      –10 

32.  Explain the meaning of equilibrium level of income and output using AD and AS approach. 
Use diagram.    6 

 
 

 



Marking Scheme 

Section-A 

 

1.  A form of market in which there are few sellers (more than 2) in the market and sell either the 
homogeneous or differentiated product.      1 

2.  Because AFC = TFC/Q and TFC remain fixed as the output increases.        1 

3.  It is the ratio of change in total utility to change in quantity consumed of commodity. 1 

4.  Micro economics studies behaviour of individual economic units?         1 

5.  Due to decrease in price of commodity?            1 

6.  When MR decreases TR increases at diminishing rate.            1+1+1 

  When MR is zero TR maximum 

  When MR is negative TR dercreases 

7.  Change the quantity supply : other factors remaining constant price change and quantity 
supplied changes there is movement along a supply curve. Change in quantity supplied is 
either extension or contraction diagram (not necessary)  

  Change in supply 

  Change in supply is due to change in factor other than its price      1½ 

  Supply curve shift righward or leftward. is either Increase or decrease in supply Diagram 

8.  Monopoly firm is a price maker and has control over the price. It decreases price to increase 
its sale. 

or 

  When firm earn abnormal profit in short run then new firms enter in industry so the market 
supply increases and as a result market price will decrease and all present firms earn only 
normal profit.                3 

9.  TC   ATC               ½ 

  120   120 

  150   75 

  174   58 

10.  Diagram 1 mark     

  Result  



 i. Demand will increase                 1 

 ii. Demand will decrease- as complementary goods are used together. Explaination. 

11.  Any four 1 mark each 

  Price of substitute goods increase 

  Price of complementary goods decrease 

  Increase in the income of consumer 

  Size of population increase 

  Favourable taste 

  Expected increase in price in future Diagram 

12.  Due to increasing marginal opportunity cost as more and more of a good is produced and 
marginal oppurtunity cost is increasing due to operation of law of returns to factor. 

  It become marginally less and less productive hence more and more of a good has to be 
sacrificed to produce one additional unit of the other good. 

Diagram 

13.  Demand of good A    Demand of good B       2+2 

  At price      At price 

  4      3 

  5      4 

  Change in Q/change in P*P/Q  

  For A 1/1*4/5 = .8 

  For B 1/1 × 3/5 = .6 

  A is more elastic 

14.  It is the locus of the various combinations of two commodities           2+1+3 

  Which provide the same satisfaction level to the consumer? 

  Diagram 

  Explaination 

  E is the equilibrium point where 

 i. IC tangent to the budget line MRSxy = Px/Py 



 ii. IC is convex to the origin 

15.  Case 1 

  If the magnitude of increase in demand is more than the magnitude of decrease in supply  

  Diagram  1½ 

  Result price increases quantity decreases ½ 

  Case 2 

  If the magnitude of increase in demand is the same as the magnitude of decrease in supply. 

  Diagram 1½ 

  Result price increases quantity same ½  

  Case 3 

  It the magnitude of increase in demand is less than the magnitude of decrease in supply. 

  Diagram 1½ 

  Result price decreases quantity decreases ½  

16.  Return to a factor    3 

  diagram  

  Explaination    3 

 i. Phase TP increases with increasing rate MP increases 

 ii. Phase TP increases with diminishing rate MP decreases TP maximum upto zero. 

 iii. Phase TP decreases MP negative  

Section - B 

17.  Money is anything which is generally accepted as a medium of exchange and function as 
store of value, measure of value and standared of deffed payments. 

18.  Consumption function show functional relationship between consumption and income. 

19.  It refers to the minimum % of a bank's total deposits which requires to be kept with central 
bank. 

20.  Primary deficit 

21.  MPC + MPS = 1 



22.  Supply of foreign exchange export (i) expert (ii) Investment by rest of the world (iii) Gift and 
(iv) grant from rest the world (v) tourism(vi) To take loan from Row (Any Three) 

23.  Change in Y = K * change in I 

  K = 800/200 = 4 

  K = 1/1 – mpc 

  4 = 1/1 – mpc = .075 

24.i. Capital receipt since it is a reduction of govt asset     3 

 ii. revenue reciepts as it (neither create & liabilities nor reduction of assets) 

25.  NDPmp = GNPmp – deprecation –NFIA 

  = 87703–5296+20=82427 

  NDPtc = NDPmp –NIT 

  = 82427 – 3996 

  = 78431 

26.  The value of money is more stable. loans are taken and the repayment can be made in future 
whenever we promise to pay in future. Money function as standard of deferred payment. 

27.  Issue of currency Any four functions             ½x4=2 

  Bankers bank and supervision  

  Bankers to the government 

  Controller of credit 

  Iender of last resort 

  Credit controller 

  Quantitative measures  

  Bank rate, open market operations, CRR, SLR 

  Qualitative measures 

  Margin requirements, rationing. 

  moral suasion 

  direct-action     Credit Controller : explaination.    2 



28.  Current account is that account which record import and export of goods and services and 
unilateral transfers  

  Transfer receipt & payment  

  Factor income receipts and payment          2 

  Capital account which record capital transactions such as foreign investment, gold 
transaction, banking debt etc.  

  Foreign investment 

  Foreign loans, Monetary movement                    2 

29.  Govt. budget is a financial document which shows govt. estimated receipts and estimated 
expenditures of govt. during a financial year.         4 

  Revenue deficit 

  Fiscal defict 

  Primary deficit 

  Budgetary deficit 

30. i. Included in NI as it is a factor income (it is loan by a production unit) 

 ii. included as a service is produced by the govt. in the current year 

 iii. not included because govt. as a convention is assumed to use the money for consumption 
purpose so the interest paid on it becomes transfer payment.      2+2+2 

31.  GNPmp = 600+100+120+80+200+(–10)+110+50 = 1250 

  NDP = GNPmp + 20–50 

  = 1250+20–50 = 1220 

Where 

32.  AD = AS curves interesect each other.                 2+2+2 

  Explanation 



Sample Paper-III 

Subject - Economics 
 Class - XII 

Time-3.00 hrs Max Marks: 100 

  

General Instructions:- 

 i. All questions are compulsory in both the sections. 

 ii. Marks for questions are indicated against each. 

 iii. Questions Nos. 1-5 and 17-21 are very short answer questions carrying 1 mark each. They 
are required to be answered in one sentence each. 

 iv. Question Nos.6-10 and 22-26 are short answer questions carrying 3 marks each. Answer to 
them should not normally exceed 60 words each. 

 v. Question No. 11-13 and 27-29 are also short-answer questions carrying 4 marks each. 
Answer to them should not normally exceed 70 words each. 

 vi. Question Nos. 14-16 and 30-32 are long answer questions carrying 6 marks each. Answer to 
them should not normally exceed 100 words each. 

 vii. Answer should be brief and to the point and the above word limit should be adhered to as for 
as possible. 

Section A  

1.  Why does the problem of choice arise?      1 

2.  What are monotonic preferences? 

3.  When the price of good x rises, the demand for good y also rises. state the relationship 
between good x and good y. 

4.  What is Break even point? 

5.  Under which market form, a firm is a price taker. 

6.  Explain the difference between a planned economy and a market economy? 3 

or 

  Explain properties of a production possibilities curve? 

7.  Proove that indifference curve are convex to the origin.    3 

8.  How does the nature of a good affect price elasticity of demand? Explain  3 



9.  Government imposes tax on production of a good. Explain its effect on supply of that good.
           3 

10.  How is equilibrium price of a commodity determined? Use diagram.  3 

11.  Define utility explain the relationship between TU & MU curves?   4 

12.  From the following schedule findout the level of output at which the producer is in equilibrium 
 Give reasons for your answer.      4 

  Output Price  Total Cost 

  1  24  26 

  2  24  50 

  3  24  72 

  4  24  92  

  5  24  115 

  6  24  139 

  7  24  165 

 

  Explain  producer's equilibrium for a competitive firm in terms of MR and MC curves. 

13.  At the price of Rs 8 per Unit, the quantity supplied of a commodity is 200 units. The price 
elasticity of supply is equal to 1.5. If its price rises to Rs 10 per unit, calculate its quantity 
supplied at the new price.       4 

14.  Explain with the help of diagrams the effect of the following changes on the demand of a 
commodity? 

 a. A fall in the price of complementary good. 

 b. A rise in the income of the buyer. 

  
15.  Explain the law of variable proportions. Also state the reasons behind the law?        6 

16.  Explain the implications of the following features of a perfectly competitive market: 

 a. Large number by buyers and sellers 

 b. Free entry and exit 

or 



  How are the firms in an Oligopoly market interdependent on each other? Explain.     6 

 

Section B 

 
17.  Give the meaning of aggregate supply.              1 

18.  What does zero primary deficit mean?              1 

19.  Explain the term non-developmental expenditure of the government         1 

20.  If disposable income is Rs 1000 and comsumption expenditure is Rs 700. Find out APS?
                  1 

21.  What is fiscal policy?                1 

22.  How money can be difined?   

23.  What is the difference between revenue budget and capital budget?         3 

24.  Compute net value added at factor cost from the following data.                    3 

  Items     Rs (in lakhs) 

 i. Depreciation   20 

 ii. Intermediate cost   90 

 iii. Subsidy    5 

 iv. Sales    140 

 v. Exports    7 

 vi. Change in stock   (–) 10 

 vii. Import of raw material   3 

or 

  What is change in stock? How do we calculate it? 
25.  What is foreign exchange rate?Distinguish between fixed and flexible exchange rate?   

3 

26.  Giving reasons, categories the following into revenue receipts and cash receipts       3 

 i. Recovery of loans 



 ii. Corporate tax 

27.  Explain the lending function of commercial bank?             4 

28.  Distinguish between current account and capital account of balance of payments account. 
State two components of each account.      4 

  
29.  What are the causes of excess demand?              4 

or 

  How are consumption and saving related to each other. 

30.  Are the following items included in estimating a country's national income. Give reasons.
                   6 

 i. Contrubution to provident fund by employer 

 ii. Production for self consumption by farmer. 

 iii. Income from smuggling 

31.  Given consumption function C = 100+.75Y (Where C = consumption expenditure and Y = 
national income) and investment expenditure Rs 1000 calculate 

 i. Equilibrium level of national income 

 ii. Consumption expenditure at equilibrium level of national income          6 

or 

  What change will have take place  to bring an economy is equilibrium if- 

 i. Planned savings are greater than planned investment 

 ii. Planned savings are less than investment. 

32.  From the data given below calculate (i) National income with the help of Income Method? and 
(b) Gross domestic product at factor cost with the help of expenditure Method 

  Items        Rs (Crores) 

 i. Private final consumption Expenditure    85 

 ii. Net domestic fixed capital formation    25 

 iii. Consumption of fixed capital     2 

 iv. Closing stock       10 



 v. Opening stock       5 

 vi. Government final consumption expenditure   10 

 vii. Net exports        (–) 5 

 viii. Wages and salaries      90 

 ix. Contributionof employers towards social security  10 

 x. Operating surplus       20 

 xi. Net factor income recieved from the rest of the world  5 

 xii. Net Indirect taxes       1 

  



 

Marking Scheme - I 

1.  The problem of choice arises due to scarcity of resources having alternative uses.    1 

2.  Consumer's preferences are assumed to be such that between any two bundles that 
consumer prefers the bundle which has more of at least one of the good and no less of the 
other good as compared to the other bundle.             1 

3.  Good X and Y are substitute goods              1 

4.  It is that point where TR= TC or AR = AC                1 

5.  Under perfect competition, a firm is a price taker.            1 

6.  Any three differences                  1+1+1 

or 

  Any three properties   

7.  Indifference curve is convex to the origin because its slope is based on MRS.        1 

  MRS is the rate at which a consumer is willing to give up the amount of good y for extra unit 
of X. without affecting total utility. 

  MRSxy=∆Y/∆X 

  MRS is always diminishing as with every increase in the quantity of X, the consumer will be 
willing to sacrifice lesser quantity of Y.             1 

8.  Brief explaination of (1) Necessities have inelastic  demand, they are to be purchased even 
though their prices goes up.           1½ 

 (2) Demand for Luxuries is elastic            1½ 

9. a. Firm's average cost and marginal cost shifts up.            1 

 b. It will discourage the producer               1 

 c. Supply will decrease                1 

10. (i) Intersection of demand and supply curves (2) There is no excess demand & supply at that 
point Diagram. (1+1+1)              1 

11.  Definition of utility?                1 

  These relations between TU & MU              3 

12.  Calculation of TR                 1 

 Equilibrium level of output                1 



 Reasons                    2 

or 

  Two conditions for Producer's quilibrium                  2 

  Brief explaination with diagram. 

13.  es = ∆q/∆P xP/q 

  1.5 = ∆q/2 x 8/200 
  Δq = 1.5×50 = 75 

  New quantity = qs + Δqs  200+75=275                          1 

14. a. Diagram of fall in price of complementary good brief explaination           1 

 b. Rise in the income of buyer 

  Diagram Normal good 

  Inferios good 

  Brief explaination  1½ 

15.  Brief explaination of law of V.P 3 

  Reasons for the operating of law  3 

16.a. Explaination of the point    1 

  Implication of the feature  2 

 b. –do– 

or 

  Few firms mutually interdependent. The interdependendy among firms is the singlemost 
important characterstic. The action of one influences the action of the other. The price, sale, 
profit and output policy of a firm will affect the price and quality sold by other firms. There are 
many different reaction patterns of the other oligopolists to the actions of the firm. There is no 
definite demand curve. Interminateness of price  and  output therefore becomes consequent 
feature of this market? 

17.  It is the value of total output available for purchase by the economy during a year which is 
represented by national income.  1 

18.  It means fiscal deficit is equal to interest payment. 1 

19.  It refers to government expenditure incurred on essential general services of routine nature 
like defence administration.  1 



20.    APS=S/Y = S=Y-C   

   =1000-700=300 

   APS= 300/1000 = .3 or 30% 

 

21.  Fiscal policy comprises expenditure policy and taxasion policy of the government. 

22.  Money has been defined differently on different basis like 

 i. Legal definition of money and its kinds 

 ii. Functional definition of Money 

 iii. Narrow Vs Bread definition definition of Money 

 a. legal tender money 

 b. Non legal tender money 

23.  Point of difference 

 i. Definition of Revenue Budget and capital Budget     1 

 ii. Revenue receipts and capital receipts.       1 

 iii. Revenue expenditure and capital expenditure      1 

24.  NVAFC = Sales + Change in stock (C–0) – IC + subsidy –Depreciation  1 

  NVAFC = 140+(–10) – 90 + 5 –20         

  = 25 Lakhs           1½ 

or 

  Meaning of change in stock        1 

  Brief explaination & its calculation       2 

25.  Definition of foreign exchange rate       1 

  Any two difference between fixed and flexible exchange reate   2 

26.  Recovery of Loan - capital receipts causes reduction in assets of the government. 1½ 

  Carporate Tax - Revenue Receipts - do not create liabilities or cause any reduction in assets.
           1½ 

27.  Brief explaination which covers different types of loans and advances made by the banks  



 a. cash credit   b. demand loans 

 c. Short term loans          4 

28.  Three differences 

  Current A/c      Capital A/c 

 i. It records transacting relating   If records transactions representing 

  to exchange of goods and    foreign financial assets and  

  services and unilateral transfers   liabilities. 

 ii. It brings about a change in the current  It brings about a change in capital  

  level of country 's N.I    stock of a country. 

 iii. These transactions are flow in nature.  These transactions are of stock nature. 

  Components     Components 

 e.g. Impart of goods & services   Direct Investment 

  Export of good & services   Portfolio Investment 

  Unilateral transfers    Private Transactions 

29.  Causes of Excess demand - Any four causes with brief explaination  4 

  or 

  Derivation of saving curve from consumption curve through diagram.  4 

30.i. Contribution to P.F by employer is a part of compensations of employees not included 
seprately. 

 ii. Production for self consumption is included as it is the part of country's national output. 

 iii. Income from smuggling not included as it is an illegal activity.  (2+2+2) 

31.  Equilibrium  AD = AS  C+I = Y 

    C = 100 + .75 Y/I = 1000 

    100 + .75 Y + 1000 = Y 

    Y – .75Y +1000 = Y 

    Y – .75Y = 1100 

    .25 Y = 1100 

    Y = 1100/.25= 4400 



  Equilibirium level of conspn Expenditure = MPCXY   (3+3) 

  4400 × .75 = 3300     or 

  Planned Saving > Planned investment shows consumption expenditure decreased. Then 
AD<AS. There will be stock piling of unsold goods. Producers will cut down employment and 
produce less N.I will fall. As a result planned savings will start falling until it becomes equal to 
plannedinvestment       3 

  Same concept can be applied to part II       2 

 i.e. Planned saving < Planned It. 

32.  Income Method (NNPFC)         1 

  (8) + (9) + (11)           1½ 

  90 + 10 + 5 + 20       

25 crores            ½ 

  Expenditure Method (GDPFC) 

  (1) + (2)+ (6)+[(4)–(5)] + (7) + (3) –(12)       1 

  85 +25+10+(10–5) + (–5) + 2 –10       1½ 

  = 112 crores 



Sample Paper - IV 

Section A 

 

1.  State one situation in which there is downward parallel shift in the budget line.  1 

2.  Draw a demand curve having price elasticity of demand equal to one at all points on the 
demand curve?         1 

 
3.  If there are floads in a country what will happen to the PPC if there is loss of life and material. 

4.  State the law of diminishing marginal utility?      1 

5.  How will increase in price of inputs effects supply curve?    1 

6.  Why is demand curve downward sloping?      3 

7.  Why is indifference curve convex to the origin?     3 

8.  Identify posiitive and normative statement and give reasons? 

 i. Poor should be given food items at subsidised rate 

 ii. When price rises, demand for non-food items falls at a faster rate 

9.  Complete the following table:        3 

 
Output (Unit) Average fixed Cost Marginal Cost Total Cost 

1 - - - 
2 30 10 82 
3 20 8 - 
4 - - 99 
5 12 10 109 

 

10.  Price elasticity of demand of a good is (–) 1. At a given price the consumer buys 60 units of 
the good. How many units will the consumer buy if the price falls by 10 percent? 
          3 

  When price of a good rises from Rs 5 per unit to Rs 6 per unit, its demand falls from 20 units  
to 10 units. Compare expenditure on the good to determine whether demand is elastic or 
inelastic?  

11.  Why is demand curve of monopolitic competition more elastic than demand curve of 
monopolo?           4 



12.  Explain the impact on equilibrium price and quantity when there is favourable change in taste 
and prefrences         4 

  Explain what will happen to equilibrium price and quantity if price of inputs increases? 

13.  Explain the law of returns to variable factor input.     4 

14.  Why is consumer at equilibrium only when he buys a combination of good shown by point of 
tangency of budget line with a indifference curve    6 

15.  Explain producers equilibrium using MR, MC, approach? 
16.  Explain the relationship  between all the three average cost curves using diagram i.e. AC, 

AVC, AFC          6 



Section-B 

17.  The price of US dollar falls from Rs 50 to Rs 48. Has the Indian Currency appreciated or 
depreciated? 

18.  If Balance trade deficit is 7000 and value of imports is 5000 what will be the value of export? 

19.  What is meant by flexible exchange rate?      1 

20.  What is managed floating?        1 

21.  Define Revenue Deficit?         1 

22.  Why are the following not included in national income? 

 a. Services rendered by family members to each other 

 b. Subsidies  
23.  Categorise the following into revenue receipts and capital receipts and give reasons for it. 

 i. Corporate tax  (ii) invest received by government (iii) sale of government enterprises. 

24.  If number of tourists coming to India increase what will be the effect on equilibrium exchange 
rate? 

  Differentiate between current account and capital account of balance of payment account? 

25.  Calculate gross fixed capital formation from the following data.   3 

 i. Private final consumption expenditure   1000 

 ii. Government final consumption expenditure   500 

 iii. Net exports     (–)   50 

 iv. Net factor income from abroad     20 

 v. Gross domestice product at market price   2500 

 vi. Opening stock       300 

 vii. Closing stock       200 

  Calculate operating surplus from the following data. 

 

 i. National Income = 1620 

 ii. Mixed Income of self employed = 600 

 iii. Compensation of employees = 700 



 iv. Net factor income from abroad = 20 

26.  Mention three precautions to be taken in calculation of national income.  3 

27.  Explain banker to government function of RBI.     4 

  Explain Banker to bank function of central Bank? 

28.  Explain the process of credit creation by the commercial banks with the help of an example?
           4 

29.  What  is fiscal deficit? Explain two implications of fiscal deficit?   4 

30.  Explain the relation between consumption function & saving function with help of a schedule 
and equations         6 

31.  Can there be underemployment equilibrium in the economy. Explain with diagram. Explain 
one measure to correct it and reach full employment level.   6 

or  
  If saving function is S = –200 + 0.25Y. And economy is in equilibrium at income of 2000. 

 Calculate  

 a. Investment at equilibrium income level 

 b. Autonomous consumption 

 c. Investmentment multiplier 

  S = –200+0.25Y|200 vk;  
32.  Calculate  

 a. Private income    b. Personal disposable income  c.
 GNPFC 

 Items 

 i. NDP FC =                     900 

 ii. Direct personal tax           25 

 iii. Corporate Profit tax           09 

 iv. Saving of private sector         16 

 v. Current transfers from government department      24 

   



 vi. National debt interest          10 

 vii. Current transfers from Abroad        09 

 viii. Savings of non-departmental public enterprises 

 ix. Income from property and entre preneurship accruing to government department 25 

 x. Depriciation         65 

 xi.  Net factor income from abroad              (–) 15 
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           Marking Scheme.(4) 

1. Income decreases and price of both goods remain same.    (1) 

2. Demand Curve is rectangular hyperbola      
 (1) 

 

 

 

 

 

 

 

 

 

 

            

3. PPC will shift downwards to left.        (1) 

4. As consumer increases consumtion of a good the Marginal Utility of consuming everynext unit 
goes on decreasing        (1) 

5. Supply decreases so supply curve shifts upwards to left.    (1)  
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             (1) 

6. Demand Curve is downword sloping due to:- 

 (a) Income effect 

 (b) Substitution effect 

 (c) Law of Diminishing marginal utility                   ½ x 3 = 1 ½ for points 

 (d) change in number of consumers                     ½ x 3 = 1 ½ for explanation 

 (Any Three) 

7. Indifference curve is convex to the origin because:  

 - MRS diminishes i.e. slop of IC diminishes: 

 - As consumption of one good increases sacrifice of other good goes on decreasing,  
 because consumer will want to sacrifice less amount o scarce good. 

8. (i) Nornative, As this is suggesting what should be done 

 (ii) Positive , As this is stating facts              1½+1½    (3) 

9. Q  AFC  MC  TC  TVC  TFC 

 1  60/1=60 12  82-10=72 72-60=12 60 

 2  30  10  82  12+10=22 60 

 3  20  8  60+30=90 22+8=30 60 

 4  60/4 15 99-90=9 99    60 

 5  12  10  109    60 

 (Hint:   MC1= TVC1= 12    )                                                                                 ½x 6 =3 

 

10. c=-{(∆Q/Q)/((∆P/P)x 100}x100                  ½ 

 -1 = {(∆Q/Q)/10)} x 100                 ½ 

(∆Q/Q)x100= 10 



 (∆Q/60) x 100 = 10 

 ∆Q = 6          (1) 

 

 Quantity demanded after price fall = Q +  = 60+6 = 66 Units    (1)
       OR 

 Price  Quantity demanded  Total Expenditure (TE) 

 5   20    100 

 6   10      60     (1) 

 With price increase from Rs 5 to 6 TE decreases from 100 to 60. As there is inverse-
 relation bettween Price & TE demand is elastic.      (2) 

11. (a) In Monopolistic competiton there are many seller & in   Monopoly one  seller so change in 
price of good by Monopolistic competitor causes greater percentage change in quantity 
demanded as buyers move to other sellers. 

 (b) In Monopolistic competiton close substitutes are there - Monopoly no substutute. Or  any 
other Reason       1 x 2 = 2 for feature 

              1 x 2 = 2 for  Explantion 

12.  Due to favourable change in taste & preference  

 . Demand in creases         (1) 

 . Excess Demand occurs at original equilibrium price     (1) 

 . Some Buyers will be willing to pay higher price to obtain goods so price increases, 
 demand will decrease, supply will increase.      (1) 

 . A’bove process will contnue till consumer reaches new equilibrium when   D= S (1) 

      OR 

    .If Price of inputs increases supply decreases  

 .Excess Demand occurs at original equilibrium price      
 (Rest of answer in same as above) 

13.  State law           (1) 

 Explanation of 3 phases     1 x 3 

14.  (Answer in CBSE Sample Paper 2010) 

15. Definition of producers equilibrium       (1) 



Cost

AC

AVC

AFC

    O

   AFC

AC

AVC

Q         Q1 2

 Conditions of producers equilibrium.        

 1. MR = MC,  maximum profit        (2) 

 2. MC > MR after point of equilibrium and profits decline Explanation   (3)
  Explanation: 

 - Disequilibrium at output levels where 

 (a) MC > MR          as there are losses 

 (b) MC < MR          Profits occur but are less than maximum 

 (c) MC = MR, but on increasing output profits starts as MC < MR 

16. Two marks for diagram, 

 (4) marks for relation.  

 - AC = AVC + AFC 

 - on increasing output from O to OQ1 

   AVC, AFC & AC decrease, AVC reaches 

 minimum point 

 - From output OQ1  to OQ2 

 increase in AVC is less than decrase in 

 AFC so AC decreases AC reaches minimum 

 point. 

 - Beyond output OQ2, decrease in AFC is less  

 than increase in AVC so AC increases.  

 

     Section   B. 

 

17.  Indian currency depreciated.     hb   (1) 

18. -7000 = x - 5000 

  x  = - 2000           (1) 

19. Flexible exchange rate is the exchange rate determind by interaction of forces of demand and 
supply of foreign exchange.  



20. Exchange rate is allowed to float freely but when required monetary authority interferes  and 
controls the exchange rate by buying or selling foreign exchange. 

21. It is excess of revenue expenditure over revenue receipts 

 Revenue deficit = Revenue Expenditure - Revenue Receipts. 

 or Revenue dificit = Tax Revenue + Nontax revenue - Revenue Receipts. 

22. (a) As no income in earned in return for these services.    (2) 

 (b) As no flow of goods and services occurs not are any factors of production used. 
 Subsidies are simply transfer payments made by government.   (2) 

23. (i) Revenue Receipts, These are tax revenue, these are Direct taxes. These neither  create 
liabilities  nor reduce assets. 

 (ii) Revenue Receipts- These are non tax revenue and do not create liability nor reduce  
 assets 

 (iii) Capital Receipts - As these reduce assets of goverment.  ½ x 3 for categorising 
              ½x 3 for reasons 

24. If number of tourists coming to India increases 

 . Supply of foreign exchange increases 

 . Excess supply of foreign exchange occurs 

 . So price of foreign exchange declines Indian Rupee appreciates. 

. Foreign exchange rate declines so its demend increeses and  supply decreases till new 
equilibrium rate is established where Demand = Supply for foreign exchange. 

25. Definition 1 x 2 = 2 

           Two items of each 1/4 x 4 = 1  

25. Gross fixed capital formation = (v) - (i) - (ii) + (iii) - (vi) + (vii)    (1) 

 Gross fixed capital formation = 2500- 1000 - 500 + 50 - 200 + 300           1 ½  

 Gross fixed capital formation = 1150              ½  

      OR 

 Operating surplus = (i) + (iv) - (ii) - (iii)       (1) 

               OS = 1620 + 20 - 600 - 700      (1) 

                          OS  = 340         (1) 

26.  Any three   ½ x 3 = 1 ½  for points 



    ½  x 3 = 1 ½  for explanation 

27. - does banking business of govt 

 - Advisor to govt 

- - agent to govt 

     OR 

 Banker to Bank 

 - controller, superviser 

 - lander of last resort 

 - clearing house to bankes 

 To be evaluated as a whole. 

28. For Answer refer to the notes 

 ( To be evaluated as a whole) 

29. Definition   1 mark 

 Any two implication          ½ x2 = 1 for implication 

               1 x 2 = 2 for explanation. 

30. 1/2 x 1 = 1 for equation of consumption & saving curve 

 Table  2 marks 

 Explanation  3 marks. 

31. Diagram 2 marks 

 Explanation 2 marks 

 Measure for correction 2 marks. 

     Or 

 (a)  S = -200+0.25 x 2000         (1) 

        S = 300            ½ 

         I = S = 300           ½ 

 (b) c = 1-0.25=0.75          (2) 

 (c) k=1/1-0.75= 4          (2) 



32. (a) Private Income = (i) - (viii) - (ix) - (xi) + (vii) + (v) + (vi)    (1) 

 Private Income = 900 - 3 - 25 - 15 + 9 + 24 + 10      ½ 

 Private income = 900          ½ 

 (b) Personal disposable income = Private income - (iii) - (iv) - (ii)                            (1) 

       Personal disposable income = 900 - 9 - 16 - 25  = 850     ½ 

 (c) GNPfc = (i) + x + (-) xi 

       GNPfc = (i) + (x) - (xi)         (1) 

       GNPfc = 900 + 65 - 15          ½ 

       GNPfc = 950           ½ 



SAMPLE PAPER - (V) 

 

PART - A   (MICRO ECONOMICS) 

 

1. What is supply schedule?         1 

 

2. Define production function.         1 

 

3. What is the relationship between AR & MR in Monopoly?     1 

 

4. Define normal goods.          1 

 

5. Define opportunity cost.         1 

 

 

6. What is utility? statel the law of diminishing marginal utility?    1+2 

 

7. What is micro Economics give two examples.      1+2 

 

8. Explain any two determinants of supply of commodiny.         1½+1½ 

 

 

9. Complete the following table :         3 

 Output  0  1  2  3  4 

 TC   80  180  270  350  440 

 AVC   -  -  -  -  - 

 MC   -  -  -  -  - 



 

10. Expalin the effcet of technical progres on supply of ergood.    3 

 Explain the effcet of rise in input prices on supply of a good. 

11.  Explain the condition leading to maximisatiion of profits by a producer. use total cost and total 
revenue approach.        4 

 

12.  When price of a good rises from Rs. 5 per unit to Rs. 6 per unit, its demand falls from 20 units 
to 10 units. Compare exependiture on the good to deternine whether demand is elastic or 
inclastic.         4 

 

  The Quantity demanded of a comnodity at a price of Rs. 10 per unit is 40 units, its price 
elashcity of demand is 2. Its price falls by Rs.2 per unit calculate its quantity demanded at the 
new price. 

 

13.  Distingwish between fixed cost and variable cost and give two-two example each.   4 

 

14.  Draw a straight line demand curve, mark the elasticities at different points on the demand 
curve. Explain with the help of formula.         6 

 

15.  How are the equilibrium price and quantity affected, when both demand and supply curve 
shifted to rightwards? 

 

  How does a consumer reach equilibrium position when he is buying only one commodity? 
Explain with the help of marginal utility schedule? 

 

16.  Explain the law of varitable proportion through the behaviour of both TP and MP give 
reasons. 

SECTION  - B 

 

 

17.  Give meaning of involuntary unemployement.      1 



 

18.  Define inflatronary gap.         1 

 

19.  Name any two invisible items of current accounts of balance of payments. 1 

 

20.  Define fiexible exchange rate system.       1 

 

21.  State any one objective of goverment budget.      1 

 

22.  Calculate 'value of output' from the following data :     3 

  

           (Rs.Inlakh) 

  (i) Net value added at FC      100 

  (ii) Intermediate consumption      75  

  (iii) Excise duty.        20 

  (iv) Subsidy        53 

  (v) Depreciation        10 

 

 

23.  When exchange rate of fereign currency rises its supply rises How? Explain. 3 

24.  State components of current account of balance of payment account. 

 

 

25.  What is bank rate policy? How does it work as a method of creadit control? 

OR    

  What are open market operations How do these work as a method of credit control? 

 



26.  Give meaning of capital receipts and revenue reciepts with an example of each. 3 

 

27.  In an economy, the level of income is Rs. 2000 and MPC is .75 calculate total increase in 
income, if investment increases by Rs. 200 crore?   4 

 

28.  What is fiscal defecit? what are its implications? 

 

29.  Describle any one function of central bank. 

 

OR   
  Explain the 'medium of exchange' function of money.    4 

 

30.  Explain the value added method of estimating national income with the help of a suitable 
example.          6 

 

OR   

  Distinguish between : 

  (1) Domestic product and National product. 

  (2) Intermediate goods and final goods. 

  (3) Factor income and transfer income. 

31.  Give reasons expalin how the following are treated while estimating national income.6 

 

  (i) Payment of fees to a lawyer engaged by a firm. 

  (ii) Rent free house to an employee by an employer. 

  (iii) Purchased by fereign tourists. 

32.  Calculate NDP at FC and Gross National Disposable income from the following data. 

            (Rs. in crores) 

          

  (i) Net current transfers from abroad.     (–)5 



 

  (ii) Private final consumption expenditure     250 

  (iii) Net facter income from abroad.      15 

  (iv) Govt. Final consumption expenditure     50 

  (v) Consumption of fixed capital      25 

  (vi) Net exports         (–)10 

  (vii) Subsidies         10 

  (viii) Net domestic capital formation      30 

  (ix) Indirect tax         20 



     MARKING SCHEME - 5  

  

1. A statement in the table showing different quantities of commodity which a firm is  

 ready to sell at different prices during a period at time.  

2. The functional relationship between physical inputs and physical output of a firm with 

 given technology is called production function.  

3 Under monopoly MR < AR.  

4. When rise in income leads to rise in demand for a good, that good is called a  

 normal good. 

5.  Opportunity cost of an activity (or good) is equal to the value of the next best  

 alternative foregone.  

6. Utility is the power or capacity of a commodity to satisfy a human want.  

 The law states’ as more and more units of acommodity are consumed, marginal  

 utility, derived from each successive unit goes on falling.  

7.  It is that part of economic theory which deals with the individual parts of the economic  

 systems like individual households, individual firms etc.   

8. (i)   Change in technology of production.  

 (i)   Change in prices of inputs/factors.  

 (iii) Change in excise duty rate.  

 (iv)  Change in prices of other related goods.  

    (any two with brief explanation).  

 

9.  Output            TC  AVC  MC  

     0   80     -     - 

     1            180   100  100 

     2             270     95    90 

     3            350     90    80 



Max
Profit

TCTR /

q3q2q1

A

T
P

B
N

TR

TC
Y

Output

A brief Explation

X

     4            440     90    90 

10. Supply of a good will increase leading to a rightward shift in supply curve.  

        (A brief explanation)  

 

     OR  

 Supply of a good will decrease leading to a leftward shift in supply curve.  

        (A brief explanation)  

11.  Difference between TR and TC is maximum.  

 

 

 

 

 

 

 

 

 

 

 

 

 

 

12.  P.   D.   Exp.  

 5  20  100 

 6  10    60  ed > 1     Demand’s elastic 

              OR  

 P Q  ed = (∆Q/∆P)xP/Q 



Price

Quantity DemandedO

E

A

C  = a
D

C  > 1
D

C  = 1
D

C  < 1
D

C  = 0
D

B

C

P X

 10 40 

 8 ?  2 = (∆Q/∆2)x10/40 

 ed  =   2 

  ∆P= 2  2 = ∆Q/∆8 

  ∆P= 2 x 8 = 16 

 Q1  = Q  + ∆P 

        =  40  + 16 

        =  56 Units 

13.  FC        VC  

 1. FC do not increase or decrease       1. VC changes with changes in the level  

     with increase or decrease in level             of output.  

     of output.  

 2. FC can never be zero even when         2. VC is zero when production is stopped. 

     production is stopped.  

     e.g.:- rent of factory, building, salaries        e.g.:- cost of raw material, wages of  

     of permanent employees.    temporary labour.  

 

14.  Elasticity at any point on st. line demand curve is worked out by dividing lower  

 portion of the demand curve with upper portion of the demand curve.  

 eD at point B = BD  = 1 like wise for every point.  

       BE  
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15.  (i)  Shift in Demand Curve is more than shift in Supply Curve.  

 

 

        
   Equi. price & Equi. quantity   
     both increases.  

 

 

 

 

 (ii)  Shift in Demand Curve is less than shift in Supply Curve. 

 

 

         
           Equi. price falls & Equi. quantity  

    increases. 

 

 

 

 

 

 



P

S
S1

S1

S

D

D

D1

D1

Q1Q

 

 (iii) Shift in Both Curve is in equal proportion.  

         

     

     Equi. price remains same Equi.  

   quantity increases.  

 

 

 

 

 

 

 

 

 

 

 

     OR  

15. Consumer’s equilibrium is attained when marginal utility of commodity in money  

 terms is equal to its price.  

    MUn   =  Px 

 

 Units of   MU  MU in terms of      Price of    

 Oranges    (Utils)   money  (Rs.       Orange (Rs.)    (Rs.)  

 consumed    MU of orange ÷ MU of Re)      
      1     10   5 (= 10 ÷ 2              1       4 

       2      8       4          1       3 



Y

O
Q1 Q2

TP
P 

/ M
P

P

TPP

M

N

MPP

X

I

II

III

       3      5      2.5          1      1.5 

       4      2       1          1        0 

       5      1       0.5          1     -0.5 

 

 MU in terms of money becomes equal to its price at 4th unit.  Thus it is equilibrium  

 level of consumption.  

 

 

16.  The law states if more and more units of a variable factor are employed with fixed  

 factors, total physical product (TPP) increases at an increasing rate in the beginning,  

 then increases at diminishing rate  and finally starts falling.   In terms of MPP if  
 quantities of a certain variable factor are increased while quantities of other factors  

 are fixed.   MPP first increases then falls but remains positive and finally becomes  

 negative.  

 

 

 

 

 

 

 

 

 

 

 

 

 

17.  Situation in which all able persons who are willing to work at prevailing wage rate  



 cannot get work.  

18.  The amount by which the actual aggregate demand exceeds aggregate supply at  

 the level of full employment.  

19.  (i) Services like shipping, (ii) banking (iii) investment income etc.  

20. The rate which is determined by forces of supply and demand in the foreign  

 exchange market.  

21. (i)   Economic growth.  

 (ii)  Reduction of Poverty and Unemployment.  

 (iii) Reallocation of Resources.  

     (any one) 

22. Value of output = Net value added at Fc   &  

 Intermediate consumption + NIT (Indirect  tax subsidy) + Depreciation  

   = 100 + 75 + (20 - 5) + 10  

   =  200 Lakh Rs.  

 

23.  A rise in foreign exchange rate makes home country’s goods cheaper to foreigners.  

 As a result demand for Indian goods increase leading to increase in India’s exports.  

 This brings  a greater supply of foreign exchange.  

24. (a) Export and import of goods.  

 (b) Export and import of non-factor services like shipping, banking.  

 (c) Unilateral transfers, and  

 (d) Export and import of factor services like investment in land, bonds, abroad.  

25.  Bank rate is the rate of interest at which Central Bank lends to commercial banks.  

 By raising the bank rate central bank raises the cost of borrowing.  This forces the  

 commercial banks to raise in turn the rate of interest from the public.  As lending  

 rate rises, demand for loans for investment and other purposes falls.  Thus increase 

 in bank rate adversely affects credit creation by commercial banks & vice-versa.  



 

      OR  

 These refer to buying and selling of Govt. securities by Central Bank.  Sale of Govt.  

 securities to commercial banks means flow of money into central bank which reduces 

 cash reserves with the banks with the result credit availability of commercial banks  

 is curtailed.  

26. All  Govt. receipts which create liabilities or reduce assets are treated as capital  

 receipts e.g. (i) borrowings (ii) recovery of loans.  

 Receipts which neither create liabilities nor reduce assets are treated as revenue 

 receipts. e.g. income tax, custom duty etc.  

27.  K= 1/(1-MPC)         K= 1/.25,  K = 4 

K=∆Y/∆l Y= ∆Y/200 

∆Y= 800 crore. 

 

28.  Fiscal deficit = Total expenditure - Revenue receipts - Non debt capital receipts  

 Implications :  

 (i)   Borrowing creates problems of not only payment of interest but also of  

 repayment of loans.  

 (ii)  High fiscal deficit generally leads to wasteful and unnecessary  exp. by the govt.  

 (iii) Payment of interest increases revenue exp. leading to higher revenue deficit 

 which in turn may lead to more borrowing. (‘debt-trap’). 

29.  Function of Central Bank  

 (1) Issue of currency  (2) Banker to Govt.  (3) Banker’s Bank and Supervisor  

 (4) Controller of Credit and Money Supply  

             (Any one with brief explanation).  

 

     OR  



 Money is accepted as means of exchange.  People exchange goods and services  

 through medium of money when they buy goods or sell products.  

30. Net value added  Fc = Value of output - Value of intermediate goods - Dep - NIT  

 NI = Net value added FC + NFIA  

         explain the steps.  

     OR    

 (i)   Goods which are used up during production process of production of other goods  

 are called intermediate goods.  Where as goods which do not undergo any further  

 transfermation in production are called final goods.  

 (ii)  Factor incomes are incomes received by factors of production for their  

 contirbution in the production process.  Where as payments which are made without  

 getting any good or service in exchange (return) are called transfer payments.  

31. (i)  Included in NI because it is remuneration for rendering productive (i.e. legal)  

 services.  

 (ii) Included because it is compensaion in kind to an employee for rendering  

 productive services.  

 (iii) It is like export of the country’s product.  Since export is a part of domestic  

 product, therefore it is accounted in estimating NI by expenditure method.  

 

32.  NDP FC  =  (ii)    +    (iv)   +    (viii)   +   (vi)   -   (ix  -  vii) 

       =  250  +     50   +     30     + (-)10 -    (20 -   10) 

       =  310  

 NNP FC  =  310   +   (iii) 

       =  310   +   15 

       =  325  

 GNDI       =   NNP fc  +  Dep  +  NIT  +  Net current transfers from abroad  

       =  325   +   25   +   10   +  (-) 5  



       =   Rs. 355 Crores.  



Sample Paper-06 

Subject - Economics 
 Class - XII 

Time-3.00 hrs Max Marks: 100 

  

General Instructions:- 

 i. All questions are compulsory in both the sections. 

 ii. Marks for questions are indicated against each. 

 iii. Questions No. 1-5 and 17-21 are very short answer questions carrying 1 mark each. They are 
required to be answered in one sentence each. 

 iv. Question No.6-10 and 22-26 are short answer questions carrying 3 marks each. Answer to 
them should not normally exceed 60 words each. 

 v. Question 11-13 and 27-29 are also short-answer questions carrying 4 marks each. Answer to 
them should not normally exceed 100 words each. 

 vi. Question No. 14-16 and 30-32 are long answer questions carrying 6 marks each. Answer to 
them should not normally exceed 100 words each. 

 vii. Answer should be brief and to the point and the above word limit be adhered to as for as 
possible. 

 

Section A  

Introductory Microeconomic Theory 

1.  What does a righward shift of PPC indicate?      1 

2.  Define marginal revenue          1 

3.  What causes downward movement along the demand curve of a commodity? 1 

4.  What is meant by price elasticity of demand?      1 

5.  When is a firm called a price taker?       1 

6.  Explain the central problem 'how to produce'? 3 

7.  The quantity supplied of a commodity at a price of Rs 8 per unit is 200 units. If price elasticity 
of supply is 2, calculate the price at which quantity supplied will be 600 units. 

8.  Given the market price of a commodity. How does a consumer decide as to how many units 
of that good to buy? Explain       3 



9.  What is the likely effect on supply of a good, when prices of inputs used in the production of 
that good increases? Explain.      3 

10.  State three features  of monopolistic competition?     3 

or   

  State three features of monopoly 
11.  A Firms  average fixed cost is Rs 10 when output is 2. Calculate average variable  cost and 

marginal cost for each given level of output.    4 

   Output  1 2 3 4 

   Total Cost  25 30 32 36 

12.  Explain any two properties of an indifference curve? 

13.  Explain total expenditure mathod of measuring elasticity of demand.  4 

14.  What are the effects of simultaneous decrease in both demand and supply of a commodity on 
it's equilibrium. price and quantity? Use diagram.   6 

15.  Explain the reasons for (i) increasing returns to factor and (ii) diminishing returns to factor? 

or 

  Explain different phases of law of variable proportion in terms of behaviour of TPP and MPP. 
Use diagram. 

16.  Explain conditions of producer's equilibrium in terms of total cost and total revenue. Use 
diagram.     6 

 
Section B 

 
17.  What is meant by balance of trade?       1 

18.  Why are subsidies treated as revenue expenditure?     1 

19.  Define 'Aggregate Supply'?        1 

20.  What is a commercial bank?        1 

21.  If average propensity to consume is .85, What is the value of average propensity to save? 

22.  From the following data about fir 'X', calculate gross value added at factor cost. 

           Rs (in thousands) 



 i. Sales   800 

 ii. Opening stock  40 

 iii. Closing stock  35 

 iv. Excise duty   10 

 v. Purchase of intermediate 350 

  product 

 vi. Subsidy   30 

 vii. Import of raw  15 

  material 

23.  What is meant by revenue deficit?      1+2 

  What are it's implications? 

24.  Explain the 'Medium of exchange' function of money.    3 

25.  Give three reasons why people desire to have foreign change?   3 

26.  Distinguish between current account and capital of balance of  payment. Give one example of 
each. 

27.  In an economy increase in investment leads to increase in national income which is twice the 
increase in investment. Calculate marginal propensity to consume? 

28.  What is meant by open market oprations? Briefly describe their effect an credit creation by 
commercial banks?        4 

29.  Categorise the following receipts into revenue receipts and capital receipts. Give reason for 
your answer.        4 

 a. Receipt from sale of shares of a public sector undertaking. 

 b. Borrowings 

 c. Profit of public sector undertaking 

 d. Interest received on loan given to other counties 

30.  How will you treat the following while estimating domestic product of India? Give reasons. 
 i. Salary to Indians working in American Embassy in India. 

 ii. Expenditure by Government on providing free education 

 iii. Rent received by Indian from his property in Singapore. 



31.  Explain the concept of underemployment equilibrium with help of a diagram. Show on the 
same diagram how additional investment expenditure will help in reaching full employment 
equilibrium? 

or 

  Explain the situation of 'deficient demand' in an economy using a diagram Suggest one fiscal 
measure to correct it. 

32.  Calculate 'National Income' and 'Private Income'? 6 

           (Rs Crores) 

 i. Net current transfers to rest of the world. 100 

 ii. Private final consumption expenditure  6000 

 iii. National dept interest    1500 

 iv. Net export      (–100) 

 v. Current transfer from Government  50 

 vi. Net domestic product at factor cost accuring 

  to government     2500 

 vii. Government final consumption expenditure 1000 

 viii. Net indirect tax     300 

 ix. Net demestic capital formation   500 

 x. Net factor income from abroad   100 

  

 

      



MARKING SCHEME - 6 

  

1. Growth of resources.          1 

2.  Addition to TR when an additional unit of the good is sold.      1 

3. Decrease in price.            1 

4.  Degree of responsiveness of quality demanded to change in price of a commodity.1 

5. When it sells at a price determined by the market.           

6.  It is the problem of choice of technology i.e. choice between ‘labour’ intensive and capital 
intensive technology.           1  

 Explanation.             2 

7.  P0  =  8   q0  =  200 

 P1  =  x   q1  =  600 

 ∆P=  x - 8   ∆q  =  400 

 Es   =   2 

 Es= (∆q/∆p) x (Po/qo)         1 

  2=(400/x-8)x(8/200)   Calculation     1½ 

   x -  8 = 8 

   x  = 16 

 so at Rs. 16 per unit Qs. will be too units. 

 

10.  Features of monopolistic competion  

 (1) Large no. of buyers and sellers  

 (2) Free entry & exit 

 (3) Product differentiation  

 (4) Selling cost   etc.           -  Any 
three          1 x 3    3  

     OR  

 Features of monopoly  



 (1) Single seller 

 (2) Restricted Entry  

 (3) Price discriminaion  

 (4) No close substitute  etc.      

  -   Any three        1 x 3    3  

 

11.  AFC at 2nd unit = 10  

 TFC = 10 x 2 = 20  

 Output  TC   TFC   TVC   AVC   MC  

     1  25    20     5     5   5 

     2  30    20    10     5   5 

     3  32    20    12     4   2  

     4  36    20    16     4   4 

     For each value of AVC  &  MC          1/2 x 8 =  4 

12. Properties of indifference curve 

 (1) Downward slopy 

 (2) Convex to origin  

 (3) Do not intersect each other  

 (4) Higher TC gives higher level of satisfaction etc.  

-  Any two with brief explanation.                   2 x 2 = 4  

13.  In total expenditure method we compare direction of change in price  

 and total expenditure to determine elasticity of demand.      1 

 Here three situations are possible.           1 x 3 = 3  

 (1)  When price and total expenditure change in same direction Ed < 1  

 (2)  When price and total expenditure change in opposite direction Ed > 2.  

 (3)  When total expenditure doesn’t change with change in price Ed = 1.  

14.  (A)  When both demand and supply decrease proportionately.  
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 When decrease in demand is equal to decrease in supply of the commodity, e.g.  

 price remains constant, equilibrium quantity decreases.  

(B)  When decrease in demand is -  

 more than decrease in supply.  
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When decrease in demand is more than decrease in supply,  

e.g. price and e.g. quantity both decrease 

(C)  When decrease in demand is less than decrease in supply.  

 

 

 

 

 

 

 

 When decrease in demand is less than decrease in supply there is decrease in 

 equilibrium quantity, but increase in equilibrium price.     2 x 3= 6  

15.   Increasing Returns to factor   

 --  Better use of fixed factor  

 --  Ideal combination of fixed and variable factor  

 --  Division of labour  

 Diminishing Returns to factor  

 --  Use of fixed factor beyond optimum level.  

 --  Lack of substitution between factors 

 -- Unsuitable ratio of variable and fixed factor  

 --  Any four with brief explanation        1 1/2 x 4=6  

16. -- A producer attains  equilibrium at that level of output at which he gets maximum profit  
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Brief explanation of diagram         (1) 
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                     Section B                              

                      



17. Balance of trade in the difference between value of exports and value of imports.     (1) 

18. Subsidies do not  lead to increase in asset  or decrease in liability of government.    (1) 

19. Aggregate supply refers to total supply of all goods and services in an economy in an 
 accounting  year                        (1) 

20. A commercial Bank is a financial institution which accepts deposits from public to pay  bank  
with interest and also gives loans.          (1) 

21. APS = 1-0.85 = .15             (1) 

22. (i) GVA fc = sales + change in stock - purchase of intermediate producut - excise duty + 
 subsidy 

 = (i) +(iii) - (ii) - (v) - (iv) + (vi) 

 = 800 +35 + 40 -350 - 10 + 30 = 435       (3) 

23. Revenue deficit is the amount by which revenue expenditure of  the government  (1)
 exceeds its revenue receipts.          
implication: 

 (i) Less resources are left for development of expenses.    (1) 

 (ii) The govt has to borrow to finance the deficit.     (1) 

 (iii) Leads to inflation in the economy. 

24. Suitable explanation 

  Refer Notes: Money & Banking.        (3)   

25. (a) To import goods and services from foreign countries/ ROW 

 (b) To purchase assets from rest of  the world 

 (c) To send gifts to ROW 

 (d) To speculate in foreign currency  

 Any three          1x3 =3 

26.  Current  account of balance of paymen i n cludes those transacation which do not  affect 
asset or liability position of the economy.                1 ½ x 2 

Ex. Export and Import of goods. Unilateral transfer Capital account of balance of payment  
includes those transactions. Which affect asset  or liability position of  the economy. 

 Ex. Sale Purchase of asset in ROW  by residents of home country    
   Any other suitable ex. 



27. ∆Y= 2∆l 

  ∆Y/∆l =2 

  multiplier K = 2= 1/(1- MPC) 

  1-MPC = ½ 

  MPC= ½=0.5  

     

28. Open market operations refer to sale and purchase of govt .security in open market    . 

 When commercial banks purchase security from RBI, their credit creation capacity  

 decreases. When commercial banks sell securities their credit creation capacity   

 increases.        1 ½ x   2 = 3 

29. (a) Capital receipts as it decreases assets of the government.   1 

 (b) Borrowings -- Capital receipts as it increases liability of the govt.   1 

 (c) profit ---- Revenue receipt as it neither increases liability nor decreases assets of  the 
govt.           1 

 (d) Revenue receipt --- neither decrease asset nor increase liability.   1 

30. (i) Not inclded, as income is generated in domestic territory of  America. 

 (ii) Included as part of govt.  final consumption expenditure. 

 (iii) Not included, as income  is generated in domestic territory of  singapore. 

         2 marks each 2 x 3 = 6 

31. Under empolyment equilibrium is a situation when  AD of the economy is equal AS of   the 
economy at a level of output less than full employmet output   1 
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Explanation            3 

32. National Income 

 = (ii) + (vii) + (ix) + (iv) - (viii) + (x) 

 = 6000 + 1000+ 500 + (-100) - 300 + 100 

 = 7,200           3 

 Private Income 

 = National Income - (vi) - (i) + (iii) +(v) 

 = 7,200 - 2500 - 100 + 1500 +50 

 = 6,150     3 

 

     

 

 


