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Class-XII 

Paper One 3 Hours 
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Part-A: Introductory Macroeconomics 

1. National Income and Related Aggregates 

2. Money and Banking 

3. Determination of Income and Employment 

4. Government Budget and the Economy 

5. Balance of Payments 

Part-B: Indian Economic Development 

6. Development Experience (1947-90) 

and Economic Reforms since 1991 

7. Current Challenges facing Indian Economy 
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PART-A: INTRODUCTORY MACROECONOMICS 

U nit-1: National Income and Related Aggregates (28 Periods) 

What is Macroeconomics? 

Basic concepts in macroeconomics: consumption goods, capital goods, final 

goods, intermediate goods; stocks and flows; gross investment and 

depreciation. 

Circular flow of income (two sector model); Methods of calculating National 

Income-Value Added or Product method, Expenditure method, Income 

method. 

Aggregates related to National Income: 

Gross National Product (GNP), Net National Product (NNP), Gross and Net 
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Domestic Product (GDP and NDP)-at market price, at factor cost; Real and 

Nominal GDP. 

GDP and Welfare. 

Unit-2: Money and Banking (15 Periods) 

Money-meaning and supply of money-Currency held by the public and net 

demand deposits held by commercial banks. 

Money creation by the commercial banking system. 

Central bank and its functions ( example of the Reserve Bank oflndia): Bank of 

issue, Government Bank, Banker's Bank, Control of Credit through Bank Rate, 

CRR, SLR, Repo Rate and Reverse Repo Rate, Open Market Operations, Margin 

requirement. 

Unit-3: Determination oflncome and Employment 

Aggregate demand and its components. 

(27 Periods) 

Propensity to consume and propensity to save ( average and marginal). 

Short-run equilibrium output; investment multiplier and its mechanism. 

Meaning of full employment and involuntary unemployment. 

Problems of excess demand and deficient demand; measures to correct 

them-changes in government spending, taxes and money supply. 

Unit-4: Government Budget and the Economy (15 Periods) 

Government budget-meaning, objectives and components. 

Classification of receipts-revenue receipts and capital receipts; classification of 

expenditure-revenue expenditure and capital expenditure. 

Measures of government deficit-revenue deficit, fiscal deficit, primary 

deficit-their meaning. 

Unit-5: Balance of Payments ( 15 Periods) 

Balance of payments account-meaning and components; balance of payments 

deficit-meaning. 

Foreign exchange rate-meaning of fixed and flexible rates and managed 

floating. 

Determination of exchange rate in a free market. 
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PART-B: INDIAN ECONOMIC DEVELOPMENT 

Unit-6: Development Experience (1947-90) and 

Economic Reforms since 1991 (28 Periods) 

A brief introduction of the state oflndian economy on the eve of independence. 

Common goals of Five Year Plans. 

Main features, problems and policies of agriculture (institutional aspects and 

new agricultural strategy, etc.), industry (industrial licensing, etc.) and foreign 

trade. 

Economic Reforms since 1991: 

Features and appraisals of liberalisation, globalisation and privatisation (LPG 

policy); Concepts of demonetization and GST. 

Unit-7: Current Challenges facing Indian Economy ( 60 Periods) 

Poverty-absolute and relative; Main programmes for poverty alleviation: A 

critical assessment. 

Rural Development: Key issues-credit and marketing-role of cooperatives; 

agricultural diversification; alternative farming-organic farming. 

Human Capital Formation: How people become resource; Role of human 

capital in economic development; Growth ofEducation Sector in India. 

Employment: Formal and informal growth; problems and policies. 

Infrastructure: Meaning and Types: Case Studies: Energy and Health: Problems 

and Policies-A critical assessment. 

Sustainable Economic Development: Meaning, Effects of Economic 

Development on Resources and Environment, including global warming. 

Unit-8: Development Experience oflndia

A Comparison with Neighbours 

India and Pakistan 

India and China 

( 12 Periods) 

Issues: growth, population, sectoral development and other Human 

Development Indicators. 
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Design of Question Paper 
Central Board of Secondary Education, Delhi 

Economics 

Class XII 

Duration: 3 Hours 

s. Typology of 
No. Questions 

1. Remembering: 
Exhibit memory of previously 
learned material by recalling 
facts, terms, basic concepts, 
and answers. 

2. Understanding: 
Demonstrate understanding 
of facts and ideas by 
organizing, comparing, 
translating, interpreting, 
giving descriptions, and 
stating main ideas. 

3. Applying: 
Solve problems to new 
situations by applying acquired 
knowledge, facts, techniques 
and rules in a different way. 

4. Analysing and Evaluating: 
Examine and break information 
into parts by identifying 
motives or causes. Make 
inferences and find evidence 
to support generalizations. 

Present and defend opinions 
by making judgments about 
information, validity of ideas, 
or quality of work based on 
a set of criteria. 
Creating: Compile information 
together in a different way 
by combining elements in a 
new pattern or proposing 
alternative solutions. 

Total 

Objective Short 
Type/MCQ Answer I 

I Mark 3 Marks 

5 1 

5 1 

5 1 

5 1 

20xl=20 4 X 3 = 12 

Short II 
Answer II 
4 Marks 

2 

2 

1 

1 

6 X 4= 24 

Theory: 80 Marks 

Project: 20 Marks 

Long Marks 
Answer 
6 Marks 

1 22 

1 22 

1 18 

1 18 

4x 6= 24 80 (34) 

Note: There will be Internal Choices in questions of I mark, 3 marks, 4 marks and 6 marks in both sections (A & B). 

In all, total 8 internal choices. 
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• Meaning of Macroeconomics 

• How Macroeconomics Differs from Microeconomics? ,, 
• Scope and Significance of Macroeconomics 

I. MEANING OF MACROECONOMICS 

The term Macro in English has its origin in the Greek term Makros 

which means Large. In the context of macroeconomics, 'large' means 

economy as a whole. Thus, macroeconomics is defined as that branch 
of economics which studies economic issues or economic problems at 
the level of an economy as a whole. It studies such economic questions 

that concern the welfare of all residents of a country. These questions 
are like of employment for the residents, growth of output in the 

economy, the problem of price rise (called inflation) or the problem 

of depression (lack of demand for goods and services across different 
sectors of the economy) and so on. Macroeconomics also studies how 

government can improve the state of economy of a country. 

I 
In the words of M.H. Spencer, "Macroeconomics is concerned with the economy as a whole or 
large segments of it. In macroeconomics, attention is focused on such problems as the level of 
unemployment, the rate of inflation, the nation's total output and other matters of economy-wide 
significance." 

2. HOW MACROECONOMICS DIFFERS 

FROM MICROECONOMICS? 

You have already studied microeconomics at +1 level. Now that you 
have understood the meaning of macroeconomics, you can draw a 

distinction between micro and macro economics, as under: 

3 



Macroeconomic 

Variables 

Macroeconomic variables 
are those economic 
variables which are studied 
at the level of economy as 
a whole. These variables 
are important components 
of the subject matter of 
macroeconomics. 

The important ones are: 

• Level of employment in 

the economy, 

• National income, 

• Aggregate demand, 

• Aggregate supply, 

• Consumption 

expenditure in the 

economy, and 

• Investment expenditure 

in the economy. 

(I) Basis of the Study 

Microeconomics studies problems of scarcity and choice at the level 

of an individual, a household, a firm or an industry. 

Macroeconomics studies problems of scarcity and choice at the level 

of an economy as a whole. 

Illustration 

Microeconomics studies how a consumer exercises his choice of goods 

and services so that he maximises his satisfaction with a given income. 

Macroeconomics studies how the national resources are used (for the 

production of defence goods or consumer goods) so that the welfare 

of all the residents is maximised. 

(2) Economic Variables 

Microeconomics uses microeconomic variables such as consumer's 

demand or producer's supply. 

Macroeconomics, on the other hand, uses macroeconomic variables 

such as aggregate demand (referring to demand for all the goods and 

services in the economy) and aggregate supply (referring to supply of 

all the goods and services in the economy). 

(3) Economic Agents 

Economic agents refer to the individuals and institutions who take 

economic decisions. Individual economic agents include consumers 

and producers. They focus on the maximisation of personal gains. 

Institutional economic units include state or statutory bodies [like 

RBI (Reserve Bank of India), SEBI (Securities and Exchange Board of 

India) and TRAI (Telecom Regulatory Authority of India)]. They focus 

on the maximisation of social welfare. At the micro level, economic 

decisions are taken largely by the individual economic agents, while at 

the macro level institutional agents play a significant role. 

(4) Degree of Aggregation 

In microeconomics, there is a limited degree of aggregation of 

economic variables, compared to macroeconomics. 

Illustration 

Microeconomics studies equilibrium of an industry; it is an aggregation 

of all the firms producing a particular commodity. 

Macroeconomics studies equilibrium of the economy as a whole; it is 

an aggregation of all economic units in the economy. 

4 Introductory Macroeconomics 
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However, important it is to note that with a view to examine structural 

change in the economy, macroeconomics also studies the level of 

economic activity in agricultural sector, industrial sector and services 

sector, separately. 

(5) Different Set of Assumptions 

Microeconomics and macroeconomics are based on a different set 

of assumptions. Certain variables are assumed to be constant in 

microeconomics, whereas they are assumed to be changing in macro; 

similarly, certain variables that are assumed to be constant in macro 

are assumed to be changing in microeconomics. 

Illustration 

In microeconomics, total output and employment are taken as 

constant while these are important variables in macroeconomics. 

In macroeconomics, distribution of output/income is taken as 

constant, while it is an important variable in microeconomics. 

( 6) Central Issue 

Allocation of resources is the central issue in microeconomics. 

Determination of the overall level of output (and employment) is the 

central issue in macroeconomics. 

(7) Method of Study 

Method of study in macroeconomics is often described as 'general 

equilibrium analysis'. On the other hand, method of study in 

microeconomics is often described as 'partial equilibrium analysis'. 

t>TS 
Q. Distinguish between partial equilibrium and general equilibrium. 

Ans. Partial equilibrium refers to equilibrium in one market (say, commodity market) on the 
assumption that there is no change in other markets (like labour market or capital market). 
General equilibrium refers to simultaneous equilibrium in all the markets in the economy. Partial 
equilibrium is the method of study in microeconomics. General equilibrium is the method of 
study in macroeconomics. 

(8) Micro-Macro Paradox 

What is logical at the micro level may not be logical at the macro level. 

Illustration 

- If an individual saves more, he adds to his future prosperity. 

Introduction 5 



t>TS 

- If all the people in an economy save more (and spend less), demand 
for goods and services may decline. Consequently, investment may 
decline; production and employment level may fall. The economy 
will be driven towards future poverty rather than prosperity. 

Q. Is saving a virtue or a vice? 

Ans. From the viewpoint of an individual, saving is a virtue. He can deposit his savings in a bank and can 
earn a regular income. But, from the viewpoint of the economy as a whole, saving may prove to be 
a vice. When everybody saves more, expenditure tends to decline. It causes a decline in aggregate 
demand. A fall in aggregate demand causes a fall in investment. Implying a fall in production and a 
fall in the level of employment. The economy may be driven into the state of depression. 

3. SCOPE AND SIGNIFICANCE OF 

MACROECONOMICS 

Scope 

Scope of macroeconomics refers to the field of study ( or area of 

study) of macroeconomics. It includes the following leading issues (in 

accordance with the CBSE syllabus for the +2 graders): 

(1) Estimation of National income and Related Aggregates: 

Macroeconomics starts with the concept of national income. It 

deals with the definition and estimation of national income and 
its related aggregates like GDP (Gross Domestic Product) and 
NDP (Net Domestic Product). 

(2) Theory of Employment: Macroeconomics studies the theories 
related to employment (or unemployment) in the economy. 
Keynesian theory of employment is of notable significance in this 
context. It explains the causes of unemployment, and suggests 
the possible remedies to combat it. 

(3) Theory of Money: Creation of money (or creation of credit) by the 
commercial banks is an important component of macroeconomics. 
Linked to it, is the role of Central Bank of a country (RBI in India) 
in regulating the supply of money in the economy. 

( 4) Theory of General Price Level-Inflationary and Deflationary Gaps: 

This is yet another significant component of macroeconomics. 
It reveals the trend path of the general price level leading to 
inflationary and deflationary gaps in the economy. 

(5) Role of the Government (or Government Budget): 

Macroeconomics studies how government budget impacts the 
level of economic activity in the economy. 

6 Introductory Macroeconomics 
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(6) Exchange Rate and Balance of Payments: Determination of 
exchange rate and the way it is managed (in the international 
money market) is an important element of the scope of 
macroeconomics. 

Briefly, as a specialised branch of economics, macroeconomics focuses 
on such issues which explain (i) how an economy functions, and (ii) how 
can it be managed (or regulated), so that social welfare is maximised. 

Significance 

The following observations highlight the significance of macroeconomics: 

(1) Description of the Economy: Macroeconomics offers a deep 
description of the economy. 

• Estimation of national income (across different sectors) reveals 
the nature and level of economic activity in the economy. 

• Study of unemployment reveals the magnitude of the problem 
and the way it can be handled. 

• Government budget reveals the way economy is regulated 
by the government. 

(2) Roadmap of Growth and Development: Macroeconomics 
offers a roadmap of growth and development. Programmes and 
policies of economic growth are drawn by assessing the needs 
and means of the economy. 

(3) Economic Stability: Study of macroeconomics helps achieve 
economic stability. This is achieved through appropriate monetary 
policy (pursued by the Central Bank of the country) and fiscal 
policy/budgetary policy (pursued by the government). 

(4) BoP (Balance of Payments) Status: BoP status of a country 
reveals performance of the economy in relation to rest of the 
world. Balance of trade (Export and Import) shows our capacity 
to export and compulsion to import. 

(5) Problems of Poverty and Environmental Pollution: Macroeconomics 
offers insights into the problems of poverty and environmental 
pollution. It is by using macro-models that these problems are 
addressed. 

(6) Policy Formulation: Information relating to macroeconomic 
variables (like aggregate demand, aggregate supply, total 
consumption and investment expenditure in the economy, 
output across different sectors of the economy and the like) is 
extremely useful in the formulation of policies for the growth and 
development of the country. 
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Emerging challenges of the economy become evident only 

through macroeconomic data. 

In short, we can say that the knowledge of macroeconomic variables 

and macroeconomic models is extremely essential in understanding 

the performance of the economy, as well as in the formulation of 

policies and programmes for its growth and development. 

Power Points & Revision Window ------------

Macroeconomics is that branch of economics which studies economic problems (or economic issues) at 
the level of economy as a whole. 

Microeconomics as different from Macroeconomics j ! Microeconomics deals with the problem of choice and scarcity at the 
individual level, while macroeconomics does it at the level of economy as a 
whole. 

Microeconomics uses microeconomic variables (like consumer's demand and 
producer's supply}, while macroeconomics uses macroeconomic variables (like 
AD and AS}. 

Microeconomics involves lesser degree of aggregation than the macroeconomics. 

Microeconomics and macroeconomics are based on different set of assumptions. 

Allocation of resources is the central issue in microeconomics, while in macroeconomics the central 
issue is the determination of national income and employment. 

What is ideal at the micro level (like, saving by an individual) may not be ideal at the level of an economy 
as a whole. 

Scope and Significance of Macroeconomics j ! Scope: (i) Estimation of national income and related aggregates, (ii) Theory of employment, (iii) Theory 
of money, (iv) Theory of general price level: inflationary and deflationary gaps, (v) Role of the 
government (or government budget}, (vi) Exchange rate and balance of payments. 

Significance: (i) Description of the economy, (ii) Roadmap of growth and development, (iii) Economic 
stability, (iv) BoP (Balance of Payments) status, (v) Problems of poverty and environmental pollution, 
(vi) Policy formulation. 

rEXERCISEj 
1. Objective Type Questions (Remembering & Understanding based Questions) 

A. Multiple Choice Questions 

Choose the correct option: 

1. Macroeconomics is concerned with: 
(a) the level of output of goods and services in the economy 

(b) the general level of prices 

(c) GDP growth 

(d) all of these 
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2. Study of general price level is a subject matter of: 

3. 

4. 

(a) microeconomics (b) macroeconomics 

(c) both (a) and (b) (d) none of these 

Aggregation is involved in: 
(a) microeconomics (b) macroeconomics 

(c) both (a) and (b) (d) none of these 

Economic agents include: 
(a) government (b) consumers 

(c) producers (d) all of these 

5. Which of the following statements is associated with general equilibrium analysis? 
(a) Equilibrium in the market of gold ornaments 

(b) Equilibrium across all markets in the economy 

(c) Equilibrium price of a good in the competitive market 

(d) None of these 

Answers 

1. (d) 2. (b) 3. (c) 4. (d) 5. (b) 

B. Fill in the Blanks 

Choose appropriate word and fill in the blank: 

1. Aggregate demand is not a variable. (micro/macro) 

2. is related to the economy as a whole. (Microeconomics/Macroeconomics) 

3. Study of price behaviour in India will come under the preview of 

(microeconomics/macroeconomics) 

4. Monetary and fiscal policies of the government are a part of 

5. From the viewpoint of economy, saving leads to 

6. Allocation of resources is the central issue in 

7. Determination of overall level of output is the central issue in 

Answers 

analysis. 

(microeconomic/macroeconomic) 

in aggregate demand. (rise/fall) 

. (microeconomics/macroeconomics) 

(microeconomics/macroeconomics) 

1. micro 

5. fall 

2. Macroeconomics 

6. microeconomics 

3. macroeconomics 

7. macroeconomics 

4. macroeconomic 

C. True or False 

State whether the following statements are True or False: 
1. Microeconomics studies the problem of scarcity and choice at the level of 

economy as a whole. 

2. General equilibrium relates to macroeconomics. 

3. Output of a firm is not a macro variable. 

4. Aggregation is involved only in macroeconomics. 

(True/False) 

(True/False) 

(True/False) 

(True/False) 
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5. If an individual saves more, he adds to his future prosperity. However, 
if an economy saves more, it may be driven towards future poverty. 

6. What is logical at the macro level may not be true at the micro level. 

7. A profit-maximising firm is not an economic agent. 

Answers 

1. False 2. True 3. True 4. False 5. True 6. True 7. False 

D. Matching the Correct Statements 

(True/False) 

(True/False) 

(True/False) 

I. From the set of statements given in Column I and Column II, choose the correct pair of statements: 

Column I Column II 

(a) General equilibrium (i) Microeconomics 

(b) Commodity market (ii) Partial equilibrium 

(c) Microeconomics (iii) Total output and employment are taken as constant 

(d) Problem of unemployment in India (iv) A microeconomic activity 

(e) Macroeconomics (v) Study of price behaviour of a firm 

Answer 

(c) Microeconomics-(iii) Total output and employment are taken as constant 

II. Identify the correct sequence of alternatives given in Column II by matching them with respective 
items in Column I. 

Column I Column II 

(a) Macro (i) Limited degree of aggregation of economic variables 

(b) National income (ii) Central issue of macroeconomics 

(c) Partial equilibrium (iii) Means large 

(d) Microeconomics (iv) Equilibrium in one market 

(e) Determination of overall level of output (v) A macroeconomic variable 

Answers 

(a)-(iii), (b)-(v), (c)-(iv), (d)-(i), (e)-(ii) 

E. 'Very Short Answer' Objective Type Questions 

1. Define macroeconomics. 
Ans. Macroeconomics is the study of economic relationships, economic problems or economic issues 

at the level of economy as a whole, like the problem of inflation or of unemployment. 

2. Define microeconomics. 
Ans. Microeconomics is the study of economic relationships, economic problems or economic issues at 

the level of an individual like a consumer, or a producer. 

3. Give two examples of macroeconomic studies. 
Ans. (i) Study of price behaviour in India, and 

(ii) Study of unemployment in India. 
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4. Give two examples of microeconomic studies. 
Ans. (i) Study of consumer behaviour : consumer equilibrium & law of demand, and 

(ii) Study of price determination in the commodity market. 

5. Give two examples of macroeconomic variables. 
Ans. (i) Aggregate supply, and 

(ii) Aggregate demand. 

6. What is meant by economic agents? 
Ans. Economic agents are the individuals or institutions who take economic decisions. 

2 .  Reason-based Questions (Com prehension of the Subject-matter) 

Read the following statements carefully. Write True or False with a reason. 

1. Study of the problem of unemployment in India is considered a microeconomic study. 
Ans. False. Problem of unemployment in India is an economic issue at the level of economy as a whole, 

hence considered as macroeconomic study. 

2. Aggregation is involved only in macroeconomics. 
Ans. False. The difference lies in the degree of aggregation. While in microeconomics, aggregation 

is done at the level of an individual household, an individual industry or an individual market, in 
macroeconomics, aggregation is done at the level of an economy as a whole. 

3. Monetary and fiscal policies of the government are a part of macroeconomic analysis. 
Ans. True. Both these policies are related to issues of growth and development at the level of the economy 

as a whole. 

4. Aggregate demand in macroeconomics is identical with market demand in microeconomics. 
Ans. False. Aggregate demand is the sum total of demand for all the goods and services in the economy 

whereas market demand refers to demand for a particular commodity in the market. 

5. 'Save more' is always a virtue. 
Ans. False. Saving is a virtue at the micro level but not necessarily at the macro level. Because, greater 

saving implies lesser expenditure, lesser demand and therefore lower inducement to invest. 

6. Problem of scarcity and choice ceases to exist at the macro level when resources of the entire 
nation are pooled together. 

Ans. False. Even if resources of the entire nation are pooled together, these continue to be scarce in 
relation to the aggregate demand of the economy. 

3. HOTS & Applications 

1. Macroeconomics is the study of aggregates while microeconomics is not. Comment. 
Ans. It is wrong to state that there is no aggregation in microeconomics. 

It is in microeconomics that we study concepts like market demand which is the aggregate of 
individual demand for a commodity. However, the difference lies in the degree of aggregation. While in 
microeconomics, aggregation is done at the level of an individual household, an individual industry or 
an individual market, in macroeconomics, aggregation is done at the level of an economy as a whole. 

2. What is true at the micro level may be a paradox at the macro level? Explain with an example. 
Ans. What is true at the micro level may not be true at the macro level. This is the meaning of paradox. 

Example: Saving is a virtue for an individual. If he saves more, he accumulates more wealth and 
therefore enhances his ability to earn more. But at the macro level, if everyone starts saving more, 
demand for goods and services may decline to the extent that there is no inducement to invest. 
Consequently, income and production level may reduce. 
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3. Do you think that the general price level is of any relevance at the micro level? 
Ans. General price level is a macro issue. But it is of great significance at the micro level. An individual 

producer would always monitor the trend path of the general price level. If prices are rising, business 
expectations are high. It induces investment. If, on the other hand, prices are falling, business 
expectations turn to be sluggish. Inducement to invest is hurt. Accordingly, investment is reduced. 

4. Analysis & Evaluation 

1. What may happen if savings are encouraged in an economy? 
Ans. Increased savings are not good for the economy because (in absence of increased investment) they 

cause a fall in the level of AD (aggregate demand) , because of which the level of employment or 
output may fall. However, if increased savings are mobilised and converted into capital formation 
they become instrumental in the growth of economy by boosting the level of employment or output 
or income. 

2. What do you think is the significance of macroeconomic agents in the economy? Support your 
answer with example. 

Ans. Macroeconomic agents refer to the institutions as decision-makers in the economy. RB I  (Reserve 
Bank of India) is an example of macroeconomic agent in India. 

The RB I  plays a significant role in monitoring the supply of money in the economy. Excess supply of 
money may lead to inflation while deficient supply may lead to deflation. By regulating the supply of 
money, the RB I  combats the situations of inflationary and deflationary gaps in the economy. 

5. N CERT Questions (With H ints to Answers) 

1. What is the difference between microeconomics and macroeconomics? 

[ Hint : (i) Microeconomics studies economic issues or economic problems at the level of an 
individual- an individual firm, an individual household or an individual consumer. On the other hand, 
macroeconomics studies economic issues or economic problems at the level of an economy as a 
whole. 

(ii) Allocation of resources to different uses is the central issue in microeconomics. On the other hand, 
determination of the level of output and employment is the central issue in macroeconomics. 

(iii) There is a smaller degree of aggregation in microeconomics. Example: We study output 
behaviour of an industry which is aggregate of all the firms producing a particular commodity. 
On the other hand, there is a larger degree of aggregation in macroeconomics. Example: We 
study national output which is aggregate of output of all the producing units in the economy. ] 

2. Describe the Great Depression of 1929. 
[ Hint : It was precisely in 1929 that great depression affected developed economies of the capitalistic 
world. Its impact continued almost for the entire decade of 30's. During that worldwide depression, 
there was a persistent fall in the level of employment and output. In USA, unemployment shot up 
from 3% to 25% between the period 1929-33. Fall in employment was accompanied with a fall in 
GDP. Between the period 1929-33 ,  GDP in USA fell by about 33%.) 

6. M iscellaneous Questions and Reference to the Text for Answers 

A. Questions of 3 & 4 marks each 

1. What do you mean by macroeconomics? 

2. State the scope of macroeconomics. 
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3. State any four differences between microeconomics and macroeconomics. 

4. What is the difference between partial equilibrium and general equilibrium? 

B. Questions of 6 marks each 

[Page 3-6] 

[Page 5] 

1. What is meant by macroeconomics? Discuss its scope. [Page 3, 6, 7] 

2. Explain the differences between microeconomics and macroeconomics. Give suitable examples. 

[Page 3-6] 

3. What is the significance of macroeconomics? [Page 7, 8] 

DOs and DON'Ts 

1 .  Do not ever conclude that there i s  no  aggregat ion of economic u n its i n  m icroeconomics (or that, there 
is aggregat ion of economic  units only i n  macroeconomics) . There is agg regat ion of economic u n its i n  
m icroeconomics a s  well, though to a l im ited extent. Thus, when w e  study eq u il i b ri um  of the i n dustry 
(o r market eq u i l ibr i um) ,  we a re focus i ng  on  aggregat ion of the firms. 

2. Do not ever consider a s ituat ion as  good or bad both at the micro and macro levels. What i s  good at 
the m ic ro level may not be good at the macro level. Thus ,  an  ind iv idual p rod ucer may find prod uct ion 
of l iq uor as more profitable bus i ness than the prod uct ion of clean domest ic fuel . But at the level of the 
economy as  a whole, the government may d i scou rage the prod uct ion of l iquor through heavy taxat ion ,  
and encourage the p rod uct ion of c lean domestic fuel th rough  subs idy . 

...,. ....... • Emergence of Macroeconomics as a Separate Branch of Economics 

Great Depress ion of 1 930 's i s  a l a ndmark event that led to the emergence 

of macroeconom ics as a separate branch  of economics .  I t  does not mean 

that the concept of macroeconomics d id not exi st pr io r  to th is event . But 

macroeconom ics (pr ior to the G reat Depress i on) was cons idered more l i ke an 

extens ion  of m ic roeconom ics :  it d id not ex ist a s  a sepa rate (or spec ia l i sed) 

branch of econom ics .  Of course , there was a reason to it :  

I t  was be l i eved by the (c l ass ica l) economists that the p r i nc i p les of 

m ic roeconom i cs were enough to expl a i n  the behaviou r  of the economy as a 

who le .  The a rg ument runs l i ke th i s :  

• M i croeconomics teaches us that ( i n pu rsu it of self- i nterest) every i nd iv i d u a l  

( i n a ma rket economy or a free economy) max im i ses h i s  sat i sfact ion  with 

h i s  g iven i ncome.  

• Max im isat ion of i n d iv i d ua l  sat i sfact ion (or welfa re) imp l ies the max im i sat ion 

of welfa re of a l l  the i n d iv i dua l s  i n  the economy. I t  imp l ies maxim i sat ion of 

soc i a l  we lfa re .  

• I f  soc i a l  we l fa re i s  max im i sed ,  the scarce resou rces i n  the economy must 

have been opt ima l ly ut i l i sed .  

• M i croeconom ics fu rther teaches us  that i n  a free economy (or u nder 
perfect compet i t ion) ,  a l l  ma rkets tend to be in a state of equ i l i b ri um .  Thus ,  

i n  the l abou r ma rket SL
= DL (su pp ly of l abour = demand for l a bour) .  I t  i s  a 

s i tuat ion of fu l l  emp loyment .  
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• There cou l d  be unemp loyment when SL > DL . But , i n  such a s i tuat ion wage 

rate wou l d  fa l l ,  l ead i ng  to a fa l l  i n  S
L 

and r ise i n  D
L . Eventua l ly, the s ituat ion 

of fu l l  emp loyment wou l d  a utomat ica l ly be restored .  Thus, fu l l  emp loyment 

i s  a norma l  featu re of a ma rket economy. 

Br ief ly, the pr i nc i p les of m ic roeconom i cs exp la i n  that i n  a free economy: 

( i ) soc i a l  we lfa re is maxim i sed , 

( i i )  resou rces a re opt i ma l ly ut i l i sed , and  

( i i i ) fu l l  emp loyment i s  a norma l s i tu at ion .  

Accord i ng ly, the c lass ica l  econom i sts conc l u ded that the pr i nc i p les of 

m ic roeconom i cs were enough  to exp l a i n  the behav iour  of the economic  

act iv ity at the  macro leve l .  There was no need to  cons ider macroeconomics as  

a sepa rate branch of  econom ics .  

• Great Depression of 1 930's contradicted the C lass ica l  Thought 

Dur i ng  the depress ion of 30's, economic events unfo l ded i n  such a manner 

that the c l ass ica l thought was tota l l y  contrad i cted . Fo l low i ng  po i nts a re of 

notab le  s i gn ificance in th is regard :  

( i ) The depress ion of 30 's led to huge unemp loyment i n  the developed 

countr ies of the worl d (North Amer ica and Europe) .  

( i i ) I n  USA, unemp loyment shot up from 3%  to 25% between the period 1 929-33 .  

( i i i) Fa l l  i n  emp loyment was accompan ied with a fa l l  i n  GDP, Between the 

per iod 1 929-33, G DP in USA fel l  by about 33%. 

( iv) Fa l l  in GDP  led to a fa l l  i n  AD (agg regate demand) . Accord i n g ly, there were 

d rast ic cuts i n  output as  p l anned by the producers across a l l  sectors of 

the economy. 

(v) Cut i n  p l a nned output imp l ied a fu rther fa l l  i n  emp loyment and  GDP  i n  the 

economy. 

Th us ,  du r i ng  the depress ion of 30's, the western econom ies were d riven i nto 

the v ic ious c i rc le  of low demand and low GDP. Th i s  c i rc le  operated as under: 

Low AD � Low p l a n ned output � Low level of emp loyment � Low GDP  

� Low AD 

Th i s  is ca l led 'Low Level Equ i l i b r i um Trap' . 

The c l ass i ca l  econom ists fa i l ed to fi nd any answer to th i s  low l evel equ i l i b r i um 

trap .  Ma rket forces o f  s upp l y  and  demand  fa i l ed to  break i t .  I t  i s  i n  s uch  a 

s i tuat ion that macroeconomics emerged as a sepa rate branch of econom ics .  

Prof. Keynes was the p ioneer i n  the fie ld of modern macroeconomics .  He  

i nvented severa l  macroeconomic var i ab l es ( l i ke AD and  AS) and  formu lated a 

macroeconom i c  mode l  to b reak the v ic ious c i rc l e  of ' l ow level equ i l i b r i um trap' . 

He  d i agnosed lack of AD as the root cause of the prob lem,  and suggested l a rge 

sca le expend itu re by the government as a remedy. 
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• Classification of Goods: 

(i) Final Goods and Intermediate Goods 

(ii) Consumption Goods and Capital Goods 

• Concept and Components of Consumption Expenditure 

• Concept and Components of Investment 

• Stocks and Flows 

• Four Sectors of the Economy 

• lntersectora/ Flows-Rea/ Flows and Money Flows 

• Circular Flow of Income 

I. CLASSIFICATION OF GOODS 

Countless number of goods are produced and consumed in the economy. 
These are like shoes and shirts for the school children, machines and 
tools for the farms and firms, guns and ammunition for the defence 
forces, ships and airplanes for tourists, and so on. Different goods show 
different characteristics. Broadly, goods are classified in two ways: 

(i) Final Goods and Intermediate Goods, and 

(ii) Consumption Goods and Capital Goods. 

0 

Classification of Goods 

Final Goods 

& 

Intermediate Goods 

Consumption Goods 
� or 

Consumer Goods 

& 

Capital Goods 

,, 
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Following is a brief description of these categories: 

Final Goods 

These are those goods which have crossed the boundary line of 
production and are ready for use by their final users. Who are the final 
users? These are (i) consumers, and (ii) producers. Accordingly, final 
goods are often classified as: (i) final consumer goods, and (ii) final 
producer goods. Final consumer goods are finally purchased by the 
consumers for the satisfaction of their wants. Final producer goods 
are finally purchased by the producers and are generally used as fixed 
assets in the process of production. 

Final consumer goods are the goods which are ready for use by their final users, and 
consumers are their final users. Example: Bread and butter, as used by the consumers. 

Final producer goods are the goods which are ready for use by their final users, 
and producers are their final users. Example: Tractors and harvesters, as used by 
the farmers. 

Expenditure on final consumer goods by the households is called 
consumption expenditure. Expenditure on final producer goods by the 
producers is called investment expenditure. Accordingly, 

Expenditure on Final Goods = Consumption expenditure+ Investment 

expenditure. 

I Expenditure on Final Goods = Consumption expenditure + Investment expenditure 

What do we mean when we say that final goods have crossed 
the boundary line of production? We mean that these goods are 
out of the process of production or the process of value addition. 
Example: A shirt in a retail showroom is all set for sale to its final 
user. No value is to be added to the shirt by way of stitching, 
ironing, packaging, etc. The only value addition left now is when it 
is actually sold to the consumer, who is its final user. If the retailer 
purchases this shirt for � 900 from the wholesaler and sells for 
� 1,000 to the consumer, there is value addition of �100 (= � 1,000 
- � 900). This is the final stage of value addition to the shirt. Once it 
is sold to the consumer (the final user) the shirt will be treated as out 
of the boundary line of production, and shirt worth � 1,000 counted 
as a final good. You may note that only final goods are included in the 
estimation of national product or national income. 

Intermediate Goods 

Intermediate goods are those goods (i) which have yet not crossed 
the boundary line of production, (ii) value is still to be added to 
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these goods, and (iii) which are yet not ready for use by their final 
users. In other words, intermediate goods are those goods which 
are purchased by one firm from the other firm: (i) as raw material, or 
(ii) as goods for resale. Example: Shirts purchased by firm X from firm Y 
for resale are intermediate goods. Because, value is to be added to 
the shirts through resale. Likewise, wood purchased by a carpenter 
(from a timber merchant) for making chairs is an intermediate good. 
Because, wood is used as a raw material for making chairs. Value is to 
be added to wood by converting it into chairs. 

Intermediate goods are those goods which are within the boundary line of production, value is yet 
to be added to these goods, and these goods are yet not ready for use by their final users. 

Or 

Intermediate goods are those goods which are purchased by one firm from the other either for 
resale or for use as a raw material. 

Value of intermediate goods ultimately becomes a part of the 
value of final goods. Example: When a carpenter buys wood worth 
� 10,000 and converts it into chairs worth � 20,000, then the value 
of chairs (final goods) includes the value of wood (intermediate 
good). Accordingly, intermediate goods are not included in the 
estimation of national product or national income. Otherwise, 
there would be duplication in the estimation of national product, called 
'Double Counting' (counting the value of a good more than once). 

Expenditure on intermediate goods by the producers during an accounting year is called 
intermediate consumption or intermediate cost. If intermediate consumption is 
deducted from the value of output, we get 'gross value addition' (also called Gross Value 

Added, or Gross Product of the producer). Thus, 

Value of Output (say chairs) 

- Intermediate consumption (cost of wood and other material used in the production 
of chairs) 

= Gross value addition or gross product of the producer. 

The Same Good May be Final or Intermediate 

It is not possible to name one set of goods as final goods and 
another set as intermediate goods. The same good may be final or 
intermediate good. The distinction depends on the end-use of the 
goods. To illustrate, sugar used as a raw material in the production of 
biscuits is an intermediate good. But, sugar used by the households 
in milk or tea is a final good. Likewise, paper purchased by a student 
is a final good. But when purchased by a publisher (for making 
books), it is an intermediate good. 

F@CUS 
ZONE 
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Note 

End-use of the goods 
is the principal basis of 
classifying the goods as 
intermediate goods and 
final goods. 

What Matters is the End-use of Goods 

While classifying goods as final or intermediate, what matters is the 
end-use of goods. You are to check what end-use a good is put to. 
If it is used by the producers as a raw material, it is to be treated 
as an intermediate good. Also, if it is purchased and resold by the 
producers, it is to be treated as an intermediate good. But if it is used 
by the producer as a fixed asset (like a tractor used by the farmer), it 
is to be treated as a final good. And, of course, goods purchased by 
the households for final consumption, are to be treated as final goods. 
Thus, a good as such is not to be named as final or intermediary. Milk 
as such is not to be taken as final or intermediary. It is to be treated as 
final or intermediary depending on its end-use. It may also be noted 
that a good may be used partly as an intermediary and partly as final. 
Thus, the entire milk sold by the dairy farmers in a village may not 
be a final good. Only that part of it is to be treated as final good 
which is sold to the consumer households. The other part which is 
sold to the producers for making sweets (and which is used as a raw 
material) is to be treated as an intermediate good. 

Intermediate and Final Goods-The Difference 

f@C US 1-------•n _t_e_rm_e_d _ia _ t_ e_G_o_o_d_s ___ -+--____ F_ in_a_l_ G_o_o_d_s ____ ----1 

� z Q NE 
{i} These goods remain within the {i) These goods are outside the 

boundary line of production, and boundary line of production, and 
are not ready for use by their final are ready for use by their final 
users. users. 

{ii) These goods may be used as raw 
material for the production of 
other goods during the accounting 
year. 

{ii} These goods are not used as raw 
material for the production of 
other goods during the accounting 
year. 

(iii) These goods may be resold by {iii) These goods are not resold by 
the firms for profit during the the firms for profit during the 
accounting year. 

(iv) Value is yet to be added to these 
goods. 

(v) Expenditure on these goods is 
called intermediate consumption 
or intermediate cost. 

(vi) These goods are not included in 
the estimation of national product 
or national income. 

accounting year. 

(iv) Value is not to be added to these 
goods. 

(v) Expenditure on these goods is 
called final expenditure(= C + l}. 

(vi) These goods are included in the 
estimation of national product or 
national income. 

[Note: Accounting year is the year during which production of goods and 
services is estimated in the domestic economy. Or, it is the year during 
which national product/national income is estimated for the country.] 
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t>TS 
Q. 1. How would you find out whether a particular expenditure is an expenditure on intermediate goods 

or on final goods? 

Ans. Expenditure on final goods must lead to: (i) final consumption expenditure (C), or (ii) investment 

expenditure (I). The expenditure which does not lead to C and I (like the expenditure on raw material) 
is to be treated as an expenditure on intermediate goods. Expenditure on intermediate goods leads 
to intermediate consumption or intermediate cost. 

Q. 2. Purchase of a car always means the purchase of a final good. Do you agree? 

Ans. No. It depends on the end-use of the car. If it is purchased by a household, it is a final good. It is like 
a consumer durable. 

If it is purchased by taxi-operators, then again it is a final good, as it is to be finally used by the 
producer as a fixed asset. 

However, if the car is purchased by a retail dealer from the factory for the purpose of resale, it is to 
be treated as intermediate good. 

Consumption Goods or Consumer Goods 

Consumption goods (or consumer goods) are those goods which are 
directly used for the satisfaction of human wants. Example: Ice cream 
and milk as used by the households. These goods are consumed by 
the households when purchased. 

Consumption goods are broadly classified into four categories, as 
under: 

Durable 

Goods 

Consumption Goods/Consumer Goods 

Semi-durable 

Goods 

Non-durable 

Goods 

Non-material 

Goods or 

Services 

(1) Durable Consumption Goods: Durable consumption goods are 
those goods which can be used for several years and are of 
relatively high value. These goods are repeatedly used before 
being discarded as useless. TV, radio, car, scooter, washing 
machine are some examples of durable consumption goods. 

(2) Semi-durable Consumption Goods: Semi-durable consumption 
goods are those goods which can be used for a period of one 
year or slightly more. These goods are not of very high value. 
Clothes, furniture, crockery, electric goods, etc. , are the examples 
of semi-durable consumption goods. 

(3) Non-durable or Single-use Consumption Goods: Non-durable or 
single-use consumption goods are those goods which are used-up 
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All Machines are not 
Capital Goods 

It must be borne in 
mind that all machines 
are not capital goods. 

A sewing machine in a 
tailoring shop is a fixed 
asset of the tailor; it is 
a capital good. But the 
same machine with a 
consumer household 

is not a capital good. 
It is simply a durable
use consumer good. 
Likewise, a car with 
a tourist company is 

a capital good. But 
the same car with a 
consumer household is 
a durable-use consumer 
good. Thus, while 
identifying goods as 
capital goods, we must 
make sure about their 
end-user. If the end-user 
of a durable good is a 
household consumer, it 
is durable-use consumer 

good. On the other 
hand, if the end-user 
of a durable good is a 
producer, it is a capital 
good. Capital goods 
are only those durable 
goods which are used 
as producer goods, not 
as consumer goods. 

in a single act of consumption. For example, the bread that 
you eat is used-up in a single act of consumption. The same 
bread cannot be used again. Also these goods are of relatively 
low value. Ink, domestic LPG, milk and petrol are some other 
examples of non-durable or single-use consumption goods. 

(4) Services: Services are those non-material goods which directly 
satisfy human wants. A few examples of services are the services 
of a doctor, lawyer, domestic servant, etc. 

Capital Goods 
Capital goods are fixed assets of the producers. Plant and machinery 
are the examples of capital goods. These goods are used by the 
producers either for (i) the replacement of the capital stock, or for 
(ii) addition to the capital stock. As fixed assets, capital goods are 
repeatedly used in the process of production for several years and are 
of high value. Even nuts and bolts (or nails and screws) are used for 
several years, but these are not capital goods. Because these are of 
low value. Thus, only those fixed assets of the producers are taken 
as capital goods which are used in the process of production for 
several years and which are of high value. Also, capital goods involve 
depreciation. It refers to loss of value of fixed assets (in use) owing to 
their wear and tear. 

F®CUS 
ZONE 

Capital goods are fixed assets of the producers. These 
goods are used in the process of production for several 
years and are of high value. Use of these goods leads to 

depreciation (loss of value of fixed assets when these are 
repeatedly used). Example: Plant and machinery. 

All Capital Goods are Producer Goods, 
But all Producer Goods are not Capital Goods 

Producer goods are those goods which are used in the production 
of other goods. These goods include: (i) goods used as raw material 
by the producers, like wood used to make furniture, and (ii) goods 
used as fixed assets by the producers, like plant and machinery. 
Unlike fixed assets of the producers, goods used as raw material 
are not durable-use goods. These are single-use producer goods: 
these cannot be repeatedly used in the process of production. Thus, 
the same wood cannot be repeatedly used to make furniture. Fixed 
assets (or capital goods), on the other hand, are repeatedly used in 
the process of production. These are durable-use producer goods. 

Thus, while all capital goods are producer goods, all producer goods 
are not capital goods. 
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Consumption Goods and Capital Goods-The Difference 

1-----C_o_n_s_u_m_p_ti_o_n_G_o_o_d_s ________ c_a_p_i_ta_l_G_o_o_d_s ____ f@C US 
(i) Consumption goods lead to direct- (i) Capita/goods do not lead to direct- ZONE 

satisfaction of human wants. satisfaction of human wants. 

(ii) These goods are consumed by the (ii) These goods are not consumed by 
households when purchased. the households. Instead, these are 

used by the producers for further 
production. 

(iii) Expenditure on 
goods is called 
expenditure. 

consumption 
consumption 

(i v J Higher production of consumption 
goods leads to higher le vel of 
welfare of the people. It raises 
their quality of life. 

(iii) Expenditure on capital goods is 
called in vestment expenditure. 

(i v) Higher production of capital 
goods leads to higher production 
capacity in the economy. It is the 
backbone of GDP growth. 

[Note: Both consumption goods and capital goods have one common 
characteristic: that are final goods, and therefore, included in the 
estimation of national income.] 

t>TS 
Q. All producer goods are not capital goods. Why? 

Ans. Producer goods include: (i) goods used as raw material, like wood used to make furniture, and 

(ii) goods used as fixed assets, like plant and machinery. Capital goods include only fixed assets of the 
producers . These are durable-use producer goods. On the other hand, goods used as raw materia l a re 

single-use producer goods. These are not repeated ly used in the process of production. Accordingly, 
all producer goods a re not capital goods. 

2. CONCEPT AN D COM PONENTS OF 

CONSUMPTION EXPEND ITURE 

In macroeconomics, consumption expenditure refers to aggregate 
consumption expenditure in the economy. Who are the consumers 
in an economy? These are broadly classified as: (i) households, 
(ii) the government, and (iii) non-profit private institutions (like 
NGO, temples, mosques, gurudwaras, and others). Households buy 
consumer goods for the satisfaction of their wants. The government 
buys consumer goods for distribution among defence forces, for mid
day meals in the government schools, and such other purposes. Non
profit private institutions buy consumer goods for charity. If we add up 
expenditure on the purchase of consumer goods by the households, 
government and non-profit private institutions, we get an estimate of 
total consumption expenditure in the economy. Thus: 
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Aggregate Consumption Expenditure 

= Consumption expenditure by the households + Consumption expenditure by the 

government + Consumption expenditure by the non-profit private institutions 

(NGO, temples, mosques, gurudwaras, and others) 

3 .  CONCEPT AN D COM PONENTS OF I NVESTM ENT 

What i s  I nvestme nt? 

Investment refers to increase in the stock of capital. Thus: 

I = Investment 
K = Capital stock 

LlK = Change in capital stock 
during the year. 

Change in the stock of capital is called 'capital formation'. Accordingly, 
investment is also defined as capital formation. 

From the viewpoint of the economy as a whole, investment refers to 
total production of capital goods during an accounting year. As noted 
earlier, these goods may be used either for the replacement of existing 
capital stock or for adding to the existing capital stock. 

I Investment refers to capital formation, or a process that increases the stock of capital. 

F®CUS 
ZONE 

Fixed I nvestment a n d  I nventory I nvestment 

Investment has two components: 

(i) Fixed investment, and 

(ii) Inventory investment. 

Following are the details: 

Fixed Investment 

Fixed investment refers to increase in the stock of fixed assets (like 
plant and machinery) of the producers during an accounting year. 
Example: If at the beginning of the year 2019, a producer has stock 
of 8 machines and at the end of 2019, he has a stock of 10 machines, 
then the stock of his fixed assets increases by 2 machines during the 
year 2019. 

Fixed investment of the producer during the year 2019 = 2 machines. 

Fixed Investment 

= Stock of fixed assets with the producers at the end of the accounting year 

- Stock of fixed assets with the producers at the beginning of the accounting year 

= Increase in the stock of fixed assets with the producers during an accounting year 
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Fixed investment is also called fixed capital formation. This implies 
increase in the stock of capital in terms of fixed assets (or capital 
goods) which are repeatedly used in the process of production for 
several years. 

Significance of Fixed Investment 

Following observations bring out the significance of fixed investment: 

(i) Fixed investment raises production capacity of the producers. 

(ii) By raising production capacity of the producers, fixed investment 
leads to higher level of output in the economy. 

(iii) Higher level of output (because of fixed investment) leads to 
higher rate of economic growth, popularly known as GDP growth. 

Inventory Investment 

At a point of time, producers hold the stock of (i) finished goods 
(unsold goods), (ii) semi-finished goods (goods which are in the 
process of production), and (iii) raw material. This is called ' inventory 
stock'. Change in inventory stock during the year is called inventory 
investment of the producers. 

Inventory Investment 
= Inventory stock at the end of the accounting year 

- Inventory stock at the beginning of the accounting year 

= Change in inventory stock during an accounting year 

Significance of Inventory Investment 

Inventory investment primarily consists of investment in terms of the 
stock of (i) raw material, and (ii) finished goods. 

The stock of raw material is significant because: 

(i) It ensures uninterrupted supply of inputs to the producers. 

(ii) With enough stock of raw material, the producers can avoid day
to-day purchases from the market. Accordingly, uncertainties of 
the market (relating to price and availability of the raw material) 
are avoided. 

The stock of finished goods is significant because it enables the 
producers to meet the potential (future) demand for their product. 

Here, it may be noted that the actual inventory stock at a time may 
not be the desired inventory stock. A part of it may be undesired. A 
producer may have expected to sell 1,000 units of washing machines. 
But, actually he could sell 500 units owing to the lack of demand. 
In such a case, 500 units of washing machines (unsold stock) are an 
undesired inventory stock. Such a stock leads to losses. 

F®CUS 
ZONE 
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Desired inventory stock refers to planned inventory stock. This is maintained by the producers to 
meet the future demand. 

Undesired inventory stock, on the other hand, refers to unplanned inventory stock. It arises because 
demand for the product turns out to be lower than expected. Unplanned inventory stock leads 
to losses. 

G ross I nvestment, N et I nvestment and 

The Concept of Depreciation 

Gross investment refers to total production of capital goods during 
the year. This includes (i) capital goods used for the replacement of 
existing capital stock (which is worn-out), and (ii) capital goods used 
as a net addition to the existing capital stock. 

• Capital goods used for the replacement of existing capital stock 
refers to 'depreciation'. 

• Capital goods used as net addition to the existing capital stock is 
called 'net investment'. 

• Gross Investment = Net investment + Depreciation (also called 
replacement investment) 

• Net Investment = Gross investment - Depreciation (also called 
replacement investment) 

I 
Gross Investment = Net investment +  Depreciation (expenditure on the replacement of worn -out 

fixed assets or replacement investment) 
Net Investment = Gross investment - Depreciation 

Only net investment 
leads to addit ion to 
the stock of capital 
Depreciation (a part of 
gross investment) only 
replaces the worn-out 
fixed assets. I t  helps to 
maintain the ex isting 
stock of cap ital 

Significance of Net Investment 

Following observations highlight the significance of net investment: 

(i) It raises the stock of capital in the economy. Higher stock of 
capital increases the availability of capital per unit of labour. 
Accordingly, efficiency of labour rises. 

(ii) It helps generate opportunities of employment. Because, 
unemployment in India is largely due to the lack of capital. 

(iii) Net investment is a net rise in production capacity of the 
economy. Accordingly, GDP growth is accelerated. 

Briefly, net investment enhances production capacity, generates 
opportunities of employment, promotes eff iciency of labour and 
accelerates GDP growth. 
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Gross Investment and Net Investment-The Difference 

Gross Investment Net Investment 
(i) It includes expenditure by the (i) It includes expenditure by the 

producers on the purchase of new producers on the purchase of new 
assets as well as expenditure on assets only. More specifically, it 
the replacement of existing assets does not include expenditure by 
during an accounting year. the producers on the replacement 

of existing assets. 

(ii) It includes replacement investment (ii) It does not include replacement 
(= depreciation of fixed assets). investment. 

(iii) It does not show net addition to (iii) It shows net addition to the 
the existing capital stock. existing capital stock. 

[Note : Both gross investment as wel l  as net investment include: ( i )  fixed 
investment, and ( i i )  inventory investment. ] 

f>TS 

F@CUS 
ZONE 

Q. How does higher rate of net capital formation lead to higher level of productivity/efficiency of labour? 

Ans. Higher rate of net capital formation implies greater availabil ity of capital ( in terms of machines) 
per unit of labour. Aided by machines, efficiency of labour definitely increases. This prec isely is 
the reason why labour in developed countr ies ( l ike USA) is more efficient than in less developed 
countries like India. 

Concept of Depreciation 

While fixed assets (like plant and machinery) are in use, they go 
down in value owing to (i) normal wear and tear, and (ii) accidental 
damages (beyond their routine repairs and maintenance). They go 
down in value also when they become obsolete (or outdated) due to 
change in technology or change in demand. This is called 'expected 
obsolescence' (which the producers normally expect to happen). 
Depreciation is the loss of value of fixed assets in use on account of: 

(i) normal wear and tear, 

(ii) accidental damages, and 

(iii) expected obsolescence. 

Depreciation is also called consumption of f ixed capital. Because of 
depreciation, fixed assets need to be replaced from time to time. 
Replacement of fixed assets requires funds. Provision for the funds 
is made on annual basis. To illustrate, if a machine is purchased 
for � 10,00,000 and its expected lifetime of use is 10 years, 
then the annual provision for funds (to replace the machine after 
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� 10, 00, 000 
10 years) = 

10 
= � 1,00,000. This is called Depreciation 

Reserve Fund. 

I 
Depreciation reserve fund refers to that fund which the producers keep for replacement 

investment. 

Significance of Depreciation Reserve Fund 

Depreciation reserve fund is a fund to replace the worn-out fixed 
assets. It fulfills the need for replacement investment. Lack of 
depreciation reserve fund implies the lack of replacement investment. 
Accordingly, overall investment (gross investment) in the economy 
tends to fall. This leads to a fall in the level of output. The level of 
income and employment will also fall. The economy will slip into a 
state of 'economic slowdown'. It might be caught into a low level 
equilibrium trap: a situation when low income causes low demand, 
and low demand causes low output; and once again low income. 

Expected and Unexpected Obsolescence 

It is essential to know the difference between 'expected (or foreseen) 
obsolescence' and 'unexpected (or unforeseen) obsolescence'. 
Expected obsolescence has two components: 

(i) Loss of value of fixed assets when these become obsolete/ 
outdated owing to change in technology. Example: A plant 
producing black and white TVs becomes obsolete when 
technology is discovered to produce colour TVs. 

(ii) Loss of value of fixed assets when these become obsolete/ 
outdated owing to change in demand. Example: A plant 
producing rubber shoes becomes obsolete when demand shifts 
from rubber shoes to leather shoes. 

Expected obsolescence is estimated by the producers on the basis of 
their knowledge and experience of the market conditions. 

Unexpected obsolescence occurs owing to (i) natural calamities (like 
earthquake, floods or fire), and (ii) fall in market value of the assets 
when there is economic recession. Loss of value of fixed assets owing 
to unexpected obsolescence is called 'capital loss'. These losses are 
not a part of depreciation or depreciation reserve fund. 

Only expected obsolescence is considered for the estimation of 
depreciation, not the unexpected obsolescence. 
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Expected Obsolescence and Unexpected Obsolescence-The Difference 

Exp ec t ed Obso lesc enc e Un exp ec ted Obso l esc en c e 
(i) It refers to a Jail in the value of (i) It refers to a fall in the value 

fixed assets due to change in of fixed assets due to natural 
technology or change in demand. calamities or economic recession. 

(ii) It is a part of depreciation. (ii) It is not a part of depreciation. 
Instead, it points to capital loss. 

(iii) Expected obsolescence is managed (iii) Unexpected obsolescence is 
through depreciation reser ve managed through insurance of 
Jund. the fixed assets. 

Consumption of Fixed Capital and Capital Loss-The Difference 

Co n sum p t io n o f F ix ed Capi ta l 

(i) It refers to loss of value of fixed 
assets (capital goods) while these 
are being continuously used in the 
process of production. 

(ii) ltisa lossdueto( a) normalwearand 
tear, (b) accidental damages, and 
(c) expected obsolescence. 

(iii) It is managed through depreciation 
reser ve Jund. 

t>TS 

(i) 

Cap i ta l Lo ss 
It refers to loss of value of fixed 
assets while these are not in use. 

(ii) It is a loss due to (a) natural 
calamities (earthquake, floods, 
fire, etc.), and (b) Jail in the market 
value of the assets during periods 
of economic recession. 

(iii) It is managed through insurance 
of the fixed assets. 

Q. 1. Distinguish between depreciation and depreciation reserve fund. 

F®CUS 
ZONE 

F®CUS 
ZONE 

Ans. Depreciation is the loss of fixed assets in use on account of: ( i) normal wea r and tear, (ii) accidental 
damages, and (iii) expected or foreseen obsolescence. 

On the other hand, depreciation reserve fund is a prov is ion of funds to cope with depreciation losses. 

These funds are used for the replacement of fixed assets when these are worn-out or when these 
become obsolete/outdated. 

Q. 2. What is current replacement cost? 

Ans. It refers to the estimated value of depreciation for all the producing units in the economy, during the 
period of an accounting year. 

4. STOCKS AND FLOWS 

Mean i ng of Stock 

A stock is a quantity measured at a particular point of  time. On 
January 1, 2020 there may be � 20,000 in your bank account. On 
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Certa i n  concepts i n  
econom ics a re stud ied 
only as f low va r iab les, not 
as stock va r iab les .  

Example:  Exports and 
Imports. 

F®CUS 
ZONE 

January 1 0 , 2020,  there may be � 25 ,000 i n  you r  bank account. A l l  

such val ues are stock val ues, as these are measured at a specific po int 

of t ime.  Cap ital and q uantity of money are notab le examp les of stock 

variables. 

Mean i ng of F low 

A flow i s  a quantity measu red over a specif ied per iod of t ime .  You 

may be getti ng � 1 , 500 per month as pocket al l owance, you may be 

spend i ng � 50 eve ryday in the canteen ,  you may be gett ing 8 per cent 

annual i nterest on you r  bank deposits .  All these val ues/q uantities are 

'flows ' as these are measured per u n it of t ime per iod (an hour, a day, a 

month , an year, etc . ) .  I ncome ,  expend iture ,  production , consumption 

and i nterest are notable examples of f low variables. 

Here are some more exam ples of Stocks and F lows: 

Stock Flow 

1. Wea lth 1 .  I ncome 

2 .  Labour  Force 2. Expend i ture of Money 

3 .  Capita l 3 .  Cap ita l Formation 

4.  Qua ntity/Supp ly of Money i n  a 4. Change in the Supp ly of Money in a 

Country Country 

5 .  Bank  Deposits 5. I nte rest on Cap ita l 

6. Water i n  the overhead ta nk  6 .  Lea kage of water from the  overhead 

tan k  

7 .  D i stance between De l h i  and  7 .  Speed of  a ca r go i ng  from De lh i  to 

Mumba i  M u mba i  

8 .  R ice stored i n  a godown 8. Sales of rice 

9. Popu lation of a cou ntry 9 .  N umber of b i rths 

Stock and Flow-The Difference 

S to ck F l o w 

(i) Stock refers to the value of a (i) Flow refers to the value of a 
variable at a point of time. variable during a period of time. 

(ii) Stock is not time dimensional. It (ii) Flow is time dimensional. It is 
is measured at a specific point of measured per hour, per month or 
time. per year. 

(iii) Stock impacts the flow. Greater (iii) Flow impacts the stock. Greater 
the stock of capital, greater is the 
flow of goods and services. 
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M utual Dependence between Stock and F low 

Fig. 1 shows deposits of � 20,000 in your saving bank account on 
January 1, 2020. This is a stock of your savings. The withdrawals from 
this account (� 1,000 per month) is a flow concept. Likewise, deposits 
of � 2,000 per month is a flow concept. 

FLOW STOCK FLOW 

I���� BAN K ����, 

�l�HD� 
u u u ·� � -

� 

Saving 

r 
Bank Ne 

t 20,000/-
0 � 1 ,000 

Per Month 
1 -1 -2020 -

I I 

A point to be noted is that your stock of savings depends upon your 

flow of deposits into your saving account. Likewise, your flow of 

withdrawals depends upon your stock of savings. Thus, there is a 

mutual dependence between stocks and flows. 

f>TS 
Q. Are the following Stocks or F lows? 

(i) Investment, (ii) Monetary Expenditu re, (iii) A H undred Rupee Note, (iv) A Family's Consumption of 
Sugar, (v) Services of a Tutor, (vi) Production of Cement, (vii) Machinery of a Sugar M ill. 

Ans. ( i )  Investment: It is a flow concept because it is related to a period of time. 

( i i )  Monetary Expenditure: It is a flow concept because it is related to a period of time. 

( i i i )  A Hundred Rupee Note: I t  is a stock concept because it is a component of supply of money. 

( iv) A Fami ly's Consumption of Sugar :  It is a flow concept because consumption relates to a period 
of time. 

(v) Services of a Tutor: It is a flow concept because it is related to a period of time. 

(vi ) Production of Cement: It is a flow concept because it is related to a period of time. 

(vi i )  Machinery of a Sugar M i l l :  I t  is a stock concept because it relates to a point of time. 

5. FOUR  SECTORS OF TH E ECONOMY 

From the macro point of view, economy is often divided into four 

sectors, viz . ,  

(1) Household Sector: It includes consumers of goods and services. 

Households are also the owners of the factors of production. 
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{2) Producer Sector: It includes all producing units (firms) in the 
economy. For the production of goods and services, the firms 
hire/purchase factors of production (land, labour, capital and 
entrepreneurial skill) from the households. 

{3) Government Sector: It includes: (i) Government as a welfare 
agency, and (ii) Government as a producer. Government as a 
welfare agency performs such welfare functions as of law & order 
and defence. 

{4) The External Sector {also called Rest of the World Sector): It 
includes all such activities which are related to export and import 
of goods, and the flow of capital between the domestic economy 
and rest of the world. 

6. INTERSECTORAL FLOWS 

Each sector of the economy depends on the other in one way or 
the other. This is called intersectoral interdependence. Following 
observations highlight the intersectoral interdependence: 

• The household sector depends on the producer sector for the 
supply of goods and services, needed for consumption. 

• The producer sector depends on the household sector for the 
supply of factors of production (also called factor services). These 
are needed for the production of goods and services. 

• The government sector depends on the producer and household 
sectors for its tax and non-tax revenue. 

• Producers and households depend on the government for 
administrative services, besides law & order and defence. 

lntersectoral interdependence leads to intersectoral flows, either in 
the form of goods and services or in the form of money. lntersectoral 
flow in the form of money is called 'Money Flow', and intersectoral 
flow in the form of goods and services is called 'Real Flow'. Following 
is a brief description of money flows and real flows. 

Real Flows 

Real flows refer to the flow of goods and services among different 
sectors of the economy. Flow of factor services from household 
sector to the producer sector or the flow of goods and services from 
the producer sector to the household sector are examples of real 
flows. 

Fig. 2 illustrates real flows in case of a simple 2-sector economy, 
including (i) household sector, and (ii) producer sector. 
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Real Flows in a 2-sector Economy 

Goods Prod uced and Sold by the Firms 

HOUSEHOLD 

SECTOR 

PRODUCER 

SECTOR or FIRMS 

[ 
Facto r Se rvices (Land,  Labo u r, Capita l a n d  Entrepreneu rshi p) 

rendered by the Househo lds 

Fig. 2 shows real flows in terms of (i) flow of goods sold by the 
firms to the households, and (ii) flow of factor services rendered by 
the households to the producers. Both these flows are real as these 
involve the movement of goods and services from one sector to the 
other. Money does not come into the picture. 

Money Flows 

Money flows refer to the flow of money across different sectors of 
the economy. Flow of factor payments by the producer sector to the 
household sector (on account of the purchase of factor services) and 
flow of money from the household sector to the producer sector 
(on account of the purchase of goods and services) are examples 
of money flows. It needs to be noted that the money flows are just 
reciprocals of the real flows. Fig. 3 illustrates money flows in case of 
a simple 2-sector economy. 

Money Flows in a 2-sector Economy 

Expenditure on the Purchase of Goods 

t 

HOUSEHOLD 

SECTOR 

PRODUCER 

SECTOR or F IRMS 

t 
Payments for Factor Services 

Fig. 3 shows money flows in terms of (i) flow of money from 
households to the producers (firms) for the purchase of goods, and 
(ii) flow of money from the producers to the households for the 
purchase of factor services. Each money flow is a reciprocal of the real 
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flow. Thus, money flow from households to the producers (for the 
purchase of goods) is a reciprocal of the real flow of goods from the 
producers to the households. Likewise, money flow from producers 
to the households (as payments for factor services) is a reciprocal of 
the real flow of factor services from the households to the producers. 

t>TS 
Q. Money flows are opposite to real flows. How? 

Ans. Money flows are opposite to real flows. Because money flows are in response to the real flows. 
Example: There is a real flow of goods and services from the producers to the households. It is in 

response to it, that the households make payments to the producers. So that, money flows from 
the households to producers in terms of consumption expenditure. Likewise, there is a real flow of 
factor services from the households to the producers. It is in response to it, that the producers make 
payments to the households. So that, money flows from producers to the households in terms of 
factor payments. 

[Note: Students are advised to draw F ig. 2 and 3 in support of their answer.] 

7. C IRCULAR FLOW OF I NCOME  

In every economy, three activities never stop: (i) production of goods 
and services, (ii) generation of income (in terms of wages, interest, 
rent and profit), and (iii) expenditure (in terms of consumption 
expenditure and investment expenditure). In fact, these activities are 
the lifeline of an economy-the concept of economy does not exist 
without these activities. 

It is difficult to trace the beginning of these activities and it is 
impossible to predict their end. Production, income and expenditure 
are flow variables. These have been in existence like a circle without 
a beginning or an end. Circular flow of income means the circularity 
of the flows of production, income and expenditure in any economy. 
In fact, production, income and expenditure are the three phases of a 
circular flow in the economy. 

Circular flow of income refers to the unending flow of the activities of production, income 
generation and expenditure involving different sectors of the economy, the producers and the 
households in particular. Each activity is the cause as well as the consequence of the other activity. 
Production in the producing sector generates income for the households who are owners of the 
factors of production Expenditure by the households generates demand for further production. 
Accordingly, production, income generation and expenditure keep chasing each other like three 
dots continuously moving in a circle. 

Three Phases of Circular Flow 

Fig. 4 shows the three phases of circular flow in an economy. 
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Three Phases of Circu lar Flow 

Product ion 
of goods 

and se rvices 

• Product ion of goods and services causes generation (or d i str ibut ion) 
of i ncome. 

• I ncome causes expenditure (or d i sposit ion) .  
• By generati ng demand ,  expend iture once again causes product ion .  

Consequent ly, aga in  there i s  generat ion of i ncome and  d i sposit ion 
(or expend i tu re) of i n come. 

• The flows of production, i n come and expend i tu re form a c i rcu l a rity 
with no beg inn i ng  or  an  end. Wh ich  is why it i s  ca l l ed c i rcu l a r  flow. 

Phase of Production 

Production refers to 'value addition'. When wood worth � 5,000 is 
converted into chairs worth � 10,000, there is value addition worth 
� 5,000 (= � 10,000 - � 5,000). This is what production means. 
Phase of production in the circular flow means the process of value 
addition by the producing sector. 

The producing sector hires/purchases factors of production from 
the households who are the owners of these factors (land, labour, 
capital and entrepreneurship). The factor inputs are used along with 
the non-factor inputs (raw material, etc.) for the production of goods 
and services. Goods and services are produced for the satisfaction of 
human wants. There is no end to human wants. Accordingly, there is 
no end to the process of production. 

Phase of Income Generation (also called the Phase of Distribution) 

For rendering their factor services to the producers, the households 
get factor payments: rent for land, interest for capital, wages/salaries 
for labour and profit for entrepreneurship. 

From the viewpoint of the households, these are factor incomes. Thus, 
in phase-2 of circular flow, there is generation of income ( or distribution 
of income) as a consequence of the production of goods and services in 
phase-1. Now value addition is converted into factor income. 
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A closed economy is the 
one which does not have 
economic relations with 
rest of the world. There 
are no exports/imports of 
goods and services. 

An open economy is the 
one which has economic 
relations with rest of the 
world. It exports goods 
and services to rest of 
the world and also makes 
import of goods and 
services. 

Phase of Disposition/Expenditure 

Where does income go? It is spent or disposed of on the purchase of 
final goods and services. When households buy the final goods, there 
is consumption expenditure. When producers buy the final goods, 
there is investment expenditure. Thus, in phase-3 ,  there is disposition 
(or expenditure) of income as a consequence of the generation of 
income in phase-2. 

The story does not stop here. Consumption expenditure and 
investment expenditure generate demand for goods and services in 
the economy. This again causes production of goods and services, 
and consequently the generation of income. Thus, there is a non-stop 
flow of production of goods and services, generation of income and 
disposition of income. Each flow keeps chasing the other flow. Which 
is why it is called circular flow. 

Considering the three phases together, we find that in a two sector 
economy: 

Production (the value of goods and services) 

= Income generated 

= Expenditure (in terms of C and I) 

This is called triple identity. This is i llustrated through a 2-sector circular 
flow model as in Fig. 5. 

Circular F low Model in a Two Sector Economy 

Producers/ 
F irms 

Assumptions of the Model 

Households 

The circular flow model, as in Fig. 5, is based on the following assumptions: 

(i) There are only two sectors in the economy namely, households 
and producers. 

(ii) The households spend their entire income, so that there are no 
savings. 
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(iii) The domestic economy is a closed economy, so that there are no 
exports and imports. 

(iv) There is no government in the domestic economy. 

Observations 

This model offers the following observations: 

(i) Factor payments by firms = Value addition by the firms. Thus, 
value addition is converted into factor incomes (= ? 10 crore). 

(ii) Total production of goods and services by firms = Total 
expenditure on goods and services by the household sector. 
Thus, all income is converted into expenditure on goods and 
services (= ? 10 crore). 

(iii) Value addition = Income generated = Expenditure on goods and 
services 

Hence, the triple identity. 

Money flows are just the monetary expression of real flows. Briefly, 
one can observe from the Circular Flow Model that: value added is 
converted into income and income is converted into expenditure. It is 
this conversion process which keeps the circular flow always in a state 
of circularity. 

Significance of Circular Flow Model 

Study of the circular flow of income is important due to the following 
reasons: 

(1 ) Estimation of National Income: Circular flow model facilitates 
the estimation of national income. National income is the sum 
total of factor incomes (rent+ profit+ wages+ interest) flowing 
from producers to households of a country. It may also be 
defined as the market value of the goods and services flowing 
from producers to other sectors of the economy. Further, it may 
be defined as the sum total of expenditure on the goods and 
services produced by the producer sector. 

(2) Knowledge of lntersectoral Interdependence: A circular flow 
model helps understand interdependence among different 
sectors of the economy. We learn how consumers are dependent 
on producers and vice versa. 

[Note: Circular f low of income is also cal l ed circular f low of money.] 

Some Basic Concepts of Macroeconomics 35 



Power Poi nts & Revision Window -----------

c1assification of Goods I ' Fina l  Goods a re those goods wh i c h  h ave crossed the bo u n d a ry l i ne of p rod uction ,  a nd  
a re rea dy for u se  by  the i r  fi n a l  users .  Example :  Shoes u sed by  the househo l ds ,  o r  t racto r 
u sed by the  fa rmers .  F i n a l  goods must lead to e i ther  fi n a l  con s um pti o n  expend i t u re o r  
i nvestment expe nd i t u re i n  t h e  eco nomy. 

I ntermediate Goods a re those goods wh i ch  a re p u rchased by one fi rm from the othe r  fo r 
resa le  o r  fo r use as raw materia l  i n  the production of other goods .  Example: Wood used i n  the 
prod uction of cha i rs .  

Consumption Goods a re th ose goods wh ich a re d i rect ly u sed for the  satisfaction  of h u man  wants .  
Example :  M i l k  and ice crea m used by the househo l d s .  

Capita l Goods a re fixed assets o f  the  p rod ucers a n d  a re re peated ly  u sed  i n  the p rocess o f  p rod uction .  
These a re d u ra b le-use p roducer  goods a nd  a re o f  h igh va l ue .  Example :  P l a nt a nd  mach i nery. 

Consumption Expenditure is the aggregate cons u m ption expend i t u re i n  the economy. 
!components : ( i )  Cons umption expe nd i t u re by the ho useho lds ,  ( i i )  Co nsu m ption  expend i t u re by the 
government, ( i i i )  Co nsu m ption expe nd i t u re by the non -p rofit pr ivate i n stitutions .  

Investment is a p rocess of  add i ng to  the  stock of ca p ita l .  j 1 • Components: ( i )  F ixed i nvestment, a nd  ( i i )  I nvento ry i nvestment .  
Fixed I nvestment i s  add iti on  to the  stock af fixed assets of  the p rod ucers d u ri n g  a n  acco u nting  yea r. 

I nventory Investment is add ition  to the  stock of i nvento ry w i th  the  prod ucers d u r i ng a n  accounti ng yea r. 
Gross Investment i s  the expend itu re o n  the  p u rchase of fi xed assets a n d  expe nd itu re on  the i nve ntory 

l 
stock of the p rod ucers d u r i ng the  accou nti ng yea r. 

Net I nvestment refers to i n c rease i n  the  stock of ca p ita l  d u r i ng a n  accounting yea r. 
Net I nvestment = G ross i nvestment - Deprec i ati o n  

Deprec iation (a lso ca l led consumption af fixed ca pita l )  refers t o  loss o f  va l ue  o f  fixed assets in  use, on account 

l 
of ( i )  norma l  wea r and tear, ( i i )  acci denta l damages, and  ( i i i )  expected (or  fo reseen ) obsolescence. 

Depreciation Reserve Fund refe rs to that  fu nd  wh i ch  the p rod ucers keep  to cope with dep reci ation l osses 
in the p rocess of p rod ucti on .  

Stocks a re the  q ua nti ties wh ich a re measu red at a po in t  o f  time .  Example :  You r  ba la nce i n  the ba n k  

l 
acco u nt as on  J a n u a ry 1, 2020 .  

Flows a re the q uantities which a re measu red over a specified period of time .  Example: You r  i n come per month . 
Four Sectors of the Economy j l • Household Sector refers to consumers engaged i n  the consumption of goods and services. 

Producing Sector refers to a l l  p rod uc ing u n its ( o r  fi rms )  in the economy. 
Government Sector refe rs to govern ment as a welfa re agency (engaged in ma i nta i n i ng l aw and  
order, defence, a n d  oth er  services o f  pub l i c  we l fa re ) .  I t  a l so refe rs to govern ment as a p roducer. 

The External  Sector a l so ca l l ed ' Rest of the Wor l d  Sector ', i s  engaged i n  the export a nd  import of goods 
and the flow of ca p i ta l  between the domesti c  economy and rest of the wor l d .  

C ircular Flow of Income refers to t h e  ci rcu la rity o f  the  flows o f  p rod uction, i ncome and  expend i t u re 

I j l 

across d iffe rent sectors of the  economy. 
Rea l  F lows refe r to the flow of goods a nd  serv ices across d iffe re nt secto rs of the eco nomy. 

Money Flows refer to the  flow of money ( i n  te rms of rece i pts a nd  payments )  across d iffe re nt 
secto rs of the  economy. 

Significance :  C i rcu l a r  flow mode l s  a re s ign ificant as they :  
( i )  fac i l itate estimation of nationa l  i ncome .  
( i i )  s how i nterdepende nce among d ifferent sectors h ig h l ighti ng c i rcu la rity of i ntersectora l flows. 
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lfEXERC I S Ej 
1 .  Objective Type Quest ions (Remembering & U ndersta nd ing based Quest ions) 

A. M u lt ip le Choice Quest ions 

Choose the  correct option: 
1 .  Consumption of a l l  goods and services i n  the economy during the per iod of a n  accou nting year  is 

known as :  

( a )  aggregate demand (b )  aggregate supp ly 
(c )  aggregate consumption (d )  none of these 

2 .  Classification of goods depend on the:  
( a )  cons umption of goods 
(c )  fi rst-use of goods 

(b) p rod uction of goods 
(d) end-use of goods 

3 .  F ina l  goods a re used by the:  
( a )  consumers ( b )  p roducers 
(c )  government ( d )  a l l  of these 

4. Those goods which satisfy human  wa nts d i rectly a re ca l l ed :  
( a )  i nte rmed iate goods (b) consumer  goods 
(c )  ca p ita l goods (d) none of these 

5. Cap ita l goods a re those goods :  
( a )  wh ich  a re used i n  the prod uction p rocess for severa l yea rs 
( b )  wh ich  a re used in the prod uction p rocess for few yea rs 
(c )  wh ich  i nvolve depreciation l osses 
(d) both  (a) a nd  (c) 

6.  Food processor used by the households i n  the ir  kitchen is an exa mp le  of: 
( a )  ca p ita l goods (b) i ntermed iate goods 
(c )  cons umption goods (d) none of these 

7 .  In the production of suga r, suga rca ne is :  
( a )  a fi na l  good (b )  a cap ita l  good 
(c) an i ntermed iate good (d )  none of these 

8.  If a ca r is purchased by a taxi-operator, it w i l l  be rega rded as a :  
( a )  ca p ita l good (b) i ntermed iate good 
(c) fi na l  good (d )  both ( a )  a nd  (c )  

9 .  T.V. , rad io, wash ing mach i ne, etc., a re exa mples of: 
( a )  d u rab l e  consu mer  goods ( b )  sem i-d u rab l e  consumer  goods 
(c )  s i ng le-use consumer  goods (d) cap ita l  goods 

10. Which of the fo l lowing is a semi-du rab le  good? 
( a )  Rad io ( b )  C lothes 
(c )  M i l k  ( d )  Petro l  

11 .  Increase in  the stock of  ca p ita l is known as :  
( a )  ca p ita l loss (b) cap ita l  ga i n  
( c )  ca p ita l formation (d) none of these 
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12. Net i nvestment is equa l  to: 
(a) gross i nvestment + depreciation 
(c )  gross i nvestment x depreciation 

13 .  Net capita l formation causes: 
(a) i n c rease i n  p rod uction  ca pac ity 

( b )  gross i nvestment - depreciation 
( d )  gross i nvestment + depreciation 

( b )  i n c rease i n  depreci ation 
(c )  i n c rease i n  p rofits (d) i n c rease in cost 

14. Which of the fo l lowing leads to depreciation? 
( a )  Norma l  wea r and tea r ( b )  Damages due  to floods 
(c )  Damages due to market-crash (d) None of these 

15.  Which of the fo l lowing leads to unexpected obsolescence? 
(a) Cha nge in demand (b )  Natu ra l  ca l am ities 
(c )  Cha nge i n  techno logy (d )  None of these 

16. Which of the fo l lowing is the cause of expected obsolescence? 
(a) Natu ra l  ca l am ities ( b )  Cha nge i n  demand 
(c )  Cha nge i n  techno logy (d )  Both ( b )  a nd  (c )  

17.  Depreciation reserve fund is needed for: 
(a) i nventory stock 
(c )  rep l acement i nvestment 

18. A stock va ri ab le :  
( a )  has  no  time d imens ion 
(c )  both ( a )  a nd  ( b )  

( b )  advertisement 
( d )  none of these 

(b) i s  a stati c  concept 
( d )  none of these 

19. A quantity measu red per un it of time period is known as: 
(a) stock va r ia b l e  ( b )  flow va r ia b le  
(c )  i nventory ( d )  none of these 

20. ' I ncome of the fa m i ly' is the exa mp le  of which va ria b le? 
( a )  Stock (b) F low 
(c)  Both stock and  flow (d )  Ne i ther stock nor flow 

21 .  Which of the fo l lowing is a stock va riab le? 
( a )  I nterest on cap ita l  ( b )  D ista nce between De l h i  a nd  Mana l i  
( c )  Expend itu re of money (d )  A l l  of these 

22.  Which of the fo l lowing is not a flow va riab le? 
( a )  I ncome (b )  Ca p i ta l  formation 
(c )  Supp ly  of  money i n  a cou ntry ( d )  Leakage of water from the overhead tan k  

2 3 .  A ca r runn i ng between De l h i  and  Agra a t  a speed o f  120 km/h inc ludes :  
( a )  on ly stock va r i ab les ( b )  on ly  flow va r ia b l es 
(c )  both a stock and  a flow va r i ab le  ( d )  none of  these 

24. Factor services rendered by the households to the fi rms lead to: 
(a) rea l flow (b )  money flow 
(c) services flow (d )  both ( a )  a nd  (c )  

25 .  Reason for the c i rcu la r  flow of income is :  
( a )  govern ment i ntervention 
( b )  p rod uction of  goods and  services 

38 Introductory Macroeconomics 

Read
 

 
You

r F
low

Fi
nd
 Y

ou
r 

 fo
r F

ree

eB
ook

s



(c )  mutua l  i nterdependence of p rod ucer and  househo ld sector 
( d )  i nvention  of money 

Answers 

1. (c) 2 .  (d )  3 .  (d ) 4. (b )  5 .  (d )  6. (c )  7 .  (c )  8. (d ) 9. (a ) 10. (b )  
11 .  (c) 12. (b )  13. (a ) 14. (a )  15 .  (b )  16. (d )  17.  (c )  18. (c )  19. (b )  20 .  (b )  
21 .  (b )  22. (c )  23.  (c )  24 .  (a )  25 .  (c) 

B. F i l l  in the Bla n ks 

Choose appropriate word and fi l l  in the b lank: 

1. _______ goods a re those goods wh ich  have c rossed the bou nda ry l i n e  of p roduction and  
a re ready for u se  by  the i r  fi na l  users .  ( F i n a l/ I ntermed iate) 

2 .  In the estimation of nationa l  i n come, on ly the va l u e  of 
accou nt . 

goods i s  taken i nto 
( i ntermed iate/fi n a l )  

i s  
( i n iti a l -use/end-use)  

3 .  I n  the c lass ification of a good as a n  i ntermed iate good or  fi n a l  good,  on ly  i ts  
taken i nto cons ideration .  

4 .  
domestic economy. 

is the yea r d u ri ng  wh ich  p rod uction of goods and  services is estimated i n  the 
(Accou nti ng yea r/Ca lender  yea r) 

5 .  Du rab l e  consum ption goods have re lative ly va l u e  than the s i ng le-use 
consum ption goods .  ( h igh/ low) 

6 .  E l ectr ic goods a re an examp l e  of _______ consum ption goods .  (sem i-d u ra b le/d u ra b le )  
7 .  Non-d u rab l e  consum ption goods a re a l so known as  _______ consu mption goods .  

( d u a l -use/s i ng le-use) 
8 .  H igher p rod uction of goods leads to h igher leve l of welfa re of the economy. 

9 .  

10. 

11. On ly 

12. 

( consumption/cap ita l )  
refers t o  the prod uction of ca p ita l goods d u ri ng  t h e  yea r. 

( G ross i nvestment/Net i nvestment )  
enhances p rod uction capacity i n  the  economy. 

(G ross i nvestment/Net i nvestment )  
obso l escence is cons idered for the estimation of depreciation .  

(expected/u nexpected ) 
refers to the l oss of va l ue  of fixed assets wh i l e  they a re not i n  use .  

(Consu mption of fixed ca p ita l/Ca p ita l loss )  
13.  A stock i s  a va r ia b le  measu red of time .  (over a per iod/at a poi nt) 
14. Loss of va l ue  of fixed assets owing to u nexpected obsolescence i s  ca l l ed  

15 .  

Answers 

1. F ina l  
6 .  semi-du rab le  

10. Net i nvestment 
14. capita l loss 

(cap ita l  l oss/deprec iation )  
refers to the flow of  money across d ifferent sectors of  the economy. 

2. fina l  3 .  end-use 
7 .  s i ngle-use 8 .  consumption 

11 .  expected 12. Capita l loss 
15. Money flow 

(Money flow/Rea l  flow) 

4. Accounting yea r 5 .  h igh 
9 .  G ross i nvestment 

13 .  at a point 
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C. True or Fa lse 

State whether the fol lowing statements are True or False: 

1. Expend i ture on fi na l  prod ucer goods by the prod ucers is ca l l ed i nvestment expend i ture .  (True/Fa l se )  
2 .  Va l ue  of  i ntermed iate good u ltimately becomes a part of  fi na l  goods .  (Tru e/Fa l se)  
3 .  The d isti nction  between fi n a l  goods and i ntermed iate goods depends u pon 

the i n iti a l -use of the goods .  (True/Fa l se )  
4. Goods that a re used -up  i n  a s i ng le  act of  consumption  a re ca l l ed non-d u rab l e  

cons umption goods .  
5 .  I nventory i nvestment ra ises the  prod uction capac ity of the producers .  
6.  The stock  of raw mater ia l i s  s ign ifica nt beca use it ensu res u n i nterru pted 

supp ly of raw mater ia l s  to the prod ucers .  
7 .  G ross i nvestment = Net I nvestment - Depreciati on .  
8.  Expected obso lescence refers to  a fa l l  i n  the  va l ue  o f  fixed assets due  to 

natu ra l  ca l am ities or  economic  recess ion .  
9 .  Cons umption of  fixed ca pita l  i s  managed t h rough depreciation  reserve fu nd .  

10. A flow is a q u a ntity that i s  measu red a t  a parti cu l a r  po int o f  ti me .  
11 .  Stock im pacts the flow:  greater the stock of ca p ita l ,  greater i s  the flow 

of goods and  services. 
12. Stock of ma n-made goods which a re used for fu rther  p roduction i s  ca l l ed 

ca p ita l formation .  
13 .  Ci rc u l a r  flow of  i ncome refers to  the u nend i ng flow of  the activiti es o f  p roduction,  

i n come generation  and expend itu re i nvolvi ng d ifferent sectors of the economy. 
14. Va l ue  Add ition  = Va l ue  of output - Expend i tu re on  i ntermed iate goods 

and services. 
15.  There i s  no  government in the two-sector economy of consumers and producers .  

(True/Fa l se)  
(True/Fa l se ) 

(True/Fa l se)  
(True/Fa l se ) 

(True/Fa l se)  
(True/Fa l se ) 
(True/Fa l se )  

(True/Fa lse )  

(True/Fa l se )  

(True/Fa l se )  

(True/Fa lse )  
(True/Fa l se )  

Answers 

1 .  True 
11 .  True 

2 .  True 3 .  Fa lse 4. True 5 .  Fa lse 6. True 
12. Fa lse 13.  True 14.  True 15.  True 

7 .  False 8. Fa lse 9 .  True 10. Fa lse 

D. Match ing the Correct Statements 

I .  From the set of statements given in Column I and Column I I , choose the correct pa i r  of statements: 

Column I 

Answer 

(a) I ntermediate goods 

(b) F i na l  goods 

(c) H igher prod uction of cap ita l  goods 

(d) G ross i nvestment 

(e )  Moneta ry expend i ture 

Column I I  -
( i )  Sh i rts pu rchased by firm X from firm Y fo r fina l  consumption 

( i i )  H ave crossed the boundary l i n e  of  production 

( i i i )  H igher leve l of welfare of the peop le  

( iv) Net add ition to the existi ng capital stock 

(v) A stock concept 

(b )  F ina l  goods-( i i )  Have crossed the boundary l i ne  of production 
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I I .  Identify the correct sequence of a lternatives given in  Column II by match ing them with respective 
items in Column I .  

Column I Column I I  

(a )  Cement production ( i )  Ra i ses productive capac ity of the producers 

(b )  F i na l  goods ( i i )  Resold by the fi rms for profit d u r ing the accounting yea r 

(c )  F ixed i nvestment ( i i i )  Fixed assets of the producers 

( d )  I ntermed iate goods ( iv) I nc luded i n  the estimation of nationa l  product 

(e )  Capita l goods (v) A flow va riab l e  

Answers 

(a )-(v), (b )- (iv), (c)-( i ) ,  (d )-( i i ) , (e)-( i i i ) 

E .  'Very Short Answer' Objective Type Questions 

1. What a re fi na l  goods? 
Ans. F i n a l  goods a re those goods which have c rossed the bou nda ry l i n e  of p roduction and a re ready for 

use by the i r  fi na l  users .  
2 .  Define intermediate goods. 

Ans. I ntermed iate goods a re those goods which a re wit h i n  the bou nda ry l i n e  of p roduction and not ready 
for use by the i r  fi na l  users .  

3 .  Define intermediate consumption .  
Ans .  I ntermed iate consu mption refers to expend i tu re by the prod ucers on the pu rchase of  i ntermed iate 

goods .  
4. G ive two examples of  fi na l  goods. 

Ans. ( i )  Pens used by students, a nd  
( i i )  M i l k  used by  househo lds .  

5 .  G ive two examples of i ntermed iate goods. 
Ans. ( i )  Pa per used by a pub l i sher  i n  book-pr i nti ng, a nd  

( i i )  M i l k  used by  a confectioner i n  mak i ng  chocolates. 
6.  What do you mean by consumption goods? 

Ans. Cons umption goods (a lso known as consumer  goods) a re those goods wh ich  a re d i rect ly used for the 
satisfaction of h uman  wants. Example :  I ce cream and m i l k  used by the househo lds .  

7 .  Define s i ngle-use consumer goods or non-du rab le  consumer goods. 
Ans. S ing le-use or  non-d u rab l e  consumer  goods a re those goods wh ich ca n not be repeated ly used for 

pu rpose of consumption .  
8.  What a re semi-du rab le  consumer goods? 

Ans. Semi-d u rab l e  consumer  goods a re those goods which ca n be used for a per iod of one yea r or  s l ight ly 
more .  These a re not of very h igh va l ue .  

9 .  What is meant by  producer goods? 
Ans. Prod ucer goods a re those goods which a re used for fu rther  p roduction .  These may be used either as 

raw mater ia l  ( l i ke wood used i n  mak ing cha i rs )  or  as fixed assets ( l i ke a t ractor used i n  fa rm ing ) .  
10 .  What is meant by capita l goods? 

Ans. Cap i ta l  goods a re those goods wh ich  a re u sed i n  the process of p roduction  for severa l yea rs and  
wh i ch  a re o f  h igh va l ue .  These goods a re fixed assets o f  the p roducers .  
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11 .  What is investment? 
Ans. I nvestment i s  a p rocess of i ncrease in the stock of ca p ita l .  

1 2 .  What i s  fixed i nvestment? 
Ans. F ixed i nvestment refers to i nc rease in the stock of fixed assets or  cap ita l  goods ( l i ke p l a nt and  

mach i ne ry) o f  the prod ucers d u ring a n  accou nti ng yea r. 
13.  What do you mea n by i nventory i nvestment? 

Ans. Cha nge in i nventory stock d u ri ng  the yea r i s  ca l l ed i nventory i nvestment of the producers .  
14.  What is gross i nvestment? 

Ans. Gross i nvestment i s  the expend i tu re i ncu rred by the p rod ucers on the pu rchase of ca p ita l goods du ring 
a n  accou nting year. I t i nc l udes :  ( i )  net i nvestment, and  ( i i )  rep lacement i nvestment (or depreciation ) .  

15.  What  is net  i nvestment? 
Ans. Net i nvestment i s  the expend itu re i ncu rred by the p rod ucers on the pu rchase of such ca pita l goods 

wh ich  lead to i nc rease in his cap ita l  stock .  
16. What is meant by consum ption of fixed cap ita l ?  

Ans .  Cons umption of  fixed cap ita l  or  depreciation refers to l oss of  va l ue  of  fixed assets i n  u se  on accou nt 
of: ( i ) no rma l  wea r and tea r, ( i i )  acc identa l  d amages, and ( i i i )  expected or  foreseen obsolescence .  

17.  Define depreciation reserve fund .  
Ans .  Depreciation reserve fu nd is a p rovis ion of  fu nds  to cope w i th  deprec iation l osses. These fu nds  a re 

used for the rep l acement of fixed assets when these a re worn-out or when these become obso lete/ 
outdated . 

18. Define cap ita l loss. 
Ans. Cap ita l  l oss is a loss of va l ue  of fixed assets wh i l e  these a re not in use. I t occu rs on account of: 

( i )  natu ra l  ca l am ities, and ( i i )  fa l l  in ma rket va l ue  of the assets d u ri ng  per iods of economic  recess ion .  
19 .  What  is cu rrent rep lacement cost? 

Ans. Cu rrent rep l acement cost refers to the esti mated va l ue  of depreciation for a l l  the prod uc ing u n its i n  
t h e  economy d u ri ng  the per iod o f  a n  accou nting yea r. 

20. Define stock. 
Ans. Stock is that quantity of an  economic va ria b le  which is measured at a pa rticu l a r  point of time. 

21 .  Define flow. 
Ans. F low is that quantity of a n  economic  va r ia b le  wh ich is measu red d u ri ng the per iod of ti me .  

22.  G ive two exa m p les of  stock. 
Ans. ( i ) Wea lth,  a nd  

( i i )  Quantity o f  money. 
23.  G ive two exa m p les of flow. 

Ans. ( i )  Consum ption,  a nd  
( i i )  I nvestment .  

24.  Name the four  sectors of the economy. 
Ans. The fou r  sectors of the economy a re :  ( i )  Househo ld  sector, ( i i )  Prod ucer sector, ( i i i )  Government 

sector, a nd  ( iv) The Externa l  ( Rest of the worl d )  sector. 
25.  What is meant by c i rcu l a r  flow of i ncome? 

Ans. Ci rc u l a r  flow of i n come refers to u nend i ng flow of the activities of p rod uction,  i ncome generation 
and  expend i tu re i nvolvi ng d ifferent sectors of the economy, p roducers and  househo lds i n  pa rticu l a r. 

26. Define rea l flow. 
Ans. Rea l flow refers to the flow of factor services from the househo ld  sector to the prod uc ing sector and  

the correspond i ng flow of  goods and  services from the prod uc ing sector to  the househo ld  sector. 
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27.  Define money flow. 
Ans. Money flow refers to the flow of money across d ifferent sectors of the economy. Because, each 

sector buys goods and services from the other  sector. 

2. Reason- based Quest ions (Comprehension of the Subject-matter) 

Read the fo l l owi ng statements ca refu l l y. Write True or Fa lse wit h a reaso n.  

1 .  No va lue is to  be added to  the fi na l  goods. 
Ans. True .  Beca use these goods have crossed the bounda ry l i n e  of p roduction  and a re ready for use by 

the fi n a l  users .  
2 .  I ntermed iate goods a re d u rab le-use p roducer goods. 

Ans. Fa lse .  Beca use i ntermed iate goods a re not repeated ly used for severa l yea rs by the prod ucers and  
a re not o f  h i gh  va l ue .  

3 .  F ina l  goods must fina l ly be consu med by  the households .  
Ans. Fa l se .  F i na l  goods ca n fi n a l ly be consu med by the househo lds  as we l l  as by the prod ucers .  

4. Vegeta bles used by the households a re consum ption goods. 
Ans. True .  Because, vegeta b les a re d i rect ly used for the sati sfaction of h uman  wants. 

5 .  On ly fina l  goods and services a re to be considered in  the estimation of GDP, to avoid double counting. 
Ans. True .  On ly fi na l  goods and  services a re to be cons idered to avo id doub le  cou nti ng in the esti mation 

of G D P. Because, fi n a l  goods and  services do  not req u i re fu rther  va l u e  add i tion .  These a re outs ide 
the bou nda ry l i n e  of p roduction .  

6.  Purchase of  a refrigerator by  a fi rm for its own use  is inc luded i n  the estimation of  nationa l  i ncome 
because it leads to fina l  consum ption expenditure. 

Ans. Fa l se .  P u rchase of a refrigerator by a fi rm for its own use i s  i n c l uded in the esti mation of nationa l  
i n come because it l eads  to fi n a l  i nvestment expend itu re .  

7 .  Capita l goods i nvolve loss of  va lue  on account of  the ir  depreciation .  
Ans .  True .  Cap ita l  goods a re fixed assets of the p roducers .  They depreciate i n  va l ue  as these a re repeated ly 

used i n  the process of p roduction .  
8.  The  sa me good may be a consum ption good or  ca p ita l good, depending on its end-use. 

Ans. True .  Examp le :  Ca r pu rchased by the househo ld i s  a consumer  (or  consumption )  good, wh i l e  the ca r 
p u rchased by a tou r ist company is a ca p i ta l  good . 

9. Clothes used by the households a re du rab le  consumer goods. 
Ans. Fa l se .  C lothes used by the househo lds a re sem i-d u rab l e  consumer  goods .  Beca use ( i )  c l othes a re 

used for a per iod of one yea r or s l ight ly more, and  ( i i )  these a re not of very h igh va l ue .  
10 .  G ross investment may  occur  even when  net i nvestment is zero. 

Ans. True .  G ross i nvestment = Net i nvestment + Depreciation .  
G ross i nvestment = Depreciation (=  Rep lacement I nvestment) ,  when net  i nvestment = 0 .  

11 .  G ross investment inc l udes the va lue of expected obsolescence. 
Ans. True .  G ross i nvestment = Net i nvestment + Deprec iation .  And, expected obsolescence i s  a part of 

depreciation .  
12.  Net i nvestment a lways imp l ies a n  i ncrease i n  the  stock of  ca pita l .  

Ans. True .  Net i nvestment a lways imp l ies i nc rease i n  the stock o f  ca p ita l .  Beca use, i t  does not i n c l ude  
rep l acement i nvestment .  

13.  Net i nvestment induces emp loyment. 
Ans. True .  Because net i nvestment leads to i nc rease in the stock of cap i ta l .  And, more l abour  ca n be 

emp loyed when the stock of cap ita l  i n c reases. 
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14. I nventory i nvestment inc l udes change i n  stock of consumer  goods with the producers.  
Ans. True .  I nventory i nvestment i nc l udes stock of a l l  types of goods ( i n c l u d i ng consumer  goods)  with the 

p rod ucers .  
15.  Depreciation may occur  even when fixed assets a re not i n  use .  

Ans. Fa l se .  Depreciation i s  the loss of va l ue  of fixed assets (ca p ita l goods)  i n  use, on account of the i r  
norma l  wea r and  tea r. 

16. Expected obsolescence is a 'ca p ita l loss'. 
Ans. Fa lse .  Unexpected obsolescence is a 'ca p ita l loss'. 

17. Obsolescence is a part of depreciation .  
Ans .  True .  But on ly  expected obsol escence i s  to be cons idered as a pa rt of deprec iation .  

18 .  Stocks do not cha nge over time, whi le  flows do .  
Ans .  Fa lse .  Both stocks as we l l  as flows tend  to  cha nge over ti me.  

19. I nventory i nvestment refers to change i n  stock and is, therefore, a stock va riab le .  
Ans. Fa l se .  I nventory i nvestment i s  a flow concept beca use it i s  re l ated to a per iod of time .  

20.  I ncome is a stock concept. 
Ans. Fa l se .  I t is a flow concept . Beca use it i s  re l ated to a per iod of time .  

21 .  Popu lation of  a cou ntry is a flow concept. 
Ans. Fa l se .  Popu l ation of a cou ntry i s  a stock concept because it i s  re l ated to a po int of ti me .  

22.  F low of goods and services across d ifferent sectors of  the economy is money flow. 
Ans. Fa l se .  F low of goods and  services across d ifferent sectors of the economy is rea l flow. 

23.  Dou b le counting occurs when the both fina l  and  i ntermed iate goods a re i nc luded in the estimation 
of GDP. 

Ans. True .  Because, G D P  i nc l udes on ly fi n a l  goods .  

3. HOTS & Applications 

1. G ivi ng reasons, c lass ify the fo l lowing i nto intermed iate goods and fina l  goods :  
( i )  Mach ine purchased by a dea ler. 
( i i )  A ca r purchased by a househo ld .  

Ans .  ( i )  Mach i ne  pu rchased by a dea le r  is a n  i ntermed iate good because a dea ler  p u rchase a mach i ne  
for fu rther  sa le  to i t s  fi na l  users .  

( i i )  A ca r pu rchased by a househo ld  is a fi n a l  good beca use the househo ld  i s  the fi n a l  user of  the ca r 
and  no  va l u e  is to be added to the ca r. 

2. Class ify the fo l l owing goods i nto i ntermed iate goods and fina l  goods :  
( i )  M i l k  purchased by a househo ld .  
( i i )  Purchase of rice by a grocery shop .  
( i i i )  Purchase of an  a i r  cond itioner for use i n  shop .  
( iv) Cloth used for making a sofa-set by the ca rpenter. 

Ans. ( i )  M i l k  p u rchased by a househo ld is a fi n a l  good because m i l k  d i rect ly satisfies the wa nts of the 
househo ld (s )  or  the consu mer(s ) . 

( i i )  Pu rchase of r ice by a grocery shop is a n  i ntermed iate good beca use r ice is pu rchased for resa le 
to its fi na l  u sers .  

( i i i )  Pu rchase of  a n  a i r  cond itioner  for use i n  shop is a fi na l  good beca use a i r  cond i tioner  i s  a n  
i nvestment expend i tu re as it a d d s  t o  t h e  cap ita l  stock o f  t h e  shopkeeper. 

( iv) C loth used for making  a sofa-set by the ca rpenter is a n  i ntermed iate good as it is used as a raw 
mater i a l .  
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3 .  State whether the fo l lowing statements a re true or fa lse. G ive reasons for you r  answer: 
( i ) Capita l formation is a flow. 

( i i )  Bread is a lways a consumer good . 

Ans. ( i )  The statement i s  true. Because cap ita l  fo rmation  is measu red per u n it of time per iod . 
( i i )  The statement is fa l se .  Because it depends on the end-use of the bread whether  it is a p rod ucer 

good or  a consu mer  good . It is a consumer  good when used by the househo lds .  I t  i s  a p rod ucer 
good when used by a snacks-ba r to make sandwiches .  

4. A k ind of goods used as i ntermed iary goods can never be fina l  goods. Defend or refute. 
Ans. The given statement i s  i n correct. The same good may be a fi n a l  good or  an i ntermed iate good . I t a l l  

depends on t h e  end-use of t h e  goods .  Example :  Suga r  i s  a fi n a l  good when used b y  househo lds .  I t  i s  
a n  i ntermed iate good when used b y  ca ndy-ma kers . 

5 .  If depreciation reserve fu nd is not ma inta i ned, production capacity i n  the economy wou ld  tend to 
reduce. Do you agree? 

Ans. Yes, the above statement i s  correct. I f  depreciation reserve fu nd i s  not ma i nta i ned, p rod uction 
capac ity i n  the  economy wou l d  tend to red uce .  Beca use depreciation reserve fu nd fac i l i tates 
rep l acement i nvestment ( rep l acement of worn-out assets ) .  

6 .  State the two basic pr inc ip les of  c i rcu lar  flow of  i ncome and product. 
Ans. The c i rcu l a r  flow of i n come and prod uct works on  two bas ic p r i nc i p l es :  

( i )  Money flows a re oppos ite to  the rea l flows ( i n  terms o f  goods and  services ) .  
( i i )  F low of  i ncome across d ifferent sectors a lways imp l ies the identity between payments and recei pts. 

7 .  With money as a med i um of exchange, on ly money flows preva i l  in the economy, not the rea l  flows. 
Is it true? 

Ans. No, th is i s  fa lse .  Money flows a re on ly reci p roca l of rea l flows . Rea l flows (flow of goods and services) 
a re the essence of consum ption and production activ ities in the economy. 

8. Should purchase of wheat in the wholesa le market be treated as the purchase of fina l  good? 
Ans. Pu rchase of wheat i n  the  who lesa le  ma rket is often done by the traders .  Wheat is a consum ption 

good and  t raders a re not the fi na l  users of wheat . Therefore, p u rchase of wheat i n  the who lesa le 
ma rket i s  to be treated as the p u rchase of i ntermed iate good . 
However, sometimes the househo lds buy wheat i n  b u l k  from who lesa le  ma rket. I n  such s ituations, 
p u rchase of wheat shou ld  be t reated as p u rchase of fi na l  good . 

9. Purchase of shares of Re l i a nce company by the households in Ind ia  is not to be treated as i nvestment 
i n  the economy. J ustify. 

Ans. I n  economics, i nvestment refers to capita l  formation .  It must lead to i ncrease i n  the stock of cap ita l i n  the 
economy. Purchase of shares of the Rel ia nce company by the households i n  I nd ia  does not lead to capita l  
formation .  It on ly causes change i n  t he  tit le of ownersh ip  of assets from one  set o f  persons to  t he  other. 

10. A l l  mach i nes a re not cap ita l goods. J ustify. 
Ans. The end-use of the mach i ne  determi nes whether it is a cap ita l  good or not. Cap ita l  goods a re those 

fixed assets of the producers wh ich  a re used in the process of p rod uction for severa l yea rs and  wh ich 
a re of h igh va l ue .  Therefore, on ly those mach i nes wh ich a re used i n  the process of p rod uction a re 
cons idered to be ca pita l goods .  Those mach i nes wh ich a re used by the househo lds a re not cap ita l  
goods .  Exa m ple :  Computer used a t  home is  a d u rab l e-use consumer  good, b u t  a computer used i n  
t h e  computer coach ing  c lass i s  a ca p ita l good . 

11 .  'Lower capita l formation leads to lower rate of GDP growth .' Comment. 
Ans. Lower ca pita l formation imp l ies s lower r ise i n  p rod uction capacity of the economy. When p rod uction 

capac ity r ises at a s low rate, output i s  bou nd to r i se at a s low rate. S low r i se i n  output imp l ies a s low 
r ise i n  G D P. 
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12. Only net investment and not gross investment shows change in stock of capita l .  Defend or refute. 
Ans. The statement is t rue .  G ross i nvestment i nc l udes expend i tu re on the pu rchase of new assets wh ich 

ca uses cha nge i n  the  stock of cap ita l  a nd  expend i tu re on the rep l acement of worn-out assets wh ich 
does not ca use cha nge i n  stock of ca p ita l .  Th us, from gross i nvestment, we ca n not estimate net 
add ition to the stock of cap ita l .  It is on ly i n d icated by the net i nvestment .  

13 .  Market va lue of your  ca r at the time of purchase i n  2017 was � 5,50,000. I n  2019, its ma rket va lue 
is estimated to be � 3,50,000. 
What do you th i nk  is the reason for the fa l l  in the va lue  of the ca r? 
(a )  Normal  wea r and tea r 
(b l  Accidenta l damages that the ca r m ight have suffered 
(c) Unexpected obsolescence 
(d )  Both (a) and (b l  

Ans .  ( d )  Both norma l wea r and  tea r and  the acc identa l  damages that  the  ca r m ight have suffered, a re the 
reasons for the fa l l  i n  the va l ue  of the ca r. 

4. Analysis & Evaluation 

1 .  As a student of economics, how would you d istinguish between capita l goods and capita l stock? 
Ans. Cap ita l  goods a re the d u ra b le-use producer goods and  i nvolve deprec iation l osses wh i l e  i n  use .  

Examp le :  P l ant and  mach i nery. 
Ca p i ta l  stock is the stock of a l l  man-made goods wh ich  ca n be used as a means for fu rther  p roduction .  
Ca p i ta l  goods a re on ly a part o f  cap ita l  stock .  Bes ides ca p ita l goods, ca p ita l stock a l so i n c l udes t he  
stock of  consu mer  goods, sem i-fi n ished goods or  even raw mater ia l wh i ch  ca n be used for pu rpose 
of fu rther  p rod uction or  va l ue  add ition .  Example :  Stock of wheat with the flou r  m i l l  i s  a pa rt of its 
i nventory stock, a nd  therefore, a pa rt of its cap ita l  stock .  

2 .  Descri be the economic va lue of the d istinction between gross investment and net investment. 
Ans. Gross i nvestment i nc l udes :  ( i )  net i nvestment, and ( i i )  rep lacement i nvestment .  Rep lacement 

i nvestment i s  fu nded t h rough deprec iation reserve fu nd .  Beca use, th is i nvestment is exact ly eq ua l  
t o  deprec iation l osses. Thus, rep lacement i nvestment just restores the va l u e  o f  fixed assets (wh ich i s  
l ost on account o f  t he i r  deprec iati on ) .  I t does not l e ad  to  a ny i nc rease i n  cap ita l  stock ( o r  p rod uction 
capac ity) of  the prod ucers .  
Net i nvestment, on the other  hand ,  i s  a n  i nvestment that  leads to i nc rease i n  cap ita l  stock of  the 
p rod ucers .  I t  causes i nc rease i n  the i r  p rod uction ca pac ity. 
S i nce net i nvestment is re l ated to i nc rease i n  p rod uction capacity of the p roducers, we ca n say that 
it i s  net i nvestment ( not rep l acement i nvestment )  which i s  needed to acce lerate the pace of growth 
and  deve lopment .  
Briefly, replacement i nvestment he lps ma inta i n  the existing leve l of GDP. Net i nvestment leads to a 
sh ift i n  the GDP leve l , i nd icating growth and prosperity. 

3 .  The government asserts that MGN REGA (Mahatma Gandh i  Nationa l  Ru ra l  Emp loyment Guarantee 
Act) is to be re lated to asset creation .  How do you eva luate th is statement? 

Ans. MGN REGA is  a soc ia l  we lfa re scheme l au nched by the Government of I nd i a .  It is to provide  a gua ra nteed 
job for 100 days to the peop le  in the ru ra l  a reas . I t has been observed over time that th is  scheme has led 
to huge government expend itu re .  But most of it has remai ned u nprod uctive : emp loyment generation 
has not led to proportionate asset formation or  cap ita l formation ( i n  terms of the construction of roads, 
dams or cana l s ) .  It is now being emphasised that there must be asset formation a long with generation 
of emp loyment. I t imp l ies that net cap ita l formation ( i n  the economy) must a l so i ncrease a long with 
increase i n  emp loyment. 
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5. CBSE Quest ions-Past 5 years 
(With Answers or Reference to the Text for Answers) 

1 .  Deprec iation of fixed ca p i ta l  assets refers to : (choose the co rrect a lternative) 
(a) norma l  wea r and tea r 
( b )  foreseen obsol escence 
(c )  normal wea r and tea r and foreseen obsol escence 
(d) u nforeseen obsolescence 
[ (c) ]  

2 .  Defi ne  stocks. 
[ Page 27] 

3 .  Defi ne  flows . 
O r  

Defi ne  flow va r ia b l es .  
[ Page 28] 

[CBSE Delhi 201 6] 

[CBSE Delhi 201 6] 

[CBSE {Al) 201 6] 

[CBSE 2019 {58/2/1)] 

4. U nforeseen obsol escence of fixed ca p ita l assets d u ring production i s :  (choose the correct 
a l ternative) [CBSE {F) 201 6] 
( a )  cons umption of fixed ca pita l 
(c )  i n come loss 
[ (b ) ]  

5 .  Defi ne  gross i nvestment .  
[ Page 24] 

( b )  cap ita l  l oss 
( d )  none of the above 

6. D i sti ngu i sh  between fi n a l  goods and  i ntermed iate goods .  G ive a n  examp l e  of each .  

[CBSE {F) 201 6] 

[ Page 16-18] [CBSE Delhi 201 7] 
7. Exp l a i n  with the he l p  of a n  examp l e, the bas is of c lass ify ing goods i nto fi n a l  goods and  i ntermed iate 

goods .  [CBSE {Al) 201 7] 
[ Page 18] 

8 .  Exp l a i n  the c i rcu l a r  flow of i ncome.  
[ Page 32-35] 

9 .  D i sti ngu i sh  between stocks and flows. G ive an examp l e  of each .  
Or 

D i sti ngu i sh  between stock and flow va r ia b les with su i ta b le exam ples .  
[ Page 28]  

[CBSE {Al) 201 7] 

[CBSE {Al) 201 7; {F) 201 7] 

[CBSE 2018] 

10. What a re ca p ita l goods? H ow a re they d ifferent from consu mption goods? [CBSE 2018] 
[ Page 19-21]  

11 .  G ive a ny two exam ples of flow concept. [CBSE 2019 (58/1/1)] 
[ Page 28] 

12. Defi ne  'ca p ita l goods'. [CBSE 2019 (58/5/1)] 
[ Page 20] 

6. NCERT Quest ions (With H ints to Answers) 

1 .  Descr i be the fou r  major sectors in an economy accord ing  to the macroeconomic  po int of view. 
[ H i nt : An economy is genera l ly c lass ified i nto the fo l l owing fou r  sectors :  

( i )  Househo ld sector, engaged i n  the consu mption of  goods and  services . 
( i i )  Prod ucer sector, engaged i n  the production of goods and services . 
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( i i i )  Government sector, engaged i n  such activities wh ich  a re re lated to taxation and  su bs id ies .  
( iv) Rest of the wor ld  sector, engaged i n  exports and  im ports . ]  

2 .  D i sti ngu i sh  between stock and flow. Between net i nvestment and ca p ita l ,  which is a stock and wh ich 
i s  a flow? Compa re net  i nvestment and  cap ita l  w i th  water i n  a ta nk .  
[ H i nt : Stock i s  that  q u a ntity of  a n  economic  va r ia b l e  wh ich i s  measu red at a particu l a r  po int of  time .  
Stock has no  ti me d imens ion .  F low is that q u a ntity of a n  economic  va r ia b le  wh ich is measu red d u ri ng  
the per iod of  time .  F l ow has time d imens ion as per hou r, per day, per month .  
Net i nvestment i s  a flow va r ia b l e  and  ca pita l i s  a stock va r ia b l e .  F l ow of  water i n  a ta n k  is flow 
beca use it i s  measu red per u n it of time per iod . Whereas, stock of water in a ta n k  is stock beca use it is 
measu red at a po int of time .  Ca p i ta l  is l i ke a stock of water in the  ta n k  at a po int of ti me .  I nvestment 
on  the other  hand,  i s  l i ke a flow of water i n  the ta nk . ]  

7. Miscel la neous Questions a nd Reference to the Text for Answers 

A. Questions of 3 & 4 marks each 

1 .  Exp l a i n  the concept of i ntermed iate goods .  
2 .  Exp l a i n  the concept of  fi na l  goods .  
3 .  D i sti ngu i sh  between i ntermed iate prod uct and  fi na l  p rod uct . 

[Page 1 6, 1 7] 
[Page 1 6] 
[Page 18] 

4. Disti ngu i sh  between fi n a l  consumer  goods and  fi n a l  p rod ucer goods .  [Page 1 6] 
5. D isti ngu ish between consumption goods and cap ita l goods .  Wh ich of these a re fi na l  goods? [Page 21 ]  
6. A l l  ca p i ta l  goods a re p roducer goods .  Why? [Page 20] 
7.  Class ify the fo l l owing goods in d u rab l e  and non-d u rab l e  goods and services : 

( i )  C lothes, ( i i )  Refrigerator, ( i i i )  Ed i b l e  o i l ,  ( iv) Fu rn i tu re, (v) Wash i ng mach i ne, (vi ) Tu i tion  by a teacher, 
(vi i )  Vis it to patient by the doctor, (vi i i )  Wash i ng soap, ( ix ) Co lgate toothpaste, a nd  (x) Te l evis ion .  

[Page 19, 20] 
8. State whether  the fo l l owing is a stock or  a flow: 

( i )  Wea lth, ( i i )  Cement prod uction, ( i i i )  Money supp ly or  qua ntity of money i n  the nation ,  and 
( iv) Cha nge i n  nation's money supp ly. [Page 27-29] 

9. Exp l a i n  the c l ass ification of consum ption goods .  
10.  Differentiate between gross i nvestment and  net i nvestment .  
11 .  Why is  it necessa ry to make a deprec iation reserve fu nd?  
12 .  Why a re money flows oppos ite to rea l flows? 
13. State the s ign ificance of c i rcu l a r  flow mode l .  

B.  Questions of 6 marks each 

[Page 19, 20] 
[Page 25] 
[Page 26] 
[Page 32] 
[Page 35] 

1 .  Disti ngu i sh  between i ntermed iate and  fi na l  goods and  exp l a i n  the importa nce of th i s  d i sti nction i n  
t h e  study o f  nationa l  i ncome. [Page 18, 49, 50] 

2 .  What is mea nt by i nvestment? Exp l a i n  its va r ious types. 
3 .  D i sti ngu i sh  between stock and flow va r ia b les with examp l es .  
4. Exp l a i n  ( i )  how i n come is  a flow, and  ( i i )  how the flow of  i n come is  c i rcu l a r? 

[Page 22-25] 
[Page 2 7, 28] 

[ H i nt : I ncome is a flow concept beca use it is measu red per u n it of time per iod, viz . ,  i n come per 
month or  per a n n um .  F low of i n come is  c i rcu l a r  beca use, stemm ing from the prod uction of goods 
and services by the prod uc ing u n its, i t t rans l ates i nto i n come of the househo lds  (as rewa rds for 
the i r  factor services to the produc ing u n its) , a nd  i n come t rans l ates i nto expend i tu re on the goods 
and services p rod uced in the economy. Thus, p rod uction (va l u e  add ition ), i ncome generation and  
expend i tu re prope l  each  other  to  form a c i rcu l a r ity, wh i c h  i s  ca l l ed 'Ci rcu l a rity o f  I ncome'. ] 
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5 .  Between 'investment' and  'capita l ', which  is a stock and  which is a flow va ria b le?  Explain with a n  
i l lustration .  

[ H i nt : (With I l lustration) Capita l i s  a stock va ria b le  as it i s  measured at a point o f  time .  We often find 
producers estimating the i r  capita l stock at the end of the yea r, which refers to a point of time or a 
pa rticu l a r  date. 

I nvestment, by definition, means addition to the stock of capita l duri ng an accounting yea r. 
It is measured for the yea r. If a firm has a stock of 10 machines as on March 3 1, 2018, and  has 
15 machines as on Ma rch 3 1, 2019, it  has added 5 machines to the stock of its capita l during the yea r. 
Th is  is its investment . ]  

DOs and DON'Ts 

1 .  The students must u ndersta nd that the expend i tu re i ncu rred by a prod ucer/fi rm o n  the rout ine repa i r  
and ma i ntenance of  fixed assets i s  not to  be treated as a part o f  deprec iat ion .  Such  an  expend i ture 
is treated as a part of ' i ntermed iate consumpt ion ' .  Example: Cons i der a tour ist company operat ing a 

fl eet of 1 0  cars .  These cars a re taken to the serv ice stat ion ,  (say) after every 6 months fo r the i r  rout ine 
ma i ntenance .  The expend iture, thus ,  i ncurred by the fi rm i s  not to be treated as deprec i at ion .  I t  i s  to be 
treated as expend i tu re on repa i r  and  ma i ntenance. And ,  a l l  expend iture on 'repa i r  and  ma i ntenance' i s  
cons idered as a part of  ' i ntermediate consumpt ion ' .  

For th is tou r ist company, deprec iat ion wou ld  be est imated as the loss of va lue of the ca rs (i n use) over 
a period of t ime .  I f a car lasts for 5 yea rs and its pu rchase va lue is equa l  to � 5 l akh, then deprec iat ion 
may be est imated approximately as � 1 l akh per annum per car. So that the tota l deprec iat ion on 1 0  
cars wou l d  be eq ua l  to � 1 0  l akh per annum .  

2 .  When  we ta l k  o f  t he  p rod ucers, we  ta l k  o f  'the produc ing u n its ' i n  t he  economy. I t  i s  t he  p roduc ing 
u n its wh ich h i re/purchase factors of p roduct ion from the i r  owners . The househo lds are the owners 
of factors of prod uct ion .  The househo lds se l l /supp ly factors of prod uct ion ( l and ,  l abour, cap ita l and 
entrepreneuri a l  sk i l l )  to the fi rms .  As rewards for the use of factors of product ion (a lso ca l l ed  factor 
services), the firms make payments to the househo lds :  rent i s  pa id  for the use of l and ,  i nterest for the 
use of cap i ta l ,  wages for the use of labour and  profit for the use of entrepreneur i a l  sk i l l .  Br i efly, factor 

payments a re rece ived by the owners of factors of p roduct ion (the househo lds) and made by the users 
of factors of p rod uct ion (the fi rms) . 

.,... _ _. • S ign ificance of the Dist i nct ion between 
I ntermed iate Goods and F ina l  Goods 

From the v iewpoi nt of nat i ona l  i n come est i mat ion ,  the d i fference between 
i ntermed i ate goods and  fi n a l  goods i s  very s i g n ificant . We know, i ntermed i ate 
goods a re those goods wh ich a re pu rchased by one fi rm from the other e i ther 
for resa l e  o r  for use as  raw mater i a l  i n  the p roduct ion of other goods and  
serv ices .  When  these goods a re used  as raw materi a l  i n  t he  prod uct ion of 
fina l  goods ,  the va l ue  of i ntermed i ate goods is refl ected in the va l ue  of fi na l  
goods .  To i l l ustrate, fi rm A bought c loth for t 5 , 000  to  be used  as raw mater i a l  
i n  the product ion of s h i rts .  T h e  s h i rts were so ld  for t 7 ,000 .  Th i s  va l ue  of 
t 7 ,000 i nc l udes the va l u e  of c loth ,  viz. , t 5,000 .  Therefore, in the ca l cu l at ion of 
nat i ona l  i ncome, the va l ue  of on ly fi na l  goods ,  that i s ,  s h i rts of t 7 ,000 wou l d  
be i nc l uded .  The va l u e  o f  c loth (t 5 ,000) i s  t he  va l u e  o f  i ntermed i ate goods 
(= i ntermed iate cost or i ntermed i ate consumpt ion)  and hence, wi l l  not be 
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i n c l u ded i n  nat iona l  p roduct/nat iona l  i n come.  If we i nc l ude the va l ue  of 
i ntermed i ate goods a l so ,  the va l ue  of nat iona l  prod uct wou l d  add up to 
< 1 2,000 (< 7 ,000 + < 5,000) .  It causes doub l e  count i ng .  Because ,  the va l ue  of 
c loth (< 5 ,000) i s  a l ready i nc l u ded in the va l ue  of s h i rts (< 7 ,000) .  Thus, in the 
ca lcu l at ion of nat iona l  product/nat iona l  i ncome, the va l u e  of on ly fina l  goods 
i s  taken i nto account .  

• Expansion and Contract ion of C i rcu lar Flow: I nject ions and Leakages 

A c i rcu l a r  fl ow (a lso ca l led c i rc u l a r  f low of i ncome) may expand or contract . 
Expans ion of c i rcu l a r  f low of income imp l ies a r ise in the level of i ncome/ 
output i n  the economy. Contract ion of c i rcu l a r  f low, on the other  hand ,  imp l ies 
a fa l l  i n  the leve l of i n come/output in the economy. 
Expans ion of c i rcu l a r  fl ow occu rs ow i ng to ' i nject ions' ,  wh i l e  contract ion 
occu rs owing  to 'withd rawa l s' .  

Injections 

These a re those macro va r i a b l es ,  a r ise in the l evel of wh i ch  leads to a r ise i n  
t h e  leve l o f  output i n  t h e  economy. These i nc l ude ( i )  government consumpt ion 
expend itu re, ( i i )  government i nvestment expend itu re, and (i i i) exports (expend iture 
on domest ic prod uct by the fore i gners) . A r ise i n  the level of any  of these 
var i ab l es imp l ies a r ise i n  the l evel of demand for the goods p roduced in the 
domest ic economy. Th is  i s  expected to cause a r ise i n  the level of output i n  the 
economy. Th i s  i s  ca l led expans ion of c i rcu l a r  f low 

Leakages/Withdrawals 

These a re those macro vari ab l es, a r ise in the level of wh i ch  leads to a fa l l  
i n  the l evel o f  output i n  the economy. These i nc l ude  (i) sav i ng  (oppos ite of 
consumpt ion) ,  ( i i ) government taxes (oppos ite of government i nvestment) ,  a nd  
( i i i) imports (oppos ite o f  exports) . A r i s e  i n  the level of any of these var i a b l es 
imp l ies a fa l l  i n  the level of demand for the domest ica l ly p roduced goods .  Th is  
leads to a fa l l  i n  the l evel of output i n  the economy. Th i s  i s  ca l led contract ion 
of c i rcu l a r  fl ow 
The c i rcu l a r  f low of i ncome rema i ns  stab l e  if ' l eakages ' a re exact ly equa l  to 
' i nject ions ' .  

• Why does the C i rcu lar  Flow of Money never Stop? 

Th i s  may be exp l a i ned in terms of the 'tw i n  demand-supp ly relat i on sh i p' 
between producers and the househo l ds .  Househo lds w i l l  a lways demand 
goods and  serv ices from the prod ucers ,  and wi l l  a lways su pp ly them the i r  
factor serv ices .  I t  i s  by se l l i ng the i r  factor serv ices that the househo lds  ea rn 
money to buy goods and  serv ices .  On the other hand ,  producers w i l l  a lways 
demand factor serv i ces from the househo lds, and  w i l l  a lways supp ly them 
the goods and  serv ices .  I t  is  on ly by se l l i n g  the goods and  serv ices to the 
househo lds  that the producers earn money to buy factor serv ices .  Th i s  'tw i n  
demand-su pp ly re lat i on sh i p' w i l l  n ever cease t o  ex i st, as  i t  i s  re lated t o  t he  very 
su rv iva l  of human  be i ngs .  Accord i ng l y, the c i rcu l a r  f low of money never stops .  

Ill 
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• Concept of National Income 

• Domestic and National Concepts of Income 

• Gross and Net Concepts of Domestic Product 

• Domestic Product at Market Price and at Factor Cost 

• Aggregates Related to National Income 

• Nominal and Real GDP 

• GDP and Welfare 

I. CONCEPT OF NATIONAL INCOME 

National income is the sum total of factor incomes earned by normal 
residents of a country during the period of an accounting year. This 
definition of national income conveys two important points: 

(i) national income includes factor incomes only, and 
(ii) national income includes income of only the normal residents of 

a country. 
Let us go deeper into the concepts of (i) factor incomes, and 
(ii) normal residents. 

(I) Factor Incomes 

Factor incomes are the payments made by the producing units (firms) 
to the households (owners of the factors of production) for the use of 
their factor services. 
Factor incomes (or factor payments) are broadly classified as 
under: 

(i) Compensation of employees (received by the households for 
rendering their services as employees of the producing units). 

,, 
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(ii) Rent (received by the households for the use of their land by the 
producing units). 

(iii) Interest (received by the households for the use of their capital 
by the producing units). 

(iv) Profit (received by the households for the use of their 
entrepreneurial skills by the producing units). 

In the estimation of national income, we include only these factor 
incomes (or factor payments). 

Factor Incomes are Different from Transfer Incomes 

It may be noted that factor incomes are different from transfer 
incomes. Transfer incomes are those incomes which are received by 
a person as help, donation or charity, etc. , whereas factor incomes 
are those incomes which are received by the factors of production 
by rendering their factor services. In other words, while factor 
income is 'earned income', transfer income is 'unearned income'. 
Since, transfer incomes are not earned as rewards for rendering 
factor services, these are not included in the estimation of national 
income. 

National income is the sum total of factor incomes. Transfer incomes are not included 

in the estimation of national income as these are not earned as rewards for rendering 
factor services. 

(2) Normal Residents 

Who are normal residents of a country? 

A normal resident is said to be one (i) who ordinarily resides in the 
country concerned, and (ii) whose centre of economic interest lies in 
that country. Here, note these observations carefully: 

(i) A person residing in a country for a period of one year (or more) 
is taken as 'ordinarily residing' in that country. This person may 
or may not be the citizen of that country. 

(ii) A person is said to have his economic interest in a country 
when he carry out all his economic activities such as production, 
consumption or investment in that country. 

(Check the Focus Zone for certain examples on residents and non
residents of a country.) 
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Normal Residents and Non-residents-Some Examples 

Normal Residents of India 

(i) Indians working in foreign embassies in 
India. 

(ii) Indians employed in World Health 
Organisation located in India. 

(iii) Local people working in the office of 

International Monetary Fund in India. 

(iv) Ambassador for India in rest of the 
world. 

(v) The foreign citizens living in India for a 
period of more than one year (other than 
those for studies or medical treatment). 

Non-residents of India 

(i) Foreigners working in Indian 
embassies in Canada and Japan. 

(ii) Foreigners working in World Health 
Organisation located in India. 

(iii) The German working as Director of 

the office of International Monetary 
Fund located in India. 

(iv) Ambassador in India from rest of the 
world. 

(v) The foreign technical experts working 
in India for a period of less than one 
year. 

National income includes income of only the normal residents of a country. It does not 
include income of the non-residents, even when they happen to be the citizens of our 
country. 

2. DOMESTIC AND NATIONAL 

CONCEPTS OF INCOME 

At the macro level, the concept of income is used both as a domestic 
concept and a national concept. When used as a domestic concept, 
we call it domestic income, and when used as a national concept, we 
call it national income. Both domestic income and national income 
include the four basic elements of factor income, viz., (i) compensation 
of employees, (ii) rent, (iii) interest, and (iv) profit. But there is a 
difference. It is as this: 
Domestic income is the sum total of factor incomes (compensation of 
employees + rent + interest + profit) generated within the domestic 
territory of a country (no matter who generates it: normal residents 
or non-residents). 
National income is the sum total of factor incomes (compensation 
of employees + rent + interest + profit) earned by normal residents 
of a country (no matter where it is generated: within the domestic 
territory or outside). 
Here, it becomes important to understand the concept of domestic 
territory of a country. 

Domestic Territory of a Country 
In common language, the domestic territory of a country is understood 
to mean political territory of a nation. But, in economics, it refers 
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a country includes 
factor incomes of 
both the residents and 
non-residents working 
within the domestic 
territory of a country. 

2. Net factor income 
from abroad is the 
difference between 
(i) factor income 
earned by our 
residents who are 
temporarily residing 
abroad, and (ii) factor 
income earned by 
non-residents who are 
temporarily residing in 
our country. 

F�CUS 
ZONE 

to 'economic territory' which is a much wider concept than political 
territory. According to United Nations, "Economic territory is the 
geographical territory administered by a government within which 
persons, goods and capital circulate freely." Do we have this freedom 
of circulation (of persons, goods and capital) in the embassies of 
foreign countries located in India? No should be the answer. Do we 
have this freedom of circulation (of persons, goods and capital) in 
Indian embassies located abroad? Yes should be the answer. Implying 
that, foreign embassies located in India are not a part of domestic/ 
economic territory of India. On the other hand, Indian embassies 
located abroad are a part of domestic/economic territory of India. 
Thus, while defining the term domestic territory, the focus is NOT to 
be on political boundaries of a nation. The focus is to be on such a 
geographical area where our persons, our goods and our capital enjoy 
the freedom of circulation. [see Ability Zone for the components of 
domestic territory.] 

Conversion of Domestic Income into National Income 

Domestic income is the sum total of factor incomes generated within 
the domestic territory of a country during the period of an accounting 
year. It includes factor income of both the residents as well as non-residents 
in the domestic territory of a country. It needs emphasis that: 

(i) our domestic income does include factor income earned by non
residents within the domestic territory of our country, 

(ii) our domestic income does not include factor income earned by 
our residents from the domestic territories of other countries. 

Accordingly, domestic income becomes national income provided: 

(i) we exclude from domestic income that part of factor income 
which belongs to non-residents within our domestic territory, and 

(ii) we add to domestic income that part of factor income which 
our residents earn from rest of the world ( or from the domestic 
territories of other countries). 

Conversion of Domestic Income into National Income 

Domestic income + Net factor income from abroad = National Income 
Here, Net factor income from abroad 

= Factor income earned by our residents from rest of the world 
- Factor income earned by non-residents in our domestic territory 

For converting national income into domestic income, we use the following 
equation: 
National income - Net factor income from abroad = Domestic Income 
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Domestic Income and Domestic Product are Identical 
Concepts [Domestic Income= Domestic Product] 

There is no difference between the concepts of 'domestic income' and 
'domestic product'. In fact, the two terms are identical to each other. 
Because, all production is ultimately converted into factor incomes. In 
the first round, the firms produce goods by hiring/purchasing factors 
of production from the households. In the second round, the firms 
distribute their revenue (from the sale of final goods) among the 
owners of the factors of production (households). The households are 
paid (i) compensation of employees (for labour), (ii) rent (for land), 
(iii) interest (for capital), and (iv) profit (for entrepreneurial skill). 
Thus, domestic income (the sum total of factor incomes) is obviously 
equal to domestic product. We can write that: 

Domestic Income = Domestic Product 

Accordingly, the equation that: 
Domestic income + Net factor income from abroad= National Income 
can also be written as: 
Domestic product+ Net factor income from abroad= National Product 

t>TS 
Q. Write two observations indicating the difference between domestic income and national income. 
Ans. Following observations indicate the difference between domestic income and national income: 

Domestic Income (NDP
F
cl 

(i) It is the sum total of factor incomes 

generated within the domestic territory of 

a country, no matter who generates this 

income-residents or non-residents. 

(ii) It does not include net factor income from 

abroad. 

National Income (NNPrcl 

(i) It is the sum total of factor incomes accruing to 

normal residents of a country, no matter where 

this income is generated-within the domestic 

territory or in rest of the world. 

(ii) It includes net factor income from abroad. 

3. GROSS AND NET CONCEPTS OF 

DOMESTIC PRODUCT 

Domestic product is measured as (i) Gross Domestic Product (GDP) or 
(ii) Net Domestic Product (NDP). 
Depreciation (Consumption of Fixed Capital) causes the difference 
between the two. While GDP includes depreciation, NDP does not. 
Thus, 

GDP (Gross Domestic Product) - Depreciation = NOP 

Or 

NOP (Net Domestic Product) + Depreciation = GDP 
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Likewise, 
GNP (Gross National Product) - Depreciation = NNP 

Or 

NNP (Net National Product) + Depreciation = GNP 

4. DOMESTIC PRODUCT AT MARKET PRICE 
AND AT FACTOR COST 

There is no difference between domestic product at market price 
and domestic product at factor cost so long as we are considering a 
two sector economy including: (i) producer sector, and (ii) household 
sector and there is no 'government sector' in the economy (implying 
that there are no taxes or subsidies related to the production of goods 
and services). 

I 
Domestic product at market price is identical with domestic product at factor cost, provided there is 
no government and there are no taxes and subsidies related to the production of goods and services 
in the economy 

Once, the government sector is introduced, taxes and subsidies start 
playing their role, and domestic product at market price and domestic 
product at factor cost become different aggregates. This is how it 
happens: 
• Taxes on goods (called indirect taxes) tend to raise the market 

price of the goods. Accordingly, domestic product at market price 
is increased. 

• Subsidies tend to lower the market price of the goods. Accordingly, 
domestic product at market price is reduced. 

• To restore the parity between domestic product at market price 
and domestic product at factor cost: 

(i) we deduct the value of indirect taxes from domestic product 
at market price, and 

(ii) we add the value of subsidies to domestic product at market 
price. 

It is with this adjustment that the two aggregates become equal. 

Thus, 'domestic product at market price' and 'domestic product at 
factor cost' are related to each other as in the following equations: 
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Domestic product (gross/net) at market price 

- Net indirect taxes 

= Domestic Product (gross/net) at factor cost 

[Note: Net indirect taxes = Indirect taxes - Subsidies] 

Likewise, we can write that, 

National product (gross/net) at market price 

- Net indirect taxes 

= National Product (gross/net) at factor cost 

5. AGGREGATES RELATED TO NATIONAL INCOME 

We now give a brief description of the various aggregates related to 
national income, as under: 

(I) Gross Domestic Product at Market Price [GDP MP] 
Gross domestic product at market price is the market value of final 
goods and services produced within the domestic territory of a country 
during the period of an accounting year, inclusive of depreciation. 

(2) Net Domestic Product at Market Price [NDPMPl 

Net domestic product at market price is the market value of the final 
goods and services produced within the domestic territory of a country 
during the period of an accounting year, exclusive of depreciation. 

Relating (1) and (2), we can write that: 

GDP 
MP

= NDP
MP 

+ Depreciation 

and NDP
MP = GDP

MP - Depreciation 

(3) Gross National Product at Market Price [GNPMPl 

Gross national product at market price is the sum total of gross 
domestic product at market price and net factor income from abroad. 

GNP
MP = GDP

MP 
+ Net factor income from abroad 

(4) Net National Product at Market Price [NNPMP] 
Net national product at market price is the sum total of net domestic 
product at market price and net factor income from abroad. 

NNP
MP 

= NDP
MP + Net factor income from abroad 
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(5) Gross Domestic Product at Factor Cost [GDPFcJ 

Gross domestic product at factor cost is the sum total of factor cost 
incurred on the production of final goods and services within the 
domestic territory of a country (during an accounting year), inclusive 
of depreciation. 

GDP Fe = Compensation of employees + Rent + Interest + Profit 

+ Depreciation 

(6) Net Domestic Product at Factor Cost [NDPFcJ 
Or Net Domestic Income 

Net domestic product at factor cost is the sum total of factor cost 
incurred on the production of final goods and services with the 
domestic territory of a country, during an accounting year. 

NDP
F
c = Compensation of employees + Rent + Interest + Profit 

Relating (5) and (6), we can write that: 

GDP
F
c = NDP

F
c + Depreciation 

and NDPFc = GDPFc - Depreciation 

(7) Gross National Product at Factor Cost [GNPFcJ 

Gross national product at factor cost is the sum total of gross domestic 
product at factor cost and net factor income from abroad. 

GNP
F
c = GDP

F
c + Net factor income from abroad 

(8) Net National Product at Factor Cost [NNPFcJ 

Net national product at factor cost is the sum total of net domestic 
product at factor cost and net factor income from abroad. 

NNPFc = NDPFc + Net factor income from abroad 

We know that, 

NDP
F
c = Compensation of employees + Rent + Interest 

+ Profit 

Accordingly, 
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Following table sums up how various aggregates of national income 
are related to each other. 

Aggregates Related to National Income-A Glance 

1 .  Gross Domestic Product a t  Market 
Price (GDP

MP
) 

2 .  Net Domestic Product a t  Market 
Price ( NDP

Mp
) 

3 .  Gross Nationa l  Product a t  Ma rket 
Price (GNP

MP) 

4 .  Net Nationa l  Product at Market 
Price ( N N P

MP
) 

5 .  Gross Domestic Product a t  Factor 
Cost (GDP

F
cl 

6 .  Net Domestic P roduct at Factor 
Cost or  Net Domesti c I n come 
( N D P

F
c) 

7 .  Gross Nationa l  Product at Facto r 
Cost ( GNP

F
cl 

8. Net Nationa l  Product at Factor 
Cost o r  Nationa l  I n come ( N N P

F
cl 

Market va l ue  of fina l  goods and services 
produced with i n  the domestic territory of a 
country in a n  accounti ng yea r 

GDPM
P - Deprec i ation or Consumption of 

fixed cap ita l 

GDP  MP + Net facto r i n come from a broad 

GNP  MP - Depreciation 

GDP  
M

P - I nd i rect taxes + Subs id ies 

GDP Fe - Deprec iation 

GDP  Fe +  Net facto r i ncome from ab road 

GNP Fe - Deprec i ation 

F®CUS 
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See flow chart of these aggregates below: 

AGGREGATES RELATED TO NATIONAL INCOME-A FLOW CHART F®CUS 
ZONE 
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• When nominal GDP  

rises, the flow of 

goods and services in 

the economy may or 

may not rise during an 

accounting year 

• When real GDP r ises, 

the flow of goods 

and services in the 

economy must rise 

during an accounting 

year. 

6. NOMI NAL AN D REAL GDP 

Nominal GDP 

It refers to GDP at current prices. It is the market value of the final 
goods and services produced within the domestic territory of a 
country during an accounting year, as estimated using the current 
year prices. Current year prices are the prices prevail ing during the 
year of estimation. 
Thus: 

Nominal GDP = Q x P 

Here, Q = Quantity of final goods and 
services produced during an 
accounting year 

P = Prices prevail ing during the 
accounting year. 

The above equation shows that nominal GDP can increase when there 
is increase in either Q or P. If it increases owing to increase in Q 
(P remaining constant), it shows increase in nominal GDP owing to 
increase in output. On the other hand, if it increases owing to increase 
in P (0 remaining constant), it shows increase in nominal GDP owing 
to increase in the general pr ice level. It is merely a monetary increase 
in GDP, and is of little significance. It does not cause any increase in 
the flow of goods and services in the economy. It only causes 'money 
illusion'-the illusion of a higher market value of the given output. 

Real GDP 

It refers to GDP at constant prices. It i s  the market value of the 
final goods and services produced within the domestic territory of a 
country during an accounting year, as estimated using the base year 
prices. Base year is the year of comparison. It is the year when macro 
variables (like production and general pr ice level) are believed to be 
within their normal range. 
Thus: 

Real GDP = Q x P* 

Here, Q = Quantity of final goods and 
services produced during an 
accounting year 

P* = Prices prevail ing during the 
base year. 

The above equation shows that real GDP increases only when 
Q increases. Simply because P* is constant. So that when real GDP 
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increases, there is an increase in the flow of goods and services in the 
economy. Other things remaining constant, higher the level of real 
GDP, greater should be the availability of goods and services to the 
residents of a country. Implying that the quality of life should improve. 
Table 1 on the estimation of nominal GDP illustrates how nominal GDP 
can rise even when output is constant. 

Table 1 .  Estimation of Nominal GDP 
[Assumptions: (i) The economy produces wheat, cloth and sugar 

only, and (ii) Output remains constant] 
(� in crore) 

Year Commod ity Quantity Price GDP
MP (Nomina l ) 

2011-12 Wheat 20 tonnes 100 per tonne  2,000 

C loth 100 metres 5 per metre + 500 

Suga r 5 ton nes 500 per ton n e  + 2,500 

= 5,000 

2018-19 Wheat 20 ton nes 1,000 per tonne 20,000 

C loth 100 metres 20 per metre + 2 ,000 

Suga r 5 ton nes 1, 600 per tonne + 8,000 

= 30,000 

Thus, nominal GDP rises from � 5,000 crore to � 30,000 crore 
even when output is constant. Here, rise in nominal GDP is driven 
exclusively by the rise in price level. 
Table 2 on the estimation of real GDP shows that real GDP rises only 
when output rises. 

Table 2 .  Estimation of Real GDP 
[Assumptions: (i) The economy produces wheat, cloth and sugar 

only, and (ii) Prices remain constant] 
(� in crore) 

Year Commod ity Quantity Price GDPMP ( Real) 
2011-12 Wheat 20 ton nes 100 per tonne 2,000 

C loth 100 metres 5 per metre + 500 

Sugar 5 ton nes 500 per tonne + 2,500 

= 5,000 
2018-19 Wheat 30 tonnes  100 per tonne 3,000 

C loth 200 metres 5 per metre + 1,000 

Suga r 10 tonnes 500 per tonne + 5,000 

= 9,000 

Thus, real GDP rises from � 5,000 crore to � 9,000 crore, even when 
price level is constant. Here, rise in real GDP is driven exclusively by 
the rise in output. 
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F®CUS 
ZONE 

GDP at current prices (also called monetary GDP or nominal GDP) refers to market 
value of the final goods and services produced within the domestic territory of a country 
during an accounting year, as estimated using the current year prices. It may increase 
without any increase in the quantum of output in the economy. 

GDP at constant prices (also called real GDP) refers to market value of the final goods 
and services produced within the domestic territory of a country during an accounting year, 
as estimated using the base year prices. It increases only when there is increase in the 
quantum of output in the economy. 

The index of real GDP always reflects a change in the level of output, 
while the index of nominal GDP may or may not. Which i s  why real 
GDP is cons idered as a better index of economic growth than the 
nominal GDP. 

t>TS 
Q. Write observations ind i cating the d ifference between GDP  at current pr ices and GDP  at consta nt 

prices . 

Ans . Fo l lowing observations i nd i cate the d iffe rence between GDP  at cu rrent pr ices and  GDP  at consta nt 
pr ices : 

GDP at Current Prices 

( i )  It is the market va l ue  of the fina l  goods and 
services produced with i n  the domestic territory 
of a country d u r ing an  accounting yea r, as  
estimated at cu rrent yea r  prices. 

( i i )  It can i n crease if pr ice leve l r ises even when 
there i s  no i ncrease i n  the flow of goods and  
se rvices i n  the economy. 

( i i i )  It is known as nom ina l  GDP. 

( iv) It is not a good measure of welfare of people. 

GDP at Constant Prices 

( i )  It is the market va l ue  of the fina l  goods and  
services produced wit h i n  t he  domestic territo ry 
of a cou ntry d u ri ng a n  accounting yea r, a s  
esti mated at base yea r pr ices. 

( i i )  I t  can i ncrease only when the flow of goods and  
services i ncrease i n  the economy. 

( i i i )  It is known as rea l  GDP. 

( iv) It is a good measu re of welfa re of peop le .  

Conversion of Nominal GDP into Real GDP 

If GDP at current prices is divided by the price index of the current 
year and multiplied by the price index of base year (which is always 
equal to 100), we obtain GDP at constant prices or real GDP. 

R I GDP GDP t C t t P . = GDP at Current Prices 
x 1 00 ea or a ons an nces 

P . 1 d nee n ex 

I l l ustrat ion 

I f  in 2011, GDP is � 100 crore, and in 2019 it is � 200 crore at the 
current prices. And, if price index rises from 100 to 400 within the 
same period, then GDP at current prices is converted into real GDP 
(or GDP at constant prices) as in Table 3. 
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Table 3 .  Conversion of Nominal GDP into Real GDP 

Year GDP at Index Number or GDP at Constant Prices 
Current Prices Current Price (or Base Year Prices) 

(t in crore) Index (t in crore) 

2019 200 400 
100 

2QQ X 

400 
= SQ 

It may be noted that GDP at current prices in 2019 is twice the GDP 
in 2011. But, GDP at constant prices has reduced from 100 in 2011 to 
50 in 2019. This is because the index of price in the year 2019 has 
risen to 400 (compared to 100 in 2011 ). 
We may also estimate nominal GDP, if real GDP and price index are 
known to us, using the following formula: 

Exam ple.  

Nominal GDP = Real GDP X Pric
� ��

dex 

Find nominal GDP if real GDP = 240 and price index = 1 20.  
Solut ion : 

N . I GDP R I GDP 
Price Index 

omma = ea x 100 

Ans. Nomi nal GDP = 288 .  

120 = 240 X 1 OO = 288 

GDP Deflator 
It refers to the ratio between GDP at current prices and GDP at constant prices. It is 
expressed as under: 

GDP Deffator = GDP at Current Prices 
x 1 00 

GDP at Constant Prices 
It shows change in GDP due to change in price level. It is the same as price index. 

Example. If real GDP = 600 and nominal GDP = 660, f,nd GDP deflator (price index). 

. Nominal GDP 
Solution: GDP Deflator (Price Index) = 

Real GDP 
x I 00 

= 660 
x / 00 = I J O  600 

It shows increase in the general price level by I 0%. 
Note: GDP deflator should not be confused with Consumer Price Index, even when both indicate 

change in the price level. The basic difference is as under: 

GDP deflator indicates change in price index or change in price level related to ALL goods 

and services produced within the domestic territory of a country. 

Consumer Price Index indicates change in price index or change in price level related to only 

a specific basket of goods bought by the consumers, and these may be produced 

within the domestic territory or in rest of the world. 

7. GDP AND WELFARE 

Real GDP is considered as an index of welfare of the people. Welfare 
of the people is measured in terms of the availabil ity of goods and 

F@CUS 
ZONE 
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services per person. Increase in real GDP means increase in the level of 
output in the economy. Other things remaining constant, this means 
greater availability of goods per person implying higher level of welfare 
(popularly known as social welfare). It is because of this reason that 
the planners and politicians in a country always lay emphasis on the 
growth rate of GDP. Higher the growth of GDP, greater is the flow of 
goods and services. Greater is the availability of goods and services 
per person. 

Limitations 

But there are certain limitations related to the positive relationship 
between GDP and welfare. Or, we can say that there are certain limitations 
related to GDP as an index of social welfare. These are as under: 
(1 ) Distribution of Income: If distribution of income turns unequal, 

GDP growth fails to reflect a rise in social welfare. India is facing this 
situation at present. While per capita GDP is rising, starvation 
deaths are hitting the headlines more often than ever before. 
Reason: Distribution of income is becoming increasingly unequal. 

(2) Composition of GDP: Composition of GDP may not be welfare
oriented. Example: Increase in the production of defence goods 
does not lead to any direct increase in welfare of the people. 
[Of course, strong defence offers a peaceful environment in the 
country. But, it contributes to social welfare only indirectly. ] 

(3) Non-monetary Exchanges: In rural economies, barter system of 
exchange still prevails to some extent. Payments for farm labour 
are often made in kind rather than in cash. All such transactions 
remain unrecorded. This causes underestimation of GDP. To the 
extent GDP remains underestimated, it remains an inappropriate 
index of welfare. 

(4) External ities: Externalities refer to good and bad impact of an 
economic activity without paying the price or penalty for that. 
There are both positive and negative externalities. Positive 
externalities occur when, for example, Mr. X maintains a beautiful 
garden and Mr. Y (neighbour of Mr. X) enjoys it. It adds to 
welfare of Mr. Y but he does not pay for it. Negative externalities 
occur when, for example, smoke emitted by factories causes air 
pollution or industrial waste is driven into rivers causing water 
pollution. It causes a loss of social welfare. But, most farmers 
do not pay the penalty. GDP fails to account for the impact of 
positive and negative externalities on social welfare. Hence, it is 
an inappropriate index of welfare. 
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Thus, there are serious limitations of GDP as an index of welfare. These 
limitations reduce the significance of GDP as an index of welfare. 

t>TS 
Q. What lowers the significance of GDP  as an index of welfare? 
Ans. The following observations explain how the significance of GDP  as an index of welfare is lowered: 

( i )  Distribution of I ncome: GDP  as an index of welfare loses s ignificance if the distribution of 
income turns unequa l .  

( i i )  Composition of GDP:  I f  luxu ries are produced for richer sections of the society and the poor 
suffer deprivation, G D P  growth becomes meaningless. 

( i i i )  Non-monetary Exchanges/Transactions: Larger the non-monetary transactions, greater the 
underestimation of G D P  as an index of welfare. 

( iv) Externa l ities: GDP index does not account for externalities: the good and bad impact of 
economic activities without the price or penalty. Environmental pollution related to p roduction 
activity is an important example. This also lowers the significance of GDP  as an index of welfare. 

Power Poi nts & Revision Window ------------

Nationa1  I ncome is the s um  tota l of fa cto r i n comes accru i n g  to normal res i dents of a cou ntry. It does not 

j 
l accoun t  fo r tra n sfe r i ncomes .  

Factor I ncomes a re the rewa rds of the factor of p rod uction ,  viz . ,  com pensati o n  of emp l oyees, 
re nt, inte rest a n d  profit. 

Transfer I ncomes a re unea rned i n co mes. These i nclude  gifts in cash, schola rs h i ps to the students, 
old -age pens ions to the sen ior, etc . These a re not i n c l uded in the estimation of the national i n come. 

Normal Residents of a Country a re the  people who ( i )  n o rma l l y  res i d e  in the cou ntry concerned,  a n d  
( i i )  whose centre o f  econom i c  i nte rest l i es in t h e  cou ntry concerned . 

Domestic Income is the s um  tota l of facto r i n comes ge nerated with i n  the  domesti c  terr ito ry of the  cou ntry 

j l ( n o  matte r it i s  the income accruing to res i d ents o r  non - res idents of the  co u ntry) . 
Conversion of Domestic I ncome i nto National Income: 

Domestic i ncome + Net fa cto r i ncome from ab road = Nation a l  I n come 
Domestic Territory of  a Country i s  the econom i c  te rr ito ry of  the co u ntry i n  wh i ch  economic a ctivities of  
the cou ntry ge nerate its domestic i n come .  

Net Factor Income from Abroad (NFIA) i s  the  d iffe re nce between the fa cto r i n come earned by  ou r  

j 
j 

res i dents from ab road a nd  facto r i n come earned by non-res i dents 
1n ou r  cou ntry. 

Domestic I ncome does not i nc l ude  net fa cto r i ncome from ab road .  
Nationa l  I ncome i nc l udes net fa cto r i ncome from abroad .  

G ross and  Net Concepts j ! G ross Domestic Product is the ma rket va l u e  of fi n a l  goods a nd  servi ces produced within the 
domestic terr itory of the cou ntry d u ri ng a n  acco u nting yea r, i n c l u s ive of dep rec i ation . 

Net Domestic Product is the ma rket va l u e  of fi nal goods a nd  services p roduced with i n  the domestic 
te rrito ry of the cou nt ry d u ring a n  acco u nting  yea r, exc l us ive of deprec iati o n .  

Conversion o f  GDP into NDP:  
GDP - Deprec iation = N DP 
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Market Price and Factor Cost j j ! Market Price inc l udes the impact of indirect taxes (taxes on goods and se rvices) and 
subs id ies .  

I ndirect Tax ra ises the ma rket p rice, subs id ies tend to l ower it . 
Factor Cost is the cost of factors of p roduction. It is eq ua l  to factor payments . 

Conversion of GDP MP i nto GDP
F
c: 

GDPM P - Net indirect taxes = G D PFc 
( He re, Net ind i rect tax = Indirect tax - Subsidies . )  

Nomina l  GDP is  the ma rket va l u e  of  goods and se rvices p roduced within the domestic territory of  a j l country d u ring an accounting yea r, as estimated us ing the cur rent yea r  pr ices .  
Real GDP is the ma rket va l u e  of goods and services p rod uced within the domestic terr itory 
of a country d u ring an accounting yea r, as estimated using the base yea r  p rices. 

Conversion of Nominal GDP into Real GDP: 
Nomina l G D P  x 100 = Rea l GDP  Price Index 

GDP Deflater i s  the ratio between nomina l GDP  and rea l  GDP. I t  shows change in G D P  owing to the 
change in the price l eve l .  I t  is a l so ca l l ed p rice index. 

GDP  Deflator = 
N

�:���ii
p x 100 

GDP and Welfa re 
! Rea l  GDP is a wide ly used index of welfa re .  But, it suffers from ce rtain limitations as it ignores : 

(i) d i str ibution of income, ( ii) compos ition of GDP, (ii i )  non-moneta ry transactions, ( iv) exte rna l iti es .  

rEX ERC I S Ej 
1 .  Objective Type Quest ions (Remembering & U ndersta nd ing based Quest ions) 

A. M u lt ip le  Choice Quest ions 

Choose the correct option: 

1 .  Market price of the final goods and services (incl uding depreciation) produced within the domestic 
territory of a country during an accounting year, is ca l led: 
(a) GDP  at ma rket p rice (b) G N P  at ma rket pr ice 
(c )  GDP at factor cost 

2. National income is often estimated as :  
( a )  N D PFc 
(c )  N D PM P 

3 .  Domestic product is equal to : 

(d )  G N P  at factor cost 

(b) N N PM P  

(d )  N N PFc 

( a )  Nationa l p roduct + Net factor income from abroad 
(b) Nationa l p roduct - Net factor income from abroad 
(c) Nationa l p roduct + Net factor income from abroad 
(d) Nationa l p roduct x Net factor income from abroad 
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4. Net indirect taxes are estimated as :  
( a )  Indirect taxes + Subs id ies (b) Subsidies - Ind irect taxes 
(c) Indirect taxes - Subs id ies ( d )  both (b) and (c )  

5 .  Which of the fol lowing is not correct? 
( a )  N N P  at Market Pr ice = G N P  at market price + Depreciation 
(b) N O P  at Market Price = N N P  at market price - Net factor income from abroad  
(c )  NOP  at Factor Cost = NOP  at market price - Indirect taxes + Subsidies 
(d) G D P  at Factor Cost = N O P  at factor cost + Depreciation 

6. Which one is correct? 
( a )  Nationa l Income = N O P  at factor cost - Net factor income from abroad 
(b) G N P  at Factor Cost = G N P  at market price + Net indirect tax 
(c) Nationa l Income = Domestic income + Net factor income from abroad 
(d) G D P  at Factor Cost = N O P  at factor cost - Depreciation 

7. Basis of the difference between the concepts of market price and factor cost is : 
( a )  direct taxes (b) indirect taxes 
(c) subsidies ( d )  net indirect taxes 

8 .  Which one leads to factor cost? 
( a )  Market pr ice - Indirect taxes 
(c) Market pr ice + Indirect taxes 

9. Which one incl udes depreciation? 
( a )  G N P  at market price 
(c) N N P  at factor cost 

(b) Market price - Net indirect taxes 
( d )  Market price + Net indirect taxes 

(b) N N P  at market price 
( d )  None of these 

10. Which of the fo l lowing is an  exa m ple of norma l res idents of I nd ia?  
( a )  Foreign worker working in  WHO located in  Ind ia  
(b )  The German working as Director in I M F  office located in India 
(c) Ambassador in Ind ia  from rest of the wor ld  
( d )  Ambassador of  Ind ia  in rest of the wor ld  

11 .  Nationa l  i ncome inc l udes:  
( a )  o ld -age pensions (b) money sent by an NR I  to his fami ly in Ind ia  
(c )  transfer payments from rest of  the world ( d )  none of these 

12.  F inanc ia l  he lp  to a victim is :  
(a ) transfer payment (b) factor income 
(c )  net factor income from abroad (d )  none of these 

13.  The d ifference between nationa l  i ncome and domestic income is that of: 
( a )  net ind irect taxes (b) net factor income from abroad 
(c )  consumption of fixed ca pita l 

14. G N P  at market pr ice is measured as :  
( a )  GDP at market pr ice - Depreciation 
(c )  G N P  at market price + Subsidies 

15. National income refers to : 
( a )  factor incomes only 

(d) both (a) and (b) 

(b) GDP at market price + Net factor income from abroad 
(d )  N O P  at factor cost + Net factor income from abroad 

(b )  income of only norma l residents of the country 
(c )  the sum tota l of domestic income and net factor income from abroad 
(d) a l l  of these 
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16. National income ( N N P
F
cl is equal to : 

( a )  G N P
F
c + Deprec iation ( b )  G N P

F
c - Depreciation 

(c )  N N P
M P  

- Net indirect taxes (d) both ( b )  and (c )  

17.  Which of the fol lowing makes GDP an inappropriate index of welfare? 
(a) Non-moneta ry tra nsactions ( b )  Externalities 
(c )  Composition a nd distribution of GDP  ( d )  A l l  o f  these 

18. The impact of an external ity is: 
(a) positive 
(c )  either  positive or negative 

19. Rea l nationa l  income mea ns :  

( b )  negative 
(d )  ne i ther positive nor  negative 

( a )  national income at cu rrent pr ices 
(c) national income at consta nt pr ices 

( b )  national i ncome at factor pr ices 
(d) national income at average pr ices of the past 10 yea rs 

20. GDP  Deflator = 

( a )  Rea l income x 100 
Nomi n a l  income 

(c) Real i ncome x 100 Populat ion 

( b )  Nomina l  income x 100 Real income 

(d )  None of these 

21 .  I ncrease i n  price of commod ities due to  i ncrease in taxes assu mes re leva nce in the estimation of 

N N P
M P  

because:  
( a )  taxes a re compulsory payments 
( b )  taxes a re t ra nsfer  payments 
(c) taxes a re paid out of i ncome of the households 
(d )  taxes cause a rise i n  ma rket p rice of the commod ities which otherwise wou ld have been sold at 

a l ower pr ice 
Answers 

1. (a )  
11 .  (d) 
21. (d) 

2 .  (d) 3. (b) 4 .  (c) 
12. (a )  13.  (b) 14. (b) 

B. F i l l  in the B lanks 

5 .  (a )  
15 .  (d) 

Choose appropriate word and fi l l  in  the b lank: 

6. (c) 
16. (d) 

7 .  (d) 
17. (d) 

8. (b) 
18. (c) 

9 .  (a )  
19. (c )  

10.  (d )  

20. (b )  

1 .  Domestic I ncome = Nationa l  income - . ( Net exports/Net facto r income from ab road ) 
2 .  causes the difference between gross domestic p roduct and net  domestic 

p roduct .  ( Dep reciation/I ndirect tax) 
3. A base yea r  is the _______ yea r  of a se ries of yea rs in an economic i ndex .  (fi rst/last) 
4 .  _______ on goods te nd to ra ise the ma rket p rice of the goods .  ( Direct taxes/I ndirect taxes) 
5 .  GDP at Factor Cost = GDP  at ma rket pr ice - . ( Depreciation/Net i ndirect taxes) 
6. ca n increase only when the flow of goods and services increases in the 

economy. ( Nominal GDP/Real GDP )  
7 .  Domestic factor income i s  greater than  national income when  ne t  factor income from ab road i s  

( positive/negative) 

Answers 
1 .  Net factor income from abroad 

5 .  Net i nd i rect taxes 
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C. True or Fa lse 

State whether the fol lowing statements are True or False: 

1 .  National income inc l udes income of only the normal residents of a country. 
2. Ind ians employed in WHO located in India is norma l res idents of Ind i a .  
3 .  Transfer incomes are inc l uded in t he  estimation o f  national income as these are 

(True/False)  
(True/False) 

rewards for rendering factor services. (Tru e/False )  
4 .  Interest i s  received by the househo lds  for the use of  the ir ca pital by the prod uc ing units. (True/Fa l se) 

. Real GDP  
5 .  Nominal GDP = P . 1 d 

x 100 . (True/False )  nee n ex 
6. GDP  at current prices may lead to increase in the flow of goods and services 

in the economy. 
7 .  GDP  deflator shows change in GDP  owing to the change in the pr ice l eve l .  

Answers 

1 .  True 2 .  True 3 .  Fa lse 4 .  True 5 .  False 6. True 7 .  True 

D. Match ing the Correct Statements 

(True/False) 
(True/False )  

I .  From the set of  statements given in Co lumn I and Column I I, choose the correct pa i r  of  statements: 

Column I Column II 

( a )  N N P
MP ( i )  GNP MP + Depreciation 

(b )  GDP  at constant prices ( i i )  A good measure of welfa re of peop le  

(c)  Tra nsfe r i n come ( i i i )  Earned i ncome 

(d )  Crew members of fo re ign vesse l s  ( iv) Norma l  res idents of a country 

(e )  Environmental po l l u tion (v )  An examp le  of positive externa l ity 

Answer 

(b) GDP  at constant prices-(ii) A good measure of welfare of people 

I I .  Identify the correct sequence of a lternatives g iven i n  Column I I  by match ing them with respective 
items in Column I : 

Column I Column II 

( a )  Factor i ncome ( i )  Economic  territory 

(b )  Domestic i n come ( i i )  NNP + Deprec i ation 

(c )  G ross nationa l  product ( i i i )  Estimated us ing the base yea r  pr ices 

(d) Domestic territory of a country ( iv) Inc luded i n  the estimation of nationa l  i ncome 

(e )  Rea l GDP  (v) Generated with in  t h e  domestic territo ry o f  a country 

Answers 

(a)-(iv), (b)-(v), (c)-(ii), (d )-(i), (e)-(iii) 

E .  'Very Short Answer' Objective Type Quest ions 
1. Define gross domestic product at market price . 

Ans. Gross domestic product at market pr ice refers to market value of fina l goods and services produced 
within the domestic territory of the country within one year, inclus ive of depreciation. 
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2 .  Defi ne net domestic product at market price. 
Ans. Net domestic prod uct at market pr ice refers to market va l u e  of fi nal goods and services produced 

with i n  the domestic  territory of the cou ntry within one year, exclusive of depreciation .  
3 .  Defi ne domestic product a t  factor cost or domestic income. 

Ans. Domestic product at factor cost or domestic  income is the sum total of factor incomes generated 
with i n  the domestic terr itory of the cou ntry d uring the period of one year along with depreciation or 
consumption of fixed ca pital. 

4 .  When is gross domestic product of an economy equal to its gross national product? 
Ans. Gross domestic prod uct of a n  economy is  equal to its gross national product when net factor income 

from a broad is zero . 
5 .  Defi ne factor income. 

Ans. Factor i ncome is the income received by owners of the factors of production i n  the form of rent, 
wages, interest a nd  profit for the services rendered in the prod uction process. 

6.  What is meant by transfer incomes? 
Ans. Transfer incomes are those i ncomes corresponding to which there is no value addition in the 

economy. Example :  Gifts and donations .  
7 .  What is meant by nomina l  GDP? 

Ans.  Nominal GDP  refers to market value of the fi nal goods and  services produced within the domestic 
terr itory of a cou ntry d uring a n  accounti ng  year, as estimated using the current year pr ices . It may 
increase without a ny increase in the qua ntum of output in the economy. 

8. What is meant by rea l  G DP? 
Ans.  Rea l GDP  refers to market value  of the fi n a l  goods and services produced with i n  the domestic 

terr itory of a cou ntry d uring a n  accounti ng  year, as estimated us ing the base year prices. It increases 
only when there i s  increase in the quantum of output in the economy. 

2. Reason-based Quest ions (Com prehension of the Subject-matter) 

Read the fo l l owi ng statements carefu l l y. Write True or Fa lse with a reason.  
1 .  Domestic product refers to  va l ue addition only by  the resident producers. 

Ans. False . Domestic product/i ncome refers to value addition or income generated in the domestic territory 
of a country by a ll producers (resident and  non-resident) during one year. 

2. Net factor income from abroad is treated as a component of income from domestic product 
accruing to the government sector. 

Ans. Fa l se .  Net factor income from a broad is a component of nationa l  income . It is added to domestic 
income to get nationa l  income. 

3 .  There is no difference between GDP  at market price and GDP  at factor cost in a two sector economy 
inc lud ing household sector and producer sector. 

Ans. True .  Difference between GDP  at market price and  GDP  at factor cost is the net ind irect taxes. 
Net i ndirect taxes = I ndirect taxes - Su bs id ies 

The parameters of tax and su bsidies emerge only when we are considering a three sector economy 
inc l uding households, producers a nd  the government. 

4 .  GDP growth as an index of we lfare loses its significance if there is a deep economic divide in the 
economy. 

Ans. True .  Economic d ivide ind icates the increas ing gu lf between the rich a nd  poor peop le .  If the gulf 
increases, GDP  growth l oses its s ignifica nce .  
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5 .  National income at current prices can increase even when the quantum of goods and services 
produced during the year remains constant.  

Ans. True .  Increase in the price l evel can cause an increase in national income at current pr ices without 
increase in the q uantum of goods and services. 

6 .  National income is a lways greater than domestic income. 
Ans. Fa l se .  National income can be l ess than domestic income . National income is greater than domestic 

income only when net factor income from a broad is some positive number. 
7. Increase in national income a lways implies increase in domestic income. 

Ans. Fa l se .  Nationa l income = Domestic income + Net factor income from a broad .  
Th is  eq uation shows that national income can increase when net factor income from a broad 
increases even when domestic income is  constant . 

8. National income at market price is always greater than national income at factor cost . 
Ans. Fa l se .  Nationa l income at market price = National income at factor cost + Net indirect taxes. 

National income at market price can be less than national income at factor cost in case net indirect 
taxes is a negative number. 

9. Domestic income as we l l as nationa l income include only factor incomes. 
Ans. True .  National income is the sum tota l of factor incomes earned by normal residents of a country 

d ur ing a given year. Domestic income is the sum total of factor incomes generated within the 
domestic territory of a country. 

10. Market price includes the impact of indirect taxes, but not of subsidies. 
Ans. Fa l se .  Market price inc l udes the impact of both indirect taxes and su bsidies .  Indirect taxes raise the 

market pr ice whi le  su bsidies lower it . 
11 .  Net indirect taxes are never equal to zero. 

Ans. Fa l se .  Net indirect taxes are eq ual to zero in case indirect taxes are eq ual to su bs id ies .  
12.  Increase in national income implies increase in the flow of goods and services in the economy. 

Ans. True .  Provided that, nationa l income (as the market va l u e  of final goods and services produced 
d ur ing the year) is estimated at constant prices, NOT at current pr ices . 

3. HOTS & Applications 

1 .  When wil l domestic factor income be greater than national income? 
Ans. Domestic factor income is greater than national income when net factor income from a broad i s  

negative . 
2. In the determination of social we lfare, what matters is the quantum of output rather than the 

composition of output. Defend or refute . 
Ans. The above statement is incorrect. Social welfare depends both on the q uantum of output as we l l  

a s  the composition o f  output .  I f  goods are produced primari ly for richer sections o f  the society 
(ignoring the interest of poorer sections of the society), social welfare is bound to remain low even 
when the q uantum of output is ris ing . 

3 .  Profits earned by a company in India, which is owned by a non-resident is inc luded in national 
income of India? Is it true? 

Ans. No. Beca use this is the income wh ich does not belong to the normal residents of India . 
[Note : Profits earned by a company in Ind ia ,  which is owned by a non-resident is a part of domestic 
factor income of India, because the company is generating profit with in the domestic territory of 
Ind i a .  But these profits are a part of income from domestic prod uct accruing to rest of the world . 
Therefore, these are not reflected in the estimation of national income. These are ded ucted from 
domestic income to find nationa l income . ]  
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4. Why is the income earned by foreigners working in a branch of a foreign bank in India a part of the 
domestic factor income of India? 

Ans. Th is  is beca use the foreign bank is located within the domestic territory of India .  Domestic factor 
income inc l udes all factor incomes generated within the domestic territory of a country. 

5. Production of defence goods is a limitation of GDP  as an index of socia l welfare. How? 
Ans. Production of defence goods is a limitation of GDP  as an index of soc i a l  we lfare. Beca use, defence 

goods do not make any direct contribution to the we lfare of the individuals and househo lds of a country. 
6. Only one product D is produced in the country. Its output during the year 2018 and 2019 was 200 

and 220 units respectively. The market price of the product during the year was � 100 and � 110 per 
unit respective ly. Calculate the percentage change in real GDP  and nominal GDP  in year 2019 using 
2018 as the base yea r. 

Ans. Year Units Market Price 
2018 200 100 

2019 220 110 

Change in real GDP  
Percentage Change in  Rea l GDP  = 

B GDP  x 100 ase year 
22, 000 - 20, 000 

20, 000 X lQO 

2, 000 
= 20, 000 X lQO 

= 
lQ% 

Real GDP 
20,000 

22,000 

Change in nominal GDP  
Percentage Change in Nominal GDP = 

B GDP  x 100 ase year 
24, 200 - 20, 000 

20, 000 X lQO 

4, 200 
= 20, 000 X 100 = 21% 

Percentage change in rea l GDP = 10%. 
Percentage change in nominal GDP = 2 1%. 

Nomina l GDP 
20,000 

24,200 

[ Base year :  2018 = 100] 

7 .  If the Real GDP  is � 520 and Nominal GDP  is � 650, calculate the price index (base = 100) . 
. Nominal GDP  

Ans. Pr ice Index = 

Rea l  GDP  
x 100 

Price index = 125 .  
= 650 X 100 = 125 520 

8.  Shou ld  the fo l lowing be treated as normal resident of Ind ia? G ive reason for you r  a nswer. 
(i) Foreigner working i n  I nd i an  embassy i n  Ta iwa n .  

(ii) I n d i a n  working i n  Asian  Development Ban k  i n  Ph i l l i p ines .  

(iii) I nd ian student i n  USA who has been l iv ing there for five yea rs .  
Ans.  ( i )  Fore igner working in Indian embassy in Taiwan is not a norma l resident of India . 

Reason :  ( a )  He  is not norma lly residing in India, and ( b )  His centre of interest does not l ie in India . 
( i i )  Indian working in As ian Deve lopment Bank in Phill i p ines is a normal resident of Indi a .  

Reason :  H i s  centre o f  interest lies in India . 
(i i i )  Indian student in USA who has been living there for five years is a norma l resident of India . 

Reason :  H i s  centre of interest l ies in India .  Also, as a rule of thumb, students studying a broad (no 
matter for how long) are treated as normal residents of the country they be long to. 
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9. An a mbassador in US embassy in India stays in his job for a period exceed ing one yea r. 

Wou ld  he be treated as a res ident or non-resident of India? G ive reason .  
Ans .  Resident of  a country i s  defined as a person who normally resides in the country (or  does  not 

leave the cou ntry for a pe riod exceeding one yea r) and whose centre of i nterest l ies in the cou ntry 
concerned . However, there a re certain rules of thumb in nationa l  income accou nti ng ( based on 
sta ndard practices rather  than  a ny log ic ) .  One such rule of th umb is  that the foreign diplomats like 
ambassadors conti n ue  to be t reated as non-residents even if their stay exceeds one yea r. Moreover, 
centre of interest of such diplomats conti n ues to be in the cou ntry they belong to. Accord i ngly, US 
ambassador i n  I ndia wou ld be treated as  non-res ident of  I ndia, even when his stay in I nd i a  exceeds 
the pe riod of one yea r. 

10. The government has withdrawn subsidy on petro l in the domestic market. But petrol is now selling 
cheaper than before . 
Do you think the withdrawal of subsidy has led to a rise in real income of the people in India? Frame 
your answer in the context of price of petrol in the international market. 

Ans. Other  things remain i ng  consta nt, withd rawal of su bsidy should lead to a r ise in ma rket p rice of 
the commod ity. Implying a fa l l  in real i ncome of the people . However, petrol is a d i sti nct case. The 
bulk of domestic supp ly of petro l  is met th rough imports . The p rice of petrol in the i nternationa l  
market has so s ignifica ntly red uced that, even after withd rawal of  su bsidy i n  the domesti c ma rket, 
petrol is availa b l e  to the peop le  at a rate cheaper than  before. Thus, real income of the people has 
risen not beca use of withd rawal of su bsidy, but because of a su bsta nti a l  fall i n  pr ice of petro l  in the 
international ma rket, lead i ng  to a fall in pr ice in the domestic ma rket. 

4. Analysis & Evaluation 

1 .  The Government of India has launched a scheme of 'cash transfers' to the people below poverty 
line. Wou ld  you consider these transfers as a part of domestic income of the country? 

Ans. No. Because these a re just transfer payments, not related to factor services rendered by the benefic iaries. 
2. Do you think higher level of real GDP  always leads to higher availability of goods per person in the 

domestic economy? If not, what lesson do you draw from such a situation? 
Ans. No .  H igher leve l of rea l  GDP  may not a lways lead to higher availa b i lity of goods per person in the 

domestic economy. I t  depends on the growth rate of popu l ation .  I n  case growth rate of population i s  
ve ry h igh, the avai l a bil ity of goods per person may not increase.  I t  may in fact decrease ove r time in 
case population grows faster than  the GDP. 
A situation when popu l ation grows faste r than  GDP  ( and per ca pita availability of goods dec l ines) 
suggests that the GDP growth wou ld  become effective only when population growth is cu rbed 
(checked ) .  We must devise a po licy of Birth  Control . On ly then,  a rise in GDP  wou ld lead to a rise in 
q uality of l ife of the people . 

3 .  Does increase in domestic income always lead to increase in national income? If not, give an il l ustration 
in support of your answer. Also, write two suggestions to accelerate the growth of domestic income. 

Ans. No .  I n c rease i n  domestic income may not always lead to increase in national i ncome. 
I l l ustration: 
National I ncome = Domestic income + Net facto r income from ab road 
Let us  assume that domesti c income increases from � 160 cro re to � 200 crore. But net factor income 
from ab road decreases from � 60 crore to � 15 crore. Thus, domestic income increases by � 40 cro re 
(� 200 c ro re - � 160 c ro re = � 40 crore ) .  But net factor i ncome from ab road decreases by � 45 cro re 
[� 15 c rore - � 60 crore = (-) � 45 c rore] . So that, the sum total of domestic income and net factor 
income from ab road decreases by � 5 crore [� 40 crore - � 45 crore = (-) � 5 crore] . Th is leads to a 
fall in national income by � 5 crore. 
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Suggestions :  

( i )  The government must make su bstantial investment in infrastructu ral development . This i s  
expected to ind uce domestic investment across al l  p rod uction activities .  Accordingly, growth of 
domestic income wi l l  accelerate . 

( i i )  The gove rnment should remove red-ta p i sm (administrative-h u rdles), and p romptly grant green 
c lea rances (clea rances related to environment) for FDI ( Foreign Direct Investment ) .  I f  FDI picks 
u p, growth of domestic income will accelerate . 

4. The government cla ims that demonetisation of 500 and 1,000 rupee notes will lead to GDP  growth. 
Do you agree? 

Ans.  Demonetisation wi l l  sh rink the shadow economy ( black money economy) . Unaccounted GDP  would 
now become accounted GDP. According ly, GDP  growth would look to be higher than before, even 
when real output in the economy remains the same . 

5. CBSE Questions-Past 5 yea rs 
(With Answers or  Reference to the Text for Answers) 

1 .  I f  real GDP  i s � 200 and p rice index (with base = 100) is 110, ca l culate nominal GDP. 
[ Page 399] [CBSE Delhi 2015] 

2. If the nominal GDP  is � 1,200 and price index (with base = 100) is 120, calculate rea l GDP. 
[ Page 400] [CBSE Delhi 2015] 

3 .  If the real GDP  is � 300 and nominal GDP  is � 330, calcu l ate pr ice index ( base = 100) .  
[ Page 401] [CBSE Delhi 2015] 

4. If the real GDP  is � 400 and nominal GDP  is � 450, calcu l ate the p rice index ( base = 100) .  
[ Page 401] [CBSE {A l) 2015] 

5 .  If the real GDP  is � 500 and pr ice index ( base = 100) is 125, calcu l ate the nomina l GDP. 
[ Page 399] [CBSE {A l) 2015] 

6. If the nominal GDP  is 600 and pr ice index ( base = 100) is 120, calcu l ate the real GDP. 
[ Page 400] [CBSE {A l) 2015] 

7. If the nominal gross domestic p rod uct = � 4,400 and the price index (base = 100) = 1 10, ca l culate the 
real gross domestic p roduct .  [CBSE {F) 2015] 
[ Page 400] 

8. I f  the real gross domestic p rod uct is � 
� 2 10, calcu l ate the p rice index ( base = 100) .  
[ Page 401] 

200 and the nominal gross domestic p roduct i s  
[CBSE {F) 2015] 

9. If the real gross domestic p roduct is � 250 and the price index ( base = 100) is 120, ca l culate the 
nominal gross domestic p rod uct .  [CBSE {F) 2015] 
[ Page 399] 

10. Government incu rs expend itu re to popula rize yoga among the masses. Analyse its impact on gross 
domestic p rod uct and welfa re of the people. [CBSE Delhi 201 6] 
[ (a )  I m pact on Gross Domestic Product (G DP ) :  Government expenditure adds  to aggregate demand 

in the economy. It has a mu l ti plie r effect on GDP  when there is excess capac ity ( unutilised 
production capacity) in the economy. 

(b )  I mpact on We lfa re :  Expenditure on yoga is expected to improve physical and mental health of 
the people. According ly, ski l l  formation as we ll as efficiency a re expected to rise .  Rise in efficiency 
leads to rise in income and therefore, r ise in we lfa re . ]  
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11 .  National income is the sum of factor incomes accruing to: ( choose the correct alternative) 
[CBSE (Al) 201 6] 

( a )  nationa ls  
(c )  res idents 
[ (c ) ]  

( b )  economic territory 
( d )  both residents and non-res idents 

12. Sa le  of petrol and diese l cars is ris ing parti cular ly in big cities .  Analyse its impact on gross domestic 
product and welfare . [CBSE (Al) 201 6] 
[ (a )  Impact on Gross Domestic Product (GDP ) :  GDP  = Sales, in case there is no change in stocks 

d uring the year. According ly, increase in sale of cars d uring the year ind i cates increase in GDP. 
(b) Impact on Welfare :  Rise in sa le  of cars leads to a rise in the consumption of petrol and diese l .  

Both these fuels ( parti cu l arly diese l )  cause emission o f  carbon dioxide .  I t  increases environmenta l 
pollution. It adversely impacts we lfare of the people. Because increase in environmenta l 
pollution ca uses increase in expenditure on the maintenance of healt h .  It a l so reduces the l eve l 
of sustainab l e  deve lopment . Implying l oss of welfare of future generations . ]  

13 .  Assuming real income to be � 200 crore and price index to be 135, ca l culate nominal income. 
[ Page 399, 400] [CBSE (Al) 2016] 

14. If nominal income is � 500 and price index is 125, calcu l ate real income . [CBSE (Al) 201 6] 
[ Page 401] 

15.  I f  real income is � 400 and price index is 105, calcu l ate nominal income. 
[ Page 400] 

[CBSE (Al) 201 6] 

16. Governments spends on ch ild immunization programme. Ana lyse its impact on Gross Domestic 
Product and welfare of the people . [CBSE (F) 201 6] 
[ (a )  Impact on G ross Domestic P roduct (GDP ) :  Government expenditure adds  to aggregate 

demand in the economy. I t  has a multi plier effect on GDP  when there i s  excess capac ity ( unutilised 
production capac ity) in the economy. 

(b) Impact on Welfare :  Expenditure on ch i l d  immunization programme is expected to improve 
hea l th  of the chi l dren. Accord ingly, younger generation becomes hea lthy as well as efficient . 
Th is  would improve welfare of the people . ]  

17. Given real income to  be 400 and price index be 100, calcu l ate nominal income . 
[ Page 400] 

18. Given nominal income to be � 375 and price index 125, calculate rea l income. 
[ Page 401] 

19. I f  nominal income is � 600 and pr ice index is 100, find real income. 
[ Page 401] 

[CBSE (F) 201 6] 

[CBSE (F) 201 6] 

[CBSE (F) 201 6] 

20. Explain 'non-monetary exchanges' as a l imitation of using gross domestic product as an index of 
welfare of a country. [CBSE Delhi 201 7] 
[ Page 64] 

21 .  Distingu i sh  between domestic prod uct and national product .  
[ Page 55 ]  

22. Given one example of negative externalities .  
[ Page 64] 

[CBSE (F) 201 7] 

[CBSE 2018] 

23.  "Gross Domestic Product (GDP )  does not give us a clear indication of economic we lfare of a country." 
Defend or refute the given statement with valid reason. [CBSE 2019 (58/1/1)] 
[ Page 63, 64] 
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24. "Higher Gross Domestic Prod uct (GDP )  means greater per ca pita avai l a bil ity of goods in the 
economy." Do you agree with the given statement? G ive valid reason in support of your answer. 

[CBSE 2019 (58/2/1}] 

[One needs to distingu i sh  between GDP  at current prices and GDP  at constant prices (also ca lled rea l 
GDP ) .  Higher GDP  wou ld  mean greater ava ila bil i ty of goods in the economy only when there is a rise 
in real GDP,  not when GDP  r ise is ca used by a rise in the general price l evel . A rise in real GDP  is a 
situation when the level of output in the economy tends to r ise, leading to a rise in the flow of goods 
and services in the economy. ] 

25 .  Explain the meaning of Real Gross Domestic  Prod uct and Nominal Gross Domestic Prod uct, using a 
numerical example. [CBSE 2019 (58/2/1}] 

[ Page 60-62 
Suppose, the output of commodity-X d uring the year 2019 was 500 units and is constant compared 
to the base yea r. The market pr ice of the commodity d ur ing the year 2019 is � 50 per unit wh i l e  the 
price in the base year was � 40 per unit. Given this information, 
Nominal GDP = 500 x � 50 = � 25,000 (as estimated using the current price) 
Rea l GDP = 500 x � 40 = � 20,000 (as estimated us ing the base year pr ice ) . ]  

26 .  Define gross domestic product .  
[ Page 57] 

[CBSE 2019 (58/2/1)] 

27. I f in a loca lity, a new park is developed by the municipa l corporation, it will have externalities, both positive 
and negative. State one example each of both types of externalities with reason. [CBSE 2019 (58/3/1}] 

[ Exa m ple of a Positive Externa l ity: When the new park developed by munic i pal corporation raises 
welfare of peop le  of the locality. 
Exa mple of a Negative Externa l ity : When the new park deve loped by municipal corporation is used 
by anti -social elements and leads to insecurity of the residents . ]  

28. How is Rea l Gross Domestic Prod uct (GDP )  d ifferent from Nominal Gross Domestic Prod uct (GDP )?  
Explain us ing a numer ica l example. [CBSE 2019 (58/4/1)] 

[ Page 60-62]  
29. What are 'non-monetary exchanges' ? D iscuss with suita b l e  examp le .  

[ Page 64] 

6. NCERT Questions (With Hints to Answers) 

[CBSE 2019 (58/5/1)] 

1 .  The value  of the nomina l G N P  of an economy was � 2,500 crore in a particu lar year. The value  of G N P  
of that country d ur ing the same year, evaluated a t  t h e  base year prices was � 3,000 crore. Calcu l ate 
the value  of the G N P  defl ator of the year in percentage terms . Has the price l evel r i sen between the 
base year and the current year? 

Nominal G N P  2, 500 
[Hint: G N P  Defl ator = Real G N P  X 100 = 3, 000 X 100 = 83 .33% 

Fall in the value of deflator points to a fa ll in the price leve l between the base year and the current year. ]  
2 .  Write down some of the l imitations of us ing GDP as an index of welfare of a country. 

[H int: Following are the limitations of us ing GDP  as an index of welfare of a country : 
( i )  Distribution of GDP  is not ta ken into account .  
( i i )  Compos ition of GDP is  not accounted for. 

(ii i )  Non-monetary exchanges remain un-recorded, to which extent GDP remains underestimated . 
(iv) Externa lities are not cons idered, even when these have considera ble impact on social welfare . ]  
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7. M isce l laneous Quest ions and Reference to the Text for Answers 

A. Questions of 3 & 4 marks each 

1 .  Disti ngu i sh  between national income a nd domestic i ncome. [Page 55] 
2. Disti ngu i sh  between gross domestic product at market price a nd net domestic prod uct at market 

price .  [Page 57] 
3 .  Disti ngu i sh  between gross domesti c product at factor cost a nd net domestic product at factor cost . 

[Page 58] 
4. What do  you mean by net nationa l  product at market pr ice? How wi ll you estimate it on the basis of 

gross national product? [Page 57, 59] 
5 .  What is the relation between net nationa l  prod uct at market price and net national product at factor 

cost? [Page 57, 58] 
6. What do  you mea n by domestic territory of a cou ntry? [Page 53, 54] 
7. What is mea nt by norma l residents of a cou ntry? 
8 .  What does GDP  defl ator show? How is it estimated? 
9. Explain the concepts of nominal GDP  a nd real GDP. 

B.  Quest ions of 6 marks each 

[Page 52] 
[Page 63] 

[Page 60-62] 

1. Explain the concepts of net national product at market pr ice and net national product at factor cost. 
H ighlight the d ifference between these concepts. [Page 57, 58] 

2. Explain the concept of domestic product .  Disti nguish between gross domestic product and gross 
nationa l  product. [Page 53, 57] 

3 .  State the components of domestic factor income. To find out national income, what is added to it 
a nd why? [Page 53, 54] 

4. Disti ngu i sh  between domestic i ncome a nd national i ncome by giv ing suita ble example i n  s upport of 
your a nswer. [Page 53-55] 

5 .  Explain the concept of domestic territory of a cou ntry. [Page 53, 54] 
6. Explain the term normal residents of a cou ntry. Are the fol lowing norma l res idents of I ndia? 

( i )  I nd i an s  employed in Wor ld Health Orga nisation located in I ndia . 
( i i )  An America n tourist staying in I ndia . 

7. Explain briefly the d isti nction between :  
( i )  Nationa l  income a nd Domestic i ncome. 
( i i )  GDP  at current prices and GDP  at consta nt prices. 

8 .  How far ca n GDP be ta ken as an index of welfare? 

DOs and DON'Ts 

[Page 52, 53, 78, 79] 

[Page 55, 62] 
[Page 63-65] 

1 .  Do not cons ider X - M (export - import) as a component of net facto r i n come from abroad .  I t is s imp ly 
net of exports. What we export i s  a part of ou r  domestic prod uct .  It i s  to be cons i dered as a part of tota l 
expend i tu re on domest ic p roduct .  It i s  not a factor i n come:  Recei pts from exports a re l i ke rece i pts from 
the sale of output . Imports are j ust the oppos i te of exports . 

2. Never cons i der ' GDP  at current pr ices '  as  the i ndex of welfa re. Because, GDP at current pr ices may r ise 
even when the product ion of goods and services i n  the economy is constant .  GDP at current p r ices 
may r ise s imp ly  beca use pr ices have ri sen .  Welfa re of the peop le  r ises on ly when the ava i l a b i l ity of 
goods and serv ices r ises .  
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.,... _ _. • Normal Res idents of a Country 

It i s  not necessary that norma l res ident of a country i s  a l so  a c i t izen of that 
cou ntry. A person may be a norma l  res ident of one country even when he i s  a 
c i t izen of other  country. 
Normal Residents of a country include: 

( i) C i t izens (and i n st i tut ions) of the country who norma l ly res i de  i n  the 
country and whose centre of econom ic  i nterest l i es i n  the country. 

( i i) C i t i zens of other  nat ions who cont i nue  to l i ve i n  the cou ntry beyond a per iod 
of one yea r  and whose centre of economic  i nterest l i es in the country. For 
examp l e, if an I nd i a n  is l i v i ng  in USA for more than one yea r  and  h i s  centre 
of economic i nterest l i es in that country, he wou l d  be deemed as a norma l 
res i dent of USA even when he cont i n ues to be a c i t i zen of I n d i a .  

( i i i )  C i t i zens o f  a country worki ng i n  i nternat iona l organ isat ions (l i ke Wor ld  
Bank and  I M F) o r  fore i gn  embass ies l ocated i n  that cou nt ry. For examp le ,  
an  I n d i a n  worki n g  i n  the Wor ld Bank offi ce located in New Del h i  wou l d  be 
cons i dered as a norma l res i dent of I n d i a .  

( iv) C i t izens o f  a country who  a re l iv i ng  abroad ,  b u t  not for a per iod exceed i ng  
one yea r  and whose centre of econom ic i nterest l i es i n  the i r home country. 

(v) Border worke rs or persons who cross the border between two countr ies 
d a i ly or  reg u l a r ly i n  order to work in one country a re the res idents of the 
country i n  which they l i ve, not of the country in wh i ch  they a re worki ng .  

(v i) Offic ia l s , d i p l omats, a nd  members o f  the  a rmed forces of  a fore i g n  cou ntry 
a re treated as the norma l  res i dents of the country to wh i ch  they be long ,  
and  not of the country i n  wh ich they a re emp l oyed .  

Normal Residents of a country d o  not include: 
( i ) The fore i g ners who v is i t  a country for trave l l i n g ,  recreat ion ,  ho l i d ays, 

med ica l  treatment, stud i es ,  conferences, sports , etc . 
( i i )  The offi c i a l s , d i p lomats and  members of a rmed forces of a fore i gn  cou ntry 

posted i n  the country. 
( i i i) I nternat iona l  o rgan i sat ions  l ocated in the cou ntry. 
( iv) Crew members of fore i gn  vesse ls .  
(v) Fore ig ners who a re emp loyees of non-res i dent enterpr ises and  who have 

come to the country for pu rpose of i nsta l l i ng  mach inery i n  these enterpr ises . 
Al l  these peop le w i l l  be t reated as non-res idents as genera l ly they stay for less 
than one yea r  in the concerned country and the i r centre of economic  i nterest 
does not l i e  in it. 

• Components of Domest ic Territory 

( i) Terr itory ly i n g  with i n  the po l i t ica l  front i ers i n c l ud i ng terr ito r i a l  waters of a 
country. 

(i i) Sh i ps and  a i rc rafts operated by res i dents of the country across d i fferent 
parts of the worl d .  For examp l e, I n d i a n  s h i ps movi ng between Japan  
and  Korea reg u l a r ly or  passenger p l a nes operated by  A i r  I n d i a  between 
Eng l and  and  Canada a re a part of the domest ic terr ito ry of I nd i a .  
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( i i i ) F i s h i ng  vesse ls , o i l  a nd  n atu ra l  gas  r i gs  and  f loat i ng  p latforms operated 
by the res idents of the country in the i nternat iona l  waters or engaged 
in extract ion in a reas in wh ich  the cou ntry has the exc l u s ive r ight of 
exp lo itati on .  For examp le, the fis h i n g  boats operated by I nd i a n  fi shermen 
i n  the i nternat iona l  waters of the I n d i a n  ocean a re a pa rt of the domest ic 
terr ito ry of I n d i a .  

( iv) Embass ies ,  consu l ates and  m i l i tary estab l i s hments o f  t he  country located 
ab road .  For examp le ,  the I nd i a n  embassy in the U n ited States of Amer ica 
i s  a part of the  domest ic terr ito ry of I nd i a  and the embassy of USA in I n d i a  
i s  a pa rt o f  the domest ic terr ito ry o f  U n ited States o f  Amer ica . 

[Note: It may be noted i n  th i s  context that domestic terr itory does not refer  to the a reas 
of ownersh i p  beyond po l it i ca l  front iers of a nat ion .  I t  only refers to a reas of 
operat ion where our persons, our goods and our cap ita l can c i rcu l ate freely to 
serve our economic  i n terest. Thus ,  factor i ncome generated with in  the domest ic 
terr itory of a nat ion amounts to domestic i ncome ] 

• Components of Net Factor I ncome from Abroad 

(i) Net Compensation of Employees : I t  i s  the d i fference between 
compensat ion (of emp loyees) rece ived by res i dent workers, temporar i ly 
emp loyed ab road and a s i m i l a r  payment made to non- res ident workers 
who a re emp loyed temporar i ly  with i n  the domest ic terr ito ry of a country. 
[Compensat ion of emp loyees refers to payments made by the emp loyers 
to the emp loyees both in cash and  k i n d .  It a l so i nc l u des payments made by 
the emp loyers on beha l f  of the emp loyees (l i ke contr i but ion to emp loyees' 
prov ident fu nd) . ]  

( i i )  Net Income from Property and Entrepreneurship (other than Retained 
Earn ings of Resident Companies Abroad) : It i s  the d i fference between the 
i ncome i n  the form of rent ,  i nterest and p rofit received by the res idents of 
a country a n d  s im i l a r  payments made to the rest of the wor l d .  

( i i i )  Net Retained Earn ings of  Resident Companies Abroad: I t  i s  t he  d i fference 
between the reta i ned earn i ngs  of res i dent compan ies located ab road 
and reta i ned ea rn i ngs  of fore i gn  compa n i es located with i n  the domest ic  
terr i tory of a country. 

• Est imation of GNP Deflater 
Us i ng  hypothet ica l  fi gu res, G N P  def lato r  i s  ca l c u l ated as u nder: 

Goods 

.___ (1) 
Sh i rts 

Shoes 
Br icks 

Current Year I Current I 
Quantities Year Prices 

(�) 

(2) (3 )  
5 14 

3 30 
8 4 

Nominal GNP Base Year I Real GNP 
(Current Year) Prices (Current Year) 

(2) X (3) (2) X (5) 

(�) (�) (�) 

(4) (5) (6) -
70 7 35 

90 10 30 
32 2 16 

Sum : 192 Sum : 81 
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G N P  Defl ator for Cu rrent Yea r = Nom ina l  G N P  for Cu rrent Year 
x 1 00 

Rea l G N P  for Cu rrent Yea r 

• Concept of Green GNP 

= 1 92 X 1 00 
8 1  

= 
237 .04 

GNP (at  cu rrent or constant pr ices) i s  est imated w i th  no  rega rd to 
(i) env i ronmenta l po l l ut ion ,  and  ( i i )  exp lo itat i on  of natura l  resources. If G N P  
i nc reases a long w i th i nc rease i n  env i ronmenta l po l l ut ion ,  the qua l ity of l i fe 
wou ld be far less than i n d icated by the i ndex of G N P. L i kew ise, if G N P  i nc reases 
a long with excess ive exp l o itat ion of the natu ra l resou rces (so excess ive that 
it reduces ava i l a b i l ity of resources for the future generat ions) ,  the i ncrease in 
G N P  wou l d  on ly be m i s lead i ng  a s  it can not be susta i ned in the yea rs to come. 
Accord i n g ly, i t is suggested that G N P  i ndex shou ld  account for ( i) cost i n  terms 
of env i ronmenta l po l l ut ion ,  and  ( i i )  cost i n  terms of excess ive exp lo itat ion of 
natura l  resources . Esti mat ion of G N P  that accounts for these parameters 
(env i ronmenta l po l l ut ion and  excess ive exp l o itat ion  of natura l  resou rces) i s  
ca l l ed G reen G N P. 

• New Concepts I ntroduced by CSO (Centra l Stat ist ics Office) 

In I n d ia ,  nat iona l  i ncome and  re lated agg regates a re defi ned and  estimated by 
CSO S ince 20 1 5, CSO has i ntroduced some new concepts as under :  
Net Production Taxes 

Net Prod uct ion Taxes = Product ion taxes - Product ion subs i d ies 
I mportant it i s  to note that the rece ipt and payment of product ion taxes and  
product ion subs id ies a re re l ated to  t he  product. not t he  vo l ume o f  product ion .  
Land  revenue  and  reg i strat ion fee may  be c ited a s  examp les .  
Net Product Taxes 

Net P roduct Taxes = Prod uct taxes - Product subs i d ies 
To be noted , p roduct taxes and product subs i d ies a re pa i d  and rece ived per 
un it of product Exc i se tax, serv ice tax may be cited as examp l es .  
Basic Price 

Bas ic  p r ice i nc l u des p roduct ion taxes and  product ion  subs i d ies on ly. 
Categor ica l ly, bas ic  pr ice does not i nc l ude p roduct taxes and  product subs i d ies .  
GVA at Basic Price 

CSO now est imates GVA (g ross va l u e  added) at bas ic  pr ice .  
To be noted, GVA at bas ic pr ice accounts on ly for product ion taxes and product ion 
subs id ies .  It does not account for product taxes and product subs id ies .  
Difference among GVA at Factor Cost, GVA at Bas ic Pr ice and GVA at 
Market Price 

GVA at factor cost + Net p roduct ion taxes 
= GVA at Bas ic  Pr ice 

GVA at basic pr ice + Net product taxes 
= GVA at Ma rket Pr ice 
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• Meaning and Evolution of Money 

• Forms of Money 

• Supply of Money-

Concept of Money Supply and Measurement of Money Supply 

I. MEANING AND EVOLUTION OF MONEY 

A thing which is commonly accepted as a medium of exchange is 

called money. Example: A rupee in India is money, as it is a commonly 
accepted medium of exchange here. Likewise, a dollar in USA is 

money, as it is a commonly accepted medium of exchange there. 

In olden days, goods were exchanged for goods. There was no money. 

Thus, a cobbler would make shoes in return for wheat from the farmer; 

a farm worker would get grains as a reward for his labour, and so on. 

This system of exchange was known as barter system. But with the 

multiplicity of wants (and greater need for exchange), barter system 

(a system where goods were exchanged for goods) proved to be an 

inefficient system of exchange. It is then that we invented money-a 

common medium of exchange. Now goods were not sold for goods. 

Instead, goods were sold for money. 

Initially, coins of gold and silver were introduced as money. 

Subsequently, alloy metal was used for coinage, along with paper 

money. And, now is the age of plastic money (in the form of cash 

cards), or e-money in the form of 'electronic transfer of money' by 

way of credit/debit entries in the bank accounts. Thus, the origin (and 

evolution) of money is related to the need to facilitate exchange. 

,, 

I 
Origin of Money 

Origin (and evolution) of money is related to the need to facilitate exchange. Therefore, money is 

generally defined as a thing that is commonly accepted as a medium of exchange. 
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Though initially invented as a medium of exchange, gradually money 

found its other uses as well: 

• Money is used as a store of value. Or, money is used as an 
instrument of saving. 

• Money is used as a measure of value. Value of goods and services 

is expressed in terms of money. 

• Money is used as a standard for deferred payments ( deferred 

payments are those payments which are made sometimes in the 

future). 

Owing to its multiple functions, money has acquired a wider definition 

than merely a medium of exchange. It is defined as an instrument that 

serves as a medium of exchange, store of value, measure of value and 

standard for deferred payments. Briefly, it is said that 'money is what 

money does'. 

Definition of Money 

Money is what money does. It is defined as an instrument that serves as a medium of exchange, 
store of value, a measure of value and a standard for deferred payments. 

Basic Functions of Money 

The definition of money conveys the basic functions of money These are: (i) Money acts as a medium 

of exchange, (ii) Money serves as a store of value (people save in terms of money), (iii) Money is a 

measure of value: market price of goods and services is expressed in terms of money, and (iv) Money 

serves as a standard for deferred payments (future payments)· when business contracts are signed 

on the basis of future payments, money acts as an instrument for those payments. 

Barter System of Exchange 

Barter system of exchange is a system in which goods are exchanged 

for goods. If (as a farmer) you have surplus production of rice, you are 

to look for a person who needs rice, and at the same time has (say) 

cloth, which you need for yourself. It means 'double coincidence of 

wants': your want for cloth must coincide with somebody's want for 

rice, and you must have surplus of rice and somebody must have the 

surplus of cloth. How difficult it is! What do you do these days? As 

a farmer, you sell rice for money, and as a cloth merchant, you sell 
your cloth for money. With money in hand, you buy whatever you 

wish to buy. Thus, rice is exchanged for money, cloth is exchanged 

for money. Money acts as a common medium of exchange. No such 
common medium of exchange exists in the C-C economy (commodity 

for commodity exchange economy) where goods are exchanged for 

goods. 
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I 
C-C Economy 

C stands for commodity C-C economy is the one in which commodities are exchanged for 

commodities or in which goods are exchanged for goods. C-C exchange refers to Barter System of 

Exchange. Hence, C-C economy is an economy dominated by Barter System of Exchange. 

Drawbacks of the Barter System and their Elimination 

Following are the principal drawbacks of barter system of exchange. 

It is with the introduction of money that these drawbacks have been 

eliminated. 

(1) Double Coincidence of Wants: Double coincidence of wants is 

a core characteristic of the barter system of exchange. Double 

coincidence of wants implies that (at a point of time), the 

two individuals are in possession of such goods which they are 

willing to exchange for the satisfaction of their wants. But it is not 

always so simple. It is not so simple to find a person who wants 

your horse and at the same time has a cow that you want to 

buy. Accordingly, under the barter system, exchange remained 

extremely limited. With the emergence of money (as a medium 

of exchange), the problem of double coincidence of wants has 

vanished. Money as a medium of exchange has separated the 

acts of sale and purchase. 

(2) Lack of a Common Unit of Value: What is the value of your 

car? You can reply: � 5 lakh. Can you give the same answer in a 

barter system of exchange? Certainly not. Under such a system, 

your car would be valued in terms of horses, cows or buffaloes, 

simply because there is no money (or a common unit of value). 

Evolution of money has given us a common unit of value and 

therefore, a system of accounting. 

(3) Difficulty of Future Payments or Contractual Payments: These 

days you hire a worker and strike a contract to pay him (say) 
� 10,000 p.m. What do you do in a barter system? Would you 

decide to pay him in terms of tables or chairs, in terms of rice or 

wheat, in terms of drugs or chocolates? Contractual payments 
or future payments would certainly be very difficult under 

barter system of exchange. Evolution of money has facilitated 

contractual payments. 

(4) Difficulty of Storage of Value (Saving) and Transfer of Value: In 
the C-C economy, saving is possible only by way of storage of 

goods. It involves substantial storage cost as well as the fear of 

capital loss (owing to natural disasters). Further, what happens 

if you are to transfer your saving from one place to the other? 

• Money has led to 

the expansion of 

exchange. 

• Expansion of 

exchange has led 

to expansion of the 

markets for goods and 

services. 

• Expansion of market 

has led to expansion 

of the scale of output. 

• Expansion of the 

scale of output has 

led to GDP growth. 

Implying growth of the 

economy. 
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t>TS 

Obviously, you are to transfer the goods. Which again is a 

difficult task, besides being expensive. Evolution of money has 

made storage and transfer of value much easier. 

Q. Introduction of money has separated the acts of 'sale' and 'purchase'. How? 

Ans. Under the barter system of exchange, acts of sale and purchase of an individual must occur at the 
same point of time. To buy a thing, an individual must at the same time sell something needed by the 
other person. Also, sale and purchase by an individual must be of equal value. 

With the introduction of money (as a medium of exchange), an individual can buy a thing with money 
without selling anything at the same time. Likewise, he can sell a thing for money without buying 

anything at the same time. Thus, with the introduction of money, acts of sale and purchase have 
been separated. 

2. FORMS OF MONEY 

Some important forms of money are described as under: 

(i) Fiat money and fiduciary money, and 

(ii) Full bodied money and credit money. 

(i) Fiat Money and Fiduciary Money 

Fiat money refers to that money which is issued by order/ authority of 

the government. It includes all notes and coins which the people in a 

country are legally bound to accept as a medium of exchange. 

Fiduciary money is that money which is accepted as a medium of 
exchange because of the trust between the payer and the payee. 
Example: Cheques are fiduciary money as these are accepted as a 
means of payment on the basis of trust, not on the basis of any order 

of the government. 

(ii) Full Bodied Money and Credit Money 

Full bodied money refers to money in terms of coins whose commodity 
value is equal to the money value as and when these are issued. 
Example: A rupee coin during the British period in India was made of 
silver. Commodity value of the coin was equal to its money value at 
the time of its issuing. Or, the market value of the silver contained in 
the coin was equal to � 1. 

Credit money refers to that money of which money value is more than 
commodity value. Example: What is the market value of the metal 
that the rupee coin is made of in India? Obviously, much lower than 
the money value of the rupee coin. Otherwise, people would have 
melted the coins and sold the metal in the market at a price greater 
than one rupee. 
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I 
Full Bodied Money: 

Money Value = Commodity Value 

Credit Money: 

Money Value> Commodity Value 

f>TS 
Q. 1. Distinguish between money value of money and commodity value of money. 

Ans. Money value of money refers to the value which is inscribed on a coin or written on a paper note. 

Thus, money value of a paper note is what is written on it: one hundred rupees, two hundred rupees, 
etc. With a two hundred rupee note, you can buy goods and services worth two hundred rupees in 
the market. 

Commodity value of money refers to value of the commodity (like metal) that the money is made of. 
Thus, if coins are made of gold or silver (as was the practice in old days), commodity value of money 
refers to the market value of the gold or silver contained in the coin. 

Q. 2. Can you think of a situation when money plays no role whatsoever? 

Ans. Money plays no role in a situation when there is no exchange. Example: An individual or a family 

surviving on an island without any exchange (or sale and purchase of goods and services). 

Q. 3. Why people hold notes and coins when it is clear that the intrinsic value (commodity value) of notes 

and coins is almost negligible? 

Ans. Because notes and coins are legal tenders. These are fiat money or the money backed with 
authority of the government. It is unlawful not to accept notes and coins for receipts/payments. 

3. SUPPLY OF MONEY 

Supply of money is a stock concept. It refers to total stock of money 

( of all types) held by the people of a country at a point of time. 

It is important to note that the supply of money does not include: 

(i) stock of money held by the government, and (ii) stock of money 

held by the banking system of a country. Because, government and 

the banking system of a country are suppliers of money, and the stock 

of money held by the suppliers of money is never treated as a part of 

the supply of money in the country. 

Supply of money includes only that stock of money which is held by people, other than 

suppliers of money themselves. In other words, supply of money refers to that stock of 

money which is held by those, who demand money, not by those, who supply money. 

f>TS 
Q. Who are the producers of money? 

Ans. Producers of money refer to suppliers of money. They include: 

(i) the government of the country, and 

F®CUS 
ZONE 

(ii) the banking system of a country, including both the central bank (which is the note issuing 
authority) and the commercial banks (who add to the supply of money through demand 
deposits). 

Money 137 



Measures of Money Supply 

In India, there are four alternative measures of money supply, popularly 

known as M1, M2, M3, and M4. Of these, only M1 measure is discussed 

here, as prescribed in the syllabus. M2, M3 and M4 measures are given 

in 'Ability Zone' of the chapter for general reference. 

M 1 Measure of Money Supply 

According to M1 measurement, money supply includes the following 

components: 

M1 = C +DD+ OD 

Here, 

C: It refers to currency held by the public. It includes coins as well 

as paper notes. 

DD: It refers to demand deposits of the people with the commercial 

banks. These are chequeable deposits which can be withdrawn 

or transferred on demand. 

OD: These are other deposits which include: 

(i) Demand deposits with RBI of public financial institutions like 

NABARD (National Bank for Agriculture and Rural Development). 

(ii) Demand deposits with RBI of foreign central banks and of the 

foreign governments. 

(iii) Demand deposits of international financial institutions like IMF 

and World Bank. 

Specifically, OD does not include: 

(i) deposits of the government of the country with RBI, 

(ii) deposits of the country's banking system with RBI. 

Net Demand Deposits and Gross Demand Deposits 

Distinction may be drawn between gross demand deposits and net demand deposits with the 

commercial banks. Gross demand deposits include inter-banking claims: claims of one bank against 

the other. Net demand deposits do not include inter-banking claims. Inter-banking claims are not a 

part of demand deposits of the people 

Note of Caution 

Only net demand deposits are taken as a part of money supply 
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Term Deposits and Demand Deposits 

Term deposits are different from demand deposits: 

(i) Term deposits are always for a specific period of time, like fixed deposits for a period of one 

year or two years. Demand deposits are not for any specific period of time. 

(ii) Depositors cannot withdraw money (in fixed deposits) as and when needed. Money in demand 

deposits can be withdrawn as and when needed. 

(iii) Term deposits are not chequeable deposits. Depositors cannot sign a cheque against these 

deposits. Demand deposits are chequeable deposits. These are: (a) saving account deposits, 
and (b) current account deposits. Depositors can sign a cheque and withdraw/transfer money 

from these accounts. 

Note of Caution 

In the context of M
1 
measurement of money supply, only demand deposits are considered as a part 

of money supply, NOT the term deposits [Demand Deposits = Saving Account Deposits + Current 

Account Deposits]. 

' 
Cu rrency with 

the Pub l i c  

Measure of Money Supply (M 1 lJ 

f 
Demand Depos its of the Peop le  

with the Com merc i a l  B anks 

i 
Other Depos its 

with Reserve Ba n k  

( i )  Demand Depos its 
with Rese rve Ba n k  
o f  Pub l i c  F ina nc i a l  

I n st itut ions ( l i ke NABARD) 

( i i )  Demand Depos its 
with Rese rve Ba n k  of 
Fore ign Centra l  Banks 

a nd  Governments 

(i i i )  Demand Deposits 
of I nte rnationa l  

Fi n anc i a l  I n st itut ions 
( l i ke IMF and  Wor ld Ba n k) 

[Note: The standard practice is to cons ider ( i ) Cu rrency with the pub l ic, and ( i i )  Demand deposits of the people 
with the commercia l  banks as the two pr inc ipa l components of money supply in  the economy.] 

Who Supp l ies Money? 

Suppliers of money include: (i) central bank of the country (RBI in 

India), (ii) commercial banks, and (iii) the government. 

In India, RBI is the principal supplier of money. RBI issues currency on 
the basis of Minimum Reserve System. Under this system, Reserve Bank 

maintains a minimum reserve of � 200 crore in the form of gold and 

foreign securities. Of this reserve, value of the gold must be � 115 crore. 

Commercial banks are the second significant source of money supply. 

Unlike the central bank, commercial banks do not have the authority 

of issuing currency. The commercial banks cannot issue notes and 

coins. Yet, they are the suppliers of money as they create money by 
way of demand deposits. These deposits serve as supply of money 

because these are chequeable deposits. People can withdraw or 

transfer money by writing cheques. Money created by the commercial 
banks by way of demand deposits is called Bank Money. 
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Government is the th i rd sou rce of money supply i n  the country. I n  

I nd ia, the Min istry of  F inance issues one  rupee notes and co ins  o f  al l 

denomination .  

Bank Money and High Powered Money 
Bank money refers to demand deposits (or chequeable deposits) of the people with the commercial 

banks. 

High powered money is the sum total of. (a) currency held by the people, (b) vault cash of the 

commercial banks, and (c) cash reserves of the commercial banks with the RBI. This is called 

'Monetary Base' or 'Base Money' in the economy. 

Note: While currency held by the people is a part of money supply, vault cash of the commercial banks as well as 

cash reserves of the commercial banks with RBI are NOT a part of money supply. As already noted, stock of 

money held by the suppliers of money is never treated as a part of money supply. 

i>TS 
Q. 1. State the pr inc ipa l  com ponents of money supply. 
Ans . The p ri nci pa l  com ponents of money supply are :  

( i )  Currency ( notes + coi ns) he ld by the publ ic .  
( i i )  Demand deposits of the people with the commercia l ba nks, and 

( i i i )  Other deposits (demand deposits with RBI of domestic and fore ign i n stitutions other  than of 
the government of the country a nd com mercia l  ba nks with in  the country ) .  

Q .  2 .  Why are cash deposits of  the government and of  the commercia l  ba nks w i th  the RB I  not treated as a 
part of money supp ly? 

Ans. Because government and commercia l banks a re creators/supp l iers of money. And, money held by 
the creators/supp l iers of money is never treated as a part of money supp ly. 

Power Points & Revision Window -----------

Money i s  a nyth i ng  wh i ch  i s  common ly accepted as a med i u m  of exchange .  I t  has been i nvented to 
overcome the d ifficu lties of barte r system of exch ange. 

Barter System of Exchange is the system i n  wh i ch  com mod ities a re excha nged fo r com mod ities .  This i s  

l 
a l so  ca l l ed com mod ity fo r com mod ity exchange economy or 'C-C economy'. 

Drawbacks ( i )  It req u i res doub l e  co i nc idence of wa nts wh ich  is h a rd to fi n d .  
( i i )  I t  l acks a com mon u n it o f  excha nge. 
( i i i )  I t  l acks the system of futu re payments or defe rred payments .  
( iv) I t  l acks the system of sto rage and tran sfer  of va l ue .  

Forms of  Money j l • Fiat Money i s  that money wh ich  is i ssued by orde r  (a utho rity) of the govern ment .  
Fiduciary Money i s  that money which is acce pted as a med i u m  of excha nge beca use of the 
trust between the paye r and the payee . 

Ful l  Bodied Money: Money va l ue = Com mod ity va l u e  of money. 
Cred it Money: Money va l u e  of co i n s  a n d  notes > Com mod ity va l u e  of coi n s  a n d  notes .  

Supply o f  Money is a stock concept. I t  refers to stock of money avai la ble with the pu bl ic/people a t  a poi nt o f  time. j •stock of Money with the govern ment a n d  the bank i ng  system of the co u ntry i s  not cons i de red as 
a part of money s u p p ly. 

Components of Money Supply: Cu rrency with P u b l i c + Demand  Depos its with Commerc i a l  Ba n ks + Other  
Deposits with the Rese rve Ba nk .  
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rEXERC I S Ej 
1 .  Objective Type Quest ions (Remem bering & U ndersta nding based Quest ions) 

A.  M u lt ip le  Choice Quest ions 

Choose the correct option:  

1 .  Barter system refers to that system wherei n :  
( a )  goods a re excha nged for goods 
(b) goods a re not excha nged at a l l  
( c )  goods a re excha nged for domesti c cur rency 
( d )  goods a re excha nged for fore ign cu rrency 

2 .  Which of the fo l lowing is a typ ica l  cha racteristic of the barter system?  
(a )  A common med i um  of  excha nge (b) Dou b l e  co inc idence of wants 
(c )  A common u n it of accou nt (d) A sta nda rd for deferred payments 

3. Which of the fo l lowing is a com monly accepted defin ition of money? 
(a) Any good wh ich  i s  common ly used as a store of va l ue  
( b )  Any good wh i c h  i s  excha nged for go l d  a t  a fixed rate 
(c) Any good wh ich  i s  accepta b le  to a ba n k  
( d )  Any good wh ich  i s  common ly accepted a s  a med i um  of excha nge 

4. Money which is accepted as a med i um  of exchange because of the trust between the payer and the 
payee is ca l led : 
( a )  fu l l  bod ied money (b )  cred it money 
(c )  fiat money (d )  fiduc i a ry money 

5 .  F u l l  bodied money is that money whose money va l ue  and  com mod ity va l ue  a re :  
( a )  eq ua l  i n  the ma rket ( b )  dec la red as eq ua l  by the government 
(c )  d ifferent i n  the market ( d )  dec la red as eq ua l  by the RB I  

6 .  Money that is issued by the a uthority of  the government is ca l l ed :  
( a )  fu l l  bod ied money (b )  cred it money 
(c )  fiat money (d )  fiduc i a ry money 

7. When money va lue of money exceeds commod ity va lue of money, it is ca l l ed :  
( a )  fu l l  bod ied money (b )  cred it money 
(c )  fiat money (d )  fiduc i a ry money 

8. Money as a sta ndard for deferred payments has led to the emergence of: 
( a )  com mod ity ma rket ( b )  financ ia l  ma rket 
(c) both ( a )  and  ( b )  ( d )  none  o f  these 

9 .  Which of the fo l l owing is the component of M
1 

measu re of money supp ly? 
( a )  Term deposit (b) Demand depos its 
(c) Cash reserves of the com merc ia l  ba n ks ( d )  None of these 

10. Ba n k  money is that money which is: 
(a) pr i nted by RB I  ( b )  pr i nted by the government 
(c )  generated i n  the form of cred it creation ( d )  none of these 
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11 .  Who supp l ies money i n  I nd ia?  
( a )  The  RB I  
(c )  The government 

( b )  The com merci a l  banks 
( d )  A l l  of these 

12.  Dema nd deposits inc lude :  
( a )  chequeab le  deposits 
(c )  fixed deposits for a per iod of ti me 

(b )  deposits wh ich ca n be withd rawn on demand 
(d )  both ( a )  a nd  ( b )  

13.  I n  I nd ia, there a re fou r  a lte rnative measures o f  money su pply:  M 1, M2, M3 and  M4, of  these M 1 = 
(a )  Cu rrency with peop le  
( b )  Cu rrency w i th  peop le + Demand deposits 
(c )  Cu rrency with peop le + Demand deposits + Other  deposits with the Reserve Ba n k  
( d )  N o n e  o f  these 

14. Supply of money is a :  
( a )  flow va r ia b l e  
( c )  rea l  flow 

15.  I n  I nd ia, coins  a re issued by: 
(a) State Ba n k  of I n d ia 
(c )  M i n istry of F i na nce 

16. I ntroduction of money has: 

(b) stock va r i ab le  
( d )  none of these 

(b) Reserve Ba n k  of I n d i a  
( d )  M i n i stry o f  U rban  Deve lopment 

( a )  sepa rated the acts of sa le  and pu rchase of an  i n d ivid u a l  
( b )  com bi ned t he  acts o f  s a l e  and  pu rchase o f  a n  i n d iv id ua l  
( c )  expa nded the scope o f  sa le  and  pu rchase 
( d )  both ( a )  and  (c )  

17.  Which of the fo l l owing systems is fo l lowed by Reserve Ba n k  of I nd ia for issu i ng cu rrency? 
(a )  Proportionate system (b )  S imp le  deposit system 
(c )  M i n imum  reserve system (d )  F ixed fid uc i a ry issue system 

18. H igh powered money is equa l  to : 
( a )  money supp l ied by the RB I  on ly  
( b )  tota l s upp ly of  money i n  the economy 
(c )  notes and  co i n s  he l d  by the peop le  
( d )  money ( notes and  coi ns)  he l d  by the peop le, vau lt cash  of  the com merc ia l  ba n ks as we l l  as cash 

reserves of the commerc ia l b anks with the RB I  

Answers 

1 .  (a ) 
11 .  (d ) 

2. (b )  3 .  (d )  

12 .  (d )  13 .  (c) 

B. F i l l  i n  the B la n ks 

4. (d ) 
14. ( b ) 

5 .  (a ) 
15 .  (c) 

Choose appropriate word and fi l l  in the blank: 

6. (c) 
16. (d ) 

7. ( b) 
17.  (c) 

8. (b )  

18. (d )  

1 .  A t h i ng wh ich is common ly accepted as a med i um  of excha nge i s  ca l led 

2 .  A system where goods a re excha nged for goods is known as 

9.  ( b ) 10. (c) 

(commod ity/money) 

( ba rter system of exchange/moneta ry system of excha nge) 
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3 .  Evo l u tion of money has fac i l itated _______ (cu rrent payments/contractua l  payments) 
4. Ma i n  cha racter istic of money is _______ ( l i q u id ity/so l i d ness) 
5 .  _______ va l ue  of a paper note i s  what i s  written on  i t .  ( Money/Commod ity) 
6.  _______ money is  accepted as a med i um  of excha nge beca use of the trust between the 

payer and  the payee. ( F iat/F i duc i a ry) 
7 .  U nder  the barte r system of exchange, acts of sa le  and  pu rchase of an i n d iv id ua l  occu r at the 

_______ point (s )  of  time .  (same/d ifferent) 
8. _______ refers to tota l stock of money held by the peop le  of a cou nt ry at a poi nt of 

ti me .  (Su pp ly  of  money/Demand  for money) 

Answers 

1 .  money 
5 .  M oney 

2 .  ba rter system of exchange 
6 .  F iduc iary 7. same 

3 .  contractua l  payments 
8 .  Supp ly  of money 

C. True or Fa lse 

State whether the fol lowing statements are True or False: 

1. C-C economy is a n  economy dom inated by ba rter system of excha nge. 
2 .  In ba rter system, defe rred payments a re made i n  the form of goods .  
3 .  I n  case of  cred it money, money va l ue  i s  l ess than  commod ity va l ue  . 
4. Expa ns ion of excha nge has led to expa ns ion of the ma rkets for goods and  services. 
5 .  F iat money i nc l udes a l l  notes and cheq ues wh ich  the peop le  in a cou ntry a re lega l ly 

bou nd to accept as a med i um  of excha nge. 
6.  Supply of money i nc l udes stock of money held by the government .  
7 .  Com merc i a l  ba n ks add to the supp ly of money t h rough demand deposits . 
8.  On ly net demand deposits a re ta ken as a pa rt of money supp ly. 

Answers 

1 .  True 2 .  True 3 .  Fa lse 4. True 5 .  Fa lse 6. Fa lse 7 .  True 8 .  True 

D. Matching the Correct Statements 

4. l i qu id ity 

(True/Fa lse )  
(True/Fa l se ) 
(True/Fa l se) 
(True/Fa lse )  

(True/Fa l se )  
(True/Fa l se ) 
(True/Fa l se) 
(True/Fa lse )  

I .  From the set of statements given in Column I and Column I I , choose the correct pair of statements: 

Column I Column I I  

(a )  Fu l l  bodied money ( i) Money va l ue > Commod ity va l ue  of money 

(b )  Term deposits ( i i )  Chequeab le deposits 

(c )  Barter system of exchange ( i i i )  Goods a re excha nged fo r money 

(d )  G ross demand deposits ( iv) Does not i nc lude i nte r-bank ing c l a ims  

(e)  H igh powered money (v) Base money i n  the economy 

Answer 

(e) H igh powered money-(v) Base money in  the economy 
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I I .  Identify the correct sequence of a lternatives given in Column II by matching them with respective 
items in Column I: 

Column I Column I I  

( a )  Govern ment o f  a country ( i )  Lega l tenders 

(b )  Supp ly of money ( i i )  Cheques 

(c) RBI ( i i i )  Suppl ier of money 

(d) F i duci a ry money ( iv) P r i nc ipa l  supp l i e r  of money 

(e)  Notes and  co ins (v )  A stock concept 

Answers 

(a )-( i i i ) , ( b )-(v), (c)-( iv), (d )-( i i ) , (e)-( i ) 

E .  'Very Short Answer' Object ive Type Quest ions 

1 .  What is barter system of exchange? 
Ans. Barter system of excha nge i s  a system in wh ich  goods a re exchanged for goods .  Money as a med i um  

o f  excha nge does not exist. 
2. Define C-C economy. 

Ans. C-C economy refers to that economy i n  wh ich  commod ities a re excha nged for com mod ities or i n  
wh ich  goods a re excha nged for goods .  

3 .  What do  you mean by doub le coi nc idence of wants? 
Ans. Dou b le  coi nc idence of wants mea ns that goods in possess ion of two d ifferent i n d iv id ua l s  a re needed 

by each other  at the same time .  
4. What is meant by  money? 

Ans. Money ca n be defi ned as someth i ng  that i s  genera l ly accepted as a med i um  of excha nge and  acts as 
a measu re and a store of va l ue .  

5 .  What is fiat money? 
Ans. Fiat money refers to money backed with order  (a uthority) of the government .  

6 .  What is fiduc iary money? 
Ans. F i duc i a ry money is  the money backed with m utua l  trust between the payer and  the payee. 

7 .  Define fu l l  bod ied money. 
Ans. F u l l  bodied money refers to money i n  terms of co i n s  whose commod ity va l ue  is equa l  to the money 

va l ue  as and  when these a re issued . 
8. What is cred it money? 

Ans. Cred i t  money is  the money of wh ich  money va l ue  (face va l ue )  i s  more than  com mod ity va l ue  ( i ntr i ns ic  
va l ue ) .  

9 .  What is ba nk  money? 
Ans. Ba n k  money is  the money c reated by the commerc i a l  ba n ks in the form of demand depos its, ove r 

and  above cash deposits of the peop le  with the ba n ks .  
10 .  Define h igh powered money. 

Ans. H igh powered money refers to moneta ry base or  base money i n  the cou nt ry. I t i n c l udes :  
( i )  cu rrency he ld  by the peop le, ( i i )  va u lt cash  of the commerc ia l  ban ks, and  ( i i i )  cash reserves of the 
commerc i a l  ba n ks with the RB I .  

11 .  Define money supp ly. 
Ans. Money supply refers to the tota l quantity or stock of money ava i l a b le i n  the economy at a point of time .  

144 Introductory Macroeconomics 

Read
 

 
You

r F
low

Fi
nd
 Y

ou
r 

 fo
r F

ree

eB
ook

s



12.  Write the com ponents of money supp ly. 
Ans. ( i )  Cu rrency with the peop le, 

( i i )  Demand deposits with commerc ia l ba n ks, a nd  
( i i i )  Other  deposits . 

13 .  Who a re the supp l iers of money in  I nd i a?  
Ans. ( i )  The government of the cou ntry, 

( i i )  The centra l  bank  of the cou nt ry, a nd  
( i i i )  The  commerc i a l  ba n ks .  

14 .  Define demand deposits. 
Ans. Demand deposits of commerc i a l  banks a re those deposits wh ich  ca n be withd rawn from the ba n k  on 

demand or  by wr iti ng  a cheque a ny ti me .  
15.  Define term deposits. 

Ans. Term deposits a re those deposits wh ich  ca n not be withd rawn from the ba n k  as and  when needed or 
by writi ng a cheq ue a ny ti me.  These deposits i nvolve a lock- i n  per iod . 

2. Reason- based Questions (Com prehension of the Subject-matter) 

Read the fo l lowi ng statements ca refu l l y. Write True or Fa lse with a reason .  

1 .  Doub le  co incidence o f  wa nts i s  a n  essentia l  requ i rement o f  exchange. 
Ans.  Fa lse .  Though it is an essenti a l  req u i rement for the ba rter economy, in a money economy, excha nge 

ca n ta ke p l ace without doub le  coi nc idence of wa nts. 
2 .  Face va lue  of money is a lways greater than its i ntr ins ic va lue .  

Ans .  Fa lse .  I n  case co i n s  a re made of  go l d  and  s i lver, i nt r ins i c  va l ue  of  money may over time exceed i t s  face 
va l ue .  

3 .  Stock of  money with the  money issu ing authorities is a n  important component of  money supp ly. 
Ans.  Fa lse .  Supp ly of money does not i n c l ude  the stock of it with the money iss u i ng authorities .  

4. Fiat money is the same as fiduc iary money. 
Ans. Fa l se .  F iat money is the money backed with o rder  of the government whereas fi duc i a ry money is the 

money backed with the m utua l  trust between the payer and  the payee. 
5 .  Money supp ly inc ludes demand deposits of the people with the commercia l ban ks. 

Ans. True .  Demand  deposits of the peop le  with the commerci a l  ba n ks i s  a component of money supp ly. 
Beca use, these deposits a re converted i n  cash j u st by wr iti ng  a cheque .  

6.  Doub le  co incidence of  wa nts is a typica l  featu re of  moneta ry system of  exchange. 
Ans. Fa l se .  Dou b le  co inc idence of wants is a typ ica l  featu re of barte r system of excha nge. 

7 .  Money has sepa rated the acts of sa le and purchase.  
Ans. True .  With the i nt rod uction of money, a n  i n d iv id ua l  ca n buy or  se l l  a t h i ng without se l l i ng or  buying 

a nyth i ng in retu rn .  
8.  There is no med ium of  excha nge in  the barter system.  

Ans .  Fa lse .  U nder  ba rter system, goods themse lves a re the med i um  of  excha nge for goods .  Of  cou rse, 
there i s  no common med i um  of excha nge l i ke money. 

9. There is no common u n it of va l ue  i n  barter system .  
Ans. True .  There i s  a l ack of common  u n it o f  excha nge i n  barter system .  Evo l ution o f  money offered a 

common  u n it of va l ue .  
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10. Money may be used as a commod ity. 
Ans.  True .  It ha ppens when i nt r ins i c  va l ue  (commod ity va l ue )  of money exceeds its face va l u e  (money 

va l ue ) .  
11 .  Credit money i s  the money received as a credit from the ba nks .  

Ans.  Fa lse .  Cred i t  money is money whose money va l u e  is more than  i ts  commod ity va l ue .  
12 .  Moneta ry system of  exchange fac i l itates much  greater exchange than the barter system .  

Ans .  True .  Because moneta ry system ( u n l i ke ba rter system)  does not req u i re doub le  coinc idence o f  wa nts. 
13.  M

1 
measure of money supp ly i nc ludes only notes and coins  held by the people .  

Ans. Fa l se .  
M

1 
= Notes and  co i n s  he ld  by the peop le + Demand Deposits + Other  Deposits .  

14. Money supp ly in  the economy refers to on ly the fiat money issued by the RB I .  
Ans .  Fa l se .  Money supp ly i n  the economy i nc l udes both fia t  money ( backed by  authority of  the RB I )  a s  

we l l  as fiduc i a ry money ( backed by  mutua l  trust between the payer and  the payee) .  
15 .  Com mercia l banks p lay no ro le  i n  the stock of  money supp ly i n  the economy. 

Ans. Fa l se .  Com merc i a l  ba n ks contr ibute to the stock of money supp ly i n  the economy by way of cred it 
creation .  

16 .  Cash reserves with the ba nks a re a n  importa nt component of  money supp ly. 
Ans. Fa l se .  Cash  reserves with the banks a re not a component of money supp ly. Beca use cash  reserves of 

the supp l i e rs of money is not treated as a part of money supp ly. 

3. HOTS & Applications 

1. What is meant by an idea l  su pp ly of money? 
Ans. I dea l  money su pp ly i s  that amount of money supp ly wh ich  keeps the tota l p u rchas ing power in a 

state of ba l ance with the supp ly of goods and  services i n  the economy, so that the economy does not 
s l i p  i nto i nfl ationa ry or defl ationa ry s ituations .  

2 .  Commod ity va l ue  of money has never been greater than the face va l ue  (or money va l ue) . I s  i t  t rue? 
Ans. No, the given statement i s  fa l se .  I n  good o ld  days when coi n s  were made of go l d  and  s i lver, commod ity 

va l ue  of money ( referr ing to the va l ue  of meta l conta i ned in the co i ns) wou l d  sometimes exceed the 
face va l ue  of co ins  wh ich  i s  why co i n s  were sometimes me lted and  so ld as a meta l .  

3 .  I s  i t  true that h igh powered money refers t o  cash reserves o f  t h e  com merc ia l  banks with t h e  centra l 
bank? 

Ans. No, it is i n correct. H igh powered money refers to ( i )  cu rrency with pub l ic, ( i i )  vau lt cash  of the 
commerc i a l  ban ks, a nd  ( i i i )  cash  reserves of the commerc i a l  ba n ks with the RB I .  

4. Money becomes a com mod ity when i ntr ins ic va l ue  o f  money exceeds its face va l ue .  Defend o r  
refute. 

Ans. Yes, the above statement i s  correct. Because when i ntr ins ic  va l ue  exceeds face va l u e  of money (as 
it often happened i n  case of go l d  and s i lver co i ns) ,  money is  used as a commod ity ( im p ly ing meta l 
content of money is so ld as a commod ity) . 

5 .  A curb on h igh powered money wi l l  lead to a curb on the creation of cred it by the com merc ia l  banks 
i n  the economy. Do you agree? 

Ans. Yes, the given statement is correct. This i s  because h igh powered money i nc l udes cu rrency with the 
pub l i c  as we l l  as cash  reserves of the commerci a l  ba n ks with the RB I .  I t  serves as a moneta ry base for 
the c reation of cred i t  i n  the economy. A cu rb on  h igh powered money wi l l  defin ite ly lead to a curb 
on the creation of  cred i t  by the commerci a l  banks .  
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4. Ana lysis & Eva luation 

1 .  Exp la in  how i ntroduction of money has led to the expansion of ma rkets. 
Ans.  Fo l low ing observations  may be noted in th i s  rega rd : 

( i )  I nt rod uction of money has led to the expans ion of markets t h rough the expa ns ion of excha nge . 
Beca use, ba rter system of excha nge req u i res 'doub l e  coi nc idence of wa nts' wh i l e  the moneta ry 
system does not. 

( i i )  Money has led to the emergence of fina nc ia l  market and financ i a l  i nte rmed ia r ies ( b anks 
and  other  fina nc ia l  i n stitutions ) .  Ava i l a b i l ity of fu nds, both for pu rpose of consumption  and  
i nvestment, has su bsta nti a l ly i ncreased . Consequent ly, markets have expa nded . 

( i i i )  I nt rod uction of money has boosted the mob i l ity of ca p ita l across d ifferent pa rts of the  wor l d .  
Th i s  has l ed  to  the expa ns ion o f  g l oba l  ma rkets th rough FD I  (fore ign d i rect i nvestment ) .  

2 .  Do you agree with the view that the excess of money supp ly h i nders the process of economic 
growth? G ive reasons. 

Ans.  Yes, it is correct to say that the excess of money su pp ly h i nde rs the process of economic  growth .  The 
fo l l owi ng reasons exp l a i n  this po int of view: 

( i )  Excess of money supp ly is a s ituation  when p u rchas ing power ( a l so ca l l ed l i q u i d ity) with 
the peop le  i s  more than the existi ng ma rket va l ue  of the goods and services ava i l a b l e  i n  the 
economy. Consequent ly, p ressu re of demand mou nts up on the ava i l a b le  supp ly of goods and  
services. Th is  l e ad s  to  a r ise i n  the genera l  pr ice l eve l .  

( i i )  I f  excess supp ly  o f  money conti n ues t o  pers ist, t h e  s ituation  o f  r i s ing pr ice l eve l a l so conti n ues 
to persist . Th is i s  ca l led a s ituation  of i nfl ation-a s i tuation  of 'price sp i ra l '. 

( i i i )  Pers i stent i nfl ation leads to a r ise in the rate of i nte rest. I m p ly ing that the cost of i nvestment 
tends to r i se .  

( iv) H igh cost of i nvestment leads to a cut i n  the vol ume  of i nvestment .  

(v )  When i nvestment dec l i nes, the GDP growth a lso dec l i nes .  
Th us, excess supp ly of money tends to h i nde r  the p rocess of economic  growth .  I t  l owers the growth 
rate of rea l GDP. 

5. CBSE Questions-Past 5 yea rs 
(With Answers or  Reference to the Text for Answers) 

1. State the mean ing a nd  com ponents of money supp l y. 
[ Page 137, 138] 

2 .  Demand deposits i n c l ude  (choose the correct a lternative ) :  
( a )  sav ing accou nt deposits and  fixed deposits 
(b) sav ing accou nt deposits and cu rrent account deposits 
(c )  cu rrent account deposits and fixed deposits 
(d) a l l  types of deposits 
[ (b ) ]  

[CBSE Delhi 201 7] 

[CBSE {Al} 201 7] 

3 .  Exp l a i n  "d ifficu lty i n  stor ing wea lth" p rob lem faced i n  the barte r system of excha nge. 
[ Page 135, 136] [CBSE (A l} 201 7] 

4. Define money. L ist its com ponents. 
[ Page 134 

[CBSE {F) 201 7] 

Com ponents of money a re :  ( i )  notes, ( i i )  coi n s, ( i i i )  bank's cheq ues and  d rafts, ( iv) e-money. ] 
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5 .  State the two components of M
1 

measu re of money supp ly. 
Or  

State a ny two com ponents o f  M
1 

measu re o f  money supp ly. 
[ Page 138] 

6 .  Define "demand depos its". 
[ Page 139] 

6. NCERT Questions (With H ints to Answers) 

1 .  What i s  a barter system? What a re its d rawbacks? 
[ H i nt : Ba rter system is a system where goods a re excha nged for goods .  
Drawbacks :  

( i )  I t  req u i res doub le  coi nc idence of wa nts. 
( i i )  I t  l acks common u n it of excha nge . 
( i i i )  It l acks conven ient means of storage of va l ue . ]  

2 .  How does money overcome the shortcom i ngs o f  a ba rter system? 

[CBSE 2018] 

[CBSE 2019 {58/1/1)] 

[CBSE 2019 {58/4/1)] 

[ H i nt : U se of money ove rcomes the d rawbacks of ba rter system of excha nge i n  the fo l lowi ng manner :  
( i )  Use of  money as a med i u m  of  excha nge has overcome the d ifficu lty of  dou b le  co inc i dence of 

wants . Accord i ng ly, excha nge has tended to expa nd .  
( i i )  Money fac i l itates storage o f  va l ue  j ust i n  terms o f  pape r  c l a ims, avo i d i ng the storage o f  goods 

u nder  barter system .  
( i i i )  Money acts as a sta nda rd u n i t  o f  va l u e  wh ich  i s  a bsent . 
( iv) Money acts as an i n stru ment of defe rred payments .  No  such i n stru ment is ava i l a b l e  in the barte r 

system of excha nge. ]  
3 .  What a re the a lternative defi n itions  of money supp ly in I n d i a ?  

[ H i n t : M
2
, M

3
, a nd  M

4 
(see Ab i l i ty Zone for deta i l s ) . ]  

4. What  i s  'fiat money' ? 
[ H i nt : F iat money refers to money backed with orde r  (authority) of the government . ]  

5 .  What i s  h igh powered money? 
[ H i nt : H igh powered money means cash (co i n s  and  notes) with the peop le  and  cash  rese rves of the 
commerc i a l  ba n ks . ]  

7. M isce l l aneous Questions and Reference to the Text for Answers 

A. Questions of 3 & 4 marks each 

1 .  Exp l a i n  the evo l u tion of money. [Page 133, 134] 
2. Define barter system of excha nge. State a ny two shortcom i ngs of barter system of excha nge. 

[Page 134-136] 
3. Exp l a i n  a ny one prob lem faced in the barter system .  How has money so lved th i s  p rob lem? 

4. G ive mea n i ng of  money. State i t s  d ifferent forms .  
5 .  Exp l a i n  the i mporta nt forms of money. 
6. What is mea nt by money supp ly? State M

1 
measu re of money supp ly. 
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B.  Questions of 6 marks each 

1 .  State the l im itations  (d rawbacks) of ba rter system of excha nge. How a re these l im itations removed 
with the i nt rod uction of money? [Page 135, 136] 

2 .  "Money is what money does ." Exp l a i n .  [Page 133, 134] 
3. Define money supp ly. State and  exp l a i n  the d iffe rent com ponents of money supp ly. [Page 137, 138] 
4. How does RB I  c l ass ify the supp ly of money? [Page 137, 138] 

DOs and DON'Ts 

1 .  You must u ndersta nd  that barter system of exchange  i s  a character ist ic of backward econom ies or  
pr im it ive economies .  Moneta ry system of exchange i s  a cha racter ist ic of modern economies .  G rowth 
of an economy (from an underdeveloped economy to a deve loped economy) is deeply re lated to the 
growth of moneta ry system of exchange. 

2. Sto rage of money should not be m i sunderstood as ' id le cash '  with the peop le .  Peop le ho ld  money 
( i) to meet thei r rout ine transact ions, ( i i) to cope with the i r emergent needs i n  the near futu re, and ( i i i) 
for pu rpose of i nvestment (buyi ng  shares and  bonds) .  

3. I n  I nd ia ,  RB I issues a l l  paper notes, but not the one rupee note. Al so, i t  does not issue coi ns .  Al l coins and 
one rupee notes are issued by M in i stry of F inance, Government of Ind ia ,  under the Ind ian Coi nage Act. 
However, c i rcu lat ion of the ent i re cu rrency ( inc l ud ing notes and coins) is conducted only by the RB I .  

.... _ _. • M2, M3, M4 Measures of Money Supply 

M
2 

Measurement 

M2 is a boarder concept of money supp ly compared to M 1 . Bes i des a l l  the 

components of M 1 , i t a lso i nc l udes sav i ngs  of the peop le  with the post offices .  

Thus, 

M
2 

= M
1 

+ Deposits with Post Office Saving Bank Account 

M3 Measurement 

M3 is a l so  a broader concept of money supp ly  compared to M 1 . Bes ides a l l  the 

components of M 1 , i t a lso i nc l udes (net) t ime depos its (or fixed deposits/term 

depos its) of the peop le  with the commerc i a l  banks .  Th us, 

M3 = M 1 + Net Time Deposits with the Commercial Banks 

M4 Measurement 

M4 concept of money supp ly is st i l l  b roader- i t  is b roader than  even M3 . 

Bes i des a l l  the components of M3 , it a l so i nc l udes tota l depos its with the post 

offices (other than in the form of Nat iona l  Sav i ng  Cert ifi cate) . 

Th us ,  

I 

M4 = M3 + Total Deposits with Post Offices 

(other than i n  the form of Nat i ona l  Sav i ng  Cert ificate) 

Aggregate Monetary Resources of the Country 

If money supply in the country is measured using M 3 measure, it is called 'aggregate 

monetary resources' of the country. 
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• 'Narrow Money' and 'Broad Money' Concepts of Money Supply 

The d i st i nct ion between na rrow money and broad money i s  somet i mes d rawn 

with reference to the measu re u sed for esti mat i ng tota l money supp ly in the 

cou nt ry. I f  M 1 or M2 measu res a re used, then it i s  known as 'na rrow money' 

concept of money supp ly. I f  M 3 or M4 measu res a re used ,  then it i s  known as 

'b road money' concept of money supp ly. 

• Ind ian Monetary System 

A moneta ry system refers to the form of money wh ich  c i rcu l ates i n  the economy 

by way of order/authority of the government. I n d i a  i s  us i ng  paper cu rrency. 

Accord i ng ly, I nd i an  monetary system is descr i bed as a Paper Cu rrency Standard . 

Paper cu rrency does not exc l ude the use of meta l co i n s .  Both meta l co i ns  and  

paper notes a re c red i t  money i n  I n d i a .  The  on ly d i fference i s  that wh i l e  co i ns  

a re of  sma l l  denom i nat ion ,  paper notes a re of  l a rge denominat i on .  

Note Carefu l ly 

-Co i ns  in I nd i a  a re l im ited lega l  tender. 

- Paper notes i n  I nd i a  a re u n l im ited lega l  tender. 

It means that co i ns  can be used to sett le payments on ly  of l im ited va l ue ;  paper 

notes can be used to sett l e  payments of u n l im i ted va l ue .  

• What Governs Note Issuing i n  Ind ia? 
Note i s su i ng  i n  I n d ia i s  governed by M i n i mum Reserve System . The ent i re 
cu rrency issued has  the backi ng of m i n imum go ld reserves .  Two po i nts m ust 

be carefu l l y  understood in th i s  context: 

(i) Go ld  reserves a re j u st the m i n i mum reserves (� 1 1 5  c ro re) . These a re not 

p roport ionate to the cu rrency i n  c i rc u l at i on .  

(i i )  Money w i th  the peop le i s  ent i re ly 'cred i t  money' .  I t  cannot be converted 

i nto b u l l i o n-s i lver or go l d  by the i ssu i n g  author ity. Go l d  reserves a re j u st a 

back i ng ,  not the stock to convert paper notes i nto go ld . 

• The Concept of L iqu id ity 
Li q u i d ity of an asset refers to its convert i b i l ity i nto money/cash .  Faster an  

asset can be converted i nto cash ,  more l i q u i d  it i s .  Obv ious ly, money itse lf i s  

the most l i qu i d  asset. 

Chequeab le depos its/demand depos its a re h igh l y  l i q u i d  assets . Accord i n g ly, 

we can state that M 1 i n c l u des on ly  those components of money supp ly wh i ch  

a re most l i q u i d .  

Term depos its or t i me depos its/fixed depos its a re not chequeab l e  depos its .  

These cannot be w i thdrawn by i s su i ng  a cheque .  These depos its a re, therefore, 

l ess l i q u i d  than the demand  depos its . 

Accord i n g ly, M 3 and  M4 measu res of money supp ly  i nc l ude such components 

of money supp ly wh i ch  a re less l i q u i d .  

Ill 
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• Money Creation by the Commercial Banks 

• The Central Bank: Meaning and Functions 

• Control of Money Supply by the Central Bank (RBI in India) 

I. MONEY CREATION BYTHE COMMERCIAL BANKS 
In the previous chapter, we noted that the commercial banks are an 
important source of money supply in the economy. Unlike the central 
bank, the commercial banks do not have the authority of issuing 
currency: they cannot issue notes or coins. Yet, they are the suppliers 
of money as they create money by way of demand deposits. In the 
present chapter, we discuss the process of money creation by the 
commercial banks: how exactly the commercial banks create money? 

Process of Money Creation by the Commercial Banks 

Following observations explain the process of money creation by the 
commercial banks: 

(i) Banks receive cash deposits from the people. These are called 
'primary deposits'. 

(ii) Banks lend money many times more than their cash reserves. 
(iii) Money is lent by the commercial banks not in the form of cash, 

but in the form of 'credit entry' in the accounts of the borrowers. 
These credit entries are known as secondary deposits. 

(iv) The borrowers can issue cheques against 'credit' (loans) in their 
accounts. The cheques circulate in the economy as money. 

(v) Primary deposits + Secondary deposits 
= Demand deposits held by the people in the commercial banks 

,, 
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(vi) Total demand deposits with the banks are many times more than 
the cash reserves of the commercial banks. This is because the 
commercial banks know (by way of their historical experience) 
that all the depositors would not show up in the banks to 
withdraw all their deposits by way of cash. 

(vii) If experience shows that withdrawals are generally around 10 per 
cent of demand deposits, the banks need to keep only 10 per 
cent of deposits as cash reserves. 

(viii) All demand deposits (held by the people) serve as money supply 
in the economy, just like cash held by the people. 

(ix) Demand deposits serving as money supply is called bank money. 
This is money created by the banks. Because this is circulating in 
the system not in the form of cash, but in the form of cheques 
issued by the banks to the holders of demand deposits. 

Illustration 

Let us illustrate the process of credit creation with the help of an example. 
For the sake of simplicity, we assume that: 

(i) There is a 'single banking system' in the economy and initially, 
the bank receives deposits of� 1,000. 

(ii) CRR = 10% and it does not change. This reflects cash reserves of 
the commercial banks as a percentage of their demand deposits. 

Table 1 shows how the system would work for the creation of money: 
Table 1. Creation of Money in a Single Banking System 

Rounds Deposits Loans Cash Reserves (�) 

(�) (�) 

1st Round 1,000 900 

2nd Round 900 810 

3rd Round 810 729 

(and so on till all excess reserves are exhausted) 

Total 10,000 9,000 

• In the first round, bank receives deposits of� 1,000. 

(CRR = 10%) 

100 

90 

81 

1,000 

• The cash reserves to tackle the liability of� 1,000 is equal to� 100 
(because cash reserve ratio is = 10% of total deposits). Implying 
that the banks have excess reserves = � 1,000 - � 100 = � 900 
which they can use for the purpose of lending. 

• When these excess reserves are loaned out, deposits of the banks 
are raised by� 900. The banks need to hold cash reserves as 10% 
of� 900 or � 90. Now, excess reserves of the bank is � 900 -� 90 = 

� 810 which can be loaned. This process continues till total demand 
deposits are� 10,000 and cash reserves are� 1,000. 
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Thus, if cash reserve ratio is equal to 10%, initial deposits of� 1,000 
allows the bank to create demand deposits up to� 10,000. So that, 

Demand Deposits = 

C�R x Cash Reserves 

1 = 1 O% X t 1, 000 

= 10 X � 1,000 = � 10,000 

Summing up, we can say that money creation by the commercial 
banks depends on two principal factors, as under: 

(i) Cash Balances with Commercial Banks which they can use as 
cushion money (emergency fund) for the creation of credit. 
Higher these cash balances, greater the money creation (or credit 
creation) capacity of the commercial banks, and 

(ii) CRR: Higher the CRR, lower the capacity to create money. 
Besides the CRR (cash which the commercial banks ought to keep), 
the banks may hold excess reserves, as 'vault cash'. Higher the vault 
cash, lower would be the capacity to create money. 

Primary and Secondary Deposits 

Primary deposits are cash deposits with the commercial banks by the people. These 
are a part of total demand deposits of the banks. 
Secondary deposits are those deposits which arise on account of loans by the banks 
to the people. These are also a part of total demand deposits of the banks. 
Important to note it is, that while primary deposits indicate savings of the depositors 
with the banks, secondary deposits indicate borrowings of the depositors from the banks. 
Secondary deposits are also called Derivative Deposits. 
Total Demand Deposits of the Commercial Banks 

= Primary Deposits of the Commercial Banks + Secondary Deposits of the 
Commercial Banks. 

CRR and Credit Multiplier 

In India, CRR is determined not by the commercial banks themselves 
but by the RBI (Reserve Bank of India). Therefore, it is also called LRR 
(Legal Reserve Ratio). 
Also, the commercial banks are required to keep the stipulated 
(legally required) cash reserves not with themselves, but with the RBI 
(of course, the banks can keep excess reserves as 'vault cash' with 
themselves). 
Once CRR is known (as fixed by the RBI), we can find out 'credit 
multiplier', or the number of times the commercial banks can create 
credit, per unit of their cash reserves with the RBI. 

F@CUS 
ZONE 
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Credit multiplier is found in terms of the following equation: 
1 k = 

CRR 
Here, k = Credit multiplier. 

CRR = Cash reserve ratio. 
Example: If CRR = 10%, then 

1 100 k = 

10% 
= w = 10 

It implies that if CRR = 10% then the commercial banks can credit 
money 1 O times of their cash reserves with the central bank. Thus: 
if cash reserves are = �10,000, the commercial banks can create credit, 
as per the following equation: 

Credit Creation or Money Creation = � 10, 000 x 1 �% 
100 

= �10, 000 X --:io = �1, 00, 000 

Note that this is the maximum amount of money (credit) that the 
commercial banks can create given their cash reserves. This is because 
CRR is legally determined by the RBI, and the commercial banks must 
comply with it. 

Credit Multiplier 

I k = CRR 
Here, k = Credit multiplier, CRR = Cash reserve ratio. 
In India, CRR is fixed by the RBI.Accordingly, credit multiplier indicates the maximum amount 
of money that the commercial banks can create; given their cash reserves with the RBI. 

2. THE CENTRAL BANK 

The central bank is an apex bank that controls the entire banking 
system of a country. It is the sole agency of note issuing and controls 
the supply of money in the economy. It serves as a banker to the 
government and manages forex (foreign exchange) reserves of the 
country. Reserve Bank of India (RBI) is the central bank of India. 

Functions of the Central Bank 

Principal functions of the central bank are as under: 
(1) Bank of Issuing Notes: Central bank of a country has the exclusive 

right (monopoly right) of issuing notes. This is called Currency 
Authority function of the central bank. The notes issued by the 
central bank are an unlimited legal tender. 
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(2) Banker to the Government: Central bank is a banker, agent, and 
financial advisor to the government. 
• As a banker to the government, it manages accounts of the 

government. 
• As an agent to the government, it buys and sells securities on 

behalf of the government. 
• As an advisor to the government, it frames policies to regulate 

the money market. 
(3) Bankers' Bank and Supervisory Role: As a Bankers' Bank, it has 

almost the same relation with other banks in the country as 
a commercial bank has with its customers. Three observations 
need to be noted in this context: 

(i) The central bank accepts deposits from the commercial 
banks, and offers them loan. 

(ii) The central bank provides 'Clearing House' facility to the 
commercial banks. It is a cheque clearing facility provided at 
one centre to all the banks. 

(iii) In its supervisory role, the central bank ensures that the 
commercial banks show compliance to its directives, 
particularly relating to CRR and SLR. The central bank 
changes CRR, SLR as and when required. It ensures that 
the commercial banks show compliance to these changes so 
that the desired targets are achieved. 

(4) Lender of the Last Resort: It means that if a commercial bank fails 
to get financial accommodation from anywhere, it approaches 
the central bank as a last resort. Central bank advances loan to 
such a bank against approved securities. By offering loans to 
the commercial banks in situations of emergency, the central 
bank ensures: (i) that the banking system of the country does 
not suffer any set-back, and (ii) that money market remains 
stable. 

(5) Custodian of Foreign Exchange: Central bank is the custodian 
of nation's foreign exchange reserves. It also exercises 'managed 
floating' to ensure stability of exchange rate in the international 
money market. Managed floating refers to the sale and purchase 
of foreign exchange with a view to achieving stability of exchange 
rate for the domestic currency. 

(6) Clearing House Function: Central bank performs the function 
of a clearing house. Let us take an example to understand this 
function. Supposing, Bank A receives a cheque of� 10,000 drawn 
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on Bank B, and Bank B receives a cheque of� 15,000 drawn on 
Bank A. Both, Banks A and B have their accounts with the central 
bank. The cheques of both the banks are cleared through their 
accounts with the central bank. This is how the central bank acts 
as a clearing house. It avoids transfer of cash between the banks 
and reduces requirement of cash. 

(7) Control of Credit: The principal function of the central bank is to 
control the supply of credit in the economy. It implies increase or 
decrease in the supply of money in the economy by regulating 
the 'creation of credit' by the commercial banks. The central bank 
needs to control the supply of money to cope with the situations 
of inflation and deflation. During inflation, the supply of money 
is reduced and during deflation, it is increased. Section 3 of the 
chapter gives a detailed description of how the central bank 
controls supply of money in the economy. 

Performing all these functions, the central bank focuses on growth 
with stability. (Growth refers to a sustained rise in GDP. Stability refers 
to the elimination of inflationary and deflationary situations in the 
economy. ) 

The Central Bank and A Commercial Bank-The Difference 

f@C US The Central Bank A Commercial Bank 
� Z ON E 

1---(z_)_
Th
_e_c-en_ t_r-al _ b_a _n _k- is_ t_h _e _a _p-ex_ b_ a_n_k_+-_(_i)

_A_ c_o _m_m_ e_r _ci-al _ b_a_n_k _i _s -th_a_t _
fi

_n _a-nc- i-al
--1 

the bank of all banks in the country. institution which accepts deposits 
All commercial banks function under from the general public and offers 
the control of the central bank. loans to the people for purpose of 

It accepts deposits from the consumption and investment. 

commercial banks and advances 
loans to them. But, it does not deal 
with the general public. 

(ii) The central bank regulates the 
supply of money, besides being the 
principal source of money supply in 
the economy. 

(iii) The central bank is a custodian 
of forex reserves of the country. 
It conducts 'managed floating' 
to regulate exchange rate of the 
domestic currency. 

(iv) The central bank is a note issuing 
authority. It is a currency authority 
of the country. 

(v) The central bank focuses on growth 
and stability of the economy. 
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(ii) A commercial bank only contributes 
to the supply of money by way of 
credit creation. 

(iii) A commercial bank is not a custodian 
of forex reserves of the country. 
However, it deals in the sale and 
purchase of foreign exchange for 
purpose of profit. 

(iv) A commercial bank is not a note 
issuing authority. It is not a currency 
authority. 

(v) A commercial bank focuses on profit 
maximisation. 
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t>TS 
Q. What is the significance of centralised cash reserves with central bank? 

Ans. Two observations need to be noted in this context: 

(i) Centralised cash reserves enable the RBI to offer financial help to the commercial banks during 
emergencies. It is called 'financial accommodation' by the RBI. Banks get financial accommodation 
(or financial help) in times of emergency. 

(ii) Centralised cash reserves enable the RBI to exercise control over the commercial banks. Because 
these reserves depend on CRR (fixed by RBI in India) and by varying the CRR, the RBI can increase 
or decrease the credit creation capacity of the commercial banks. Accordingly, money supply in 
the economy is regulated. 

3. CONTROL OF MONEY SUPPLY (OR CREDIT 

SUPPLY) BY THE CENTRAL BANK (RBI IN INDIA) 

The central bank adopts various measures to control the supply of 
money in the economy. Largely, these measures relate to credit supply 
by the commercial banks. These are broadly classified as: 
(A) Quantitative Instruments, and 
(B) Qualitative Instruments. 
Following is a brief description of these instruments. It may be noted 
that these instruments are used to decrease the supply of money 
when there is inflationary spiral in the economy and to increase the 
supply of money when there is deflationary spiral in the economy. 

(A) Quantitative Instruments of Credit Control 

Quantitative instruments are those instruments of credit control 
which focus on the overall supply of money in the economy. Supply of 
money is lowered to tackle inflation, and it is raised to tackle deflation. 
Following is a brief description of these instruments: 
(1) Bank Rate: Bank rate refers to the rate of interest at which the 

RBI lends money to the commercial banks. It relates to instant 
(immediate) loan requirement of the commercial banks. 
The increase (or decrease) in bank rate is often followed by 
increase (or decrease) in the market rate of interest (the interest 
rate charged by the commercial banks from the general public). 
Accordingly, the cost of credit (also called the cost of capital) 
changes in the market. When bank rate is increased, market 
rate of interest is also increased. Accordingly, the cost of capital 
increases. This lowers the demand for credit and therefore, the 
supply of money tends to fall. Accordingly, inflation is corrected. 
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On the other hand, when bank rate is decreased, market rate 
of interest is also decreased. Accordingly, the cost of capital 
decreases. This increases demand for credit and therefore, supply 
of money tends to rise. Accordingly, deflation is corrected. 

Rise in Bank Rate----. Rise in market rate of interest----. Rise in cost of capital----. Fall in demand 

for credit----. Fall in the supply of money----. Inflation is controlled. 

Fall in Bank Rate----. Fall in market rate of interest----. Fall in cost of capital----. Rise in demand 

for credit----. Rise in the supply of money----. Deflation is controlled. 

(2) Open Market Operations: Open market operations refer to the 
sale and purchase of securities in the open market by the RBI on 
behalf of the government. By selling the securities (like, National 
Saving Certificates-NSCs) in the open market, the RBI soaks 
liquidity (cash) from the economy. And, by buying the securities, 
the RBI releases liquidity. 
When liquidity is soaked (as during inflation), cash reserves of 
the commercial banks are squeezed. Implying a cut in their credit 
creation capacity. On the other hand, when liquidity is released 
(as during recession/deflation), cash reserves of the banks tend to 
rise. Implying a rise in credit creation capacity of the commercial 
banks. 
Thus, inflation is corrected by selling the securities and soaking 
liquidity, while deflation is corrected by buying the securities 
and releasing liquidity. 

Sale of Securities by the RBI ----. Soaks liquidity and leads to a fall in cash reserves of the 

commercial banks ----. Fall in credit creation capacity of the commercial banks ----. Fall in money 

supply----. Inflation is controlled. 

Purchase of Securities by the RBI----. Releases liquidity and leads to a rise in cash reserves of the 

commercial banks----. Rise in credit creation capacity of the commercial banks----. Rise in money 

supply----. Deflation is controlled. 

Two Types of Open Market Operations 

There are two types of open market operations (i) outright, and (ii) repo 

Outright open market operations are permanent in nature. These are as discussed above. The other 

type is known as repo open market operations. In such type of operations, there is a promise of 

repurchase and resale of securities (unlike in the first type). 

(3) Repo Rate: The rate at which the RBI (central bank) offers short 
period loans to the commercial banks by buying the government 
securities in the open market is called 'Repo Rate'. In fact, it is 
a Repurchase Rate. A repurchase agreement is signed by both 
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the parties stating that the securities will be repurchased by the 
commercial banks on a given date at a predetermined price. 
In other words, the RBI issues a loan cheque to the commercial 
banks by buying from them the government securities. But, it 
carries the agreement of repurchase of securities by the commercial 
banks at the predetermined date and at a predetermined price. 
During inflation, the cost of capital is increased by increasing the 
repo rate. This lowers the demand for credit and accordingly, the 
supply of money in the economy, as desired. On the other hand, 
during deflation, the cost of capital is reduced by reducing the 
repo rate. This increases the demand for credit and accordingly, 
the supply of money in the economy, as desired. 

I 
Rise in Repo Rate --.. Rise in cost of capital --.. Fall in demand for credit --.. Fall in supply of 

money by the commercial banks --.. Inflation is controlled. 

Fall in Repo Rate --.. Fall in cost of capital --.. Rise in demand for credit --.. Rise in supply of 

money by the commercial banks --.. Deflation is controlled. 

(4) Reverse Repo Rate: The rate at which the RBI (central bank) 
accepts deposits from the commercial banks (through government 
securities) is called 'Reverse Repo Rate'. It is also called Reverse 
Repurchase Rate. In this case, a reverse repurchase agreement 
is signed by both the parties stating that the securities will be 
repurchased on a given date at a predetermined price. Reverse 
repo rate allows the commercial banks to generate interest 
income. 
When reverse repo rate is lowered, banks are discouraged to 
park their surplus funds with the RBI. Instead, the banks may use 
these funds as (RR-funds with the RBI. This leads to a rise in credit 
supply (money supply) by the commercial banks. Accordingly, 
supply of money is enhanced in the economy, as desired to 
control deflation. On the other hand, a rise in reverse repo rate 
may induce the commercial banks to park more funds with the 
RBI to generate interest income. This lowers their capacity to 
offer (RR-funds to the RBI for the creation of credit. Accordingly, 
supply of money is reduced in the economy, as desired to control 
inflation. 

Fall in Reverse Repo Rate --.. Less funds are parked by the commercial banks with the RBI to 

generate interest income --.. More funds are used as CRR-funds with the RBI, for the creation of 

credit --.. Supply of money increases --.. Deflation is controlled. 

Rise in Reverse Repo Rate --.. More funds are parked by the commercial banks with the RBI to 
generate interest income --.. Less funds are used as CRR-funds with the RBI, for the creation of 

credit --.. Supply of money decreases --.. Inflation is controlled. 
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(5) Cash Reserve Ratio (CRR) :  It refers to the minimum percentage 
of a bank's total deposits required to be kept with the RBI. It is 
fixed by the RBI and is varied from time to time to regulate the 
supply of money in the economy. 
When the supply of money is to be increased, CRR is lowered, and 
when the supply of money is to be reduced, CRR is raised. 

I 
Rise in CRR ---. Rise in cash reserves for a given amount of demand deposits ---. Fall in money 

supply of the commercial banks ---. Inflation is controlled. 

Fall in CRR ---. Fall in cash reserves for a given amount of demand deposits ---. Rise in money 
supply of the commercial banks ---. Deflation is controlled. 

(6) Statutory Liquidity Ratio (SLR): Every bank is required to 
maintain a fixed percentage of its assets in the form of liquid 
assets, called SLR. The liquid assets include: (i) cash, (ii) gold, 
and (iii) unencumbered approved securities. The rate of SLR 
(like that of CRR) is fixed by the RBI and is varied from time to 
time. To decrease the supply of money (as during inflation), the 
central bank increases SLR. Accordingly, funds available for CRR
deposits (for the creation of credit) are reduced. Conversely, SLR 
is reduced to increase the supply of money (as during deflation) 
in the economy. Accordingly, funds available for (RR-deposits 
(for the creation of credit) are increased. 

Rise in SLR ---. Rise in liquid assets to be held by the commercial banks with themselves ---. Fall 

in the availability of funds for CRR-deposits with the RBI ---. Fall in money supply of the commercial 

banks ---. Inflation is controlled. 

Fall in SLR ---. Fall in liquid assets to be held by the commercial banks with themselves ---. Rise in 

the availability of funds for CRR-deposits with the RBI ---. Rise in money supply of the commercial 

banks ---. Deflation is controlled. 

(B) Qual itative Instruments of Credit Control 

Qualitative instruments are those instruments of credit control which 
focus on select sectors of the economy. These instruments are used 
to increase or decrease the supply of money to select sectors of the 
economy. (These are those sectors which are the principal source of 
instability in the economy.) Broadly, the qualitative instruments are 
placed in three categories, as under: 

(1) Margin Requirement : The margin requirement refers to the 
difference between the current value of the security offered for 
loan (called collateral) and the value of loan granted. Suppose, a 
person mortgages his house worth � 1 crore with the bank for a 
loan of� 80 lakh. The margin requirement in this case would be 

� 20 lakh. The margin requirement is raised when the supply of 
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money needs to be red uced . The margi n requ i rement is lowered 

when the su pply of money i s  to be i ncreased . Often the margi n 

requ i rement i s  kept h igh fo r specu lat ive (trad ing) activit ies . 

I 
Rise in Margin Requirement ---+ Fall in demand for credit ---+ Fall in supply of credit by the 

commercial banks ---+ Fall in money supply ---+ Inflation is controlled. 

Fall in Margin Requirement ---+ Rise in demand for credit ---+ Rise in supply of credit by the 

commercial banks ---+ Rise in money supply ---+ Deflation is controlled. 

(2 ) Ration ing of Credit: Ration ing of credit refers to fixation of cred it 

quotas for d ifferent business activities. Ration ing of credit is 

introduced when the supply of cred it is to be checked particularly 

for specu lative activities in the economy. The RBI fixes cred it quota 

for d ifferent business activities. The commercial banks cannot 

exceed the quota l im its wh i le granting loans. Th is restricts the 

supply of money in  the economy, and inflation is control led .  On the 

other hand , ration ing of credit ( if al ready in  practice) is withdrawn 

to increase the supply of money. This controls deflation .  

I 
Introduction of Credit Rationing ---+ Decreases the supply of credit by the commercial banks 

---+ Decreases the supply of money ---+ Inflation is controlled. 

Withdrawal of Credit Rationing ---+ Increases the supply of credit by the commercial banks 

---+ Increases the supply of money ---+ Deflation is controlled. 

(3 ) Moral Suasion : It is l i ke render ing an adv ice to the commerci al 

banks by the RBI to fo l low its d i rectives . The ban ks are advised 

to restr ict loans du ri ng  inflation , and be l i be ral in  lend i ng du ri ng 

deflation .  

Check the fo l lowi ng f low chart for a summary statement of  the 

quantitative as we l l  as qual itative i n struments of cred it contro l :  
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Instruments of Credit Control 

Qual itative 
Instruments 

Ba nk  Rate 
Ma rg i n  

Repo Rate Requ i rement 

Rat ion i ng  
Reve rse Repo Rate 

of Cred it 

Cash Rese rve Rat io 
Mora l Suas ion 

Statutory Liq u id ity Ratio 

Open Ma rket Operat ions 

'persuasion'  and 
'pressu re' .  The RBI  
t r ies to persuade the 
commerc ia l  banks to 
fo l low its d i rectives, but 

if persuat ion does not 
work, it uses the requ i red 
pressu re as an a pex 
bank of the country. 
If p ressu re a lso does 
not work, the RBI can 
use d i rect act ion wh ich 
i nc l udes derecog n i t ion 
of the concerned bank.  
As an  i nstrument of 
monetary pol icy, 'mora l 
suas ion '  works both as a 
quantitative i nstrument 
as wel l as  a qua l itative 
i nstrument .  However, 
often it is c lassif ied as a 
qua l itat ive i nstrument. 
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t>TS 
Q. What is se l ective credit contro l?  
Ans . It refers to d iscrim inatory pol icy of  the centra l  ba nk  re lating to select sectors of  the economy. F low of 

credit to certa in  sectors (pr iority sectors) may be encou raged with a view to stimu lating production i n  
these sectors . This is a positive app l i cation o f  se lective credit controls . On t h e  other hand, t h e  centra l  
b a n k  may decide t o  restr ict t h e  ava i l ab i l ity o f  cred it t o  certa i n  (non-priority) sectors. Genera l ly, 
du ri ng periods of i nfl ation, ava i l ab i l ity of credit for specu l ative activities ( l i ke storage of food gra ins )  
is d iscou raged .  Th is is a negative a pp l i cation of the selective credit contro ls .  

Power Poi nts & Revision Window ------------

Money Creation by the Commerc ia l  Banks: Commerc i a l  b anks contr i bute to moneysupp ly by creating cred it .  
They do  it by adva nc ing loans ( i n  te rms of demand  deposits) 
many times more than  the i r  cash reserves .  They do  it on  the 
bas is of the i r  h isto r ica l experi ence that the depositho lde rs 
n ever tu rn  u p  e nmass to withd raw the i r  deposits . That, the 
l i a b i l ity towa rds the depositho lde rs ca n be ma naged by keep i ng  
on ly a sma l l  percentage of  depos its as cash  rese rves. 

Credit Mu ltipl ier = 

C
�

R . I t  shows the n umbe r  of times the com m e rc i a l  ba n ks ca n create c red i t  per  u n i t  

of the i r cash rese rves with t he  RB I .  I n  I n d i a ,  CRR  i s  fixed by the  R B I .  
The Centra l Bank i s  a n  a pex b a n k  o f  t he  e nti re b a n k i ng system of a cou nt ry. R B I  i s  t h e  centra l ba n k  o f  I n d i a .  

� Functions:  ( i )  Ba n k  o f  iss u i ng notes, ( i i )  Ba n ke r  t o  the  government, ( i i i )  Ba n ke rs' ba n k  a n d  s upe rv isory ro le ,  
( iv )  Le nde r  of t he  l a st resort, (v )  Custod i a n  of fore ign excha nge, (v i )  C l e a ri ng house fu nction ,  (v i i )  Control 
of c red i t .  

Control of  Money Supply by the Central Bank 
Monetary Pol icy is  t he  po l i cy to co ntro l  t h e  supp ly  of  cred it/money i n  t he  economy. I t  a ims at correcti ng  

j 
t he  s i tuations  of i nflati o n  a n d  defl ation  i n  t he  economy. I n stru ments of moneta ry po l icy 
a re b roa d l y  c l ass ified a s : ( i )  Qua ntitative i nst ruments, a n d  ( i i )  Qua l itative i nstru ments. 
These a re a lso ca l l ed  ' i nstruments of c red it contro l'. 

Quantitative Instruments of Monetary Po licy: 
( i )  Th ree po l i cy rates :  ( a )  Ba n k  rate, ( b )  Repo rate, a n d  (c )  Reve rse re po rate .  
( i i )  Two po l i cy ratios :  (a )  CRR, a n d  (b )  S LR .  
( i i i )  Open ma rket operations .  

Qua l itative Instruments of  Monetary Po licy: 
( i )  M a rg i n req u i rement, 
( i i )  Ration i ng of cred i t, a n d  
( i i i )  Mo ra l  s u a s i on .  
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rEXERC I S Ej 
1 .  Objective Type Quest ions (Remem bering & U ndersta nding based Quest ions) 

A. M u lt ip le  Choice Quest ions 

Choose the correct option: 

1 .  In the context of com merc ia l  ba n k, which one of the fo l lowing statements is correct? 
( a )  Note- i ssu i ng  authority of the cou ntry 
( b )  Creates cred it on the bas is  of cash rese rves 
(c) Accepts depos its of the genera l  pub l i c  
( d )  Both ( b )  a nd  ( c )  

2 .  Commercia l  ba n ks create money by  way of: 

( a )  time deposits (b) demand  deposits 
(c )  treasu ry b i l l s  ( d )  b i l l  o f  excha nge 

3 .  Which of the fo l lowing is not concerned with ban king organ isation? 

( a )  Ba n k  rate ( b )  F isca l deficit 
(c )  Cred it creation ( d )  Cash rese rve ratio 

4. Cred it ca rds issued by the ba n ks :  

( a )  encou rage consumer  spend i ng  
(c )  both ( a )  a nd  ( b )  

( b )  i ncrease aggregate demand i n  the economy 
(d )  none of these 

5 .  The ma in  aim of the commerc ia l  ba n ks is: 

(a) soci a l  welfa re 
(c )  to p rovide  services to the peop le  

( b )  to  earn p rofits 
( d )  none of these 

6 .  Maximum cred it that the com mercia l ba nks ca n lega l ly create depends on the ir :  
( a )  go l d  reserves ( b )  cash rese rves with the RB I  
(c )  statutory l i q u i d ity ratio ( d )  term depos its 

7 .  Term deposits a re those : 
( a )  aga i n st which no cheque ca n be issued ( b )  aga i n st wh ich no  i nterest is pa id  to the depositors 
(c )  which a re a part of M

1 
supply of money (d )  none of these 

8 .  The percentage of demand deposits which the com mercia l banks a re lega l ly requ i red to ma inta i n  
as the i r  l i qu id  assets is ca l l ed :  
( a )  CRR  (b )  repo rate 
(c) SLR ( d )  reverse repo rate 

9. SLR requ i res the com mercia l  ba nks to bu i l d  the i r  l i qu id  assets by way of: 
( a )  reserves of cash (b) reserves of go ld  
(c )  reserves of  u nencumbered secu rities ( d )  a l l  of these 

10. Centra l ba nk  is a n  apex bank of the country that: 
( a )  contro l s  the enti re ba nk i ng  system of the cou ntry 
( b )  i ssues cu rrency 
(c )  acts as a ba n ker to the government 
( d )  a l l  of these 
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11 .  I n  I nd ia, the centra l ba n k  is :  

( a )  Federa l  Rese rve System 
(c )  Reserve Ba n k  of I n d i a  

( b )  Federa l  System 
(d) both (a) and ( b )  

12 .  Maximum credit that t he  commercia l ba n ks ca n lega l ly  create is i nd icated by: 

( ) 1 ( b )  _1_ X 1 a SLR CRR Cash  reserves w i th  the RB I  

( c )  c!R x Tota l depos its ( d )  c!R x Cash reserves with the RB I  

13.  Cred it control means :  

( a )  contraction of cred it  on ly 
( b )  extens ion of cred it  on ly 
(c )  extens ion and  contraction of money s upp ly 
( d )  none of these 

14. Which of the fo l l owing is not the i nstrument of cred it contro l?  
( a )  CRR (b )  SLR 
(c )  Bank rate ( d )  Managed floati ng 

15.  Which of the fo l lowing does not come under  qua ntitative methods of moneta ry pol icy? 

(a) Open market operations  ( b )  Cash rese rve ratio 
(c )  Mora l  suas ion ( d )  Repo rate 

16. Open market operations as an i nstru ment of credit control a re performed by: 

( a )  the centra l bank  of the cou ntry ( b )  the commerc ia l b ank  of the cou ntry 
(c )  both ( a )  and  ( b )  ( d )  none  of  these 

17.  With a n  increase i n  marg in requ i rement, ava i l ab i l ity of cred it i n  the economy: 

(a) i nc reases (b) decreases 
(c )  u ncha nged (d) none of these 

18. If i nflation is to be combated, the RB I :  

( a )  ra ises SLR and  lowers CRR 
(c )  ra ises both CRR as we l l  as SLR 

( b )  l owers SLR and  ra ises CRR 
(d )  none of  these 

19. If recession is to be combated : 

( a )  ba n k  rate needs to be lowered 
(b) CRR needs to be l owered 
(c) both (a) and ( b )  
( d )  repo rate needs to  be l owered and  CRR needs to  be ra ised 

20. Reverse repo rate : 

( a )  generates i nterest i ncome (b) i s  i nc reased to curb inflation 
(c )  i s  not a po l i cy rate ( d )  both ( a )  a nd  ( b )  

Answers 

1 .  ( d )  
1 1 .  (c )  

2 .  ( b )  
12 .  ( d )  

3 .  ( b )  4 .  (c )  5 .  ( b )  6 .  ( b )  
13 .  ( c )  14 .  ( d )  15 .  (c )  16 .  (a )  
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17 .  ( b )  

8 .  (c )  
18 .  (c )  

9 .  (d) 10 .  ( d )  
19 .  (c )  20 .  ( d )  
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B. F i l l  i n  the Bla n ks 

Choose appropriate word and fi l l  in the blank: 

1. Commerc ia l  ba n ks contr ibute to the supp ly of money by way of 
( l oans  i n  cash/loans  i n  demand deposits) 

2. deposits a rise on  account of loans by the banks to the peop le .  
( Pr ima ry/Seconda ry) 

3. In case, a commerc ia l  bank  fa i l s  to get financ i a l  accommodation from a nywhere, it app roaches the 
_______ as a l ast resort .  (cooperative bank/centra l bank )  

4. _______ relates to i n sta nt ( im med iate) loa n req u i rement of  the commerci a l  banks .  
( B ank  rate/Repo rate) 

5. Demand Depos its = Prima ry deposits + ( Ba n k  deposits/Seconda ry deposits) 
6.  By se l l i ng the secu r ities i n  the open ma rket, the RBI _______ l i q u i d ity (cash )  from/i nto 

the economy. 
7. Ration i ng of cred i t  is the 

(soa ks/re leases) 
method to contro l  money supp ly i n  the economy. 

(q ua ntitative/q ua I itative) 
8.  As an adv isor to the gove rnment, centra l bank  frames pol ic ies to regu l ate the 

(ca p ita l market/money ma rket ) 
9. Centra l  ba n k  conducts to regu l ate excha nge rate of the domestic cu rrency. 

(managed floati ng/d i rty floati ng) 
10. Liq u id assets of the commerc ia l  banks which they a re req u i red to ma i nta i n  as  a m i n imum percentage 

of the i r  tota l depos its refer  to (cash rese rve ratio/statutory l i q u i d ity ratio) 

Answers 

1 .  loans in demand depos its 
5. Secondary depos its 

2. Secondary 
6. soa ks 

3. centra l  ba nk  
7 .  qua l itative 

9. managed floating 10. statutory l i qu id ity ratio 

C. True or Fa lse 

State whether the fol lowing statements are True or False: 

1. I n  I n d ia ,  LRR is determ i ned by the com merc ia l  ba n ks themse lves .  
2 .  Banks l end  money many times more than  the i r  cash reserves w i th  the RB I .  
3 .  H igher the CRR, h igher  is  the ca pac ity to  create money. 
4. The centra l bank  focuses on growth and  sta b i l ity of the economy. 

4. Ban k  rate 
8. money ma rket 

5. Open ma rket operations  a re conducted by the RB I  to regu l ate the su pp ly of money. 

(True/Fa l se )  
(Tru e/Fa l se ) 
(True/Fa l se )  
(True/Fa l se )  
(Tru e/Fa l se )  
(True/Fa l se )  
(True/Fa l se )  
(True/Fa l se )  
(Tru e/Fa l se ) 
(True/Fa l se )  

6.  When the supp ly of  money is to  be i nc reased, CRR i s  ra ised . 
7. Cred i t  creation is the pr i nc ipa l  fu nction of the centra l  ba n k. 
8. Marg in  req u i rement is a qua ntitative method of cred it  contro l .  
9 .  The  notes issued by  the centra l  bank  a re a n  u n l i m ited lega l tender. 

10. With ration i ng of cred i t, s upp ly of money is red uced . 

Answers 

1 .  Fa lse 2 .  True 3 .  Fa lse 4. True 5 .  True 6. Fa lse 7 .  Fa lse 8 .  Fa lse 9 .  True 10. True 
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D. Match ing the Correct Statements 

I .  From the set of statements given in Column I and Column I I ,  choose the correct pair of statements: 

Column I Column I I  

( a )  SLR ( i )  F ixed by the commerc i a l  ban ks 

(b )  P r imary depos its ( i i )  Derivative deposits 

(c) Commerc i a l  bank ( i i i )  Advisor to the gove rnment 

(d )  Central bank  ( iv) P rov ides 'Clear ing House' facil ity 

(e) Secondary depos its (v) Not a part of total demand depos its of the banks 

Answer 

(d ) Centra l bank-( iv) Provides 'Clear ing House' faci l ity 

I I .  Identify the correct sequence of a lternatives given in Column II by matching them with respective 
items in Column I: 

Column I Column I I  

( a )  Demand  deposits 1 
( i )  

CRR 
(b )  Central bank  ( i i )  F ixed by  the RB I  

(c) Money mu ltip l ie r  ( i i i )  Repurchase rate 
1 

(d )  Repo rate ( iv) 
CRR 

x Cash Rese rves 

(e) CRR (v) An apex ban k  of the cou ntry 

Answers 

(a )-( iv), ( b )-(v), (c)-( i ), (d )-( i i i ), (e)-( i i ) 

E .  'Very Short Answer' Object ive Type Questions 

1. Define cred it mu ltip l ie r. 
Ans. Cred i t  m u lti p l i e r  is the rec i p roca l of CRR (cash reserve ratio ) .  

Cred it M u lt i p l i e r = 

C�R 
2. Define primary deposits. 

Ans. Prima ry deposits a re cash deposits with the com merc ia l  ba n ks by the peop le .  These a re a part of 
demand depos its of the banks .  

3 .  What a re secondary deposits? 
Ans. Seconda ry deposits a re those deposits wh ich a rise on account of loans by the banks to the peop le .  

These a re reflected as  a part of  demand  deposits of  the banks .  These a re a l so ca l l ed derivative 
deposits . 

4. What is a centra l  ba nk? 
Ans. A centra l  bank  is a n  a pex i n stitution of a cou ntry that contro l s  and  regu l ates the moneta ry and  

fi nanc i a l  system of  the cou ntry. 
5. Define CRR.  

Ans. CRR (cash reserve ratio )  refers to the lega l ly req u i red cash reserves of the commerc ia l b anks with the 
centra l  bank as a percentage of the i r tota l deposits .  
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6. What is SLR? 

Ans.  SLR (statutory l i q u i d ity ratio) refe rs to l i q u i d  assets of the commerci a l  banks which they a re req u i red 
to ma i nta i n  as a m i n imum  percentage of the i r  tota l deposits . 

7. Define ba n k  rate . 

Ans.  The bank  rate is the rate at wh ich the centra l  ba n k  of the cou ntry offers loans to the commerc ia l 
b anks by d iscou nti ng the secu rities .  It is a l so ca l l ed  d iscount rate : the rate at wh ich secu rities a re 
d iscou nted for pu rpose of loans .  It does not i nvo lve a ny col l ate ra l ,  and  it does not a l l ow repu rchase 
of secu r ities .  

8.  What is repo rate? 

Ans.  Repo rate is the rate of i nterest at wh ich commerc i a l  banks ca n ra ise short-te rm loans from the 
centra l  bank .  

9 .  What is reverse repo rate? 

Ans.  Reverse repo rate is the rate of i nterest at wh ich commerc ia l  banks ca n park the i r  su rp l u s  fu nds  with 
the centra l  ba n k, for short per iod of ti me.  

10. What do you mean by open market operations? 

Ans.  Open ma rket operations refer  to the sa le and pu rchase of government secu r ities in the open ma rket 
by the centra l bank  of the cou ntry. 

11 .  Define marg in requ i rement. 

Ans.  Marg in  req u i rement refers to the d ifference between market va l u e  of the secu rity offered for loans  
and  the amount of  loans offered by the commerc ia l  ba n ks .  

12.  Define mora l  suas ion .  

Ans .  Mora l  suas ion  refers to  persuas ion as  we l l  as p ressu re exerc ised by  the centra l  bank  on the commerc ia l 
b anks to be restr icted and  se lective i n  l end i ng  d u ri ng i nfl ation ,  a nd  to be l i be ra l  i n  l end i ng  d u ri ng  
deflation .  

2 .  Reason-based Quest ions (Com prehension of  the Subject-matter) 

Read the fo l lowi ng statements ca refu l l y. Write True or Fa lse with a reason . 

1. H igher CRR imp l ies h igher capacity to create cred it. 
Ans. Fa l se .  H igher  CRR im p l i es lower ca pac ity of the com merc ia l  ba n ks to create cred i t .  Beca use, cred it 

m u lti p l i e r  i s  the rec i p roca l of CRR .  
2 .  By  purchas ing government secu rities i n  the open ma rket, the centra l  ban k  i ntends to  re lease more 

money supp ly  i n  the market. 

Ans. True .  Centra l  ba n k  buys government secu rities with a view to i nc rease the money supp ly. P u rchase 
of secu rities by the centra l  bank l eaves more money with the peop le .  I t  a l so i nc reases l i q u i d ity of the 
com merc ia l  ba n ks to create more cred it  ( in  te rms of demand deposits ) .  

3 .  Margin requ i rement is ra ised by  the  centra l  ban k  with a view to  i ncreas ing money supp ly. 
Ans. Fa l se .  To i nc rease money s upp ly, the centra l  bank  l owers the margi n req u i rement so that peop le  a re 

i nduced to ra ise loans  and  the banks a re ab l e  to create more cred it by way of loans .  
4 .  Dur ing periods of depress ion, com mercia l  ba nks a re advised to fo l low dear money pol icy. 

Ans. Fa l se .  To cu rb depress ion ,  s upp ly of money needs to be i ncreased .  Accord i ng ly, commerc i a l  b anks 
a re advised to pu rsue cheap money po l i cy. 

5 .  The centra l ba n k  is a lender of last resort. 
Ans. True .  A centra l  ba n k  advances loan to a commerci a l  bank  when the l atter  fa i l s  to get financ ia l 

accommodation from a nywhere aga i n st app roved secu rities .  
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6. The centra l ba n k  is a ba n ker  to the government. 
Ans. True .  As a ba n ker to the government, centra l ba n k  keeps the accou nts of a l l  government banks and  

ma nages government t reasu r ies .  
7 .  The com mercia l  ba nk  has the currency authority. 

Ans. Fa l se .  The centra l  ba n k  is the so le issu i ng a uthority i n  the cou ntry. It has the exc l u s ive r ight of note 
iss u i ng .  

8 .  I n  I nd ia, CRR and  SLR a re fixed by the com mercia l ban ks themselves .  
Ans. Fa l se .  I n  I n d ia ,  CRR and  SLR a re fixed by the RB I .  

9 .  Demand deposits a re equa l  to  cash deposits with t he  commerc ia l  banks .  
Ans .  Fa l se .  Cash  deposits a re on ly p r imary depos its w i th  the com merc ia l  banks .  Depos its created by way 

of loans  a re secondary deposits . 
Demand Deposits = P rima ry deposits + Secondary deposits 

10. Secondary deposits of a com mercia l  bank  a re a lways less than its primary depos its . 
Ans. Fa lse. Secondary deposits a re many times more than the pr imary deposits of a commercia l  bank .  Because, 

primary deposits a re cash deposits. A commerc ia l  ban k  can park its cash with RB I  as 'cash reserves'. It can 
lega l ly create secondary deposits (by way of loans) many times more than their cash reserves .  

11 .  When CRR is ra ised, credit creation by the com merc ia l  ban ks is not necessar i ly reduced .  
Ans. True .  Because commerci a l  banks may have some excess reserves . 

12.  CRR and SLR work oppos ite to each other. 
Ans. Fa l se .  CRR and  SLR a re com p lementa ry to each other. A r ise i n  these ratios contro l s  the creation of 

cred i t, a nd  vice versa. 

13. Ma rket rate of i nterest tends to be positively re lated to the bank  rate . 
Ans. True .  I ncrease o r  decrease i n  bank  rate is often fo l l owed by i nc rease or decrease i n  the ma rket rate 

of i nterest. 
14. Repo rate is the rate of i nterest charged by the ba nk  on com mod ity loans .  

Ans. Fa l se .  Repo rate is that rate at wh ich centra l  bank offers short-te rm loans  to com merc ia l  ba n ks .  
15 .  H igher repo rate imp l ies h igher  cred it creation capacity of  the  ban ks .  

Ans. Fa l se .  H igher repo rate imp l ies l ower cred it creation ca pac ity of the ba n ks .  Beca use, banks a re not 
i nduced to borrow l i q u i d ity (cash )  from the RB I  for en l a rg ing the i r  c red it-ma rket . 

16. The com mercia l  banks design a l l  i nstruments of moneta ry pol icy and the centra l bank controls them. 
Ans. Fa l se .  Centra l bank des igns a l l  i n stru ments of moneta ry po l icy and  a l so contro l s  them .  
1 7 .  The com mercia l  ba nks a re t he  contro l le r  o f  money supp ly. 

Ans. Fa l se .  The centra l  ba n k  contro l s  the money supp ly  i n  the economy. The commerc i a l  b anks on ly 
contr i bute to money supp ly by way of cred it c reation .  

18 .  The centra l ba n k  issues cu rrency on the basis of  CRR .  
Ans .  Fa l se .  Centra l ba n k  does  not  i s sue  cu rrency on the bas i s  of  CRR .  The  ratio CRR i m pacts cred it creation 

ca pac ity of the commerc ia l b anks .  

3. HOTS & Applications 

1. If the com mercia l  ban ks buy government secu rities, the i r  ca pacity to create cred it is reduced .  Do 
you agree? 

Ans. Yes, the given statement is  correct. By a l lowi ng or  i n d uc ing the commerc ia l  banks to buy government 
secu rities, the centra l  bank  soa ks cash  ba l ances of the commerc ia l  banks wh ich they cou l d  use to 
create cred i t .  Accord i ng ly, the cred it  creation capacity of the commerc ia l  ba n ks is red uced . 
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2. Is it correct that when margins a re ra ised, demand for loans is negatively i mpacted? 
Ans. When margi ns a re ra ised, the d iffe rence between the ma rket va l ue  of the secu rity offered for loans  

and  va l ue  of  loans gra nted becomes h igh .  I t  i s  now expens ive for the peop le  to ta ke loans from the 
banks .  Therefore, demand for loans reduces i n  the economy. Thus, the g iven i nformation i s  correct. 

3. Is repo rate an i nstrument of qua l itative credit contro l?  
Ans .  No, repo rate is a n  i n stru ment of  qua ntitative cred it contro l .  I t  impacts the ava i l a b i l ity of  cred it across 

a l l  sectors of the economy. 
4. If CRR is lowered, i nvestment demand must r ise. Defend or refute . 

Ans. Yes, the above statement is correct. If CRR is l owered, cred it c reation capacity of the commerc ia l 
b anks is enha nced . H igher ava i l a b i l ity of cred it and  at l ower i nte rest rate must lead to a r ise i n  
i nvestment demand .  

5 .  How is quantitative cred it contro l  d ifferent from qua l itative cred it contro l ?  
Ans .  Quantitative cred it control refe rs to  overa l l  c red it control i n  the economy, affecti ng a l l  sectors of 

the economy equa l ly and  without d i scr i m i n ation .  Qua l itative cred it control refers to se lective cred it 
control that focuses on a l l ocation of cred it  to d ifferent sectors of the economy. F low of cred it  is 
encou raged to the pr ior ity sectors, wh i l e  it i s  d i scou raged to the non-p r ior ity sectors .  

6 .  Com mercia l ba nks create credit on ly on the advice of  the government. I s  i t  true? 
Ans. No, th is i s  fa l se .  Commerc i a l  b anks do not create cred it on ly on the advice of the government .  

H owever, t he i r  capac ity to c reate cred i t  depends  on  cred it po l i cy of the  centra l  ba n k  of the 
cou nt ry. 

7. Com mercia l ban ks do not have the note issu ing authority, but they do contri bute to money supp ly 
i n  the economy. Com ment. 

Ans. Yes, the g iven statement is  correct. The centra l  bank  is  the so le authority of issu i ng  notes in the 
cou ntry. However, by advanc i ng  loans t h rough cred it  c reation ,  commerc ia l  b anks contr ibute to 
money supp ly in the economy. 

8. What role does CRR play in the creation of cred it by the com mercia l ban ks? 
Ans. CRR (cash reserve ratio )  sets a l i m it u p  to wh ich  commerci a l  banks ca n lega l ly create cred it .  

Examp le :  If CRR = 4%, it imp l ies that the com merc ia l  banks ca n create cred it ( by way of loans )  

maxi m u m  u p  to 25 times ( 4
� = 25 ) of  the i r  cash  reserves w i th  the RB I .  

9 .  "Rate cuts might not be  imminent"-Reserve Bank of India. [The Economic Times] 
Why RB I  is not ready to cut the rates? Write you r  op in ion .  

Ans .  He re, rate cut refers to repo rate . The RB I  be l ieves that  a cut i n  repo rate i s  goi ng to fue l  reta i l  
i nfl ation wh ich i s  a l ready h i g h .  Hence, a c u t  i n  repo rate (wh ich w i l l  i nc rease money supp ly  i n  the 
economy) is  not recommended . 

10. RBI lowers repo rate from 5.40% to 5. 15%. {4th October, 2019] 

Ana lyse the economic va lue of th is statement from the viewpoint of ( i ) the households, 
( i i ) i nvestors, and  ( i i i ) the economy. 

Ans. A cut i n  repo rate (the rate at wh ich commerc ia l  banks ca n ra ise loans from RB I )  is expected to be 
fo l l owed by a cut in ma rket rate of i nterest (the rate at wh ich the commerc i a l  ba n ks offer  loans  to the 
peop le ) .  It i s  expected to im pact the househo l ds, i nvestors, and  the economy as u nder :  

( i ) I mpact on Households :  A cut i n  ma rket rate of  i nterest (fo l l owed by a cut i n  repo rate) i s  expected 
to i nd uce borrowi ngs for the pu rchase of consumer  d u rab l es, as we l l  as houses and  flats. A lso, 
the existi ng loans ( ra i sed aga i n st floati ng i nterest rate) w i l l  now attract l ower EM I .  I m p ly ing a 
d i rect moneta ry benefit to the househo lds .  
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( i i ) I mpact on the I nvestors : As a resu lt of a cut i n  the market rate of i nterest, the cost of borrowi ngs 
( im p ly ing the cost of ca p ita l )  wi l l  red uce. Accord i ng ly, i nvestment is  expected to i ncrease across 
a l l  a reas of p rod uction activity. 

( i i i ) I mpact on the Economy: When demand for consumer  d u ra b les r ises, aggregate demand i s  
expected to r i se .  Aggregate demand a l so tends  to r i se  when i nvestment expend i tu re r ises .  
Beca use both consum ption expend i tu re and i nvestment expend i tu re a re s ign ificant com ponents 
of aggregate demand .  Th us, the l eve l of p l an ned output is  expected to r ise a long with the l eve l 
of p l an ned pu rchase i n  the economy. Accord ing ly, the eq u i l i b r i um GDP  leve l is expected to r ise .  
I mp ly ing a r ise i n  the growth rate of GDP. 

4. Analysis & Evaluation 

1 .  How, i n  you r  op in ion, credit creation by the commercia l  ba n ks acce lerates the pace of economic 

growth? Write two observations.  

Ans.  Fo l l ow ing observations may be noted i n  th i s  rega rd : 
Observation-1 :  Cred it c reation acce le rates the process of growth by expa nd i ng the ava i l a b i l ity of 
cred i t  for pu rpose of i nvestment .  
Observation-2 : Cred it  creation contr ib utes to the p rocess of growth by expand i ng s i ze of the ma rket 
(or  aggregate demand ), as the ava i l a b i l ity of cred i t  for the pu rchase of consu mer  d u ra b les i ncreases. 

2 .  How improvement i n  bank ing hab its of the people pushes up  cred it ava i l ab i l ity from the com mercia l  
ba n ks? 

Ans.  When ba n k i ng  hab its of the peop le  imp rove, they sta rt ho ld i ng less money as cash- i n-ha nd .  I nstead, 
more and more money is deposited with the commerc i a l  banks .  Accord i ng ly, cash  rese rves of the 
com merc ia l  banks sta rt r i s ing .  H igher cash rese rves of the ba n ks enab le them to deposit more fu nds  
w i th  the RB I  as  CRR-deposits . If CRR rema i n s  consta nt, h igher CRR-deposits w i th  the RB I  gives the 
com merc ia l  ba n ks the lega l  a uthority to create more cred i t  by way of loans/cred it .  Accord i ng ly, 
ava i l a b i l i ty of cred it  from the commerc i a l  banks is i ncreased .  

3 .  How can 'Ja n-Dhan Yojana'  be used as an  i nstrument to  i ncrease supp ly  of  money by  the  com mercia l  
ba n ks? 

Ans.  A la rge section of the popu l ation i n  I n d i a  do  not have their bank  accou nts. 'J an -Dhan  Yojana' p rom pts 
peop le  to open the i r  bank  accou nts . When more and  more accou nts a re opened then some of the 
cash ba l ances with the peop le  (or  id le cash lyi ng with the peop le )  i s  bou nd to reach the bank i ng  
system as cash  depos its or  p r imary deposits . Th i s  i nc rease enab les commerc ia l b anks to i nc rease 
the i r  cash reserves with the centra l ba n k. I f  �CR (add itiona l  cash rese rves with the RB I )  = � 10,000 

and  if CRR = 4%, then the add itiona l  demand deposits the banks ca n create = 4� x �10, 000 = 

� 2,50,000. Th is  is how 'J an -Dhan  Yojana' may be used as a n  i n stru ment to i nc rease s upply of money 
by the commerc i a l  b anks .  

4 .  Why has the Government in  I nd ia fa i led to combat inflation even when a series of moneta ry 
measures a re ava i l ab le  in the textbook of macroeconom ics? 

Ans. Moneta ry measu res of com bati ng/contro l l i n g  i nflation focus l a rgely on moderati ng/lower ing the 
demand for goods and  services by mak ing the ava i l a b i l ity of cred it cost l i e r  and  d ifficu lt .  It does not 
add ress s upp ly s ide of the prob lem .  
Wh i l e  the fact of  the matte r i s  tha t  i n  I nd i a  i nfl ation has often been  tr iggered by  ( l ed by) the l ow 
ma rket supp l ies .  U n less supp l ies a re boosted (pa rticu l a r ly the supp ly of fa rm output)  we sha l l  
conti n ue  t o  wrest le  with i nfl ation without ta m ing  (correcti ng) i t .  
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5 .  Ana lyse the impact of demonetisation (of 500 and  1,000 rupee notes) on cred it creation by the 

com mercia l ba n ks i n  the I nd i an  economy. 

Ans .  De monet i sat ion  ha s  led to h uge depos its of cash i n  the  com merc i a l  ba n ks .  P r i m a ry depos i ts  of 
t he  ba n ks have r i sen  s i gn if ica nt ly. Th i s  e n a b les  t hem to keep  h i g he r  CRR-depos i ts  w i th  the  R B I .  
Acco rd i ng l y, c red it creat i on  ca pac ity o f  t h e  com merc i a l  b a n ks i s  expected t o  r i se .  

5. CBSE Questions-Past 5 yea rs 
(With Answers or  Reference to the Text for Answers) 

1 .  Exp l a i n  'government 's ba n k' fu nction  of centra l ba n k .  [CBSE Delhi 2015; {F} 2015, 2016] 
Or  

Exp l a i n  "ba n ker  t o  t h e  government" fu nction of t h e  centra l bank .  [CBSE Delhi 201 7] 
[ Page 155] 

2 .  Exp l a i n  the 'ba n k  of i ssue' fu nction of centra l  ba n k. 
[ Page 154] 

[CBSE Delhi 2015; {Al) 2015; {F} 2016] 

3 .  Government of I nd i a  has recent ly l a u nched 'J an -Dhan  Yojana' a imed at eve ry househo ld i n  the 
cou ntry to have at least one bank accou nt. Exp l a i n  how deposits made u nder  the p lan a re go ing  to 
affect nationa l  i n come of the cou ntry. [CBSE Delhi 2015] 
[With the i nt rod uction of 'J an -Dhan  Yojana' by the Government of I nd ia ,  m i l l i ons of peop le  have 
opened the i r  bank  account .  Th i s  has enhanced pr i mary deposits of the com merc ia l  banks .  It is on the 
bas is  of the i r  p rima ry deposits (cash deposits) that the banks a re ab le to create secondary deposits . 
I t  leads to expa ns ion of cred it in the financ ia l  market. Accord i ngly, i nvestment tends  to r ise .  H igher  
i nvestment leads to i nc rease i n  nationa l  i ncome of the cou ntry. ] 

4. Exp l a i n  the "ba n ke rs' bank" fu nction of the centra l bank .  [CBSE (Al) 2015, 201 7; {F} 2015, 2016] 
[ Page 155] 

5 .  Cu rrency i s  issued by the centra l  bank, yet we say that commerc i a l  ba n ks create money. Exp l a i n .  How 
is th i s  money creation by com merc i a l  b anks l i ke ly  to affect the nationa l  i ncome? Exp l a i n .  

[CBSE {A l) 2015] 
Or  

Why do we  say that commerci a l  ba n ks create money wh i l e  we  a l so say that t h e  centra l  bank  h a s  the 
so le r ight to issue cu rrency? Exp l a i n .  What is  the l i ke ly  im pact of money creation by the commerc ia l 
b anks on  nationa l  i ncome? [CBSE (F) 2015] 
[Money s upply has two components :  cu rrency and  demand deposits . Cu rrency is issued by the centra l  
bank  whereas demand deposits a re created by  t h e  commerci a l  banks .  They create money i n  the 
form of demand deposit re l ated to the loans offered by them.  Demand depos its of the commerc ia l 
b anks a re many times more than  the i r  cash  reserves .  Th i s  is based on the h i stor ica l expe r ience of the 
banks that cash withd rawa l of fu nds i s  on ly a sma l l  percentage of the tota l demand deposits . 
The money created by the commerc i a l  ba n ks in the form of demand deposits i s  ma i n ly used for 
i nvestment or p rod uction pu rposes . Any r ise i n  i nvestment leads to many times more i nc rease i n  the 
nationa l  i ncome of a n  economy, v ia . ,  the m u lti p l i e r  effect . ]  

6 .  Exp l a i n  how 'ba n k  rate' i s  he l pfu l i n  contro l l i ng cred it  c reation? 
[ Page 157 ,  158] 

7 .  Exp l a i n  how open market operations  a re he l pfu l in contro l l i ng cred it creation .  
[ Page 158] 

8 .  Exp l a i n  how 'marg in  req u i rements' a re he l pfu l in contro l l i ng cred it creation .  
[ Page 160, 161 ]  

[CBSE Delhi 2016] 

[CBSE Delhi 201 6] 

[CBSE Delhi 2016] 

Banking 171 



9. Exp l a i n  the ro le  of cash reserve ratio i n  contro l l i n g  cred it c reation .  
[ Page 160] 

10. Exp l a i n  how 'repo rate' ca n be he l pfu l in contro l l i ng cred it creation .  
[ Page 158, 159] 

11. Exp l a i n  the ro le  of 'reverse repo rate' in contro l l i ng cred it c reation .  
Or 

Exp l a i n  t he  ro le  o f  'rese rve repo rate' i n  contro l l i n g  money supp ly. 
[ Page 159] 

[CBS£ (Al) 2016] 

[CBSE (AJ) 2016) 

[CBS£ (Al) 2016] 

[ CBS£" Delhi 201 7} 

12. The ratio of tota l deposits that a com merci a l  bank  has to keep with Rese rve Bank  of I n d i a  is ca l l ed :  
(choose the correct a lternative) [CBS£" Delhi 201 7} 
(a )  Statutory l i q u i d ity ratio ( b )  Deposit ratio 
(c )  Cash reserve ratio ( d )  Lega l rese rve ratio 
[ (c ) ]  

13.  Exp l a i n  the p rocess of cred i t  c reation by commerc ia l  b anks .  
Or 

Exp l a i n  the money creation fu nction of  com merc ia l  ba n ks .  
[ Page 151-153] 

14. Repo rate is the rate at wh i ch :  
( a )  commerc i a l  b anks p u rchase government secu r ities from the centra l  ba n k  
( b )  commerc i a l  b anks ca n ta ke loans  from t h e  centra l b a n k  
( c )  commerc i a l  b anks ca n keep the i r  deposits with t h e  centra l  bank  
( d )  short-te rm l oans  a re given by  com merci a l  banks 
[ (b ) ]  

[CBSE (Al) 2017} 

[CBSE (F) 2017} 

[CBSE (F) 201 1] 

15.  Exp l a i n  the "va ryi ng reserve req u i rements" method of cred i t  control by the centra l  ba nk .  
[ Page 160] [CBSf (F) 2017] 
[Note : Va rying  reserve req u i rements i s  the same as va ry ing cash reserve ratio . ]  

16. Cred i t  creation by commerc i a l  b anks is  dete rm i ned by :  (choose the correct a lternative) [CBSE 2018] 
( a )  Cash Rese rve Ratio  (CRR)  ( b )  Statutory Li q u i d ity Ratio (SLR )  
(c )  I n itia l  depos its ( d )  A l l  the a bove 
[ (d ) ]  

17. What i s  moneta ry po l icy? State a ny th ree i n stru ments of  moneta ry po l i cy. [CBSE 2018] 
[Moneta ry po l i cy is the pol icy pu rsued by the centra l  bank  to regu l ate su pp ly of money i n  the 
economy. 
The three ma i n  i nstru ments of moneta ry po l icy a re :  ( i )  Repo Rate, ( i i )  Cash Reverse Ratio, and ( i i i )  Open 
Ma rket Operations .  Page 157-159] 

18. E l aborate a ny two i n stru ments of cred i t  contro l ,  as exerc ised by the Reserve Bank  of I n d i a .  
[ Page 157-161] [CBSE 2019 (58/1/1)] 

19. Define cred i t  mu l ti p l i e r. What ro le  does it p l ay i n  determ i n i ng the cred it creation power of the 
bank i ng system?  Use a n u merica l i l l u stration to exp la i n .  [CBSE 2019 (58/1/1)] 
[Cred i t  mu l ti p l i e r  refers to the n u m ber  of ti mes the commerc ia l ba n ks ca n create cred i t  per u n it of 
cash reserves with the RB I .  I t  reflects cred i t  c reation power of the ba n k i ng  system in the cou ntry. 
I m p ly ing the power to i nfl uence the su pp ly of money i n  the economy. 
I l l ustration : 
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Assu m i ng CRR = 2% 
k = -

1- = 50 2% 
I m p ly ing that com merc ia l  ba n ks ca n create cred it  50 times of the i r  cash rese rves with the RB I .  
I n  case, CRR is ra ised t o  4%, i. e . ,  

1 k = - = 25 4% 
I m p ly ing that cred it creation power of the com merc ia l  banks is red uced to ha l f. It wou l d  lead to a 
s ign ificant cut i n  money s upply i n  the economy. ]  

20 .  Define  'money mu lti p l ie r'. 
[ Page 154] 

[CBSE 2019 (58/2/1)) 

21 .  D i sti ngu i sh  between 'Qua l itative and  Quantitative too l s' of cred it contro l  as may be used by a Centra l  
Ba n k. [CBSE 2019 (58/2/1)) 
[ Page 157-161]  

22. D i scuss br iefly the fo l l ow ing fu nctions of a Centra l  Bank :  
( i )  Ba n ker's ba nk .  
( i i )  Lender  of  l ast resort. 

[ Page 155] 
23 .  D i scuss br iefly the "cred it contro l ler" fu nction of a Centra l  Ba nk .  

[ Page 156-161]  

[CBSE 2019 (58/2/2)] 

[CBSE 2019 (58/2/3)] 

24. Accord i ng  to a report forwa rded by the Reserve Bank  of I n d ia ,  there was a fa l l  i n  rate of i nfl ation as 
measu red by Consu mer  Pr ice I ndex (CP I )  on yea r-on-year  bas is to 5% from 8% i n  the p revious yea r. 
Wh ich of the fo l l owi ng statements rep resents the s ituation?  
( a )  CP I  has fa l l e n  ( b )  CP I  has r isen a t  a rate l ower than  the preced ing yea r 
(c )  CP I  is consta nt (d) None of the above 
[ (b ) ]  [CBSE 2019 (58/3/1)] 

25.  Exp l a i n  the p rocess of money creation by a com merc ia l  bank  us i ng  a hypothetica l  n u merica l 
examp le .  [CBSE 2019 (58/3/1)] 

Or 

Discuss br iefly the cred it c reation process of the ba n k i ng  system, us i ng  a hypothetica l n u merica l 
examp le .  [CBS£ 2019 (58/4/3)] 
[ Page 151-153] 

26. State the ro le p l ayed by the centra l  ba n k  as the " lender  of l a st resort". 
[ Page 155] 

[CBSE 2019 (58/4/1)] 

27. Exp l a i n, us i ng  a n umerica l examp le, how an i nc rease in rese rve deposit ratio affects the cred it 
c reation power of the bank i ng system .  [CBSE 2019 (58/4/1)] 
[ Page 172, Q. 19] 

28. Exp l a i n, us i ng  a n umerica l  examp le, how a red uction in rese rve deposit ratio, affects the cred it 
c reation power of the bank i ng system .  [CBSE 2019 (58/4/2}] 

Assu m i ng CRR = 4% 
Accord i ng ly, 

k = C
�

R [ k :  Cred it mu lti p l i e r; CRR :  Cash rese rve ratio] 

1 k = - = 25 4% 
I m p ly ing that commerc i a l  banks ( b ank i ng  system in the cou ntry) ca n create cred it  u pto 25 times of 
the ir  cash rese rves with the RB I .  
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29. 

In case, CRR is cut to 2%, 
1 k = - = 50 2% 

I m p ly ing that cred it c reation  power of the commerc i a l  b anks is doub led .  It wou ld  lead to a s ign ifica nt 
r ise in the supp ly of money in the economy. ] 
If l ega l reserve ratio is 20%, the va l ue  of money m u lti p l i e r  wou l d  be ______ _ 
(Choose the correct a lternative ) 
( a )  2 
(c )  5 
[ (c ) ]  

( b )  3 
( d )  4 

[ CB5E 2019 (58/5/1)] 

30. What a re p r imary deposits? 
[ Page 153] 

[CBSE 2019 (58/5/1)] 

31 .  Exp l a i n  the fo l l ow ing fu nctions of the Centra l  Ba nk :  
( i )  Ba n ker's ba nk .  
( i i )  Authority of  cu rrency i ssue .  

[ Page 154, 155]  
32 .  Exp l a i n  the fo l l ow ing fu nctions of the Centra l  Ba nk :  

( i )  Lender  o f  l ast resort. 
( i i )  Ba n ker  to the Government .  

[ Page 155] 

[CB5E 2019 (58/5/1)] 

[CB5E 2019 (58/5/2)] 

33 .  ( a )  Exp l a i n  how us i ng "Ba n k  Rate" the Centra l Ba n k  ca n regu l ate money supply i n  a n  economy. 
( b )  What is meant by 'Repo Rate' ? [CBSE 2019 (58/5/3}] 

[ Page 157, 158] 

6. NCERT Questions {With Hints to Answers) 

1. What a re the i n stru ments of moneta ry po l icy of RB I ?  
[Hint: I n stru ments o f  moneta ry pol icy o f  RB I  a re b road ly c lass ified as :  
(a )  Qua ntitative Instruments: ( i )  Ba n k  Rate, ( i i )  Repo Rate, ( i i i )  Reverse Repo Rate, ( iv) CRR 

(Cash  Rese rve Ratio) ,  (v )  SLR (Statutory Liq u i d ity Ratio) ,  a nd  (v i )  Open Ma rket Operations .  
(b )  Qua l itative I nstru ments: ( i )  Ma rg in  req u i rement, ( i i )  Ration i ng  of cred it, ( i i i )  Mora l  suas ion . ]  

2 .  Do you cons ider  a com merc ia l  bank  'creator of  money' i n  the economy? 
[Hint: Yes, com merc ia l  banks a re an i m porta nt sou rce of creating  cred it in the economy. They create 
cred it in the form of demand deposits rel ated to the loans offe red by them .  Demand depos its of the 
com merc ia l  banks a re many ti mes more than  the i r  cash rese rves .  If cash  rese rves a re (say) � 1,000 
and  if demand depos its a re (say) � 10,000, then the com merc ia l  banks a re creati ng  cred it  ten times 
of the ir cash  reserves. Accord i ng ly, on the bas is of cash reserves of � 1,000, the com merc i a l  b anks 
a re contr ibuti ng � 10,000 to the s upply of money. ] 

3 .  What ro le  of RB I  is known as ' l ender  of last resort '?  
[Hint: As  a lender  of  last resort, the centra l  ba n k  sta nds  as a guara ntor to the com merc ia l  banks 
d u ri ng  fina nc ia l emergenc ies .  A com merc i a l  b ank  may lose confidence of the depositors prom pti ng 
them to withd raw the i r  depos its enmass .  S i nce cash reserves of the com merc ia l  bank  a re only a 
fraction  of its demand depos its, its reserves may ru n out, push i ng the bank  i nto fi nanc i a l  cr ises .  It i s  
the centra l bank d u ri ng  such times that sta nds  by the com merc ia l  bank as a guara ntor and saves it 
from i nso lvency. ] 
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7. M isce l l aneous Questions and Reference to the Text for Answers 

A. Questions of 3 & 4 marks each 

1 .  State the ma in fu nctions of a centra l  ba nk .  
Or  

State a ny th ree ma i n  fu nctions o f  a centra l  b a n k .  Descr ibe a ny o ne  o f  them .  
2 .  How is the centra l bank  d ifferent from commerc ia l  ba n k? 
3 .  Exp l a i n  a ny one of the fo l l ow ing fu nctions of a centra l  bank :  

( i )  Cu rrency author ity, a nd  
( i i )  Lender  o f  l ast resort. 

4. Exp l a i n  the 'ba n kers bank' fu nction of the centra l  bank .  
5 .  Exp l a i n  'ba n ker  to the government' fu nction of  the centra l  bank .  
6 .  How does a centra l  ba n k  perform the fu nction of  contro l l e r  of  cred it? 

[Page 154-156] 
[Page 156] 

[Page 154, 155] 
[ Page 155] 
[Page 155] 
[Page 156] 

7. State a ny th ree methods by wh ich a centra l  ba n k  tr ies to control the qua ntity of cred it .  
[Page 157-1 61 ] 

8. What is repo rate? How does it control the supp ly of cred it i n  the economy? [Page 158, 159] 
9. How does a centra l  ba n k  contro l  the ava i l a b i l i ty of cred it  by open ma rket operations? 

Or 

What a re open ma rket operations? How do these work as a method of cred it  contro l ?  [Page 158] 

B. Questions of 6 marks each 

1 .  Define  a centra l bank .  What a re the fu nctions of centra l  bank? [Page 154-156] 
2. "Commerc ia l  ba n ks create money i n  the economy." Comment .  [Page 151-153] 
3. How does the centra l  bank  of a cou ntry contro l  the su pp ly of money in an economy? [Page 157-1 61 ) 
4. State the bas ic d i ffe rence between qu antitative and  q u a l itative i n stru ments of cred it contro l .  G ive 

su ita b le  exam p les .  [Page 157-1 61 ] 

DOs and DON'Ts 

1 .  I t  needs to be noted with emphas is  that wh i l e  the commerc i a l  banks a re a source of money supp ly i n  
t h e  economy, they DO NOT have t h e  authority o f  i ssu i ng  notes or co i n s .  They a re a source o f  money 
supp ly  on ly  as creators of cred it or bank  money. 

2. Both CRR and  SLR a re lega l l y  determined by the R B I .  B ut, both a re independent ly determ i ned, as these 
a re d i fferent ly est imated .  Never miss the po i n t  that wh i l e  CRR has a d i rect bear i ng on cred it c reat ion by 
the commerc i a l  banks (as it sets the l im it up to which the commerc ia l  banks can lega l l y  create cred it) , 
SLR impacts c red it creat ion on ly i n d i rect ly by i ncreas i ng  or decreas ing  the amount of l i q u i d  assets of 
the commerc i a l  banks (Check text for deta i l s) .  
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.,... _ _. • Success of Repo Rate as an I nstrument of Credit Control 
Success of repo rate po l i cy as an  i n strument of cred i t  control depends on the 

fo l low i n g  factors : 

(i) Degree of Dependence of the Commercial Banks upon the Central Bank 
for Loans: I f  commerc i a l  banks have the i r  own su rp l u s  funds wh ich they 

can ut i l i se du ri n g  per iods of h i g h  cred it needs, the i r  dependence on the 

centra l bank i s  reduced . 

( i i) Degree of Sensit ivity of Bank's Demand for Funds from the Central Bank: 
Depend i ng  on bus i ness cond i t ions ,  commerc i a l  banks may not be very 

sens i t ive to sma l l  var i at ions in repo rate. I n  such s i tuat ions ,  repo rate 

po l i cy may not be a big success .  

( i i i )  Structure of  Interest Rates in the Money Market: I f  non-ba n ki n g  financ i a l  

i n st itut ions  i n  t he  ma rket do not va ry the i r i nterest rates i n  accordance 

w i th what the centra l bank  expects from the commerc i a l  banks, the repo 

rate po l i cy may not succeed . 

(iv) Overal l  Supply of Funds in the Market: Repo rate pol i cy may not be a 

success if non-bank i ng  sou rces of funds  a re more popu l a r  than the 

bank i ng  sources. 

• Success of Open Market Operations as an I nstrument of Credit Control 
Success of open market operat ions as an i n strument of c red it control depends 

on the  fo l low ing factors 

(i) Existence of Securities Market: There must be a wel l organ i sed and  wel l 

fu nct i o n i n g  ma rket for the sa le  and  pu rchase of secu r i t ies .  I n  the absence 
of it , open ma rket operat i ons wou l d  be l i tt le s i g n ifi ca nce as an i n strument 

of monetary po l i cy. 

(ii) Excess Reserves with the Banks: If commerc i a l  banks have hea lthy 

excess reserves as 'Vau lt Cash '  they need not buy secu r i t ies .  Th is i s  the 

standa rd pract ice i n  deve loped countr ies l i ke USA. Accord i n g ly, open 

ma rket operat ions fa i l  to be a successfu l i n strument of c red it contro l .  

• Difference between Bank Rate and Repo Rate 

Bank Rate -
(i) Bank rate re l ates to the loans offered by 

the RB I  to the commerc i a l  banks without 
any co l l atera l (secu rity for purpose of 
loans) . 

( i i )  Bank rate does not a l low any fac i l ity of 
repurchase of secu rit ies . The bank  rate is 
s imp ly  the Rate of D i scount .  

Re o Rate -
( i )  Repo rate re l ates to the loans offered by 

the RB I  to the commerc ia l  banks NOT 
w ithout co l l atera l .  The secur it ies are 
p ledged as a secu rity for the loans .  

( i i) Repo rate a l lows repurchase of securit ies . 
The ho lder of secur it ies can repurchase 
them at a later date.  Therefore, repo rate 
is  a l so ca l l ed  Repurchase Rate. 

( i i i ) Bank rate relates to borrowings by the ( i i i ) Repo rate re l ates to short-term borrowings 
commerc ia l  banks to cope with the i r  by the commerc ia l  banks .  
immed iate cash-crunch .  

[Note: Ban k rate i s  often h igher than the repo rate as it ( bank  rate) re lates to i n stant 
loan req u i rement of the commercia l  ban ks . ] Ill 
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• Concept of AD (Aggregate Demand) 
• Components of AD (Aggregate Demand) ,, 
• Concept of AS (Aggregate Supply) 
• Con�umptio� Function ] with reference to Propensity to Consume 
• Saving Function and Propensity to Save 
• Relationship between Propensity to Consume and Propensity to Save 

I. CONCEPT OF AD (AGGREGATE DEMAND) 

Following observations need to be noted to understand the concept 
of AD in macroeconomics: 

(i) AD does not refer to the demand for any particular good (or 
service) in the markets. It refers to demand for all goods and 
services in the economy. 

(ii) AD is often measured for the period of an accounting year. So, it 
is a flow concept. 

(iii) AD can be measured (a) with reference to general price level in 
the economy, or (b) with reference to the level of income of the 
people. If AD is related to the general price level, we shall find 
negative relationship between price level and AD. So that, AD 
curve slopes downward. On the other hand, if AD is related to 
the level of income, we shall find positive relationship between 
income and AD. So that, AD curve slopes upward. 

(iv) At the +2 level, we study AD only in relation to the level of 
income. So that, AD rises as the level of income rises in the 
economy. 

177 



F@CUS 
ZONE 

AD is never zero even 
when Y (income)= 0. 
Because: Some 
expenditure is always 
essential for survival. This 
is incurred even when 
income is zero. This is 
done either by using 
the past saving or by 
borrowing. 

(v) AD is measured not as the sum total of physical quantities of 

goods demanded in the economy. In fact, it is not possible to do 

so. AD is always measured in terms of total expenditure on the 

goods and services. 

(vi) AD is always expressed as what people wish to spend or what 

people plan to spend at different levels of income. Never interpret 

AD as what people actually spend on the purchase of goods and 

services in the economy. 

With these observations in mind, we may define AD as under: 

AD is the sum total of expenditure that the people plan to incur on the purchase of 

goods and services produced in the economy (during the period of an accounting year) 

corresponding to their different levels of income. 

Behaviour of AD: AD Schedule 

Since AD is measured in terms of aggregate expenditure (on the 

purchase of goods and services) in the economy, behaviour of AD 

is studied in terms of the behaviour of aggregate expenditure at 

different levels of Y (income). Thus, behaviour of AD means how 

aggregate expenditure (AE) responds to different levels of Y in the 

economy. This is expressed by way of a schedule, known as AD 

schedule or AE schedule. Table 1 is an example of this schedule. 

Table 1. AD Schedule showing relationship between AD and Y 

V 
AD 

(= AE or Planned Expenditure) 

0 30 

20 35 

40 40 

60 45 

80 50 

100 55 

120 60 

Table 1 offers following observations: 

(i) There is always some minimum level of expenditure in the 

economy even when Y = 0. Thus, AD = 30 when Y = 0. The 

reason is simple: you must incur some expenditure to buy goods 

for your survival, even when your income (Y) is absolutely zero. 

You may do it through borrowing, called negative saving. 

(ii) AD increases as Y increases. Thus, AD is positively related to Y. 

178 Introductory Macroeconomics 

Read
 

 
You

r F
low

Fi
nd
 Y

ou
r 

 fo
r F

ree

eB
ook

s



(iii) After a certain level of Y is reached, AD lags behind Y. Thus, 
when Y = 60, AD = 45. Likewise, when Y = 80, AD = 50. This 
happens because, at higher levels of Y, people start saving a part 
of their income. 

AD Curve 

Fig. 1 shows AD curve. It is a diagrammatic presentation of AD 
schedule. 

-� 

QJ 

� 60 

QJ 

01 40 
<t 30 

20 
<t 10 

0 

y AD in relation to Y (income) 

y 

C + I (= AD or AE) 

�--,�------------! 
�---..----..-----.-----.-----r----x 

m � w oo 100 1m 

Y (lncome)/GDP 

• 45° line indicates the level ofY, as shown on the X-axis. 
• AD= Y at point E, when Y = 40. 
• Prior to it, AD> Y This is because of the impact of minimum 

level of AD. 
• Beyond it, AD< Y. This is because at higher levels ofY, 

people start saving a part of their income. 
• Minimum level of AD= 30. 

This indicates expenditure independent of the level of 
income in the economy. 

AD starts from 30 on the Y-axis. It suggests minimum level of 
expenditure, or expenditure which is independent of the level of Y in 
the economy. E is the point where AD = Y. Prior to it, AD > Y. This 
is because of the impact of minimum level of AD. Beyond point E, 
AD < Y. This is because at higher levels of income, people tend to save 
a part of their income. Generally, AD increases as Y increases. 

AD schedule is a table showing AD (or aggregate expenditure) corresponding to different levels of 

income (Y) in the economy AD is positively related to Y However, there is always some minimum 

level of AD even when Y = 0 At higher levels of Y, AD lags behind Y Because, people start saving a 
part of their income. 

AD curve is a diagrammatic presentation of AD schedule, showing AD corresponding to different 

levels of Y in the economy It tends to slope upward, showing positive relationship between 

AD and Y 
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2. COMPONENTS OF AD (AGGREGATE DEMAND) 

Components of AD (or aggregate expenditure) are discussed with 
reference to (1) closed economy, and (2) open economy. A detailed 
discussion is as under: 

(I) Components of AD in a Closed Economy 

A closed economy may be: (i) two sector closed economy, or (ii) three 
sector closed economy. 
A two sector closed economy includes: (i) household sector, and 
(ii) producer sector. Specifically, there is no government sector in this 
economy. Households purchase goods for purpose of consumption. 
Accordingly, their expenditure is called consumption expenditure (C). 
Producers, on the other hand, purchase goods for purpose of 
investment. Accordingly, their expenditure is called investment 
expenditure (I). Thus, in a two sector closed economy, AD has two 
components as these: 

AD 

t 
Aggregate 
Demand 

C 

t 
Household 

Consumption 
Expenditure 

+ I 

t 
Producers 

[ 

This is equal to 

J 
Investment Private Investment 
Expenditure . Expenditure, as there 

1s no government sector 

A three sector closed economy includes: (i) household sector, 
(ii) producer sector, and (iii) government sector. The government makes 
'collective consumption expenditure'. It refers to public consumption 
expenditure or consumption expenditure on behalf of the society 
as a whole. (Example: Government expenditure on the purchase 
of food and clothes for the defence forces.) Also, the government 
makes investment expenditure, such as expenditure on roads and 
bridges. The total government expenditure (including government 
consumption expenditure and government investment expenditure) 
is indicated by G. So that, in a three sector closed economy, there are 
three components of AD, as these: 

AD C + I + G 

t t t t 
Aggregate 
Demand 
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Consumption 
Expenditure 

Private 
Investment 
Expenditure 

Government 
Expenditure 

(including both 
consumption as well as 
investment expenditure) 
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(2) Components of AD in an Open Economy 

An open economy includes four sectors: (i) household sector, 
(ii) producer sector, (iii) government sector, and (iv) rest of the world 
sector. 
Rest of the world sector generates demand for our goods and services 
in terms of our exports. Thus, exports add to AD in the domestic 
economy. But, we also make imports from rest of the world. Imports (M) 
are opposite to exports (X). While exports increase AD in the domestic 
economy, imports decrease it. Accordingly, we find the value of 
net exports (X - M). It is this value which contributes to AD in the 
domestic economy. Accordingly, we have four components of AD in 
an open economy, as these: 

AD C + I + G + 

t t t t 
Aggregate Household Private Government 

Demand Consumption Investment Expenditure 

Expenditure Expenditure (including government 

consumption expenditure 

and government 

investment expenditure) 

AD = C +I+ G + (X - M) 

3. CONCEPT OF AS (AGGREGATE SUPPLY) 

Concept of AS 

AS (aggregate supply) refers to aggregate production as planned by 
the producers during an accounting year. It implies the flow of goods 
and services in the economy during an accounting year. We know, 
production of goods and services implies 'value addition', and value 
addition implies 'income generation'. Our knowledge of national 
income accounting tells us that 'value added' and 'income generated' 
are identical to each other. Accordingly, AS implies flow of income (Y) 
in the economy during an accounting year. AS and Y, therefore, can 
be treated as identical to each other. 

(X - M) 

t 
Net 

Exports 

I AS refers to flow of goods and services as planned by the producers during an accounting year. It is 

identical with the flow of income (Y) during an accounting year AS and Y, therefore, may be treated 

as identical to each other. 
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That in macroeconomic 
model, as propounded 
by Keynes, price has 
no role to play as a 
determinant of AS. 
Because: Owing to 
excess capacity in the 
economy, there is a 
proportionate rise in AS 
as and when there is any 
rise in AD which leads to 
a constant price level in 
the economy. 

It needs emphasis that in the context of macroeconomic equilibrium, 
AS refers only to 'planned production' or 'desired production' during an 
accounting year. It does not refer to actual output. Desired production 
is what the producers desire to produce or plan to produce during an 
accounting year. 

AS Schedule 

AS schedule is a table showing the behaviour of AS, corresponding to 
different levels of Y. Table 2 is an example. 

Y (Income) 

0 

20 

40 

60 

80 

100 

120 

Table 2. AS Schedule (� in crore) 
AS (Aggregate Supply) 

0 

20 

40 

60 

80 

100 

120 

Table 2 shows perfect identity between AS and Y. This is explained in 
terms of the following observations: 

(i) Identity between Y and AS shows that the producers in the 
economy are ready to supply (or sell) all that they wish to produce. 

(ii) Why do the producers wish to sell/supply all that they wish to 
produce? 
This is because, there is excess capacity in the economy. Accordingly, 
whenever there is a rise in demand, the producers respond to it 
by planning an equal rise in supply (so that their excess capacity is 
utilised). Note that a proportionate increase in AS (corresponding 
to any increase in AD) leads to a constant price level in the 
economy. So that price has no role to play as a determinant of AS. 

(iii) Why should we presume that there is excess capacity in the 
economy? 
This, in fact, is the basic assumption of macroeconomic model as 
propounded by Keynes. 
Keynes made this basic assumption because he was dealing with 
the economies facing severe unemployment in the wake of Great 
Depression of 1930's. Such economies must have excess capacity 
or unutilised capacity (because of the lack of demand). 
Thus, we can identify AS with Y. 
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Fig. 2 is a diagrammatic presentation of AS schedule. 

120 
>-
8:: 100 
::::, 
en 
� 80 

� 60 

40 

20 

y 
Y=AS 

20 40 60 80 100 120 

Y (lncome)/GDP 

AS line happens to be a 45° line. This is because of the fact 
that AS on the Y-axis is identical with Yon the X-axis. 

The above diagram shows that AS and Y are equal to each other. 
Therefore, AS is indicated by a 45 ° line from the origin. 
It must be noted that this behaviour of AS (as 45 ° line from the 
origin) is true only with respect to such economies where there is 
excess capacity, and AS can proportionately rise whenever there is 
any rise in AD. 

4. CONSUMPTION FUNCTION 

Household consumption expenditure (C) is an important component 
of aggregate demand in the economy. It is directly related to the 
level of income (Y). Higher Y leads to higher C, and vice versa. 

The functional relationship (or the algebraic relationship) between 
C and Y is called Consumption Function. It reveals the behaviour 
of household consumption expenditure with respect to the level of 
income in the economy. 
Studying the behaviour of C with respect to Y, the economists have 
identified the following points as of central significance: 

(i) There is always some minimum level of C, even when Y = 0. 
This is called autonomous consumption. This leads to negative 
saving (-S). 

(ii) Consumption is positively related to income: rise in Y causes a 
rise in C, and vice versa. 

(iii) The entire increase in Y during a particular period is not 
converted into C. A part of it is saved as well. So that the rate at 
which C increases often lags behind the rate at which Y increases. 
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Accounting for these observations, the behaviour of C with respect to Y 
is specified as in Table 3. 

Table 3. Consumption Function: A Tabular Presentation 

Y(�) C(�) 

0 20 

so 60 

100 100 

150 140 

Table 3 offers a simple tabular presentation of consumption function. 
It reveals that: 

(i) 20 is the minimum level of consumption. This is the level of C 
even when Y = 0. 

(ii) C rises in response to a rise in Y. So that C is positively related to Y. 
(iii) The rate at which C increases is lower than the rate at which 

Y increases. Thus, while Y increases each time by 50, C increases 
by 40 only. (The difference between Y and C indicates saving 
out of income.) 

Diagrammatic Presentation 

Diagrammatically, when the data related to consumption and income 
are plotted on a graph paper, we get consumption function as in Fig. 3. 

Consumption Function: A Diagrammatic Presentation 

c 

·g_ 

!::::!, 
u 

Observations: 

160 

140 

120 

100 

80 

60 

40 

20 

y 

............................................... . C 
Break-even Point 

�B 
................................. ············-··! 

............... . · ···: 
O��-s�o---,-00---,s�o-----x 

Y (lncome)/GDP 

• C-line starts from 20 indicating that C; 20, when Y; 0. 
(This is the minimum level of consumption.) 

• Initially (-line is above the Y-line. But eventually it is below 
the Y-line. It indicates that the rate at which C increases is 
lower than the rate at which Y increases. 

• C-line crosses Y-line at point B. It is called 'break-even point'. 
Here, total consumption is equal to total income. 
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In F ig. 3, consumption is measured on Y-axis, and income on X-axis. 

A line making an angle of 45 ° and shooting from the origin is drawn 

as a line of reference. It indicates the equality between consumption 

and income. 

C-l ine represents consumption function, indicating the behaviour of 

C with respect to Y. Now, note the following observations carefully: 

(i) C-line starts from 20 (on Y-axis). It is the minimum level of 

consumption (value of C when Y = 0). 

(ii) C-line is positively sloped, moving upward from left to right. It 

indicates that C is positively related to Y: higher Y leads to higher C. 

(iii) Though initially C-line is above the Y-line (45 ° line), eventually 

it remains below the Y-line. Implying that the rate at which 

C increases is lower than the rate at which Y increases. 

Slope of C-l i ne  (Consumption Function) :  

Margi nal Propens ity to Consume 

Slope of C-line (indicating consumption function) needs some 

elaboration. It refers to the rate at which C increases in response to 

a given increase in Y. It indicates the proportion of additional income 

that goes to consumption. This is measured as the ratio between 

�C (increase in C) and �Y (increase in Y). This is known as marginal 

propensity to consume (MPC). F ig. 4 shows the estimation of MPC 

as the slope of C-line. 

Slope of C-l ine and Estimation of MPC 
y 

1 60 

I ::: : : : : : : : : : : : : : : : : : -: :: : :: : :f e 40 

� 80 

U 60 

40 
20 

C 

OL.----,.so ___ 1�00 ___ 
1 s
�
o

----x 

Y ( l n come)/GDP 

The figure shows that when: 

Y increases from 100 to 1 50, 

C increases from 1 00 to 1 40. 

S lope of C- l ine 
I',( 40 

= M =so = o.s 

Aggregate Demand, Aggregate Supply and Related Concepts 185 



Important 

Both APC and M PC 
indicate the ratio between 
consumption and income. 
But, these are different 

C 
ratios. Wh ile APC = Y' 
the ratio between total 
consumption and total 

�c 
income, M PC = --;;;;-, the 
ratio between 
change in consumption 
(add it ional consumption) 
and change in income 
(add it ional income). 

So that, LlC = 40 and Ll Y = 50. 
. LlC 40 MPC (the slope of C-hne) = 

LlY 
= 

50 
= 0.8 

It shows that out of every additional rupee of income, 80% is spent 
as consumption expenditure. 

APC and MPC are Different Concepts 

It needs to be noted that APC (Average Propensity to Consume) and 
MPC (Marginal Propensity to Consume) are different concepts, even 
when both indicate the ratio between consumption and income. The 
difference is as under: 
APC is the ratio between total consumption and total income, while 
MPC is the ratio between additional consumption and additional 
income. 
Thus: 

APC = .f_ y 

MPC = 
LlC 
LlY 

In Fig . 4, when Y = 150 and C = 140, then: 
140 APC = 

150 
= 0.933 

In Fig. 4 again, when LlY = 50 and LlC = 40, then; 
40 MPC = 

50 
= 0.8 

Briefly, APC shows consumption per unit of total income, whereas 
MPC shows consumption per unit of additional income. 
Slope of (-function is indicated by MPC, NOT by APC. 

S lope of a Straight Line (-function (as in Fig. 4) is Constant, 
so that MPC is Constant 

We know that a straight line has a constant slope. So that a straight 
line (-function as in Fig. 4 indicates constant slope of (-function. 
Implying that MPC (as indicated by the slope of C-line or C function) 
must be constant corresponding to all levels of income. Such a 
(-function is called linear consumption function. It suggests that every 
time there is a rise in Y, a constant proportion of it is converted into C. 
In Fig. 4, consumption function is linear and MPC = 0.8, it suggests 
that every time there is a rise in income, 80% of it is converted into 
consumption. 

186 Introductory Macroeconomics 

Read
 

 
You

r F
low

Fi
nd
 Y

ou
r 

 fo
r F

ree

eB
ook

s



Algebraic Presentation of (-function 

Algebraically, consumption function is expressed as in the following 
equation: 

C = C + bY 

C in this equation refers to the minimum level of consumption. It is 
the value of consumption when Y = 0. The parameter 'b' refers to the rate 

at which C increases in response to an increase in Y. It is = !� . It is 
the slope of (-function, also called 'marginal propensity to consume'. 
Fig. 4 shows that C = 20 and MPC = 0.8. Using these values, we can 
write our consumption function equation as under: 

C =  20 + 0.8Y 
This equation enables us to estimate the values of C corresponding to 
different values of Y. Using values of Y as 50, 100 and 150 respectively 
(as in Table 3), we can estimate the corresponding values of C, as 
under: 

C when Y = 0, 
C when Y = 50, 
C when Y = 100, 
C when Y = 150, 

C = 20 + 0.8Y (as given) 
= 20 + 0.8 (0) = 20 
= 20 + 0.8 (50) = 20 + 40 = 60 
= 20 + 0.8 (100) = 20 + 80 = 100 
= 20 + 0.8 (150) = 20 + 120 = 140 

We find that the estimated values of consumption are exactly the 
same as in Table 3. Thus, we can find the values of C once we know 
the values of C, b and Y. 

f>TS 
Q. 1 .  F ind C, when C = 200, MPC = 0 .5 and Y = 1,000. 

Ans. We know that, 

C = C + M PC(Y) 

Substituting the va lues, we get: 

C = 200 + 0.5 ( 1,000) 

= 200 + 500 = 700. 

Q. 2 . Wou ld  consumption fu nction be l i near  i n  case MPC is constant? G ive reason in  su pport of you r  

answer. 

Ans. Yes. Consumption function wou ld  be l inear  i n  case MPC is consta nt . Reason : Consta nt M PC impl ies 

that C- l i ne is a stra ight l ine ( beca use M PC is the s lope of C-l i ne ) .  A stra ight l i ne C- l i ne means that the 

consumption function is l i near. 
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5 .  SAVING FUNCTION 

Income is either consumed or saved, so that Y = C + S. We have 
already discussed how C behaves with respect to Y (consumption 
function). We now discuss how S behaves with respect to Y (saving 
function). The functional relationship between S and Y is called saving 
function. 
Once (-function is specified, 5-function can easily be derived from it. 
Because C and S are the only two components of income and because 
both C and S are determined by Y. Let us get back to the tabular 
presentation of (-function and see how 5-function can be derived 
from it. 

(-function (as in Table 3) 
V C 
(�) (�) 

0 20 

so 60 

100 100 

150 140 

Table 4 . S-function (derived from (-function as stated above) 

V v - c  s '----' = .......... 
(�) i i 

0 0 - 20 = -20 

so 50 - 60 = -10 

100 100 - 100 = 0 

150 150 - 140 = +10 
-

The 5-function as specified in Table 4 reveals that: 
(i) S = -20 when Y = 0. This is because C = 20 when Y = 0. We 

know that C + S = Y. So that, if C = 20 and Y = 0, then S must 
be = -20. 

(ii) S increases as Y increases. Implying that S is positively related to Y. 
(iii) S remains lower than Y. It is never greater than Y. Because, S is 

only a part of Y. 

Diagrammatic Presentation 

Fig. 5 shows diagrammatic presentation of 5-function. It is drawn 
using the data-set of Table 4. 
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y 

1 20 

1 00 

Ol 80 

60 

V) 40 

20 

- 10  

-20 

Y' 

Saving Function 
DATA-SET 
y s 
0 -20 

so - 1 0  

1 00 0 

1 50 + 1 0 

Y ( l ncome)/GDP 

Observations: 

• 5-line starts from -20. This is because when Y = 0 and 
C = 20, then S must be equal to -20. 

• 5-line crosses X-axis when Y = 1 00. It is here that S = 0, 
because Y = C = 1 00. It is called 'break-even' point. 
Because 'S' is no longer negative. Implying that 
borrowing is not needed to meet the minimum C. 

• 5-line is positively sloped, indicating that S is positively 
related to Y H ig her Y leads to higher S. 

In F ig. 5 , saving is measured on Y-axis, and income on X-axis. 5-line 
represents saving function, indicating the behaviour of S with respect 
to Y. It offers the following observations: 

(i) 5-line starts from -20 (on Y-axis). It indicates the value of S when 
Y = 0 .  [ Note that S = -20,  because C = 20 when Y = O] .  

(ii) 5-line is positively sloped, moving upward from left to right. 
It indicates that S is positively related to Y: higher Y causes 
higher S. 

(iii) 5-line crosses the X-axis when Y = 1 00 .  It indicates that S = O 
when Y = 1 00 .  (Here, consumption must be equal to income.) 
So that, S = O when Y = 1 00,  S is negative when Y < 1 00,  S is 
positive when Y > 1 00 .  

Slope of S-l i ne  (Savi ng Function) :  

Marginal Propens ity to Save 

Slope of 5-line (indicating saving function) refers to the rate at 
which S increases in response to a given increase in Y. It indicates the 
proportion of additional income that goes to saving. It is measured as 
the ratio between LlS (additional saving) and LlY (additional income). 
This is called marginal propensity to save (MPS). Fig . 6 shows the 
estimation of MPS as the slope of 5-line or 5-function. 
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y Slope of S-line or Estimation of MPS 

1 20 

1 00 

80 

60 

40 

20 
1 0  

- 1 0  

-20 
Y ( l ncome)/GDP 

Y' 

Fig. 6 show that when: 
Y increases from 100 to 150, 
S increases from O to 10. 

So that, �s = 10 and �Y = 50. 
. �s 10 MPS (the slope of S-hne) = 

� Y 
= 

50 
= 0.2 

S lope of 5-l i ne 

= � = _!_Q_ = 0 2  
/',.Y so 

It shows that out of every additional rupee of income, 20% is saved. 
[This exactly matches with our (-function which shows that out 
of every additional rupee of income, 80% is spent as consumption 
expenditure. ] 

APS and MPS are Different Concepts 

APS (Average Propensity to Save) and MPS (Marginal Propensity 
to Save) are different concepts, even when both indicate the ratio 
between saving and income. 
APS is the ratio between total saving and total income, while MPS is 
the ratio between additional saving and additional income. 
Thus: 

APS = i_ 
y 

MPS = �S 

�y 

In Fig. 6 , when Y = 150 and S = 10, then: 
10 APS = 

150 
= 0.067 

In Fig. 6 again, when �S = 10 and �Y = 50, then: 
10 MPS = 

50 
= 0.2 
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Briefly, APS shows saving per unit of total income, whereas MPS 
shows saving per unit of additional income. 
Slope of $-function is indicated by MPS, NOT by APS. 

Slope of a Straight Line S-function {as in Fig. 6) is Constant, 
so that MPS is Constant 

A straight line has a constant slope. So that, a straight line S-function 
(as in Fig. 6) indicates that it has a constant slope. Implying that MPS 
(as indicated by the slope of S-line or S-function) must be constant 
corresponding to all levels of income. Such an S-function is called 
linear saving function. It suggests that every time there is a rise in Y, a 
constant proportion of it is converted into S. In Fig. 6, saving function 
is linear and MPS = 0 .2 ,  it suggests that every time there is a rise in 
income, 20% of it is saved. 

Algebraic Presentation of S-function 

Algebraically, S-function is specified as under: 
S = -C + (1 - b)Y 

-C indicates the value of S when Y = 0. [C indicates the value of C 
when Y = 0 .  Accordingly, -C indicates the value of S when Y = O . ]  

So that, when C = 2 0 ,  -C = - 2 0  (which is the value of S when Y = 0) .  

1 - b = MPS. It indicates the rate at which 'S' changes in response to a 
change in 'Y'. Why is MPS = 1 - b (where b = MP()? This is because 
MPC + MPS = 1 (see the next section for details). 
Thus, if (-function is known, then the equation for S-function can be 
derived from (-function, as under: 

C = 20 + 0 .8Y (this is (-function) 
S = -20 + ( 1  - 0 .8)Y (this is $-function as 

derived from (-function) 
Or, S = -20 + 0 .2Y 

This is the va lue of S when Y = 0 _j L This is the va lue of MPS when 
and corresponds to the va lue  of the va lue  of MPC = 0.8 
C (= 20) when Y = 0 
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Derivation of S-function from (-function : 
Diagrammatic I l l ustration 

Fig. 7 shows derivation of $-function from (-function. 

(A) (-function 

Derivation of S-function from (-function 

1 60 

c 1 40 

g_ 1 20 

� 1 00 -1+--�C = Y 

s 
u 

80 [Break-even 
Poi nt] 

Observations: 

60 

40 

20 

0 so l QO 1 50 

1 60 

1 40 

1 20 

.S 1 00 

!:0- 80 
V) 

60 

40 

20 
1 0 

- 1 0 

-20 

y 
i Y ( l ncome)/GDP i (B) S-function 

' 
' 

: S = O  
i [Brea k-even Point] 

- - - - - - - - - - - - - - - - - - - - - - - lL----

Y (l ncome)/GDP 
Y '  

• S-fu nction starts from -20  because (-funct ion starts from 
+20. It i nd icates that when Y = O and  C = 20, then S must 
be equa l  to -20. 

• S = 0 when Y = 1 00. Th i s  is because C = Y when Y = 1 00. 
• S-fu nction i s  a l i nea r fu nction .  Beca use S-J i ne is a stra i g h t  

l i ne, movi ng u pwa rd from left to  r ig ht. 

s 

X 

X 

We need to focus on three points: 

y 

0 
so 

1 00 
1 50 

DATA-SET 

y C 
0 20 
so 60 
1 00 1 00 
1 50 1 40 

I MPC = 0.8 I 

DATA-SET 

S (= Y - C) 

-20 (= 0 - 20) 
-1 0 (= 50 - 60) 

0 (= 1 00 - 1 00) 
+ 1 0  (= 1 50 - 1 40) 

MPS = 1 - MPC 
= 1 - 0 .8 
= 0.2 

(i) S-line starts from the point which indicates the value of S. And 
the value of S is equal to the value of C, but with a negative 
sign. Thus in Fig. 7 (8 ) , S-line starts from -20 because (-line 
starts from +20. 
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(ii) 5-line crosses the X-axis when C = Y, so that S = 0. Thus in Fig. 7(8) , 
S-line crosses X-axis when C = Y = 100, and therefore, S = 0. 

(iii) The slope of S-line is equal to '1 - slope of C-line'. Thus in 
Fig. 7(A) and 7(8), while the slope of C-line = 0.8 that of S-line 
= 1 - 0.8 = 0.2 .  (Note that: MPS = 1 - MPC.) 

t>TS 
Q. 1 .  How wou ld  you specify the sav ing function, given the consum ption fu nction  as under? 

C = bY 
Ans. S = ( 1 - b)Y. 

[Note : I n  the (-fu nction ,  there is no  consta nt term l i ke C. Accord i ng ly, there is no consta nt term 
l i ke -C i n  the savi ng fu nction .  Such a (-fu nction  (or  S-fu nction )  i nd i cates that C = 0 (or  S = O) 
when Y = 0. )  

Q. 2 .  What va lue  wi l l  you assign to the s lope of S-function when the s lope of (-function is g iven as = 0.6? 
Ans. S lope of (-fu nction = M PC 

Slope of S-function = M PS 
We know, M PC + M PS = 1 
Thus, s lope of S-function = 1 - M PC 

= 1 - 0.6 = 0.4. 
Q. 3 .  F ind S when C = 200, M PS = 0.4 and Y = 1,000. 
Ans. We know that, S = -C + M PS(Y) 

We a lso know that, savi ng is negative to the extent consumption is positive when Y = 0. So that 
-c = -200 

Substituti ng  the given va lues, we get : 
S = -200 + 0 .4 ( 1,000) 

= -200 + 400 
= 200. 

6. RELATIONSH I P  BETWEEN PROPENSI TY TO 

CONSUME AND PROPENSI TY TO SAVE 

Propensity to consume refers to the ratio between consumption (C) 
and income (Y). It has two aspects, as noted earlier: 

C �C APC = y, and MPC =

M 
Average propensity 

to consume 
M arg inal propensity 

to consume 

Propensity to save refers to the ratio between saving (S) and income (Y). 
Its two aspects are: 

s APS = y, 
Average propensity 

to save 

and MPS = �S 
�y 

M arg inal propensity 

to save 
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Relationship between propensity to consume and propensity to save 
is as expressed as in the following equations: 

(i) APC + APS = 1. 
(ii) MPC + MPS =  1. 

These equations are explained (and proved) as under: 
(i) APC + APS = 1 ,  always. Because if (say) � of total income is 

spent, then the other half ( � ) of total income must be saved. 

Or, if ! of total income is spent, then ! of total income must 

be saved. Simply because, Y = C + 5. 
Algebraically, it can be proved as under: 
We know that, 

C S APC = Y' and APS = y 

We also know that, Y = C + S 
So that, 

APC + APS = f_ + 2-y y 
=

C + S
=

_y_
= 1 y y 

Hence, APC + APS = 1, always. 
(ii) MPC + MPS = 1 ,  always. This is because, if (say) � of additional 

income is spent, then the other half ( � ) of additional income 

must be saved. Or, if ! of additional income is spent, then ! of 

additional income must be saved. Simply because, fl. Y = ll.C + 8.5. 
Algebraically, it can be proved as under: 
We know that, 

ll.C 8.5 MPC = 

/l.Y , and MPS = 

/l.Y 
We also know that, ll.C + 8.5 = fl. Y 
So that, 

MPC + MPS = 
ll.C + ll.S 
/l.Y /l.Y 

= 
ll.C + 8.5 

= 
/l.Y 

= 1 /l.Y /l.Y 
Hence, MPC + MPS = 1, always. 
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t>TS 
Q. 1. If persona l  d is posab le  i ncome is � 1,000 crore and consumption expend itu re is � 750 crore, find  out 

average p ropens ity to save . 
Ans. S = Y - C = � 1,000 crore - � 750 crore = � 250 crore 

s APS = y  
250 

1, 000 
= 0.25 

Q. 2 . Can APS ever be negative? I f  yes, g ive a n  example . 
Ans. Yes. APS can be negative i n  s ituations when S is negative (o r  when C > Y) .  

Example: Y = 50, C = 60, S = -10 
s 

APS = y  
-10 
50 

= --0. 2 .  

Q. 3 . APC and M PC are two parameters . The va l ue  of  wh ich parameter ca n be greater tha n one, and  when? 
Ans. Va l ue  of APC can be greater tha n one .  It ha ppens when the leve l of i ncome is low and  C > Y. Va l ue  of 

M PC ca nnot be greater than one .  M PC is the ratio between  add itiona l  consumption and add itiona l  

i ncome ( !� ) . Si nce add itiona l consumption (�C) is on ly  a pa rt of add itiona l  i ncome (� Y) , !� cannot 

be greater than one .  

Q .  4. Can M PS or MPC ever be n egative? G ive reasons i n  support of  your  answer. 
Ans. No .  Ne ither  M PS nor  MPC ca n ever be negative . Because :  M PS is the ratio between  add itiona l  

savi ng (�S) a nd  add itiona l  i ncome (�Y) .  Li kewise, M PC is the ratio between add itiona l  consumption 

(�C) and add itiona l  i ncome (� Y) .  The ratio !� refers to s lope of S-function wh ich is a lways positive 

(because of positive relationsh i p  between S and Y) .  

L ikewise, the ratio !� refers to  s lope of  (-fu nction wh ich i s  a lways positive ( because of  positive 

re lationsh i p  between C a nd  Y) .  
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Power Po i nts & Revision Window------------

Aggregate Demand (AD) is the s um  tota l of demand  fo r a l l  goods  a n d  se rvices i n  the economy d u r i ng  

j 
t he  per iod of a n  accou nti ng  yea r. It is measu red i n  terms of tota l ( p l a n ned )  
expend it u re o n  the goods a n d  serv ices i n  the eco nomy d u ri n g  a n  accounting  
yea r. 

Components: 
AD = C + I +  G + (X - M )  

= P l a n ned expend it u re o n  the domestica l l y  p rod uced goods a n d  serv ices d u r i ng  a n  accounting  
yea r. 

Aggregate Supply (AS) refe rs to the prod uction of goods a n d  servi ces i n  the economy as p l an ned by the 
prod ucers d u r i ng an  accounting yea r. 
It is i dentica l  with GDP  i n  the economy where :  ( i )  pr ices a re consta nt, a n d  ( i i )  s upply 
responds proportionate ly to i ncrease in demand ,  owi ng to excess ca pac ity. Be i ng  
i d entica l  w i th  GDP, it i s  i n d icated by  a 45 ° l i ne .  

]

Consumption Function �:;:,i
o cctioca l  ce latio osh l p  

:::::: 
coos , m ption a n d  I ncome .  It I s  spec ifi ed  a s  

Slope of C-l ine (consumption function) i s  t he  rate at wh i c h  C (consumption )  i ncreases i n  respo nse t o  a 
g iven i n c rease i n  Y ( i n come ) .  It i s  measu red as t he  ratio between  add itiona l  co n sumption  a n d  a dd itio na l  
i ncome .  

£1( 
S lope of (-fu nction = M PC = L'1Y 

Saving Function is t he  fu nctiona l  re l ationsh i p  betwee n  savi ng a n d  i ncome .  It is usu a l ly spec i fi ed  as u nde r :  

l S = -C + ( l - b )Y 
S lope of S-l ine (saving function) i s  measu red as the rati o between  a d d itiona l  sav i ng  a nd  a d d itio n a l  
i n come .  

!1S 
S lope of S-fu nction = M PS = L'1Y !Average Propensity to Consume i s  the ratio betw

:
e
p
n
c
t
:

t�I consu m ption  a nd  tota l i ncome .  

Average Propensity to  Save i s  the ratio between  tota l s:v i ng  a nd  tota l i ncome .  

APS = -
y 

Relationsh ip  between Propensity to Consume and Propensity to Save 
! APC + APS = 1 l 

& a lways 
MPC + MPS = 1 
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rEXERC I S Ej 
1 .  Objective Type Quest ions (Remem bering & U ndersta nding based Quest ions) 

A. M u lt ip le  Choice Quest ions 

Choose the correct option: 

1 .  AD refers to : 
( a )  demand for a l l  goods and  services p roduced i n  the economy d u ri ng  a per iod of one yea r  
( b )  tota l u np l a n ned expend itu re on  t h e  goods a n d  services i n  t h e  economy d u ri ng  a n  accounti ng 

yea r 
(c )  sum tota l of i nvestment expenditu re and savi ng i n  the economy du ri ng an  accounting yea r  
( d )  a l l  o f  these 

2 .  In an open economy, aggregate demand is estimated as :  
( a )  Pr ivate consumption expend itu re 
( b )  Pr ivate consumption expend itu re + Government expend itu re 
(c )  Pr ivate i nvestment expend itu re + Pr ivate consumption expend itu re + Government expend itu re 
( d )  Pr ivate consum ption  expend itu re + Pr ivate i nvestment expend itu re + Government expend itu re 

+ Net exports 

3. Consumption fu nction is a fu nctiona l  relationsh ip between :  
( a )  i n come and  savi ng (b) pr ice and consu mption 
(c )  consumption and  i ncome (d) consu m ption  and savi ng 

4. Average p ropens ity to consume is equa l  to: 

5. 

(a) Y ( b )  t:,.y 
C t!i.C 
C (c )  Y 

t!i.C (d )  
t:,.y 

Marg ina l  p ropens ity to consume is equa l  to: 

( a )  t:,.y 
(b )  

y -
t!i.C C 

(c )  t!i.C (d )  C -
t:,.y y 

6. M PC be ing equa l  to 0.5, what wi l l  be �C, if i ncome increases by � 100? 
(a) � 60 (b )  � 50 
(c )  � 40 (d) � 70 

7 .  If C = 450 and  Y = 1,000, the average p ropens ity to consume wi l l  be :  
( a )  750 (b) 0 .75 
(c )  450 (d )  0.45 

8 .  When S changes from -30 to -20, then �S is equa l  to: 
(a) -10 ( b )  +10 
(c )  -20 (d) -30 

Aggregate Demand, Aggregate Supply and Related Concepts 197 



9. Saving  function is the functiona l  re lationsh i p  between :  
( a )  i n come a n d  consu mption (b )  pr ice a nd  sav ing 
(c )  sav ing and  i ncome (d) consu m ption and savi ng 

10. In the consu mption function, C = C + bY, the term C refers to: 
(a) va l u e  of C when Y = 0 ( b )  va l u e  of C when Y = C 
(c )  va l u e  of C when Y cha nges ( d )  va l u e  of C when Y is consta nt 

11. Average p ropens ity to save is equa l  to : 

( a )  :; (b )  ; 

dS S (c )  
dY 

(d )  y 
12. If M PS is 0 .6, what w i l l  be AS when i ncome i ncreases by � 50? 

(a) � 30 (b) � 20 
(c )  � 25 ( d )  � 35 

13 .  If M PC is 40 per cent, M PS wi l l  be :  
( a )  70 per cent 
(c )  50 per cent 

(b) 60 per cent 
(d) 40 per cent 

14. If consumption function  is C = bY, what wil l  be the savi ng  fu nction? 
( a )  S = -C + bY (b )  S = ( 1 - b)Y 
(c )  S = -C + (1 - b)Y (d) S = -bY 

15. Which of the fo l lowi ng is correct? 
( a )  M PC + M PS = 1 
(c )  1 - M PS = M PC 

(b )  1 - M PC = M PS 
(d )  A l l  of these 

16. If M PC = 0.4 a nd  AV = �  1,000, what wil l be AS? 
( a )  � 400 (b )  � 500 
(c )  � 600 (d )  � 250 

17. The s lope of S-l i n e  is i n d icated by: 
(a) M PC 
(c )  1 - M PC 

(b )  M PS 
(d )  both ( b )  a nd  (c )  

18. When C = 100 + 0.SY and  Y = 1,200, autonomous consumption wi l l  be: 

(a) 100 (b) 1,000 
(c) 500 (d )  600 

19. When C = 300 + 0.8Y and  Y = 500, savi ng at zero income level w i l l  be: 

(a) 300 (b) -300 
(c) 1, 100 

20. Break-even poi nt occurs when :  
( a )  Y =  S 

( d )  800 

(b )  S = 0 
(c )  Y =  C (d )  both ( b )  a nd  (c )  

Answers 

1. (a ) 
11 .  (d ) 

2. (d ) 
12. (a ) 

3. (c) 
13.  ( b) 

4. (c) 
14. ( b ) 
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19. ( b ) 20. (d ) 
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B. F i l l  i n  the Bla n ks 

Choose appropriate word and fi l l  in the blank: 

1. I n  the context of macroeconomic  eq u i l i b r i um, AD a lways refers to 

2. AD is a lways exp ressed as what peop le  

(ex-a nte AD/ex-post AD) 

at d ifferent l eve l s  of i ncome. 
(wish to spend/actua l ly spend )  

3 .  A two sector c losed economy i nc l udes househo ld  sector and sector. 
( p roducer/government)  

4.  imp l ies p l an ned output i n  the economy du ring a n  accounting yea r. (AD/AS) 

5. S lope of C- l i n e  i nd icates the proportion  of that goes to consum ption .  
( i n come/add itiona l  i n come) 

6 .  I n  a two sector c l osed economy, if consum ption  is eq ua l  to i n come, average propens ity to save wi l l  
be (ze ro/one )  

7 .  A stra ight l i ne  C-l i n e  means  that the consu m ption  fu nction  is 

8 .  When S- l i n e  crosses the X-axis, it i n d icates that S is 

9 .  shows savi ng per u n it of  add itiona l  i n come .  

10 .  Consta nt term i n  the  consu mption fu nction refers to 

Answers 

( l i nea r/non- l i nea r) 

(ze ro/negative) 

(APS/M PS) 

consu mption .  
( a utonomous/i nduced ) 

1. ex-a nte AD 
6. zero 

2. wish to spend 3 .  producer 4.  AS 5 .  add itiona l  i ncome 
7 .  l i nea r 8. zero 9. M PS 10. autonomous 

C. True or Fa lse 

State whether the fol lowing statements a re True or False: 

1. Aggregate demand  i s  negative ly re l ated to i ncome. 
2 .  Co l lective consum ption  expend itu re refers to  consu mption expend itu re 

on beha lf of the society as a who le .  

3 .  AD is measu red with reference to  the level o f  i ncome of  the peop le .  

4 .  In Keynes ia n mode l ,  pr ice has a major  ro le  to p l ay as a determ i n ant of AS. 

5 .  I n come is e ither  consumed or  i nvested .  

6 .  APC is  t h e  ratio between tota l consum ption  and  tota l i ncome. 

7 .  S lope of  S-fu nction is i n d icated by APS. 

8 .  If M PS i s  45%, then M PC wi l l  be 55%. 

9 .  I n  savi ng fu nction -50 + O .SY, the va l ue  of  autonomous cons umption wi l l  be -50.  

10 .  I n  a two sector c losed economy, if i n come is ze ro, APC wi l l  a l so zero . 

Answers 

(True/Fa l se )  

(Tru e/Fa l se )  

(Tru e/Fa l se )  

(True/Fa l se )  

(Tru e/Fa l se ) 

(True/Fa l se )  

(True/Fa l se )  

(True/Fa l se ) 

(True/Fa l se )  

(True/Fa l se )  

1 .  Fa lse 2 .  True 3 .  True 4. Fa lse 5 .  Fa lse 6. True 7 .  False 8. True 9 .  Fa lse 10. Fa lse 
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D. Matching the Correct Statements 

I .  From the set of statements given in Column I and Column I I ,  choose the correct pair of statements: 

Column I Column II 

( a )  Aggregate demand ( i )  A flow concept 

(b )  I m ports ( i i )  Decreases AD in the domesti c economy 

(c) APC ( i i i )  S lope of C- l i ne  

(d )  Aggregate supp ly  ( i v )  Actua l  p rod uction 

(e )  APS (v )  Can be greate r than one 

Answer 
( b) lmports-( i i ) Decreases AD in the domestic economy 

I I .  Identify the correct sequence of a lternatives given in  Column II by match ing them with respective 
items in Column I: 

Column I Column II 

(a )  AD cu rve ( i )  I ncome - Consumption 

(b )  Sav i ng M 
( i i ) M 

(c) Net exports ( i i i )  Sav ing is ze ro 

(d )  MPC ( iv) Diagra m matic presentation of AD schedu le 

(e )  Y = C (v) Exports - I m ports 

Answers 
(a )-( iv), ( b )-( i ) ,  (c)-(v), (d )-( i i ) ,  (e)-( i i i )  

E .  'Very Short Answer' Objective Type Questions 

1 .  What is aggregate demand?  
Ans .  Aggregate demand  is the tota l demand  for goods and  services i n  a n  economy, measu red i n  terms of 

tota l expend itu re .  
2 .  Name the p ri nc i pa l  com ponents of  aggregate demand  i n a n  open economy. 

Ans .  The pr i nc ipa l  components of aggregate demand  a re :  ( i )  Pr ivate consu mption expend itu re, ( i i )  Pr ivate 
i nvestment expend itu re, ( i i i )  Government expend itu re, a nd  ( iv) Net exports. 

AD = C + I +  G + (X - M )  
3 .  Define aggregate demand schedu le .  

Ans.  Aggregate demand schedu l e  is a ta b le  showing AD (or  aggregate expend itu re)  correspond i ng to 
d ifferent l eve l s  of i ncome in the economy. 

4. Define aggregate demand curve. 
Ans. Aggregate demand  (AD) cu rve i s  d iagra m matic presentation of AD schedu l e, showing AD 

correspond ing  to d ifferent l eve l s  of Y ( i ncome) in the economy. 
5. What is consum ption fu nction? 

Ans. Consumption fu nction refers to the fu nctiona l  re l ationsh ip  between consumption (C) and  i ncome (Y) . 
C = C + bY 
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6. What is meant by autonomous consumption? 

Ans. Autonomous consu m ption refers to m i n imum level of consumption ,  even when i ncome is zero .  
7 .  What  is a l i nea r consum ption fu nction? 

Ans. L inea r consu m ption  fu nction  i s  a stra ight l i ne consu m ption  fu nction  i n  wh ich  M PC rema ins  consta nt. 
8.  What is brea k-even poi nt? 

Ans. The po int where tota l consum ption  i s  eq ua l  to the tota l i ncome or  the poi nt where tota l sav ing is 
eq ua l  to zero i s  ca l l ed b rea k-even po int .  

9 .  Defi ne propensity to consu me. 

Ans. Propens ity to consume refers to the proportion  of i ncome used as  consu m ption  expend itu re . It is 
measu red as  the ratio between C and Y. 

10. What is average propensity to consu me? 

Ans. Average propens ity to consume is the ratio of aggregate consumption expend itu re to aggregate 
i ncome .  

APC = �  y 
11 .  Defi ne margi na l  propensity to consume. 

Ans. Margi n a l  propens ity to consu me is the ratio of cha nge in consumption to cha nge in i n come .  

12.  What  is meant by savi ng function? 

M PC =  l:!.C 

l:!.Y 

Ans. Sav ing fu nction  refers to the fu nctiona l  re lationsh i p  between savi ng (S) a nd  i ncome (Y) . 
S = -C + ( 1 - b)Y 

13.  Defi ne propensity to save. 

Ans. Propens ity to save refers to the proportion  of i ncome wh ich  is kept as  savi ng .  It i s  measu red as the 
ratio between S and  Y. 

14. What is average propensity to save? 

Ans. Average p ropens ity to save is the ratio of aggregate savi ng to aggregate i ncome. 

15.  Defi ne margi na l  propensity to save. 

APS = �  y 

Ans. Ma rgi n a l  propens ity to save is the ratio of cha nge i n  savi ng to cha nge i n  i ncome .  

M PS = l:!.S 

l:!.Y 
16. Why ca nnot the va lue of margi na l  propens ity to consume be greater than one? 

Ans. It i s  because cha nge in consu m ption  ca nnot be greater tha n cha nge in i ncome .  

17.  What is the relationsh ip  between margina l  propensity to save and  margina l  propensity to consume? 

Ans. Aggregate of margi na l  p ropens ity to save and  margi n a l  p ropens ity to consume is eq ua l  to one o r  
M PS + M PC = 1 .  

18. What  is the va lue of  margina l  propens ity to  consu me when margi na l  propens ity to  save is zero? 

Ans. Va l ue  of ma rg i na l  p ropens ity to consume is 1 when marg i na l  propens ity to save is zero .  
19. The d isposable income is � 1,000 crore and  level of  consu m ption is � 800 crore. Ca lcu late average 

propensity to consume. 

A A . 800 O 8 ns .  verage p ropens ity to consume = l ,  000 = . . 
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20. If average propens ity to save is 0 .6, how much wi l l  be average p ropens ity to consume? 
Ans .  Average p ropens ity to consume w i l l  be 0 .4, as APC + APS = 1 .  

21 .  If average propens ity to consume is 0. 7 ,  how much wi l l  be average p ropens ity to save? 
Ans. Average p ropens ity to save wi l l  be 0 .3 ,  s i nce APC + APS = 1. 
22. How much is the margi na l  propens ity to consume in an economy in which marg ina l  propensity to 

save is 0 .2? 
Ans .  Ma rg i na l  propens ity to consu me wou l d  be 0 .8, s i nce M PC + M PS = 1 .  

23 .  How much is the marg i na l  p ropens ity to save i n  a n  economy i n  wh ich  the marg i na l  propens ity to 
consume is 0 .75? 

Ans .  Ma rg i na l  propens ity to save wou l d  be 0 .25, s i nce M PC + M PS = 1 .  

2. Reason-based Quest ions (Com prehension of the Subject -matter) 

Read the fo l l owi ng statements ca refu l l y. Write True or Fa lse with a reason .  

1 .  M PC i s  the ratio between desired consumption a n d  income, not the actua l  consumption a n d  income. 

Ans. True .  M PC reflects what peop l e  wish to consume at d ifferent l eve ls  of i ncome. 
2 .  C is pos itively related to Y, but C is not zero when Y is zero . 

Ans.  True .  C is pos itive ly re lated to Y, but C is not zero when Y is zero .  Because, there is a lways some 
m i n imum  leve l of C i rrespective of l eve l of Y. 

3 .  C ca n exceed Y, but S ca nnot. 

Ans.  True .  Because there is a lways some m i n imum l eve l of C even when the l eve l of Y is zero .  
4. AD does not inc l ude exports. 

Ans. Fa l se .  AD i nc l udes exports. Beca use exports refer to demand fo r the domestica l ly p rod uced goods i n  
rest o f  the worl d .  

5 .  Consum ption never exceeds income. 

Ans. Fa lse .  Consu m ption  ca n be greater than  i ncome. There i s  a lways some m i n imum level of consu mption 
even when i ncome is zero .  

6.  Saving ca n never be  negative. 

Ans. Fa lse .  Savi ng ca n be negative when consu mption is greater than i ncome .  Negative savi ng amou nts to 
borrowing .  

7 .  Break-even point is struck when S = 0 .  

Ans.  True .  B rea k-even po int is  struck when S = 0 .  At b rea k-even poi nt, C = Y. 
8. Average propens ity to consume can never be greater than one. 

Ans. Fa lse .  Average p ropens ity to consume ca n be greater than  one when consu mption is  g reater than  
i ncome .  

9 .  APC and  M PC a re never equa l .  

Ans .  Fa lse .  APC and  M PC ca n be eq u a l .  When APC is consta nt, APC w i l l  be eq ua l  to  M PC. 
10. APC + APS = 1 .  

Ans. True .  We know that, 
Y = C + S  

Y C S - = - + -
y y y 

C S 
1 = - + -

y y 
=> APC + APS = 1 
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11 .  M PC + M PS > 1 .  
Ans. Fa l se .  M PC + M PS = 1, it ca n neve r be greater than o r  less than  1 .  

12.  The rate at wh ich  C increases a lways tends to be lower than the rate at wh ich  Y increases. 
Ans. True .  The rate at wh ich  consu mption (C) i ncreases i s  often less than  the rate at wh ich  i ncome (Y) 

i ncreases. This i s  in accorda nce with the Psycho logica l Law of Consum ption .  
13 .  The  rate a t  which S increases a lways tends to  be greater than the rate a t  which Y i ncreases. 

Ans. Fa l se .  Because a ny i nc rease in Y i s  s p l it i nto two parts : ( i )  i n crease in C, and  ( i i )  i n c rease in S. 
Acco rd i n g ly, t he  rate at wh i c h  S i n c reases ( o r  C i n c reases )  mu st be l owe r t h a n  t he  rate at wh i c h  
Y i ncreases. 

14. The va lue of marg ina l  p ropens ity to save is a lways positive. 
Ans. True .  Ma rgi n a l  p ropens ity to save i s  the ratio between add itiona l  savi ng and  add itiona l  i ncome wh ich 

i s  a lways positive beca use of positive re l ationsh i p  between sav ing and  i ncome .  
15 .  Average p ropens ity to  save is never negative. 

Ans. Fa l se .  Ave rage propensity to save ca n be negative . It i s  negative in s ituations  when savi ng i s  negative 
or when consu mption is  greate r than  i ncome .  

16 .  Va lue of  average p ropens ity to  save is a lways greater than  zero .  
Ans. Fa l se .  The va l ue  of average propens ity to save (APS)  ca n be less than zero .  It h appens when 

consu mption is  greate r than  i ncome or  when APC > 1 .  
17 .  Negative va lue of  average propensity to  save a lways imp l ies negative va l ue  of  marg ina l  p ropensity 

to save. 
Ans. No, it i s  not true .  The va l u e  of ave rage propens ity to save i s  negative when consum ption  i s  greate r 

than  i ncome but th i s  does not mean that ma rg i n a l  p ropens ity to save ( M PS)  wi l l  a l so be negative . I n  
fact M PS i s  never negative . Beca use i t  i s  the ratio between AS a n d  AV a n d  AS ca n neve r b e  negative, 
as a component of AV. 

18. APC + M PC = 1 .  
Ans. Fa l se .  Because, whereas APC is the ratio between  tota l consum ption  and tota l i n come, M PC is  the 

ratio between add itiona l  consu mption and  add itiona l  i ncome .  
19 .  Average p ropens ity to  save is a lways less than  1 .  

Ans .  True .  The va l u e  of  ave rage p ropens ity to save (APS) i s  a lways l ess than  1 .  Because a pa rt of  i ncome (Y) 
must be consumed (C ca n not be ze ro ) .  I mp ly ing that on ly a pa rt of Y i s  saved .  Conseq uently, APS 
must a lways be l ess than  1. 

3. HOTS & Applications 

1. Do you agree that M PS cannot be negative, but APS ca n be? 
Ans. G iven the fact that there i s  a pos itive re l ationsh i p  between savi ng and i ncome, an i ncrease in i ncome 

must cause a n  i nc rease i n  savi ng .  I m p ly ing that M PS must a lways be pos itive .  Howeve r, APS ca n be 
negative when at a ve ry low leve l of i ncome consu m ption is greater than  i ncome so that savi ng i s  
negative . 

2. The sum tota l of APC and  APS is a lways equa l  to one, even when APC > 1. Is it true? 
Ans. Yes .  APC + APS = 1, even when APC > 1 .  Beca use consu mption and savi ng a re the on ly two com ponents 

of i ncome .  
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3 .  Do you th ink  h igher the level of Y, h igher shou ld be the level of autonomous consumption i n  

C-function? 

Ans. Th is  is not correct because autonomous consum ption  i s  not re l ated to the l evel of Y. 
4. Increase i n  M PC imp l ies increase i n  the s lope of C-function .  Comment. 

Ans. The given statement i s  correct. Because M PC shows the rate at wh ich consu mption i ncreases i n  
response t o  i nc rease i n  i ncome .  O r, M PC is  the  s lope o f  C-fu nction .  

5 .  I f  APC is consta nt, C and  Y shou ld a lso be consta nt. Defend or refute. 

Ans. Consta nt APC on ly i m p l i es  that the ratio � is  consta nt. Hence, the a bove statement is i ncorrect. 

6.  What is aggregate dema nd? How it is d ifferent from market demand? 

Ans .  Aggregate demand refers to demand for a l l  goods and services i n  the economy. It is measured i n  terms of 
tota l expenditure on goods and services produced in the economy du ring an accounting yea r. Whereas 
ma rket demand is the sum tota l of demand for one commod ity by a l l  the buyers i n  the ma rket. 
Market demand  is a m ic ro concept wh i l e  aggregate demand  is a macro concept .  

7 .  Com plete the fo l lowing ta ble: 

Income 

0 

50 

100 

150 

200 

Ans.  Income Saving 
(Y) (S) 

0 -20 

50 -10 

100 0 

150 30 

200 60 

� 
8. Com plete the fo l lowing ta ble: -

Saving 

-20 

-10 
0 

30 

60 

I 

Marginal Propensity 

Consumption 
(C) = v - s  

20 

60 

100 

120 

140 

to Consume 
-

-

-

-

-

Marginal Propensity 
to Consume 

(MPC) = Ile 
M 

-

40 
- = 0.8  
50  

40 
- = 0.8 
50 

20 
- = 0.4 
50 

20 
- = 0.4 
50 

Income Consumption Marginal Propensity 
to Save 

0 15 -

50 50 -

100 85 -

150 120 -
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Average Propensity 
to Consume 

-

-

-

-

-

Average Propensity 
to Consume 

C (APC) = -
y 

-

60 
so = 1 . 2  

100 
100 = l 

120 
150 = 0 ·8  

140 
200 = 0 ·7  

-

-
Average Propensity 

to Consume 
-
-
-
-
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Ans. Income Consumption Saving 
(V) (C) (S) = Y - C  

0 15 -15 

50 50 0 

100 85 15 

150 120 30 

Change in 
Saving 

(L'.S) 

-

15 

15 

15 

Marginal I Average Propensity 
Propensity to Save to Consume 

(MPS) = �S 
�y 

-

15 
50 = o . 3  

15 
50 = o . 3  

15 
50 = o.3 

C (APC) =  -V 
-

� = 1  50 
85 
100 = 0 .85 

120 
150 = 0 ·8 

9 .  Comp lete the fo l lowing ta b le :  

Income I Marginal Propensity to Saving Consume 

0 - -30 

100 0 .75 -

200 0 .75 -

300 0 .75  -

Ans. Income Marginal Propensity Saving Consumption 
(V) to Consume (S) = Y - C  (C) 

(MPC) 

0 - -30 30 

100 0 . 75 -5 105 

200 0 .75 20 180 

300 0.75 45 255 

[H i nt : C = C + M PC (Y) ;  where, C = 30 at Y = 0 and M PC = 0 .75 . ]  

Average Propensity 
to Consume 

-

-

-

-

Average Propensity 
to Consume 

C 
(APC) = -V 

-

105 
100 = 1 .05 

180 
200 = 0 ·9  

255  
300 = 0 .85 

10. G iven below is the consumption fu nction i n  a n  economy: 

C = 100 + 0.SY 

With the help  of a numerica l example show that in this economy as income increases APC wi l l  decrease. 

Ans. G iven consu m ption fu nction is, 

When Y = 0, 
C = 100 + 0 .5Y 
C = 100 

Now assume Y1 = 1,500 and  Y2 = 2,000 
When Y = Y1 = 1,500 

C = 100 + 0.5 { 1,500) 
= 100 + 750 = 850 

APC = � 
850 = 

1, 500 = 0.57 
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When Y = Y
2 

= 2,000 
C = 100 + 0 .5  (2 ,000) 

= 100 + 1,000 
= 1, 100 

C 1, 100 
APC = 

y = 2 OOO = 0 .55 
I 

We find  that as i ncome i n  the economy i nc reases, APC w i l l  decrease .  
11 .  F i n d  a utonomous consum ption and tota l consum ption when savi ng  fu nction is S = -100 + 0 .SY and  

Y = 1,500. 
Ans. G iven, 

S = -100 + O.SY 

Autonomous consu mption = C = - (-) 100 = 100 

Autonomous consu m ption = 100. 
Tota l consu m ption  = 850. 

C = C +  M PC (Y) 
= 100 + ( 1 - 0.5) 1,500 
= 100 + 0 .5  ( 1,500) 
= 100 + 750 
= 850 

[MPC = 1 - M PS and M PS = 0 .5]  

12.  F i n d  consum ption and savi ng  when C = 100, M PC = 0.5 and Y= 2,000. Is there greater i ncrease i n 
i ncome as com pared to consum ption when i ncome changes to 2,500? 

Ans. We know that, 

When Y = 2,000, 

We a lso know that, 

Or, 

When Y = 2,500 

C = C +  M PC (Y) 
C = 100 + 0.5 (2 ,000) 

= 100 + 1,000 
= 1, 100 

Y = C + S  
S = Y - C  

= 2,000 - 1, 100 
= 900 

Consu mption = 1, 100 
Savi ng = 900 

C = 100 + 0.5 (2 ,500) 
= 100 + 1,250 
= 1,350 

Cha nge in C = 1,350 - 1, 100 = 250 
Cha nge i n  Y = 2,500 - 2,000 = 500 

Yes, the i ncrease i n  i n come is  greater than the i nc rease in consu mption when Y i ncreases from 2,000 
to 2,500. 
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13.  At what rate consum ption is i ncreas ing i n  the 
economy when M PS = 0.5, and a utonomous 
consu m ption is zero? Draw a d iagram .  

Ans. M PC + M PS =  1 

1 00 

§ 75 
·g_ 

y 

C = O.SY 
M PC = l - M PS 

= 1 - 0.5  

= 0 .5 

� 50 +----------,.,,r 

3 25 +---,,r C = O  

MPC = 0.5 
"""'----+---�>-----+X 

50 1 00 
MPC (0.5) i nd icates the rate at which consumption 
i ncreases i n  response to i ncrease i n  i ncome .  

Y (l ncome)/GDP 

Note: 
At every level ofY, C = OSY or C = 

2 
Y. Thus, 

when Y = 50, C = 25; when Y = 1 00, C = 50. 
According ly, � (= 05) is constant, as 

indicated by a straight l ine (-function. 

14. F ind change in savings when 2/3 rd of income is a lways spent as consu mption expenditure and  

cu rrent income is 50% more than the  i n itia l  i ncome of � 50,000. 

Ans. Cu rrent i ncome = 50% of � 50,000 + � 50,000 

We know, 

=> 

=> 

= � 25,000 + � 50,000 
= � 75,000 

I n itia l  i ncome = � 50,000 
Cha nge in i ncome (11 Y) = � 75,000 - � 50,000 

= � 25,000 
2 M PC = 
3 

M PS = l - M PC 
2 1 = l - 3

=

3 

M PS = M 
tl.Y 

1 tl.S 
3 25, 000 

25, 000 
11S = 3 = � 8,333 .33 

Alternative M ethod : 
Y = C + S 

Consu mption expend itu re = ; of i ncome 

. 1 f . Sav i ngs = 

3 
o i ncome 

I n iti a l  savi ngs = ! x � 50, 000 = � 16,666.67 

Cu rrent sav ings = ! x � 75, 000 

= � 25,000 
Cha nge in savi ngs = � 25,000 - � 16,666.67 

= � 8,333 .33 
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15.  Com plete the fo l lowing ta b le :  

Income Average Propensity Saving 
(�) to Consume (�) 
0 - -80 

100 1 . 6  -

200 1 -

300 0 .8  -

Ans. Income Average Propensity Consumption I Saving 
(Y) to Consume (S) = Y - C  (C) 
(�) (APC) (�) (�) 

0 - 80 -80 

100 1 . 6  160 -60 

200 1 200 0 

300 0 .8 240 60 

[H i nt : APC = � =} C = APC x Y] 

16. The exports fa/1 15% to 1 718.07 er. in first 6 months of FY 15. 

How wil l  th is  affect aggregate demand i n  the economy? 

Marginal Propensity 
to Consume 

-

-

-

-

Marginal Propensity to 
�c 

Consume (MPC) = �Y 

-

80 
100 

= 0·8 

40 
100 = 0 .4 

40 
100 = 0 .4  

[Business Standard] 

Ans. Fa l l  i n  exports wou l d  be reflected as a fa l l  i n  aggregate demand .  Because, exports a re a component 
of aggregate demand .  

17 .  Do  you th ink  increase i n  M PS shou ld be  beneficia l to  the growth of  GDP  i n  I nd ia?  

Ans .  I ncrease i n  M PS im p l ies that  peop le  sta rt savi ng more when the i r  i ncome rises. Th i s  is good for the GDP 
growth, provided peop le  put  the i r  savi ngs i n  the ban ks and  the ba n ks a re ab l e  to  convert savi ngs i nto 
i nvestment ( by way of loans to the i nvestors ) .  However, in cou ntries l i ke I nd i a  where ba nk ing hab its of 
the peop le  a re yet not grown, sav ings may rema i n  as i d l e  cash ba lances with the peop le .  Imply ing that 
add itiona l  i ncome of the people is not converted i nto add itiona l  demand .  This may cause deficiency of 
AD. Defic ient AD may lead to economic s lowdown (state of recess ion in the economy) . 

4. Ana lysis & Eva luat ion 

1 .  Why shou ld  r i s i ng  M PS be a cause of  worry when it is a s ign  of  ris ing GDP i n  the economy? 
Ans. R i s i ng M PS imp l i es fa l l i ng  M PC, as  M PS +  M PC = 1. It i n d i cates that lesser and  l esser p roportion of the 

add itiona l  i n come goes to consum ption expend itu re .  Im p ly ing a gradua l  s h r i n kage of AD (aggregate 
demand )  in re lation to Y ( i ncome) .  In such a s ituation ,  the economy m ight s l i p  i nto a state of recess ion 
or  economic  s lowdown .  

2 .  I n  I nd i a  propensity to  consume is fa i r ly h i gh .  Why is it that the  manufactu ri ng  sector i n  I nd i a  shows 
a low rate of growth because of low demand?  

Ans .  H igh propens ity to  consu me i n  I n d i a  i s  p r imari ly beca use of  l ow i ncome of  the peop le .  When i ncome 
is  low, the b u l k  of it is used as expend itu re on food and a l l i ed items .  Havi ng spent the b u l k  of the i r  
i ncome on food ( and  re l ated items) ,  the peop l e  have l im ited capacity to  buy manufactu red goods .  
Th us, demand  fo r manufactu red goods rema ins  low. Wh ich i s  why, manufactur i ng  sector shows a 
low rate of growth .  
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5. CBSE Questions-Past 5 years 
(With Answers or Reference to the Text for Answers) 

1 .  What i s  'aggregate s upp ly '  in macroeconom ics? 
Or 

Define  aggregate supp ly. 
[Page 181] 

2 .  What i s  'aggregate demand '  i n  macroeconomics? 
[Page 178] 

3 .  Name  a ny two components of 'aggregate demand'. 
[Page 180, 181] 

[CBSE Delhi 2015] 

[CBSE 2018] 

[CBSE {Al) 2015] 

[CBSE {F) 2015] 

4. D i sti ngu i sh  between margi n a l  p ropensity to consu me and  average p ropens ity to consu me .  G ive a 
n u mer ica l  examp l e .  [CBSE Delhi 2016] 

O r  
Disti ngu i sh  between ave rage propens ity t o  consu me and  ma rg i n a l  p ropensity t o  consu me us i ng  a 
n u mer ica l  examp l e .  [CBSE {F) 201 6] 
[ Page 186] 

5 .  G iven consum ption cu rve, de rive savi ng cu rve and  state the steps ta ken  in the process of de rivation .  
Use d i agram .  [CBSE Delhi 2016] 

O r  
G iven a consum ption cu rve, out l i n e  t h e  steps req u i red t o  b e  ta ken i n  de rivi ng a sav ing cu rve from it .  
Use d i agram .  [CBSE (A l) 201 7] 
[ Page 192, 193] 

6 .  What i s  aggregate demand?  State its components. 
[Page 178, 180, 181] 

[CBSE {Al) 2016] 

7. G iven savi ng cu rve, derive consum ption cu rve and  state the steps i n  do ing  so. Use d iagram .  
[Page 212 ]  

8 .  Define  margi n a l  p ropens ity to  consume .  
[Page 186] 

9 .  Define  margi n a l  p ropens ity to save . 
[Page 190] 

[CBSE {Al) 2016] 
[CBSE {Al) 201 7] 

[CBSE {Al} 201 7] 

10. Su ppose i n  a hypothetica l  economy, the i ncome rises from � 5,000 crore to � 6,000 crore. As a resu lt, the 
cons umption expend itu re r i ses  from � 4,000 cro re to � 4,600 crore .  Ma rg i na l  p ropens ity to consu me 
i n  such a case  wou l d  be . (Choose the correct a lternative) [CBSE 2019 (58/1/1)] 
( a )  0 .8  (b )  0 .4 
(c )  0 .2  

[ (d ) ]  
( d )  0 .6  

11 .  State and  d iscuss the components of aggregate demand i n  a two sector economy. 
[Page 180] [CBSE 2019 (58/1/1)] 

12. State the  mean i ng  of a utonomous consumption .  
[Page 183] 

[CBSE 2019 (58/2/1)] 
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13.  If ma rgi na l  propensity to save is 20% and  is consta nt at a l l  l eve l s  of i ncome and  the autonomous 
consumption is � 100 crore, construct consu m ption  fu nction  of  the given hypothetica l economy. 
[Page 443] [CBS£ 2019 (58/3/1)] 

14. I f  ma rg i na l  p ropens ity to save i s  10% and  i s  consta nt at a l l  l eve ls  of i n come, and  the autonomous 
consumption is � 200 crore, construct consu m ption  fu nction  of  the given hypothetica l economy. 
[Page 443, 444] [CBSE 2019 (58/3/2}] 

15.  If ma rgi na l  p ropens ity to consu me is 80% and  is consta nt at a l l  l eve ls  of i n come, a nd  the autonomous 
consumption is � 400 crore, construct consu m ption  fu nction  of  the given hypothetica l economy. 
[Page 444] [CBSE 2019 (58/3/3)] 

16. State the  fo l l owi ng statement as true or fa l se .  G ive va l i d  reasons .  
I n  a two-sector economy, if consu m ption is  equa l  to i n come, average propens ity to save wi l l  be 
zero. [CBSE 2019 (58/3/1)] 
[True .  We know that, Y = C + S 

When C = Y, S wi l l  be zero. Thus, APS = � = � = 0 ]  

17. State the  fo l l owi ng statement as true or  fa l se .  G ive va l i d  reasons .  
I n  a two-sector economy, if i n come is  ze ro, consu m ption wi l l  a l so be zero. [CBSE 2019 (58/3/2}] 
[ Fa l se .  If i n come is ze ro, consu mption wi l l  not be zero. Because, there is a lways some m i n imum 
l evel o f  consu mption (autonomous consu m ption )  i n  t h e  economy even when  i ncome l eve l is zero. A 
m i n imum  consu mption is a lways req u i red fo r su rviva l , no matter  what the l eve l of i n come is . ]  

18. State the  fo l l owi ng statement as true or  fa l se .  G ive va l i d  reasons .  
I n  a two-sector economy, if i n come is  ze ro, average p ropens ity to consu me wi l l  a l so zero. 

[ CBSE 2019 (58/3/3)) 
[ Fa l se .  If i n come is ze ro, ave rage propens ity to consu me w i l l  not be zero. Because, there is a lways some 

m i n imum  l evel of consu m ption  (a utonomous consu mption )  i n  the economy even when i ncome leve l 

is zero. Th us, APC ( = � ) = � ( any positive va l u e) wi l l  not be zero. Rather  it wou l d  tend towa rds 

i nfin ity. ] 

19. Which of the two, average propens ity to consu me or ave rage propensity to save, ca n be negative and  
why? [CBSE 2019 (58/4/1)) 
[ Page 195] 

20. The consu m ption fu nction  of an economy i s :  C = 40 + 0 .8V ( amount i n � crore ) .  Dete rm ine  that l eve l 
of i n come where ave rage propens ity to consume w i l l  be one .  [CBS£ 2019 (58/4/1)] 
[ Page 444] 

6. NCERT Questions (With Hints to Answers) 

1. What is margi na l  p ropens ity to consume? How is it re l ated to ma rg i na l  p ropens ity to save? 
[Hint: Ma rg i na l  p ropens ity to consu me is the ratio of cha nge in consu m ption  to cha nge in i ncome .  

M PC = tic 
tiv 

Ma rgi n a l  p ropensity to save is the ratio of cha nge i n  savi ng to cha nge i n  i ncome .  

M PS = tis 
tiv 

M PC + M PS = 1 
M PS = 1 - M Pc. ]  
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7. M isce l laneous Questions and Reference to the Text for Answers 

A. Questions of 3 & 4 marks each 

1 .  Define  aggregate demand .  State i ts  components . 
2 .  Exp l a i n  the concept of consu m ption  fu nction .  
3 .  Exp l a i n  the concept of  savi ng fu nction .  

[Page 1 78, 180, 181 ]  
[Page 183-185] 
[Page 188, 189] 

4. Distingu i sh  between ave rage p ropens ity to consu me and  margi n a l  p ropens ity to consu me .  The va l u e  
o f  wh i c h  o f  these two ca n be greate r t han  one and  when? [Page 186, 195] 

5. Distingu i sh  between ave rage propensity to save and  margi n a l  p ropens ity to save . The va l u e  of wh ich 
of these two ca n be negative and  when? [Page 190, 195] 

6.  What is the re l ationsh ip  between average propens ity to consume and  average propensity to save? 
Ca n the va l u e  of APS be negative? I f  yes, when? [Page 194, 195] 

7. Exp l a i n  the re l ationsh i p  between margi n a l  p ropens ity to consume and  ma rg i na l  p ropens ity to save . 
[Page 194] 

8.  Write an equation for a stra ight l i n e  u pward r is i ng consumption fu nction,  sta rti ng from the Y-axis .  
Also, d raw the d i agram .  [Page 183-187] 

B.  Questions of 6 marks each 

1 .  Exp l a i n  the concept of AD us ing a su ita b l e  schedu l e  a nd  d i agram .  [Page 1 77-1 79] 
2 .  What is consu m ption  fu nction?  I l l ustrate its behaviou r  us ing a su ita b l e  d iagram .  

Or  
Exp l a i n  'consu mption fu nction'  with t h e  he l p  o f  a d iagram .  [Page 183-185] 

3. What is mea nt by propensity to consume? Exp l a i n  its d ifferent aspects . [Page 193, 194] 
4. What i s  mea nt by savi ng fu nction?  Exp l a i n  it with the he l p  of a d i agra m .  

Or  
Exp l a i n  'savi ng fu nction'  with t h e  he l p  o f  a d iagram .  [Page 188, 189] 

5. Draw a d iagra m  showi ng stra ight l i n e  consu m ption  fu nction .  F rom it, how wou l d  you de rive a savi ng 
fu nction? Exp l a i n  d i agrammatica l ly, ta k ing some hypothetica l  figu res .  [Page 192, 193] 

6.  G iven a stra ight l i n e  savi ng cu rve, d raw the consu mption cu rve . Exp l a i n  the process of its de rivation .  
Also show ( i )  t he  income leve l where C = Y, and ( i i )  t he  i ncome leve l where S is negative . [Page 212] 

DOs and DON'Ts 

1 .  Remember that S can never be greater that Y. Because, S is on ly a part of Y. So that Y (= APS) 

can never be g reater than 1 .  However, S can  be negat ive .  Imp ly ing that APS can  be less than 
zero (or  it can be negat ive) . 

2 .  Remember that M PS i s  the s lope of S-funct ion ,  or S- l i ne .  Because S-l i ne  has a pos it ive 

s lope, M PS can never be negat ive . Log ica l ly: M PS i s  the rat io between add it i ona l  sav i ng  

and  add i t iona l  i ncome .  Add i t iona l  sav i ng  out o f  add i t iona l  i n come can never be negat ive .  

Therefore, M PS can  never be negat ive .  

L i kewi se, M PC i s  the s lope of C-funct ion ,  o r  C- l i ne .  Because C-l i ne has  a pos it ive s l ope, MPC  

can  never be  negat ive .  
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• Derivat ion of C-funct ion (C-cu rve) from S-funct ion (S-cu rve) : 

D iagrammatic I l l ustrat ion 
We know, 

C = C + bY 

S = -C + (1  - b)Y 

Fi g . 9 i l l ustrates the der ivat ion  of C-funct ion  (C-cu rve) from S-funct ion  (S-cu rve) . 

[Al S-function y 

s 

·5 

V) 
0 

I 
I 
I 
I 
I 
I Brea k-even po int 

(-) p I 
I 

[Bl (-function 

c 
0 

·g_ 
E 

u 

Y' 
I 
I 

y I 
I 
I 
I C 
I 

Y = C  I 
� I 

P* 

p 

o��----�L-------x 
Y ( l ncome)/GDP 

C-funct ion  [F i g 9(B)] i s  der ived from S-funct ion [F i g . 9 (A)] ,  ta k i ng  the fo l l ow i ng  
steps :  

Step l : -C i nd i cates negative savi ng  when Y = 0 .  Th i s  is equa l  to  (-)OP 
Correspond ing  to  it C wou ld  be equa l  to  O P  (consumption when Y = 0) . 

Thus ,  P becomes the sta rt i ng  poi nt of C-funct ion (when Y = 0) . 

Step 2: When S = 0 [at po i n t  L i n F i g . 9 (A)] ,  C = O P* [at po i n t  Q i n F i g . 9 (B) ] .  
Th i s  corresponds to i ncome l evel O L  i n  both the figu res .  

Thus ,  between O to O L  level of Y, C > Y. 

Step 3:  Sta rt i ng  from P and  pass i n g  th rough  po int  Q, we stretch the C-funct ion 
as a stra i g ht l i ne .  The l i n e  shows constant s lope (= b) . Th is  corresponds  to the 
constant s lope of S-funct ion = (1 - b) . 

Note that :  b + ( 1  - b) = 1 
t t 

S lope of S l ope of 
C- l i n e  S- l i n e  
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{ / ., CHAPTER: 8 

///� 
. h'l/ 

EQUILIBRIUM 

OUTPUT 

• Concept ofShortRun 
• Concept of Equilibrium Output (GDP) 
• Determination of Equilibrium Output (GDP): 

AS-AD Approach and S-l Approach 
• Shift in Equilibrium: Impact of Additional Investment (M) 
• Investment Multiplier and its Mechanism 

I. CONCEPT OF SHORT RUN 

In macroeconomics (and according to Keynes), short run is defined 

as a period of time during which 'technology' plays no role in the 

determination of output in the economy. It is assumed to remain 

constant. Output is determined exclusively by the level of employment 

in the economy. Higher level of employment leads to higher level of 

output, and vice versa. 

Technology remaining constant, there is one-to-one relationship 

between output and employment. Thus, if employment is doubled, 

output will also be doubled. In other words, the level of employment 

in the economy measures the level of output (GDP) in the economy. 

Accordingly, output cannot increase once there is full employment in 

the economy. 

,, 

I 
In the context of Keynesian Economics, there is one-to-one relationship between output and 
employment, as technology is assumed to be constant. Accordingly, output (GDP) cannot increase 
once there is full employment in the economy 
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Why is there an 

equilibrium in the 
economy when AS = AD? 

Because in such a 
situation, intended 
production in the 
economy is equal to 
intended purchase in the 
economy The producers 
do not suffer: (i) the 
burden of unwanted 
supplies (or unsold 
stocks), or (ii) the loss of 
unfulfilled demand (due to 
lack of stocks). When 
AS= AD, actual stocks with 

the producers = desired 
stocks with the producers. 

2. CONCEPT OF EQUILIBRIUM OUTPUT (GDP) 

Equilibrium output (also called equilibrium GDP or equilibrium 
income) refers to that level of output in the economy where: 

AS = AD 

[Aggregate Supply = Aggregate Demand] 
We have already learnt in the previous chapter that: 
AS refers to the desired level of output in the economy. It is the 
level of GDP that the producers wish to produce (or plan to produce) 
during an accounting year (also called ex-ante AS). 
AD, on the other hand, refers to the level of GDP that the buyers 
wish to buy during an accounting year (also called ex-ante AD). The 
equilibrium GDP means that level of GDP where what the producers 
wish to produce (or plan to produce) is exactly equal to what the 
buyers wish to buy (or plan to buy) during an accounting year. So 
that, there is no excess production (or unwanted stocks with the 
producers). Or, there is no shortage of output in relation to its 
demand. 
Equality between AS and AD implies the equality between Y and AD. 
Because Y = AS. 
Thus, we can write that the equilibrium is struck when: 

AS=AD 

or 
Y=AD 

[Here, Y denotes income, and Y = AS, as already discussed in the 
previous chapter.] 

Equilibrium GDP 

Equilibrium GDP implies a situation, when: 
AS = AD or Y = AD 

In such a state, 
Actual stocks of the producers = Required (or Desired) stocks of the producers 
In case AS > AD (or Y > AD), 

Actual stocks > Required stocks 
The producers suffer losses because of excessive stocks or unsold stock of goods. 
In case AS < AD (or Y < AD), 

Actual stocks < Required stocks 
The producers suffer losses on account of unfulfilled demand in the economy. 
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Alternative Approach: Equilibrium is struck when S = I 
Now, we know that in a simple two sector economy (producer sector 
and household sector), the equilibrium is struck when: 

Y = AD 
Since, Y = C + S, and 

AD = C + I (as discussed in the previous chapter) 
The equilibrium equation can be written like this: 

� = � 
il il 

Y AD 
Or that, equilibrium is struck when: 

S = I (as C is common on both sides of the 
equation) 

You Must Note it 

In the context of equilibrium GDP, we should focus only on ex-ante saving and ex-ante investment. 
Equilibrium is struck when: 

ex-ante saving (S) = ex-ante investment (I) 
Ex-ante Saving: It refers to 'desired saving' or planned saving during the period of one year. These 
are the savings which people intend to make in the economy during the period of one year. 
Ex-ante Investment: It refers to 'desired investment' or planned investment during the period of one 
year. This is the investment expenditure which is intended to be made in the economy during the 
period of one year. It does not include unplanned investment. 
(Unplanned investment is like unsold stock of goods which is treated as inventory investment. But 
this is 'undesired inventory'.) 
Related concepts are: ex-post saving and ex-post investment. 
Ex-post Saving: It refers to 'actual saving' in the economy during the period of one year. This aspect 
of saving is considered in the context of 'National Income Accounting' 
Ex-post Investment: It refers to 'actual investment' in the economy during the period of one year. 
Like actual saving, this aspect of investment is considered in the context of 'National Income 
Accounting'. It includes both planned as well as unplanned investment. 
[Note: Equilibrium GDP is struck only when Desired or Planned Saving = Desired or Planned 
Investment. Equilibrium GDP has nothing to do with actual saving and actual investment.] 

3. DETERMINATION OF EQUILIBRIUM OUTPUT (GDP) 

OR EQUILIBRIUM INCOME 

We have two approaches to study the determination of equilibrium 
output (GDP) or equilibrium income: 

(i) AS = AD approach, and 
(ii) S = I approach. 

In what follows, we discuss how equilibrium is determined using each 
of these approaches: 
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That Keynes related 
his discussion on 
equilibrium GDP to a 
situation when there is 
a severe depression in 
the economy. In such a 
situation, there is a lack 
of AD, and production 
capacity remains 
unutilised. The economy 
would emerge out of 
the state of depression 
only when AD rises. AS 
would automatically 
respond to AD because 
there is excess capacity 
(unutilised capacity). 
Thus, Keynes considers 

AD as the principal 
determinant of 
equilibrium GDP (as AS is 
perfectly elastic owing to 
excess capacity). 

(i) AS = AD Approach and Equilibrium GDP 

or Equilibrium Income 

According to this approach, equilibrium GDP or equilibrium income 
is achieved when AS = AD. We have already discussed the concepts 
of AS and AD in the previous chapter. Only a brief description is 
repeated as required in the context of equilibrium GDP. 

AS 
AS refers to planned output in the economy. As described in the 
previous chapter, it is indicated by a 45° line from the origin. The 
45° line indicates that AS and GDP are identical to each other. AS is 
not related to price, as we are considering an economy where price 
remains constant. It is an economy with excess capacity where AS 
responds proportionately to AD and price remains unaffected. 
Thus, AS-function is drawn as in Fig 1. 

AS-function 

'>
o_ 
Q_ 
::J 

en 
� so 
<U 
0) 

� 
0) °' 30 

::;. 
en 
<{ 

y 

AS (orY) 
DATA-SET 

Y/GDP AS 
0 0 

30 30 

so so 

��-�-----------x 
30 so 

Y (lncome)/GDP 

The figure shows that Y ( or GDP) and AS are identical to each other. 
Thus, when Y = 30, AS is also = 30. Likewise, when Y = 50, AS is 
also = 50. And so on. 

AD 

AD refers to desired expenditure (or planned expenditure) in the 
economy during an accounting year. It has two components: desired 
consumption expenditure and desired investment expenditure. Desired 
investment expenditure is assumed to be autonomous, so that it is not 
related to the level of income in the economy. 
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Desired consumption expenditure is related to the level of income: 
there is a positive relationship between consumption (C) and income (Y); 
C rises as income rises. However, there is always some minimum level 
of C, independent of Y. Thus, C may be 30 when Y = 0. (This is just 
an assumption that C = 30 when Y = 0.) 
Based on this description, I-function, (-function and combined 
C and I function are drawn as in Fig. 2, Fig. 3 and Fig. 4 respectively. 
The combined C and I function is called AD-function. 

I-function 

C-function 

y 

'6100 
C 
QJ 

$- 80 
w 

C 

.g 60 
Q_ 

::::, 40 c: 30 0 
\:d, 20 
u 

w 
.� 
"'CJ 
C 
QJ 
Q_ 
X 

w 
....., 
C 
QJ 

C 

y 

Autonomous I = 20 
at all levels of income 

-20------------1 

0
'-

----------+X Y (lncome)/GDP 

• All investment is treated as autonomous investment. 

y 

I is not related to Y So that, I is drawn as a horizontal 
straight line. 

DATA-SET 

y C 

0 30 
20 40 
40 50 
60 60 
80 70 
100 80 

--...�-.--.----r------- X 
40 60 80 
Y (lncome)/GDP 

• OK is autonomous consumption(= 30.) 
• C rises as Y rises. 
• (-function is a straight line, implying that it is a linear 

function. 
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C and I Functions Combined (AD-function) 

y 
DATA-SET 

y C I C+l(=AD) 

....., 100 ----------------------------
o(l 
� 80 
['.I! 
'6 60 
C 50 
� 40 
w 30 

C 

20,-------------I 

o---
4�0
-

6�0
-

8
�
0
-1

-
00

-----x 

Y (lncome)/GDP 

• C and I functions are combined to get AD-function. 

• Constant value of I(= 20) is added to different values 
of C to get C + I. 

• Example: I= 20, C = 30 so that C +I= 50. This is 
when Y = 0. 

Likewise, when Y = 100, then C= 80, I= 20 and 
C + I= 100. 

0 30 20 
20 40 20 
40 50 20 
60 60 20 
80 70 20 

100 80 20 
120 90 20 
140 100 20 

Autonomous C = 30 
Autonomous I = 20 
Autonomous Expenditure 

50 
60 
70 
80 
90 
100 
110 
120 

= 30 + 20 = 50 

Equilibrium GDP or Equilibrium Income: Tabular Presentation 

Table 1 illustrates the equilibrium level of GDP in terms of the equality 
between aggregate demand and aggregate supply. 

-

Table 1. Equilibrium GDP in terms of Equality between 
Aggregate Supply and Aggregate Demand 

Income (GDP) C I C+ I(= AD) 

Y (t crore) (t crore) (t crore) (t crore) 

0 30 20 50 

20 40 20 60 

40 50 20 70 

60 60 20 80 

80 70 20 90 

100 80 20 100 

120 90 20 110 

140 100 20 120 - -

Equilibrium is struck when planned output (AS)= planned expenditure (AD) 
= � 100 crore. It need not necessarily correspond to full employment. 
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Equilibrium GDP or Equilibrium Income: Graphic Presentation 

Fig. 5 illustrates the equilibrium level of GDP or equilibrium level of 
income in the economy. 

y Equil ibrium GDP/Income: AS = AD or Y = C + I 

1 00 - - - - - - - - - - - - - - - - - - - - - - - - - - - -
: 

0 80 
<( 
vi 60 K 
<( so 

40 

20 

' ' ' 
' ' ' ' ' ' ' ' 

Y = AS 
AD (C+I) 

l L  ------------- x 
0 20 40 60 80 1 00 

Y ( lncome)/GDP 
e AD = C + I .  

DATA-SET 

y C I 
0 30 20 
20 40 20 
40 so 20 
60 60 20 
80 70 20 
1 00 80 20 
1 20 90 20 
1 40 1 00 20 

C+l (=AD) 
so 

60 
70 
80 
90 
1 00 
1 1 0 
1 20 

• OK · M in imum level  of expenditu re, i nc l ud i ng  m i n i m u m  C and 
min imum I .  

• 45° l i ne :  Y = AS .  
• Equ i l i b r i um is struck at point E, where AS = AD. 
• EL  is the desi red AD a s  we l l  a s  desi red AS. 

AD-line intersects the 45° AS-line at point E, so that E is the point 
of equilibrium where AS = AD. OL is the equilibrium GDP in the 
economy. Now, what the producers wish to produce is exactly equal 
to what the households wish to buy in the economy. Or, that the 
desired expenditure on output is equal to desired level of output = 100. 
All output as planned by the producers is purchased by the buyers in the 
economy. There are no unwanted or undesired stocks with the producers. 

f>TS 
Q. 1. F ind equ i l i b r i um Y when : C = 100 + O.SY and I = 1 ,000 . 
Ans . Eq u i l i bri u m  i s  struck when :  

Or, when 
Y = AD 
Y = C + I 

Substituting the va lues of C and  I, we get: 
Y = 100 + O.SY + 1,000 

Or, Y - O.SY = 100 + 1,000 

Or, 0.5Y = 1 , 100 

Y = l, 100 = 2 200 . 
0 . 5  ' 

Q. 2 . F ind C at equ i l ibr i um  Y when : Y = 6,000 and C = 100 + 0 .75Y. 
Ans. G iven, C = 100 + 0.75Y 

Or, C = 100 + 0.75 (6,000 ) 

= 100 + _J_i_ X 6,000 
100 

= 100 + 4,500 = 4,600 . 
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What happens if AS > AD? 

When AS is more than AD (AS > AD), supply of goods and services 
in the economy tends to exceed their demand. As a result, some 
of the goods would remain unsold. To clear unwanted stocks, the 
producers would plan a cut in production. Consequently, AS would 
reduce to become equal to AD. This is how AS adjusts itself to 
AD. Briefly, equilibrium is restored through a change in output or a 
change in Y. 

What happens if AS < AD? 

When AS is less than AD (AS < AD), supply of goods and services 
in the economy tends to be less than their demand. The existing 
stocks of the producers would be sold out and the producers would 
suffer the loss of unfulfilled demand. To rebuild the desired stocks and 
avoid the loss of unfulfilled demand, the producers would plan greater 
production. AS would increase to become equal to AD. This is how AS 
converges with AD. Thus, equilibrium is restored through a change in 
output or a change in Y. 

(ii) S and I Approach and Equilibrium GDP 

or Equilibrium Income 

According to this approach, equilibrium GDP or equilibrium income is 
achieved when S = I .  We have already discussed S and I functions in 
the previous chapter. A brief repetition is as under: 

S-function 

We know, S = f(Y). S is positively related to Y. However at the 
lower level of income, S can be negative. Because, at lower level of 
income C may be greater than Y. S becomes negative to the extent 
C > Y. We are considering a straight line 5-function called a linear 
function. 

I-function 

As regards I-function, we are considering only autonomous I .  It is 
independent of the level of Y. Accordingly, it is a horizontal straight 
line (shooting from the Y-axis). 

Equilibrium GDP/Income: Tabular Presentation 

Table 2 shows equilibrium GDP in terms of the equality between 
S and I .  
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Table 2 .  Equilibrium GDP/Income in terms of Equality 
between S and I 

Income (GDP) Consumption Saving Investment 

(Y) (� crore) (C) (� crore) (S = Y - C) (� crore) (I) (� crore) 

0 30 -30 

20 40 -20 

40 so -10 

60 60 0 

80 70 10 

100 80 20 

120 90 30 

140 100 40 

In Table 2, equilibrium is struck when: 
S = I = �20 crore 

Equilibrium Income (GDP) = �100 crore. 

Equilibrium GDP/Income : Graphic Presentation 

20 

20 

20 

20 

20 

20 

20 

20 

Fig. 6 shows S and I functions, and the equili brium GDP/ income. 

y 

80 
C: 

60 
s 

40 
C: 

K 
g' 20  

0 X 

-3 

Y' 
• OK is constant i nvestment, i ndependent of the level ofY. 
• OK is -ve savi ng  and  is equa l  to C when Y = 0. 
• E i s the point of e q u i l i b r i um where S = I .  
• OT i s  the equ i l ibr i um income or e q u i l i bri um GDP. 

E is the point of equilibrium where S = I. 
OT is the equilibrium GDP = 100. 
Now, planned expenditure on output (AD) = planned output (AS) 
in the economy, even when (owing to saving) entire income of the 
households is not converted into expenditure. This is because loss 
of expenditure by way of S is equally compensated by the gain of 

Short Run Equilibrium Output 221 



expenditure by way of I .  Income and expenditure being equal (or planned 
output and expenditure on planned output being equal), there are no 
unwanted or undesired stocks with the producers. Level of income/GDP is in 
a state of equilibrium. 

What happens if S > I? 

In case S > I, it implies a situation when a fall in expenditure through 'S' is more 
than the rise in expenditure through ' I '. Accordingly, aggregate expenditure in 
the economy would be less than what is needed to buy the planned output. 
Some output would remain unsold, and producers will have undesired stocks. 
To clear their stocks, the producers would now plan lesser output. Lesser 
output would mean lesser income. Lesser income would mean lesser saving. 
The process would continue till S = I .  Thus, the equality between S and I is 
restored through change in the level of Y. 

What happens if S < I? 

In case S < I, it implies a situation when a fall in expenditure through 'S' is less 
than the rise in expenditure through ' I '. Accordingly, aggregate expenditure 
in the economy would be greater than what is required to buy the planned 
output. It is a situation of higher AD than AS. The producers would suffer 
the loss of unfulfilled demand. This will prompt the producers to plan higher 
output. Higher output would mean higher income, and higher income would 
mean higher saving. The process would continue till S = I .  Here again, the 
equality between S and I is restored through change in the level of Y. 

Three Basic Assumptions related to Equilibrium GDP 

Three basic assumptions of the Keynesian theory must be noted: 
(i) Short Period Analysis: Equilibrium GDP according to Keynesian theory is discussed only with 

reference to short period of time. We have already discussed this assumption in detail in the 
beginning of the chapter 

(ii) Two Sector Closed Economy: Initially, Keynes discusses the theory of equilibrium GDP in the 
context of a two sector closed economy This is an economy which has no economic relations 
with the rest of the world: there are no exports or imports. Also, there is no government sector, 
so that taxes and subsidies are ruled out. Accordingly, AD = C + I (when only household sector 
and producer sector are considered). 

(iii) AS is Perfectly Elastic: Keynes assumes that AS is perfectly elastic. It means that we are 
studying an economy in which there is an 'excess capacity': production capacity is lying 
idle or there is unemployment of resources. So that, whenever there is a rise in AD, there is a 
corresponding rise in AS (as excess capacity begins to be utilised). Thus, AS always aligns itself 
with AD, without causing any change in the price level. 
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t>TS 
Q. 1. F ind equ i l i b ri um  S and equ i l i b r ium I when :  Y = 4,400, M PC = 0 .75, and C = 100 . 
Ans. Eq u i l i bri u m  is struck when :  

Or, when 
C at equ i l i b r i um :  

We know, 
Thus, S at eq u i l i bri u m :  

Alternatively: 

In equ i l i b r i um,  

Y = C + I 
S = I 
C = C + M PC . Y  

= 100 + 0.75 (4,400)  
= 100 + 3,300 = 3,400 

M PS = 1 - M PC = 1 - 0.75 = 0 .2 5 

S = - 100 + 0 .25 (4,400) 
= - 100 + 1, 100 = 1,000 

Y = C + S  
S = Y - C = 4,400 - 3,400 = 1,000 
S = I 

We know, S = 1,000 
Accord ingly, I = 1,000 

(Note that, S = -c = - 100) 

Q. 2 . G iven that, S = -2 5 + 0 .5Y and I =  5 ,000, find equ i l i b ri um  Y and equ i l i b r i um C. 
Ans. In equ i l i b ri um, S = I 

So that, -25 + 0.5Y = 5 ,000 
Or, 0.5Y = 5 ,000 + 2 5 => 0.5Y = 5 ,02 5 

S at equ i l i b ri um :  

We know, 
Or, 
Thus, 

y = 5,02 5 = 10 050 
0.5 

, 

S = -25 + 0 .5 ( 10,050) 
= -25 + 5,025 = 5,000 

Y = C + S  
C = Y - S  

equ i l i bri um  C = 10,050 - 5 ,000 
= 5 ,050 .  

Q. 3 .  G iven C = 400 + 0 .9V and I =  4,000, find : ( i )  equ i l i b ri um  Y, ( i i )  S and C at equ i l i b r i um Y. 
Ans . Eq u i l i bri u m  Y is found when, Y = C + I 

Substituting the va l ues, we get : 

Or, 

Thus, 

Y = 400 + 0.9Y + 4,000 

Y - 0 .9Y = 400 + 4,000 => 
Y = 4,4oo = 44 000 

0 . 1  ' 

O . lY = 4,400 

C at equ i l i b ri um :  C = C + M PC . Y = 400 + 0 . 9  (44,000) 

S at equ i l i b ri um :  
= 400 + 39,600 = 40,000 

S = -C + M PS . Y 
= - 400 + 0 . 1  (44,000) 
= - 400 + 4,400 
= 4,000 

Alternatively, i n  equ i l i b ri um, S = I 
S ince I =  4,000 (given) ,  S m ust be equa l  to 4,000 . 
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4. SH I FT IN  EQU I LI BR IUM: 

IMPACT OF  ADDITIONAL I NVESTMENT (Lil) 

I ncrease in i nvestment causes increase in the level of AD. Accord ingly, 

AD function sh ifts upward . F ig . 7 i l l ustrates how it impacts the 

equ i l i bri um GDP. 

Impact of Increase in Investment (M) on Equil ibrium GDP 

0 
<i:: 
';2- F 

E 

y 

AD 1 = C + I + M  

AD = C + I  

equ i l i b ri um GDP 
i ncreases from OJ to OK. 

"'---'---' _____ .,__ ____ K.__ _____ X 
Y ( l ncome)/GDP 

• Point "A" indicates initial equi l ibrium when  AD = C + I 
and equi l ibr ium GDP = OJ 

• Point 'B" indicates equil ib r ium when AD = C + I + Lil and 
equi libri um GDP = OK. It shows the impact of Lil .  

OJ is  the i n it ial level of eq u i l i b ri um  G D P. Due  to add it ional 

i nvestment (M) ,  the AD-function sh ifts upward . It is now ind icated by 

C + I + M .  It causes an i ncrease in eq u i l i bri um GDP from OJ to OK.  

Add itional Investment has Multiplier Effect 
I n  F ig. 7, owing to an add itional i nvestment (M) ,  level of income 

increases from OJ to OK.  I ncrease i n  i ncome = JK. Compare it with 

the size of add it ional i nvestment (M) = EF. You wi l l  f ind increase in 

income is more than the increase i n  i nvestment (J K > EF) .  Th is offers 

the conclus ion that add itional i nvestment carries a mu lt ip l ier effect on 

the level of GDP ( income or output) . Th is brings us to the concept of 

mu ltip l ier. 
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5 .  INVESTM ENT MULTIPLIER AN D ITS M ECHANISM 

The Concept of Multiplier 

We have seen how additional investment (M) causes additional 
output (� Y) in the economy. We have noted that increase in output/ 
income (� Y) is many times more than the increase in investment (M). 
The factor by which the increase in output/income is greater than 
the increase in investment is called investment multiplier or output 
multiplier. It is measured as the ratio between increase in output/ 
income and increase in investment. 

Investment multiplier or output multiplier refers to the 'number of times by 
which the increase in output/income (!l Y) exceeds the increase in investment (M)'. It 
is measured as the ratio between change in output/income and change in investment. 

I l l ustration 

K = � Y Ll Y = Change in output/income [
Here, K = Multiplier 

l 
M M = Change in investment. 

If investment increases by t 1 5 crore and as a consequence, income 
increases by t 60 crore, it implies that increase in income (� Y) is 4 times 
the increase in investment (M). Accordingly, multiplier (K) = 4. 

K = t:,,.y = 60 = 4 
!:,,.I 1 5 

Relationship between Multiplier and 
MPC (Marginal Propensity to Consume) 

There is a direct relationship between multiplier and MPC. Higher the 
value of MPC, higher the multiplier and vice versa . In fact, multiplier 
is often estimated with reference to MPC, as under: 

1 
K = 

1- MPC 
This equation establishes a direct relationship between MPC and K .  

I l l u stration 

If MPC = 0.5, 

And, if MPC is 0.8 , 

Thus, increase in MPC implies increase in the value of multiplier. 

F@CUS 
ZON E  
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We know that, 
We also know that, 
Accordingly, 
Or, 

How do we find that K = 
1 

_ 
1 

K = 
t.Y 
ill 

. (i) 

Y = C + I  (in a state of equilibrium) 
t.Y = t.C + Af 
Af = t.Y - t.C 

(Here, Af = Change in investment; t. Y = Change in income; and t.C = Change in consumption.) 
Putting the value of Af in equation (i), we get 

t. 
y K = t.Y - t.C 

Dividing right hand side of the equation by t. Y, 
t. Y  

K = t. / y t. C  = +c or K = l _ �PC ( -. · MPG = �� ) 
t.Y - t.Y l - t.Y 

Since MPC + MPS = 1 ,  or  MPS = 1 - MPC, we can also write that, 
7 

K = MPS 
Implying that multiplier is the reciprocal of marginal propensity to save. Higher the value of MPS, 
lower the value of K. 

Let us understand the logic behind the direct relationship between 
MPC and multiplier. It runs like this: 
• Additional investment (M) means additional expenditure in the 

economy; additional expenditure means additional income (� Y) in 
the economy. 

• Thus, if M = 100, then �Y = 100, as soon as investment expenditure 
is incurred. 

• Let us take this �Y as increase in income in the round-1. 
• This �Y (=100) would be split into �C and �S. Because a part of 

income is spent and a part of it is saved. 
• In round-2, �C would be converted into � Y (because �C is 

expenditure and expenditure causes income). 
Here, comes an important point: 
Higher value of MPC would mean higher �C. 
Example: If MPC = 0.4, then �C = 0.4(100) = 40. 

If MPC = 0.6 , then �C = 0.6(100) = 60. 
Accordingly, � Y in round-2 (which is equal to �C) would depend on 
the value of MPC. Higher MPC would mean higher � Y. 

• Conversion of �C into � Y continues in various rounds. And, in all 
the rounds, higher MPC would cause higher �C and therefore, 
higher �Y. 
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• Hence the conclusion that, higher the value of MPC, higher is the 
generation of income caused by a given increase in investment. Or 
that, higher the MPC, higher is the value of investment multiplier. 

I 
There are so many rounds of increase in income (f'.. Y) caused by increase in investment (M). In the 
1st round, f'.. Y = M. But in each subsequent round, f'.. Y = f'..C. Since the value of f'..C depends on MPC, 
we can conclude that higher MPC implies higher f'..C and, therefore, higher f'.. Y in different rounds 
of income generation. Implying that, higher MPC causes higher value of investment multiplier. The 
section on multiplier mechanism should explain this point further. 

t>TS 
Q. 1. I n  an economy, government makes some add itiona l i nvestment. F ind its va l ue  when M PC = 0.5 and 

i ncrease i n  income = t 1,000. 
Ans. We know, 

K (mu ltip l ier )  = !; 

We a lso know that, 
1 

K =
l - M PC 

1 Substituting the va lue  of M PC, K = 1 _ 0 .5 

We know, 

Thus, 

= __!_ = 2 0.5 
!::..Y 

K = - and M = 1 000 
!::..I , 

1, 000 
-- = 2  

!::..I 

1, 000 
M = -2- = 500 

Additiona l  investment by the government = t 500. 
Q. 2 . If M PC = 0.75, how m uch add itiona l  i nvestment is req u i red to i ncrease i ncome by t 600? Also, fi nd the 

mu ltip l ier. 

Ans. 

We know, 

So that, 

K (mu ltip l ie r )  = 
1 _ �PC 

= 1 = -1- = 4 1 - 0.75 0. 25 
!::..Y 

K = � 

M = 
!::..Y 
K 

= 600 = 150 4 
Thus, add itiona l i nvestment of t 150 is requ i red to increase i ncome by t 600 and the va l ue  of 
mu ltip l ier = 4. 
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Q. 3. F ind M PC when i nvestment mu ltip l i er = 1 .  
Ans. K (mu ltip l ier) = 1 _ �PC 

1 
G iven that, 1 _ M PC = 1 

=> 1 = 1 - M PC 
=> M PC = 1 - 1  = 0 
Thus, when K = 1, M PC = 0. 

Q. 4 .  Find the va l ue of m u lti p l ier  when M PC = M PS . 
Ans. We know, M PC + M PS = 1 

When M PC = M PS, each parameter m ust be equa l  to 0.5 .  
1 1 

Now, K = M PS = O.S = 2 . 

Multiplier Mechanism 
Table 3 il lustrates the multiplier mechanism. It is based on the 
assumption that MPC = 0.5. 

Round 

1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

Tota l 

Table 3 . Multiplier Process (Assumption: MPC = 0.5) 
Increase in 

Investment 

Expend iture 

(� crore) 

100 

100 

Change in Induced Change Leakage or 

Income (fl V) in Consumption Saving 

(� crore) (MPC = 0.5) (� crore) 

(� crore) 

100 50 .00 50 .00 

50 25 .00 25.00 

25 12 .50 12 .50 

12 .50 6 .25 6 .25 

6 .25 3 . 12 3 . 12  

3 . 12  1 . 56 1 .56  

1 .56 0 .78 0 .78 

0 .78 0 .39 0 .39 

0 .39 0 .20 0 .20 

0 . 20 0 . 10 0 . 10 

200 100 100 

(F igures approximated up to 2 decima l  points . )  

(i) Table 3 shows that as a result of initial increase in investment 
by � 100 crore, there is increase in income by � 100 crore in 
round-1. Our assumption is that MPC is 0.5. Hence, because of 
the increase in income by � 100 crore, consumption will increase 
by � 50 crore and remaining � 50 crore will be saved. 

(ii) In round-2 , because of expenditure of � 50 crore on consumption, 
there will be an increase in income by � 50 crore. Now, �Y (= � 50 
crore) would be split into �C = � 25 crore and �S = � 25 crore. 
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(iii) On account of increase in consumption expenditure by t 25 crore, 
there will be increase in income by t 25 crore in round-3. 
Now, AV (= t 25 crore) would be split into AC = t 12.5 crore and 
AS = t 12.5 crore. Accordingly, in round-4 income will increase 
by t 12.5 crore. 

(iv) In different time periods, as shown in the table, income will go 
on increasing as a result of increase in consumption expenditure. 
Total increase in income = t 200 crore. Since, increase in 
investment (AI) = t 100 crore, and increase in income (AV) 
= t 200 crore, it follows that multiplier = 2. 

K = 

ll.V 
= 

200 
= 2 fl.I 100 

Or, 1 
K = 

1- MPC 
1 

=
-1-

= 2 1- 0.5 0.5 
Obviously, higher MPC would have caused greater increase in income, 
implying a higher value of multiplier. 

Forward Action and Backward Action of Multiplier 
Multiplier action is 'forward' when there is a multiple increase in 
income caused by an increase in investment. 
On the other hand, multiplier action is 'backward' when there is a 
multiple decrease in income caused by decrease in investment. 
Thus, if investment increases by t 100 crore and MPC = 0.5, there 
will be increase in income 2 times the increase in investment. This is 
forward action multiplier. 

AV = KAI 
= 2(100) = 200 

1 
K = 1 - MPC 

1 
=

-1-
= 2 1- 0.5 0.5 

On the other hand, if investment decreases by t 100 crore and MPC 
= 0.5, there will be decrease in income 2 times the decrease in 
investment. This is backward action multiplier. 

AV = K(-AI ) 
= 2(- 100) 
= -200 
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1 
K = 1 - MPC 

1 = -1- = 2 
1 - 0 . 5  0 . 5  

Briefly, in case of forward action multiplier, the equilibrium level 
of income increases, and in case of backward action multiplier, the 
equilibrium level of income decreases. 

t>TS 
Q. 1 .  B riefly exp la i n  the mu ltip l ier  p rocess. 
Ans . The working of the m u ltip l ier assumes the fo l lowing process :  

M ------• M ------• LiC ------• M 

Change i n  investment ca uses cha nge i n  income .  As a resu l t, there is change in consumption. 
Consumption expend itu re of one person is a n  i ncome of the other. Hence, change i n  consumption 
leads to cha nge in  i ncome.  This process continues ti l l  LiC red uces to zero. M PC is the core factor in the 
process of income generation .  H igher the M PC, g reater is  the convers ion of income into consumption 
expenditure .  Accord ingly, greater is  the generation of income.  Beca use, u ltimate ly it is expend iture 
wh ich is converted into income.  Expenditu re is a n  injection into the i ncome generation process, 
saving i s  a leakage. 

Q. 2 . What wi l l  be the va lue of mu ltip l i e r  if entire add itiona l income is converted i nto add itiona l 
consumption? 

Ans. I n  such a s ituation, LiC = Li Y (or cha nge in  consumption = cha nge i n  income) or that 

Li( M PC = - = 1 

Accord ingly, K (or mu ltip l ier )  wou ld  be :  

1 1 1 K = = -- = - = oo 
1 - M PC 1 - 1  0 

The mu ltip l ier  va l ue  wou l d  tend towa rds i nfin ity. 
Q. 3. In an economy i nvestment expenditure increased by t 400 c rore and ma rg ina l  p ropens ity to consume 

is 0 .8. Ca lcu l ate increase in  i ncome and i nc rease in  saving. 

Ans. Mu ltip l ier ( K) = 1 = --1- = -1- = s 
1 - M PC 1 - 0 .8 0 . 2 

M PS = 1 - M PC = 1 - 0.8 = 0 .2 
I nc rease i n  I ncome = K x Lil = 5 x 400 = t 2,000 c rore .  
I nc rease i n  Saving = M PS x LiY = 0.2 x 2,000 = t 400 crore . 
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Power Poi nts & Revision Window ----------------

Equ i l i br ium Output imp l ies e q u i l i b r i um  i n come  as wel l as eq u i l i b r i u m  em p loyment .  It a lso imp l i es  

j 1 
equ i l i b r i um  G D P  when  we a re cons ideri ng a c losed economy. 

Equ i l i brium is Struck when AS = AD ( imply i ng that p l anned  output = p l a n ned  demand ) .  
O r, whe n  S = I ( imply i ng that p l a n n ed  savi ng = p l a n ned  i nvestment ) .  

Equ i l ibr ium Situation i s  that s i t uati o n  when  what  i s  p l an ned to  be prod u ced i s  exact ly equa l  to 
what p l a nned  to be pu rchased d u r i ng a given per iod of time .  The producers do not suffer :  ( i )  t he  
loss due  to  excess stocks, or  ( i i )  t he  l oss d u e  to  l ack  o f  stocks . When  AS = AD :  act ua l  stocks (with 
prod u ce rs ) = des i red stocks (with prod u ce rs ) . 

Adjustment Mechanism: When AS > AD o r  when  AD > AS, the  eq u i l i b r i u m  is restored t h rough cha nges 
i n  AS ( p l a n ned output) ,  as i t  is assu med to be pe rfect ly  e l astic, ow i ng  to the existen ce of excess capa c ity 
in the economy. 

Sh ift in Equ i l ibr ium occ u rs when add iti o na l  i nvestment ca uses i n c rease in the  l eve l of i ncome t h rough 

l 
a n  u pwa rd s h ift i n  AD .  

Additional investment has  a m u lti p l i e r  effect on the  l eve l of i ncome .  Add itiona l  i nvestment ca uses a 
pos iti ve m u lti p l i e r  effect on  the  l eve l of i ncome .  

l nvestment

]

Mu lti p l ier  is the  ratio  between cha nge i n  i n
�Y

me  and  cha nge i n  i nvestment .  

K = Af 
{He re, K = M u lti p l i e r; /'1Y = Cha nge i n  i n come; /'1I = Cha nge i n  i nvestment . )  

Re lation between Multip l ier  and  M PC: M u ltip l i e r  i s  pos iti ve ly related t o  M PC ( o r  i nverse ly 
re lated to M PS ) .  H igher  t he  M PC, h i ghe r  the  m u lti p l i e r  and  sma l l e r  the M PC, sma l l e r  t h e  
m u lti p l i e r  w i l l  be .  Th us, 

K = ---
1 - M PC 

1 
M PS 

I nvestment Mu ltipl ier  Works through Change in  Consumption :  I n iti a l  i n c rease i n  i n come  
due  to  i n i ti a l  i nvestment  expe nd i tu re ca uses i n c rease i n  co nsu m ption  wh i ch ( because i t  i s  a n  
expend i t u re )  becomes  somebody's i n come aga i n .  S o  greater t he  add i ti o na l  consu m ption (/'1C) 
out of add i ti o n a l  i n come (/'1Y), greate r is the ge ne ration  of i n come .  O r, greate r the marg i n a l  
p ropens i ty to  consu me {1'1C/1'1Y) ,  greate r wi l l  be the va l u e  o f  the m u lti p l i e r. 

Forward and Backward Action of the Multipl ier: I nvestment mu lti p l i e r  works both ways, positive and  
negative . 

( i )  Add itiona l  i nvestment ca uses m u ltip l e  i n c rease i n  i n come .  Th i s  is fo rwa rd action  of the  m u lti p l i e r. 
( i i )  Decrease i n  i nvestment  ca uses a m u ltip l e  decrease i n  i ncome .  Th i s  is backwa rd action  of the 

m u lti p l i er. 
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rEXERC I S Ej 
1 .  Objective Type Quest ions (Remembering & U ndersta n d i n g  based Quest ions) 

A. M u lt ip le  Choice Quest ions 

Choose the correct option : 

1. S i nce AS = C + S and  AD = C + I, the equ i l i br ium w i l l  be esta b l i shed where C + S = C + I, or where: 
(a) s = I ( b )  s > I 
(c )  S < I  ( d )  a l l  of these 

2 .  Equ i l i bri um level of i ncome/output and employment is viewed from which of the fo l lowing 
approaches? 
(a) AS = AD app roach ( b )  S = I app roach 
(c )  Both ( a )  and ( b )  ( d )  None o f  these 

3 .  Keynes theory of GDP determ ination is based on the assu mption of: 
( a )  a c losed economy (b )  short pe r iod ana lys i s  
(c )  AS i s  pe rfectly e la stic ( d )  a l l  of these 

4. On account of a n  i njection of aggregate demand, equ i l i b ri u m  leve l of i ncome:  
( a )  i n c reases (b) decreases 
(c )  rema i n s  constant (d) none of these 

5 .  If aggregate demand i ncreases, aggregate supp ly wi l l  i ncrease on ly when there is :  
(a) excess capacity 
( b )  unde r  uti l i sation of the existing resou rces 
(c) over uti l i sation of the existing resou rces 
(d) both (a) and ( b )  

6.  I ncrease i n  the  level o f  emp loyment leads to  proportionate increase i n  output, because:  
( a )  more effi c i ent techno logy i s  used ( b )  techno logy rema i n s  constant 
(c )  l ess effic ient techno logy i s  used (d) none of these 

7 .  Keynes d iscusses equ i l i bri um level of output, us ing the concept of: 
( a )  autonomous i nvestment ( b )  i n d uced i nvestment 
(c )  both ( a )  a nd  ( b )  ( d )  none o f  these 

8.  I nvestment which is independent of the leve l of income is ca l led :  
( a )  autonomous i nvestment 
( b )  i n duced i nvestment ( i nvestment as i n d uced by the leve l of GDP i n  the economy) 
(c) fixed i nvestment 
( d )  i nventory i nvestment 

9. Ex-a nte savi ng refers to: 
(a) des i red savi ng d u ri ng  the pe r iod of one yea r 
( b )  p l an ned savi ng d u ri ng  the per iod of one yea r 
(c )  actua l  savi ng d u ri ng  the pe r iod of one yea r 
( d )  both ( a )  a nd  ( b )  
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10. M u lti p l ier = 

( a )  
ll.Y 
ll.S 

(b )  fl. y 

fl.I 
(c )  fl.I 

ll.Y 
(d )  fl. y 

ll.C 
11 .  If M PC = 0.9, then va l ue  of mu lti p l ier  wi l l  be:  

12.  

( a )  6 ( b )  9 
(c )  10 (d) 12 

M u lti p l ier  is estimated as :  
1 1 ( a )  M PC (b )  1 - M PC 

1 1 (c )  
l + M PC (d )  1 - M PS 

13 .  If M PS = ! , the va l ue  of m u ltip l ier w i l l  be :  

( a )  4 
(c )  8 

14. If M PC = 0, the m u lti p l ier  w i l l  be :  
( a )  1 
(c )  2 

15 .  If M PC increases, va l ue  of m u ltip l ier  wi l l :  
( a )  i ncrease 

(b) 2 
( d )  6 

( b )  0 
( d )  OC) 

( b )  decrease 
(c )  rema i n  consta nt (d) i ncrease as  much  as the i ncrease in M PC 

16. If margi na l  propens ity to save decreases, the va l ue  of the mu lti p l ier  wi l l :  
( a )  i ncrease (b) decrease 
(c )  rema i n  consta nt (d) decrease as much as the decrease in M PS 

17. If M PC = M PS, the va l ue  of m u lti p l ier  w i l l  be:  
( a )  0 ( b )  1 
(c )  2 ( d )  OC) 

18. If enti re add itiona l  i ncome is converted i nto add itiona l  cons umption, the va l ue  of m u ltip l ier w i l l  be:  
( a )  2 ( b )  0 
(c )  1 ( d )  OC) 

19. If i nvestment increases from 400 to 550 and  i ncome increases from 900 to 1,650, the M PS shou ld  
be equa l  to: 
(a) 0 . 1  ( b )  0 .2  
(c )  0 .3  ( d )  0 .4 

20 .  If i ncome i ncreases from 2,500 to 3,900, and  a utonomous i nvestment increases by 350, the M PC 
shou ld  be: 
( a )  0 .9 ( b )  0 .8 
(c )  0 .75 ( d )  0 .6  

Answers 

1 .  ( a )  2 .  ( c )  3 .  ( d )  4 .  ( a )  5 .  ( d )  6 .  ( b )  
11 .  (c )  12 .  (b )  13 .  (a )  14. (a )  15 .  (a )  16 .  (a )  

7 .  (a )  8 .  (a )  9 .  ( d )  10 .  ( b )  
17 .  ( c )  18 .  ( d )  19 .  ( b )  20 .  (c )  
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B. F i l l  i n  the Bla n ks 

Choose appropriate word and fi l l  in the b lank: 

1 .  refe rs to the des i red l eve l of output i n  the economy. 
(Aggregate demand/Aggregate supp ly) 

2 .  Eq ua l ity between AS and  AD imp l ies the eq ua l ity between 
3 .  When AS = AD, actua l  stocks w ith  the p roducers i s  

p roducers .  

. (Y and  AD/Y and  AS) 
des i red stocks with the 
(equa l  to/greate r tha n )  

4. Ex-post i nvestment refers to i nvestment in the economy d u ri ng the per iod of 
one yea r. ( actua l/p l a n ned )  

5 .  Keynes d iscusses the theory of  eq u i l i b r i u m  GDP i n  the context of  a n  economy i n  a state of 
demand .  (defic ient/excess) 

6 .  Owi ng to an add itiona l  i nvestment, l eve l of i ncome ( i n c reases/ decreases) 

7 .  M u lti p l i e r = 
( M �C / 1 - � PC ) 

8. M u lti p l i e r  action i s  
i n c rease i n  i nvestment .  

when there i s  a mu lti p l e  i nc rease i n  i ncome ca used by an 
(forwa rd/backwa rd ) 

9 .  M u lti p l i e r  is the of marg i na l  p ropens ity to save . 
( reci p rocal/percentage express ion )  

10 .  When the leve l of  savi ng i nc reases by  � 300 cro re and  i ncome i nc reases by  � 900 crore, va l ue  of 
m u lti p l i e r  wi l l  be (2/3 ) 

Answers 

1. Aggregate supp ly 2. Y and  AD 
1 6. increases 7 .  1 _ M PC 

C. True or Fa lse 

3 .  equa l  to 

8 .  forward 

State whether the fol lowing statements are True or False: 

4. actua l  

9 .  rec iproca l 

1. When Y > AD, the p roducers suffer l osses because of excess ive stocks. 
2 .  In the context of eq u i l i b r i u m  GDP, des i red i nvestment expend itu re is 

assumed to be a utonomous .  
3 .  The 45 ° l i ne  i nd i cates that AS and  GDP a re identica l  to  each other. 
4. S < I imp l ies a s i tuation when a fa l l  i n  expend itu re th rough 'S' is l ess 

than the r ise in expend itu re th rough 'I' . 
5 .  An open economy has no economic  re l ations  with rest of the world .  
6 .  I f  M PC = 0 .5, va l ue  o f  mu lti p l i e r  wi l l  b e  2 .  
7 .  H igher  M PC ca uses h igher  va l ue  o f  i nvestment m u lti p l i e r. 
8. When i nvestment m u lti p l i e r  is 1, the va l ue  of ma rgi n a l  p ropens ity 

to consu me i s  a l so equa l  to one .  
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9 .  Autonomous i nvestment cu rve is a verti ca l  stra ight l i n e  s hooti ng from the X-ax is .  
10. In case of backwa rd action mu lti p l i e r, the eq u i l i b r i um  l eve l of i ncome decreases . .  

(True/Fa l se )  
(True/Fa l se )  

Answers 

1. True  2 .  True  3 .  True 4. True  5 .  Fa lse 6 .  True  7 .  True  8 .  Fa lse 9 .  Fa lse 10 .  True  

D. M atch ing the Correct Statements 

I .  From the set of statements given in Column I and Column I I ,  choose the correct pair of statements: 

Column I Column I I  

( a )  AS < AD ( i )  Some of  the  goods would rema in  unso ld 

(b )  Eq u i l i b r ium G D P  ( i i )  Ex-ante investment 

(c) Pe rfectly e l a stic  AS ( i i i )  No excess capac ity in the economy 

(d) Savi ng ( iv) Negatively related to i ncome 

(e) Mu lti p l ier  
1 

(v) 
1 - M PS 

Answer 

( b) Equ i l i briu m  GDP-( i i ) Ex-ante i nvestment 

I I .  Identify the correct sequence of a lternatives g iven in Column II by matching them with respective 
items in Column I :  

Column I Column I I  

( a )  Ex-ante savi ng ( i ) P l anned output 

(b )  Mu lti p l ier  ( i i )  AS = AD 

(c) Aggregate supp ly ( i i i )  Mu lti p l ier = 5 

(d )  Eq u i l i b ri um  income ( iv) Des ired saving 

(e)  MPC = 0 .8  
M 

(v) -SI 

Answers 

(a )-( iv), ( b)-(v), (c)-( i ), (d )-( i i ) ,  (e)-( i i i ) 

E .  'Very Short Answer' Objective Type Questions 

1 .  G ive the mean ing of aggregate demand .  
Ans .  Aggregate demand  is the tota l demand for goods and  services i n  a n  economy, measu red i n  te rms  of 

tota l expend i ture .  
2 .  Define aggregate supp ly. 

Ans. Aggregate supp ly refers to p l an ned output i n  the economy. Th is  is the output wh ich  the producers 
wish to p roduce d u r i ng a n  accou nti ng yea r. 
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3 .  How do you define  equ i l ib r ium leve l of income? 
Ans. Eq u i l i b r i um l evel of i n come i s  that level of i n come where AS = AD. A lso, eq u i l i b r i um  i n come is struck 

when S = I .  

4. What is autonomous i nvestment? 
Ans.  Autonomous i nvestment refe rs to i nvestment wh ich i s  i ndependent of the rate of i nte rest and the 

l eve l of  GDP i n  the economy. 

5 .  What is meant by ex-a nte i nvestment? 
Ans. Ex-a nte i nvestment refers to des i red (or p l anned )  i nvestment correspond ing  to d ifferent i ncome 

l eve l s  i n  the economy. 

6. What is meant by ex-post i nvestment? 
Ans. Ex-post i nvestment refe rs to actua l  i nvestment in the economy d u r i ng the per iod of one yea r. 

7. What a re 'desi red stocks' with the producers? 
Ans. Des i red stock is that leve l of stock where AS = AD and the prod ucers a re in a state of eq u i l i b r i um .  

8 .  What a re 'actua l  stocks' with t h e  p roducers? 
Ans. Actua l  stocks i n c l ude  both des i red as we l l  as u ndes i red stock. It ca n be ca l cu l ated as :  

C los i ng  stock - Open i ng stock 

9 .  When a re actua l  stocks greater than the des ired stocks? 
Ans. When aggregate demand  fa l l s  short of the expectations of the prod ucers, a nd  some output rema i n s  

u nso l d .  

10 .  When  a re actua l  stocks less than the  des ired stocks? 
Ans. When aggregate s upp ly fa l l s  short of aggregate demand ,  and  the producers suffer  a l oss due  to 

u nfu lfi l l ed demand .  

11 .  Define investment mu ltip l ier. 
Ans. I nvestment m u l ti p l i e r  is the ratio of a cha nge i n  i n come to a given cha nge i n  i nvestment .  

12.  G ive a formu la  of mu ltip l i er. 

Ans. Mu l ti p l i e r  ( K) = :; . 

Al so, 1 1 
K = 

1 - M PC 
= 

M PS . 

13 .  If the va lue of mu ltip l ier  is 4, what w i l l  be the effect on the i ncome of an  economy if i nvestment 
i ncreases by � 100 crore? 

Ans. I n come w i l l  i nc rease by � 400 crore .  

14 .  If margi na l  p ropensity to  save is 0.25, how many ti mes w i l l  i ncome i ncrease i n  response to  a given 
i ncrease i n  investment? 

Ans. 4 times .  

15 .  If margi na l  p ropens ity to consume is 0 .5, what w i l l  be the va lue of the mu ltip l ier? 
Ans. Mu l ti p l i e r = 2 .  

1 6 .  F i n d  out t he  va lue o f  t he  mu ltip l ier, i f  M PC is zero. 
Ans. Mu l ti p l i e r = 1 .  
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2. Reason-based Questions (Comprehension of the Subject-matter) 

Read the fo l l owing statements ca refu l ly. Write True or Fa lse with a reason . 

1. I ncrease i n  i nvestment causes a backward shift i n  the equ i l i briu m  level of income and output. 
Ans. Fa l se .  I nc rease in i nvestment ca uses i nc rease in AD. Accord i ng ly, it wou l d  lead to a forwa rd sh ift i n  

t h e  eq u i l i b r i um  leve l o f  i n come and  output .  
2 .  I n  case AS = AD, there is  a n  obvious equa l ity between S and  I .  

Ans. True .  The equa l ity between AS and  AD imp l i es the equa l ity between S and  I .  Accord i ngly, there i s  
on ly one level of eq u i l i b r i um output when AS = AD and  S = I .  

3 .  Ex-post i nvestment ca nnot be less than ex-a nte i nvestment.  
Ans. True .  Because, ex-post i nvestment inc ludes i nvestment both i n  des ired as we l l  as undes ired stocks (with 

the producers) wh i le  ex-ante i nvestment i nc ludes i nvestment on ly i n  desi red stocks. 
4 .  In the context of equ i l i bri u m  GDP, des i red AS = des i red AD. 

Ans. True .  Eq u i l i b r i um  G D P  is ach ieved where des i red AS = des i red AD. Actua l  AS i s  a lways eq ua l  to actua l  
AD, as i n  nationa l  i n come accou nti ng .  

5 .  Actua l  AS is  a lways equa l  to actua l  AD. 
Ans. True .  Because i n  the estimation of actua l  AD, we assume that u nso ld stocks a re pu rchased by the 

p rod ucers themse lves .  In other  words, u nso ld  stocks a re t reated as  i nventory i nvestment of the 
p rod ucers .  

6 .  The p roducers suffer losses when actua l  stocks a re less than the desi red stocks. 
Ans. True .  When the actua l  stocks a re l ess than  the des i red stocks, the producers suffer  the loss of 

u nfu lfi l led demand .  
7 .  M u ltip l i e r  p rocess assumes t he  existence o f  excess capacity i n  t he  economy. 

Ans. True .  Without excess capacity, output ca n not i nc rease i n  response to the i ncrease i n  i nvestment 
d u ri ng  the short per iod . 

8. There is a d i rect re lationsh i p  between M PC and  va l ue  of i nvestment m u ltip l ier. 
Ans. True .  There is a d i rect re lationsh i p  between M PC and  va l ue  of i nvestment mu l ti p l i e r. H igher  the va l ue  

o f  M PC, h i g he r  t he  i nvestment mu lti p l i e r  and  vice versa. Beca use, 
1 

K = 1 - M PC 
9. Equ i l i bri um leve l of output increases proportionate to the i ncrease i n  i nvestment i n  the economy. 

Ans. Fa l se .  I nc rease i n  i nvestment has  a mu l ti p l i e r  effect on the eq u i l i b r i um  l eve l of output .  Accord i ng ly, 
output i nc reases p roportionately greate r than  the i ncrease i n  i nvestment .  

10. I n  the Keynesian  model of equ i l i bri um G D P, AS is assumed to be perfectly e lastic .  
Ans. True .  In the Keynes ian model of eq u i l i b r i um GDP, AS i s  assu med to be pe rfectly e lastic, imp ly ing that 

AS co i nc ides with AD at a l l  l eve ls  of AD. 
11 .  I n  the Keynesian model, short per iod equ i l i bri u m  is d iscussed with reference to consta nt pr ice leve l .  

Ans .  True .  Pr ice l evel rema i n s  constant beca use Keynes assumes that AS  i s  pe rfectly e l a sti c owing to  the 
exi stence of excess ca pacity. 

12.  Output a lways i ncreases when AD i ncreases. 
Ans.  Fa l se .  In response to i ncrease in AD, output i nc reases on ly  ti l l  fu l l  emp loyment eq u i l i b r i um  i s  struck 

i n  the economy. 
13 .  If I >  S, leve l of Y must r ise. 

Ans. True .  When I >  S, it imp l i es that AD > AS . I t  wi l l  lead to a r ise in the level of output. But only up to the 
point of fu l l  emp loyment, or  only ti l l  the exi stence of excess ca pacity in the economy. 
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14. Equ i l i bri u m  G D P  refers to a s ituation when : actua l  stocks = des ired stocks. 
Ans. True .  Eq u i l i b r i um  GDP  i s  atta i ned when actua l  stocks = des i red stocks . I t  imp l ies that the prod ucers 

do not suffer the bu rden of u nwanted stock  or the loss of u nfu lfi l l ed demand .  
15 .  Equ i l i bri u m  G D P  refers to  a s ituation when : i njections = withdrawa ls .  

Ans. True .  Eq u i l i b r i um GDP i s  ach ieved when S = I .  S i nce S refers to withd rawa l of expend itu re ( known 
as  withd rawa l i n  terms of S) from the c i rcu l a r  flow and  I refe rs to i njection of expend itu re i nto the 
c i rcu l a r  flow. At the po int of  eq u i l i b r iu m, i njections = withdrawa l s .  

16 .  Perfect ly e lastic AS  means  AS  adjusts itself to  a l l  leve ls  of  AD. 
Ans. True .  Perfect ly e lastic AS imp l ies that whenever AD is greater than or less than AS, it is AS that adju sts 

itse lf  to AD to restore the eq u i l i b r i um .  Adj ustment of AS becomes poss i b l e  because of the existence 
of excess capac ity i n  the economy. 

17.  Autonomous i ncrease i n  i nvestment a lways causes an  a utonomous increase i n  i ncome.  
Ans. Fa l se .  Wh i l e  i nvestment is a utonomous, i nc rease i n  i n come is  i nd uced th rough i ncrease i n  expend itu re 

wh ich  depends u pon the ma rg i na l  p ropens ity to consume .  
18 .  Va l ue  of  marg ina l  p ropensity to  save and  i nvestment mu ltip l ie r  a re i nverse ly re lated . 

Ans. True .  Ma rgi na l  p ropens ity to save (M PS) and  mu l ti p l i e r  a re i nve rse ly re lated . H igher  the M PS, l ower 

the mu lti p l i e r  and  lower the M PS, h igher  the m u l ti p l i e r,  as  K = 
M�S . 

19. Zero M PC imp l ies zero m u ltip l ier. 

Ans. Fa l se .  Beca use M u l ti p l i e r  ( K) = 
1 _ �PC 

1 1 
When : M PC = O, K = -- = - = 1 

1 - 0  1 

The refore, when margi na l  p ropens ity to consume ( M PC) is ze ro, the va l ue  of mu l ti p l i e r  w i l l  be one .  
I t  means that i ncrease i n  i ncome w i l l  j u st be equa l  to  i nc rease i n  i nvestment .  

20. When i nvestment mu ltip l ier  is 1, the va l ue  of marg ina l  p ropensity to consume is a lso 1 .  
Ans. Fa l se .  When i nvestment mu lti p l i e r  i s  1, ma rg i na l  p ropens ity to consume i s  zero .  Th is  i s  beca use :  

M u l ti p l i e r  ( K) = 
l - �PC 

G iven K = 1, we may write that 
1 

1 - M PC 
= l 

1 = 1 - M PC 

M PC = 1 - 1  = 0 
21 .  Va l ue  of i nvestment mu ltip l ier  va ries between zero and  infin ity. 

Ans. Fa l se .  Va l ue  of i nvestment mu lti p l ie r  va r ies between one a nd i nfi n ity. The m i n imum va l ue  of 
i nvestment m u l ti p l i e r  is 1. I t  ca n neve r be less than  one beca use M PC i s  neve r negative . At least it 
i s = 0, and at most it i s = 1 .  

I n  case M PC = 0, 

I n  case M PC = 1, 1 1 1 
K = 

1 - M PC 
= 

1 - 1  
=

o
=

oo 

So that, va l u e  of K (mu l ti p l ier )  a lways va r ies between 1 and  CXJ.  
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22. If the ratio of marg ina l  p ropens ity to consume and  margi na l  p ropensity to save is 8 : 2, the va l ue  of 
i nvestment m u ltip l ier  w i l l  be 4. 

Ans. Fa l se .  Beca use, if the ratio of margi na l  propens ity to consume and  ma rg i na l  propens ity to save i s  
8 :  2 (or  4 :  1 ) ,  M PC wi l l  be 0 .8 and  M PS = 0 .2  ( beca use M PC + M PS = 1 and  M PC i s  4 times M PS ) .  I n  
such  a case, 

Deta i l s :  

1 
K = 1 - M PC 

= _1_ = _1_ = 5 1 - 0.8  0 . 2  

Let us  ass ume  that  M PC = 4x and M PS = lx, as  ratio of  M PC and  M PS = 4 :  1 .  
We know, 

M PC + M PS = 1 => 4x + lx = 1 
1 => 5x = 1 => x = - = 0 .2  ( im p ly ing M PS = 0 .2 )  
5 

Accord i ng ly, M PC = 4 x 0 .2  = 0 .8 .  

3. HOTS & Applications 

1 .  In a s ituation when p l anned S > p l anned I, i nventory i nvestment of the producers is expected to be 
l a rger than desi red . Do you agree? 

Ans. When p l an ned S > p l an ned I, some output wou l d  rema i n  u nso ld and  p rod ucers wi l l  have u ndes i red 
stock of goods .  Hence, the given statement i s  correct. 

2 .  H igher saving i nduces greater i nvestment. Comment. 
Ans. The given statement i s  i ncorrect. Accord i ng to Keynes, savi ng ca uses a l eakage i n  the c i rcu l a r  flow of 

income. H igher saving imp l ies lower consumption which reduces the inducement to invest. 
3. Is actua l  stock equa l  to desi red stock with the p roducers on ly  in a state of fu l l  emp loyment? 

Ans. No, eq ua l ity between des i red stock and actua l  stock  with the prod ucers refe rs to the state of 
eq u i l i b r i um  where AS = AD. This may occu r  with or  without the state of fu l l  emp loyment .  

4 .  Is it correct that  a tax on the househo lds reduces the i r  M PC? 
Ans. No, it i s  not correct. A tax on the househo lds  on ly red uces the i r  d i sposa b l e  i ncome .  

5 .  If I < S ,  AS tends to contract. Defend or  refute. 
Ans. The above statement i s  correct. When I < S, prod ucers w i l l  have u ndes i red stock .  In o rder  to c lear 

the ir  stock, the producers wou ld  l i ke to produce less output imp lying AS tends to contract. 
6. Is  S a lways a vi rtue, as it is  a sou rce of i nvestment? 

Ans.  Sav ing i s  not a lways a vi rtue .  Savi ng i s  a vice as we l l .  I nc reas ing S ca uses a cut in consum ption 
expend itu re .  Im p ly ing a cut i n  AD. Accord i ng ly, economy may be d riven i nto a state of 
u nde remp loyment/u nemp loyment .  

7 .  Do you agree that by ra is ing the level of  i nvestment i n  the economy, the govern ment i ntends to 
ra ise the va lue  of output mu ltip l ier? 

Ans. No, by ra i s i ng  the level of i nvestment, the government i ntends to i ncrease the leve l of AD i n  the 
economy. That has noth i ng to do with the mu l ti p l i e r  wh ich,  i n  tu rn, depends on ma rg i na l  propens ity 
to consume of the consumers .  Hence, the given statement is i ncorrect. 

8.  Why do we consider imports as a negative component of AD? 
Ans. I m ports a re cons idered as  a negative component of AD, beca use imports a re opposite of exports 

wh ich  is a positive com ponent of AD.  
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9 .  I n  a n  economy i ncome i ncreases by � 10,000 as a resu lt of a rise in i nvestment expend itu re by 
� 1,000. Ca lcu late: 

( i ) I nvestment m u lti p l ier. 
( i i ) Ma rg ina l  p ropens ity to consume.  

Ans. G iven, i nc rease i n  i ncome (AV) = �  10,000 
I ncrease in i nvestment expend itu re (AI) = �  1,000 

( i )  We know, 
l:!.V 10, 000 

I nvestment mu ltip l i e r  ( K) = � = l, OOO = 10 

( i i )  We a l so know, K = 1 - M PC 
1 => 1 10 = 1 - M PC 

1 
1 - M PC = -

10 
=> 1 - M PC = 0 . 1  

=> M PC = 1 - 0 . 1 = 0 .9  
( i )  I nvestment m u lti p l i e r = 10 .  
( i i )  Ma rgi n a l  propens ity to  consu me = 0 .9 .  

10 .  I n  an  economy, 75 per cent of  the i ncrease i n  i ncome is spent  on consumption .  I nvestment is 
i ncreased by � 1,000 crore. Ca lcu late : 

( i ) Tota l  i ncrease i n  i ncome.  
( i i ) Tota l  i ncrease i n  cons umption expend itu re .  

Ans. ( i )  75 per cent of the i ncrease in i n come is  spent on cons umption .  

We know, 

=> 
=> 

l:!.C 75 M PC = 
l:!.V = lOO = 0.75 

M u ltip l i e r  ( K) = 
l _ 

l
M PC = 

l 
= -

1-
= 4 1 - 0.75 0 .25 

K = l:!.V 
l:!.I 

AY = K x AI 
AV = 4 x 1,000 = 4,000 

( i i )  I nc rease in con sumption expend itu re (AC) 
= M PC x AV 

= 0 .75 x 4,000 ( " . "  M PC = !c , so that AC = M PC x AV) 
75 

V 
= 

lQO X 4,000 = 3,000 

( i )  Tota l i n c rease in i n come = �  4,000 crore .  
( i i )  Tota l i n c rease i n  consu mption expend itu re = �  3,000 c rore .  

11 .  If a utonomous expend itu re by the government increases by � 5,000, find i ncrease i n  equ i l i b ri u m  
GDP  when ha lf o f  i ncome i s  a lways spent on the pu rchase o f  goods for consum ption .  

1 Ans. AV = 
l - M PC x AA 

(where A is autonomous expend itu re by the government) 
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If ha lf of i ncome is a lways spent on the pu rchase of goods for consumption, it imp l ies that M PC = 0 . 5 .  
Th us, 

1 5, 000 
AV = 

1 - 0 . 5  x 5, 000 = o.s = 10, 000 

I n crease in eq u i l i b r i um  GDP = � 10,000 . 
12 .  F i nd  i ncrementa l i nvestment when equ i l i b r i um G D P  i ncreases by � 50,000 and  ha lf of add itiona l  

i ncome is a lways saved i n  the economy. 

Ans. Cha nge i n  savi ngs = 50, 000 x � = 25, 000 

We know, 

We know, 

Or, 

Now, M PS = 0 .5 ,  we get 

dS 25, 000 
M PS = 

dY = 50, 000 = 0 . 5  

M u l ti p l i e r  ( K) = 
l - �PC = 

l 
M PS 

K = 

dY 
di 

LH = 
dY 
dK 

50, 000 

2 
= 25,000 

I n crease in GDP  by � 50,000 i s  ca used by i ncrease in i nvestment of � 25,000 . 
13 .  The savi ng fu nction of an  economy is S = -200 + 0.25V. The economy is i n  equ i l i b r i um when income 

is  equa l  to � 2,000. Ca lcu late: 
( i ) I nvestment expend iture at equ i l i bri um  level of i ncome. 
( i i ) Autonomous consum ption .  
( i i i ) I nvestment mu ltip l ier. 

Ans. ( i )  G iven, S = -200 + 0 . 25V 

I ncome (Y) = � 2,000 

At the eq u i l i b r i um  leve l , 

( i i )  At Y = 0, 

S = I 
-200 + 0 . 25V = I 

I = -200 + 0 . 25 (2,000 ) 
I = -200 + 500 = 300 

S = -200 + 0 . 25 (0 ) 
S = -200 - -

Autonomous consumption (C) = - (S) 

( i i i )  

= - (-200 ) = 200 

I nvestment mu lti p l i e r  ( K) = 
1 _ �PC = 

1 

1 
K = 

0 . 25 = 4 

M PS 

( i )  I nvestment expend itu re at eq u i l i b r i um level of i ncome = � 300 . 
( i i )  Autonomous consu mption = � 200 . 
( i i i )  I nvestment m u l ti p l i e r = 4. 

( M PS = 0 . 25 )  
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14. I n  a n  economy the consum ption fu nction is C = 500 + 0.75V where C is consum ption expend iture 
and  Y is i ncome.  Ca lcu late the equ i l i b r i um level of i ncome and  consum ption expend itu re when 
i nvestment expend itu re is � 5,000. 

Ans. G iven, C = 500 + 0 . 75V 
I nvestment expend itu re (I) = � 5,000 

At eq u i l i b r i um ,  Y = C + I 

When Y = 22,000, 

Y = 500 + 0 . 75V + 5,000 

Y = 5,500 + 0 . 75V 
Y - 0 . 75V = 5,500 

0 . 25V = 5,500 

5, 500 
Y = 

0 . 25 
= 22, 000 

C = 500 + 0 .75 (22,000 ) 
= 500 + 16,500 = 17,000 

Eq u i l i b r i um  l evel of i ncome = � 22,000 . 
Eq u i l i b r i um  l evel of consu m ption expend itu re = � 17,000 . 

15. I n  a n  economy S = -50 + 0.SY is the savi ng fu nction (where S = savi ng and  Y = nationa l  i ncome) and  
i nvestment expend itu re is � 7,000. Ca lcu late: 

( i ) Equ i l i b r i um leve l of nationa l  i ncome.  
( i i ) Consum ption expend iture at equ i l i bri u m  level of  nationa l income.  

Ans .  ( i )  G iven, S = -50 + O.SY 
I nvestment expend itu re (I) = � 7,000 

At the eq u i l i b r i u m  l eve l ,  S = I 
=> 

( i i )  At Y = 14, 100 

-50 + O.SY = 7,000 

O.SY = 7,000 + 50 

O.SY = 7,050 

7, 050 
Y = O.S = 14, 100 

Savi ng, S = -50 + 0 .5 ( 14, 100 ) 
= -50 + 7,050 

S = 7,000 

Consumption expend itu re, C = Y - S 
= 14, 100 - 7,000 = 7, 100 

Alternative Method 
At eq u i l i b r i u m  leve l ,  

Savi ng = I nvestment 
Savi ng = 7,000 

Consumption expend itu re, C = Y - S 
= 14, 100 - 7,000 = 7, 100 

( i )  Eq u i l i b r i um  l eve l of nationa l  i ncome = � 14, 100 . 
( i i )  Consu mption  expend itu re at eq u i l i b r i um  l eve l of nationa l  i ncome = � 7, 100 . 
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16. G iven, the consum ption function, C = 150 + 0 .6V, where C = consum ption expend iture, 
Y = i ncome and i nvestment expend iture = � 2,000. Ca lcu late: 

( i ) Equ i l i b ri um  level of nationa l  i ncome .  
( i i ) Consum ption expend iture at  equ i l i b r i um level of nationa l  income. 
( i i i ) Sav ing at equ i l i b ri um  leve l of nationa l  i ncome.  

Ans. ( i )  G iven, C = 150 + 0 .6V 
I nvestment expend i tu re (I) = �  2,000 

At the eq u i l i b r i um  leve l, Y = C + I 

( i i )  

( i i i )  We  know that, 
=> 

Alternatively, 
G iven :  

Y = 150  + 0 .6V + 2,000 
Y = 2,150 + 0 .6V 

Y - 0 .6V = 2,150 

0 .4V = 2,150 
2, 150 

Y = � = 5, 375 

Consum ption,  C = 150 + 0.6 (5,375) 
= 150 + 3,225 = 3,375 

Y = C + S  
S = Y - C  

= 5,375 - 3,375 = 2,000 

C = 150 + 0 .6'{, we ca n write that 
S = -150 + 0.4V ( " .  · M PC = 0 .6, accord i ngly 

Or, S = -150 + 0.4 (5,375) 
= -150 + 2,150 
= 2,000 

( i )  Eq u i l i b r i um leve l of nationa l  i n come = �  5,375.  

M PS = l - 0 .6 = 0.4) 

( i i )  Consum ption expend itu re at eq u i l i b r i um leve l of nationa l  i n come = �  3,375. 
( i i i )  Savi ng at eq u i l i b r i um  leve l of nationa l  i n come = �  2,000. 

17.  In an economy, the consum ption function is  250 + 0.5V and the i nvestment expend itu re is � 500. Is 
the economy in equ i l i br i um at an i ncome level � 2,000? Justify your  answer. 

Ans. No, the economy is not i n  a state of eq u i l i b r i u m .  
G iven, consum ption fu nction  (C) = 250 + O .SY 

I nvestment expend itu re (I ) = �  500 
Leve l of i n come (Y) = � 2,000 

At the eq u i l i b r i um l eve l ,  
Y = C +  I 
Y = 250 + O .SY + 500 
Y = 750 + O .SY 

Y - 0.SY = 750 
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O .SY = 750 

Y = 
750 = 1 500 0 .5 I 

The eq u i l i b r i um  l eve l of i n come = � 1,500. The given i n come (� 2,000) is greate r than  eq u i l i b r i um 
l eve l o f  i ncome (� 1,500 ) .  Therefore, the economy is  not i n  eq u i l i b r i u m .  

18. I n  a n  economy, t h e  a utonomous consu m ption is  � 200 a n d  margi na l  p ropensity t o  consume 
is  0 .6 .  If the equ i l i b ri u m  leve l of  i ncome is  � 1,000, then the a utonomous i nvestment is  
� 300.  I s  it correct? J u stify you r  answer. 

Ans. No, it is not correct. 
G iven, a utonomous consu mption (C) = � 200 

Margi na l  propens ity to consume ( M PC) = 0 .6 
Eq u i l i b r i um level of  i n come (Y )  = � 1,000 

At the eq u i l i b r i um l eve l ,  

Or, 
Y = C +  I 
Y = C + M PC (Y) + I 

1,000 = 200 + 0 .6  ( 1,000) + I 
1,000 = 200 + 600 + I 

I = 1,000 - 800 
= 200 

Thus, it i s  proved that the given statement i s  fa l se .  Beca use the correct va l ue  of autonomous 
i nvestment i s � 200. 

19. An economy is i n  equ i l i bri u m .  Ca lcu late the marg ina l  p ropens ity to save from the fol lowing: 
National income = �  500. 
Autonomous consu m ption = � 30. 
I nvestment expend itu re = �  70. 

Ans. G iven, nationa l  i ncome (Y) = � 500 
Autonomous consum ption (C) = � 30 
I nvestment expend itu re (I )  = � 70 

At the eq u i l i b r i um l eve l ,  

Or, 
S = I 

-C + M PS (Y) = I 
-30 + M PS (500) = 70 

500 ( M PS) = 70 + 30 
500 ( M PS) = 100 

100 M PS = 
500 

= 0.2 

Ma rgi n a l  propens ity to save = 0 .2 .  

20. "Government plans Massive Public Investment to Boost Economy." [International Business Times] 

Exp l a i n  the manner  i n  wh ich it is expected to happen .  
Ans .  I nd i an  economy is  pass i ng  t h rough a phase of  economic  s lowdown .  Private i nvestment i s  not 

forthcom i ng because of ( i )  the l ack  of AD, and  ( i i )  the l ack  of i nfrastructu re . I nvestment by the 
government wou l d  lead to a r i se  i n  AD, as i nvestment i nvolves expend itu re and  expend itu re i nduces 
demand .  Th us, gove rn ment i nvestment wou ld  add ress the prob lem of defic ient AD. 
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Second, i nfrastructu re is expected to be the focus of government i nvestment .  Accord ing ly, the 
p rob lem of defic ient i nfrastructu re wou l d  a l so be add ressed . 
Th us, we can conc l ude  that mass ive pub l i c  i nvestment is expected to boost the I nd i a n  economy. 

21 .  "Banks need to channelise household savings into financial system." [India lnfoline News Service] 
What is the economic va lue of th is  statement i n  the context of the I nd i an  economy? 

Ans. I n d ia l acks fi nanc i a l  i n c l u s ion .  Most of househo lds  stay away from the fi nanc i a l  system ( b ri efly, the 
bank ing  system ) .  They do  not have the i r  ba n k  accou nts. Accord ing ly, the i r  savi ngs rema i n  as  i d l e  cash 
ba l a nces at home .  The banks a re adv i sed to open zero ba l ance accou nts i nvo lv ing m i n imum poss i b l e  
forma l i ties .  Th i s  w i l l  encourage the sma l l  accou nt ho lders to  pa r k  the i r  savi ngs i n  the ba n ks .  The 
banks can conve rt these savi ngs i nto i nvestment by way of loans to the i nvestors . Thus, u np roductive 
househo ld savi ngs may be conve rted i nto prod uctive i nvestment .  Th is  w i l l  make a s ign ificant 
contr i bution to the process of growth and deve lopment .  

4. Analysis & Evaluation 

1 .  Why shou ld peop le save when saving, as a withdrawa l  from the c i rcu la r  flow of i ncome, causes GDP  
to  shr ink? 

Ans. I t  i s  true that sav ing ca uses a lea kage from the c i rcu l a r  flow of i ncome; accord i ng ly, GDP tends to 
sh r i n k .  But, peop le save to foster the i r  se lf- i nte rest . To the i n d ivi dua l s  and  househo lds, savi ng i s  a 
vi rtue as it y ie lds  i nterest- income.  So, what is true at the m ic ro-l eve l need not necessa r i ly  be true at 
the macro-l eve l .  This i s  j u st a m ic ro-macro pa radox.  

2 .  If h igher level of expend iture leads to h igher leve l of AD and h igher leve l of AD leads to h igher level 
of output (G D P), why can't I nd ia i ncrease its AD (expend itu re) by pr inting more notes and  thereby, 
ach ieve h igher level of G D P. 

Ans.  The observation that i nc rease i n  expend itu re ( im p ly ing a s h ift i n  the l eve l of AD) leads to h igher  leve l 
of G D P  is based on the assu mption that there is a n  excess ca pacity i n  the economy. So that, wheneve r 
AD inc reases, the producers a re i nduced to prod uce more by uti l i s i ng the u n uti l i sed p roduction 
capac ity. I n  the I nd i a n  economy, the prob lem is  not of uti l i s i ng the excess capacity. I n stead, it i s  the 
p rob lem of l ack  of  prod uction capac ity. I n  a s ituation when add i tiona l  production capac ity i s  not 
ava i l a b l e  (or  we a re not i n  a pos ition to i ncrease AS i n  response to i nc rease i n  AD) a ny i ncrease i n  AD 
by pr i nting more notes wou l d  on ly  lead to greater p ressu re of demand on the ava i l a b le  goods and 
serv ices .  It wou l d  fue l  i nflation ,  without ca us i ng a ny i ncrease i n  GDP. 

3 .  'Ci rcu la r  F low of Money' model  suggests that the economy finds its equ i l i bri um  (AD = AS) when 
i njections a re exact ly equa l  to withd rawa ls .  Exp la in  how, citing an  exa m ple of one type of withd rawa l 
and  one type of i njection .  

Ans. I nvestment i s  a n  examp le of i njection (wh ich ra ises the level of  GDP)  and  savi ng i s  a n  examp le of 
withd rawa l (wh ich l owers the l eve l of G DP ) .  Ci rc u l a r  fl ow mode l  suggests that if the enti re i ncome 
generated i s  spent on the pu rchase of goods and servi ces, then i ncome (AS) = expend itu re (AD) and  
the eq u i l i b r i um i s  struck .  
The equ i l i b r i um is d i stu rbed if a part of  i ncome is  saved .  Because, savi ng ca uses a s i tuation of defic ient 
demand .  Howeve r, if there is autonomous i nvestment ( i njection )  equ iva l ent to sav ing (withd rawa l )  
t h e n  t h e  defic iency o f  d emand  i s  corrected, and  t h e  economy find s  its eq u i l i b r i um .  
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5. CBSE Questions-Past 5 years 
(With Answers or Reference to the Text for Answers) 

1 .  The va l ue  of mu l ti p l i e r  i s :  (choose the correct a lternative) 

( ) 1 ( b )  1 a M PC M PS 
1 (c )  1 - M PS 

1 ( d )  M PC - 1  
[ (b ) ]  

2 .  An economy is  i n  eq u i l i b r i um .  Ca l cu l ate nationa l  i ncome from the fo l lowi ng :  
Autonomous consum ption = 100. 
Ma rgi n a l  propens ity to save = 0 .2 .  
I nvestment expend itu re = 200. 
[ Page 447] 

3. An economy is  in eq u i l i b r i um .  F i nd  a utonomous consumption from the fo l l owing :  
Nationa l  i n come = 1,000. 
Ma rgi n a l  propens ity to consu me = 0.8 .  
I nvestment expend itu re = 100. 
[ Page 447] 

[CBSE Delhi 2015] 

[CBSE Delhi 2015] 

[CBSE Delhi 2015] 

4. An economy is i n  eq u i l i b r i um .  F i nd  marg i n a l  p ropens ity to consume from the fo l l owing :  
Nationa l  i n come = 2,000. 
Autonomous consum ption = 400 . 
I nvestment expend itu re = 200. 
[ Page 447, 448] 

5. I f  M PC = 1, the va l ue  of mu lti p l ie r  i s :  (choose the correct a lternative) 
(a) 0 ( b )  1 
(c )  between O and  1 
[ (d ) ]  

( d )  i nfi n ity 

[CBSE Delhi 2015] 

[CBSE {Al) 2015] 

6. An economy is i n  eq u i l i b r i um .  Ca l cu l ate the i nvestment expend itu re from the fo l l owing :  
Nationa l  i n come = 800 . 
Ma rgi n a l  propens ity to save = 0 .3 .  
Autonomous consum ption = 100. 
[ Page 448] 

[CBSE (A l} 2015] 

7. An economy is i n  eq u i l i b r i um .  Ca l cu l ate the margi na l  propens ity to save from the fo l l owing :  
Nationa l  i n come = 1,000. 
Autonomous consum ption = 100. 
I nvestment = 120. 
[ Page 448] 

8 .  An economy is  in eq u i l i b r i um .  Ca l cu l ate the nationa l  i n come from the fo l l ow ing :  
Autonomous consum ption = 120 .  
Ma rgi n a l  propens ity to save = 0 .2 .  
I nvestment expend itu re = 150. 
[ Page 448, 449] 
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9 .  If M PC = 0, the va l ue  of mu lti p l i e r  i s :  (choose the correct a lternative) 
(a) 0 ( b )  1 
(c )  between O and  1 
[ (b ) ]  

( d )  i nfi n ity [CBSE (F) 2015] 

10. An economy is i n  eq u i l i b r i um .  Ca l cu l ate ma rg i na l  propens ity to save from the fo l l owing :  
Nationa l  i n come = 1,000. 
Autonomous consum ption = 100. 
I nvestment expend itu re = 200. 
[ Page 449] 

[CBSE (F) 2015] 

11 .  An economy is i n  eq u i l i b r i um .  F i nd  the i nvestment expend itu re from the fo l l owing :  
Nationa l  i n come = 750. 
Autonomous consum ption = 200. 
Ma rgi n a l  propens ity to save = 0.4 
[ Page 449, 450] 

[CBSE (F) 2015] 

12. An economy is i n  eq u i l i b r i um .  Ca l cu l ate a utonomous consu mption from the fo l lowi ng :  
Nationa l  i n come = 1,250. 
Ma rgi n a l  propens ity to save = 0 .2 .  
I nvestment expend itu re = 150. [CBSE (F) 2015] 

[ Page 450] 
13. In an economy i nvestment i s  i nc reased by � 300 cro re .  If ma rgi n a l  propens ity to consume is � , 

ca l cu l ate i ncrease i n  nationa l  i ncome. [CBSf Delhi 2016] 

[ Page 450] 
14. Suppose marg i na l  propens ity to consu me i s  0 .8 .  How much i nc rease in i nvestment is req u i red to 

i nc rease nationa l  i n come by � 2,000 c rore? Ca l cu l ate. [CB.SE Delhi 2016] 

[ Page 450] 
15. In an economy an i ncrease in i nvestment by � 100 crore led to ' i nc rease' in nationa l  i ncome by 

� 1,000 crore .  F i nd  margi na l  propens ity to consu me .  [CB.SE Delhi 2016] 

[ Page 451] 
16. An economy is  in eq u i l i b r i um .  Ca l cu l ate ma rg i na l  propens ity to consu me .  

Nationa l  i n come = 1,000 
Autonomous consum ption expend itu re = 200. 
I nvestment expend itu re = 100. 
[ Page 451] 

17. An economy is  in eq u i l i b r i um .  F i nd  i nvestment expend i ture .  
Nationa l  i n come = 1,200. 
Autonomous consum ption expend itu re = 150. 
Ma rgi n a l  propens ity to consu me = 0.8 .  
[ Page 451]  

18. An economy is  i n  eq u i l i b r i um .  F i nd  i nvestment expend i ture .  
Nationa l  i n come = 1,000. 
Autonomous consum ption = 100. 
Ma rgi n a l  propens ity to consu me = 0.8 .  
[ Page 452] 

[CB.SE (AJ) 2016] 

[CBSE (Al) 2016] 

[CBS£ (Al) 2016] 
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19. Derive the two a lternative cond itions  of express i ng 
eq u i l i b r i um  cond itions  on a s i ng le  d iagra m .  
[Page 215, 253, 254] 

20. F i nd  eq u i l i b r i um nationa l  i ncome .  
Autonomous consum ption expend itu re = 120. 
Ma rgi n a l  propens ity to consu me = 0.9 .  
I nvestment expend itu re = 1, 100. 
[Page 452] 

nationa l  i n come eq u i l i b r i um .  Show these 
[C8SE (F) 2016) 

[CBSE (F) 2016] 

21 .  An economy is i n  eq u i l i b r i um .  F i nd  marg i n a l  p ropens ity to consu me .  
Autonomous consum ption expend itu re = 100. 
I nvestment expend itu re = 100. 
Nationa l  i n come = 2,000. 
[Page 452, 453] 

22. An economy i s  in eq u i l i b r i um .  F i nd  a utonomous consu mption expend itu re .  
Nationa l  i n come = 1,600. 
I nvestment expend itu re = 300. 
Ma rgi n a l  propens ity to consu me = 0.8 .  
[Page 453] 

[CBSE (F) 2016] 

[CBSE (F) 2016] 

23 .  An economy is i n  eq u i l i b r i um .  From the fo l l owing data a bout a n  economy, ca l cu l ate autonomous 
consumptio n :  
( a )  I ncome = 5,000. 
(b) Ma rg i na l  p ropens ity to save = 0 .2 .  
(c )  I nvestment expend itu re = 800. 
[Page 454] 

[ C8SE Delhi 201 71 

24. An economy is i n  eq u i l i b r i um .  F rom the fo l l owing data a bout a n  economy, ca lcu late i nvestment 
expend itu re :  
( a )  I ncome = 10,000. 
(b) Ma rg i na l  p ropens ity to consume = 0 .9 .  
(c )  Autonomous consum ption = 100. 
[Page 454] 

[ CBSE Delhi 201 71 

25.  An economy is i n  eq u i l i b r i um .  F rom the fo l l owing data, ca l cu l ate autonomous consu m ption : 
( a )  I ncome = 10,000. 
(b) Ma rg i na l  p ropens ity to save = 0 .2 .  
(c )  I nvestment = 1,500. 
[Page 454, 455] 

[CBSE Delhi 20171 

26. Ass um i ng that i nc rease i n  i nvestment i s � 1,000 crore and  margi n a l  p ropens ity to consume is 0 .9, 
expl a i n  the work ing of mu lti p l i e r. [CBSE Delhi 201 71 
[Page 228, 229] 

27. Ass um i ng that i nc rease i n  i nvestment i s � 800 crore and margi na l  p ropens ity to consume i s  0 .8, 
expl a i n  the work ing of mu lti p l i e r. [C8SE Delhi 201 71 
[Page 228, 229] 

28. Ass um i ng that i ncrease i n  i nvestment i s  � 900 crore and margi na l  propens ity to consu me i s  0 .6, 
expl a i n  the work ing of mu lti p l i e r. [CBSE Delhi 20171 
[Page 228, 229] 
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29. If the  marg i na l  propens ity to consume is greate r than  marg i na l  p ropens ity to save, the va l ue  of the 
m u l ti p l i e r  wi l l  be (choose the correct a lternative ) :  
( a )  greater t h a n  2 ( b )  less than  2 
(c )  equa l  to 2 ( d )  equa l  to 5 [CBSE (Al) 201 7] 
[ ( a ) ]  

30. An economy is  i n  eq u i l i b r i u m .  F rom the fo l l owing data, ca l cu l ate the margi na l  propensity to save : 
( a )  I n come = 10,000. 
(b) Autonomous consum ption = 500. 
(c) Consumption expend itu re = 8,000 . 
[Page 455] 

31. When aggregate demand is greater than  aggregate supp ly, i nventor ies :  
( a )  fa l l  ( b )  r ise 
(c )  do not cha nge 
[ (a ) ]  

( d )  fi rst fa l l , then r ise 

[CBSE {Al) 201 7] 

[CBSE {F) 201 7] 

32 .  An economy is i n  eq u i l i b r i u m .  F rom the fo l l owing data, ca l cu l ate i nvestment expend itu re .  
( a )  Ma rgi na l  propensity to  consu me = 0 .9 .  
( b )  Autonomous consumption = 200. 
(c )  Leve l of i n come = 10,000. 

[Page 455] 
[CBSE {F) 201 7] 

33 .  I n  a n  economy, i nvestment i nc reased by 1, 100 and  as a resu l t  of it i ncome i nc reased by 5,500. Had 
the margi na l  p ropens ity to  save been 25 per cent, what  wou l d  have been the i nc rease i n  i ncome? 
[Page 456] [CBSE {F) 201 7] 

34. Define  i nvestment mu l ti p l i e r. How is it re l ated to marg i na l  propens ity to consume? 
[Page 225] [CBSE 2018] 

35 .  What a re the two a lternative ways of dete rm i n i ng eq u i l i b r i um l evel of i n come? How a re these 
re lated? [CBSE 2018] 
[ Page 215, 253, 254] 

36. What is ex-a nte consum ption? D isti ngu i sh  between autonomous consu m ption and i n duced 
consum ption .  [CBSE 2018] 
[ Ex-a nte consumption refe rs to des i red consu m ption (or  p l an ned consumption )  at d iffe rent l eve ls  of 
i ncome i n  the economy. 
Autonomous_s:onsu m ption refe rs to m i n imum le�e l of consumption, even when i n come is zero. It i s  
i nd icated by C i n  the consum ption fu nction : C = C + bY. 
I n d uced consu m ption cha nges as the l eve l of i ncome cha nges i n  the economy. It is determ i ned by 
the margi na l  p ropens ity to consume .  Thus :  

C = C + � => ex-a nte consum ption 

autonomous J L induced 
consumption consumption ]  

37 .  D i scuss the work ing of the adjustment mechan i sm i n  the fo l lowing s i tuations :  
( a )  Aggregate demand i s  greater than  aggregate supp ly. 
( b )  Ex-a nte i nvestments a re lesser than  ex-a nte savi ngs. 

[Page 220, 222]  
[CBSE 2019 (58/1/1)] 
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38. If i n  a n  economy: 
Cha nge i n  i n i ti a l  i nvestments (Al ) = t 500 crore. 
Ma rgi n a l  propens ity to save ( M PS) = 0 . 2 .  
F i nd  the va l ues  of  the fo l l ow ing :  
( a )  I nvestment m u l ti p l i e r  ( K) .  
( b )  Cha nge i n  fi n a l  i ncome (..W) . 

[Page 456] 
39.  I f  in an economy: 

Cha nge i n  i n i ti a l  i nvestments = t 700 crore. 
Ma rgi n a l  propens ity to save ( M PS) = 0 . 2 .  
F i nd  the va l ues  of  the fo l l ow ing :  
( a )  I nvestment m u l ti p l i e r  ( K) .  
( b )  Cha nge i n  fi n a l  i ncome (..W) . 

[Page 457] 
40. I f  in an economy: 

Cha nge i n  i n i ti a l  i nvestment = t 1, 200 c rore. 
Ma rgi n a l  propens ity to save ( M PS) = 0 . 2 .  
F i nd  the va l ues  of: 
( a )  I nvestment M u lti p l i e r  ( K) .  
( b )  Cha nge i n  fi n a l  i ncome (..W) . 
[Page 457] 

41. State the mean i ng of ex-a nte sav ings .  
[Page 215] 

42. Discuss the adju stment mecha n i sm i n  the fo l l owing s i tuations :  
( a )  Aggregate demand i s  lesser than  aggregate supp ly. 
( b )  Ex-a nte i nvestments a re greater than  ex-a nte savi ngs .  

[Page 220, 222]  

[CBSE 2019 (58/1/1)] 

[CBSE 2019 (58/1/2)] 

[CBSE 2019 (58/1/3)] 

[CBSE 2019 (58/2/1)] 

[CBSE 2019 (58/2/1)] 

43 . Ca l cu l ate cha nge in fina l  i ncome, if ma rg i na l  propens ity to consume ( M PC) i s  0.8 a nd cha nge in i n i ti a l  
i nvestment i s  t 1,000 crore .  [CBSE 2019 (58/2/1)] 

[ Page 457] 
44. Esti mate the cha nge in i n iti a l  i nvestment if margi n a l  p ropens ity to save ( M PS) i s  0 . 10 and  cha nge i n  

fi n a l  i ncome i s  t 15,000 c rore. [CBSE 2019 (58/2/2}] 

[ Page 457, 458] 
45. Esti mate the cha nge in fina l  i ncome if ma rg i na l  propens ity to consume  (M PC) i s  0.75 and cha nge i n  

i n i ti a l  i nvestment i s  t 2,000 crore . [CBSE 2019 (58/2/3)) 

[ Page 458] 
46. State the fo l l owing statement as true or  fa l se .  G ive va l i d  reasons .  

Accord i ng  to Keynes i a n  theory of emp loyment, ex-a nte savi ngs and  ex-post savi ngs a re a lways 
eq u a l .  [CBSE 2019 (58/3/2}] 

[ Fa l se .  Ex-a nte savings a re those savi ngs wh ich  peop le  i ntend to make i n  the economy d u ri ng the 
per iod of one yea r. Ex-post savi ngs refer to actua l  savi ngs i n  the economy d u ri ng the per iod of one 
yea r. So, the two may or  may not be eq ua l . ]  
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47. Descr ibe the adjustments that may ta ke p l ace i n  a n  economy when ex-a nte savi ngs a re less than  ex-
a nte i nvestments .  [CBSE 2019 (58/4/1}] 

Or 

Descr ibe the adju stment mecha n ism, if in a n  economy, the p l an ned savi ngs a re lesser than  the 
p l a nned i nvestments .  [CBSE 2019 (58/5/2)] 

[ Page 222] 
48. Descr ibe the adju stments that may ta ke p l ace i n  a n  economy when ex-a nte aggregate demand i s  

greater than  ex-a nte aggregate supp ly. [CBS£ 2019 (58/4/2)] 

[ Page 220] 
49. Descr ibe the adj u stments that may ta ke p l ace in a n  economy when ex-a nte savi ngs a re greate r than  

ex-a nte i nvestments .  [CBSE 2019 (58/4/3)) 
Or 

Descr ibe the adj u stment mecha n ism, if in an economy the p l an ned savi ngs a re more than  the 
p l a nned i nvestments .  [CBSE 2019 (58/5/1)) 

[ Page 222] 
50. What i s  meant by the "Effective Demand Pri n c i p le" i n  Keynes i an  theory of emp loyment? D i scuss 

us ing a schedu l e  or  a d i agram .  [CBS£ 2019 (58/4/1)] 

[ Page 254] 
51 .  Descr ibe the adj u stment mecha n i sm if ex-a nte aggregate demand i s  lesser than  ex-a nte aggregate 

s upp ly. [CBS£ 2019 (58/5/3)] 

[ Page 220] 
52.  D iscuss br iefly the re lationsh i p  between ma rg i na l  p ropens ity to save and i nvestment mu l ti p l i e r, u s i ng 

a hypothetica l  n umerica l  examp l e .  [CBSE 2019 (58/5/1}] 

[ Page 225, 226] 
53 .  The savi ng fu nction of a n  economy is given as :  

S = -25 + 0 . 25V 
If  the p l an ned i nvestment i s � 200 c rore, ca l cu l ate the fo l l owing :  

( i )  Eq u i l i b r i um leve l  of i ncome i n  the economy. 
( i i )  Aggregate demand at i n come of � 500 c rore. 

[Page 458] 
54. The savi ng fu nction of a n  economy i s  given as :  

S = (-) 10 + 0 · 20Y 
If the ex-a nte i nvestments a re � 240 crore, ca l cu l ate the fo l l owi ng :  

( i )  Eq u i l i b r i um leve l  of i ncome i n  the economy. 

[CBSE 2019 (58/5/1}] 

( i i )  Add itiona l  i nvestments wh ich  w i l l  be needed to dou b l e  the present l eve l of eq u i l i b r i um 
i ncome .  [CBSE 2019 (58/5/2)] 

[ Page 458, 459] 
55 .  The savi ng fu nction of an economy i s  given as :  

S = (-) 50 + O . lOY 
If the ex-a nte i nvestments a re � 450 crore, ca l cu l ate the fo l l owi ng :  

( i )  Eq u i l i b r i um leve l  of i ncome i n  the economy. 
( i i )  Add itiona l  i nvestments wh ich  wi l l  be needed to ga i n  a n  

� 3,000 crore. 
[Page 459] 

add itiona l  i n come level of 
[CBSE 2019 (58/5/3)] 
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6. NCERT Quest ions (With H ints to Answers) 

1 .  What i s  the d ifference between ex-a nte i nvestment a nd ex-post i nvestment? 
[ H i nt : Ex-a nte i nvestment refers to 'des i red (or p l a n ned )  i nvestment' correspond i ng  to d iffe rent 
i n come l eve l s  in the economy. Ex-post i nvestment refers to 'actua l  i nvestment' in the economy 
du ri ng  the per iod of one yea r. ]  

2 .  Measu re the l eve l o f  ex-a nte aggregate demand when autonomous i nvestment a nd consumption 
expend itu re (A )  i s � 50 cro re, a nd M PS i s  0 .2  and  l eve l of  i n come (Y )  i s � 4,000 c rore. State whether  
the economy i s  i n  eq u i l i b r i um  or  not (c ite reasons ) .  
[ H i nt : We know that, AD = C + I 
Or, AD = C + M PC (Y) + I 
Or, AD = C + I + M PC (Y) 

= 50 + 0.8 (4,000) 
= 50 + 3, 200 
= � 3,250 crore 

Y = AS = � 4,000 crore 
S i nce, AS > AD, the economy is not i n  the eq u i l i b r i um .  

[ M PC = 1 - M PS = 1 - 0. 2  = 0 .8] 

Note: I n  the context of eq u i l i b r i um G D P, a l l  i nvestment is cons idered as a utonomous i nvestment . ]  

7. M isce l l aneous Questions and Reference to the Text for Answers 

A. Questions of 3 & 4 marks each 

1 .  Br iefly exp l a i n  the concept of eq u i l i b r i um output .  [Page 214] 
2 .  What a re the  bas ic assu m ptions  of Keynes theory? [Page 222] 
3. Exp l a i n  the concepts of ex-a nte sav ing a nd ex-a nte i nvestment .  [Page 215] 
4. Exp l a i n  the concepts of ex-post sav ing a nd ex-post i nvestment .  [Page 215] 
5 .  Eq ua l ity between AS and  AD imp l ies the eq ua l ity between S and  I .  Write eq uations  to prove th i s  

fact . [Page 215, 253, 254] 
6. What is meant by i nvestment mu l ti p l i e r? Exp l a i n  with the he l p  of a su itab l e  exam p le .  [Page 225] 
7. Exp l a i n  the re l ationsh i p  between marg i na l  p ropens ity to consume and  i nvestment m u lti p l i e r. 

[Page 225] 
8.  What do you mean by forwa rd action and  backwa rd action of mu l ti p l i e r? Exp l a i n  with the  he l p  of a 

su itab l e  exam p le .  [Page 229, 230] 
9. Exp l a i n  the mean i ng of i nvestment mu lti p l i e r. What ca n be its m i n imum  va l ue  and  why? [Page 225] 

B. Quest ions of 6 marks each 

1 .  Exp l a i n  the  theory of dete rm ination of eq u i l i b r i um leve l  of output and i ncome with the he lp of 
aggregate demand and aggregate supp ly cu rves .  [Page 21 6-219] 

2 .  Exp l a i n  the dete rm i n ation of eq u i l i b r i um  l evel of i n come us ing 'savi ng-i nvestment' app roach .  U se 
d i agram .  [Page 220-222] 

3. Exp l a i n  the eq u i l i b r i um l eve l of i ncome with the he l p  of Consum ption + I nvestment (C + I) cu rve . 
If p l a n ned sav ing is greater than  p l an ned i nvestment, what adj ustments wi l l  b r ing a bout eq ua l ity 
between the two? [Page 21 6-219, 222] 
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4. I n  a n  economy p l an ned i nvestment exceed p l an ned savi ngs .  How wi l l  the equa l ity between the two 
be ach ieved? Exp l a i n .  [Page 222] 

5. Why must aggregate demand be equa l  to aggregate s upp ly at the eq u i l i b r i um  l eve l of i n come and  
output? Exp l a i n  w i th  the he l p  of  a d iagram .  [Page 21 6-220] 

6. Define  i nvestment m u l ti p l i e r. What is the re lationsh i p  between  i nvestment mu l ti p l i e r  and  margi n a l  
p ropens ity to  consume? [Page 225] 

7. Exp l a i n  the work ing of i nvestment mu l ti p l i e r  with the he l p  of a n ume rica l  exam p le .  [Page 228, 229] 
8. Exp l a i n  with the he l p  of n u mer ica l  examp l e  how an i ncrease in i nvestment in an economy affects its 

l evel of i ncome. [Page 226-229] 
9. I n  poor cou ntr ies l i ke I nd ia, peop le  spend a h igh percentage of the i r  i n come so that APC and  M PC a re 

h igh .  Yet, va l u e  of the mu l ti p l i e r  is low. Why? 
[ H i n t : Work ing of the mu lti p l ie r  p rocess i s  based on one fu ndamenta l assu m ption :  that there exists 
excess capac ity in the  economy, so that whenever cons umption expend i tu re r ises ( imp ly ing i ncrease 
in demand )  there i s  a correspond ing i ncrease in p rod uction ( im p lyi ng i ncrease i n  i ncome) .  But poor 
cou ntr ies l i ke I nd ia, lack in p rod uction capacity. Acco rd i ngly, whenever demand  i ncreases ( in te rms 
of i ncrease i n  consumption expend i tu re) ,  there i s  i ncreas ing p ressu re of demand on the existi ng 
output ( imp ly ing i nflation or r ise i n  p rices) rather  than  the  i nc rease i n  output or i n come. ]  

DOs and DON'Ts 

1 .  Equ i l i b r i um level of income (where AS = AD, or  S = I) i s  determ i ned primar i l y  by the l evel of AD, 
because AS i s  assumed to be perfect ly e last ic .  But, do remember, that a s i tuat ion of any d ivergence 
d isequ i l ibr ium (a s i tuat ion when AS > AD or AS < AD) is corrected only through  changes in AS. [Rev is it 
Page 220 for deta i l s ] 

2. You must understand that mul t i p l i e r  i s  not re l ated to APC (average propens ity to consume) .  I nstead ,  
it i s  re l ated to M PC (ma rg i n a l  p ropens ity to consume) .  Why? Because, mu l t i p l ier shows change in 
income as  a resu l t  of change i n  i nvestment and  M PC shows change i n  consumpt ion as a resu l t  of 
change i n  i ncome. Accord i ng l y, it i s  MPC wh ich is re l ated to the concept of mu l t i p l i e r, not the APC 
(wh ich j u st shows the rat io between tota l  consumpt ion and tota l  i ncome) .  

3 .  I ncrease i n  C i s  an  i nject ion i nto the  c i rcu l a r  f low of i n come. Bu t ,  on ly  when i ncrease i n  C i s  not rel ated 
to i nc rease in Y. An i nject ion  occu rs when there i s  i ncrease in C for reasons other than the increase i n  Y. 
So that , there is an u pward sh ift in consumpt ion  funct ion wh ich  leads to an  upward sh i ft i n  AD funct ion .  
Accord i n g ly, the economy sh i fts to a h i gher level of eq u i l i b r ium GDP. 
I ncrease i n  C because of i ncrease i n  Y does not cause a sh i ft i n  C-funct ion .  It on ly causes a movement 
a long  the C-funct ion .  

........... • Simultaneous Equality between AS and AD as wel l  as between S and I 

The fo l l ow i ng  figu re shows s imu lta neous  equa l ity between AS and AD, as we l l  

as between S and  I .  

Equ i l i b r i um is  atta i ned at po int E when AS = AD, as  i n  F ig . B(A), and at po i nt E* 

when S = I , as in F i g . 8(8) . 
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Equal ity between A S  and  AD a t  point E [ i n  Fig . 8(A)] imp l ies the 
equal ity between S and I at poi nt E* [in Fig . 8(8)] . There is  one and 

on ly one equi l i brium GDP when AS = AD or when 5 = I .  I n  either 
case, the equi l ibr ium GDP = OL 

OL is the equ i l i b r i um leve l of income .  I t  is to be noted that the eq ua l ity between 

AS and AD imp l ies the equa l i ty between S and  I ;  and equa l ity between S and  I 

imp l ies the equa l ity between AS and  AD. Accord i n g ly, there i s  one and  on l y  one 

level of  equ i l i b r i um i ncome when AS = AD ,  and  S = I .  

• Concept of AED (Aggregate Effect ive Demand) 
AED refers to that level of AD where AS = AD. Thus ,  AED a lways corresponds to 

the eq u i l i b r i um leve l of i ncome i n  the economy. It i s  ca l led 'effect ive' as  it i s  th i s  

level of AD wh ich actua l l y  determ i nes the equ i l i b r i um  between AS and AD; AS 

j u st co i nc ides with AD, because AS i s  assumed to be perfect ly e last i c .  

Check F i g . 9 for fu rther i l l u strat ion .  y 
AD funct ion shows d i fferent l evels 

of aggregate demand .  But it i s  on ly 

at po i nt E that AS = AD. At po i nt E ,  

level of agg regate demand = EL .  

Hence, EL i s  aggregate effective 

demand, which is effective in stri ki ng  

an equ i l i b r ium between AS and AD. 

As rega rds  a schedu le  i nd i cati ng  

AED, students a re advised to see 

Tab le 1 ,  page 21 8 .  In th i s  tab l e, AED 

= 1 00 , where AD = C + I and the 

economy i s  i n  a state of equ i l i b r i um .  
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• E i s  the point of equ i l i b r i um where AS = AD. 
• EL  i s  the l evel of demand where AS coincides with AD, 

and the equ i l ibr ium GDP is ach ieved. 
• EL, therefore, is  AED (aggregate effective demand). 
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• Some Essent;o/ Concepts, 
.... 

-Full Employment Equilibrium and Underemployment Equilibrium T 
-Voluntary and Involuntary Unemployment 
-Full Employment and Natural Unemployment 

• Problem of Deficient Demand 
• Problem of Excess Demand 
• Measures to Correct Deficient and Excess Demand 

I. SOME ESSENTIAL CONCEPTS 

Knowledge of some concepts is essential before we take up a detailed 
description of the problem of deficient demand and excess demand. 
These concepts are: ( 1) full employment & underemployment 
equilibrium, (2) voluntary & involuntary unemployment, and (3) full 
employment & natural unemployment. 

(I) Full Employment Equilibrium and 

Underemployment Equilibrium 

Equilibrium is struck when AD = AS or when S = I. But, it need 
not necessarily correspond to the situation of full employment 

(when resources are fully utilised) in the economy. AD and AS may 
be equal even when resources are not fully utilised or when there 

is unemployment in the economy. Here is an illustration: Let us 
assume that fuller utilisation of the resources leads to output worth 
10 billion US dollars during an accounting year. But, the producers 
may plan output and the households may plan expenditure on 
output worth 8 billion US dollars only. So that, resources worth 
2 billion US dollars of output remain unutilised. But, the equilibrium is 
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struck simply because planned output (AS) and planned expenditure 
on output (AD) are equal (= 8 billion US dollars). Thus, we can 

think of two possible situations of equilibrium: (i) full employment 
equilibrium, and (ii) underemployment equilibrium. Full employment 
equilibrium is struck when planned AS = planned AD along with 
fuller utilisation of the resources. With reference to the above 
illustration, full employment equilibrium is struck when planned AS = 
planned AD = 10 billion US dollars. Underemployment equilibrium 
is struck when planned AS = planned AD but resources are still not 
fully utilised; so that, there is excess capacity in the economy. With 

reference to the above illustration, underemployment equilibrium is 
struck when planned AS = planned AD = 8 billion US dollars. 

Full employment equilibrium refers to that situation in the economy when AS = AD 

( or S = I) along with fuller utilisation of resources. So that there is no excess capacity or 
unemployment in the economy. 

Underemployment equilibrium refers to that situation in the economy when AS = AD 

(or S = I) but without fuller utilisation of resources. Accordingly, there is unutilised 

capacity or excess capacity (or unemployment) in the economy even in a state of 

equilibrium. 

(2) Voluntary and Involuntary Unemployment 

Voluntary unemployment refers to a situation when people choose to 

remain unemployed, even when jobs are available. They may not be 
willing to work at all, or not willing to work at the existing wage rate. 

I 
Voluntary unemployment occurs when some people are not willing to work at all, or are not willing 

to work at the existing wage rate. 

Involuntary unemployment refers to the situation when some people 
are not getting work, even when they are willing to work at the 

existing wage rate. It is a situation when AD is not enough to induce 
fuller utilisation of the existing resources. Accordingly, planned output 
is lower than the potential output (full employment output). There 

is excess capacity in the economy, and some people are forced to 
remain unemployed. 

Problem of unemployment refers to the problem of involuntary 
unemployment, not the problem of voluntary unemployment. If all 
those who are willing to work (and able to work) at the existing wage 

rate are getting work, the economy would be deemed to be in a state 
of full employment even when there is voluntary unemployment in 
the economy. 
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I 
Involuntary unemployment occurs when some people are not getting work, even when they are 

willing to work at the existing wage rate. The economy fails to create enough jobs because planned 

output is lower than the potential output (full employment output), owing to lack of AD. 

(3) Full Employment and Natural Unemployment 

Full employment refers to a situation when all those who are able to 

work and are willing to work (at the existing wage rate) are getting 

work. It is a situation when, corresponding to a given wage rate, 

demand for labour = supply of labour, and the labour market is 

cleared (it is in a state of equilibrium). 

I 
Full employment occurs when SL = DL corresponding to a given wage rate, so that labour market is 

cleared and it is in a state of equilibrium. 

Situation of Full Employment does not mean 
a Situation of Zero (Involuntary) Unemployment 

Students of economics must carefully note that in the economy, 

a situation of full employment never implies a situation of 'zero 

(involuntary) unemployment'. There always exists some degree of 

unemployment, called 'natural unemployment'. This occurs owing 

to the fact that there are constant changes in the supply-demand 

parameters in the economy, and adjustment to these changes takes 

time. While adjustments are occurring, some people continue to 

remain unemployed. This is a situation of 'frictional and structural' 

unemployment in the economy. 

I 
Full employment does not mean a situation of zero unemployment. Owing to constantly changing 

supply-demand parameters in the economy (and the fact that adjustment to these changes takes 

time), there always exists some frictional and structural unemployment. The minimum rate of 

unemployment that must always exist in the economy is called natural rate of unemployment. 

Frictional Unemployment 

In the words of Gardner, "Frictional unemployment is the unemployment 

associated with the changing of jobs in dynamic economy." It arises due 

to immobility of labour, shortage of raw material, lack of information 

regarding opportunities of employment, shortage of power, wear and 

tear of machines, tendency of the workers to move from one job to 

the other, etc. 
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Structural Unemployment 

In the words of Gardner, "Structural unemployment is the 
unemployment that results from the long-term decline of certain 

industries." It is associated with the structural changes in the economy 
due to these situations: 

(i) when other factors of production (other than labour) are in short 
supply, 

(ii) when labourers lack expertise for new emerging industries, and 

(iii) when there is change in the production technique. 

t>TS 
Q. What is natural rate of unemployment? 
Ans. It refers to the rate of unemployment which always exists in the economy even when labour market 

is in a state of equilibrium. It occurs due to: 
(i) frictional changes (changes related to shifting from one job to the other), and 
(ii) structural changes (changes related to new production technology). 
Frictional changes lead to frictional unemployment, while structural changes lead to structural 
unemployment. 

I 
Def;c;ent Demand 

2. PROBLEM OF DEFICIENT DEMAND 

( I) Concept of Deficient Demand 

Deficient demand means deficiency of AD. Demand is said to 
be 'deficient' when it is lower than what is required for the fuller 

utilisation of resources. Or, AD is deficient when it does not permit 
fuller utilisation of production capacity. Or, AD is deficient when 

there is excess capacity in the economy (implying underutilisation of 
resources). According to Keynes, AD is deficient when it is less than AS 
corresponding to full employment in the economy. 

AD < AS (corresponding to full employment in the economy) 

Or 

AD falls short of its full employment level 

(2) Measurement of Deficient Demand: 

Diagrammatic Illustration 

Fig. 1 reflects measurement of deficient demand. 
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Measurement of Deficient Demand 
y 

Y (lncome)/GDP 

In Fig. 1: 

• ADF line shows the required level of AD for full employment in the 

economy. 

• ADp line shows planned AD which is lower than the full employment 
AD. 

• The vertical difference between ADF and ADp = EF 

= Deficient demand. 

(3) Causes of Deficient AD 

In a two sector closed economy, deficiency of AD occurs largely due 
to two factors: 

(i) Reduction in Private Consumption Expenditure (C): Private 
consumption expenditure is an important component of AD. 

Reduction in private consumption expenditure causes a serious 
deficiency in AD. Private consumption expenditure may reduce 
owing to several reasons. However, the most important is 

reduction in propensity to consume or increase in propensity 
to save. In advanced economies, MPS tends to rise when 

consumption reaches its peak. 

(ii) Reduction in Private Investment Expenditure (I): Private 
investment expenditure is the other important component of 

AD. It may reduce in situations of poor business expectations. It 
has happened in all market economies of the world in the year 

2015-16. 
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In a four sector open economy, the following factors may also 
contribute to the deficiency of AD: 

(i) Reduction in Government Expenditure (G): The government may 
cut its consumption expenditure or investment expenditure. This 
may be because of the budgetary constraints of the government. 

A cut in government consumption expenditure or investment 
expenditure leads to a cut in AD. 

(ii) Decline in Exports {X): We know, exports are an important 
component of AD. A fall in exports implies a fall in expenditure 
on the domestically produced goods and services. This leads to 
a fall in AD. 

(iii) Rise in Imports {M): Imports may rise when international prices 

are lower than the domestic prices. Imports are a negative 
component of AD. Accordingly, a rise in imports leads to a fall in 
AD. 

(iv) Increase in Tax Rates: Increase in tax rates leaves lesser disposable 
income with the people. It reduces their capacity to spend, 
even when their propensity to spend remains the same. Lower 
disposable income means lower level of AD. 

Briefly, we can say that the deficiency of demand is a situation when 
planned AD is lower than its full employment level. It is indicated 
by a downward shift in AD function. The possible reasons are: 

(i) a reduction in C, (ii) a reduction in I, (iii) a reduction in G, (iv) a 
reduction in X, (v) a rise in M, and (vi) increase in taxation. 

I 
Deficiency of demand occurs when C, I, G and X components of AD tend to fall, or when 

M component of AD tends to rise. It is indicated by a downward shift in AD from its full employment. 

(4) Consequences of Deficient AD: 

Four Critical Situations in the Economy 

Deficient AD leads to four critical situations in the economy, as under: 

(i) Underemployment Equilibrium 

Deficient demand leads to underemployment equilibrium. 

Owing to the deficiency of AD, producers are not able to fully utilise 

their resources (production capacity). Planned output remains less 
than the potential output (output corresponding to fuller utilisation 
of resources). Accordingly, underemployment equilibrium is struck in 

the economy. 

I 
Owing to deficiency of demand, equilibrium between AS and AD is struck at a lower level of GDP, 

lower than the full employment level. This is called underemployment equilibrium 
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Fig. 2 illustrates this situation. 

Underemployment Equilibrium 

y Y=AS 

ADF (Full 
Employment AD) 

ADp (Planned AD) 

�r-:+----+---- Point of 
Underemployment 
Equilibrium 

Underemployment 
Equilibrium GDP 

,/Aull Employment 

/ Equilibrium GDP 

o���-----N�---�M----------x 

In Fig. 2: 

• Deficient demand = EF. 

Y (lncome)/GDP 

• Because of the deficiency of demand, equilibrium is struck 
at point Q where ADp line intersects the 45 ° AS line. This is 

underemployment equilibrium. 

• Equilibrium GDP (corresponding to underemployment equilibrium) 

= ON. 

• ON 

t 
Underemployment 

equilibrium GDP 

< OM 

t 
Full employment 

equilibrium GDP 

(or potential GDP) 

(ii) Deflationary Gap 

Deficiency of demand creates 'deflationary gap' in the economy. It 

is a situation when lack of demand leads to deflationary pressures 
in the economy. Inducement to invest is hurt. Low investment leads 

to low output. Implying low income, and low demand once again. 
The economy starts slipping into 'deflationary spiral', or 'low level 

equilibrium trap'. 

I 
Low AD� Low investment� Low output� Low income� Low AD 

Consequently, the economy slips into 'deflationary spiral', or 'low level equilibrium trap'. 
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Measurement of Deflationary Gap 

Deflationary gap is measured in terms of deficiency of demand. We 

can say that: 

Deflationary Gap = Deficiency of AD 

Deflationary gap is measured as the difference between 'AD 

corresponding to full employment' and 'planned AD which is lower 

than the full employment AD'. 

Fig. 3 illustrates this situation. 

Measurement of Deflationary Gap 
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In Fig. 3: 

Deflationary Gap = Deficient demand 

= EF 

(iii} Undesired Stocks 

In a situation of low AD, producers are not able to sell all that they 
plan to sell (or wish to sell). Accordingly, undesired stocks tend to pile 

up. 

Clearance of undesired stocks often lead to: (a) fall in prices, and 
(b) fall in planned output for the year ahead. Both these factors 

contribute to deflationary spiral in the economy. 

(iv) Loss of Profits 

Deficiency of AD causes loss of profits. This happens because: 

(a) producers are not able to clear their stocks, and (b) undesired 

stocks lead to 'price crash'. 

262 Introductory Macroeconomics 

Read
 

 
You

r F
low

Fi
nd
 Y

ou
r 

 fo
r F

ree

eB
ook

s



Briefly, deficiency of demand hurts business expectations. Low 
business expectations (or bearish business expectations) lead to low 

investment, and low level of income and employment. Overall level of 
economic activity reduces and the economy is caught in a ' low level 
equilibrium trap', where low demand leads to low income and low 

income leads to low demand. 

3 .  PRO BLEM OF EXCESS DEMAN D 

( I )  Concept of Excess Demand 

Excess demand means excess of AD. Demand is said to be 'excess' 
when it is more than what is required for the fuller utilisation of 
resources. According to Keynes, AD is excess when it is more than AS 
corresponding to full employment in the economy. 

I 
Excess Demand 

AD > AS (corresponding to full employment in the economy) 

Or 

AD crosses its full employment level 

(2) Measurement of Excess Demand:  

D iagrammatic I l l ustration 

Fig. 4 reflects measurement of excess demand. 
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In Fig. 4: 

• ADF line shows the required level of AD for full employment in the 

economy. 

• ADp line shows planned AD which is higher than the full 
employment AD. 

• The vertical difference between ADp and ADF = EF 

= Excess demand. 

(3) Causes of Excess AD 

Causes of excess demand are almost opposite to those of deficient 

demand. Briefly, there are two principal causes of excess AD in a two 
sector closed economy: 

(i) Increase in private consumption expenditure (C) which may 
occur owing to increase in propensity to consume or decrease in 
propensity to save. In countries like India, propensity to consume 

has tended to rise owing to a high degree of demonstration 
effect. The poor try to spend more to live like the rich. 

(ii) Increase in investment expenditure (I), which may occur owing to 
bullish business expectations. (Business expectations are 'bullish' 
when the producers expect high returns from their investment. 

Business expectations are 'bearish' when the producers do not 
expect high returns from their investment.) 

In an open economy with government, there are following additional 
causes of excess AD: 

(i) Increase in government expenditure (G), owing to its expanding 
commitments for the development as well as welfare projects in 
the economy. 

(ii) Increase in exports (X), owing to lower domestic prices in relation 
to international prices. 

( i i i )  Decrease in imports (M), owing to higher international prices 

compared with domestic prices. 

(iv) A cut in tax rates leaving higher disposable income with the 

people. 

(4) Consequences of Excess AD: 

Three Critical Situations in the Economy 

Excess demand leads to three critical situations in the economy, as 

under: 
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( i )  Inflationary Gap 

Excess demand causes 'inflationary gap' in the economy. In a situation 
of excess demand, the level of output does not rise. In fact, it cannot rise 
because factors are already fully employed (and technology is assumed 

to remain constant). Output level remains constant corresponding 
to full employment. On the other hand, excess demand generates 

pressure of demand on the existing resources. Accordingly, cost of 
production tends to rise, which leads to a rise in the general price 
level in the economy. Keynes identifies this situation as a situation of 

'inflationary gap' in the economy. 

I 
Excess AD ---+ Pressure of demand on the existing resources ---+ Rise in cost of production 

---+ Rise in general price level ---+ Output level remains constant because resources are already 

fully employed 

Measurement of Inflationary Gap 

Inflationary gap is measured in terms of 'excess demand'. We can say 
that: 

Inflationary Gap = Excess demand (or Excess AD) 

Inflationary gap is measured as the difference between 'planned AD 
which is beyond full employment level' and 'AD that corresponds to full 

employment'. 

Fig. 5 illustrates this situation. 

ro 

ro 

In Fig. 5: 

y Measurement of Inflationary Gap 

Y = AS 

ADF (Fu l l  Employment AD) 

,.__....._ ____ -JM'-----------+ X 
Y (lncome)/GDP 

Inflationary Gap = Excess demand 

= EF 
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( i i )  Static GDP 

Even when the level of AD is higher than its full employment level, 
the level of GDP does not rise. It remains static. It is a situation when 

higher demand fails to generate higher GDP  in the economy. This 

is because resources are already fully employed: there is no excess 
capacity in the economy. F ig. 6 offers diagrammatic illustration of 

excess demand and static GDP. 

y Excess Demand and Static GDP 

ADp (P lanned AD) 

ADF (Fu l l  Emp loyment AD) 

��----�L�---------+ X 
Y ( l ncome)/GDP 

• Excess Demand = E F  

• GDP = OL, w h e n  AD corresponds t o  fu l l  emp loyment 

• GDP = OL, even when AD is h i ghe r  than its fu l l  emp loyment level 

Fig. 6 shows that the equilibrium GDP remains constant {= OL), and 

at full employment level, even when AD shifts from AD
F 

to AD
p
. Thus, 

GDP  remains unimpacted by excess demand. 

Here, comes an important observation: 

When we say that GDP  remains constant, we are referring to real 

GDP, not the nominal GDP. In other words, we are referring to GDP  

at constant prices, not GDP  at current prices. The fact that excess 

demand leads to a rise in the general price level implies that GDP at 

current prices will rise. Thus, in a situation of excess demand, quantum 

of goods and services produced in the economy remains constant, 

though the market value of goods and services (at the current prices) 

tends to rise. 

• In a situation of excess demand, quantum of goods and services produced in the economy remains 

constant, though the market value of goods and services (at the current prices) tends to rise. 
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(iii) Excess Demand and Wage-Price Spiral 

Excess demand leads to a wage-price spiral in the economy. It is a 

situation when wages catch prices and prices catch wages. Accordingly, 
the economy may be driven to a situation of hyper inflation (inflation 

of very high magnitude). 

This is how the wage-price spiral operates: 

• Owing to excess demand, there is pressure of demand on the 

existing resources. Consequently, cost of production (wages in 
particular) tends to rise. 

• Rise in wages (and the cost of production) leads to a rise in the 
general price level. 

• Rise in prices leads to a rise in cost of living. 

• Rise in cost of living leads to rise in wages again. 

Thus, wages catch prices, and prices catch wages. This spiral, if turns 

into hyper inflation, becomes a serious threat to economic stability. 

(iv) Loss of Profit 

Like deficient demand, excess demand also causes loss of profit. Profit 

is lost, because (owing to the lack of excess capacity), the producers 
are not able to raise their supplies. In other words, there is a loss of 

profit owing to unfulfilled demand in the economy. 

Briefly, excess demand is not virtuous, but vicious. It generates 

inflationary spiral in the economy. Devoid of any rise in GDP, excess AD 
generates pressure of demand on the existing resources. Accordingly, 

cost of production (particularly wage rate) rises. Rise in cost leads 
to rise in prices. The economy is caught in the 'wage-price spiral', a 

challenge to stability of the economy. 

Inflationary Gap and Deflationary Gap-The Difference 

I nflationary Gap 

( i )  It is the excess of AD ove r and  above 
its l evel requ i red to ma inta in  fu l l  
emp loyment equ i l i b r i um i n  the 
economy. 

( i i )  It occurs when AD > AS, correspond i ng 
to fu l l  emp loyment l eve l .  

( i i i )  Leve l of output is constant at fu l l  
emp loyment .  

( iv) There is no unem ployment or  
underemp loyment i n  the economy. 

(v) It leads to wage-p rice sp i ra l :  wages 
catch prices and prices catch wages, 
wh i l e  GDP  rema ins  consta nt. 

Deflationary Gap 

( i ) It i s  the deficiency of AD from 
the l evel requ i red to ma inta in  fu l l  
em ployment equ i l i b r i um i n  the 
economy. 

( i i )  It occurs when AD < AS, correspond i ng 
to fu l l  emp loyment l eve l .  

( i i i )  Leve l of output is l ess than that at fu l l  
emp loyment. 

( iv) There i s  unemp loyment or  under-
emp loyment i n  the economy. 

(v) It leads to low leve l eq u i l i b r i um trap :  
low AD leads to  l ow i ncome, and  low 
i ncome leads to low AD. 
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t>TS 
Q. 1 .  How does propensity to consume affect AD-function ? 

Ans . I ncrease i n  the propens ity to consume causes a n  upwa rd sh ift in the AD-function (th rough a n  upward 
sh ift in the (-function) .  On the other hand, decrease i n  the propensity to consume causes a downward 
sh ift in AD-fu nction (through a downward shift in (-function ) .  

Q. 2 .  Accord i ng to  Keynes, pr ice l eve l rises on l y  after fu l l  emp loyment .  Why? 

Ans . P rice leve l  does not rise before fu l l  emp loyment, because AS i s  assumed to be perfectly e lastic. P rior 
to fu l l  employment, AS tends to r ise proportionate to any r ise i n  AD. Accord i ngly, price l evel rema ins  
constant. But  after fu l l  employment is reached, AS stops r is ing i n  response to a rise i n  AD .  Accord ingly, 
price l evel tends to r ise. 

F®CUS 
ZONE 

4 .  MEASURES TO CORRECT DEFICIENT AND 

EXCESS DEMAND: FISCAL AND MONETARY 

POLICIES 

Economic stability requires that the situations of excess demand and 

deficient demand are corrected as fast as possible. Who does it? The 

government does it through its revenue-expenditure policy (Fiscal 

Policy), and the Central Bank (RBI) does it through its monetary 

policy. This bring us to the discussion of fiscal and monetary policies. 

Let us understand how these policies are used to combat inflationary 

gap (related to excess demand) and deflationary gap (related to 

deficient demand). 

Fiscal Policy (Fiscal Measures) 

Fiscal policy refers to revenue and expenditure policy of the 

government. It is also called Budgetary Policy of the government. It 

focuses on stability of the economy by correcting the situations of 

excess demand (inflationary gap) and deficient demand ( deflationary 

gap). 

Fiscal policy refers to budgetary policy of the government (or revenue and expenditure 
policy of the government) to correct the situations of excess and deficient demand in the 
economy with a view to achieve the twin objective of'growth with stability'. 

Components of Fiscal Policy and the Way these are Used 

Following are the principal components of fiscal policy. Along with 

each component, we are describing the way it is used to correct the 

situations of excess and deficient demand. 
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(1) Government Expenditure 

It is the principal component (or principal instrument) of fiscal policy. 
The government of a country incurs various types of expenditure, 

mainly: 

(i) Expenditure on public works programmes such as the construction 

of roads, dams, bridges, etc. 

(ii) Expenditure on education and public welfare programmes. 

(iii) Expenditure on the defence of the country and the maintenance 

of law & order. 

(iv) Expenditure on various types of subsidies to the producers with 
a view to encourage production. 

It is by changing any or all types of expenditure that the government 
seeks to correct the situations of excess demand or deficient demand in 

the economy. When there is excess demand, government expenditure 

is reduced, and when there is deficient demand, government 
expenditure is increased. A rise in government expenditure acts as 

an 'injection' into the circular flow of income in the economy. It is 
required when liquidity needs to be released to combat deflation. 

Likewise, a cut in government expenditure acts like a 'withdrawal' 
from the circular flow of income in the economy. It is required when 
liquidity needs to be soaked to combat inflation. 

(2) Taxes 

Taxes are a compulsory payment made to government by the 

household. 

By increasing the tax burden on the households, the government 
reduces their disposable income. Accordingly, AD is reduced or excess 

demand is managed. On the other hand, by lowering the tax burden, 
the government increases disposable income of the households. 

Accordingly, AD is raised and deficient demand is managed. 

(3) Public Borrowing/Public Debt 

By borrowing from the public, the government creates public debt. In 

a situation of deficient demand (or when AD needs to be increased), 
the government reduces its borrowing from the public. So that 

people are left with greater liquidity (or cash balances) and aggregate 
expenditure remains high. On the other hand, when there is a situation 
of excess demand (or when AD needs to be reduced), the government 

steps up public borrowing by offering attractive rate of interest. This 
reduces liquidity with the people. Accordingly, aggregate expenditure 
also reduces and excess demand is managed. 
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(4) Borrowing from RBI (the Cental Bank) 

Borrowing by the government from the RBI is another element of 
fiscal policy. It is increased to fight deflationary gap, and reduced 

to fight inflationary gap. Higher borrowing releases greater liquidity 
in the economy, as required to correct deflationary gap (deficient 
demand). When borrowing is reduced, the amount of liquidity in the 
economy is also reduced, as desired to correct inflationary gap (excess 
demand) in the economy. 

@TS 
Q. What fiscal measu res wou ld  you recommend to correct deficient demand? 

Ans . Fol lowing fisca l measures a re recommended to correct deficient demand :  

( i )  The government shou ld  step  up i t s  expend i ture [on ( a )  p ubl i c  works p rogrammes, ( b )  education  
and  pub l i c  we lfa re, (c )  subs id i es  to  the p roducers, and  ( d )  defence and law & order] . H igher 
government expend itu re acts l i ke a n  i njection i nto the c i rcu l a r  flow of i ncome i n  the economy. 

( i i )  The government shou ld reduce tax burden on the households, so that they a re l eft with greater 
cash ba lances. H igher cash ba la nces with the people lead to h igher leve l of AD. 

( i i i )  The government should raise more funds from the RB I  so that there is a greater flow of l i qu id ity 
in the economy. H igher l i qu id ity imp l ies h igher level of AD. 

( iv) The government should plan a cut i n  pub l i c  borrowi ng, so that, people a re left with greater 
l i qu id ity (or cash ba lances ) .  Greater cash ba lances imp l ies h igher AD. 

B ri efly, defic ient demand i s  corrected when the government steps up its own expend iture and  
ensures that cash ba la nces with the  people are raised . 

[Note: Students a re advised to write j u st a n  oppos ite a nswer i n  case the q uestion re lates to excess 
demand . ]  

Monetary Policy (Monetary Measures) 

We have already described the components of monetary policy and 
the way these are used to correct the situations of excess demand 

(inflationary gap) and deficient demand ( deflationary gap) in the 
economy in chapter 6. Here, we present a brief summary of that 
description. Application of monetary instruments to correct excess 

demand and deficient demand is discussed separately, as under: 

Application of Monetary Instruments 
to Correct the Situation of Excess Demand 

• Bank rate and repo rate are raised by the RBI . As a follow-up action, 

market rate of interest is raised by the commercial banks. Cost of 
borrowing rises. It lowers the demand for credit leading to a cut in 

consumption and investment expenditure in the economy. Implying 
a cut in AD, as desired to curb excess demand or inflationary gap. 
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• Reverse repo rate is raised by the RBI . This induces the commercial 
banks to park their surplus funds with the RBI. Accordingly, 

lesser funds are used as (RR-deposits for the creation of credit. 
Availability of credit is reduced. It leads to a cut in AD. Excess 
demand or inflationary gap is curbed. 

• Pursuing the policy of open market operations. Securities are 
sold by the RBI to soak liquidity. Accordingly, cash reserves of 

the commercial banks are reduced, implying a cut in their credit 
creation capacity. When the availability of credit reduces, AD shrinks. 
Accordingly, excess demand is corrected. 

• CRR is raised to lower credit creation capacity of the commercial 

banks. Lesser availability of credit causes a fall in AD. Accordingly, 

excess demand is corrected. 

• SLR (Statutory Liquidity Ratio) is raised. It gives a warning signal 
to the commercial banks to maintain healthy cash reserves with 

themselves. Lesser funds are parked with RBI as CRR reserves. 
Supply of credit is reduced and AD is lowered. Excess demand is 

corrected. 

• Margin requirement (minimum down payment that a borrower is 
required to make as a percentage of his loan from the commercial 

banks) is raised to restrict the availability of credit. Accordingly, 
AD is reduced and excess demand is corrected. 

• Moral pressure is exerted by the RBI on the commercial banks to 
be selective and strict in lending when AD needs to be curbed to 
correct the situation of excess demand or inflationary gap. 

• Credit rationing is introduced, prescribing credit limits for different 
sectors of the economy. This restricts the availability of credit. 

Accordingly, AD is lowered and excess demand is corrected. 

Briefly, dear money policy is pursued to curb excess demand. This 

policy reduces the availability of credit and increases the cost of 

credit. Lower demand for credit leads to a fall in AD, implying the 
correction of excess demand. 

Application of Monetary Instruments 
to Correct the Situation of Deficient Demand 

In a situation of deficient demand, AD needs to be raised. The RBI 
pursues cheap money policy. Availability of credit is raised and cost 
of credit is lowered. It is achieved by using the monetary instruments 
exactly the opposite way these are used in a situation of excess 
demand or inflationary gap. Avoiding repetition, we may state that 

(for the correction of deficient demand), the availability of credit 
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is raised and the cost of credit is lowered through the following 
monetary actions by the RBI: 

• Bank rate and repo rate are lowered. Accordingly, cost of credit is 
reduced and availability of credit is increased. 

• Reverse repo rate is lowered, so that the commercial banks are 

not induced to park their funds with the RBI to generate interest 
income. Instead, they are prompted to use their funds for the 

creation of credit. 

• Securities are purchased to inject liquidity into the system. The 
banks are left with more cash for the creation of credit. 

• CRR is lowered to increase the supply of credit. 

• SLR is lowered to enhance credit creation capacity of the commercial 

banks. 

• Margin requirement is lowered to raised the availability of credit. 

• Moral pressure is built on the commercial banks to be liberal in 

lending. 

• Credit rationing, if already in force, is withdrawn to enhance the 

availability of credit. 

Thus, RBI makes every effort to increase the supply of credit and 
decrease the cost of credit. Easy availability of credit raises the demand 

for credit. Accordingly, AD is raised and deficiency of demand (or 
deflationary gap) is curbed. 

Monetary Policy and Fiscal Policy-The Difference 

Monetary Policy Fiscal Pol icy 

( i )  It is the po l icy of correcting excess or  ( i )  It i s  the po l icy of  correcting excess or  
defic ient demand  i n  the economy by defic ient demand i n  the economy by 
contro l l i ng  the supply of cred it .  manag ing revenue and expend i ture 

of the government .  
( i i )  It i s  pu rsued by the centra l  ban k  of a ( i i )  It is pu rsued by the government of a 

country ( RB I  i n  I n d i a ) .  country. 
( i i i )  Tools of moneta ry po l icy are :  ban k  ( i i i )  Too ls  o f  fiscal po l i cy a re :  government 

rate . repo rate, reverse repo rate, expend iture, taxes, pub l i c  borrowing 
open market operations, cash and borrowing from centra l  bank .  
rese rve ratio, statutory l i qu id ity 
ratio, marg i n  requ i rement, mora l  
suas ion and  credit ration ing .  
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Power Po i nts & Revision Window----------

Fu l l  Emp loyment Equ i l i br ium and Underemployment Equ i l i br ium j ! Ful l  Emp loyment Equ i l i b ri um refe rs to t h at s i t u at i o n  1n the e conomy when  AS = AD 
(or S = I }  a l o ng with fu l l e r  u t 1 l 1 s at 1 o n  of l a bo u r. [AS = AD, cor res p o n d i n g  to the s i t u a t i o n  of fu l l  
e m p l oymen t . ]  

Underemp loyment Equ i l i b r ium refe rs to  t h a t  s i t u a t ion  1 n  t he  e co n o my w h e n  AS = AD ( o r  S = I }  
b ut w i thout  fu l l e r  u t i l i s a t i o n  of l a bo u r. [AS = AD, corres p o n d i ng to the  s i tuat ion  of l ess than  fu l l  
e m p l oymen t . ]  

Vol untary a nd  Invo luntary Unemployment j ! Voluntary Unemployment occu rs when  some peop l e  a re not w i l l i ng to work at a l l , o r  a re not 
w i l l i n g  to work at the ex isti ng wage rate . 

I nvoluntary Unemployment refers to a s i tuation when  peop l e  a re not getti n g  work, even when they a re 
w i l l i ng to work at the  ex isti ng wage rate . 

Fu l l  Emp loyment and Natura l Unemployment j ! Fu l l  Employment i s  that s i tuation i n  the  economy when AS = AD a long with fu l l e r  uti l i sati o n  of 
reso u rces .  B ut it does not mean  a s i tuation  of zero u n emp loyment  i n  t he  economy. 

Natura l  Unemployment is that rate of u n emp loyment ( m i n i m u m  rate of u n emp loyment) wh ich  a lways 
ex ists i n  the  economy, owi ng to co nsta nt ly  c h a ng i ng  s u pp ly a n d  demand  p a ra m eters i n  the  economy. 

Deficient Demand is a s itu ation when : AD < AS (correspond i ng to fu l l  em p loyment leve l ) .  j ! Deflationary Gap i s  measu red as t h e  d ifference between 'AD-at fu l l  employment' and  'AD-at 
underemployment'. 

Causes of Deflationary Gap:  ( i )  Red u ction i n  pr ivate co n s umption expend itu re, ( i i )  Red u ction i n  
i nvestment  expend i t u re, ( i i i )  Red u ction i n  gove rn m e nt expend itu re, ( iv ) Dec l i n e  i n  exports, (v) R ise 
in  i m ports, (v i )  I n crease i n  tax b u rd e n .  

Consequences of Deficient Demand :  Defic ient Demand  ca uses Deflation and  U nde re m p loyment :  When  
AD fa i l s  t o  catch u p  w i t h  AS  o f  fu l l  e m p loyment, a l l  goods a nd  se rv ices p rod uced i n  the  economy ca n not 
be so l d .  Accord i ng ly, p rofits sta rt s h r i n k i ng .  Th is d i sco u rages i nvestment a n d  lowers the l eve l of i n come/ 
emp l oyment  i n  t he  economy. The economy is ca ught i n  a low l eve l eq u i l i b r i u m  tra p  whe re low AD causes 
low output  and low outp ut/i ncome ca uses low AD. 

Excess Demand is a s i tuation whe n :  AD > AS (correspo n d i ng to fu l l  emp l oyment  l eve l ) .  j ! Inflationary Gap  i s  measured as t h e  d ifference between  'AD-beyond fu l l  emp loyment '  a nd  
'AD-at fu l l  emp loyment'. 

Causes of Inflationary Gap:  Causes of i nfl ationa ry ga p a re j u st op posite to the ( a bove stated )  
ca uses of d eflation a ry ga p .  These a re re lated t o  a r ise i n  t h e  va r ious  com pone nts o f  AD, a r i se that 
co nti n ues to occ u r  eve n when resou rces a re fu l ly uti l i sed . 

Consequences of Excess Demand:  Excess Demand  causes I nfl ati o n :  Because excess d emand  i s  that l eve l 
of AD wh i ch  su rpasses AS (at fu l l  emp loyment  leve l } , it m ust ca use i n flation .  Output ca nnot be i n c reased 
once fu l l  emp l oyment i s  reached .  H e nce,  AD beyond  i ts fu l l  emp l oyment l eve l wou l d  on l y  gene rate 
p ressu re of d emand  on  the existi ng s u p p ly. I m p ly i ng  i nflation .  Th e economy i s  ca ught in a wage-pr i ce 
sp i ra l :  wages catch p r i ces a n d  p r ices catch wages. 
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Correcting Excess and Defic ient Demand Measu res of correcti ng excess and deficient demand, i nc l ude :  

j 
( i )  fisca l measu res, and  ( i i )  moneta ry measures. F isca l  measu res 
re l ate to fisca l po l icy of the government, and  moneta ry measures 
re l ate to moneta ry pol icy of the centra l ba n k. 

F isca l Pol icy refers to the revenue  and  expend i tu re po l icy (or  budgeta ry pol icy) of the 
govern ment to correct the s i tuations  of excess and  defic ient demand i n  the economy 
with a v iew to ach ieve 'growth with sta b i l ity'. 

Components of Fisca l Pol icy and  the way these a re used : 

( i )  Government Expenditure: I ncreased to correct defic ient demand, and decreased to correct 
excess demand .  

( i i )  Taxes: Tax burden i s  lowered to  correct deficient demand, a nd  ra ised to correct excess demand. 

( i i i )  Publ ic Borrowing: Decreased to correct defic ient demand ,  and i nc reased to correct 
excess demand .  

( iv) Borrowing from RBI :  I n creased to  correct defic ient dema nd, and  decreased to  correct 
excess demand .  

Monetary Pol icy refe rs to  t h a t  po l i cy wh i c h  corrects excess and  defic ient demand  by  regu l ati ng t he  
cost o f  cred it a n d  ava i l a b i l i ty o f  c red it  i n  t he  economy. 

Components of Monetary Pol icy and  the way these a re used : 

( i )  Bank Rate/Repo Rate: I ncreased to correct excess demand, and decreased to correct deficient demand .  

( i i )  Reverse Repo Rate: I ncreased to correct excess demand and  decreased to  correct defic ient demand .  

( i i i )  Open Market Operations: The  centra l ba n k  s e l l s  secu rities t o  correct excess demand  and  buys 
secu rities to correct defi c ient demand .  

(iv) CRR: Raised to  correct excess demand ,  and  lowered to  correct defic ient dema nd .  

(v) SLR: Ra ised to  correct excess demand ,  and  l owered to  correct defic ient demand .  

(vi) Margin Requirement: Ra ised to  correct excess demand ,  and  l owered to  correct defic ient demand .  

(vii) Credit Rationing: I ntrod uced to  correct excess demand ,  and  withd rawn ( i f  a l ready i n  force) to 
correct defic ient demand .  

(vi i i) Mora l  Suasion :  Ba n ks a re advised to  pu rsue cheap money pol icy to  correct defic ient demand ,  and  
dear  money po l icy to  correct excess demand .  

rEX ERC I S Ej 
1 .  Objective Type Quest ions (Remembering & Understand ing based Questions) 

A. M u lt ip le  Choice Quest ions 

Choose the correct option: 
1 .  Ful l  emp loyment equ i l i b r i um refers to a s ituation of: 

( a )  AD = AS (with fu l l er  uti l i sation of resou rces )  

( b )  zero u nemp loyment 

(c) both ( a )  and ( b )  

( d )  none of  these 
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2 .  Natura l  unemployment occurs due to: 
(a) shortage of factors of p rod uction 

( b )  ti me req u i red i n  adj u sti ng to cha nge i n  tech no logy 

(c) ti me req u i red in s h ift i ng  from one job to the other  

( d )  both ( b )  a nd  (c )  

3 .  Fr ictiona l  unemp loyment occurs due to :  
( a )  immob i l ity of  l abour  

(c) l ow wage rate 

4. Structura l  unemployment occurs due to: 
( a )  change i n  tech no logy 

(c) both ( a )  a nd  ( b )  

5 .  Deficient demand leads to :  
( a )  deflationa ry ga p 

(c) both ( a )  a nd  ( b )  

6 .  Deflationary ga p is measu red as :  
( a )  AD

F 
+ AD

p 

(c )  AD
F
- AD

p 

( b )  l ack of p rod uction ca pacity 

( d )  none of these 

(b) when factors (other than  l a bou r) a re in shortage 

(d )  none of these 

(b) i nflationa ry ga p 

( d )  none of these 

(b) AD
F 

+ AD
p 

( d )  none of these 

[Note : Here, AD
F 

= F u l l  emp loyment AD; AD
p 

= P l an ned AD correspond i ng  to underemp loyment . ]  
7 .  Excess demand refers to a s i tuation when :  

( a )  AD > AS (correspond i ng  to  fu l l  emp loyment) 

(b) AD < AS (correspond i ng  to fu l l  emp loyment) 

(c )  u nso ld stocks tend to i nc rease 

(d) none of these 

8 .  Excess demand leads to: 
(a) i nflationa ry ga p ( b )  r ise i n  pr ices 

(c) rise in emp loyment l eve l ( d )  both ( a )  a nd  ( b )  

9 .  Wh i ch  of  the fo l lowing does not lead to fa l l  i n  AD? 
(a )  Fa l l  i n  private consumption expend itu re (b) Fa l l  i n  exports 

(c) Fa l l  in imports (d) Fa l l  in government expend itu re 

10. Which of the fo l lowing leads to increase in AD? 
(a )  Fa l l  i n  imports (b) I ncrease in i nvestment expend i tu re 

(c) I ncrease i n  government expend i tu re ( d )  A l l  of these 

11 .  I nflationary ga p :  
( a )  ra ises the leve l o f  output ( b )  does not im pact the leve l of output 

(c) ra ises the genera l  p rice l eve l ( d )  both ( b )  a nd  (c) 

12.  If the leve l of AD is to be ra ised ( i mplying a n  upwa rd sh ift in AD cu rve) there should be: 
( a )  i nc rease i n  a utonomous i nvestment ( b )  i nc rease i n  a utonomous consum ption expend i tu re 

(c) both ( a )  a nd  ( b )  ( d )  none of  these 

13.  Revenue and expenditure pol icy of the government to correct the situations of excess and deficient 
demand is known as: 
(a) moneta ry po l icy ( b )  fisca l po l icy 

(c) both ( a )  a nd  ( b )  ( d )  none of  these 
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14. Which of the fo l lowing components of fisca l pol icy can be used to correct defic ient demand? 
( a )  I ncrease i n  government expend itu re ( b )  Cut i n  tax rates 

(c) Cut in pub l i c  borrow ing (d )  A l l  of  these 

15.  Deficient or excess demand ca n be corrected through : 
( a )  fisca l po l icy ( b )  moneta ry po l i cy 

(c) both ( a )  and  ( b )  ( d )  none of  these 

16. With a view to correcting inflationa ry gap, which of the fol lowing fisca l pol icy measures shou ld be 
adopted?  
(a )  I ncrease i n  taxes 

(c) I ncrease in pub l i c  debt 

( b )  Red uction i n  pub l i c  expend itu re 

(d )  A l l  of these 

17. Which of the fol lowing com ponents of monetary pol icy ca n be adopted to correct excess demand? 
(a )  I ncrease i n  ba n k  rate ( b )  I ncrease in CRR 

(c) I ncrease i n  ma rg i n  req u i rement (d )  A l l  of these 

18. To correct the s ituation of deflationa ry gap, the centra l bank :  
( a )  i nc reases ma rg i n  req u i rement ( b )  decreases margi n req u i rement 
(c) i nc reases cash  rese rve ratio (d )  both ( b )  and  (c) 

19. By increasing the tax burden on the households, the government intends to: 
(a) correct the s i tuation of deficient demand 

(b )  correct the s i tuation of  i nfl ationa ry ga p 

(c) correct the s i tuation of excess demand 

(d )  both  ( b )  and  ( c )  

20 .  Wage-price sp i ra l  is a consequence of: 
( a )  i nfl ationary ga p 

( c) stagflation 

Answers 

1. (a )  

11 .  (d) 

2 .  (d )  3 .  (a ) 

12 .  (c) 13 .  ( b) 

B. F i l l  i n  the Blanks 

4. (c) 

14. (d ) 

5 .  (a )  

15 .  (c) 

Choose appropriate word and fi l l  i n  the b lank: 

( b )  defl ationa ry ga p 

(d )  both ( a )  and  (c) 

6. (c) 

16. (d) 

7 .  (a )  

17.  ( d )  

1 .  I n  a state of  u nderemp loyment eq u i l i b r i um, there i s  

8 .  (d ) 

18. (b )  

9 .  (c) 10 .  (d )  

19. (d ) 20. (a ) 

ca pac ity i n  the economy. 

2 .  

( uti l i sed/u nuti l ised ) 

u nemp loyment refers to a s ituation when peop le  choose to rema i n  

3 .  

4 .  

5 .  

6 .  

u nemp loyed . (Vo l u nta ry/I nvo l u nta ry) 

u nemp loyment is associated with the chang ing  of jobs i n  dynam ic  economy. 
( Fr ictiona 1/Structu ra l )  

_______ i n  tax rates l eaves l esser d is posa b le  i ncome with t h e  peop le .  ( I ncrease/Decrease) 

_______ demand generates p ressu re of demand on the exi sti ng  resou rces. 
( Defic ient/Excess) 

I m ports a re a _______ component of AD. ( pos itive/negative) 

7 .  _______ ga p i s  measu red as the d iffe rence between 'p l an ned AD wh ich i s  beyond fu l l  
emp loyment leve l '  a n d  'AD that corresponds t o  fu l l  emp loyment'. ( I nflationa ry/Defl ationa ry) 
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8. There is u nemp loyment or u nderemp loyment i n  the economy i n  a s i tuation of 
( i nflationary ga p/deflationa ry ga p )  

9 .  po l i cy refers to revenue  and  expend itu re po l icy of  the government .  
( F isca l/Moneta ry) 

10. Reve rse repo rate is by the RBI i n  order  to red uce the ava i l a b i l ity of cred it  i n  the 
economy. ( ra i sed/red uced ) 

Answers 
1. unuti l ised 

6 .  negative 

C. True or Fa lse 

2 .  Vo l unta ry 

7. I nflationa ry 

3. Frictiona l  4. I ncrease 

8 .  deflationary gap 9. Fisca l 

State whether the fol lowing statements are True or False: 
1 .  F u l l  emp loyment eq u i l i b r i um  refe rs to that s i tuation in the economy when 

AS = AD a l ong with fu l l e r  uti l i sation of resources. 

2 .  Natu ra l  u nemp loyment i s  a s i tuation of 'frictiona l  and st ructu ra l '  
u nemp loyment i n  the economy. 

3 .  A r ise i n  government consu m ption expend itu re leads to a cut i n  AD. 

4. AD is  deficient when there i s  excess ca pac ity i n  the economy. 

5. I n  a s ituation of excess demand ,  the pr ice leve l does not r ise .  

6 .  Deflationary ga p i s  measu red i n  te rms of excess demand .  

7 .  Taxes a re a com pu l sory payment made to  government by  the househo ld .  

8 .  H igher  borrowi ng by  the government from the RB I  re leases greate r l i q u i d ity 
i n  the economy. 

9. Moneta ry po l i cy is a l so ca l l ed budgeta ry po l icy of the govern ment .  

10. CRR i s  ra ised to i nc rease cred it creation capacity of the com merc ia l  ba n ks .  

Answers 

5 .  Excess 

10. ra ised 

(True/Fa lse )  

(True/Fa l se )  

(True/Fa l se ) 

(True/Fa l se) 

(Tru e/Fa lse )  

(True/Fa l se)  

(True/Fa l se)  

(True/Fa l se )  

(True/Fa l se) 

(True/Fa l se) 

1 .  True 2 .  True 3 .  Fa lse 4. True 5 .  Fa lse 6. Fa lse 7 .  True 8 .  True 9 .  Fa lse 10. Fa lse 

D. Match ing the Correct Statements 

I .  From the set of statements given in Column I and Column I I , choose the correct pair of statements: 

Column I Column I I  

(a )  Underem ployment equ i l i bri um  ( i )  No unemp loyment i n  t h e  economy 

(b )  I nvolu nta ry unemp loyment ( i i )  Excess capacity i n  the economy 

(c) P rob lem of unemp loyment ( i i i )  P rob lem of i nvol untary unemp loyment 

(d) Fu l l  emp loyment ( iv) A s ituation of zero unem ployment 

(e )  Natura l  rate of unemp loyment (v) Maxi mum rate of unemp loyment that m ust 
a lways exist i n  the economy 

Answer 

(c) Problem of unemployment-( i i i ) Prob lem of invo lunta ry unemployment 
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I I .  Identify the correct sequence of a lternatives given in  Column II by match ing them with respective 
items in Column I :  

Column I Column I I  

( a )  Fu l l  em ployment equ i l i bri um  ( i )  I nflationary ga p i n  the  economy 

(b) Structura l  unem ployment ( i i )  Underem ployment equ i l i bri um  

( c )  Excess o f  demand  ( i i i )  Pu rsued by  the centra l  bank of  a cou ntry 

( d )  Shortage of demand  ( iv) Change in  the  tech n ique of  p roduction 

(e)  Moneta ry po l icy (v) No excess capac ity 

Answers 

(a )-(v), (b )- (iv), (c)-( i ), (d )-( i i ) ,  (e)-( i i i ) 

E .  'Very Short Answer' Objective Type Questions 

1 .  What is fu l l  employment equ i l i b ri um?  
Ans .  F u l l  emp loyment eq u i l i b r i um  is  struck when  AS = AD a long  with fu l le r  uti l i sation o f  the resou rces . 

2. G ive the mean ing of underemployment equ i l i b ri um .  
Ans. U nderemp loyment eq u i l i b r i um is  struck when  AS  = AD bu t  resou rces a re sti l l  no t  fu l ly u ti l i sed and  

there i s  excess ca pac ity i n  the economy. 

3 .  What is vo l unta ry unemp loyment? 
Ans. Vo l u nta ry unemp loyment i s  a s i tuation in wh ich a worker  i s  not wi l l i ng  to work at the cu rrent rate of 

wage. 

4. G ive the mean ing of i nvol unta ry unemp loyment. 
Ans. I nvo l u nta ry unemp loyment i s  a s ituation in which a worker i s  wi l l i ng to work at cu rrent rate of wage 

but does not get work .  

5 .  What is meant by fu l l  employment? 
Ans. F u l l  emp loyment refers to a s i tuation in wh ich a l l  those who a re ab l e  to work and a re wi l l i ng to work 

at the existi ng wage rate get work. 

6 .  What is the natu ra l rate of unemp loyment? 
Ans. Natu ra l  rate of unemp loyment i s  the m i n imum rate of u nemp loyment that must exist in the economy 

even when the l abour  ma rket is i n  a state of eq u i l i b r i u m .  

7 .  Define frictiona l  unemployment. 
Ans. Fr ictiona l  u nemp loyment i s  that unemp loyment wh ich i s  associated with chang ing  the jobs in a 

dynam ic  economy. 

8. Define structura l  unemp loyment. 
Ans. Structu ra l  u nemp loyment i s  that u nemp loyment which is associated with structu ra l  cha nges in the 

economy, l i ke cha nge in tech no logy. 

9. Does fu l l  employment mean zero unemployment? 
Ans. F u l l  emp loyment does not mea n a s i tuation of zero u nemp loyment .  Natu ra l  rate of u nemp loyment 

(m i n imum  rate of unemp loyment) a lways exists i n  the economy. 

10. What is meant by deficient demand? 
Ans .  Defic ient demand refers to  a s i tuation when aggregate demand i s  short of  aggregate s upp ly 

correspond ing  to fu l l  emp loyment in a n  economy. 
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11 .  What is meant by excess demand? 
Ans .  Excess demand refers to a s itu ation  when aggregate demand i s  i n  excess of  aggregate s upp ly 

correspond ing  to fu l l  emp loyment in a n  economy. 

12. Define deflationary gap. 
Ans. Deflationa ry ga p i s  the shortfa l l  i n  AD from the l evel req u i red to ma i nta i n  fu l l  emp loyment i n  the 

economy. 

13.  Define inflationary gap. 
Ans. I nflationa ry ga p is the excess of AD over and above its l eve l req u i red to ma i nta i n  fu l l  emp loyment 

eq u i l i b r i um  in the economy. 

14. How deficient demand impacts economic activity i n  the economy? 
Ans. In a s i tuation of defic ient dema nd, output l eve l tends to red uce .  Leve l of emp loyment a l so reduces .  

Th is  leads to a fa l l  in the l evel of i ncome and conseq uent ly a fa l l  i n  AD. The economy is  ca ught i n  the 
l ow level eq u i l i b r i um  trap .  

15 .  What happens when  AD increases beyond its fu l l  emp loyment leve l?  
Ans .  When AD i nc reases beyond i t s  fu l l  emp loyment l eve l , output  rema i n s  consta nt. But, the pressu re 

of demand on the existi ng s upp ly sta rts mou nti ng u p .  Th i s  leads to a r ise i n  p rices .  Th i s  imp l ies a 
s i tuation of i nflation .  

16 .  How does pr ice leve l i nd icate the  existence of  excess demand?  
Ans .  When there is excess demand i n  the economy, the p rice l evel tends  to  r ise .  

17.  What does excess capacity mean in  the context of equ i l i b ri um  GDP? 
Ans .  Existence of  excess ca pac ity poi nts to the defic iency of  AD. I t  leads to  u nderemp loyment eq u i l i b r i u m .  

18. What i s  fisca l pol icy? 
Ans. F i sca l  po l icy refers to revenue  and  expend itu re po l i cy of the government to correct the s i tuations  of 

excess and  defic ient demand in the economy. 

19. What is moneta ry pol icy? 
Ans. Moneta ry po l icy is the po l icy re l ati ng to the control of ( i )  s u pp ly of money, and  ( i i )  ava i l a b i l ity of 

cred i t, a nd  ( i i i )  cost of cred it ( rate of i nterest) with a view to combati ng  the s i tuations  of excess and  
defic ient demand i n  the economy. 

20. What happens to the demand for credit i n  the economy when repo rate is increased? 
Ans. When repo rate i s  i nc reased, the commerc i a l  ba n ks, as a fo l l ow-u p  action ,  ra ise the ma rket rate of 

i nterest (the rate at which the commerc i a l  ba n ks lend money to the consumers and the i nvestors ) .  
Th is  reduces demand for cred i t .  

21 .  How shou ld reverse repo rate be cha nged to check inflation? 
Ans. Reverse repo rate shou ld  be ra ised, so that the commerc ia l  ban ks a re i nduced to park more fu nds 

w ith  the RB I  to generate i nterest i ncome.  Accord ing ly, less  fu nds  wou l d  be used as CRR-reserves for 
cred i t  c reation .  Th i s  w i l l  check i nfl ati on .  

2. Reason-based Questions (Comprehension of  the Subject-matter) 

Read the fo l l owing statements carefu l ly. Write True or Fa lse with a reason . 

1. Once equ i l i b rium GDP  is ach ieved, the leve l of output is the same; no matter it is u nderemployment 
equ i l i b ri um  or fu l l  emp loyment equ i l i b ri um .  

Ans. Fa l se .  G D P  level i s  l ower correspond ing  to  u nderemp loyment eq u i l i b r i um  compared with fu l l  
emp loyment eq u i l i b r i um .  
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2. Fu l l  emp loyment i mp l ies zero unemp loyment when nobody is ever unemp loyed in the economy. 
Ans. Fa l se .  Even in a state of fu l l  emp loyment, there is a lways some m i n imum  level of the u nemp loyment, 

ca l led natu ra l  u nemp loyment .  

3 .  Underemployment equ i l i b ri um  ind icates excess capacity i n  the economy. 
Ans. True .  I n  the s i tuation of underemp loyment eq u i l i b r i um, AD is l ess than  what is needed for fu l l  

emp loyment o f  t h e  factors . Imp ly ing t h e  existence of excess capac ity i n  t h e  economy. 

4. Excess demand leads to greater opportun ities of emp loyment in  the economy. 
Ans. Fa l se .  Excess demand is a s ituation  when AD > AS correspond i ng  to fu l l  emp loyment i n  the economy. 

Accord i ng ly, there is no possi b i l ity of greater emp loyment opportun iti es when there is excess 
demand .  

5 .  Low leve l equ i l i b ri um tra p  is the consequence of  excess demand .  
Ans .  Fa l se .  Low l eve l eq u i l i b r i u m  tra p  i s  the conseq uence of  defic ient demand .  

6 .  Wage-price sp i ra l  is the consequence of  deficient demand .  
Ans .  Fa l se .  Wage-p rice sp i ra l  i s  the consequence of  excess demand .  I n  th i s  s ituation ,  wages catch pr ices 

and pr ices catch wages. Output ca n not i ncrease because resou rces a re a l ready fu l ly emp loyed . 

7. I ncrease in output beyond underemp loyment equ i l i b ri um does not cause inflationary gap. 
Ans. True .  I ncrease i n  output beyond u nderemp loyment eq u i l i b r i um  does not cause i nflationa ry ga p 

because excess ca pac ity exists i n  the economy. I ncrease i n  AD i nd uces p roportionate i nc rease i n  AS 
at the existi ng pr ice l eve l .  

8 .  I ncrease in AD beyond fu l l  employment does not cause increase in  ma rket price o f  t he  output. 
Ans. Fa l se .  I ncrease i n  AD beyond fu l l  emp loyment leads to i nc rease i n  market pr ice of the output .  

However, the l eve l of output does not i nc rease. 

9 .  To correct the i nflationary gap, ava i l ab i l ity of credit shou ld be increased.  
Ans. Fa l se .  To correct i nfl ationa ry gap, ava i l a b i l ity of cred i t  shou ld be red uced . Red uction  i n  the ava i l a b i l ity 

of cred it wou l d  cause a red uction  in AD to correct the i nfl ationa ry ga p .  

10 .  To correct t he  deflationary gap, the government shou ld i ncrease taxation .  
Ans .  Fa l se .  I n  o rder  to correct the  defl ati ona ry ga p, the  government shou ld  red uce taxati o n .  Lower 

taxati on  wou l d  i n c rease d i s posa b l e  i ncome .  Accord i ng ly, AD wou l d  i n c rease to correct the 
deflati ona ry ga p .  

11 .  An increase i n  AD must cause a rise i n  genera l  pr ice leve l .  
Ans .  Fa l se .  An i ncrease i n  AD may not ca use i nc rease i n  genera l  p r i ce  l evel i n  a s i tuation of  excess ca pacity 

in the economy. 

12.  I n  a situation of inflationary gap, genera l  p rice leve l tends to rise. 
Ans. True .  In the s i tuation  of i nflationa ry ga p, excess demand imp l i es p ressu re of demand on  the exi sti ng 

resou rces. Conseq uent ly, cost of p roduction r ises ca us i ng  a r ise in the genera l  p rice l eve l .  

13.  I n  a situation of  deflationary gap, l ow leve l o f  AD leads to  low leve l o f  AS. 

Ans. True .  U nder  defl ationa ry ga p or  defic ient demand ,  u nderem p loyment eq u i l i b r i um occu rs at a po int 
where level of AD is less than  that of fu l l  emp loyment .  S i nce AS is assumed to be perfect ly e lastic, it 
a l igns itself to the l ow l eve l of AD. 

14. I nflationary ga p can be corrected by lower ing the leve l of autonomous i nvestment. 
Ans.  True .  I nfl ationa ry ga p or  excess demand ca n be corrected by red uc ing  autonomous i nvestment 

expend itu re beca use i nvestment i s  a component of AD. 

15.  Deflationa ry ga p can be corrected by i ncreas ing the leve l of AD. 
Ans. True .  Deflationa ry ga p ca n be corrected by i nc reas ing the leve l of AD. Beca use it i s  the defic iency of 

AD that ca uses defl ationa ry ga p .  
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16. Ba nk  rate shou ld be lowered i n  a situation of i nflationary gap. 
Ans. Fa l se .  Ba n k  rate shou ld  be i nc reased i n  a s i tuation of i nflationa ry ga p i n  o rder  to l ower money supp ly 

i n  the economy. I mp ly ing that AD shou l d  red uce.  

17.  CRR shou ld be ra ised to combat deflationary gap. 
Ans. Fa l se .  CRR shou ld  be l owered to combat deflationa ry ga p .  Th i s  ra ises ca pacity of the commerc ia l 

ba n ks to create cred it i n  the economy. Th us, AD tends  to r ise .  

18. SLR needs to be ra ised to com bat deflationa ry gap. 
Ans. Fa l se .  SLR shou ld  be lowered to com bat deflationa ry ga p .  Th is  ra ises ca pac ity of the commerc ia l 

ba n ks to create cred it i n  the economy. Th us, AD tends  to r ise .  

19. It is not poss ib le to com bat i nflationary gap without caus ing unemployment in  the economy. 
Ans. Fa l se .  When i nflationa ry ga p is com bated, the economy is b rought back to its fu l l  emp loyment l eve l .  

Hence, no  q uestion  o f  decrease i n  emp loyment .  

20. When deflationa ry gap is combated, the leve l of employment tends to r ise i n  the economy. 
Ans. True .  Deflationa ry ga p ca uses a fa l l  in the l eve l of emp loyment .  So that when deflationa ry ga p i s  

com bated, there is r ise i n  the emp loyment l evel i n  the economy. 

3. HOTS & Applications 

1. Equ i l i b ri um beyond fu l l  emp loyment is a better situation ( i n  terms of the leve l of GDP) than 
equ i l i b ri um at fu l l  emp loyment. Defend or  refute. 

Ans. The given statement i s  i ncorrect. Output rema i n s  consta nt even beyond fu l l  emp loyment eq u i l i b r i u m .  
Beca use, fu l l  emp loyment eq u i l i b r i um output i s  t h e  maximum output .  

2 .  What is the effect of deficient demand on output, emp loyment and  prices? 
Ans. ( i ) Effect on Output: Defic ient demand leads to low level of output .  

( i i ) Effect on Emp loyment: Beca use defic ient demand l owers the level of p l an ned output, the l eve l 
of emp loyment is a l so l owered . A s i tuation of u nemp loyment or u nderemp loyment preva i l s  i n  
t h e  economy. 

( i i i ) Effect on Prices: Fa l l  i n  pr ices is the im med iate conseq uence of defic ient demand .  Because, 
owi ng to l ow sa les, stocks tend to p i l e  u p, com pe l l i n g  the p roducers to l ower the pr ices .  

3 .  What is the effect of excess demand on output, emp loyment and prices? 
Ans. ( i ) Effect on Output :  In the s i tuation  of excess demand ,  output does not i nc rease. The economy is 

a l ready operati ng  at fu l l  emp loyment .  So that the poss i b i l ity of i nc rease in output i s  ru led out .  

( i i ) Effect on Emp loyment:  Emp loyment wi l l  not i nc rease because there i s  no i nvo l u nta ry 
unemp loyment i n  the economy. The economy has a l ready ach ieved fu l l  emp loyment .  

( i i i ) Effect on Pr ices :  Excess demand on ly  generates p ressu re of demand on the existi ng flow of 
goods and servi ces in the economy. Accord i ng ly, pr ices tend to r ise .  

4. Is a s ituation of underemployment better than that of over-em p loyment because in  a state of 
underemployment price leve l does not rise? 

Ans. No. U nderemp loyment leads to l ower l evel of i ncome ( l ower than  the fu l l  emp loyment) .  I t  ca uses a 
fa l l  i n  AD and  the economy might be d riven i nto a s i tuation of low level eq u i l i b r i um trap .  

5 .  Even in  a state o f  fu l l  emp loyment, there i s  a poss ib i l ity o f  a n  increase in  output. I s  i t  true? 
Ans. No. In a state of fu l l  emp loyment, output wi l l  not i nc rease if it i s  assu med that techno logy rema i n s  

consta nt. 
6 .  Fisca l pol icy a lways aims at ra is ing add itiona l  revenue for the government .  Com ment. 

Ans. The g iven statement is i n correct. F i sca l po l icy a ims  at ma i nta i n i ng a fisca l ba l a nce i n  the cou ntry 
wh ich may req u i re add itiona l  revenue  or add itiona l  expend itu re by the government .  
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7. Do you agree that fisca l pol icy and  moneta ry pol icy a re opposite to each other? 
Ans. No, it i s  not correct. F i sca l  and moneta ry pol i c ies a re com p lementary to each other. Both a re 

s imu ltaneous ly pu rsued to com bat the s i tuation of i nfl ationary or deflationa ry ga p .  

8 .  Is it correct to  say tha t  the government intervention th rough fisca l and  moneta ry pol icies is not 
requ i red i n  the ma rket economies which a re governed by the ma rket forces of demand and supply? 

Ans. No, it i s  not .  Keynes su pported the existence of ma rket econom ies .  But even he suggested that the 
government i ntervention in these econom ies i s  essenti a l , when there a re i nflationa ry/deflationary 
ga ps .  It is on ly t h rough government i ntervention ( through autonomous i nvestment by the 
government) that the l ow level eq u i l i b r i um tra p  ca n be broken i n  the market economies .  

9 .  Price of crude oil has drastically fallen in the international oil market. 

Can you identify its negative i mpact on aggregate demand for the goods produced i n  I nd ia?  
Ans .  A d rastic fa l l  i n  the p rice of  c rude o i l  i n  the i nte rnationa l  ma rket wou l d  lead to  a n  eq ua l ly d rastic fa l l  i n  

t h e  l eve l o f  i ncome i n  t h e  o i l - p roduc ing economies .  To t h e  extent I n d i a  depends on  these econom ies 
for its exports, it wou l d  mea n a fa l l  i n  'export' com ponent of aggregate dema nd .  So that, aggregate 
demand (for  the goods produced in I nd i a )  i s  expected to fa l l .  

10. Exemption limit for the payment of income tax has been raised from � 2 lakh to � 2.5 lakh, for the 
financial year 201 7-18. 

Do you th ink  it wou ld  he lp  correct the defic iency of demand even when M PC rema ins  consta nt? 
Ans. A rise in exemption l im it from � 2 l a kh to � 2 .5  l a kh wou l d  lead to a rise in d i sposa b le  i ncome of a 

taxpayer by � 50,000. Let us assume that M PC = 0 .5, and  it rema i n s  consta nt. It wou ld  mean that 
aggregate consum ption i n  the economy wou l d  i nc rease by 0 .5  x � 50,000 = � 25,000 per taxpayer. 
Accord i ng ly, defic iency of demand wou ld  be corrected . 

Th us, we conc l ude  that a n  i nc rease i n  exem ption l im i t  re lati ng  to i ncome tax wou ld he l p  correct 
defic iency of demand even when M PC rema ins  consta nt . 

11. Briefly state how moneta ry pol icy is used to correct deficient demand .  
Ans .  Fol l owi ng observations h i gh l ight how moneta ry pol icy i s  u sed  to  correct defic ient dema nd : 

( i )  Ba n k  rate/Repo rate is l owered, fo l lowi ng wh ich ma rket rate of i nterest is red uced . Th is  imp l ies 
a cut i n  the cost of cred it .  Accord i ng ly, demand for cred it i ncreases .  I m p ly ing a r ise i n  AD, as 
req u i red to correct defic ient demand .  

( i i )  Reverse repo rate i s  lowered to  i nd uce ba n ks to  use the i r  fu nds  more for the creation of  cred it .  

( i i i )  Secu rities a re pu rchased by the RBI in the open ma rket to i nject l i q u i d ity i nto the system .  Th is  
ra ises AD. 

( iv) CRR and SLR a re lowered . Th i s  ra ises ca pac ity of the commerc i a l  ba n ks to create cred it .  
Ava i l a b i l ity of cred it i nc reases .  Accord i ng ly, AD tends to r ise .  

(v) Ma rg i n  req u i rement i s  red uced . Th is  makes cred i t  more attractive . Accord i ng ly, borrowing 
i nc reases ca us i ng  a r i se  i n  AD .  

(v i )  Mora l  p ressu re i s  exerted by the centra l ba n k  on the com merc ia l  ba n ks to be l i bera l  i n  l end i ng, 
so that demand for cred it i nc reases and AD i s  ra ised . 

(vi i )  Cred it  ration i ng, if a l ready i n  force, is withd rawn . Ava i l a b i l ity of cred it become easy. Accord i ng ly, 
borrowing i nc reases and  AD r ises .  

Br i efly, defic ient demand i s  corrected by pu rs i ng  cheap money po l icy. Cost of cred it (or  rate of 
i nterest) is decreased and ava i l a b i l i ty of cred it i s  i nc reased . Accord i ng ly, demand for cred it r ises and  
AD tends to  r ise .  
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4. Analysis & Evaluation 

1 .  U nderemployment is a critica l featu re of the I nd ian  economy. Ca n we rea l ly exp la in  it in terms of 
the defic iency of demand? 

Ans.  Prof. Keynes b l a mes defic iency of demand for u nderemp loyment .  But, it i s  w i th  reference to such 
econom ies wh ich a re the victi m of recess ion/depress ion  and  where defic iency of demand leads to 
excess capac ity. I n  countr ies l i ke I n d ia, u nderemp loyment i s  not re lated to excess ca pac ity. I n stead, i t  
i s  re l ated to the l ack  of  p roduction ca pac ity. What I nd ia  l acks i s  not demand to generate emp loyment, 
but p rod uction capacity (ca p ita l )  to engage the su rp l u s  l a bou r force .  Wh ich i s  why the government 
is encou rag ing FD I  (fore ign d i rect i nvestment) . 

2. Do you th i nk  tackl ing s lowdown i n  industr ia l  production (due to low investment) shou ld be the 
priority of the Government in  I nd ia  rather than  the h igh rate of inflation? 

Ans .  I nd i a n  economy has  been d riven i nto comp l ex s i tuation  of  s l owdown i n  i n d ust r i a l  p rod uction  a l o ng 
with a h igh rate of i nflati o n .  If i n d u st r i a l  p rod uction  is to be stepped u p, cost of cred it ( rate of 
i nterest) mu st be l owered by the  com merc i a l  ba n ks .  Th i s  req u i res that the  government l owers the  
repo rate ( so that the  market rate of  i nterest i s  l owered for the  i nvesto rs ) .  But, i f  i nterest rate i s  
l owered a n d  demand for cred it r i ses, two adve rse i m pacts ca n not be avo ided : ( i )  l eve l of AD wou l d  
r i se wh i c h  w i l l  fu rthe r  fue l  the  rate o f  i nfl ation ,  a nd  ( i i )  r i s i ng  rate o f  i nfl ation  wou l d  i n c rease t h e  
g u l f  between the  'haves' a n d  'have-nots'. H igh  rate o f  g rowth ( ach i eved t h rough l ower rate of 
i nterest) wou l d  no l onger be an ' i n c l u s ive growth'. I n stead, it wi l l  be g rowth, that exc l u des l a rger 
sections  of the soc iety. 

I t  i s, thus, recommended that the government shou ld  p roceed very ca utious ly. Wh i l e  the i nd ustr ia l 
sector needs a b ig-push,  the government must ensu re that p rob lem of i nflation is s imu lta neous ly 
add ressed . 

3 .  How, i n  you r  op in ion, the European economies can brea k the dead lock of economic recession? 
Write two suggestions .  

Ans.  ( i )  The government i n  E u ropea n econom ies shou ld  sca l e  up autonomous i nvestment .  I ncrease in 
a utonomous i nvestment wi l l  ra ise the leve l of AD and brea k the dead l ock of l ow i nd ucement to 
i nvest. 

( i i )  The government shou ld  encou rage the domestic p rod ucers to exp lore markets in rest of the 
world .  The government ca n do  it by offer ing export su bs idy, or  by offer ing tax-brea ks to the 
exporters. 

4. Even when the genera l  p rice leve l is r is ing ( in the wake of i nflation)  i ndustr ia l p roduction is shr inki ng. 
How do you exp l a i n  such a situation of stagflation i n  I nd ia?  

Ans .  Dur i ng  i nflation ,  rea l i ncome of  the peop le  tends  to s h ri n k . Th is  ca uses a fa l l  i n  AD, p rom pti ng  a cut 
i n  p roduction .  P l a n ned output becomes l ower than the potenti a l  output and a s i tuation of excess 
ca pac ity ( u n uti l i sed capacity) emerges in the economy. This is aggravated by the h igh  cost of i n puts 
in the  wa ke of i nfl ati o n .  Thus, i n d u st r i a l  p rod uctio n  sta rts s h r i n k i n g  even when the genera l  p r ice 
l eve l i s  r i s i ng .  The economy s l i d es towa rd s stagfl ati on-a  s i tu ation  of stagnation  in the m id st of 
i nflati o n .  

5 .  How w i l l  t he  flow o f  fu nds in  t he  money market be  i mpacted, i f  CRR  i s  gradua l l y  lowered by  the 
centra l ban k? 

Ans.  CRR makes it mandatory for the commerci a l  ba n ks to keep some cash  reserves (as  a percentage of 
the i r  deposits) with the centra l  ba n k. These a re ster i l i sed cash  reserves or i d l e  cash  reserves from 
the viewpoi nt of the commerci a l  ba n ks .  If CRR is gra dua l ly l owered, these cash  reserves can be 
p roductive ly uti l i sed by the commerc ia l  ba n ks .  Cash reserves ca n add to the stock of l i q u i d  assets of 
the ba n ks, a nd  accord i ng ly, enha nce the i r  ca pac ity to create cred it (on the bas i s  of the existi ng SLR ) .  
Accord i ng ly, flow of fu nds i n  the money ma rket wi l l  i ncrease .  
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6. How wi l l  i mp lementation of the 7th pay com mission i mpact AD i n  the economy? 
Ans. I m p lementation  of the 7th pay comm iss ion i s  expected to i nc rease d i sposa b l e  i n come of the peop le .  

I t  wou l d  mea n i nc rease i n  aggregate demand for goods and  services .  It i s  hoped that  i nc rease i n  
AD wou ld  b rea k the dead l ock of s l ow i nd ustr i a l  growth i n  the economy. With  the r i se  i n  i n d ustr i a l  
p rod uction ,  GDP growth rate i s  a l so expected to r i se .  

5. CBSE Questions-Past 5 years 
(With Answers or Reference to the Text for Answers) 

1 .  Exp l a i n  the concept of i nflationa ry ga p .  Exp l a i n  the ro l e  of repo rate in red uc ing  th i s  ga p .  

[ Page 265, 270] [CBSE Delhi 2015] 

2.  Exp l a i n  the concept of defl ationa ry ga p and the ro le  of 'open ma rket operations' in red uc ing this ga p .  

[ Page 261,  262 ,  272 ]  [CBSE Delhi 2015] 

3 .  What i s  'defic ient demand '?  Exp l a i n  the ro le  of 'ba n k  rate' in removi ng it .  [CBSE (Al) 2015] 

[ Page 258, 272] 

4. What i s  'excess demand '?  Exp l a i n  the ro l e  of 'reverse repo rate' i n  removi ng it .  

[ Page 263, 271] 

[CBSE (Al) 2015] 

5 .  What i s  ' i nflationary ga p' ? Exp la i n  the ro le  of cash  reserve ratio in remov ing th i s  ga p .  [CBSE (F) 2015] 

[ Page 265, 271 ]  

6. What i s  'defic ient demand '?  Exp l a i n  the ro le  of  'margi n req u i rements' i n  remov ing th i s  ga p .  

[ Page 258, 272 ]  [CBSE (F) 2015] 

7 .  Exp l a i n  the ro le  of taxation in red uc ing excess demand .  

[ Page 269] 

8. Exp l a i n  how contro l l i ng money su pp ly  i s  he l pfu l i n  red uc ing  excess demand .  

[CBSE Delhi 2016] 

[CBSE (Al) 201 6] 
[Money su pply refers to the tota l quantity or stock of money ava i l ab le  in the economy at a point of time. 
Contro l l i n g  money supp ly amou nts to contro l l i n g  the demand for goods and services i n  the economy. 
Demand i nc l udes both consumption expend itu re (C) as we l l  as i nvestment expend itu re ( I ) .  Both C 
and  I a re im porta nt components of aggregate demand .  Accord i ng ly, when C and  I a re red uced, 
excess demand i s  a utomatica l l y  red uced . ]  

9 .  Exp l a i n  how ca n government spend ing  be he l pfu l i n  removi ng defic ient demand .  [CBSE (F) 201 6] 

[ Page 269] 

10. Aggregate demand ca n be i nc reased by : (choose the correct a lternative) 
(a) i ncreas i ng  ba n k  rate (b) sel l i ng government secu rities by Reserve Bank  of I nd ia  

(c) i nc reas ing cash  reserve ratio (d )  none of the above [CBSE Delhi 201 7] 

[ ( d ) ]  

11 .  G ive the mean i ng of  i nvo l u nta ry unemp loyment .  

Or  

Define  the term " invo l u nta ry unemp loyment". 

[ Page 256] 

12. G ive the mean i ng of u nderemp loyment eq u i l i b r i u m .  

[ Page 256] 

[CBSE Delhi 201 7] 

[CBSE 2019 (58/3/1)] 

[CBSE (F) 201 7] 

13. Define  fu l l  emp loyment i n  a n  economy. D iscuss the s i tuation when aggregate demand i s  more than  
aggregate supp ly at fu l l  emp loyment i ncome leve l .  [CBSE 2018] 

[ Page 257, 263, 264] 
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14. I n  the given figu re, what does the ga p 'KT' 
represent? State a ny two fisca l measu res 
to correct the s i tuation .  

[CBSE 2019 (58/1/1)] 

[ Page 258, 259, 269, 270] 

15.  State the mean i ng  of fu l l  emp l oyment .  

[ Page 257] 
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(Fu l l  Emp loyment Leve l of I n come) 

[CBSE 2019 (58/2/1)] 

16. State the im pact of "Excess Dema nd" u nder  the Keynes i an  theory on emp loyment, i n  a n  economy. 

[ Page 263-267] [CBSE 2019 (58/2/1)] 

17. Show i nflationa ry ga p us i ng  a we l l  l a be l led d iagram .  Suggest a ny two fisca l measu res to correct the 
s ituation of i nflationary ga p .  [CBSE 2019 (58/3/1)] 

[ Page 265, 269, 270] 

18. State the fo l l owi ng statement as  true or  fa l se .  G ive va l i d  reason .  

Accord i ng  to Keynes i a n  theory of emp loyment, the state of  fu l l  emp loyment i s  obta i ned on ly when 
the economy i s  i n  eq u i l i b r i u m .  [CBSE 2019 (58/3/1)] 

[ Fa l se .  Keynes d iscu sses eq u i l i b r i um i ndependent of the cond ition of fu l l  emp loyment .  There may o r  
may not be a s i tuation of  fu l l  emp loyment at the po int of  eq u i l i b r i u m .  Because, eq u i l i b r i um  s im p ly 
refers to a s i tuation when the des i red AD = des i red AS, no matter  what the level of emp loyment i s .  
Thus ,  eq u i l i b r i um  may occur  even when there i s  u nderemp loyment i n  the economy. What matters i s  
that the p l a n ned l eve l of output must match with the p l a n ned l evel of expend i tu re on the output . ]  

19. State the fo l l owi ng statement as  true or  fa l se .  G ive va l i d  reason .  

Accord i ng  to Keynes i an  theory of  emp loyment, a state of  u nderemp loyment ca n never exist i n  an 
economy. [CBSE 2019 (58/3/3}] 

[ Fa l se .  Accord i ng  to Keynes i a n  theory of emp loyment, a state of u nderemp loyment ca n exist i n  
t h e  economy. Th is  state may occu r  a t  that l eve l o f  i n come where eq u i l i b r i um  between AD  and  AS 
ha ppens at l ess than  fu l l  emp loyment l eve l .  I 

20. State the mean i ng  of the fo l l ow ing :  

( i )  Fu l l  emp loyment .  

( i i )  I nvo l u nta ry unemp loyment .  

[ Page 256, 257) 

[CBSE 2019 (58/5/1)) 

6. NCERT Questions (With H ints to Answers) 

1 .  What i s  defic ient demand?  

[ H i nt : Defic ient demand refers to  a s i tuation when AD < AS  correspond ing  to  fu l l  emp loyment i n  the  
economy. I t  ca uses deflationary ga p . )  

2 .  What i s  excess demand?  

[ H i nt : Excess demand refers to  a s i tuation when AD > AS correspond ing  to  fu l l  emp loyment i n  the  
economy. I t  ca uses i nflationa ry ga p . )  
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3 .  How ca n the prob lems of excess and  defic ient demand be com bated ? 

[ H i nt : Moneta ry and  fisca l i n stru ments a re the key to com bat the p rob lems of excess and  defic ient 
demand .  F i sca l i n stru ments re l ate to revenue  and expend itu re po l icy of the government .  Moneta ry 
i n stru ments re l ate to the regu l ation of money s upp ly i n  the economy. To combat excess demand ,  the 
government needs to curb i ts  expend itu res and  ra ise i t s  revenue .  On the moneta ry front, it needs 
to pu rsue a Dea r Money Po l i cy, maki ng  ava i l a b i l ity of cred it tougher  than  before and  s h ri n ki ng the 
cred i t  creation capacity of the com merc ia l  ba n ks .  To com bat defic ient demand ,  on the other  hand ,  
expend itu re needs to be sti m u l ated wh i le  revenue  needs to be cu rbed . On the moneta ry front, 
Cheap Money Po l i cy needs to be pu rsued,  fac i l itati ng easy ava i l a b i l ity of cred i t  and  enha nc ing cred it 
c reation  ca pacity of the commerc i a l  ba n ks . ]  

7. M isce l laneous Questions and Reference to the Text for Answers 

A. Questions of 3 & 4 marks each 
1 .  Exp l a i n  vo l u nta ry and  i nvo l u nta ry unemp loyment .  
2 .  What i s  deficient dema nd?  I l l u strate with the he lp of a d iagra m .  
3 .  What i s  excess demand?  I l l u st rate with t h e  h e l p  of a d i agra m .  

[Page 256, 257] 
[Page 258, 259] 
[Page 263, 264] 

4. What i s  deficient demand in an economy? What i s  its impact on output, emp loyment and pr ices? 
[Page 258, 281, Q. 2] 

5 .  What i s  excess demand in macroeconom ics? How does excess demand affect the leve l of output, 
emp loyment and  p rices? [Page 263, 281, Q. 3] 

6 .  Exp l a i n  the mean i ng of deflationa ry ga p with the he l p  of a d iagra m .  [Page 262, 263] 
7 .  Exp l a i n  the mean i ng of i nfl ationa ry ga p with the he l p  of a d iagram .  
8 .  D ifferentiate between i nfl ationa ry ga p and  deflationa ry ga p .  
9 .  What  i s  fisca l po l i cy? What a re i t s  va r ious i n stru ments? 

10. What i s  moneta ry po l icy? State its fou r  i n stru ments .  

[Page 265] 
[Page 267] 

[Page 268-270] 
[Page 270-2 72] 

11 .  What is mea nt by defic ient demand i n  macroeconomics? State two measu res to correct it .  
[Page 258, 268-2 72] 

12. G ive the mean i ng of excess demand i n  macroeconom ics .  G ive a ny two moneta ry po l i cy measu res to 
correct it .  [Page 263, 2 70, 271 ]  

13 .  How does repo rate affect the ava i l a b i l i ty of  cred it? [Page 2 70, 2 72] 
14. How do open ma rket operations  affect the ava i l a b i l ity of cred it? [Page 2 71 ,  2 72] 
15. How do cha nges in cash  reserve ratio affect the ava i l a b i l ity of cred it? [Page 2 71, 272] 
16. How does lower ing or  ra i s i ng  of marg i n  req u i rement affect the ava i l a b i l i ty of cred it? [Page 2 71,  272] 
17. What happens  i n  a n  economy when cred it ava i l a b i l i ty is rest r icted and  cred it is made cost l ier? 

[Page 2 70, 271 ]  

B.  Quest ions of  6 marks each 
1 .  What do you u ndersta nd by the concept of fu l l  emp loyment? Does it refer to a s i tuation of zero 

unemp loyment? [Page 257] 

2. What is mea nt by defic ient demand?  Exp la i n  its ca uses and  consequences .  [Page 258-263] 

3. What is mea nt by excess demand?  Exp l a i n  its ca uses and  conseq uences . [Page 263-267] 

4. Ana lyse the d i sti nction between defic ient demand and excess demand i n  a n  economy. [Page 258, 263] 

5 .  Exp l a i n  the concept of defl ationa ry ga p with the he l p  of a d iagram .  What i s  its im pact on output and  
p rices? [Page 261-263] 

6.  Exp l a i n  the concept of i nflationa ry ga p with the he l p  of a d iagram .  What i s  its impact on output and  
p rices? [Page 265] 

286 Introductory Macroeconomics 

Read
 

 
You

r F
low

Fi
nd
 Y

ou
r 

 fo
r F

ree

eB
ook

s



7. D i sti ngu i sh  between i nfl ationa ry ga p and  deflationa ry ga p .  Show deflationa ry ga p on a d i agra m .  
Ca n t h i s  ga p exist a t  eq u i l i b r i um  leve l of i n come? Exp l a i n .  [Page 261, 262, 265, 267] 

8. How ca n the prob lems of excess and  defic ient demand be corrected? 
9 .  What i s  fisca l po l i cy? How i s  it used to correct excess and  defic ient demand?  

[Page 268-272] 
[Page 268-270] 

10. What is moneta ry po l i cy? How is it used d u ri ng  the s i tuations of excess demand and  defic ient 
demand?  [Page 270-272] 

11 .  What is the d ifference between fisca l po l icy and  monetary pol icy? Exp l a i n  i n  b rief two methods of 
fisca l po l icy to control excess demand .  [Page 269, 270, 272] 

12. Exp l a i n  the p rob lem of excess demand in an economy with the he l p  of a d i agra m .  Exp l a i n  the ro le  of 
repo rate in correcti ng it .  [Page 263, 264, 270] 

13 .  What is defic ient demand i n  macroeconom ics? Show it on a d i agram .  Exp l a i n  the ro le  of open ma rket 
operations  i n  correcti ng it .  [Page 258, 259, 272] 

14. How a re changes in fi sca l po l i cy he l pfu l in contro l l i n g  excess demand and  defic ient demand?  
[Page 268-270] 

15.  Does eq u i l i b r i u m  beyond 'fu l l  emp loyment' imp ly a h igher  l eve l of output compa red to 'fu l l  
emp loyment eq u i l i b r i um ' ?  
[H i nt :  No, any equ i l i b ri um beyond fu l l  emp loyment does not imply a h igher leve l o f  output. After fu l l  
emp loyment level is reached, there is no question o f  any increase i n  output, s imply because more 
resou rces a re not ava i l ab le  (and because techno logy is assumed to rema in  constant) . Accord i ngly, a ny 
equ i l i b ri um  beyond fu l l  emp loyment on ly imp l ies a s ituation of eq ua l ity between AS and AD with h igher 
ma rket va l ue  of the existi ng level of output (fu l l  emp loyment leve l of output) . Market va l ue  of the existi ng 
output wi l l  increase s imply because excess demand leads to a r ise i n  the genera l  price leve l . ]  

DOs and DON'Ts 

1 .  Defic ient demand or deflat ionary gap  causes a fa l l  i n  the l evel of emp loyment. But, do not j ump to a 
reverse conc lus ion that excess demand or i nf lat ionary gap  i ncreases the leve l of employment. You 
must understand that inflationary gap occurs only after a s ituat ion of fu l l  emp loyment i s  reached; hence 
there is no question of i ncrease i n  emp loyment in a s ituat ion of excess demand or i nflat ionary gap .  

2 .  Remember, there i s  a lways a confl i ct between ( i )  h i gh  GDP  g rowth ,  and ( i i )  the rate of i nfl at i on .  I f  the  
rate of inf lat ion i s  to  be curbed, CRR, SLR and  repo rate are to  be kept h i gh .  But, h i gher the l evel of  these 
parameters, l ower i s  the ava i l a b i l ity of c red it i n  the ma rket . Lower ava i l a b i l ity of cred it leads to lower 
investment and therefore, lower GDP  growth .  

• How Government Expenditure I mpacts Equ i l i br ium I ncome or GDP  
- A Diagrammatic Presentat ion 

When the government comes i nto p ictu re, we a re dea l i ng with a th ree sector 
economy. I t  i nc l u des :  

( i )  househo ld sector, 

( i i ) the produc i ng  sector, and  

( i i i ) t he  government sector. 

Accord i n g ly, tota l expend i ture i n  the economy (or components of AD) wou l d  
i nc l ude :  

( i ) consumpt ion expend iture (C) , 
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( i i )  p r ivate i nvestment expend it u re (I) ,  and 

( i i i ) govern ment expend it u re (G) . 

• Equ i l i br ium I ncome/G DP i n  a 3-Sector Economy 

For the sake of s imp l i c ity, we assume government expend i tu re to be consta nt 
(a utonomous) l i ke pr ivate i nvestment expend i ture .  So that ( l i ke I -funct ion) ,  
the government expend i ture i s  i n d icated by a hor izonta l stra i ght l i ne .  F i g . 8 
i l l ustrates the eq u i l i b r i um i ncome (G DP) i n  a th ree sector economy. 

Equi l ibrium Income (GDP) in  a 3-Sector Economy 

5 
::S, 

<..'.) 

"""'. T u 

L 

y 

C+I+G 

C+I 

��-----�S --------+X 
Y ( l ncome)IGDP 

• AD now consists o f  C ,  I and  G .  

• G i s  assumed to  be  constant = LT. 

Accordingly, C + I + G is para l le l  to C + I .  

• The vertica l  d istance between C + I + G and C + I is equal to 

LT = government expenditu re. 

• Q is the point of equ i l ibr ium. 

• OS i s  equi l ibr ium level of output (GDP). 

Government expend itu re is assumed to be constant and equa l  to LT Accord i n g ly, 
C + I fu nct ion (AD without government expend iture) sh i fts u pwa rd to become 
C + I +  G funct ion (AD with government expend iture) . The two funct ions (AD with 
government expend iture and AD without government expend itu re) a re shown 
as  para l le l  to each other, because G (government expend itu re) i s  assumed to 
be constant .  Equ i l i b r i um is struck at po int Q where C + I +  G funct ion i ntersects 

the 45 ° l i ne .  He re, des i red AD = des i red AS . Equ i l i b r i um i ncome (G DP) = OS. 

• How does the Government Correct the Situat ions of 
Deficient Demand and Excess Demand? 

We cons ider  these s i tuat ions one by one . 

Deficient AD i n  a 3-Sector Economy and its Correction by the Government 

We know, defic ient demand is a s ituat ion of deflat ionary gap .  The economy is  
dr iven i nto a state of low l evel equ i l i b ri um trap .  Low AD causes underemp loyment : 
factors of product ion a re not fu l ly emp loyed . P l anned output rema i ns  low. I t  
l eads  to low level of i ncome. Because i n comes a re low, once aga i n  there i s  low 
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AD. The cyc le of low AD and  low i ncome becomes repetit ive. The market forces 
fa i l  to break th is  repet it ive cyc le .  The government must step i n .  It must ra ise 
the level of AD by increas i ng  government expend iture .  

y ti.G Clears Deflationary Gap (ab) 
Y = AS 

ADp (C + I +G) 

government expe n d i t u re. 
Th i s  i s  e q u a l  
t o  deflati o n a ry g a p. 

�-�---�---�-----------x 
S T 

Y (l ncome)/G D P  

• C + I +  G i s  p lanned A D  corresponding to underem ployment. 
• .6.G is  addit ional government expend iture and is  equal to deflat ionary gap. 
• .6.G is  added to C + I + G to increase AD to the level of fu l l  employment. 
• .6.G being eq ua l  to ab plugs the deflationary gap. 
• OS is  output corresponding to underemployment eq u i l ibr ium. 
• OT is  output corresponding to fu l l  employment equi l ibr ium. 

This i s  achieved by adding L'iG to C + I +  G.  

Fig 9 shows the s i tuat ion of defic ient demand in a 3-sector economy. I t  a l so 
shows how th is  defic ient demand is corrected through add i t iona l government 
expend i ture (�G) . Defic ient demand (deflat ionary gap) is i nd icated by ab and 
the government fi l l s  u p  th is  defic iency by mak ing add it iona l  expend i ture 
exactly equa l  to ab. 

The leve l of AD wh ich ear l i er was C + I +  G (correspond i ng  to underemp loyment 
equ i l i b r i um) i s  now ra ised to C + I +  G + �G (correspond i ng  to fu l l  emp loyment 
equ i l i b r i um) . Equ i l i b r i um  level of output wh ich ear l ier  was OS is now ra ised 
to OT. Now, eq u i l i b r i um is  ach ieved with fu l l  emp loyment of the factors of 
product ion .  Low leve l eq u i l i b ri um trap is  broken .  Thus, �G acts as an i nject ion 
i n  the c i rcu l a r  flow of i ncome i n  the economy. 

I 
!lG (additional government expenditure) acts as an injection in the circular 

flow of income in the economy It raises the level of AD to the extent required 

for full employment of the factors of production. The economy breaks the low 

level equilibrium trap Actual output = Potential output (= full employment level 

of output), and the state of deflation and unemployment is corrected. 

Excess Demand in a 3-Sector Economy and its Correction by the Government 

Excess demand is  a s ituat ion of i nflat iona ry gap .  The economy is  over-heated : 
AD r ises beyond fu l l  emp loyment level of AS. The genera l pr ice leve l tends 
to ri se, wh i l e  the level of rea l output rema ins  constant . Such a s i tuat ion 
often pushes the economy i nto a wage-pr ice sp i ra l ,  as  a l ready noted . The 
government i ntervent ion becomes essent i a l  to check the r is ing AD. I t  does it 
by way of reduc ing its own expend i ture .  
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Fig 1 0  shows the situation of excess demand/inflationary gap i n  a 3-sector 
economy, and the way it is e l im inated by a cut in government expenditure. 

y -Ll.G El iminates Excess Demand (ab) 
Y = AS 

Y ( lncome)/GDP 

• A D p  : P lanned AD beyond fu l l  employment 
• ADF : Full em ployment AD. 
• ab : Excess demand. 

• -8G A cut in government expenditure = ab (excess dema nd). 
• OL : Fu l l  employment equi l ibr ium output. 
• Q : Point of fu l l  em ployment equ i l i br ium. 
Note: C + I + G add u p  to AD which is  more than its required level 

for fu l l  employment eq ui l i brium GDP. A cut in government 
expend itu re (= -t!.G) reduces the level of AD to C + I + G - fj,G_ 
I t  i s  this level that restores full employment equ i l ib r ium GDP 
in the economy. Excess demand is e l im i nated. 

OL is fu l l  emp loyment equ i l i b r i um output .  It corresponds to AD
F wh ich  is fu l l  

emp loyment level o f  AD. However, there i s  excess demand i n  the economy, 
as i nd i cated by ADp . Excess demand = ADp - ADF = ab. To e l im i n ate th is  
excess demand ,  the government reduces its expend iture by ab .  Reduct ion i n  
government expend itu re is i n d i cated by -�G (= ab) . As a resu lt, the leve l of  AD i s  
brought down from ADp to ADF . The economy i s  brought back to po i nt Q wh ich 
i s  a po int of  fu l l  emp loyment equ i l i b r i um .  Thus ,  econom ic stab i l ity i s  restored .  

• Discret ionary and  Non-d i scret ionary Fiscal Instruments 

Non-d iscret ionary fisca l  i nstruments refer to those fisca l  i nstruments wh ich start 
operat ing automatica l ly on the i r  own. These a re a l so ca l led auto-stab i l i sers . On 
the other hand ,  d i scret ionary i nstruments a re those i nstruments wh ich a re p lanned 
by the government to correct the s ituat ions of excess and defic ient demand .  We 
have a l ready d i scussed in deta i l s  var ious d i sc retionary i nstruments. As regards 
non-d iscretionary i nstruments, some i l l ustrat ions may prove to be usefu l .  

A r ise i n  AD a utomat ica l ly ra i ses tax revenue a n d  a fa l l  i n  A D  a utomat ica l l y  
decreases tax  revenue .  Accord i ng ly, taxat ion acts as  a n  a uto-stab i l i ser i n  the 
economy. I t  lowers AD when excess demand i s  to be corrected .  And ,  it ra i ses 
AD when defi c i ent demand i s  to be corrected .  G ra nts and subs i d i es a re other 
examp l es of non-d i scret iona ry fi sca l  i n struments or a uto-stab i l i sers in the 
economy. Du r i ng  per i ods of boom (when excess AD needs to be corrected) , 
g ra nts and  subs id ies come down on the i r own, caus i ng  a cut i n  government 
expend itu re and  thereby a cut i n  AD. Du r i ng  per iods of depress ion ,  on the 
other  hand ,  g ra nts and subs i d ies tend to r ise .  It imp l i es a ri se i n  government 
expend itu re and  therefore, a r ise i n  AD, a s  des i red to correct defic ient demand 

dur i ng  depress ion .  Ill 
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h ·. / ., CHAPTER: 10 

///,; ·. h'l/ 
BUDGET AND 

THE ECONOMY 

• Concept of Government Budget 
• Objectives of Government Budget 
• Structure (or Components) of the Budget 
• Budget Receipts-Revenue Receipts 

-Capital Receipts 
• Budget Expenditure-Revenue Expenditure 

-Capital Expenditure 
• Budget Deficit-Revenue Deficit 

-Fiscal Deficit 
-Primary Deficit 

• Balanced and Unbalanced Budget 

I. CONCEPT OF GOVERNMENT BUDGET 

February-1 is a well known date in India when the Finance Minister 

presents annual budget of the government for its approval by the 

parliament. The budget unfolds: 

(i) the financial performance of the government over the past one 

year, and 

(ii) the financial programmes and policies of the government for the 

next one year. 

As regards financial performance of the government, it is more like 

a description of what happened during the past one year. Focus is 

placed largely on the other part of the budget describing programmes 

and policies of the government for the next one year. 

The programmes and policies of the government (as presented in the 

budget) are known as 'Budgetary Policy' of the government, or 'Fiscal 

Policy' of the government. It has two aspects: (i) revenue aspect, and 

,, 
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(ii) expenditure aspect. On the revenue side, the budgetary policy 

reveals expected receipts of the government. On the expenditure side, 

it reveals expected expenditure of the government. 

It is by managing the budgetary revenue and budgetary expenditure 

that the government tries to achieve 'growth with stability'. 

Thus, government budget is a statement of expected receipts and 

expected expenditure of the government (for the financial year to 

come) that reveals budgetary policy of the government to achieve the 

twin objective of growth with stability. 

I 
Government budget is a statement of expected receipts and expected expenditure of the 

government (for the financial year to come) that reveals budgetary policy of the government to 

achieve the twin objective of growth with stability. 

2. OBJECTIVES OF GOVERNMENT BUDGET 

Following is a brief description of some principal objectives of 

government budget (with special reference to the Indian economy): 

(1) GDP Growth: GDP growth is the central objective of government 

budgetary policy. It is achieved in two ways: (i) by making public 

investment expenditure, and (ii) by inducing private investment 

expenditure (through tax rebates and subsidies). 

(2) Allocation of Resources: Private enterprises will always desire to 

allocate resources to those areas of production where profits are 

high. However, it is possible that such areas of production (like 

production of alcohol) may not promote social welfare. Through 

its budgetary policy, the government of a country directs the 

allocation of resources in a manner such that there is a balance 

between the goals of profit maximisation and social welfare. 

Production of goods which are injurious to health (like Cigarettes 

and Whisky) is discouraged through heavy taxation. On the 

other hand, production of 'socially useful goods' (like, 'Khadi') is 

encouraged through subsidies. 

(3) Provision of Public Goods: Supply and demand forces in a market 

economy do not allow enough production of public goods. These 

are those goods which satisfy collective needs of the people. Law 

& order and defence of the country are important examples of 

public goods. It is through budgetary allocation of funds that 

these goods are sufficiently provided to the people. 
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(4) Redistribution of Income and Wealth: Budget of the government 

shows its comprehensive exercise on the taxation and subsidies. 

The government uses fiscal instruments of taxation and subsidies 

with a view to improving the distribution of income and wealth 

in the economy. Equitable distribution of income and wealth is 

a sign of social justice which is the principal objective of any 

welfare state as in India. Distribution of income and wealth is 

improved in two ways: 

(i) By imposing taxes on rich and giving subsidies to the poor, 

and 

(ii) By supplying food grains to BPL population at a low price. 

Example: Free distribution of LPG connection to the poor 

people. 

(5) Balanced Regional Growth: The budgetary policy places priority 

on the development of backward regions in the country. This 

is achieved through liberal tax laws for the backward regions. 

Establishment of SEZ (special economic zones) in the backward 

regions through liberal tax laws may be cited as an example. 

(6) Employment Opportunities: Budgetary policy focuses on the 

generation of employment opportunities through investment in 

public enterprises. Budgetary provisions are made for schemes 

like MGNREGA offering employment to poorer sections of the 

society. 

(7) Economic Stability: Free play of market forces (or the forces of 

supply and demand) are bound to generate trade cycles, also 

called business cycles. These refer to the phases of recession, 

depression, recovery and boom in the economy. The government 

of a country is always committed to save the economy from 

business cycles. Budget is used as an important policy instrument 

to correct the situations of deflation and inflation. By doing it, 

the government tries to achieve the state of economic stability. 

Economic stability stimulates the inducement to invest and 

increases the rate of growth and development. 

Briefly, the government tries to manage its revenue and expenditure 

in such a way that the GDP growth is accelerated, inflationary & 

deflationary pressures are eliminated, and inequality is reduced. This 

imparts stability to the process of growth. 
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t>TS 
Q. What do you mean by 'Fiscal Discipline'? What happens if fiscal discipline is not maintained in the 

economy? 
Ans. Fiscal discipline refers to the state of balance between revenues and expenditures of the government. 

It calls for a necessary check on the expenditures in view of the limited revenues of the government. 
Lack of fiscal discipline often causes excess expenditure. It leads to inflationary spiral. Cost of 
production starts rising. High cost of production hurts the process of investment. Eventually, GDP 
growth is hurt and its instability is challenged. 

3. STRUCTURE OF THE BUDGET 

OR 

COMPONENTS OF THE BUDGET 

Structure of the budget refers to the components of budget. Two 

broad components of the government budget are: 

(i) Budget Receipts (including revenue receipts and capital receipts), 

and 

(ii) Budget Expenditure (including revenue expenditure and capital 

expenditure). 

Details of both these components are discussed as under: 

Budget Receipts 

Budget receipts refer to estimated money receipts of the government 

from all sources during the fiscal year. 

Broadly, the budget receipts are classified as: 

( 1) Revenue Receipts, and 

(2) Capital Receipts. 

Following are the details: 

(1) Revenue Receipts 

Revenue receipts are those money receipts of the government which 

show the following two characteristics: 

(i) These receipts do not create any corresponding liability for the 

government. Example: Tax receipts. Tax is a revenue receipt 

because it does not involve any corresponding liability for 

the government. Tax is a unilateral (or one-sided) compulsory 

payment to the government. 

(ii) These receipts do not cause any reduction in assets of the 

government. Example: Tax receipts do not lead to any reduction 

294 Introductory Macroeconomics 

Read
 

 
You

r F
low

Fi
nd
 Y

ou
r 

 fo
r F

ree

eB
ook

s



in assets of the government. In contrast, if government receives 

money by selling its share of some company (say Air India), it 

causes reduction in assets of the government. These are therefore, 

not to be treated as revenue receipts. 

In short, revenue receipts of the government are those money receipts 

which do not create a liability for the government and as well do not 

lead to reduction in assets of the government. 

t>TS 
Q. Is borrowing by the government a revenue receipt? 
Ans. No, because it creates a liability (for the government) of repayment. 

Revenue receipts are broadly classified as tax receipts and non-tax receipts. 

Constituents of Revenue Receipts 

Tax Receipts 

Income Tax 

Corporation Tax 

Estate Duty 

Gift Tax 

Customs Duty 

Excise Duty 

GST (Goods and 
Services Tax) 

Tax Receipts 

.. -----• Non-tax Receipts 

___ F
e
_
e

_s __ 
l l ___ Fi_n_

es 
__ _ 

Escheat 

Income from 
Public 

Enterprises 

Grants/ 
Donations 

I 
Special 

Assessment 

Income from the 
Sale of Spectrum 
like 2G and 3G 

A tax is a compulsory payment to the government by the households, 

firms or other institutional units. The taxpayer cannot expect any 
service or benefit from the government, in return. 

I A tax is a compulsory payment made by an individual, household or a firm to the government without 

reference to anything in return. 

Types ofTaxes 

Taxes are broadly classified as: 

(i) Progressive and Regressive Taxes, 
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(ii) Value Added and Specific Taxes, and 

(iii) Direct and Indirect Taxes. 

(i) Progressive and Regressive Taxes 

Taxes are classified as 'progressive' and 'regressive' depending on the 

real burden of taxation. Details are as under: 

(a) Progressive Tax: A tax is said to be progressive when the rate of 

tax increases with an increase in income. So that, the real burden of 

the tax is more on the rich and less on the poor. Example: Tax rate 

is 10% for income between t 2 tot 5 lakh. It is 1 5% for income 

between t 5 tot 1 0  lakh, and so on. Thus, tax rate increases as 

the level of income increases. 

(b) Regressive Tax: A tax is said to be regressive when it causes a 

greater real burden on the poor than the rich. If a person with 

t 1 ,00,000 as his monthly income pays 1 0% income tax (or pays 

t 1 0,000), he still has a balance oft 90,000 per month. But if 

a person with t 5,000 as his monthly income has to pay 1 0% 

income tax (or pays t 500), it might mean a cut in his essential 

consumption leading to poor diet and therefore, poor health. 

Thus, a constant rate of taxation on the rich and the poor is a 

regressive tax, as it causes a greater real burden on the poor than 

the rich. 

(ii) Value Added Tax or VAT and Specific Taxes 

Depending upon tax base, taxes can be classified as: 

(a) Value Added Tax or VAT: Value added tax is an indirect tax which 

is imposed on 'Value Added' at the various stages of production. 

Value added refers to the difference between value of output 

and value of intermediate consumption. It is imposed at each 

stage of production. GST is an important form of value added 

tax. 

(b) Specific Tax: When a tax is levied on a commodity on the basis 

of its units, size or weight, it is called the specific tax. 

(iii) Direct and Indirect Taxes 

Taxes are classified as direct and indirect depending on their final 

burden. 

(a) Direct Tax: A direct tax is the one the final burden of which 

is borne by the person on whom it is imposed. For example, 

income tax is imposed on the income of a person and he himself 
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I 
bears its burden. The burden of tax cannot be shifted to any 

other person. Income tax, corporation tax, gift tax, wealth tax, 

are examples of direct tax. 

According to Prof. Dalton, 'A direct tax is really paid by the person on 

whom it is legally imposed" 

(b) Indirect Tax: An indirect tax is the one whose initial burden or 

impact is on one person but he succeeds in shifting the burden 

to another persons. GST is an important example. It is levied on 

the producers. They are to pay this tax to the government. But 

they charge this tax from the buyers by adding it to the price of 

the goods sold. 

Certain taxes are called 
'paper taxes'_ These 
refer to the taxes like 
gift tax in India which 
carry their significance 
only on paper. These 
taxes are of little or no 
significance in terms of 
their revenue yield. 

I According to Prof. Dalton, 'An indirect tax is imposed on one person but paid partly or wholly by 
another." 

Direct Tax and Indirect Tax-The Difference 

Direct Tax Indirect Tax 

(i) It is the tax which is finally paid by the (i) It is the tax which is imposed on one 

person on whom it is legally imposed. person but is paid by another. 

(ii) The burden of direct taxes cannot be (ii) The burden of indirect taxes can be 

shifted to other person. shifted to others. 

(iii) Direct taxes are generally (iii) Indirect taxes are generally regressive 

progressive in nature. in nature. 

Examples: Income tax, corporate Examples: GST, customs duty. 

profit tax. 

f>TS 
Q. Explain through an example, how the burden of an indirect tax is shifted. 
Ans. GST is an indirect tax. A shopkeeper pays GST to the government. But, the shopkeeper recovers this 

tax from the customers as a part of price of the commodity sold. So, impact of GST (an indirect tax) is 
ultimately shifted to the consumers. 

Non-tax Receipts 

Non-tax receipts are those receipts which arise from sources other 

than taxes. Some of the non-tax receipts are as follows: 

(i) Fees: A fee is a payment to the government for the services that 

it renders to the people. 

Examples: Land registration fees, birth and death registration 

fees, passport fees, court fees, etc. 

It is to be noted that fee is not a payment (price) for commercial 

service. It is a payment for administrative and judicial services 

provided to the people. 
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(ii) Fines: Fines are those payments which are made by the law 

breakers to the government. These are economic punishments 

for breaking laws. The aim is not to earn revenue, but to make 

people respectful to the laws. 

(iii) Escheat: Escheat refers to that income of the state which arises 

out of the property left by the people without a legal heir. 

There are no claimants of such property. The government makes 

revenue out of it. 

(iv) Special Assessment: Special assessment is that payment which 

is made by the owners of those properties whose value has 

appreciated due to developmental activities of the government. 

Example: When as a result of construction of roads or provision 

of sewerage system or construction of drains, etc. , value of the 

neighbouring property or its rental value appreciates, then a part 

of the developmental expenditure is recovered from the owners 

of such property by way of special assessment. 

(v) Income from Public Enterprises: Several enterprises are owned 

by the government. Examples: Indian Railways, Nangal Fertilizer 

Factory, Indian Oil, Bhilai Steel Plant, etc. Profit of these 

enterprises are a source of revenue for the government. 

(vi) Income from the Sale of Spectrum like 2G and 3G: Income from 

the sale of spectrum has emerged as a significant source of non

tax receipts of the government. 

(vii) Grants/Donations: Grants are also a source of government 

revenue. It is very common for the people to offer donations 

and grants to the government when there are natural calamities 

like earthquake, floods and famines. 

(2) Capital Receipts 

Capital receipts are those money receipts of the government which 

show the following two characteristics: 

(i) These receipts create a liability for the government. For example, 

loans by the government are a liability. These are to be paid back. 

These are, therefore, the capital receipts of the government. 

(ii) These receipts cause reduction in assets of the government. As 

stated earlier, money received by the government by selling 

its shares (say of Air India) would cause reduction in assets of 

the government. These are, therefore, to be treated as capital 

receipts. 
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In short ,  capital receipts are those money rece ipts of the government 

which either create a liability for the government or cause a reduction 

in its assets. 

In India, capital receipts of the government budget are often classified 

as under: 

' 
(i) Recovery of 

Loans 

Capital Receipts ) 

I 
( i i) Borrowings and 

Other Liabil it ies 

• 
(i i i ) Other Receipts 

(i) Recovery of Loans: The central government offers loans to the 

state governments to cope with financial crises. When these 

loans are recovered, assets of the government are reduced. 

Accordingly, these are classified as capital receipts. 

(ii) Borrowings and Other Liabilities: While lending creates assets, 

borrowing creates liabil ity. Accordingly, borrowings are to be 

treated as capital receipts. It may be noted that the government 
borrows money from: 

(a) the general public. [ Borrowings from the general public are 

called market borrowings. ] 

(b) the Reserve Bank of India. 

(c) the rest of the world. 

(iii) Other Receipts: These include items like 'disinvestment'. It is 

the opposite of investment. Disinvestment occurs when the 

government sells off its shares of public sector ente rpr ises 

to pr ivate sector. It involves transfer of ownership of public 

sector enterprises to the private entrepreneurs, leading to 

privatisation. Money received through disinvestment is treated 

as capital receipt because it causes reduction in assets of the 

government. 

f>TS 
Q. 1. What is disi nvestment? Does it refer to revenue receipt or capital receipt of the government? Give an 

example. 
Ans. Dis investment refers to withd rawal of existing investment. 

Example: The Government of I ndia is making disinvestment by sel l ing its shares in the Maruti Udyog. 
It is a capital receipt of the government, as it reduces assets of the government. 
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Q. 2 .  How are revenue receipts different from capital receipts in terms of their meaning and significance? 
Ans. Following observations h ighlight the difference between revenue receipts and capital receipts : 

Revenue Receipts Capita l Receipts 
( i )  Difference in Meaning: 

Revenue receipts do not impact asset- Capital receipts impact asset-liability status of the 
liability status of the government. government. 
Assets and liabilities are not increased or Assets are lowered. 
decreased. Or 

Liabilities are raised. 
( i i )  Difference in Sign ificance: 

(a) Revenue receipts do not leave any (a) Capital receipts often leave burden on future 
burden on future generations. generations. 

Example: Borrowings leave the burden on 
future generations for the repayment of loans. 

(b) High revenue receipts (as tax receipts) ( b) High capital receipts (borrowings and 
point to sound fi nancial health of the disinvestment) point to poor financial health 
economy. of the economy. 

Budget Expend itu re 

Budget expenditure refers to estimated expenditure of the government 

during the fiscal year. 

Like budget receipts, budget expenditure of the government is broadly 

classified as: 

( 1 )  Revenue Expenditure, and 

(2) Capital Expenditure. 

(1) Revenue Expenditure 

Revenue expenditure of the government is that expenditure which 

shows the following two characteristics: 

(i) It does not create any asset for the government. For example, 

expenditure by the government on old-age pensions, salaries and 

scholarships are to be treated as revenue expenditure. Because 

this does not lead to any type of asset formation. 

(ii) It does not cause any reduction in liabil ity of the government. 

Expenditure by way of grants to the state government to cope 

with natural calamities (like floods and earthquakes) does not 

reduce financial liability of the central government in any manner. 

Accordingly, this is to be treated as revenue expenditure. 

In short , revenue expenditure refers to estimated expenditure of the 

government in a fiscal year which does not create assets or causes a 

reduction in liabi l ities. 
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Important Items of Revenue Expenditure in the 

Indian Government Budget 

These are: 

(i) Wage bill of the government. 

(ii) Interest payments. 

(iii) Expenditure on subsidies. 

(iv) Defence purchases. 

I 
Important 

As a matter of convention, all grants given by the centre to the state governments (and the 
governments of Union territories) are treated as revenue expenditure, even when some grants may 

result in the creation of assets . 

(2) Capital Expenditure 

Capital expenditure of the government is that expenditure which 

shows the following two characteristics: 

(i) It creates assets for the government. Equity (or shares) of 

the domestic or multinational corporations purchased by the 

government may be cited as an example. 

(ii) It causes reduction in liabilit ies of the government. Repayment of 

loans certainly reduces liability of the government. Accordingly, 

this is to be treated as capital expenditure. 

In short, capital expenditure refers to the estimated expenditure of the 

government in a fiscal year which creates assets or causes a reduction 

in liabilities. 

Important Items of Capital Expenditure in the 

Indian Government Budget 

These are: 

(i) Expenditure on land and building. 

(ii) Expenditure on machinery and equipment. 

(iii) Purchase of shares. 

(iv) Loans by the central government to the state governments or 

state corporations. 

Plan and Non-plan Expenditure 

Budget expenditure (revenue expenditure + capital expenditure) is also 

classified as plan and non-plan expenditure. Following is the difference: 
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In Ind ia ,  non-p lan  
expendit u re is a 
s ign ificant pa rt of 
the tota l government 
expenditu re. Wh ich is 
why fisca l d isci p l i ne  
i n  the country often 
rema ins  a ser ious 
cha l lenge. 

(1) Plan Expenditure: Plan expend itu re refers to that expend iture 
which re lates to ( i )  specified plans and programmes of 

development, and ( i i )  assistance of the central government to 
the state governments. It i ncl udes both revenue expend iture ( l i ke 
ass istance to the states) and cap ital expend iture ( l i ke expend itu re 

on the construction of roads,  bridges and hosp itals) .  

(2) Non-plan Expenditure: Broadly, all expenditure other than plan 

expenditure is classified as non-plan expenditure. Specifically, non

plan expenditure relates to expenditure on routine functioning of 

the government. Or, it includes expenditure on such services as 

of law and order, defence and subsidies. 

Thus, we can write that: 

Budget Expenditure = Revenue expenditure + Capital expenditure 

Or 

Budget Expenditure = Plan expenditure + Non-plan expenditure 

Note 

I After the abolition of planning commission, the government is also considering to abolish the 

classification of budgetary expenditure as plan and non-plan expenditure. 

Structu re of Government Budget at a Gla nce 

1 

Government Budget J 
I ' • 

Budget Receipts Budget Expenditure 

Revenue Receipts 

Recovery 
of Loan s  

Cap ita l Rece ipts 

Borrowings 
and Other 
L iab i l it ies 

Revenue 
Expend iture 

(wage b i l l , i nterest 
payments, subs id ies, 
defence pu rchases, 

etc.) 

Other 
Receipts 

(d i s i nvestment) 

Capita l  
Expend i tu re 

( l a nd  and bu i l d i ng, 
mach i nery & equ ipment, 
pu rchase of shares, loans  

to  state governments, etc.) 

P l an  
Expend i tu re 

Non-p l an  
Expend i ture 

Revenue expenditure - Revenue recei pts = Revenue Deficit 

(Revenue expenditure + Capita l expenditure) - (Revenue rece i pts + Cap ita l receipts other than borrowi ngs) = Fiscal Deficit 

Fisca l deficit - I nterest payment = Primary Deficit 

[Note: Structu re of the Government Budget may also be stud ied in terms of 
( i )  Revenue  Budget, and ( i i )  Capital Budget. Revenue Budget i n cludes 
revenue receipts and revenue expend itu re of the government. Capital 
Budget inc ludes capital receipts and capital expend itu re of the 
government . ]  
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t>TS 
Q. 1. How are revenue expenditure different from capital expenditure in terms of thei r meaning and 

significa nee? 

Ans. Following observations highlight the difference between revenue expenditure and capital 
expenditure: 

Revenue Expenditure Capita l Expend iture 

( i )  Difference in Meaning: 
Revenue expenditure does not impact Capita l expenditure impacts asset-l ia bility status 
asset-l ia bility status of the government. of the government. 
Assets and l ia bil ities a re not increased or Assets are ra ised. 
decreased. Or 

(ii) Difference in Sign ificance: 
(a) Revenue expenditure (subsidies and 

law & order) focuses on welfare of the 
people. It does not directly contribute 
to GDP growth. 

(b) H igh revenue expenditure by the 
government (by way of subsidies or 
old-age pensions) points to poverty 
of the people or backwardness of the 
economy. 

Lia bil ities are lowered. 

(a ) Capital expenditure (public investment) 
focuses on GDP growth. It directly 
contributes to GDP growth. 

(b) H igh capita l expenditure by the government 
points to the lack of private investment in 
the economy. Capita l expenditure by the 
government is ra ised when the economy is 
suffering from deflationary gap. 

Q. 2. How are revenue budget different from capita l budget? 
Ans. 

Revenue Budget 

( i) Revenue budget includes revenue receipts 
and revenue expenditure of the government. 

( i i )  Revenue budget does not impact asset
l i abi l ity status of the government. 

(iii) Revenue budget focuses on welfare of 
the people by way of DBT (direct benefit 
transfers) . It does not directly contribute 
to GDP growth. 

(iv) High revenue receipts in the revenue budget 
lead to low capital receipts (borrowings and 
disinvestment) in the capita l budget. It is a 
s ign of a growing economy. 

Capita l Budget 

(i) Capital budget includes capita l  receipts and 
capita l  expenditure of the government. 

( i i ) Capital budget impact asset- l ia bil ity status 
of the government. 

(i i i ) Capital budget focuses on GDP growth ( by 
way of public i nvestment) .  

(iv) H igh capital receipts a re often related to 
compulsions of borrowings. It is a s ign of a 
backward economy. 
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Types of Budget 

• Ba lanced Budget: 

Budget Recei pts 

= Budget Expenditu re 

• Def ic it  Budget:  

Budget Recei pts 

< Budget Expenditure 

• Surp lus  Budget :  

Budget Recei pts 

> Budget Expenditure 

4. BUDGET DEF IC IT: REVENUE DEF IC IT, 

F I SCAL DEF ICIT AND PRI MARY DEF IC IT 

[M EAN ING,  TYPES AND M EASUREM ENT] 

Wh at is Budget Deficit? 

Budget deficit (also called government deficit) refers to a situation 

when budget expenditures of the government are greater than the 

budget receipts . Or, it is the excess of total expenditure (revenue 

expenditure and capital expenditure) over and above the total receipts 

(revenue receipts and capital receipts) of the government. 

Budget Deficit = Total expenditure (Revenue expenditure 

+ Capital expenditure - Total receipts 

(Revenue receipts + Capital receipts) 

BD = BE - BR, when BE > BR 

(Here, BD = Budget deficit; BE = Budget expenditure; BR = Budget receipts.) 

Types and Me asurement 

With reference to the budget of the Government of India, there are 

three important types of budget deficit. These are: 

( 1 )  Revenue Deficit, 

(2) Fiscal Deficit, and 

(3) Primary Deficit. 

(1) Revenue Deficit 

Revenue deficit is the excess of revenue expenditure over revenue 

receipts . 

Revenue Deficit = Revenue expenditure - Revenue receipts 

RD = RE - RR, when RE > RR 

(Here, RD = Revenue deficit; RE = Revenue expenditure; RR = Revenue 

receipts.) 

Impl ications 

(i) Because of revenue deficit, the government may have to cut its 
expenditure on several welfare programmes in the country. This 

leads to loss of social welfare. 

(ii) The government may have to raise funds through borrowing. This 

raises liabilities of the government and lowers its credit-worthiness. 

(iii) The government may be compelled for disinvestment-selling its 
ownership of public enterprises. The ownership of public enterprises 
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I 

may be lost to foreign companies. Consequently, economic control 

of the foreigners may increase in the domestic economy. 

Three Ways of Managing Revenue Deficit 

(i) Borrowing from the general public, RBI or rest of the world. 

(ii) Disinvestment by way of selling its ownership (shares) of public enterprises. 

(iii) Cut in expenditure (subsidies in particular) 

(2) Fiscal Deficit 

Fiscal deficit is the excess of total expenditure over total receipts 
(other than borrowings). 

Fiscal Deficit = Total expenditure (Revenue expenditure + Capital 

expenditure) - Total receipts other than borrowings 

(Revenue receipts + Capital receipts other than 

borrowings) 

FD = BE - BR other than borrowings, when BE > BR other 

than borrowings 

(Here, FD = Fiscal deficit; BE = Budget expenditure; BR = Budget receipts.) 

In fact , fiscal deficit is the estimation of total borrowings by the 

government. It is often called 'Gross Fiscal Deficit '. 

Gross Fiscal Deficit = (i) Borrowing from RBI + (ii) Borrowing from 

abroad + (iii) Net borrowing at home 

I 
Gross fiscal deficit shows estimated borrowing by the government to cope with its expenditures 

during the year. Often it is expressed as a percentage of GDP 

Implications 

Fiscal defic it is an estimate of borrowings by the government. Greater 

fiscal deficit implies greater borrowings by the government. It has 

following implications: 

(i) Inflationary Spiral: Borrowing from RBI is often linked to 

inflationary spiral in the economy. This is how it happens: 
Borrowing from RBI increases money supply in the economy. 

Increase in money supply leads to increase in the general price 

level. A persistent increase in the general price level (over a 

period of time) leads to inflationary spiral. [ Borrowing from RBI 

� Increase in money supply � Increase in prices � Inflationary 

spiral. ] 

(ii) National Debt: Fiscal deficit leads to national debt. It hinders 

GDP growth. Because, a significant percentage of national 

income is used up to pay the past debts. 
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H igh  fisca l defic i t  leads 
to low GDP growth 
because of two reasons:  

( i )  The government lacks 
funds for i nvestment, 
and 

(i i ) Owing to h igh  f isca l 
deficit , taxes a re 
raised. Th is  reduces 
d isposable i ncome 
of the people .  Low 
d isposable i ncome 
leads to low AD and 
the i r  l ow inducement 
to invest i n  the 
economy. 

A lso, low GDP g rowth 
leads to h igh  fisca l 
deficit . Because, 
low GDP generates 
low revenue for the 
government. 

(i i i )  Vicious Circle of High Fiscal Deficit and Low GDP Growth: 

Constantly high fiscal deficit leads to a situation where: (a) GDP 

growth remains low because of high fiscal deficit, and (b) fiscal 

deficit remains high because of low GDP growth. 

[High fiscal deficit � Low GDP growth � High fiscal deficit. ] 

(iv) Crowding-out: High fiscal deficit leads to 'Crowding-out Effect'. 

This is a situation when high borrowings by the government 

(owing to high fiscal deficit) reduces the availability of funds (in 

the money market) for the private investors. Accordingly, overall 

investment in the economy is reduced. 

(v) Erosion of Government Credibility: High fiscal deficit (and 

consequently, the mounting national debt) erodes credibility of 

the government in the domestic as well as international money 

market. 'Credit rating' of the government (and the economy) 

is lowered. Owing to lower credit rating, global investors start 

withdrawing their investment from the domestic economy. 

Consequently, GDP growth is reduced. 

Briefly, fiscal deficit must NOT be allowed to rise beyond manageable 

limits (about 3 per cent of GDP is considered to be manageable). High 

fiscal deficit signals fiscal indiscipline. It points to a situation when 

GDP growth is low and unemployment is high. The economy slips into 

stagnation and revival becomes difficult without FDI (foreign direct 

investment). 

(3) Primary Deficit 

Primary deficit is the difference between fiscal deficit and interest 

payment. 

Primary Deficit = Fiscal deficit - Interest payment 

PD = FD - IP 

(Here, PD = Primary deficit; FD = Fiscal deficit ; IP = Interest payment.) 

While fiscal deficit shows borrowing requirement of the government 

inclusive of interest payment on the past loans, primary deficit shows 

borrowing requirement of the government exclus ive of interest 

payment. In other words, primary deficit indicates government 

borrowings on account of current year expenditures and current year 

receipts of the government. 

Implications 

Implications of primary deficit are similar to those of fiscal deficit. 

The only difference is that primary deficit does not carry the load 

of interest payments on account of the past loans. Primary deficit 
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just indicates borrowings when: Current year expenditure > Current 

year revenue. 

Revenue Deficit, Fiscal Deficit and Primary Deficit-The Difference 

Revenue Deficit Fiscal Deficit Primary Deficit f �CU S ,___(i_)_I_t-is_t_h_e_e_x-ce_s_s_o_f,___(i_)_I_t_i_s_th_e_e_x_c-es_s_o_f_t_o_ta_l __ (_i)
_I_t _is--th-e--d-iffi_e_r-en_c_e_, � 

revenue expenditure expenditure over total between fiscal deficit ZON E  

over revenue receipts. receipts, other than and interest payment. 
Revenue Deficit borrowings. Primary Deficit 
= Revenue Fiscal Deficit = Fiscal deficit 

expenditure = Budget expenditure - Interest payment 
- Revenue receipts - Budget receipts 

other than borrowings 
(ii) It reff.ects the need 

for borrowings by 
the government to 
manage its budgetary 
expenditure. 

(iii) High revenue deficit 
arises largely because 
of low tax receipts 
and high expenditure 
on subsidies. It points 
to overall poverty in 
the country. 

t>TS 

(ii) It reff.ects the extent 
of borrowings by the 
government when 
interest payment is 

accounted for. 

(iii) High fiscal deficit (in 
terms of borrowings) 
points to the lack of 
fiscal discipline in the 
country. It is a hurdle 
in the process of GDP 
growth. 

Q. 1. What does zero primary deficit mean? 

(ii) 
It reff.ects the extent 
of borrowings by the 
government when 
interest payment is not 
accounted for. 

(iii) Primary deficit points 
to the need for 
borrowings even when 
interest payment on the 
existing loans is ignored. 
It reff.ects continuous 
lack of fiscal discipline in 
the country. 

Ans. It means the government resorts to borrowing only to clear the backlog of interest payments. There 
are no borrowing because of the excess of current year expenditure over the current year revenue. 
Simply because, current year expenditure happens to be equal to current year revenue. It is a sign of 
fiscal discipline or fiscal responsibi l ity on the part of the government. 

Q. 2. A government budget shows a primary deficit of � 6,900 crore. The revenue expenditure on interest 
payment is � 400 crore. How much is the fiscal deficit? 

Ans. Fiscal Deficit = Primary deficit + Interest payment 
= � 6,900 crore + � 400 crore 
= � 7,300 crore. 

Q. 3. How can the gulf between capital expenditure and capital receipts be reduced without borrowing? 
Suggest two ways. 

Ans. (i) The government can resort to disinvestment: selling its stake in public sector enterprises, and 
(ii) The government can sell its surplus land. 

Q. 4. Can there be a fiscal deficit without a revenue deficit? 
Ans. Obviously yes. Because fiscal deficit is worked out by accounting for both the revenue and capital 

receipts and expenditures of the government. So that, even when revenue receipts and revenue 
expenditure are in a state of balance, there could be excess of capital expenditure over capital 
receipts, causing fiscal deficit. 
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An Illustration on the Estimation of Various Types of Budget 
Deficits 

The illustration is based on the following set of data drawn from 

Economic Survey, 201 8-1 9. 

Revised Estimates on the Budgetary Status of the 
Government of India (201 8-1 9) 

Items � in crore 

1. Revenue Receipts 17,29,682 

2. Revenue Expendlture 21,40,612 

3. Capital Receipts 7,27, 553 

4. Capital Expenditure 3,16,623 

5. Total Receipts (1+3) 24,57,235 

6. Total  Expenditure {2+4) 24,57,235 

7. Recoveries of Loans and Other Receipts 93 ,155 

8 .  Borrowings and Other  Liabilities 6,34,398 

9. Interest Payment 5,87,570 

[Source: Economic Su rvey, 2018-19) 

Using the estimation procedure discussed earlier, we get the following 

estimates of different types of budget deficit: 

( 1 )  Revenue Deficit = Revenue Expenditure - Revenue Receipts 

= � 21 ,40,612 crore - � 1 7,29,682 crore 

= � 4,1 0,930 crore 

(2) Fiscal Deficit 

= Total Expenditure - (Revenue Receipts + Recoveries of Loans 

and Other Receipts) 

= � 24,57,235 crore - (� 1 7,29,682 crore + � 93,1 55 crore) 

= � 6,34,398 crore 

Or 

Fiscal Deficit = Borrowings and Other Liabilit ies 

= � 6, 34, 398 crore 

(3) Primary Deficit = Fiscal Deficit - Interest Payment 

[ Implying that: 

= � 6, 34,398 crore - � 5,87,570 crore 

= � 46,828 crore 

Fiscal Deficit = Primary Deficit + Interest Payment 

= � 46,828 crore + � 5,87,570 crore 

= � 6, 34, 398 crore] 
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5 .  BALANCED AN D U N BALANCED BU DGET 

( I )  Balanced Budget 
A balanced budget is that budget in which government receipts are 

equal to government expenditure. 

Balanced Budget: 

Government Receipts = Government Expenditure 

Merits and Demerits of Balanced Budget 

Merits: 

(i) The government does not indulge in wasteful expenditure. 

(ii) A balanced budget ensures financial stability. It signals fiscal 

discipline in the economy. 

However, during the general depression of 1 930's, the policy of 

balanced budget was severely criticised. It was then that the following 

shortcomings of a balanced budget were highlighted. 

Shortcomings or Demerits: 

(i) Balanced budget does not offer any solution to the problem of 

unemployment. Particularly, when unemployment is linked with 

the lack of AD. It happened in most European Countries during 

1 930's. 

(ii) Balanced budget is not conducive to growth in less developed 

countries. Kick-start of growth in these economies depends on 

a big-push of investment expenditure by the government. This 

often leads to deficit budget. 

Does Balanced Budget Leave Aggregate Demand Unaffected in the Economy? 

No is the obvious reply. This is how it happens 

Balanced Budget means: 

Government receipts = Government expenditure 

Assume tax as the only source of government receipts, 

Tax of (say) t 100 = Expenditure of t 100 

Expenditure of t 100 increases AD by t 100. 

Tax of t 100 does not decrease AD by t 100. 

Tax of t 100 decreases disposable income of the people by t 100. 

If MPC is assumed to be 0.5, then reduction in disposable income by t 100 would reduce 

consumption (expenditure) by 0.5 x t 100 = t 50 which is 'MPC times' decrease in income. 

Thus, because of tax of t 100, AD would decrease by t 50 only 

Net increase in AD = t 100 (increase in AD owing to government expenditure) 

- t 50 (decrease in AD owing to tax) = t 50. 

Thus, a balanced budget is expected to increase AD. Accordingly, balanced budget is a good policy 

instrument to increase AD when the economy is close to achieving full employment. 
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(2) Unbalanced Budget 

An unbalanced budget is that budget in which receipts and expenditures 

of the government are not equal. This may be a situation of: (i) Surplus 

Budget, or (ii) Deficit Budget. 

(i) Surplus Budget 

This is a budget in which government receipts are greater than 

government expenditures. 

Surplus Budget: 

Estimated Government Receipts > Estimated Government Expenditures 

Merits and Demerits of Su rplus Budget 

Merits: 

Surplus budget (when, receipts > expenditures) is desired when the 

economy is battling inflation due to excess AD. Surplus budget plugs 

the inflationary gap by lowering the level of AD. AD is lowered on 

account of (a) rise in revenue collection by the government, and 

(b) fall in government expenditure. 

Demerits: 

As surplus budget tends to lower the level of AD in the economy, it 

is not desired during periods of depression. If surplus budget policy is 

constantly pursued by the government, AD may reduce to a level that 

causes unemployment in the economy. The economy may be driven 

into a low level equilibrium trap. 

( i i )  Deficit Budget 

This is a budget in which government expenditures are greater than 

government receipts. 

Deficit Budget: 

Estimated Government Expenditures > Estimated Government Receipts 

Keynes and other modern economists stress significance of deficit 

budget, highlighting its merits. 

Merits and Demerits of Deficit Budget 

Merits: 

Keynes recommends deficit budget as a key instrument to correct 

the state of depression. According to him, depression is that phase of 

economic activity when the level of investment is low owing to the 

low level of AD. Consequently, planned output is much lower than the 
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fu l l  employment level of output. Unemployment becomes a national 
problem.  Deficit budget raises the level of AD in  two ways : 

(a) D i rectly by way of h igh government expend iture ,  and 

(b) I nd i rectly by inducing greater ( i nvestment and consumption) 
expend itu re by the people .  

Demerits: 

Deficit budget is not desired duri ng periods of i nflat ion . It is a period 
when the AD exceeds AS at fu l l  employment. Deficit budget in such 

situations (when AS cannot i ncrease) wou ld  fu rther i ncrease the gu lf 
between AD and AS. Consequently, i nflationary gap wou ld  rise and 

wage-price sp iral (when wages i ncrease with prices and pr ices i ncrease 
with wages) may set i n .  

Power Points & Revision Window -----------

Budget i s  a statement of expected rece i pts a nd  expend itu re of the  gove rnment over the  per iod of a 1 1  fin a n c i a l  yea r, Apr i l  1 - M a rch 3 1 .  
Objectives: ( i )  GDP  g rowth, ( i i )  Al location o f  resou rces, ( i i i )  P rov i s ion o f  p ub l i c  goods, ( iv) Red istr i bution 
of i ncome  and wea lth ,  (v) Ba l a nced reg iona l  g rowth, (v i )  E m ployment opportu n ities, (v i i )  Econom i c  
sta b i l i ty. 

Structure of the Budget i n c l udes  ( i )  reve n u e  budget s how i ng reve n u e  rece i pts a n d  reve n u e  expend itu re of 
t he  govern ment, a n d  ( i i )  ca p ita l budget showi ng ca p ita l rece i pts a nd  ca p ita l expe n d it u re of the  govern ment .  
Looked at from a d iffe re nt a ng l e, st ruct u re of the budget i n cl udes :  ( i )  budget rece i pts ( i n clu d i ng reve n u e  
recei pts a nd  ca p ital rece i pts) , a n d  ( i i )  budget expend i t u res ( i n c l u d i ng reven u e  expend itu re a nd  ca p ital 
expend itu re ) .  

Budget Receipts a re the estimated money rece i pts o f  the  govern ment from a l l  sou rces d u r i ng  a fiscal yea r. j • Revenue Receipts a re those rece i pts :  ( i )  wh i ch  do not ca use a ny red uction  i n  assets [Example :  
I n come  from pu bl ic s ecto r e nterpr i ses ] ,  a nd  ( i i )  wh ich do  n ot c reate a ny l i a b i l ity fo r the  gove rnment 
[Example:  Tax rece i pts of the  government] . 

Cap ita l Recei pts a re those rece i pts :  ( i )  wh ich  create l i ab i l ity fo r the  government [Example :  Funds  received 
by the govern ment as  loa ns ] ,  a n d  ( i i )  wh i ch  ca use red u ction  in assets of the government  [Example :  
D is i nvestment i n  pub l i c  sector enterp r ises ] .  

Budget Expend iture i s  t he  estimated expend itu re o f  the  gove rn ment relating to  its d eve l opment  a nd  non -

I 

l deve l opment  programmes d u r i ng a fi sca l yea r. 
Revenue Expenditure is that expend i t u re by t he  gove rnment ( i )  wh i ch does not ca use 
i ncrease i n  government assets [Example: Expend i tu re on  law & order] ,  and  ( i i )  wh ich does 
not cause a ny reduction in government l ia b i l ity [Example: Expend itu re on o ld-age pens ions] . 

Capita l  Expenditure is that expe nd itu re by the  gove rn ment ( i )  wh i ch ca uses i ncrease i n  
gove rn ment a ssets [ Example :  Expe nd it u re on  the con struction  o f  roads ] ,  a n d  ( i i )  wh i ch  
causes  red u ction  i n  gove rn ment l i a b i l i ty [Example :  Payment of loa n by  the  gove r nment] . 

Plan Expenditure is related to spec ified p l a n s  a nd  programmes of deve l opment, as we l l  as ass i sta nce 
of the centra l  government to the  state govern ments .  [ Example :  Expend itu re on  the  construction  of 
ca na ls for i rr igation . ]  

Non-plan Expenditure i s  re l ated t o  expend i tu re on  routi n e  fu ncti o n i ng o f  t h e  gove rnment .  
[Example: ( i )  Expend itu re on  law & orde r, and ( i i )  Expend i ture on  d efence & subs i d i es . ]  
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Balanced Budget: Total expenditure = Total receipts . 1 ! Surplus Budget: Total expenditure < Tota l receipts. 
Deficit Budget: Total expenditure > Total receipts. 

Budget Deficit i s  the excess of total expenditure over tota l receipts of the government. 
! Types : ( i )  Reve nue  deficit, (i i )  Fiscal defic it, (iii ) Pr imary defic it .  
Revenue Defic it: Revenue expenditure - Revenue receipts. 
! Impl ication: S i nce revenue receipts and revenue expenditures are re l ated l argely to recurr ing expenses 

of the government (as on admi n i strati on and maintena nce), high revenue deficit gives a war ning to the 
government either to cut its expenditure or increase its tax/non-tax receipts . 

Fiscal Defic it: (Revenue expenditure + Capital expenditure) - (Revenue receipts + Capita l receipts other 

l 
than  government borrowing) .  

Impl ications: ( i )  I nfl ationary spiral, (ii )  Nationa l  debt, (i i i )  Vicious c ircle of h igh fisca l deficit and  l ow GDP  
growth, ( iv) Crowding-out, (v) Erosion o f  government credibil ity. 
Primary Defic it: Fiscal deficit - I nterest payment. 
! Imp l ication: Pr imary deficit i ndicates the extent to which the government needs to borrow to implement 

its budgetary programmes and  policies for the year ahead. 
Balanced Budget: I t  raises the level of AD in  the economy, though moderately. It is recommended when 

j 1 the economy is close to ach iev ing fu l l  employment. 
Surplus Budget: I t  is recommended when there is an i nfl ationary gap and AD needs to be reduced. 

Deficit Budget: I t  is recommended when there is a state of depression and  AD needs to be raised. 

rEX ERC I S Ej 
1 .  Objective Type Questions (Remembering & U ndersta nding based Questions) 

A. M u lt ip le  Choice Quest ions 

Choose the  correct option: 

1 .  In the context of government budget, which of the following statements is correct? 
(a ) I t  is a statement of expected a n nual receipts and  expenditures of the government 
(b) I t  is a deta i l  of actua l rece ipts and expenditures of the government i n  a fi na ncia l year 
(c) It offers a deta iled description of ach ievements of the government during the five year plans 
(d) I t  i ndicates BoP status of the domesti c economy 

2 .  Which of the following are the objectives of government budget? 
(a ) Distribution of i ncome and  wealth (b) Economic stability 
(c) GDP  growth (d) A l l  of these 

3 .  Which of the following is a non-tax receipt? 
(a ) G ift tax (b) Sales tax 
(c) Donations  (d) Excise duty 
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4. Progressive tax is a tax which is :  
(a ) cha rged at a decreasing rate when i ncome of the i nd iv idual increases 
(b) cha rged at an i nc reasi ng rate when i ncome of the i nd ividual i nc reases 
(c) a fixed percentage of an i nd ividua l i ncome 
(d ) none of these 

5 .  Revenue earned by the government from the property without a ny lega l heir is ca l led : 
(a ) donation (b) escheat 
(c) specia l assessment (d ) both (b) and  (c) 

6.  A tax, the burden of which ca n be sh ifted on to others, is ca l led :  
(a ) i nd i rect tax (b) d i rect tax 
(c) wea lth tax (d ) none of these 

7 .  Tax, the impact of which lies on the person on whom it is legally imposed, is known as: 
(a ) i nd i rect tax (b) d i rect tax 
(c) va lue added tax (d ) none of these 

8 .  Which one of the following is an indirect tax? 
(a ) Wealth tax (b) Excise duty 
(c) I n come tax (d ) None of these 

9 .  Which of the following is a direct tax? 
(a ) I n come tax 
(c) Sales tax 

(b) Excise duty 
(d ) Custom duty 

10. Tax that is imposed on va lue added at the va rious stages of production is known as :  
(a ) corporate profit tax (b) d i rect persona l  tax 
(c) va lue added tax (d ) none of these 

11. G ift tax is a paper tax because : 
(a ) it is a n  i nd i rect tax (b) it i s  a d i rect tax 
(c) it does not have sign ificant revenue yield (d ) both (b) and  (c) 

12. Which of the fo l lowing is not a non-tax rece ipt? 
(a ) Fees (b) F i nes 
(c) G ift tax (d ) G ra nts and  donations 

13.  Which of the fol lowing is a part of the revenue expenditure in the I nd ian Government budget? 
(a ) I nterest payments (b) Defence purchases 
(c) Wage bi l l  of the government (d ) A l l  of these 

14. Capita l rece ipt is that rece ipt of the government which : 
(a ) creates a l i a bi l ity (b) reduces the assets 
(c) both (a ) a nd  (b) (d ) ne i ther (a ) nor (b) 

15. Which of the fo l lowing a re cap ita l recei pts of the government? 
(a ) Recovery of loa ns (b) Borrowings 
(c) Disi nvestment (d ) All of these 

16. Capita l expenditure is that estimated expend iture of the government by which : 
(a ) assets a re i nc reased (b) l ia bility is decreased 
(c) both (a ) and (b) (d ) assets and l ia bil iti es do  not cha nge 

17.  Deficit budget refers to that situation i n  which government's budget expend iture is :  
(a ) l ess than its budget receipts (b) more than  its budget receipts 
(c) equal to its budget receipts (d ) none of these 
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18. F iscal Deficit = 
(a ) Tota l expenditure - Tota l receipts other than  borrowing 
(b) Revenue expenditure - Revenue receipts 
(c) Capita l expenditure - Capita l receipts 
(d) Revenue expenditure + Capita l expenditure - Revenue receipts 

19. In which of the following ways, can deficit in budget be financed? 
(a ) Borrowing from RB I  ( b )  Borrowing from the pub l i c  
(c) Both (a ) and  (b) (d) Ne i ther (a ) nor (b) 

20. Which of the following is/are implication/s of fiscal deficit? 
(a ) Crowdi ng-out (b) I nflationary spiral 
(c) Eros ion of government credi bi l ity (d) All of these 

21. A budget is a balanced one when: 
(a ) Tota l expenditure = Tota l receipts 
(c) Tota l expenditure > Tota l receipts 

22. Su rplus budget is that budget wherein: 

(b) Total expenditure < Total receipts 
(d) none of these 

(a ) Estimated revenue of the government < Estimated expenditure of the government 
(b) Estimated revenue of the government > Estimated expenditure of the government 
(c) Estimated revenue of the government = Estimated expenditure of the government 
(d) none of these 

23 .  The difference between fiscal deficit and interest payment is called : 
(a ) revenue deficit (b) primary defic it 
(c) budget defic it (d) capita l defic it 

24. If primary deficit is � 3,500 and interest payment is � 500, then fiscal deficit is : 
(a ) � 2,900 (b) � 4,000 
(c) � 4, 100 (d) � 4,200 

Answers 
1. (a) 

11. (c) 
21. (a) 

2 .  (d )  
12.  ( c )  
22.  ( b) 

3 .  (c) 
13 .  (d) 
23 .  ( b) 

B .  F i l l  i n  the B lanks 

4. ( b) 
14. (c) 
24. ( b) 

5. ( b) 
15.  (d) 

Choose appropriate word and fi l l  i n  the blank: 

6. (a) 
16. (c) 

7 .  ( b) 
17.  ( b) 

8. ( b) 
18. (a) 

9 .  (a) 
19. (c) 

10. (c) 
20. (d) 

1 .  The programmes and po l i c i es of the government as presented in the budget are known as 
_______ policy of the government. (fisca l/monetary) 

2.  On the _______ side, the budgetary policy revea l s  expected receipts of the government. 
(revenue/expenditure) 

3. receipts do not create a ny correspond ing l ia bil ity for the government. 
(Revenue/Capita l) 

4. i s  the excess of tota l expenditure over tota l receipts, other than borrowi ngs. 
(Budget deficit/Fisca l defi cit) 

5.  A tax is said to be when it causes a greater real burden on the poor than  the 
rich . (progressive/regressive) 
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6. Fiscal discipl i ne refers to the state of 
government .  

7 .  F iscal Deficit = _______ + I nterest payment. 

between revenues and expenditures of the 
(bala nce/equi librium) 

(Revenue deficit/Prima ry deficit) 
8 .  A _______ budget is t h at budget in wh ich government receipts a re equal to government 

expenditure . 
9. Recovery of loa n is a receipt .  

10 .  _______ expenditure creates assets for the government .  

Answers 

1. fiscal 2. revenue 3 .  Revenue 

7. P rimary deficit 8. balanced 

4. Fiscal deficit 

9. capital 6. balance 

C. True or Fa lse 

State whether the fol lowing statements are True or False: 

1. Revenue budget focuses on GDP  growth by way of public i nvestment. 
2. Expenditure on  old-age pensions is an example  of revenue expenditure. 
3. A consta nt rate of taxation on the rich and the poor is a progressive tax. 
4 .  G reater fiscal deficit implies greater borrowings by the government .  
5 .  Revenue deficit leads to  nationa l  debt .  
6 .  Bala nced budget offers the solution to the problem of unemployment. 
7. Surplus budget i s  a budget i n  which government receipts a re greater 

than  government expenditures . 
8 .  Prima ry deficit reflects the need for borrowings by the government to 

ma nage i ts  budgeta ry expenditure . 
9 .  Defic it  budget is desired duri ng periods of inflation .  

10. Capita l receipts impact asset-l ia bil ity status of the government .  

Answers 

(bala nced/unba l a nced) 
(revenue/capita l) 

(Revenue/Capital) 

5 .  regressive 

10. Capital 

(Tru e/False )  
(Tru e/Fa lse ) 
(Tru e/Fa lse )  
(Tru e/False )  
(True/False )  
(True/Fa lse )  

(Tru e/False )  

(Tru e/False )  
(True/False )  
(Tru e/Fa lse )  

1 .  False 2. True 3. False 4. True 5. False 6. False 7. True 8. False 9. False 10. True 

D. M atch ing the Correct Statements 

I .  From the set of statements given in Column I and Column I I , choose the correct pair of statements: 

Column I Column II 

(a) Progressive tax ( i )  Rate of tax decreases with an increase in income 

(b)  Revenue expenditure (ii ) Impacts asset- liabi l ity status of the government 

(c) Wealth tax (ii i )  An indirect tax 

(d) Revenue deficit ( iv) Revenue expenditure - Revenue receipts 

(e) Defence of the country (v) Private goods 

Answer 
(d) Revenue deficit-(iv) Revenue expenditure - Revenue receipts 
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I I .  Identify the correct sequence of a lternatives given in  Column II by match ing them with respective 
items in Column I :  

Column I Column II 

(a) Disinvestment (i) Government expenditures > Government receipts 

(b) Capital expenditure (ii) Value of output - Value of i ntermediate consu mption 

(c) Value added (iii) Capital receipts 

(d) Deficit budget (iv) Loans granted to state governments 

(e) Borrowings (v) Withdrawal of existing investment 

Answers 

(a)-(v), ( b) -( iv), (c)-( ii), (d )-( i) , (e)-( ii i ) 

E. 'Very Short Answer' Objective Type Questions 
1. What is government budget? 

Ans. Government budget is a statement of estimated receipts and  expend iture of the government dur i ng 
a fi nancial year. 

2. What is meant by fiscal year in Ind ia? 
Ans. I n  I n d ia ,  fi scal year is the year which begins  on April 1 and  ends on  March 3 1  of the fol l owing yea r. 

3 .  Define revenue budget. 
Ans. Revenue budget is the statement of estimated revenue receipts and  estimated revenue expend iture 

dur i ng  a fiscal year. 
4. Define revenue receipts . 

Ans. Revenue receipts are those receipts which neither create any l iabi l ity nor lead to any reduction in assets. 
5. Define revenue expend itu re. 

Ans. Revenue expend iture is that expend iture of the government which ne ither creates assets for the 
government nor causes a reduction i n  lia b i lities of the government. 

6.  Define tax. 
Ans. A tax is compulsory payment made by a n  i nd i vidual, household or a firm to the government without 

reference to a nyth i ng in return .  
7 .  What i s  a d irect tax? 

Ans. A d irect tax is that tax the fi na l  burden of which fa l l s  on that very person who is l ia ble to pay it to the 
government. 

8.  What is an ind irect tax? 
Ans. I n d irect tax is a tax on goods and  services . Those who are lia b l e  to pay th i s  tax need not bear the fi n a l  

burden o f  th i s  tax. 
9. What is a progressive tax? 

Ans. Progressive tax is a tax that causes re lati vely less rea l burden on the poor and  more on the r i ch .  
10 .  Define regress ive tax. 

Ans. Regressive tax is a tax that causes re lati vely more rea l burden on the poor and  less on the r i ch .  
11 .  What i s  value added tax? 

Ans. Value added tax is a n  i ndirect tax wh ich is imposed on 'va lue added' at the various stages of 
production .  GST is an importa nt form of va lue added tax. 

12. Define cap ital budget. 
Ans. Capita l budget is the statement of estimated capital receipts and  estimated capital expend iture 

dur i ng  a fiscal year. 
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13.  Define capital receipts. 
Ans. Capita l receipts are those receipts which e ither create a l ia bility or lead to reduction in assets. 

14. Define capital expenditure. 
Ans. Capita l expenditure is an expend iture which leads to creation of assets or reduction in lia bilities .  

15.  Give two examples of capital receipts. 
Ans. (i ) Recovery of loans, and (ii) Borrowings . 

16. Give two examples of capital expenditure. 
Ans. ( i )  Expend iture on the purchase of land by the government. 

( i i )  Loans granted by the centra l  government to state governments. 
17.  Define plan expend itu re .  

Ans .  Plan expend iture is the expend iture wh ich  is related to  some specified plan for the yea r. 
18. Define non-p la n expend iture .  

Ans. Non-plan expenditure is the expend iture which is  not related to any specified plan for the year. 
19. Why is payment of i nterest a revenue expenditure? 

Ans. Payment of interest is treated as a revenue expenditure, because it neither reduces lia bility of the 
payer nor adds to h is assets . 

20. Why a re su bsidies treated as revenue expend iture? 
Ans. Subsidies are treated as revenue expenditure by the government, because th is expenditure :  

( i )  does not reduce l ia bi l ity of the government, nor 
( i i )  adds  to assets of the government . 

21 .  Why is recovery of loans treated as a ca pita l recei pt? 
Ans. Recovery of loans is a capita l receipt because it leads to reduction in assets . 

22.  How is d is i nvestment by the government a cap ita l rece ipt? 
Ans. Dis investment by the government i s  a capital receipt, as it leads to a reduction in assets . 

23.  Define ba la nced budget. 
Ans. Balanced budget i s  that budget in wh ich government receipts are equal to government expend iture. 

24. Define surp lus budget. 
Ans. Surplus budget is that budget in which government receipts are more than government expend iture. 

25.  What is budgeta ry deficit? 
Ans. Budgetary defic it is the excess of tota l expend iture over tota l receipts of the government. 

26. What is meant by revenue deficit? 
Ans. Revenue defic it is equa l to the excess of tota l revenue expend iture over the total revenue receipts. 

Revenue defic it = Revenue expend iture - Revenue receipts 
27. Define fisca l deficit. 

Ans. Fiscal deficit is equal to the excess of tota l expenditure over the sum of revenue receipts and capita l 
receipts exclud ing borrowing. 
Fiscal deficit = (Revenue expenditure + Capital expend iture) - (Revenue receipts + Capita l receipts 

other than borrowing) 
28. What is the sign ifica nce of measur ing fisca l deficit? 

Ans. The significance of measuring fisca l defic it is that it refl ects tota l borrowings of the government 
dur ing the financial yea r. Accumulated borrowings over the year reflect accumu lated burden of 
nationa l debt which is to be borne by the future generations. 

29. Define primary deficit .  
Ans. Primary deficit i s  the d ifference between fiscal deficit and interest payment . 

Primary defi cit = Fiscal deficit - Interest payment 
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30. What is the sign ifica nce of primary deficit? 
Ans. The significance of prima ry deficit i s  that it reflects borrowings on account of current yea r expend iture 

exceeding the current yea r receipts of the government . Interest payment on the accumulated 
borrowings is not accounted for. 

2. Reason-based Quest ions (Com prehension of the Subject-matter) 

Read the fo l lowi ng statements carefu l ly. Write True or Fa lse with a reason. 

1. Borrowing from the centra l ba nk  by the government leads to i nflation as it increases the supp ly of 
money in the economy. 

Ans. True .  Because increase in the supply of money has a d i rect bea ring on the general price l eve l 
pa rticu la rly in less developed countr ies where production capac ity is highly l imited . 

2. Ba lanced budget is that budget i n  which revenue receipts = revenue expend iture .  
Ans. Fa lse .  Ba lanced budget is that budget in which tota l expend iture = tota l receipts. 

3 .  Revenue recei pts tend to reduce l i ab i l ity of the govern ment. 
Ans. Fa l se .  Revenue receipts do  not affect asset/ l ia b i l ity status of the government . 

4. Capita l expenditure adds to assets of the government, or reduces its l i ab i l ity. 
Ans. True .  Capita l expend iture of the government creates assets for the government (th rough expend iture 

on capital goods projects) or reduces its l ia bil ity (th rough repayment of loans) .  
5 .  Revenue recei pts do not impact asset a n d  l i ab i l ity status of the government. 

Ans. True .  Revenue receipts a re those receipts which do  not cause reduction in assets or  increase in 
lia b i lity of the government . 

6. Revenue expend iture reduces assets of the government. 
Ans. Fa lse .  Revenue expenditure is that expend iture of the government which does not cause increase in 

assets or a reduction in l ia bil ities .  
7 .  Capita l receipts add to l i ab i l ities of the government. 

Ans. True .  Capita l receipts a re those receipts which cause a reduction in assets or  increase in lia bility of 
the government . 

8. Capita l expenditure reduces cap ita l stock of the govern ment. 
Ans. Fa lse .  I f  incurred on the creation of assets (li ke construction of government buildings) ,  capita l 

expend iture increases capital stock of the government . 
9. Tax is a ca pita l rece ipt of the government. 

Ans. False. Tax is a revenue receipt of the government. It does not impact asset/liabi l ity status of the government. 
10. Repayment of loan by the govern ment is a cap ita l expend itu re .  

Ans. True .  Because repayment of l oan causes reduction in lia bilities of  the government . Therefore, i t  is a 
capita l expenditure. 

11. GST is a d i rect tax. 
Ans. Fa l se .  GST is an ind i rect tax because it is levied on goods and services, and its burden can be sh ifted 

from selle rs to the buyers . 
12.  A regressive tax causes a greater rea l  burden on the rich .  

Ans. Fa l se .  A regress ive tax, by definition, causes a greater real burden on the poor. 
13.  Borrowing by the government is a measu re of revenue deficit. 

Ans. False . Borrowing by the government is not a measure of revenue defic it .  It is a measure of fiscal deficit. 
14. Loans offered by the centra l government to the state govern ment a re to be treated as cap ita l 

expend iture of the centra l government. 
Ans. True .  Because loans offered by the centra l government to the state government create assets for the 

centra l government . 
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15.  G ra nts by the government a re treated as revenue expend itu re .  
Ans. True. Al l  grants, as a matter of convention, are treated as revenue expenditure of the government . 

16. Construction of fly-over is a revenue expend iture of the government. 
Ans. Fa lse .  Construction of fly-over is a capital expenditure of the government because it adds to assets 

of the government. 
17.  Expend iture on law and  order is a component of p l an  expend iture .  

Ans.  Fa l se .  Expenditure on law and order is a component of non-plan expenditure because i t  relates to 
expenditure on routine functioning of the government. 

18. Borrowing by the government is a component of revenue budget. 
Ans. Fa l se .  Borrowing by the government is a component of capital budget . Because, it increases l i a bi l ity 

of the government. 
19. Dis i nvestment is a component of cap ita l budget. 

Ans. True. D isinvestment causes reduction in assets of the government. Therefore, it i s  a capital receipt of 
the government . 

20. F isca l deficit is on ly a part of primary deficit . 
Ans. Fa l se .  Primary defi cit is only a part of fisca l deficit. F i scal defic it = Primary deficit + Interest payment . 

21 .  H igher revenue deficit a lways leads to h igher fisca l deficit . 
Ans. Fa l se .  Because fisca l defi cit also depends on capita l receipts and expenditures of the government. 

22.  F isca l deficit is zero in case there is no provis ion for borrowing in the govern ment budget. 
Ans. True. Because fiscal defic it is equal to total borrowing by the government . 

23.  Revenue deficit is the excess of capita l recei pts over and  a bove revenue recei pts of the government. 
Ans. Fa l se .  Revenue deficit is the excess of revenue expenditure over revenue receipts . 

24. Primary deficit does not inc lude interest payment, wh i le  fisca l deficit does. 
Ans. True. Pr imary deficit is the difference between fiscal defic it and interest payment . 

3. HOTS & Applications 

1. Revenue deficit can be managed through borrowing or disinvestment. But fiscal deficit can be 
managed only through borrowing. Do you agree? State reason in support of your answer. 

Ans. The statement is true . Because dis investment is already included as an item of capita l receipt in 
the estimation of fisca l defic it .  So that, borrowing is the on ly window avai la b le to manage fisca l 
deficit. On the other hand, estimation of revenue defic it does not account for borrowing as well as 
disinvestment . So that, both these windows are ava i lab le to manage revenue defic it .  

2 .  A persistent recession leads to low revenue receipts of the government. Comment. 
Ans. Economic recession is a situation when low AD leads to l ow investment and therefore, l ow growth 

rate of G D P. When growth rate of GDP  fa l ls, tax revenue of the government (through direct as well as 
indirect taxation) tends to suffer. Implying s l owdown of revenue receipts of the government dur ing 
recession .  

3 .  A rise in fiscal deficit when the government revises salary structure of its employees leads to a rise 
in primary deficit as well . Comment. 

Ans. Revision of sa lary structure enhances revenue expenditure of the government. It would mean a rise 
in fisca l defi cit of the government. I f  interest payments are constant, a rise in fiscal defic it would 
amount to a rise in primary defi cit as well (F iscal defic it - Interest payment = Primary deficit) . 

4. Is it correct that if revenue budget balances, capital budget also balances. 
Ans. No, the gi ven statement is incorrect . Because revenue budget shows revenue receipts and revenue 

expenditure while capital budget shows capita l receipts and capital expenditure .  
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5. Is government budget a statement of government receipts and expenditu re over the past one year? 
Ans. No, government budget is a statement of estimated receipts and expenditure of the government for 

the fiscal year which is to begin. 
6. Budgetary deficit points to failu re of the government to manage its budget. Defend or refute. 

Ans. The above statement is incorrect. Budgetary defi cit refl ecting borrowing by the government may in 
fact be a part of designed strategy of the government to accelerate the pace of growth or to ach ieve 
macro stabil ity in the economy. 

7. Do you agree that revenue deficit increases when the government fails to recover its loans? 
Ans. No, it is incorrect. Revenue defi cit is the excess of revenue expend iture over revenue receipts . While 

the recovery of loans by the government is a capita l receipt. 
8 .  Is  balanced budget always the best budget? 

Ans. Not necessar i ly. A moderate fiscal defi cit (around 3%) is found to be conducive to growth, when 
investment is l ow because of l ow AD. 

9 .  Is  income tax in India regressive in natu re? 
Ans. No, income tax in Ind ia is progressive in nature. Because tax rate increases with increase in income . 

10. Does non-plan expenditu re contribute to social welfare? 
Ans. Yes, non-plan expend iture does contribute to soci a l  welfare. Most of the non-plan expend iture 

consists of expend iture on subsidies and the maintenance of law and order in the country. Both 
these categories of expend iture are welfare-oriented .  

11 .  Briefly describe how the government budget contributes to the process o f  growth and stability. 
Ans. The government budget contr i butes to growth, because a s ignificant percentage of budgetary 

expend iture is committed to the growth and expans ion of publ ic sector enterprises. The government 
a l so offers subs id ies to the producers to ma inta in high l eve l of production of the essenti a l  goods .  
Sta bil ity is promoted by combating infl ation through fisca l d isc ip l ine and combating defl ation through 
liberal spending by the government. F i scal disc ipl ine aims at lower ing AD during infl ation. Libera l 
spend ing promotes AD during defl ation. 

12.  Distinguish between revenue budget and capital budget. 
Ans. That part of the government budget which shows revenue account (inc luding revenue receipts and 

revenue expenditure) is known as revenue budget. That part of the government budget which shows 
capita l account (inc luding capita l receipts and capital expend iture) is known as capita l budget . 

13 .  Government has raised its expenditure on free services like education and health to the poor. 
Explain the economic value it reflects. 

Ans. Two observations can be made in this respect : 
( i )  H igher expenditure on health is expected to make our workforce strong and efficient. Rise in 

efficiency implies a rise in productivity which leads to a rise in GDP. It is an index of economic growth .  
( i i )  H igher expend iture on education is expected to  boost sk i ll formation in the country. It facilitates 

the use of new technology. Appl ication of new technology would sh ift PPC of the economy to 
the right. Implying a higher level of output with the same resources. 

14. Find P rimary Deficit from the following data : 

Ans. 

Items (f in crore) 

( i )  Revenue deficit 8,800 

( i i )  Fisca l defi cit 1 1,600 

(i i i )  Interest payment by the government 
Pr imary Defic it = Fisca l deficit - Interest payment by the government 

= " 1 1,600 crore - " 1, 600 crore 
= " 10,000 crore 

Primary deficit = "  10,000 crore.  

1,600 
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15. Calculate Revenue Deficit, Fiscal Deficit and P rimary Deficit from the following data : 

Ans. 

Items 
(i) Revenue expenditure 

( i i )  Capita l expenditure 
(i i i )  Revenue receipts 
(iv) Capita l receipts (net of borrowing) 
(v) I nterest payments 
(vi) Borrowings 

Revenue Deficit = Revenue expenditure - Revenue receipts 
= , 22,250 crore - , 17,750 crore 
= , 4,500 crore 

(' in crore) 
22,250 
28,000 
17,750 
20,000 
5 ,000 

12,500 

Fiscal Defic it = Revenue expenditure + Capita l expenditure - Revenue 
receipts - Capita l receipts (net of borrowing) 

= Borrowings 
= , 12,500 crore 

Pr imary Deficit = Fisca l deficit - I nterest payments 
= , 12,500 crore - , 5 ,000 crore 
= , 7,500 crore 

Revenue deficit = ,  4,500 crore.  
F iscal deficit = ,  12,500 crore .  
Primary deficit = ,  7,500 crore.  

16. Find borrowing by the government if payment of interest is estimated to be of , 15,000 crore which 
is 25% of primary deficit. 

Ans. Here, i nterest payment = 25% of primary deficit. So that, 

Pr imary deficit = 1
2°5° x 15 ,000 = , 60,000 crore 

We know, 

Or, 

Pr imary Deficit = Fisca l deficit - I nterest payment 
Fiscal Defic it  = Primary deficit + I nterest payment 

= , 60,000 crore + ,  15 ,000 crore 
= , 75,000 crore 

Borrowing = Fisca l Deficit = ,  75 ,000 crore 
Borrowing  by the government = ,  75,000 crore.  

17.  Revenue deficit is estimated to be , 20,000 crore, and borrowing is estimated to be , 15,000 crore. 

Ans. 

If expenditu re on interest payment is estimated to be 50% of the revenue deficit, find fiscal deficit 
and primary deficit . 

Fiscal Defic it  = Borrowing = ,  15 ,000 crore 
I nterest Payment = 50% of Revenue deficit 

= 50% of , 20,000 crore 
= , 10,000 crore 

Pr imary Deficit = Fisca l deficit - I nterest payment 
= , 15,000 crore - , 10,000 crore 
= , 5,000 crore 

Fiscal deficit = ,  15,000 crore .  
Primary deficit = ,  5,000 crore.  
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18. Comment on the following statements as true or false, with a reason. 
(i) Construction of school-building is a revenue expenditure of the government. 
(ii) Gift tax is a capital receipt. 

( iii) Dividends on investment made by government is a revenue receipt. 
Ans. ( i )  I t  is a fa lse statement. Construction of school-bui ld ing is a capital expenditure because it creates 

an asset for the government. 
( i i )  I t  is a fa lse statement. G ift tax is a revenue receipt, because it neither creates l i a bi l ity nor  leads 

to reduction i n  assets of the government .  
(i i i )  I t  is a true statement. Dividends on i nvestment made by government is a revenue receipt, as it  

does not add to lia bi lity or  reduction i n  assets of the government .  
19. Categorise the following government receipts into revenue and capital receipts . Give reasons for 

your answer. 
( i) Receipt from sale of shares of a public sector undertaking. 
(ii) Borrowing from public. 
( iii) P rofit of public sector undertakings. 
( iv) Income tax received by government. 

Ans. ( i )  Receipt from sa le  of sha res of a public sector underta ki ng is a capita l receipt, as it causes 
reduction i n  assets of the government .  

( i i )  Borrowing from publ ic is a capita l receipt, as it creates l ia bil ity for the government .  
(i i i )  Profit of publ i c  sector underta ki ngs is a revenue receipt, because it ne i ther creates l ia bil ity nor 

leads to reduction i n  assets of the government .  
(iv) I ncome tax received by government is a revenue receipt, because it neither  creates lia bility nor 

leads to reduction i n  assets of the government .  
20. Why should revenue deficit be curbed? 

Ans. Revenue deficit often occurs when unproductive expenditure of the government (li ke expenditure 
on subsidies and  purchases re l ati ng to law & order and  defence of the country) is in excess of the tax 
and  non-tax revenue receipts. Thus, it contributes to fiscal deficit without addi ng much to the flow of 
goods and  services in the economy. Revenue deficit compels the government to resort to borrowing 
or  disi nvestment. Borrowing leads to a rise i n  nationa l  debt .  D is investment leads to tra nsfer of asset 
ownersh ip from the public sector to private sector. I t  implies a sh ift in  focus from social we l fa re to 
profit maximisation .  Thus, we conclude that revenue defic it should be curbed. 

21. Finance Minister has announced that steps would be taken to rationalise subsidies which presently 
dominate the economy of the nation. 
What is the economic value of this statement? 

Ans . The statement comes in the wa ke of consistent ly high fisca l defic it a ris ing out of h igh expenditure 
of the government on subsidies. Expenditure on subsidies is most ly unproductive . Because, it just 
focuses on l owering the ma rket price of certa i n  goods (li ke oil and  LPG ) .  To the extent money is spent 
on subsidies, it is not available for investment in strategic sectors of economy like infrastructure. 
Rationa lis i ng  the subs idies means provision of subsidies on ly for below poverty li ne population .  The 
government has a l ready i n itiated this process by withdrawing subs idy on petrol and diese l .  

22.  How has the decline in  the price of  crude oil in  the international market helped the government to 
reduce fiscal deficit? 

Ans. I n dia imports crude oil to meet the bulk of domestic demand for petro l and  diesel . A substa nti a l  fa l l  
i n  c rude oil prices i n  t h e  i nternationa l  ma rket h a s  prompted t h e  government t o  i nc rease excise duty 
on petro l and  diesel without passing the benefit of it to the consumers .  It has ra ised tax revenue of 
the government. Accordi ngly, fisca l defic it has reduced. 
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4. Ana lysis & Eva luation 

1 .  How can the government impact allocation of resou rces through its budgetary policy? 
Ans. Fo l l owing observations high l ight how the government can impact a l location of resources through its 

budgetary po l icy: 
( i )  The government can offer subsidies on such goods ( l i ke coarse c loth )  the production of which i s  

essenti a l  for poorer sections of the society. So that, the resources are sh ifted from the production 
of 'goods for the rich' to the production of 'goods for the poor' . 

( i i ) The government can grant 'tax ho l i day' (exemption from tax payments) to induce investment in 
the production of essenti a l  goods l i ke ' l ife saving drugs'. So that the resources are sh ifted from 
the production of non-essentia l  drugs to the l ife-saving drugs . 

(i i i )  The government can impact a l l ocation of resources by shifting its own investments from 
inefficient to efficient units of production. A l so, a l l ocation of resources would be impacted when 
the government increases investment on the production of public goods .  

(iv) H igh taxation can be imposed on such goods ( l ike c igarettes and l iquor), the production of which 
is harmful to the society. According ly, the resources would shift to the production of socia l ly 
useful production activities .  

(v) The government can ma ke l arger budgetary a l l ocations for i ts  'Support Price Pol icy' in favour of 
food crops .  Th is  would sh ift resources from non-food crops to food crops .  Th is  would ma ke the 
country se lf-suffic ient in food gra in production. 

2. Do you approve of d isinvestment as  an appropriate policy of financing budgeta ry deficit? 
Ans. Disinvestment occurs when the government chooses to se l l  its sta ke in public sector or joint sector 

enterprises. This leads to 'privatisation'. Presently, this seems to be the only effective remedy avai lable 
with the government to finance the deficit. However, the government should be careful about two points: 

( i )  I t  should unload shares of on ly inefficient enterprises . Otherwise, it would not on ly be lower ing 
its asset ho ld ing, but a l so c losing a regular source of income, and 

( i i )  Money received through d isinvestment should not be used for purpose of po l iti ca l popular ity 
(to garner votes) .  Instead,  it should be used as productive investment . 

3 .  Subsidy on d iesel oil is a wasteful expenditu re by the government. Write one point in support of this 
observation and one aga inst it . 

Ans. It is a wasteful expenditure :  
Because the benefit of subsidy (on diese l  o i l )  i s  unduly reaped by a r icher section of the society who 
get cheaper oi l  to run the ir  luxury cars. 
I t  is not a wasteful expenditure: 
Because, farmers need to be given d i ese l  at the l ow pr ice .  So that, the cost of farming does not rise 
and farming rema ins a profitable occupation. 

4. Do you agree with the view that demonetisation of 500 and 1,000 rupee notes would help the 
government in lowering its fiscal deficit? 

Ans. It is true that demonetisation would he lp  the government to lower its fisca l defi cit. Because of 
demonetisation, shadow economy (bl ack money economy) wi l l  shrink .  Unaccounted output would 
now be accounted as a part of GDP. This would increase revenue receipts of the government by way 
of d irect and ind irect taxation. Accord ingly, fi sca l defi cit must reduce. 

5. CBSE Questions-Past 5 yea rs 
(With Answers or  Reference to the Text for Answers) 

1 .  Borrowi ng in government budget i s :  ( choose the correct a lternative) 
(a ) revenue deficit (b) fisca l defic it 
(c)  pr imary deficit (d ) deficit in taxes 
[(b)] 

[CBSE Delhi 2015] 
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2. The non-tax revenue in the fo l l owing i s :  (choose the correct a lternative) 
(a ) export duty (b) import duty 
(c) dividends (d) excise 
[(c)] 

[CBSE Delhi 2015] 

3. Expla in the ro le  the government can play th rough the budget in influencing a l l ocation of resources . 
[ Page 292] [CBSE Delhi 2015] 

4. P rima ry defi cit in a government budget is : (choose the correct a lternative) [CBSE (Al) 2015] 
(a ) Revenue expenditure - Revenue receipts 
(b) Tota l expenditure - Tota l receipts 
(c) Revenue defi cit - Interest payments 
(d) F i sca l defic it - Interest payments 
[ (d)] 

5 .  Di rect tax i s  ca l l ed di rect because it is co l l ected di rectly from: (choose the correct a lternative) 
[CBSE (Al) 2015] 

(a ) the producers on goods produced 
(c) the buyers of goods 
[ (d)] 

(b) the se l l e rs on goods so ld 
(d) the income ea rners 

6. Expla in how the government can use the budgeta ry po l i cy in reducing inequa l ities in incomes. 
Or [CBSE (Al) 2015] 

Expla in how the government can use the budgeta ry po l icy in reducing inequa l ity of income in the 
economy. [CBSE 2019 (58/4/1)] 
[ Page 293] 

7 .  P rima ry defi cit in a government budget equa l s :  (choose the co rrect a lternative) [CBSE (F) 2015] 
(a ) interest payments (b) interest payments l ess borrowings 
(c) borrowings l ess interest payments (d) none of the a bove 
[(c)] 

8. Which one of these is a revenue expenditure? [CBSE (F) 2015] 
(a ) Purchase of sha res (b) Loans advanced 
(c) Subs idies (d) Expenditure on acquis ition of l and 
[(c)] 

9 .  Expla in the ro le  of government budget in fighting infl ationa ry and deflationa ry tendencies. 
[ Page 293] [CBSE (F) 2015] 

10. Fisca l deficit equa l s :  (choose the correct a lternative) [CBSE Delhi 2016] 
(a ) interest payments (b) borrowings 
(c) interest payments l ess borrowing (d) borrowings less interest payments 
[(b)] 

11. What is revenue expenditure? [CBSE Delhi 2016] 
[ Page 300] 

12. What a re revenue receipts in a government budget? 
[ Page 294, 295] 

13. What is revenue deficit in government budget? 
Or  

What is revenue deficit? 
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Or 

Define revenue deficit . 
[ Page 304] 

[CBSE {A l) 201 7] 

14. What is government budget? Exp la in how taxes and  subsidies ca n be used to influence a l l ocation of 
resources. [CBSE Delhi 2016] 

Or  

What i s  government budget? Expla i n  t h e  ro le  o f  government budget in  i nfluencing a l l ocation of 
resources in the economy. [CBSE {F} 2016] 
[ Page 292] 

15. Define revenue receipts in  a government budget . Expla in  how government budget ca n be used to 
ach ieve price stabi l ity in  the economy. [CBSE Delhi 2016] 

Or  

What a re revenue receipts? Exp la in t h e  ro le o f  government budget i n  bri nging stabi l ity i n  the 
economy. 
[ Page 293-295] 

16. Prima ry deficit equa l s :  (choose the correct a lternative) 
(a ) borrowings (b) i nterest payments 

[CBSE {F} 2016] 
[CBSE {A l) 2016] 

(c) borrowings l ess i nterest payments (d) borrowings and  interest payments both 
[(c)] 

17. What a re capita l receipts i n  a government budget? 
Or  

What a re capita l receipts? 
[Page 298, 299] 

18. Define fisca l deficit . 
Or  

What i s  fisca l deficit? 
Or  

What i s  mea nt by fisca l defic it? 
[ Page 305] 

[CBSE {A l) 201 6] 

[CBSE {F} 201 7] 

[CBSE {A l) 201 6] 

[CBSE Delhi 201 7] 

[CBSE 2019 {58/1/1)] 

19. What is the difference between revenue expenditure a nd capita l expenditure? Expl a i n  how taxes 
a nd government expenditure ca n be used to influence distri bution of i ncome in the society. 
[ Page 293, 303] [CBSE {Al} 2016] 

20. What is the difference between direct tax and  indi rect tax? Expla in  the ro le  of government budget i n  
influencing a l l ocation of resources. [CBSE (A l} 201 6] 
[ Page 292, 297] 

21. Dis i nvestment by government mea ns :  (choose the correct a lternatives) [CBSE (F) 201 6] 
(a ) se l l i ng of its fixed capita l assets (b) se l l i ng of sha res of public enterprises he ld  by it 
(c) se l l i ng of its bu i l di ngs (d) a l l  the a bove 
[ (b)J 

22.  What is capita l expenditure? 
[Page 301] 

23 .  What i s  prima ry deficit? 
Or  

What i s  mea nt by prima ry defic it? 
[ Page 306] 

[CBSE (F) 2016] 

[CBSE Delhi 201 7; (F) 2016] 

[CBSE 2019 (58/1/1)] 
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24. Expla in the bas is  of c l assifying taxes into d irect and ind irect tax. G i ve examples .  [CBSE Delhi 201 7] 
[ Page 296, 297] 

25. Expl a in how government budget can be used to influence d istribution of income . [CBSE Delhi 201 7] 
[ Page 293] 

26. Define government budget. 
[ Page 292] 

27.  Distinguish between d irect taxes and ind irect taxes .  G ive an example of each . 
[ Page 297] 

[CBSE {A l) 201 7] 

[CBSE {A l) 201 7] 

28. Expl a in how government budget can be he lpfu l in bringing economic stabi l isation in the economy. 
[ Page 293] [CBSE {A l) 201 7] 

29. G iving reasons, c lass ify the fo l l owing into revenue receipts and capita l receipts : 
( i )  Recovery of loans .  
( i i )  Profits of  pub l i c  sector underta k ings . 
(i i i )  Borrowings . 
[ Page 462] 

[CBSE {F) 201 7] 

30. Expl a in how can government budget be usefu l in influencing a l location of resources in an economy. 
[ Page 292] [CBSE {F) 201 7] 

31 .  What is government budget? Exp la in its major components .  
[ Page 292 ,  294-302] 

[CBSE 2018] 

32.  Expl a in (a ) a l l ocation of resources, and (b) economic stabi l ity as objectives of government budget. 
[ Page 292, 293] [CBSE 2018] 

33 .  Define the term 'tax'. [CBSE 2019 {58/1/1)] 
[ Page 295] 

34. How are capita l receipts d ifferent from revenue receipts? D iscuss briefly. 
[ Page 300] 

[CBSE 2019 {58/1/1)] 

35.  How are capita l expend iture d ifferent from revenue expenditure? Discuss br iefly. 
[ Page 303] [CBSE 2019 {58/1/2)] 

36. (a ) How are tax receipts d ifferent from non-tax rece ipts? Discuss briefly. 

37.  

(b)  State any two items of revenue expend iture in a government budget. 
[ Page 295, 297, 300, 301]  

[CBSE 2019 {58/1/3)] 

Primary defi cit in a government budget wi l l  be zero, when _____ . (Choose the correct 
a lternative) [CBSE 2019 {58/2/1)] 
(a ) revenue deficit is zero 
(c) fisca l deficit is zero 
[(d) ]  

(b) net interest payments are zero 
(d ) fisca l defic it is equa l to interest payment 

38.  What do you mean by a d irect tax? 
[Page 296, 297] 

[CBSE 2019 (58/2/1)] 

39.  What do you mean by an indirect tax? 
[Page 297] 

[CBSE 2019 {58/2/1)] 

40. C lassify the fo l l owing statements as revenue receipts or capita l receipts . Give va l i d  reasons in support 
of your answer. 

( i )  Financia l he lp from a mu ltinationa l corporation for victims in a flood affected area . 
( i i )  Sa l e  of s hares of a Publ ic Sector Underta king (PSU) to a pr ivate company, Y Ltd . 
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(i i i )  Dividends pa id to the Government by the State Ba n k  of I ndia . 
(iv) Borrowings from I nternationa l  Monetary Fund ( I M F) .  
[ Page 463] 

[CBSE 2019 (58/2/1)] 

41.  (a ) Disti nguish between revenue receipts and  capita l receipts of the government. 
(b) Do 'dis investment' and ' loan proceeds from a broad' constitute revenue receipts of the 

government? Give reason .  [CBSE 2019 (58/3'/1)] 
[ Page 294, 295, 299, 300] 

42. Given the fo l l owing data estimate the va lues of (a) Revenue Defic it, a nd  (b) Fisca l Defic it :  
I tems tr in crore) 

(i) Tax revenue 1,000 
(i i )  Non-tax revenue 150 
(ii i )  Net borrowings by government 
(iv) Dis i nvestment proceeds 
(v) Revenue expenditure 
(vi) Capita l expenditure 
[Page 463] 

780 
so 

1,500 
480 

[CBSE 2019 (58/3/1)] 
43 . Dividends received from Public Sector Underta kings (PSUs) are a part of the government's 

. (Choose the correct a lternative) [C8SE 2019 (58/4/1)) 
(a ) non-tax revenue receipts (b) tax receipts 
(c) capita l receipts (d) capita l expenditure 
[(a) ]  

44. State a ny two examples of non-tax revenue receipts of the government. 

State a ny two examples of non-tax revenue.  
[ Page 297,  298] 

Or 

[C8SE 2019 (58/4/1)) 

[CBSE 2019 (58/5/1)] 

45. Suppose you are a member of the "Advisory Committee to the F i na nce Min ister of I ndia". The 
Fi na nce Minister i s  concerned a bout the risi ng Revenue Deficit in  the budget . 
Suggest a ny one measure to contro l the risi ng Revenue Deficit of the government. 
[ Page 305] [CBSE 2019 (58/4/1)] 

46. Discuss br iefly the ro le  of the government budget in influencing "a l l ocation of resources" in the 
economy. [C8SE 2019 (58/4/1)) 
[ Page 292] 

47. Which of the fo l l owing i s  a capita l receipt i n  the government budget? 
(a ) I ncome tax 
(b) I nterest receipt 

[CBSE 2019 (58/5/1)] 

(c) Sa le  of shares of a Public Sector Underta king (PSU )  to X Limited (Private Compa ny) 
(d) Dividends from a Publ ic Sector Underta king (PSU) 
[(c)] 

48. I f  i n  an economy, the estimated receipts of the government dur i ng  a year are l esser than  the 
estimated expenditure, the budget wou ld be ca l l ed budget . 
(F i l l  up the bl a n k) [CBSE 2019 (58/5/1)] 
[deficit] 
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49 . State whether  the fo l l owing statements a re true or fa lse .  Support your answer with reason .  
(a ) Taxation i s  a n  effective too l t o  reduce t h e  i nequa l ities o f  income . 
(b) Revenue deficit i nc reases when government fa i l s  to recover loans forwa rded to different 

nations .  [CBSE 2019 (58/5/1)] 
[ (a) True .  To correct inequa l ity of i ncome, the government pursues the po l icy of progress ive taxation .  

Progressive taxation i n  I ndia focuses on the equitab le distri bution o f  disposable i ncome . H igher 
rate of taxation on h igher i ncomes a nd lower rate of taxation on lower i ncomes reduces the gulf 
between disposab le i ncome of the rich and the poor. 

(b) Fa l se .  Recovery of loans  is a capita l receipt because it l eads to reduction i n  assets . It does not 
affect the revenue receipts . ]  

6. NCERT Quest ions (With  H ints to Answers) 

1. Disti nguish between revenue expenditure and  capita l expenditure . 
[ H i nt : Revenue expenditure is that expenditure of the government which does not either  create assets 
for the government or  causes a reduction in l i a bi l i ties of the government. Example: Expenditure on 
i nterest payments. Capita l expenditure i s  that expenditure of the government which either  creates 
assets for the government or  causes a reduction i n  government l i abi l ity. Example: Expenditure on 
purchase of sha res . ]  

2 .  "The fisca l defi cit gives the borrowing requ i rement of the government." E luc idate. 
[ H i nt : Fisca l deficit refers to excess of government expenditure over  its receipts, exc lus ive of 
borrowings .  Thus, fisca l defi cit poi nts to borrowing requi rement of the government to cope with 
its expenditures of the yea r. Higher borrowing implies h igher burden of repayment of loans a nd 
of i nterest on the future generations .  As this burden mounts up, yea r after  yea r, resource-base 
of the future generations tends to s h ri n k . This wi l l  defi nitely reta rd the process of future growth, 
pa rti cu l a rly when borrowings by the government a re used for non-productive purposes . ]  

3 .  Give the re lationsh ip between the revenue deficit a nd  the fisca l defic it .  
[ H int : When current account expenditure is a l l owed to mount up (without a proportionate r ise i n  
current account receipts), revenue deficit tends to  rise .  The risi ng revenue deficit is reflected as  a 
fisca l deficit (un l ess the government resorts to dis i nvestment) . And when fisca l deficit is high, owing 
to h igh  revenue defic it (implying h igh  consumption expenditure) NOT owing to h igh i nvestment 
expenditure, GDP  growth receives a set-back .  A set-back i n  GDP  growth ra ises unemployment. S low 
GDP  growth and  high unemployment lead to: ( i )  a cut i n  government revenue receipts, a nd (i i )  a rise 
in government welfa re expenditure. Implying a rise in revenue deficit . Thus, there is a v ic ious ci rc le  
where revenue deficit a nd  fisca l deficit sta rt feeding each other  and  the economy is driven to a state 
of stagnation . ]  

7. M isce l l aneous Questions and Reference to the Text for Answers 

A.  Questions of 3 & 4 marks each 

1 .  What i s  government budget? State i ts  ma i n  objectives . [Page 292, 293] 
2. Give mea ning of revenue receipts and  capita l rece ipts with a n  example of each .  [Page 294-299] 
3. Disti nguish between revenue receipt and  capita l rece ipt and  g ive two examples of each .  

[Page 294-300] 
4. State the bas is  of c l assify ing government receipts i nto revenue receipts and  capita l rece ipts . G i ve a n  

example o f  each .  [Page 294-299] 
5. Disti nguish between tax revenue receipts and  non-tax revenue receipts . [Page 295-298] 
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6. Give mean i ng of revenue expend iture and  capita l expend iture i n  a government budget with a n  
example o f  each .  [Page 300, 301 ] 

7. Disti nguish between revenue expend iture and  capita l expend iture .  G i ve two examples of each .  
[Page 300, 301, 303] 

8. State the bas is  of c l assifyi ng government expend iture i nto revenue expend iture and  capita l 
expend iture .  G i ve a n  example  of each .  [Page 300, 301 ] 

9. Define a tax. Give two examples each of d i rect taxes and  i nd i rect taxes . [Page 295-297] 
10. What a re pla n a nd  non-pl a n  expend itures in a government budget? Give a n  example of each . 

[Page 301, 302] 
11 .  What is the d ifference between pl a n  a nd  non-pl a n  expend iture? [Page 301, 302] 
12. Disti nguish between ba l a nced budget and  surplus budget . [Page 304, 309, 310] 
13.  What is revenue deficit? What a re its implications? 

Or 

Expla in  the meaning and  implications  of  revenue defi cit i n  a government budget. [Page 304, 305] 
14. What is fisca l deficit? What a re its implications? [Page 305, 306] 
15. Disti nguish between fisca l deficit a nd  revenue deficit. What does fisca l defi cit i nd icate? 

[Page 304, 305, 307] 

Add-on Questions with Hints 

16. Giv ing reason, categor ies the fo l l owing i nto revenue receipts a nd  capita l receipts : 
( i )  Recovery of loans .  

[Capita l receipts, because it reduces assets of  the government. ]  
( i i )  Corporation  tax. 

[ Revenue receipts, because it neither creates l i a bi l ity nor  reduces assets of the government . ]  
(i i i )  Dividends on investments made by government .  

[ Revenue receipts, because it ne i ther creates l i a bi l ity nor  reduces assets of the government . ]  
(iv) Sa l e  of a pub l i c  secto r underta ki ng. 

[Capita l receipts, because it reduces assets of the government. ]  
17. Giving reason, categor ies the fo l l owing i nto revenue expend iture and capita l expend iture : 

( i )  Subsid ies. 
[ Revenue expend iture, because it neither  reduces l i ab i l ity nor  creates assets of the government . ]  

( i i )  G ra nts given to state governments. 
[ Revenue expend iture, because it neither  reduces l i ab i l ity nor creates assets of the government . ]  

(i i i )  Repayment of loans .  
[Capita l expend iture, because it reduces l i abi l ity of  the government . ]  

(iv) Construction  of school bui ld i ngs. 
[Capita l expend iture, because it adds to the assets of the government . ]  

18. Which  one of  the fo l l owing is capita l expend iture of  the government? 
( i )  Payment of interest .  
( i i )  Pu rchase of a bui l d i ng. 
(i i i )  Pu rchase of mach inery. 
(iv) Loa ns gra nted to a state government .  

[Purchase of a bui l d i ng; Purchase of mach i ne ry; Loa ns gra nted to a state government . ]  
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B. Questions of 6 marks each 

1 .  Define government budget . What a re the objecti ves of a budget? [Page 292, 293] 
2. Bri ng out the difference between revenue budget and  capita l budget . G i ve the items of revenue as  

we l l  as capita l receipts and  expenditure of the government. [Page 294-303] 
3. Disti nguish between ba la nced budget and  unba l a nced budget . Is ba l a nced budget a n  achievement 

of the government? [Page 309-311 ]  
4. Disti nguish between progress ive and  regress ive taxation i n  te rms of  the i r  effect on  the r i ch  and  the  

poor. [Page 296, 332] 
5. Is proportionate taxation a progressive tax or a regressive tax? G i ve an i l l ustration in support of your 

a nswer. [Page 296, 332] 
6 .  In an economy where additiona l  tax revenue of the government is equa l to additiona l  expenditure 

by the government, wou ld there be a ny impact on nationa l  in come? Expl a i n  with a n  i l lustration .  
[ H i nt : Additiona l  expenditure by the government (say of � 6 crore) wou ld cause a mu ltip l ier effect 
in the economy, simi l a r  to the i nvestment mu l tip l ier. Assuming mu ltipl i e r  to be 2, additiona l  i ncome 
generated in the economy wou ld  be (2 x � 6 crore) = � 12 crore. 
Additiona l  tax revenue by the government of � 6 crore does not cause reduction in expenditure by 
� 6 crore. Expenditure is reduced by 0 .5  x (-� 6  crore) = - �  3 crore (on the assumption that M PC = 0 .5 ) .  
Accordi ngly, mu l tip l ier being 2, the i nverse mu ltip l ier effect wou ld be to the tune of  2 x (- � 3 crore) 
= - �  6 crore. 
The net effect wou ld be an increase i n  i ncome by � 6 c rore (= � 12 crore - � 6 crore) . ]  

7 .  Ba la nced budget i s  recommended as a usefu l po l icy i n strument when the economy is c lose to  the  
level o f  fu l l  employment. How? 
[ H i nt : Ba l anced budget causes a modest increase in the l eve l of AD. Because : expenditure by the 
government raises AD by the same amount, whi le  tax receipts reduce AD by 'M PC times' the tax 
receipts. A modest increase in AD wou ld push the economy towa rds the point of fu l l  employment 
when it is ma rgi n a l ly away from th i s  po i nt .  
Note : Ba la nced budget (additiona l  revenue be i ng  equa l to additiona l  expenditure) is a good strategy 
dur ing periods of modest recess ion when aggregate demand needs a modest rise . ]  

8.  Define fisca l po l i cy. State the pri ncipa l  objecti ves of  fisca l po l icy. 
[ H i nt : Fisca l po l i cy refers to revenue and  expenditure po l icy of the government or budgeta ry po l i cy 
of the government. Pri ncipa l objectives of fisca l po l icy a re the same as the princ ipa l  objecti ves of the 
government budget . ]  

DOs and DON'Ts 

1 .  F inancing the fiscal deficit should not be confused as the sol ution to the problem of fiscal deficit. 
F i nanc i ng  the fi sca l  defic i t  and so lut ion to the p rob lem of fisca l defic it a re d i fferent p ropos i t ions .  F isca l 
defic it may be financed through borrow ing .  But th is  is not the so l ut ion to the p rob lem .  The so l ut ion  to 
the prob lem of fisca l  defic i t  is to be found  in terms of: ( i ) loweri ng  the government expend i ture, and 
( i i) ra i s i ng  the government revenue. However, i t  i s  not so easy to lower government expend i tu re i n  a 
country l i ke I nd i a  where a s i zea b le  percentage of popu l at ion be longs to BPL category. BPL popu lat ion 
deep ly depends on the government for food, she lter, c loth i ng  and education .  L i kewise (i n I nd ia ) ,  i t  i s  
not so easy fo r the  government to increase i t s  revenue .  Taxat ion i s  the pr i nc ipa l  source of revenue .  
But  when the bu l k  of popu lat ion l i ves on low i ncomes, h i gh  rate of  d i rect taxat ion ( income and  wealth 
tax) wou l d  only lead to h i g h  rate of tax evas ion or u n bearab le  hardsh i p  on the marg i n a l  fam i l i es .  Also, 
h i gh  rate of i nd i rect taxat ion (l i ke exc i se  duty) wou ld  i ncrease the cost of product ion and lower the 
i nducement to i nvest. 
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The permanent so l ut ion to the prob lem of h i gh  fisca l  deficit is to be found  i n  economic expansion:  
GDP level and  d i sposab le i ncome of the peop le  shou l d  r ise .  H igher l evel of GDP would automat i ca l ly 
generate h i gher revenue  for the government A lso at h i gher l evel of income, government expend i ture 
on pub l i c  welfa re wou ld  automat i ca l ly sh ri n k. A r ise i n  revenue  and  a fa l l  i n  expend iture wou ld  b r i ng  
fiscal d isc ip l ine .  

2. Do not ever j ump  to the conc lus ion  that ba l anced budget i s  an  ach ievement of the govern ment A step 
towa rds ba l anced budget imp l ies a step towards fi sca l  d i sc i p l i ne  in the country. I t  i s  essent i a l  when 
the economy i s  pass ing through  the phase of i nf lat i onary sp i ra l .  But when the economy i s  batt l i n g  the 
p rob lem of excess capac ity (underemp loyment of resources), the govern ment i s  expected to i ntervene 
through h igh  i n vestment expend i tu re .  I t  i s  h i g h  i nvestment expend i tu re that  wou l d  ra ise the l evel of AD 
and correct the prob lem of underemp l oyment Of cou rse, i nvestment expend i tu re may lead to deficit 
budget But  th is i s  what i s  req u i red to combat the p rob lem of u nderem p loyment 

..,.. _ _. • Sign ificance or I mportance of Public Expenditure 
(with reference to the Ind ian Economy) 
Fol l ow i ng  observat ions h i g h l i g ht the s i g n ificance of pub l i c  expend i tu re with 

reference to the I n d i an  economy: 

( i ) Pub l i c  expend itu re acce lerates the pace of G D P  g rowth .  H i gher  rate of 

GDP  growth is ach ieved through (a) i nvestment expend i ture in pub l i c  sector 

enterpr ises, (b) cap i ta l  g rants by the government for the pu rchase of cap i ta l  

equ i pment, (c) subs i d ies for  the pu rchase of i n p uts, and  (d )  pu rchase of 

fa rm output  at the m i n imum support pr ice .  

( i i ) Pub l i c  expend itu re promotes equa l ity in the d i str i but ion of i ncome and  

wea l th .  Th is  i s  ach ieved by  offer i ng  o l d-age pens ions ,  as  we l l  as by 

provi d i n g  free food ,  educat ion ,  and  hea lth services to the Below Poverty 

L ine Popu l at ion .  

( i i i) Pub l i c  expend i tu re p lays a s i g n ificant ro le i n  restor i ng  economic stab i l i ty. 

Part i cu l a r ly, when the economy is batt l i n g  economic recess i on .  The 

government expend itu re (consumpt ion expend i tu re as wel l a s  i nvestment 

expend iture) ra i ses the l evel of AD. O n ly when AD is ra i sed that the v i c ious  

c i rc l e  of economic recess ion i s  broken .  

( iv) Pub l i c  expend i tu re generates i nvestment-fr iend ly envi ronment i n  the 

economy. The govern ment spends money on i n frastructu ra l deve lopment 

I t  constructs roads ,  dams, br idges .  I t  i ntrod uces faster and conven ient 

means  of tra nsportat ion .  Such fac i l i t ies promote i nducement to i nvestment 

Br iefly, pub l i c  expend i ture i s  i n d i s pensab le  in any welfa re state l i ke I nd i a .  I t  not 

on ly promotes GDP  g rowth ,  but a l so promotes soc i a l  we lfare. 

• Publ ic  Goods vs. Private Goods 
Publ ic Goods 
Pub l i c  goods a re the goods wh ich a re meant for co l lect ive use by a l l  sections  of 

the soc iety. Example: Law and  order, defence and  pub l i c  adm i n i strat i on .  These 

goods have two character i st i cs :  ( i) non-r iva l rous ,  and ( i i )  non-exc l udab i l i ty. 
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(i) Non-rivalrous : These goods a re non-r iva l rous i n  the sense that the use 

of a pub l i c  good by one i nd i v i d ua l  does not reduce its ava i l a b i l i ty for the 

other. Example : Pa rks, nat i ona l  defence, when used by one i nd i v i dua l  a re 

not red uced for the other. 

( i i )  Non-excludability: These goods a re non-exc l us ive i n  the sense that the 
use of a pub l i c  good by those i n d iv i dua l s  who pay for it does not exc l ude 

others from us i ng  i t  who do not pay for it Example: Street l i g ht may be a 

pa i d  ut i l ity serv ice .  But those who do not pay can not be exc l uded from the 

use/benefit of it These goods, therefore, h ave the prob lem of free-ri ders' :  

even those who do  not pay for them cont i n ue to use them. 

Private Goods 

The oppos ite of a pub l i c  good is a pr ivate good .  A pr ivate good is r iva l rous and 

exc l udab l e .  Persona l  car  of an  i n d iv i dua l  i s  an  examp l e  of a p rivate good . I t  

does not ca rry the cha racter ist ics of ( i ) non-r iva l rous ,  and  ( i i )  non-exc l udab i l ity. 

Because, th i s  part i c u l a r  car  when pu rchased by me reduces the ava i l a b i l ity of 

ca rs by one un it, a nd  second ly, s i nce I have pa id  for it , others obv ious ly have 

no r i g ht to use it 

• Free Rider Problem 
A free r ider i s  a person who enjoys the benefits of goods and serv ices without 

contr i but i ng  to the fu l l  cost or pa rt i a l  cost of prov id i n g  them . Consumers 

can  take advantage of pub l i c  goods without contr i but ing suffi c i ent ly to the i r  

creation .  Th i s  i s  ca l led the  free r ider p rob lem .  The free r i de r  p rob lem i s  usua l l y  

more acute i n  the case of  pub l i c  goods .  The free r i de r  p rob lem exi sts when 

peop le  enjoy the benefits of government p rovided goods i n dependent of 

whether they pay for them. I f  too many consumers dec ide to 'free r ide ' ,  pr ivate 

costs exceed pr ivate benefits and  the i ncent ive to prov ide the good or serv ice 

th rough the ma rket d i sappears .  The ma rket, thus ,  fa i l s  to p rov ide a good or 

serv ice for which there i s  a need . 

• Progressive and Regressive Nature of Taxation is Different from 
Progressive and Regressive Rates of Taxation 
Progressive Rate: The rate of taxat ion i nc reases with i nc rease in i ncome. 

Regressive Rate : The rate of taxat ion decreases w i th i ncrease i n  i ncome. 

Proport ionate Rate:  The rate of taxat ion rema i n s  constant with i nc rease or 

decrease in i ncome. 

Progress ive Tax:  A tax wh ich (i n terms of natu re/effect) causes greater rea l  

bu rden on the r i c h  compared t o  t he  poor. 

Regressive Tax: A tax wh ich  ( i n  terms of natu re/effect) causes g reater rea l  

bu rden on the poor compared t o  t he  r ich .  

Th is  imp l i es that even a p roport ionate tax i s  a reg ress ive tax. 

Ill 
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h ·. / ., CHAPTER: 11 

///,; ·. h'l/ 
EXCHANGE 

RATE 

• Foreign Exchange and Foreign Exchange Rate 

• Flexible and Fixed Exchange Rate 

• Managed Floating 

• Components of Demand for Foreign Exchange 

• Components of Supply of Foreign Exchange 

• Foreign Exchange Market 

I. FOREIGN EXCHANGE AND 

FOREIGN EXCHANGE RATE 

Foreign exchange refers to foreign currency. The stock of foreign 
exchange with a country (say India) refers to the stock of all foreign 
currencies with the RBI at a point of time. The standard practice is 
to measure the entire stock in terms of US dollars, by converting the 
value of all currencies into US dollars. 
The rate at which domestic currency can be exchanged for a foreign 
currency is known as foreign exchange rate. It is the price paid in 
domestic currency for buying a unit of the foreign currency. Example: 
If 50 rupees are to be paid to buy one US dollar, then the exchange 
rate is: 

$ 1 : � 50 

Thus, exchange rate expresses the ratio of exchange between the 
currencies of two countries. It is the price of a currency expressed 
in terms of another currency. It is also called 'external value of the 
domestic currency'. 

,, 

• In the words of Crowther, "The rate of exchange measures number of units of one currency which 
is exchanged in the foreign market for one unit of another." 
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2. FLEXIBLE AND FIXED EXCHANGE RATE 

Exchange rate is broadly classified as: (i) flexible exchange rate, and 
(ii) fixed exchange rate. Following is a brief description of both these 
types: 

Flexible Exchange Rate 

Flexible rate of exchange (also called floating rate of exchange) is 
that rate which is determined by the supply-demand forces in the 
foreign exchange market. It is also called 'free exchange rate' as it 
is determined by the free play of supply and demand forces in the 
international money market. 
The exchange rate at which demand for foreign currency is equal to its 
supply is called Par Rate of Exchange or Equilibrium Rate of Exchange. 

Determination of Flexible Exchange Rate 

Demand for and supply of foreign exchange are the two basic 
determinants of flexible exchange rate. Following is a brief description 
of both these determinants: 

Demand for Foreign Exchange 
Other things remaining constant, demand for foreign exchange is 
inversely related to the price of foreign exchange (or the rate of 
foreign exchange). Thus, higher the rate of foreign exchange, lower 
the demand for foreign exchange, and vice versa. Diagrammatically, 
demand for foreign exchange is indicated by a downward sloping 
curve as in Fig. 1. 
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Fig. 1 shows that higher the exchange rate, lower the demand for 
foreign exchange. Thus, when exchange rate is � 50 for one US 
dollar (R1 ), the demand for US dollars is 200 million dollars (N). 
When the exchange rate rises to �70 : 1 US $ (R2), the demand 
shrinks to 100 million dollars (M). 

Supply of Foreign Exchange 
Other things remaining constant, supply of foreign exchange is 
positively related to the rate of foreign exchange. Thus, higher the 
rate of foreign exchange, higher the supply of foreign exchange, and 
vice versa. 

Diagrammatically, supply of foreign exchange is indicated by an 
upward sloping curve, as in Fig. 2. 

y 
Supply of Foreign Exchange 

OL._ ____ M_,_ ___ ___.N __ +X 
(100) (200) 

Supply of Foreign Exchange (US $) (million dollars) 

Fig. 2 shows that higher the exchange rate, greater the supply of foreign 
exchange. Thus, when exchange rate is �50 for one US dollar (R1 ), 

supply = 100 million dollars (M). When the exchange rate rises to 
�70 for one US dollar (R

2
), supply expands to 200 million dollars (N). 

Equilibrium Rate of Exchange 

Or 

Par Rate of Exchange 

Equilibrium rate of exchange or par rate of exchange occurs 
when: supply of foreign exchange = demand for foreign exchange. 
Diagrammatically, equilibrium rate of exchange corresponds to point 
where supply and demand curves in the foreign exchange market 
intersect each other. Fig. 3 depicts this situation. 
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Determination of Equilibrium Exchange Rate 
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• Se : Supply of foreign currency. It is positively related 
to the rate of exchange. 

• DF : Demand for foreign currency. It is negatively 
related to the rate of exchange. 

• E : Point of equilibrium rate of exchange where 
supply and demand curves intersect each other. 

• OQ: Equilibrium quantity where supply and demand 
for foreign exchange are equal. 

In Fig. 3, supply and demand are measured on the X-axis, and exchange 
rate on the Y-axis. D

F 
is the demand curve and S

F 
is the supply curve 

of foreign currency. Both these curves intersect at point E. It is an 
equilibrium point and OR is the equilibrium rate of exchange. If the 
rate of exchange rises to OR

1 
then supply of foreign currency (ON) 

will exceed its demand (OM) by an amount equivalent to MN. Supply 
being more than demand, rate of exchange will come down to OR. 
On the contrary, if the rate of exchange falls to OR2 then demand 
for foreign currency (ON) will be more than its supply (OM) by MN. 
Demand being more than supply, rate of exchange will again rise to 
OR. Rate of exchange will ultimately be determined at a point where 
demand for and supply of foreign currency are equal. 

Impact of Change (Increase/Decrease) 

in Demand and Supply 

Increase in demand for a foreign currency occurs when more of it is 
demanded at its existing price (exchange rate). Decrease in demand 
for a foreign currency occurs when less of it is demanded at its existing 
price (exchange rate). Likewise, increase in supply of a foreign currency 
occurs when more of it is supplied at its existing price (exchange 
rate). Decrease in supply of a foreign currency occurs when less of 
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it is supplied at its existing price (exchange rate). Let us examine the 
impact of these four situations on the equilibrium exchange rate. As 
a reference, let us consider the exchange rate between US dollar and 
Indian rupee. 

Situation 1: Impact of Increase in Demand for a Foreign Currency 

(US$): Depreciation of Domestic Currency 

Increase in demand is reflected by a shift in demand curve to the 
right, as in Fig 4. 

Impact of Increase in Demand for Foreign Currency 
y 

QJ 
O> 
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<U 

-5 R11----.....,.,..---= X 
w 

] R f---_:_------;:,c 
<U 

cc: 

Assumed Exchange Rate: 
OR : 1 US $ = t 60 

OR 1 : 1 US $ = t 70 

O
'--

-----'---'------x Q 01 
Demand and Supply of US $ 

• D · The initial demand curve for US $. 

• D1 · A forward shift in demand curve for US $. 

Consequently: 

-Price of US$ (exchange rate) rises from OR to OR1• 

-Domestic currency depreciates in relation to US $. 

Demand curve shifts from D to D1 . This causes a rise in the equilibrium 
exchange rate from OR to OR1 . Now one US $ is available for� 70, 
instead of� 60 earlier. Thus, other things remaining constant, increase 
in demand for foreign currency leads to a rise in exchange rate. This 
is described as a situation of currency depreciation (or depreciation of 
the domestic currency). 

I 
Currency depreciation refers to a situation when domestic currency (rupee) depreciates (or loses 
its value) in relation to a foreign currency (say US dollar). So that, you need more rupees to buy a 
dollar. Example: If US $ exchanges fort 70, instead oft 60 earlier, the domestic currency (Indian 
rupee) shows depreciation. 
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I 

Situation 2: Impact of Decrease in Demand for a Foreign Currency 
(US$): Appreciation of Domestic Currency 

Decrease in demand is reflected by a shift in demand curve to the left, 
as in Fig 5. 

Impact of Decrease in Demand for Foreign Currency 
y 

QJ 

R ..c 

R1 
QJ 
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D 
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Assumed Exchange Rate: 
OR: 1 US$ =�60 
OR1: 1 US$ = � 50 

O�----�-�-----x 01 Q 
Demand and Supply of US $ 

• D Initial demand curve for US $. 

• 01 Backward/downward shift in demand curve for US $. 

Consequently: 

-Price of US$ (exchange rate) falls from OR to OR1• 

-Domestic currency appreciates in relation to US $. 

Demand curve shifts from D to D1 . This causes a fall in the equilibrium 
exchange rate from OR to OR1 . Now one US $ is available for� 50, 
instead of� 60 earlier. Thus, other things remaining constant, decrease 
in demand for foreign currency leads to a fall in exchange rate. This is 
described as a situation of currency appreciation (or appreciation of 
the domestic currency). 

Currency appreciation refers to a situation when domestic currency (rupee) appreciates (or gains 
its value) in relation to a foreign currency (say US dollar) So that, you need less rupees to buy a dollar 
Example: If US $ exchanges for� 50, instead of� 60 earlier, the domestic currency (Indian rupee) 
shows appreciation. 

Situation 3: Impact of Increase in Supply of Foreign Currency 
(US $): Appreciation of Domestic Currency 

Increase in supply is reflected by a shift in supply curve to the right, 
as in Fig 6. 
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Impact of Increase in Supply of Foreign Currency 

y 

g' R 1---,-------�IC Assumed Exchange Rate: 

-§ R11---'-----�-t--� OR: 1 US$ =�60 
OR 1 : 1 US$ = � 50 w 

4-

"' 
er: 

s 
D 

�-----��------x 0 0 01 
Demand and Supply of US $ 

• S Initial supply curve for US $. 
• S1 Shift in supply curve to the right (increase in supply). 

Consequently: 

-Price of US$ (exchange rate) falls from OR to OR 1 • 

-Domestic currency appreciates in relation to US $. 

Supply curve shifts from S to 5 1 . This causes a fall in the equilibrium 
exchange rate from OR to OR1 . Now one US $ is available for � 50, 
instead of� 60 earlier. Again, this is a situation of currency appreciation 

(or appreciation of the domestic currency). 

Situation 4: Impact of Decrease in Supply of Foreign Currency 
{US $): Depreciation of Domestic Currency 

Decrease in supply is reflected by a shift in supply curve to the left, 
as in Fig. 7. 

Impact of Decrease in Supply of Foreign Currency 

y 

Assumed Exchange Rate: 

D 

OR : 1 US$ =�60 

OR 1 : 1 US $ = � 70 

o�-----��------x 01 0 
Demand and Supply of US $ 

• S · Initial supply curve for US $. 
• S1 : Shift in supply curve to the left (decrease in supply). 

Consequently: 

-Price of US$ (exchange rate) rises from OR to OR 1 • 

-Domestic currency depreciates in relation to US $. 
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Supply cu rve sh ifts from S to S 1 . Th is  causes a rise i n  the equ i l ib r ium 

exchange rate from O R  to O R
1
. Now, one US $ i s  avai lable for � 70,  

i nstead of � 60 earl ier. Th is  i s  a situation of cu rrency depreciat ion (or  

depreciat ion of the domestic cu rrency) . 

Br i efly, exchange rate r ises when demand for fo re ign cu rrency r i ses 

o r  when su pply of foreign cu rrency fal l s .  It l ead s to depreciat ion of 

the domestic cu rrency. On the other hand , exchange rate fal l s  when 

demand for foreign cu rrency fal l s or when supp ly of fore ign cu rrency 

r i ses .  It leads to appreci ation of domestic cu rrency. 

Appreciation and Depreciation of Domestic Currency-The Difference 

Appreciation of Depreciation of 
Domestic Currency Domestic Currency 

(i) It is a situation of a fall in exchange (i) It is a situation of a rise in exchange 
rate. rate. 

(ii) Less rupees are needed to buy one US $. (ii) More rupees are needed to buy one US $. 

(iii) Cause: (iii) Cause: 

Increase in supply of foreign exchange. Increase in demand for foreign exchange. 
or or 

Decrease in demand for foreign Decrease in supply of foreign exchange. 
exchange. 

(iv) Example: Exchange rate falls from (iv) Example: Exchange rate rises from 
( I  US $ : '{ 60) to ( I  US $ : '{ 50). (I US $ : '{ 60) to (I US $ : '{ 70). 

t>TS 
Q. 1. How does appreciation and depreciation of the domestic currency affect exports and  imports of the 

domestic economy? 

Ans . Appreciation of the domestic currency imp l ies (i) less ru pees a re requ i red to buy a do l l a r. Accord i ngly, 

imports a re l i ke ly to increase, and ( i i )  more do l l a rs a re req u i red to buy a rupee. Accord ing ly, exports 

a re l i ke ly to fa l l .  

Depreciation of  the domestic currency impl ies ( i )  more ru pees a re requ i red to  buy a do l l a r. 

Accord i ngly, imports a re l i ke ly to fa l l ,  a nd  ( i i ) less do l lars a re requ i red to buy a rupee. Accord ingly, 

exports a re l ike to rise. 

Q. 2 .  Expl a in  why supp ly of a fore ign cu rrency r ises i n  response to a rise i n  its excha nge rate. 

Ans. Rise i n  excha nge rate imp l ies appreciation  of fore ign cu rrency in re lation to domestic cu rrency. It 

ca uses a r ise in supp ly of fore ign cu rrency owi ng to the fol l ow ing s ituations :  

( i )  Apprec iation of fore ign cu rrency i nduces FD I  (fore ign d i rect i nvestment )  from rest of the 

worl d .  Beca use, now one un i t  of the fore ign cu rrency converts i nto more un its of the domestic 

cu rrency. Accord ingly, supp ly  of fore ign cu rrency i nc reases .  

( i i )  Apprec i ation of fore ign cu rre ncy imp l ies depreci ation  of the domestic cur rency. It i nduces 

exports from the domesti c economy. I mply ing that the su pp ly of fore ign cu rrency i ncreases. 

( i i i )  Appreciation of foreign currency induces F I i  (foreign institutiona l  i nvestment-i nvestment re l ated 

to purchase of shares) i n  the domestic economy. Beca use, now purchas ing power of the foreign 

currency rises i n  the domestic economy. This leads to i ncrease in supp ly of fore ign cu rrency. 
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( iv) Appreci ation of fore ign cu rrency i ncreases d i rect pu rchases by the non-res idents i n  the 
domestic economy. Aga in ,  beca use of the r ise i n  p u rchas ing power of the fore ign cur rency in 
the domesti c  ma rket . Th is a l so ca uses i ncrease i n  su pp ly of fore ign currency. 

(v) Appreci ation of fore ign cu rrency i nc reases rem itta n ces from ab road .  Beca use, a u n it of foreign 
cu rrency converts i nto more un its of the domestic cu rrency. Accord i ng ly, supp ly  of foreign 
cu rrency r ises .  

Q. 3 .  Why does the demand for foreign cu rrency fa l l  when its p r ice r ises? 
Ans. A r ise in the p rice of foreign cu rrency imp l ies that more un its of the domestic cu rrency ( say ru pees) 

a re needed to buy a unit of fore ign currency (say US $). It leads to a fa l l  in demand for foreign 
currency, ow ing  to the fo l l owing reasons :  
( i )  With a rise i n  the p rice of  fore ign cu rrency, i mports tend  to  fa l l ,  l ead i ng  to  a fa l l  i n  demand for 

fore ign cu rrency. 

( i i )  A rise i n  p ri ce of foreign cu rrency makes trave l l i ng to rest of the wor ld more expensive. 
Accord i ngly, demand for fore ign cu rrency fa l l s .  

( i i i )  I nvestment i n  rest of  the world becomes more expensive, lead i ng to a fa l l  i n  demand for foreign 
currency. 

( iv) Opportun ity cost of ho ld ing foreign currency ( i n  terms of domestic cu rrency) tends to r ise. 
Accord i ng ly, demand for foreign currency tends to sh ri nk. 

Fixed Exchange Rate 

Exchange rate is said to be fixed when it is set and maintained by the 
government at a particular level. The government may set it at a level 
higher or lower than the equilibrium exchange rate as determined by 
the market forces of supply and demand. 

When Exchange Rate is set higher than the Equilibrium 
Exchange Rate 

Fig. 8 illustrates the situation when exchange rate is set higher than 
the equilibrium exchange rate. 

Exchange Rate higher than the Equilibrium Exchange Rate 
y 

O�------�L------• X 
Su pply and  Demand (US $)  
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In Fig. 8, SF shows the supply of US dollars and DF shows the demand 
for US dollars. 
OR is the equilibrium exchange rate : 1 US $ is exchanged for �50. 
OR

1 
is the exchange rate as set by the government. Here, 1 US $ is 

exchanged for �60. 
Thus, the value of the domestic currency {Indian rupee) has been 
deliberately lowered by the government. This is called 'devaluation'. 
Devaluation of the currency is different from Depreciation of the 
currency. The difference is as under: 
Depreciation of the (domestic) currency occurs when the value of 
the (domestic) currency reduces in the international money market, 
because of the market forces of supply and demand. The government 
plays no role whatsoever. 
Devaluation of the (domestic) currency occurs when the value of 
the domestic currency is deliberately reduced by the government by 
raising the exchange rate. The market forces of supply and demand 
play no role whatsoever. 

Depreciation vs. Devaluation 

Depreciation of the (domestic) currency occurs when the value of the domestic 

currency reduces in the international money market, because of the market forces of 

supply and demand. The government plays no role whatsoever. 

Devaluation of the (domestic) currency occurs when the value of the domestic 

currency is deliberately reduced by the government by raising the exchange rate. The 

market forces of supply and demand play no role whatsoever. 

Implications of Devaluation 
Devaluation leads to excess supply of foreign currency in the 
international money market (in a state of equilibrium). 
In Fig. 8 , excess supply (SF > DF) = PO. This would lead to a fall in 
the exchange rate. In which situation the very purpose of devaluation 
would be lost. It, therefore, becomes essential for the government 
to absorb the excess supply by way of its own purchase of the 
foreign currency in the international money market. Accordingly, the 
government-reserves of forex (foreign exchange) must rise. {It may be 
noted that in India, RBI is engaged in the sale and purchase of foreign 
currency in the international money market.) 

When Exchange Rate is set lower than the 
Equilibrium Exchange Rate 

Fig. 9 illustrates the situation when exchange rate is set lower than the 
equilibrium exchange rate. 
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Exchange Rate lower than the Equilibrium Exchange Rate 
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Supply and Demand (US $) 

In Fig. 9 , OR is the equilibr ium exchange rate: 1 US $ is exchanged 
for �50. 
OR1 is the exchange rate as fixed by the government. Here, 1 US $ is 
exchanged for � 40. 
Thus, the value of the domestic currency (Indian rupee) has been 
del i berately raised by the government. This is cal led ' Revaluation'. 
Revaluation of the currency is different from Appreciation of the 
currency. The difference is as under: 
Appreciation of the (domestic) currency occurs when the val ue of the 
(domestic) currency rises in the international money market, because 
of the market forces of supply and demand. The government plays no 
role whatsoever. 
Revaluation of the (domestic) currency occurs when the value of 
the domestic currency is deliberately raised by the government by 
lowering the exchange rate. The market forces of supply and demand 
play no role whatsoever. 

Appreciation vs. Revaluation 

Appreciation of the (domestic) currency occurs when the value of the domestic 
currency rises in the international money market, because of the market forces of supply 
and demand. The government plays no role whatsoever. 

Revaluation of the (domestic) currency occurs when the value of the domestic 
currency is deliberately raised by the government by lowering the exchange rate. The 
market forces of supply and demand play no role whatsoever. 

Implications of Revaluation 
Revaluation leads to excess demand for foreign currency in the 
international money market. The RBI must fulfil this excess demand 
by releasing supplies from its reserves of forex. 

F®CUS 
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In case supplies are not released from the reserves of forex, there 
may emerge a black market for the sale and purchase of dollars. The 

buyers may have to pay a premium for the purchase of dollars over 
and above the price fixed by the government. 

Less Developed Countries often Devalue their Currency 

Less developed countries often devalue their currency: domestic currency is made cheaper in 
relation to the foreign currency This is because of the three principal reasons: 

(i) Devaluation (implying a planned fall in the value of the domestic currency) is expected to 
raise the demand for the domestically produced goods and services. Accordingly, exports are 
expected to rise. 

(ii) Rise in exports (owing to devaluation) is expected to increase the supply of foreign exchange 
into the domestic economy This facilitates import of essential goods from rest of the world. 

(iii) A fall in the value of domestic currency induces private foreign investment Because, for 
every dollar, the investors are going to get more rupees, after devaluation. This is expected to 
promote GDP growth. 

Bretton Woods System 
is  named after Un ited 
Nat ions Moneta ry 
F inanc ia l  Conference 
held at Bretton Woods 
(USA) i n  1 944 which led 
to the estab l ishment 
of I M F  ( I nternat ional  
Monetary Fund) .  

Gold Standard System of Exchange Rate-
An Old Variant of Fixed Exchange Rate System 

Gold standard system of exchange rate is an old variant of fixed 
exchange rate system. 
According to this system {prevalent in most countries prior to 1920s), 
gold was taken as the common unit of parity between currencies of 
different countries. Each country was to define value of its currency in 
terms of gold. Accordingly, value of one currency in terms of the other 
currency was f ixed considering gold value of each currency. 
I llustrat ion 

I f  UK £ (Pound) = 4 g of gold and US $ (Dollar) = 2 g of gold, then 
1 UK £ = 2 US $. Exchange rate or exchange ratio between UK £ and 
US $ = 1 : 2. Two US dollars would exchange for 1 UK pound. This 
system of exchange was also known as Mint Par Value of Exchange or 
Mint Parity. Mint value of a currency implied gold value of that currency. 

Bretton Woods System of Exchange Rate 

Or 

Adjustable Peg System of Exchange Rate 

Bretton Woods System (even when it was a fixed system of exchange 
rate) allowed some adjustments. So, it was called 'adjustable peg 
system of exchange rate' . According to this system, 

( i )  Different currencies were pegged ( or related) to one currency, 
that is US dollar. 

(ii) US dollar was assigned gold value at a fixed price. 
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(iii) Value of one currency in terms of US dollar ultimately implied 
value of that currency in terms of gold. 

(iv) Gold continued to be the ultimate unit of parity between any 
two currencies. 

(v) Adjustment in the parity value of a currency was possible but 
only if allowed by IMF {International Monetary Fund). 

Even this system was abandoned in 1977. It was replaced by a flexible 
system of exchange rate. 

Fixed and Flexible Exchange Rate-Key Differences 

Fixed Exchange Rate 
(i) Fixed exchange rate is determined by the 

government. 

(ii) Changes in the fixed rate of exchange are 

planned and introduced by the government, or 

the Central Bank of the country (RBI  in India). 
(iii) As set and maintained by the government, the 

fixed rate of exchange leads to: (a) devaluation 

(when the value of the domestic currency is 

lowered by the government), or (b) revaluation 

(when the value of the domestic currency is 

raised by the government). 
(iv) To maintain the fixed rate of exchange at a 

particular level, the government needs to keep 

a large stock of foreign exchange. 
(v) Degree of speculation is very low in the system 

of fixed exchange rate. It arises only when 

people expect some change in the government 

policy 

t>TS 

Flexible Exchange Rate 
(i) Flexible exchange rate is determined by 

the forces of supply and demand in the 

international money market. 
(ii) Changes in the flexible rate of exchange are 

linked to changes in the market forces of 

supply and demand. 
(iii) As determined by the forces of supply and 

demand, flexible rate of exchange leads to. 

(a) depreciation of the domestic currency 

(when the exchange rate rises), and 

(b) appreciation of the domestic currency 

(when the exchange rate falls). 
(iv) Flexible exchange rate does not require any 

large stock of foreign exchange, as its /eve/ is 

set by the market forces of supply and demand. 
(v) Degree of speculation is very h igh in the 

system of flexible exchange rate. It is because 

of the uncertainty of market forces of supply 

and demand. 

Q. Why was go ld  standard system of exchange rate a ba ndoned (d iscontinued)? 

Ans. This was beca use th is system requ i red lots of reserves of go ld .  This ra ised the demand for gold .  But, 

the supp ly of go ld was extremely sca rce in re lation to its demand .  

3. MANAGED FLOAT ING 

Even when exchange rate is determined by the forces of supply and 
demand, at times the Central Bank (RBI) intervenes to manage the 
exchange rate so that it does not slip out of the desired limits. It is 
called managed floating. It may be defined as under: 
Managed floating is a system of floating exchange rate in which there 
is occasional intervention by the central bank to influence the float or 
manage the float. It is also called 'Dirty Floating'. 
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How does the central bank exercises its influence on the 'float' or 
market exchange rate? 
It is through the sale and purchase of foreign currency in the 
international money market. When the exchange rate (say of US $) 
needs to be reduced, the central bank releases the supply of US $ in 
the foreign exchange market. Other things remaining constant, higher 
supply of US $ would lower the price of US $, as desired. This would 
lead to appreciation of domestic currency. 
On the other hand, when the exchange rate needs to be raised, the 
central bank increases its demand for US $ in the foreign exchange 
market. Other things remaining constant, higher demand for US $ 
would raise the price of US $, as desired. This would lead to depreciation 
of the domestic currency. 
Briefly, managed floating is an exercise of sale and purchase of foreign 
currency by the central bank , so that the exchange rate is managed 
within the desired limits. 

Managed floating is a tool employed by the central bank to restore the value of the 
country's currency (in relation to other currencies) within the desired limits, even when 
exchange rate is determined by the market forces of demand and supply. 

In fact, managed floating may be called as the mixture of both flexible and fixed 
exchange rate systems. It comprises the element of flexible exchange rate system as the 
exchange rate is primarily determined by the forces of supply and demand. Likewise, it 
comprises the element of fixed exchange rate system as the exchange rate is moderated 
(or managed) by way of intervention by the RBI. 

4. COM PONENTS OF DEMAND FOR FOREIG N 

EXCHANGE  (FORE IGN CURRENCY) 

OR  

WHY IS FOREIGN EXCHANGE  DEMAN DED?  

Foreign exchange is demanded for various purposes. Basically, it is 
demanded for making payments to rest of the world. Each type of 
payment constitutes a component of demand for foreign exchange. 
Broadly, following are the constituents of demand for foreign exchange: 
(1 ) Repayment of I nternational Loans : International loans are raised 

in terms of foreign currency. Accordingly, foreign currency is 
required for the repayment of these loans. In less developed 
countries like India, this is an important component of demand 
for foreign exchange. 

(2) I nvestment i n  Rest of the World : Investment in rest of the 
world is an important business activity. We need currency of the 
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country in which investment is to be made. Thus, US dollars are 
needed/demanded if investment is to be made in USA. 

(3 ) Imports : We import goods (like cellphones and TVs) and 
services (like of banking and insurance) from rest of the world. 
It requires foreign exchange. Because payments for imports are 
made in foreign exchange only. 

(4) D i rect Purchases Abroad : Foreign exchange is needed to make 
direct purchases (of goods and services) abroad. Because, people 
from our country visit other countries of the world as tourists. 
They also go abroad for studies or for medical treatment. This 
involves direct purchases abroad. 

(5) Grants and Donations :  Grants and donations (unilateral 
payments) to rest of the world also contribute to the demand 
for foreign exchange. Grants and donations to a country are 
often made in terms of the currency of that country (or in terms 
of some internationally accepted currency like US dollars). 

(6) Payment of I ncomes: Demand for foreign exchange in the 
domestic economy also arises for the payment of factor incomes 
(rent, interest, profit/dividend and wages) which are repatriated 
(sent) abroad. It is like factor income to rest of the world. 

(7) Speculative Trad ing: Foreign exchange (particularly in terms 
of strong currencies like US dollar) is held/demanded by the 
people for purpose of speculative trading. Often, more foreign 
exchange is held when the exchange rate is low, and vice versa. 

Together, these components of demand add up to aggregate demand 
for foreign exchange. 

5 .  COMPONENTS OF  SUPPLY OF  FOREIGN 

EXCHANGE (FOREIGN CURRENCY) 

OR 

SOURCES OF  FO REIGN EXCHANGE 

Supply of foreign exchange depends on the following sources. Each 
source constitutes a component of supply of foreign exchange. A 
country receives foreign exchange through the following sources of 
supply: 
(1 ) Exports : Export of goods and services is an important source 

of supply (inflow) of foreign exchange from rest of the world. 
Thus, export of goods and services from India to US would 
mean supply of foreign exchange to India (in terms of receipts 
for exports). 
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(2) I nvestments from Rest of the World :  Investments from rest of 
the world (including FIi and FDI) is another important source of 
supply of foreign exchange. Lots of foreign exchange flows from 
developed countries to underdeveloped countries through this 
channel of economic activity. 

(3) Di rect Purchases by Rest of the World : Direct purchases by the 
residents of rest of the world also contribute to the flow of foreign 
exchange from rest of the world to the domestic economy. 

(4) Loans from Rest of the World : It refers to borrowings from rest of 
the world. A loan from UK would mean flow of UK £ from UK to 
India. It contributes to the supply of foreign exchange to India. 

(5) Grants and Donations from Rest of the World : Grants and 
donations from rest of the world are also a source of supply 
of foreign exchange. A significant amount of foreign exchange 
flows from rich to the poor countries of the world by way of 
grants and donations. 

(6) I ncome Receipts : Foreign exchange also flows from rest of the 
world to the domestic economy by way of income receipts. These 
receipts refer to receipts of factor incomes from rest of the world. 

(7) Remittances by the Non-residents : Remittances by NRls are an 
important source of supply /receipt of foreign exchange from rest 
of the world. Such remittances are indeed a significant component 
of supply of foreign exchange in developing economies like India. 

Together these components of supply add up to aggregate supply of 
foreign exchange. 

t>TS 
Q. 1. State any two factors that expla in  extens ion of demand for a foreign currency i n  response to a fa l l  i n  

its price .  

Ans . ( i )  When foreign currency (say US $) becomes cheaper ( in re lation to the domestic currency), we 
get more do l l a rs per un it of our  cu rrency. Accord ingly, imports become lucrative . This ra i ses 
demand for fore ign cu rrency. 

( i i )  When foreign currency becomes cheaper, domestic i nvestors w i l l  be ind uced to make g reater 
i nvestment i n  rest of the world .  Accord i ngly, demand for foreign cu rrency rises. 

Q. 2 .  State any two factors that exp l a i n  contraction of supply of a foreign currency when its price in terms 
of the domestic currency fa l l s . 

Ans . ( i )  When fore ign cu rrency becomes cheaper ( i n  re lation to domestic currency), pu rchasi ng power of 
the foreign currency in the domestic ma rket tends to fa l l .  This leads to a fa l l  in foreign demand for 
the domestic goods. I mp lyi ng fa l l  in ou r  exports. Accord i ngly, supply of foreign cu rrency red uces. 

( i i )  When fore ign currency becomes cheaper ( in relation to domestic currency), less ru pees are 
ava i l ab le for a US do l l a r. Accord i ng ly, foreigners are less i nc l i ned to make FO i  ( Foreign Di rect 
I nvestment) .  This reduces the supp ly of fore ign cu rrency. 
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6. FORE IGN EXCHANG E  MARKET 
Foreign exchange market refers to the market for national currencies 
of different countries in the world. It is a centre of trade for different 
currencies. Buyers and sellers in foreign exchange market wish to buy or 
sell foreign exchange. 

Functions 
Foreign exchange market performs the following functions: 
(1 ) Transfer Function : It implies transfer of purchasing power in 

terms of foreign exchange across different countries of the 
world. 

(2 ) Cred it Function : It implies provision of credit in terms of foreign 
exchange for the export and import of goods and services across 
different countries of world. 

(3 ) Hedging Funct ion :  It implies protection against risk related to 
variations in foreign exchange rate. Exchange rate is locked for 
future supplies of foreign exchange. 

Operation of Fore ign Exchange Market 
Foreign exchange market operates either as 
(1) Spot Market (Current Market), or as 
(2) Forward Market. 

(1} Spot Market (Current Market} 

Spot market for foreign exchange is that market which handles only 
spot transactions or current transactions. 
Its principal characteristics are that: 

(i) In terms of 'period of transaction', spot market is of 'daily 
nature'. It does not trade in future deliveries. 

(ii) The rate of exchange which is determined in the spot market is 
known as spot rate of exchange. The spot rate of exchange (or 
current rate of exchange) is that rate which prevails at the time 
when transactions are made. 

(2) Forward Market 

Forward market for foreign exchange is that market which handles 
such transactions of foreign exchange that are meant for future 
delivery. Such transactions are signed today but are to materialise ( or 
are to be honoured) on some future date. 
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Principal characteristics of forward market are that: 
(i) It only caters to forward transactions; it does not deal with spot 

transactions in foreign exchange. 
(ii) It defines (or determines) forward exchange rate-the exchange 

rate at which forward transactions are to be honoured. 

Why are Forward Transactions Contracted? 
Forward transactions are contracted for two reasons: 

(i) To avoid the risk of any adverse change in exchange rate, and 
(ii) To make speculative gains. 

Spot Market and Forward Market-The Difference 

Spot Market Forward Market 

( i )  It hand les cu rrent transactions .  ( i )  I t  hand les transactions meant for future 
del ivery. 

( i i )  Rate of exchange determined in ( i i )  Rate of exchange dete rmined i n  th is 
th is market is ca l l ed spot rate of market i s  ca l led fo rwa rd excha nge 
exchange. rate or  contracted exchange rate. 

( i i i )  It does not a l l ows 'hedging'. ( i i i )  It a l l ows 'hedg ing'. 

'Hedging' means avoid i ng  the r isk of an adverse change in excha nge rate by s ign ing  
fore ign excha nge t ransactions for future de l ive ry. 

Spot exchange rate (also known as current rate of exchange) is that rate of exchange 

which prevails in the market at the time when transactions are made. It relates only to 

spot transactions in the international money market. 

Forward exchange rate is that exchange rate at which forward transactions 

are to be honoured. It has nothing to do with spot transactions in the international 

money market. In fact, forward exchange rate is a sort of 'contracted' exchange rate 

to be applicable for the transactions which are signed today but are to be honoured 

sometimes in the future. 
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Power Points & Revision Window •-----------

Exchange Rate refe rs to the  pr ice of one  cu rre n cy i n  re l ation to othe r  cu rrenc ies  i n  t he  i nternati o n a l  

j money ma rket (o r  i nternationa l  excha nge ma rket ) .  [Example :  I f < 50 a re to be pa id  to buy 
one US do l l a r, excha nge rate between  the  two cu rre n cies = 50 : 1 . )  

Systems: ( i )  F l exi b l e  excha nge rate system,  ( i i )  F i xed excha nge rate system .  

Flexib le  Exchange Rate i s  a float rate o f  excha nge, d eterm i ned by t h e  su pp ly of a nd  demand  for d iffe re nt  
cu rrenc i es .  

When ,  ow ing to t he  f ree  p l ay of  t he  forces of supp l y  a nd  demand,  excha nge 
rate ha ppens  to r ise, i t  i s  ca l l ed  'dep rec iation '  of the ( domestic )  cu rre n cy. On the 
oth e r  h and, when excha nge rate happens  to fa l l ,  it is ca l l ed 'a pp rec iation  of the 
( domestic) cu rre n cy. 

Equ i l i br ium Exchange Rate occ u rs when :  

1 Su pp ly  o f  fore ign cu rre ncy/fo re ign excha nge = Demand  for fore ign cu rrency/fo re ign excha nge 

Demand for Foreign Currency/Foreign Exchange depends upon :  ( i )  Repayment of i nternationa l  loa ns, 
( i i )  I nvestment in rest of the world, ( i i i )  Imports, ( iv) D i rect purchases a b road,  (v) G ra nts a nd  donati ons, 
(v i )  Payment  of i n comes, (v i i )  Specu lative t ra d i ng .  

Supply of Foreign Currency/Foreign Exchange depends  u po n :  ( i )  Exports, ( i i )  I nvestments from rest of the 
wor ld ,  ( i i i )  D i rect p u rchases by rest of t he  wor ld ,  ( iv ) Loa ns  from rest of the wor ld ,  (v) G ra nts a nd  donations 
from rest of t he  wo r ld ,  (v i )  I n come  rece i pts, (v i i )  Rem itta nces by t he  non- res i de nts . 

Fixed Exchange Rate System: Excha nge rate is set and m a i nta i n ed  by the gove rnment at a particu l a r  
l eve l .  Ma rket forces o f  su pp ly  and  demand  have no  ro l e  t o  p lay. When  t h e  
excha nge rate i s  ra ised b y  t he  govern ment, i t  i s  ca l l ed  'deva l uation '  o f  the 
( domestic)  cu rre n cy. When  i t  is l owered, i t  is ca l l ed  ' reva l u ation '  of  the 
( domestic) cu rre n cy. 

Determination :  Fixed excha nge rate is d eterm i ned  by t he  gove rnment of t he  co untry. 

Managed Floating, a l so ca l l e d  D i rty F loati ng, is a system of floating excha nge rate (where excha nge rate i s  
determ i ned by t he  forces of demand  and  sup p ly )  but  occas i o na l ly, t he  float  is managed 
by the centra l  ba n k  of the co untry by way of sa l e  and pu rchase of fo re ign excha nge i n  
t h e  i nternationa l  money ma rket. Ma naged floating i s  a n  attem pt t o  kee p  the  excha nge 
rate with i n  the des i red l i m its .  

Fore ign Exchange Market refers to the ma rket for nationa l  cu rre n c ies of d iffe rent co u ntr ies of the wor l d .  j 1 ! Functions: ( i )  Tra nsfe r fu nction ,  ( i i )  Cred i t  fu n ction ,  ( i i i )  Hedg ing fu n ction .  

Spot Market dea l s  w i t h  cu rrent sa l e  a nd  p u rchase o f  fore ign excha nge .  I t  d eterm i nes spot rate of 
excha nge . 

Forward Market dea l s  with such  sa le  a nd  p u rchase of fore ign excha nge wh ich  a re co ntracted today but  
a re i m p l emented someti m es i n  t he  futu re .  I t  d eterm i nes forwa rd rate of excha nge. 
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rEXERC I S Ej 
1 .  Objective Type Quest ions (Remembering & U nderstand ing based Quest ions) 

A .  M u lt ip le  Choice Quest ions 

Choose the correct option: 

1 .  Price of one cu rrency in  re lation to other cu rrencies i n  the i nternationa l  exchange market is known as :  
( a )  eq u i l i b r i um  rate (b )  fixed excha nge rate 

(c) excha nge rate (d )  flexi b le  excha nge rate 

2. Accord ing to Adjustab le Peg System (or Bretton Woods System ) of Exchange Rate : 
( a )  d ifferent cu rrenc ies were pegged to one  cu rrency (US  do l l a r) 

( b )  US do l l a r  was ass igned go l d  va l ue  at a fixed pr ice 

(c )  pa rity between two cu rrenc ies was determi ned by the q uantity of gold conta i ned i n  them 

(d )  a l l  of these 

3 .  Under which system, go ld was taken as the common u n it of pa rity between cu rrencies of d ifferent 
countries i n  c i rcu lation? 
(a )  Bretton Woods System of Exchange Rate (b )  Gold Sta nda rd System of Excha nge Rate 

(c) F l exi b l e  Excha nge Rate System (d) Managed F l oati ng System of Excha nge Rate 

4. Out of the fo l lowing, wh ich  is the most rigid exchange rate system, wh ich does not a l low a ny 
adjustment i n  the exchange rate? 
( a )  F l exi b l e  Excha nge Rate System (b) Gold Sta nda rd System of Excha nge Rate 

(c )  Bretton Woods System of Exchange Rate (d) None of these 

5 .  The rate which is determined by the government is known as: 
(a) flexi b l e  excha nge rate (b )  fixed excha nge rate 

(c) floating excha nge rate (d )  none of these 

6.  The exchange rate at which demand for foreign cu rrency becomes equa l  to its supp ly, is ca l led :  
( a )  eq ua l  rate of excha nge (b) m i nt pa rity 

(c )  eq u i l i b r i um  excha nge rate (d )  a l l  of these 

7 .  What is the re lationsh ip  between demand for foreign excha nge and  exchange rate? 
(a) I nverse (b) D i rect 

(c) One to one  (d )  No  re lationsh i p  

8.  When supply of foreign excha nge increases, t h e  equ i l i b ri um exchange rate wi l l :  
( a )  r ise (b) fa l l  

(c )  not cha nge (d) e i ther r ise or  fa l l  

9 .  Demand for foreign cu rrency depends u pon : 
( a )  repayment of i nte rnationa l  loans  
(b )  i nvestment i n  rest of  the wor ld 
(c )  d i rect fore ign i nvestment i n  the domestic economy 
(d )  both (a )  a nd  ( b )  

10 .  Due  to  depreciation of  foreign cu rrency, the  supply of  foreign cu rrency i n  domestic economy wi l l :  
( a )  i nc rease (b) not cha nge 

(c )  e i ther i ncrease or  decrease (d )  decrease 
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11 .  Di rect foreign i nvestment is a sou rce of: 
( a )  demand fo r fo re ign excha nge (b) s upp ly of fore ign excha nge 

(c )  both (a) a nd  ( b )  ( d )  none of  these 

12 .  When the exchange rate r ises due to managed floating, it is ca l l ed :  
( a )  deva l uation  (b )  app rec iation  

(c )  dep reciation  (d )  reva l uation  

13 .  Wh ich of  the fo l lowing fu nctions a re performed i n  a foreign exchange ma rket? 
(a )  Tra nsfe r  fu nction  (b )  Cred i t  fu nction  

(c )  H edg ing fu nction  (d )  A l l  of  these 

14. Hedging is poss ib le  i n :  
( a )  spot market 

(c) managed floati ng system 

15.  Spot ma rket is that market w here: 
(a) only cu rrent tra nsactions  a re hand led 

(b )  forwa rd rate of excha nge is dete rm i ned 

(c )  i n stant rate of excha nge i s  determ i ned 

(d )  both (a )  and (c )  

16. Forwa rd market is that ma rket wh i ch :  

( b )  fo rwa rd market 

(d )  none of these 

(a )  hand les tra nsactions  of fore ign excha nge meant for futu re de l ivery 

(b )  hand les cu rrent transactions  

(c )  hand les cu rrent as we l l  as futu re tra nsactions  

(d )  none of  these 

17.  IH 120 a re requ i red to buy $ 1, instead oH 100 ear l ier :  
( a )  domestic  cu rrency has  app rec iated (b )  domestic  cur rency has  deprec iated 

(c) ru pee va l ue  of import b i l l  w i l l  i n c rease (d) both (b) a nd  (c )  

18. Equ i l i bri um excha nge rate occurs when :  
( a )  s upp ly of  fore ign excha nge > demand for fore ign excha nge 

(b) s upp ly of fore ign excha nge = demand for fore ign excha nge 

(c) s upp ly of fore ign excha nge < demand for fore ign excha nge 

(d) both (a) a nd  (b )  

19 .  D i rty floating is related to: 
(a) fixed system of excha nge rate 

(c) both of these 

(b )  fl exi b le  system of excha nge rate 

(d )  none of these 

Answers 

1. (c) 

11 . ( b )  

2 .  ( d )  

12 .  (c) 

3 .  ( b )  

13 .  ( d )  

B.  F i l l  i n  the B lanks 

4. ( b )  

14 .  ( b )  

5 .  ( b )  

15 .  ( d )  

Choose appropriate word and fi l l  i n  the b lank: 

6. (c )  

16 .  (a )  

7 .  (a )  

17 .  (d )  

8 .  (b )  

18 .  ( b )  

9 .  ( d )  

19 .  ( b )  

10 .  ( d )  

1 .  Fore ign excha nge refers to cu rrency. 

2 .  excha nge rate i s  a l so ca l l ed  free excha nge rate . 

( domesti c/fore ign )  

( F ixed/F lexi b le )  
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3 .  Decrease i n  demand for fore ign cu rrency leads to a i n  excha nge rate . (fa l l/ri se )  

4 .  i s  a n  exercise of sa le  and pu rchase of fore ign cu rre ncy by the centra l  ba n k. 
(Managed floati ng/floati ng excha nge rate) 

5 .  Demand for fore ign excha nge is re l ated to the rate of fore ign excha nge . 
( pos itive ly/negative ly) 

6. of domesti c cur rency i s  a s i tuation  of a r ise i n  excha nge rate. 
(Appreciation/Dep rec iation )  

7 .  leads to  a r i se  i n  s upp ly of  fore ign cu rrency. 

8. D i rect pu rchases by rest of the wor ld is a n  im porta nt sou rce of 
excha nge .  

( Deva l u ation/Reva l u ation )  

of/for fore ign 
(su pp ly/demand )  

9 .  excha nge rate i s  dete rm i ned by the free p l ay of  s upp ly and  demand fo rces i n  the 
i nternationa l  money market. ( F ixed/F lexi b le )  

10 .  Cu rrency app reciation  refers to a s i tuation  when domestic cu rrency 
re l ation  to a fore ign cu rrency. 

Answers 

1. fore ign 2 .  F lexi b le  3 .  fa l l  4 .  Managed floating 

its va l u e  in 
( l oses/ga i n s )  

5 .  negative ly 6 .  Depreciation 7 .  Deva l uation 8 .  supp ly 9 .  F lexib le  10. ga ins  

C. True or Fa lse 

State whether the fol lowing statements are True or False: 

1 .  Rise in excha nge rate imp l ies app reciation  of fore ign cu rrency in re lation  to domestic 
cu rrency. 

2 .  M i nt va l ue  of a cu rrency imp l ied paper va l ue  of that cu rrency. 

3 .  I n  case of depreciation  of the domestic cu rrency, exports a re l i ke ly  to r i se .  

4 .  B retton woods  system of excha nge rate was rep l aced by a d i rty floati ng system 
of excha nge rate . 

5 .  When fore ign cu rre ncy becomes cheaper ( i n  re lation  to domestic cu rrency), 
less ru pees a re ava i l a b l e  for a US do l l a r. 

6. Spot market is of d a i ly nature .  

7 .  Managed floati ng comp rises on ly the e lement of fixed excha nge rate system .  

8 .  Buyers and  se l l e rs i n  fore ign excha nge ma rket wish to buy or  se l l  fo re ign excha nge . 

9. Excha nge rate is the pr ice of a cu rrency expressed i n  te rms of go l d .  

10. Forward excha nge rate i s  that excha nge rate a t  wh i c h  cu rrent tra nsactions  
a re to  be honoured . 

(True/Fa l se )  

(True/Fa l se )  

(True/Fa l se )  

(True/Fa l se )  

(Tru e/Fa l se )  

(True/Fa l se )  

(Tru e/Fa l se )  

(True/Fa l se )  

(Tru e/Fa l se ) 

(True/Fa l se )  

Answers 

1. True 2 .  Fa lse 3 .  True 4. Fa lse 5 .  True  6. True  7 .  Fa lse 8 .  True 9 .  Fa lse 10. Fa lse 
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D. Match i n g  the Correct Statements 

I .  From the set of statements given in Column I and Column 1 1 ,  choose the correct pai r  of statements: 

Column I Column I I  

( a )  Supp l y  cu rve of  fore ign excha nge ( i )  Downwa rd s lop ing cu rve 

(b )  Deprec i ation of the domestic cu rrency ( i i )  Va lue  of the domestic cu rrency is de l i be rately 
reduced by the government 

(c) Repayment of i nternationa l  loans ( i i i )  A sou rce of supp ly of foreign exchange 

(d) Exports from I nd ia  to US ( iv) Demand for fore ign exchange from I nd ia  

(e )  Apprec iation of  domestic cu rrency (v) Government plays no role whatsoever 

Answer 

(e) Appreciation of domestic currency-(v) Government plays no role  whatsoever 

I I .  Identify the correct sequence of a lternatives g iven in Column II by matching them with respective 
items in Column I : 

Column I Column I I  

( a )  Excha nge rate ( i )  Supp ly of fo reign excha nge = Demand for 
fore ign excha nge 

(b) Go ld  standard system of exchange rate ( i i )  Domestic cu rrency loses its va l ue  i n  re lation to 
a foreign currency 

(c) F ixed exchange rate ( i i i )  Exte rna l  va l ue  of the domestic cu rrency 

(d) Par rate of excha nge ( iv) Dete rm ined by the government 

(e )  Cu rrency deprec iation (v) An o ld  va r iant of fixed exchange rate system 

Answers 

(a )-( i i i ) , ( b)-(v), (c)-( iv), (d )-( i ), (e)-( i i ) 

E .  'Very Sho rt Answer' Objective Type Quest ions 

1. Define foreign excha nge rate. 
Ans. The rate at wh ich one cu rre ncy excha nges for the other  cu rre ncy in the i nternationa l  money ma rket 

is known as fore ign excha nge rate . 

2 .  What is fixed exchange rate? 
Ans. F ixed rate of excha nge i s  a rate wh ich i s  set and  ma i nta ined by the govern ment of a cou ntry. 

3 .  Define flex ib le  exchange rate. 
Ans. F lexi b l e  rate of excha nge i s  that rate wh ich  i s  dete rm i ned by the demand for and  s upply of fore ign 

excha nge in the i nte rnationa l  money market. 

4. What is 'float' rate of exchange? 
Ans. F loat rate of excha nge refe rs to flex i b l e  rate of excha nge as determ i ned by the demand and supp ly 

forces of fore ign excha nge in the i nternationa l  money market. 

5 .  What do you mea n by managed floating? 
Ans. Managed floati ng refers to managing the float rate of excha nge by the centra l  ban k  ( RB I )  by way of sa l e  

and purchase of  fore ign excha nge i n  the  i nternationa l  money ma rket . It is a l so  ca l led 'D i rty F loati ng'. 
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6. At what point equ i l i b rium rate of exchange is determ i ned? 
Ans. Eq u i l i b r i um excha nge rate is dete rm i ned at the po int where demand for fore ign cu rrency and  supp ly 

of fore ign cu rrency a re eq ua l  to each othe r. 

7. What is meant by cu rrency appreciation? 
Ans. Cu rre ncy app reciation refe rs to a r ise i n  the va l ue  of domestic cu rre ncy i n  re lation to a fore ign 

cu rrency. Examp le :  50 ru pees a re req u i red to buy one US do l l a r, i n stead of 60 ru pees ear l i e r. 

8. What is meant by cu rrency depreciation? 
Ans .  Cu rrency depreciation refers to a fa l l  i n  the va l ue  of  domestic cu rrency i n  re lation to a fore ign 

cu rrency. Examp le :  60 ru pees a re req u i red to buy one US do l l a r, i n stead of 50 ru pees ear l i e r. 

9. What is meant by cu rrency deva luation? 
Ans .  Cu rrency deva l u ation  refers to  fa l l  i n  the va l ue  of  the domestic cu rrency i n  re lation to  a fore ign 

cu rrency as p l an ned by the gove rn ment. It i s  not re l ated to the supp ly-demand  forces i n  the 
i nternationa l  money market. 

10. What is meant by cu rrency reva l uation?  
Ans .  Cu rrency reva l u ation  refers to  r i se  i n  the va l ue  of  the domestic cu rrency i n  re lation to  a fore ign 

cu rrency as p l an ned by the gove rn ment. It i s  not re l ated to the supp ly-demand  forces i n  the 
i nternationa l  money market. 

11. What is foreign exchange ma rket? 
Ans. Fore ign excha nge ma rket is that ma rket wh ich  hand les s upp ly and  demand (and therefo re, trade )  of 

the cu rrenc ies of d ifferent cou ntr ies .  

12.  What is spot ma rket? 
Ans. Spot ma rket in fore ign excha nge i s  that ma rket wh ich cove rs sa le  and  pu rchase of fore ign excha nge 

of the da i ly natu re . This i s  a l so ca l l ed  cu rre nt ma rket of fo re ign excha nge . 

13.  Define forwa rd ma rket. 
Ans. Forwa rd market i n  fore ign exchange is that market which covers such bus i ness dea l s  (of sa le and 

purchase) of  fore ign excha nge wh ich  a re contracted today but  a re honoured sometimes i n  the future .  

14 .  What is spot exchange rate? 
Ans. Spot excha nge rate i s  that excha nge rate wh ich  p reva i l s  in the ma rket when tra nsactions a re made .  

15.  What  is forward exchange rate? 
Ans. Forward excha nge rate i s  that excha nge rate at wh ich forwa rd tra nsactions a re to be honoured . It is 

a sort of 'contracted' excha nge rate to be app l i ca b le  for the tra nsactions  wh ich a re s igned today but 
a re to be honoured sometimes in the futu re .  

16. What is hedging? 
Ans. Hedging mea ns protection aga i nst the r i sk re l ated to var iations in fore ign excha nge rate . Excha nge 

rate i s  locked for futu re s upp l ies of fore ign excha nge . 

17. What a re forwa rd tra nsactions? 
Ans. Transactions that a re signed today but wi l l  materia l ise on some futu re date a re ca l led forward transactions. 

2. Reason-based Quest ions (Com prehension of the Subject-matter) 

Read the fo l lowi ng statements carefu l l y. Write True or Fa lse with a reason. 

1. F lexib le  exchange rate depends upon supply and  demand pa rameters of foreign exchange i n  the 
foreign exchange ma rket. 

Ans. True .  F lexi b l e  excha nge rate is dete rm i ned by the demand for and  supp ly of fore ign excha nge i n  the 
fore ign excha nge ma rket. 
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2 .  I n  the event of depreciation of the cou ntry's cu rrency, its exports tend to i ncrease wh i le  imports 
tend to decrease. 

Ans. True .  Because due to depreciation,  va l u e  of domestic cu rrency decreases i n  re l ation to the fore ign 
cu rrency. Accord i ngly, goods become cheaper i n  the domestic economy which encou rages exports, 
a nd  goods  become cost l i e r  in the fore ign market wh ich d i scou rages im ports .  

3 .  Forwa rd rate of exchange is a contractua l  rate of excha nge. 
Ans. True .  Forwa rd rate of excha nge i s  a contractua l  rate of excha nge . Beca use it i s  a contract s igned 

today, to be honoured sometimes in the futu re .  

4. Fixed excha nge rate is determined by  the  forces of  demand  and  supp ly i n  the  i nternationa l  money 
market. 

Ans. Fa l se .  F ixed excha nge rate i s  not dete rm i ned by the fo rces of demand  and  s upply in the i nternationa l  
money ma rket . I nstead, it i s  set and  ma i nta ined by  the government of  a cou ntry. 

5 .  Speculative purchases of fore ign excha nge by the domestic i nvestors i n  the internationa l  money 
market does not im pact the float rate of exchange. 

Ans. Fa l se .  Specu lative pu rchases of fo re ign excha nge by the domestic i nvesto rs in the i nternationa l  
money market i s  a n  i m porta nt component of  demand  for fore ign exchange, and  therefo re, im pacts 
the fl oat rate of excha nge . 

6. The r is ing demand for foreign goods i mp l i es h igher demand for fore ign excha nge. 
Ans. True .  The r i s ing demand  for fore ign goods imp l ies greater i m ports and hence h igher  demand fo r 

fore ign excha nge . 

7. F lexib le  exchange rate is determ ined by the WTO. 
Ans. Fa l se .  F lexi b l e  excha nge rate is dete rm i ned by the forces of supp ly and  demand  i n  the i nternationa l  

money ma rket . 

8. Forwa rd ma rket i n  foreign exchange is that ma rket wh ich dea ls with sa le  and  purchase of fore ign 
exchange for cu rrent tra nsactions.  

Ans. Fa l se .  Forwa rd ma rket in fore ign excha nge i s  that ma rket which dea ls with sa le  and pu rchase of 
fore ign excha nge for futu re de l ive ry. 

9. Appreciation of the I nd i an  cu rrency occurs when more ru pees a re to be pa id  for a US $ . 
Ans. Fa l se .  I n  case of app reciation ,  the va l ue  of domestic cu rrency i ncreases i n  re lation to the va l ue  of 

othe r  cu rre ncy and  hence less ru pees a re to be pa id  for a US $ . 

10. G reater flow of foreign exchange from rest of the world a lways i nd icates h igher level of deve lopment 
of the domestic economy. 

Ans. Fa l se .  Beca use greater flow of fore ign excha nge may be occu rr ing on account of borrowings from 
rest of the worl d .  

3. HOTS & Applications 

1. The ma rket price of US do l l a r  has increased considerab ly lead i ng to rise in rupee va l ue  of i mports 
of essentia l goods. What ca n the RB I  do to correct the s ituation? 

Ans. The centra l ba n k  ca n se l l  its reserves of US do l l a rs i n  the money ma rket to reduce the pressu re of 
demand for do l l a rs .  In case s upp ly a l igns with dema nd, the pr ice of do l l a r  wi l l  fa l l  i n  terms of the 
I n d i a n  ru pee. 

2 .  If US do l l a r  becomes cost l ier  i n  terms of the I nd i an  rupee, it is  good as wel l as bad for the domestic 
growth .  How? 

Ans. ( i )  I t i s  good because pu rchas ing power of US do l l a r  i n  the I n d i a n  ma rket i ncreases .  Acco rd ing ly, 
demand for the domestic goods is expected to r ise .  I mp ly ing a r ise i n  exports and  the refore, a 
r ise i n  GDP. 
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( i i )  It is bad because imports of essentia l  ca p ita l goods (cr itica l for growth )  become expens ive . It 
i nfl ates CAD (cu rrent account defic it) and borrowi ngs from rest of the wor l d .  

3 .  Distingu ish between deva l uation and depreciation of  domestic cu rrency. 
Ans.  Deva l uation is the fa l l  i n  the va l ue  of domestic cu rre ncy i n  re lation to fore ign cu rre ncy as p l a n ned 

by the gove rn ment i n  a s ituation when excha nge rate i s  not dete rm i ned by the forces of supp ly and  
demand bu t  i s  fixed by  the government o f  d ifferent cou ntr i es .  Depreciation ,  on  the othe r  hand ,  i s  
the fa l l  i n  the va l u e  of domestic cu rrency i n  re l ation to fore ign cu rre ncy i n  a s ituation when excha nge 
rate i s  determ i ned by the forces of supp ly and  demand in the i nte rnationa l  money ma rket . Both 
depreciation and deva l u ation  resu lt in fa l l  in the va l u e  of domestic cu rre ncy in terms of fore ign 
cu rrency. However, wh i l e  deva l u ation  causes a des i red fa l l  i n  the va l u e  of rupee (so that the exports 
a re boosted) ,  dep rec iation may ca use u ndes i red fa l l  a s  wel l .  And,  in the event of an u ndes i red fa l l  i n  
t h e  va l ue  o f  domestic cu rrency, impo rt b i l l  o f  t h e  government may become enormous ly h igh, l ead ing  
to a r i se  i n  cu rre nt account defic it (CAD) and  fisca l defic it to  u nmanageab l e  l im its .  

4 .  How is appreciation of domestic cu rrency l i kely to affect exports and imports of domestic economy? 
Ans. Appreciation of the domestic cu rre ncy imp l ies that the va l ue  of domestic cu rrency rises in re lation to 

a fore ign cu rrency ( say do l l a r) .  Now, less ru pees a re req u i red to buy a do l l a r. Th is  means that a do l l a r  
ca n buy  lesser amount o f  goods  i n  t he  domestic economy. Accord i ngly, exports o f  t he  cou ntry a re 
l i ke ly to fa l l .  

S im i l a r ly, less ru pees a re now req u i red t o  b u y  goods worth o n e  d o l l a r  i n  t h e  US ma rket. Acco rd ing ly, 
imports a re l i ke ly  to r i se .  

5 .  When fore ign exchange rate i n  a country is on the rise, what impact is it l i ke ly to have on exports 
and  imports and  how? 

Ans .  A u n it of the domestic cu rrency wi l l  now buy less goods from rest of the wor ld wh i l e  a u n it of fore ign 
cu rrency ca n now buy more goods i n  the domestic economy. Goods produced in the domestic 
economy become cheaper to the buyers a b road wh i l e  fore ign goods become re lative ly expens ive to 
the domestic buye rs .  As a resu lt, exports a re expected to r ise and imports a re expected to fa l l .  

6 .  How i s  depreciation o f  I nd i an  ru pee l i kely t o  affect I nd i an  exports? Exp l a i n .  
Ans .  Depreciation of  the domestic cu rrency imp l ies that the domestic cu rrency ( ru pee) loses its va l u e  i n  

re l ation t o  a fore ign cu rrency (say US do l l a r) .  Now, more ru pees a re req u i red t o  b uy  a do l l a r, o r  a 
do l l a r  ca n now buy more goods i n  the domestic economy. Accord ing ly, exports a re expected to r ise . 

4. Analysis & Evaluation 

1 .  Wil l  you a lways appreciate a rise in excha nge rate as a means to boost our exports? 
Ans. No. Because a r ise in excha nge rate may not a lways lead to a rise in ou r  export earn i ngs . A rise i n  

excha nge rate i s  benefic i a l  on ly when  e l astic ity o f  d emand  fo r ou r  exports i s  greate r t h a n  u n ity. 
Beca use, it is on ly then that the tota l expend itu re on  ou r  exports wi l l  r ise i n  response to a fa l l  i n  
p rices o f  domestic goods  i n  terms o f  t h e  fore ign cu rrency. I n  othe r  words, a fa l l  i n  pr ices o f  domestic 
goods ( in te rms of the fore ign cu rrency) y ie lds  greate r revenue  on ly when the e lastic ity of demand 
for ou r  exports i s  greater than  u n ity. 

2. Com ment on the statement that increase in i nterest rate in the domestic economy leads to a n  
appreciation o f  domestic cu rrency. 

Ans. The statement is t rue .  I n  case domestic i nte rest rate r ises and  is h igher  than  the i nterest rate i n  rest 
of the wor ld ,  the fore igners wi l l  be i nd uced to sh ift the i r  fu nds to the domestic economy. G reate r 
flow of fu nds  from ab road w i l l  ra i se the demand for I n d i a n  cu rrency. ( Because, fore ign cu rrency must 
be conve rted i nto I n d i a n  cu rrency for pu rpose of i nvestment . )  I mp ly ing a r ise i n  demand  for the 
I n d i a n  cu rrency, l ead ing  to i ts  app reciation i n  re lation to the fore ign cu rrency. 
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3 .  How does decrease i n  FD I  i n  I nd ia  act as a su pply shock of foreign excha nge? 
Ans. Decrease in FDI leads to a decrease in s upp ly of fore ign excha nge, for reasons other  than  cha nge i n  

excha nge rate . It i s  a s upp ly shock that causes a backwa rd s h ift o f  s upp ly cu rve o f  fore ign excha nge 
for the I nd i a n  economy. Consequent ly, eq u i l i b r i u m  excha nge rate wi l l  r ise. More ru pees a re to be 
paid for buyi ng a u n it of fore ign cu rrency. 

4. Can you th i n k  of a situation when CAD (Cu rrent Account Deficit) i n  I nd ia  has improved even when 
excha nge rate has rema i ned a lmost consta nt? 

Ans. It i s  in the latte r ha lf of the yea r 2014 that CAD in I nd ia has imp roved even when excha nge rate (US $ 
i n  re lation to I n d i a n  rupee)  has  rema i ned a l most consta nt. It has  happened i n  the wake of a d rasti c fa l l  
i n  t h e  pr ice o f  crude o i l  i n  the i nternationa l  ma rket : t h e  p rice s l i pp i ng  from US $ 1 10 t o  US $ 4 5  per 
barre l .  

5 .  How do t h e  deficit B o P  and  surp lus  B o P  im pact t h e  exchange rate? 
Ans. ( i )  Deficit Ba la nce of Payments : I f  the ba l a nce of payments of a cou ntry shows deficit, demand fo r 

fo re ign cu rre ncy wi l l  i ncrease .  Accord i ngly, excha nge rate is expected to r ise .  Domestic cu rrency 
wi l l  dep reciate i n  re lation to fo re ign cu rrency. 

( i i )  Surp lus Ba la nce of Payments : If the ba la nce of payments of a cou ntry shows su rp l u s, ava i l a b i l ity 
of fo re ign cu rrency w i l l  i n c rease .  Accord i ng ly, excha nge rate is expected to fa l l .  Domestic 
cu rrency wi l l  a pp reciate i n  re lation to fore ign cu rrency. 

5. CBSE Questions-Past 5 yea rs 
(With Answers or  Reference to the Text for Answers) 

1. Other  th i ngs rema i n i ng u ncha nged, when i n  a cou ntry the pr ice of fore ign cu rrency ri ses, nationa l  
i ncome i s :  (choose the correct a lte rnative) [CBSE Delhi 2015] 

(a )  l i ke ly  to r ise (b) l i ke ly to fa l l  

(c )  l i ke ly  t o  r ise and  fa l l  both (d) not affected 

[ (d )  

Note : R i se  o r  fa l l  i n  the p rice of  fore ign cu rrency has no d i rect im pact on nationa l  i ncome of  a 
cou ntry. Excha nge rate ( p rice of fo re ign cu rrency) cha nges eve ryday and  seve ra l times i n  a day. It 
does not mean that nationa l  i ncome wou l d  cha nge accord i ngly. 

I nd i rect I m pact: When excha nge rate ri ses, fore ign cu rre ncy becomes expens ive . I m po rts tend to 
fa l l  a nd  exports tend to r ise .  Accord ing ly, AD tends  to r i se .  A r ise i n  AD may lead to a rise i n  nationa l  
i ncome . ]  

2 .  Othe r  th i ngs rema i n i ng the same, when i n  a cou ntry the ma rket pr i ce  of  fore ign cu rrency fa l l s, 
nationa l  i ncome is l i ke ly :  (choose the correct a lternative) [CBSE {Al} 2015] 

(a )  to r ise (b) to fa l l  

(c )  t o  r ise or  t o  fa l l  

[ ( d )  

( d )  to  rema i n  u naffected 

N ote: Rise or fa l l  in the p rice of fore ign cu rrency has no d i rect i mpact on  nationa l  i ncome of a 
cou ntry. Excha nge rate ( p rice of fo re ign cu rrency) cha nges eve ryday and  seve ra l times i n  a day. It 
does not mean that nationa l  i ncome wou l d  cha nge accord i ngly. 

I nd i rect Im pact: When exchange rate fa l l s, fo re ign cu rrency becomes cheaper. I m ports tend to r ise 
and exports tend to fa l l .  Accord i ng ly, AD tends  to fa l l .  A fa l l  i n  AD may lead to a fa l l  i n  nationa l  
i ncome . ]  
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3 .  What a re fixed and  flex ib l e  excha nge rates? 

[Page 334, 341]  

4.  Exp l a i n  the mean i ng of managed floati ng excha nge rate . 
Or  

[CBSE {A l) 2015] 

[CBSE {A l) 2015] 

Discuss br iefly the concept of managed floati ng system of fore ign excha nge rate dete rm i nation .  

[ Page 345, 346] [CBSE 2019 {58/2/1)] 

5 .  Other  th i ngs rema i n i ng the same, when fore ign cu rrency becomes cheaper, the effect on nationa l  
i ncome is l i ke ly  to  be :  (choose the correct a lternative) [CBSE {F) 2015] 
( a )  pos itive ( b )  negative 

(c) pos itive and  negative both 

[ (d ) ;  See Note, Q. 2 a bove . ]  

( d )  no effect 

6. Why does the demand  fo r fo re ign cu rre ncy fa l l  a nd  supp ly r ises when its pr ice r ises? Exp la i n .  

[ Page 340, 341] [CBSE Delhi 201 7] 

7. What is mea nt by depreci ation  of domestic cu rrency? [CBSE (A l) 201 7] 

[ Page 342] 

8 .  Exp l a i n  the d i sti nction  between the flex ib l e  excha nge rate and the managed floati ng excha nge rate . 

[ Page 334, 345, 346] [CBSE {F) 201 7] 

9. Exp l a i n  by givi ng exa mp l es, the d i sti nction  between depreciation  and  deva l uation  of domestic 
cu rrency. [CBSE {F) 201 7] 

[ Page 342] 

10. Discuss br iefly the mean i ng of: 

(a) F ixed excha nge rate . 

( b )  F lex i b l e  excha nge rate . 

(c) Managed floati ng excha nge rate . 

[ Page 334, 341, 345, 346] 

11. " I nd i a n  Ru pee (�) p l u nged to a l l  ti me low of � 74.48 aga i n st the US Do l l a r ( $ ) ." 

[CBSE 2018] 

- The Economic Times 

I n  the l ight of the a bove report, d i scuss the i mpact of the s ituation  on I nd i a n  imports .  

[ Page 337, 340] [CBSE 2019 {58/1/1)] 

12.  ( a )  D i sti ngu i sh  between  app reciation  of home cu rrency and  depreciation  of home cu rrency. 

( b )  State a ny one sou rce of s upply of fore ign cu rrency for a country. [CBSE 2019 {58/2/2)] 

[ Page 340, 347, 348] 

13. D iscuss br i efly the concept of flex ib le  excha nge rate system of fore ign excha nge rate 
determ i nation .  [CBSE 2019 (58/2/3)] 

[ Page 334-336] 

14. Name a ny two sources of demand for fore ign excha nge by househo lds  i n  an economy. 

[ Page 346, 347] [CBSE 2019 (58/3/1)] 

15.  I n  recent times the I nd i a n  Ru pee (�) dep reci ated to a n  a l l  time l ow aga i n st the US do l l a r ( $ ) .  D iscuss 
i ts i m pact on  I n d ia 's imports .  [CBSE 2019 (58/3/1)] 

[ Page 337, 340] 

16. State a ny two factors respons ib le  for i nflow of fore ign cu rrency. 

[ Page 347, 348] 
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17. Disti ngu i sh  between depreciation  of a cu rre ncy and  deva l u ation  of a cu rrency. [CBSE 2019 {58/4/1)] 

[ Page 342] 

18. State the mean i ng of fixed fore ign excha nge rate . 

[ Page 341] 

6. NCERT Questions (With H ints to Answers) 

[CBSE 2019 {58/5/1)] 

1. Disti ngu i sh  between  the nom ina l  excha nge rate and  the rea l  excha nge rate . If you were to dec ide 
whether  to buy domestic goods or  fore ign goods, wh ich rate wou l d  be more re leva nt? Exp l a i n .  

[ H i nt : Nom ina l  excha nge rate i s  that type o f  excha nge rate wh i c h  does not account for cha nges i n  t he  
p rice l eve l wh i l e  measur ing ave rage strength o f  one cu rrency i n  re l ation to  the others .  Rea l excha nge 
rate i s  that type of excha nge rate wh ich  accou nts for changes in the p rice l eve l across d iffe rent 
cou ntr ies of the wor l d .  It i s  an excha nge rate that i s  based u pon constant p rices .  To buy domestic 
goods or  fore ign goods at a po int of ti me, nom ina l  excha nge rate i s  more re leva nt . ]  

2 .  How is the excha nge rate dete rm i ned unde r  a flex ib le  excha nge rate reg ime? 

[ H i n t : F l exi b l e  rate of  excha nge i s  determ i ned by the fo rces of  s upp ly and  demand i n  the i nternationa l  
money market. Wh i l e  demand for fore ign excha nge i s  i nve rse ly re lated to  its own price, su pp ly of 
fore ign excha nge is positive ly re lated to its own pr ice . ]  

3 .  D ifferentiate between  deva l uation and  depreciation .  

[ H i nt : Deva l u ation  i s  the fa l l  i n  the va l ue  of  domestic cu rre ncy i n  re lation to  fore ign cur rency as 
p l a n ned by the government i n  a s ituation when excha nge rate i s  not determ i ned by the forces of 
s upp ly and  demand but i s  fixed by the government of d ifferent cou ntr ies .  Depreci ation ,  on  the other  
hand ,  i s  the fa l l  i n  the va l u e  of  domestic cur rency i n  re lation to  fore ign cu rrency i n  a s ituation when 
excha nge rate i s  determ i ned by the fo rces of  s upp ly and  demand i n  the i nte rnationa l  money market. ] 

4 .  Wou l d  the centra l ba n k  need to i nte rvene  in a ma naged floati ng system? Exp l a i n  why. 

[ H i n t : Managed floati ng  refers to a s ituation when the centra l ba n k  i ntervenes to ma nage the 
excha nge rate with i n  the des i red ra nge . Thus, the RB I  wou l d  se l l  do l l a rs i n  the i nternationa l  money 
ma rket to ra ise its su pp ly and  lower its excha nge va l ue .  Th is  wou l d  lead to reva l u ation  of the I n d i a n  
cu rrency. On t he  othe r  h and ,  I n d i a n  cu rrency wou l d  be deva l ued when  t he  RB I  buys US do l l a rs to 
ra ise its demand ( and  thereby its excha nge va l ue )  in the i nternationa l  money ma rket . ]  

5 .  Are the concepts of demand for domestic  goods  and  domestic  demand for goods the same? 

[ H i nt : 'Demand  for domestic  goods' a nd  'domestic demand for goods' a re d ifferent concepts .  
Demand for domestic goods i nc l udes demand for goods by the domestic  consumers and by the 
fore igners .  Domestic demand  for goods i nc l udes ( i )  demand  for goods prod uced domestica l ly, a nd  
( i i )  demand  for goods  prod uced ab road . 

Demand for domestic goods = C + I +  G + X - M .  

Domestic demand for goods = C + I + G .  

S o  that, Demand for domestic goods = Domestic demand for goods + ( X  - M ) . ] 

7. M isce l l aneous Questions and Reference to the Text for Answers 

A . Questions of 3 & 4 marks each 

1 .  What i s  meant by fore ign excha nge rate? G ive th ree reasons why peop le  des i re to ho ld  fore ign 
excha nge .  [Page 333, 346, 347) 

2 .  How is fore ign excha nge rate dete rm i ned? Use d i agram .  [Page 335, 336) 
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3 .  What is B retton Woods System of excha nge? [Page 344, 345] 

4. Write a short note on flex ib l e  excha nge rate system .  [Page 334] 

5. When demand for a fore ign cu rre ncy i nc reases, rate of excha nge fa l l s .  Exp l a i n , how? [Page 334, 335] 

6. State fou r  sou rces each of demand for and  s upp ly of fore ign excha nge . 

Or 

G ive th ree sources each of demand for and s upp ly of fore ign excha nge . [Page 346-348] 

7. Why does a r ise i n  fore ign excha nge rate ca use a r ise i n  its supp ly? [Page 340, 341 ] 

8. Defi ne  fore ign excha nge rate . Why does the demand  fo r fore ign excha nge r ise when its pr ice fa l l s?  
[Page 333, 348] 

9. Exp l a i n  the effects of an i nc rease in s upp ly of fore ign cu rrency on excha nge rate? [Page 338, 339] 

10. Exp l a i n  the pr i nc ipa l  cha racte r istics of fo rwa rd market in fore ign excha nge . [Page 350] 

11 .  State the d ifference between spot excha nge rate and  forwa rd excha nge rate . [Page 350] 

B. Questions of 6 marks each 

1. What do you mea n by excha nge rate? Exp l a i n  the ma i n  factors wh ich  dete rm ine  excha nge rate. 
[Page 333, 346-348] 

2. How is eq u i l i b r i u m  rate of excha nge determ ined?  Exp la i n  with the he l p  of a d iagram . [Page 335, 336] 

3 .  How is B retton Woods System d iffe rent from Go ld  Sta nda rd System of excha nge rate? 
[Page 344, 345] 

4. Differentiate between  spot ma rket and  forwa rd ma rket. [Page 350] 

5. What dete rm i nes the supp ly of fore ign excha nge in a cou ntry? [Page 347, 348] 

6. What is pa rity va lue? 

[Hint: I n  the context of  exchange rate i n  fore ign excha nge market, pa rity va l ue  refers to the va lue  of  one 
cu rrency i n  te rms of the othe r  for a given basket of goods and  services . If a US do l l a r  buys 50 times 
the goods and services i n  I n d ia, compa red to a ru pee, the pa rity va l ue  of a do l l a r  shou l d  be 50 : 1 .  
Accord ing ly, the excha nge rate between  ru pee and a do l l a r  ought to be t 50 : $ 1 .  Any cha nge i n  the 
pa rity va l u e  wou l d  i mp ly a correspond ing  cha nge i n  the excha nge rate . ]  

7 .  Exp l a i n  the concept of hedg ing i n  the context of i nternationa l  money ma rket. 

[Hint: Hedg ing refers to ' r i sk ma nagement'. I t is an important concept in the context of forwa rd 
ma rket for fo re ign excha nge . I n  such a market, contracts (for  the supp ly and  demand )  of fore ign 
excha nge a re made at one po i nt of ti me  and these a re to be honou red someti mes in the fut u re .  
Wh i l e  ma ki ng  such  contracts, the  buye rs a re ma nag ing the r i s k  o f  r i s e  i n  pr ice o f  fo re ign excha nge, 
wh i l e  the se l l e rs a re ma nag ing  the r i sk  of fa l l  in the price of fo re ign excha nge in the nea r  futu re .  
Th i s  i s  wha t  hedg ing means .  I t  i s  gu a rd i ng aga i nst the  r i s k  o f  cha nge i n  excha nge rate i n  the nea r  
futu re . ]  
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DOs and DON'Ts 

1 .  You must understand it: I f  a do l l a r  becomes expens ive i n  terms of rupees, i t  shou ld  not be taken a s  
a s ituat ion w h e n  t h e  I nd i a n  Government has  t o  pr in t  more notes t o  b u y  t h e  do l l ars .  I n stead, i t  i s  a 
s i tuat ion when a do l l a r  can  buy more goods and  services i n  the I nd i a n  market Thus ,  what we i n  fact 
lose is not more ru pees for a do l l a r, but more goods and  services for a do l l a r. 

2. Hedg ing i s  done when we lock the exchange rate fo r future tra nsact ions .  But  t h i s  shou ld  not be 
i nterpreted as  a mea ns  to make ga i n s .  Hedg i ng  i s  only a means to p rotect us  from the r isk of a poss ib l e  
r i se  i n  exchange rate i n  the near  futu re .  Bu t ,  the exchange rate may even fa l l .  I n  such a s i tuat ion ,  
hedg i ng  (at  the current rate of exchange) may cause losses . 

3 .  Equ i l i b r i um exchange rate i s  ach i eved when supp ly  of  a fore ign  cu rrency i s  eq ua l  to  demand for a 
fore ign cu rrency. But ,  it i s  important to remember that the equ i l i b r i um exchange rate (as determ ined 
by the free p l ay of supp ly-demand forces) becomes redundant (pract ica l l y  i rre l evant) because of 
managed float i n g  or d i rty f loat i ng .  D i rty float ing  a ims  at i nfl uenc i ng  the supp ly-demand forces . To that 
extent, market rate of exchange fa i l s  to be a n  eq u i l i b r ium rate of exchange .  The d ivergence between 
the ma rket rate of exchange and equ i l i b ri u m  rate of exchange imp l ies that exports and i mports in the 
g loba l  economy are not ent i re ly  determ i ned by the free p l ay of the market forces.  

• Key Merits and Demerits of Fixed and Flexible System of Exchange Rate 

Fixed Exchange Rate 

Merits 

(i) Market Stabil ity: Stab i l ity of the market is key mer it of fixed exchange 
rate. I t  p romotes i nvestment across nat ions .  

(i i) Stab le Macroeconomic Policies: G iven the  fixed exchange rate, the 
centra l bank can frame its moneta ry po l icy and the government can frame 
i ts fi sca l  po l i cy, i n dependent of the externa l  shocks re lat i n g  to fl uctuat ions 
in exchange rate. 

(i i i) Devaluation-A Key Tool to expand Foreign Market for the Domestic 
Producers: F ixed exchange rate system a l l ows deva l uat ion of the 
cu rrency. I t  i s  a p l anned fa l l  in the va lue of the domestic cu rrency. I t  he lps 
expand fore i gn  ma rket for the domest i c  producers . 

Demerits 

(i) Reserves of Forex: To ma i nta i n  the rate of exchange at the des i red leve l ,  
the government n eed to keep a l a rge stock of fore i gn  exchange .  Th i s  i s  the 
pr i nc ipa l  demer it of the fixed exchange rate system . 

(i i) Inefficient Al location of Resources: Exchange rate fixed by the government 
often deviates from the equ i l i b ri um exchange rate (i n a free market 
economy) .  To that extent, a l locat ion of resources may not be effic ient 

( i i i) Smal l Size of Forex Market: When the rate of exchange i s  fixed, fore ign  
exchange does not emerge a s  a trad i ng  commod ity. Accord i ng ly, s i ze 
of the forex market rema i n s  sma l l .  Th i s  acts as a h u rd le  i n  the g loba l  
economic g rowth .  
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(iv) Speculative Attack on a Currency: There are specu lat ive attacks on a 
cu rrency. Thus , if rupee i s  expected to be deva l ued i n  re lat ion to US do l l a r, 
the investors wou ld  sta rt buyi ng do l l a rs (to be converted i nto rupees after 
deva l uat ion) . Such specu lat ive attacks often force the government to 
reset the rate of exchange .  

Flexible Exchange Rate 

Merits: 

(i) Large Reserves of Forex not requi red : Flex ib le  system of exchange rate 
does not requ i re l a rge reserves of fore ign exchange with the government. 
Market forces of supp ly and demand automat ica l ly d rive the rate of 
exchange to the poi nt of eq u i l i bri um .  

( i i) Efficient Al location of  Resources : Efficient a l l ocat ion of  resources is  
ach ieved, as the system is  ru led by the free p lay of the market forces . 

( i i i) Large Size of the Forex Market : S ince fore ign exchange itself becomes a 
trad ing  commodity, the s ize of forex market tends to be la rge . Th is i nduces 
economic g rowth across a l l  parts of the worl d .  

(iv) I nternational Mobil ity of  Liquid ity: S ince l a rge reserves of  forex are not 
requ i red, flex ib le  exchange rate tends to promote i nternat iona l  mob i l ity of 
l i q u i d ity. Th is is good for the less deve loped countr ies ( l i ke I nd ia) , where 
fore ign investment is a s i gn ificant determ inant of GDP  g rowth .  

Demerits 

(i) Marginal isation of Weak Currencies: Flex ib le  exchange rate system leads 
to marg i na l isat ion of weak cu rrenc ies i n  the i nternat iona l  money market. 
Weak cu rrencies (of sma l l  economies) often suffer huge depreciat ion i n  
re lat ion to  strong cu rrenc ies (of b i g  econom ies) .  Accord ing ly, ga i n s  of 
i nternat iona l  trade accrue more to the la rge econom ies than the sma l l  
economies .  

( i i) Uncertainty of the Market: There i s  a h igh deg ree of uncerta i nty i n  the 
market. Owing to the frequently chang ing  rate of exchange, it becomes 
d ifficu lt to formu late a stab le monetary po l i cy in the domestic economy. 

( i i i) External Shocks: Flex ib le  exchange rate system exposes the domestic 
economy to externa l  shocks. Example: As and when US do l l a r  appreciates 
(in re lat ion to I nd ian  rupee), the burden of import payments tends to ri se, 
even when the i nternat iona l  pr ice of the goods is constant. Because 
payments are to be made i n  terms of do l l a rs, and (after a r ise i n  exchange 
rate) la rger amount of the I nd ian  cu rrency i s  needed to pay the same 
amount of do l l ars . 

Ill  
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h ·. / ., CHAPTER: 12 

///� 
. h'l/ 

O F  PAYM ENTS 

• BoP (or BoP Accounts): Meaning 

• Components/Structure of BoP Account: 

Current Account, Capital Account and Official Reserves Account 

• Equilibrium and Disequilibrium in BoP-BoP Deficit 

I . BOP (OR BOP ACCOUNTS) : M EAN ING 

Balance of payments (BoP) is a statement of accounts showing all 
monetary transactions (or economic transactions) of a country with 
the rest of the world during a period of time, generally one year. 
These transactions may be made by the individuals, firms and the 
government of a country. Broadly, the monetary transactions relate 
to: (i) export and import of goods. In the BoP language, it is called 
'merchandise' or 'visible trade' (simply because goods are visible when 
they cross the borders. Goods can be seen), (ii) export and import 
of services. It is called 'invisible trade' (simply because services are 
not visible when they cross the borders. Services cannot be seen), 
(iii) international sale and purchase of financial assets. These assets 
include stocks and bonds, and (iv) international sale and purchase of 
real assets. Real assets are like plant and machinery. 
There is a flow of foreign exchange into the country when we export 
goods and services or when the foreigners invest in our financial or 
real assets. Likewise, there is a flow of foreign exchange from our 
country to rest of the world when we import goods and services 
or when our residents invest in the financial or real assets of other 
countries. BoP accounts record all receipts and payments of foreign 
exchange. Receipts are recorded as credit items, while payments are 
recorded as debit items. The BoP accounts, thus prepared, reflect 
performance of our economy in relation to rest of the world. 

,, 
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Note 

Only  such goods a re 
t reated as 'export' which 
a re tang ib le  and can be 
seen cross ing the borders 
as merchand ise. Goods 
bought by the fore ign 
tour ists i n  the domestic 
markets a re not treated 
as 'export' . L i kewise 
goods purchased by the 
domestic tou rists in  rest of 
the wor ld  a re not treated 
as ' import' . 

I 
In BoP Accounts 

2. COMPONENTS OF BOP ACCOUNT 

BoP accounts inc lude :  ( i )  cu rrent accou nt, ( i i )  capital accou nt , and 
( i i i )  offic ia l reserves accou nt. Fol lowing i s  thei r br ief descri ption :  

Current Account 

Cu rrent accou nt reco rds recei pt and payment of foreign exchange on 

account of such transact ions wh ich  do not i mpact asset-l iabi l ity status 

of a cou ntry i n  re l ation to rest of the worl d .  L iabi l it ies or assets of 

a country ( i n  re lat ion to rest of the world )  are ne ither rai sed nor 

red uced . I n  other  words ,  cu rrent accou nt transacti ons  do not give ri se 
to 'futu re c lai ms ' . 

Components 

Pri nc ipal items ( components) of cu rrent account BoP are as under: 

( i )  Export and Import of Goods 
Export and import of goods is treated as 'merchand ise' or  'v is ib le 

trade' .  Th i s  i s  a v is ib le trade because goods are tangib le  (material ) and 
therefore , can be seen whi le c ross i ng the borders .  Example: Export or 

import of ce l l u lar phones can be seen wh i le cross ing the borders .  

( i i ) Export and Import of Services 
Export and import of services is treated as ' i nv is ib le trade' .  Th is  i s  
because services are not tangib le (material ) and therefore , cannot be 

seen wh i le  crossing the borders .  Example: I nsurance services be ing 

rendered across the borders cannot be seen as crossing the borders. 

Services are further classified as : factor services and non-factor services . 

(a) Factor Services : Factor services are those wh ich lead to factor 

payments or factor i ncome.  I n  the BoP accounts, monetary 
transact ions re lated to factor incomes are sp l it as : ( i )  i nvestment 

income, and ( i i )  compensation of employees .  I nvestment i ncome 
inc ludes i ncome on accou nt of rent, i nterest and profit. 

Factor Incomes = Compensation of employees 
+ 

Investment income (= rent + interest + profit) 

(b) Non-factor Services : Non-factor servi ces i nc lude al l serv ices ,  
other than factor services .  I n surance and bank ing services may 
be cited as examples .  Monetary transact ions related to non

factor services are recorded as rece ipts when these services are 
exported , and as payments when these services are imported . 
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( i i i )  Cu rrent Transfers 

Current transfers refer to 'transfers for free'. These are unilateral 
transfers made by way of gifts, grants and remittances (by the 

residents settled abroad). In the BoP accounts, current transfers are 
treated as an element of 'invisibles'. 

Important Observations 
In the BoP accounts, current transfers are treated as an element of invisibles. So that, invisibles 
in the BoP accounts include: (i) monetary transactions related to export and import of factor services, 
(ii) monetary transactions related to export and import of non-factor services, and (iii) monetary 
transactions related to current transfers. 

I nvisibles in BoP Accounts 
(1 ) Monetary transactions + (2) Monetary transactions 

related to export and import of services related to current transfers 

JJ 
(i) Monetary transactions related to 

export and import of factor services 
(briefly called 'income') 

+ 
(ii) Monetary transactions related to 

export and import of non-factor services 

Following is a flow chart presentation of the components of current 

account BoP : 

Components of Current Account BoP 
Or 

Structure of Current Account BoP 

Export of Goods I m port of Goods 
I nvi s ib les  (X) (M) 

t 
i 

t I 
' i 

Export a n d  I m port 
of Merchand i se I ncome 

Non-factor Services 
or [ inc l ud ing a l l  

[Sh i pp i ng, I n su rance, 
Export a n d  I m port components of 

i ncome from factor Bank i ng, etc.] 
of Vis i b les  services] ' ' 

Monetary transact ions Monetary transact ions  
on account  of export on account of export 

and im port of and i m port of 
facto r services non-factor serv ices 

[Note: Cu rrent account records a l l  payments to rest of the world as debit 
( ind icated by the ' - '  sign) and a l l  rece ipts from rest of the world as 
credit ( ind icated by the '+' sign) .  Net rece ipts refer to the difference 
between receipts and payments . ]  

F®CUS 
ZONE  

i 
Cu rrent  Tra nsfers 

[G ifts, Grants and 
Workers' Rem itta nces] 

:J 

Un i l atera l  tran sfers, 
or  t ransfers 

for free 
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Estimation of Balance Related to Cu rrent Account 

'Balance' relating to current account BoP is estimated in terms of four 
parameters as under: 

(i) Trade Balance/Merchandise Balance = X - M. 
Trade balance is reflected as: 
(a) Trade Deficit when M > X, and 
(b) Trade Surplus when X > M. 

(ii) Goods and Services Balance 

[ 
Export �f Goods 

] [ 
Import �f Goods 

] - Export of - Import of 
non-factor services non-factor services 

= Trade balance + Balance on account of non-factor services 
(iii) Invisibles Balance 

= Balance on non-factor services 
+ Balance on income (balance on factor services) 
+ Balance on current transfers 

(iv) Current Account Balance 
= Trade Balance 

+ Invisibles Balance 
It must be clearly understood that: 
While estimating trade balance, we consider goods only. 
While estimating goods and services balance, we consider (i) goods, 
and (ii) non-factor services only. 
While estimating invisibles balance, we consider (i) balance relating 
to non-factor services, (ii) balance relating to factor services (called 
balance on income), and (iii) balance on current transfers. 
Table 1 shows actual estimation of Balance relating to Current Account 
BoP. 

Table 1 . Estimation of Balance related to Current Account BoP 
(based on data for the period 2017-1 8 ,  Economic Survey, 201 8-1 9) 

Items US mi l l ion $ 

Exports 3 ,08,970 

Im ports 4,69,006 

I nv is i b les ( net) 1, 1 1, 3 19 

( a )  Non-factor Services 77,562 

(b) I ncome -28,681 

(c )  Tra nsfers 62,438 
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1. Trade Balance 
= X - M 
= 3,08,970 - 4,69,006 
= (-) 1,60,036 Trade Deficit 

2. Goods and Services Balance 
= Trade balance + Balance on account of non-factor services 
= (- )  1,60,036 + 77,562 
= (- )  82,474 

3. Invisibles Balance 
= Balance on non-factor services + Balance on income 

(factor services) + Balance on transfers 
= 77,562 - 28,681 + 62,438 
= 1,11, 319 

4. Current Account Balance 
= Trade balance + Invisibles balance (= Net of invisibles) 
= (- )  1,60,036 + 1,11, 319 
= (- )  48,717 

[Note: ( i )  Exports of goods and services are recorded as positive (+) items 
as these cause f low of foreign exchange i nto the domestic 
economy. 

( i i )  Imports of goods and services are recorded as negative (- )  items 
as these cause f low of foreign exchange out of the domestic 
economy. 

( i i i )  All rece ipts on account of transfers are recorded as positive (+) 
items, wh i le  payments are recorded as negative (-) items . ]  

f>TS 
Q. 1. Name three such items wh ich a re not i nc l uded i n  ba la nce of trade .  
Ans. Three items which a re not i nc l uded i n  ba la nce of trade are: 

( i )  Export and import of services such as of sh ipp ing, insurance and banking .  

( i i )  I nterest and d iv idend payments between the countr ies . 

( i i i )  Expenditu re by the tourists. 

Q. 2 .  What i s  the d ifference between ba lance of trade and current account ba l ance? 

Ans. Ba lance of trade refers to the ba lance occu rr ing on account of export and import of vis i b le items 
(goods on ly ) .  

Current account ba la nce inc ludes the ba l ance of trade as  wel l as  ba la nce on i nv is ib les .  
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Export and im port of 
ca pita l g oods (p lant 
and mach i nery) is N OT 
i nc l uded in the capita l 
accou nt. Export and 
impo rt of a l l  types 
of goods (consumer 
goods or  cap ita l  
goods) i s  recorded as 
'merchand ise' or  'vis ib le  
trade' i n  the cu rrent 

account  of BoP. 

Capital Account 

Capital account records receipts and payments of such transactions 
which cause an impact on asset-liability status of a country in relation 
to rest of the world. Liabilities or assets of a country (in relation to 
rest of the world) are either raised or reduced. In other words, capital 
account transactions lead to future claims. 
Confusion is sometimes raised with regard to the export and import 
of capital goods, like plant and machinery. Should such transactions 
be incl uded in the capital account? Answer is 'No'. Let it be absolutely 
clear that the export and import of all types of goods (consumer 
goods or capital goods) is recorded as 'merchandise' or 'visible trade' 
in the current account of BoP. Thus, export and import of capital 
goods has nothing to do with capital account of BoP. 

Components 

Two principal components of capital account are: 
( 1) Borrowing, and 
(2) Foreign investment. 
(1 ) Borrowing: Borrowing is split as: 

(i) External commercial borrowing, and 
(ii) External assistance. 

The principal difference between the two is that while external 
commercial borrowing is available at the market rate of interest 
(in the international money market), external assistance is 
available at the concessional rate of interest. 
Borrowing from rest of the world raises our liability to rest of 
the world. But, note it carefully, that it is recorded as a 'credit 
item' in the capital account of BoP. The reason is this: all receipts 
of foreign exchange are recorded as credit items in the BoP 
accounts. Thus, borrowing of rest of the world (or lending to 
rest of the world) would be recorded as 'debit item' in the capital 
account, as it causes flow of foreign exchange from our country 
to rest of the world. 

(2) Foreign I nvestment: Foreign investment is split as: 
(i) Portfolio Investment, and 
(ii) Foreign Direct Investment (FDI). 
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Portfolio Investment basically refers to foreign institutional 
investment (FIi). It is investment by rest of the world in shares 
and bonds of the domestic companies. 
Foreign Direct Investment relates to ownership of enterprises (in 
the domestic economy) by rest of the world. Example: Walmart 
stores in India. 

Other Components of Capital Account 

Besides, borrowing and investment (which are the principal components 
of capital account) there are other components, as under: 
(3) NRI Deposits: In the context of the Indian economy, 'N RI deposits' 

is also a significant constituent of capital account. However, here 
a note of caution is essential: 
Only such NRI deposits are to be considered (as a component of 
capital account) which are made in the domestic economy. Thus, 
non-resident Indians should make deposits in India. 
It also needs to be noted that money sent by the NRls to their 
families in India is to be treated as 'current transfers', and are 
to be recorded in current account of BoP. Only deposits held 
by NRls in the domestic economy are to be considered as a 
component of capital account. 

(4) Banking Capital (Other than NRI Deposits): Banking capital is 
yet another component of capital account. It refers to 'foreign 
assets' held by the commercial banks. Owing to drawdown of 
foreign assets of the commercial banks (the commercial banks 
converting their foreign assets into liquidity), inflow of foreign 
exchange into the domestic economy tends to rise. 

(5) Short-term Trade Credit: In the context of the Indian BoP, short
term trade credit is another important component of capital 
account. It arises on account of purchases in the international 
market without making immediate payment. Repayment of 
short-term debt to rest of the world leads to outflow of foreign 
exchange to rest of the world. Accordingly, it is recorded in the 
capital account with a negative sign. Inward flow of foreign 
exchange (from rest of the world), on the other hand, is recorded 
with a positive sign. 

Following is a flow chart presentation of the components of capital 
account BoP: 

Balance of Payments 371 



F®CUS 
ZON E  

8 Borrow ing ' 
Exte rna l  

Commerc i a l  
Borrowing 

I 

Components of Capital Account BoP 
Or 

Structure of Capital Account BoP 
(indicating Net Capita l F lows) 

8 Fore ign I nvestment 

Exte rna l  
Ass i stance 

Fil 
(Fore ign  I n st itut iona l  

I nvestment; a l so  ca l led 
Portfo l i o  I nvestment) 

N R I 
Depos its 

FDI 
(Fore ign D i rect 

I nvestment) 

-----
9 Banking 

Cap i ta l  
(exc l ud i ng  

NR I  De os its) 

0 Short-te rm 
Trade 
Cred it 

[Note: ( i )  S im i lar to current account, capital account records al l payments 
to rest of the world as debit, i nd icated by the · - ·  sign and 
al l receipts from rest of the world as cred it, i nd icated by the 
'+' s ign . 

( i i )  Often ,  flows i n  the cap ital account are shown as 'Net Capital 
F lows'. Net flows reflect the balance on account of capital 
account transactions, which may be positive or negative. 
Positive balance ind icates that the inward flow of fore ign 
exchange is greater than the outward flow, wh i le  the negative 
balance ind icates just the opposite . ]  

Estimation of Balance Related to Capital Account 

Balance of the capital account is estimated as the net of positive 
and negative values. Table 2 shows the actual estimation of Capital 
Account Balance in India. 

Table 2 . Estimation of Capital Account Balance (based on data for 
the period 2017-1 8 ,  Economic Survey, 201 8-19) 

Items -
Externa l  Ass i stance ( net) 

Externa l  Commerc ia l  Borrowing (net)  

Short-term Cred it 

US mi l l ion $ 
--------+-- -

Bank ing Capita l ( net) ( i nc l us ive of NR I  Deposits ) 

Fore ign I nvestment ( net) 

2,944 

-183 

13,900 

16, 190 

52,401 

Other F l ows (net) 

Cap i ta l  Account Ba lance 

6,138 

91,390 

372 Introductory Macroeconomics 

Read
 

 
You

r F
low

Fi
nd
 Y

ou
r 

 fo
r F

ree

eB
ook

s



It shows that du ring the period (201 7-1 8) ,  there has been a net i nflow 

of fore ign exchange of US $ 91 , 390 on account of cap ital account 

BoP transact ions .  

Overa l l  Balance 

I n  the Ind ian BoP accounting system,  overal l balance i s  estimated as the 

sum total of ( i )  cu rrent account balance , ( i i )  capital account balance, and 

( i i i )  e rrors and omiss ions (accounting for stati stical d i screpancies) . 

Overal l Balance = Current account balance 

+ Capital account balance 

+ Errors and om iss ions 

Here i s  an i l l u stration of the Estimation of Overall Balance (based on 
data for the period 2017-1 8 ,  Economic Survey, 201 8-19) .  
Overal l  Balance 

= Cu rrent account balance + Capital account balance + Errors 

and omiss ions 

= (- )  48 ,71 7 + 91 , 390 + 902 = 43 , 574 (US m i l l ion $ )  

t t t t 
Current Cap ita l Estimated Overa l l  
account account va l ue  of ba la nce 
ba la nce ba lance errors and  

om issions 

Official Reserves Account 

( ind icati ng Reserves of Forex with the RBI )  

The overal l  balance i s  f ina l ly reflected i n  the  Offic ial Reserves Accou nt 

of the RB I .  Because,  RB I  i s  the custod ian of forex reserves of the 

country, and al l forex transact ions i n  the country are routed through 

the RB I .  If overal l balance i s  pos itive (as i n  the above i l l u stration ) ,  it 

causes i ncrease in off ic ia l reserves ;  if overal l balance i s  negative , it 

causes decrease in off ic ial reserves .  

I n  the above i l l u stration ,  Official Reserves Account of the RB I  wou ld  

show an increase of  43 ,574 US  m i l l ion $ .  

Here ,  comes an important observation which needs to be carefu l ly noted : 

Somet imes , Offic ia l  Reserves Account i s  shown as a part of the 

cap ital account BoP, rather than a separate account .  If offic ial reserves 

are shown as a part of the capital account BoP, then BoP always 

balances . Because (for pu rpose of balanc ing BoP accounts ) ,  i n crease 

in the offic ia l rese rves i s  i nd icated by a negative s ign , wh i le decrease 

is i nd i cated by a pos itive s ign . Tab le 3 is an examp le  of I nd ia 's BoP 
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accounts, wherein increase/decrease in official reserves is shown as 
a part of the capital account BoP. Accordingly, BoP shows a perfect 
balance, or the balance of BoP accounts is equal to O (zero). Table 3 is 
based on the actual data relating to some major items of India's BoP. 

Table 3 .  Major Items of Ind ia's BoP, showing how 
Balance of Payments always Balances 
(2017-1 8 ,  Economic Survey, 201 8-19) 

Items US mi l l ion $ 

1. Exports 3,08,970 

2 .  Imports 4,69,006 

3 .  Trade Ba lance (-) 1,60,036 

4 .  I nv is ib les (net) 1, 11 ,319 

5. Cu rrent Account Ba lance (-) 48, 717 

6 .  Capita l Account Ba lance 91, 390 

7 .  E r rors and Omiss ions 902 

8. Overa l l  Ba lance 43,574 

9 .  *Offic ia l  Rese rves [ I ncrease (-)/Decrease (+) ]  (-) 43,574 

* Item 9 i n  BoP accou nts a lways shows change i n  officia l  reserves ( i ncrease or  
decrease) .  I t  neve r shows tota l officia l reserves. I n  the p resent tab l e, there is an  
i ncrease i n  offic ia l  rese rves as  i nd i cated by  a '-' s ign. To repeat, in crease i n  offic ia l  
rese rves i s  i nd icated by  a '-' s i gn ,  wh i l e  the decrease i s  ind icated by  a '+' s i gn .  Th i s  i s  
on ly then that the BoP account wou l d  reflect a pe rfect ba l ance (= O ) .  

In case, Official Reserves are not shown as a part of the capital account, 
the Official Reserves Account is separately presented and classified as 
"Below the Line". In such situations, the current and capital accounts 
together may show a surplus or deficit BoP. 
Thus: 

BoP Surplus = Current Account Surplus + Capital Account Surplus 
(When Official Reserves Account is not a part of 
capital account) 

BoP Deficit = Current Account Deficit + Capital Account Deficit 
(When Official Reserves Account is not a part of 
capital account) 

BoP always balances when Official Reserves Account is a part of 
capital account, and therefore: Current account balance + Capital 
account balance = Zero. 
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3 .  EQUILIBRIUM AND DISEQUILIBRIUM IN BOP 

BoP eq uilibrium is struck when: Current account balance + Capital 
account balance + Errors and omissions = Zero, and there is no 
movement (increase or decrease) of official reserves of the central 
bank. In case we ignore the element of errors and omissions, we can 
say that the BoP equilibrium is stuck when: 
Current account balance + Capital account balance = Zero, and there 
is no movement (increase/decrease) of the official reserves. 

Or 

We can say that BoP is in a state of equilibrium when any negative 
balance in the current account is equally counterbalanced by a 
positive balance in the capital account, and there is no change in 
official reserves of the central bank. 

Thus, in a state of BoP equ i librium inward flow of foreign exchange 
( on account of current account and cap ital account transactions) is 
exactly equal to the outward flow of foreign exchange, and there is 
no change in official reserves ( of foreign exchange and gold) with the 
central bank of the country. 

A disequilibrium in BoP occurs when the sum total of current account 
balance and capital account balance is not zero; instead it is either 
some positive number or some negative number. In case the sum 
total of current account balance and capital account balance is some 
positive number, it indicates BoP Surplus. On the other hand, if the 
sum total of current account balance and capital account balance is 
some negative number, it indicates BoP Deficit. Thus, we have: 

(i) BoP Disequ i l ib r ium when : 

Current account balance + Capital account balance is NOT equal 
to zero, and it causes the movement of official reserves. 

(ii )  BoP Surp lus when: 

Current account balance + Capital account balance is some 
positive number, pointing to net inward flow of foreign exchange, 
and leading to an increase in official reserves. 

(i i i )  BoP Deficit when : 

Current account balance + Capital account balance is some 
negative number, pointing to net outward flow of foreign 
exchange, and leading to a decrease in official reserves. 
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Autonomous and Accommodati ng Items of BoP Account 

BoP transactions or items in BoP account are often classified as 
autonomous items and accommodating items. The difference is as 
under: 
Autonomous items refer to such BoP transactions which are undertaken 
with a view to making profits. It is due to these transactions that there 
is a BoP deficit/surplus. Accommodating items, on the other hand, 
refer to such transactions which are undertaken by the central bank 
of a country with a view to correcting BoP imbalance and restoring 
BoP equilibrium. It is important to note that accommodating items do 
not cause any movement of goods and services across the borders. 
These relate only to the movement of official reserves with a view to 
correcting BoP imbalances. 
Often the accommodating items are not reflected as an element of 
BoP accounts. These are therefore called 'below the line' items, while 
autonomous items are called 'above the line' items. Thus, when BoP 
deficit/surplus is estimated, it is with reference to only the autonomous 
items or autonomous transactions of BoP. 

Autonomous Items and Accommodating Items-The Difference 

F®Cus ____ A_u_t_o_n_o_m_o_u_s_lt_e_m_s ______ A_c_c_o_m_m_o_d_a_ti_n_g_l_te_m_s __ 

ZONE  (i) Autonomous items refer to such (i) Accommodating items are 
BoP transactions which are free from the considerations 
undertaken for considerations of profit 
of profit. 

(ii) Autonomous items are the 
cause of BoP imbalance (BoP 
surplus or BoP deficit). 

(iii) Autonomous items may involve 
the movement of goods across 
the borders (like export and 
import of consumer goods or 
capital goods). 

(iv) Autonomous items are classified 
as 'above the line' items of BoP 
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(ii) Accommodating items are 
meant to restore BoP balance. 

or 
Accommodating items 
are meant to correct BoP 
imbalance. 

(iii) Accommodating items do 
not involve the movement of 
goods across the borders. 
These items only involve the 
movement of officia l reserves 
with the RBI. 

(iv) Accommodating items are 
classified as 'below the line' 

items of BoP 
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Significance of BoP Accounts ( or BoP Data) 

Having understood the concept and composition of BoP accounts, 
we can now write the significance of these accounts, in terms of the 
following observations: 
(1) Financial Status of the Domestic Economy: BoP accounts reveal 

financial status of the domestic economy in relation to rest of 
the world. Borrowing reveals dependence on rest of the world. It 
points to backwardness of the domestic economy. 

(2) Net Factor Income from Abroad: BoP data offers information on 
net factor income from abroad. It is an important component of 
national income. 

(3) X - M (A Component of AD): BoP accounts show exports and 
imports of a country. We know, net of exports (X - M) is an 
important component of AD (aggregate demand in the domestic 
economy). Rise in 'X - M' leads to a rise in AD. It directly impacts 
the level of output and employment in the domestic economy 
(particularly when there is unemployment due to deficiency of 
AD). 

(4) Market Potential : BoP accounts reflect market potential in the 
domestic economy. It is reflected by the size of foreign investment. 
Larger size of foreign investment points to high market potential 
in the economy. 

(5) Monetary and Fiscal Policies: BoP performance of a country 
impacts its monetary and fiscal policies. In the event of greater 
flow of foreign exchange from rest of the world, there is a pressure 
of demand for the domestic currency. The RBI has to account for 
it in the formulation of its monetary policy. Likewise, poor-flow 
of foreign investment in the domestic economy, may point to 
hard tax laws in the domestic economy. The government must 
account for it in the formulation of its fiscal policy. 

Briefly, BoP accounts (or BoP data) reveals financial strength of a 
country in relation to rest of the world. For less developed countries 
like India, it highlights the need for borrowing from rest of the world 
as well as the need for foreign investment. 
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1 .  

2 .  

SOM E VITAL DIFFERENCES 

Current Account BoP and Capital Account BoP 
Current Account BoP 

(1) Concept 
Current account records rece ipts and  payments of 
fore ign exchange on account of such t ransactions 
which do not impact asset- l ia b i l ity status of a 
country i n  re lation to rest of the world .  Thus, 
current account  transactions do  not give r ise to 
futu re c la ims .  

(2) Composition 
Cu rrent account tra nsactions i nc l ude :  

( i )  Export and  import of goods (ca l l ed v i s i b l e  
trade) , 

( i i )  Export and import of services (ca l led i nvis ib le  
trade) ,  

( i i i )  Cu rrent t ransfers . 

(3) Significance 
( i )  Cu rrent account t ra nsactions revea l  X - M, an  

important component o f  AD i n  t he  domestic 
economy. 

( i i )  Cu rrent account t ransactions revea l  net factor 
i n come from abroad, an  importa nt component 
of nationa l  i ncome.  

( i i i )  Because of the i r  d i rect impact on  AD,  cu r rent 
account transactions impact the leve l of output 
and  emp loyment i n  the domestic economy. 

Capital Account BoP 

Capita l account records recei pts and payments of 
fo re ign excha nge on account of such t ra nsactions 
wh ich impact asset- l i ab i l ity status of a country i n  
re lation to  rest o f  the world .  Thus, cap ita l  account 
t ran sactions g ive r ise to futu re c l a ims .  

Capita l account t ransactions  i nc l ude :  
( i )  Borrowing, 

] 
P r i nc ipa l  components 

( i i )  Fore ign I nvestment, 
( i i i )  N R I  Deposits, 
( iv) Bank ing  Capita l ,  
(v) Short-te rm Debt. 

] Othec  com po"'"" 

( i )  Cap ita l  account tra nsactions reveal  borrowings 
from rest of the world. It i s  a reflection of 
backwardness of the domestic economy. 

( i i )  Cap i ta l  account  tra n sa ct i ons  s how fo re ign 
i nvestment i n  the domest i c  eco nomy. W h i l e  
i t  revea l s  ma rket potent i a l  o f  the  domest ic 
economy, i t  a l s o  revea l s  depend ence on  rest of 
the world fo r o u r  G D P  growth .  

( i i i )  Cap i ta l  account t ran sact i o n s  do  no t  cause 
a ny d i rect i m pact o n  the  leve l  of output  
and  emp l oyment  i n  t he  econo my. These  
tra n sa ct i ons  j u st revea l  a sset-l i a b i l i ty status  of  
the  economy i n  re l a t i on  to rest of the  wor l d .  

Balance of Trade and Current Account Balance of Payments 
Ba lance of Trade 

( i )  Ba la nce of t rade i s  that account which records 
imports and exports of goods on ly. 

( i i )  I t  is the d ifference between v i s ib le  exports and  
vis i b l e  imports .  

( i i i )  I t  i nvolves i nternationa l  t ransactions re lating  to 
phys ica l  goods which ca n be seen cross ing the 
borders. 

Current Account Balance of Payments -
( i )  Cu rrent account ba lance of payments is that 

account which records (a) import and export 
of goods, (b) import and export of services, and  
( c )  cu rrent t ransfers. 

( i i )  It i s  the sum tota l of t rade ba lance and  i nvis i b l es 
ba la nce. I nv is i b les ba lance i nc l udes (a )  ba la nce 
on non-factor servi ces, (b )  ba lance on income 
ar i s ing out of factor services, and (c) ba la nce on 
t ransfers . 

( i i i )  It i nvolves i nte rnationa l  transactions re lating 
to phys ica l  goods (wh i ch can be seen cross i ng 
the borders) as we l l  as transactions relati ng 
to services wh ich cannot be seen cross i ng  the 
borders .  
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3 .  Balance of Payments and Balance of Trade 
Ba lance of Payments Ba lance of Trade 

( i )  Ba la nce of payments i s  a summary statement of ( i )  Ba lance of trade is the d ifference between 
al l economic tra nsactions of a cou ntry with rest v is ib le exports (X) and vis ib le  imports (M ) .  
o f  wor ld .  

( i i )  I t  records tran sactions re lated to goods as wel l  ( i i )  I t  records transactions related to goods on ly 
as services .  

( i i i )  I t  records both cu rrent account as  we l l  a s  ( i i i )  It does  not record cap ita l account transactions .  
cap ita l account transactions .  

( iv) BoP a lways ba lances, p rovi ded movement of ( iv) It i s  e ither positive (X > M )  o r  negative (X < M) .  I t  
RB I  reserves (officia l  reserves) i s  reflected i n  i t .  ba l ances on ly when X = M.  

Power Points & Revision Window -----------

Balance of Payments is a s umma ry statement  of a l l  moneta ry (o r  econom ic )  tra nsactions  between  a 

j 1 
cou ntry a n d  rest of the wo r ld . 

Components : ( i )  Cu r rent  a ccou nt, ( i i )  Ca p i ta l  accou nt, ( i i i )  Offic i a l  reserves accou nt .  

Economic Transactions i n  BoP  a re b roa d ly c lass ified as :  ( i )  me rc h a nd ise ,  ( i i )  i nv is i b l es, and ( i i i )  t ra nsactions 
l ea d i n g  to cha nge in  t he  owners h i p  of assets v is -a-vis rest of the  wor l d .  

Current Account records rece i pts and  payments o f  fore ign excha nge o f  a cou ntry on  a cco u nt o f  such  j tra nsactions  wh i ch  d o  not  i m pact asset- l i a b i l i ty status  o f  a cou ntry i n  re l a tion  to  rest o f  
t he  wor l d .  

Components : ( i )  Export a nd  im port o f  goods, ( i i )  Export a n d  i m port o f  serv ices [ ( a )  fa cto r 
serv ices + ( b )  non -fa cto r serv ices] ,  ( i i i )  Cu r rent  tra nsfers . 

Export and import of goods is ca l l ed  merch a n d ise o r  'vis i b l e  tra de'. 

Invisibles i n c l u d e :  ( i )  Non -factor se rv i ces, ( i i )  Factor i n come ,  ( i i i )  Cu rrent tra nsfe rs . 

Balance of Trade ( o r  Tra d e  Ba l a nce ) = Export of me rcha n d i se - I m port of mercha n d i se .  

Current Account Ba lance = Trad e  ba l a nce + I nv i s i b les b a l a nce .  

Cap ita l Account records rece i pts a nd  payments of fore ign excha nge of  a co u ntry o n  acco u nt of such  j t ra nsactions  wh i ch  i mpact asset- l i a b i l i ty status of  a cou ntry i n  re lation to rest of the 
wor l d .  

Components: ( i )  Bo rrow ing, ( i i )  Fore ign i nvestment, ( i i i )  N R I  d epos its, ( iv ) Ba n k i ng ca p i ta l ,  
( v )  Short-te rm d ebt .  

Borrowing i n c l u des ( i )  exte rna l  comme rc i a l  borrowi ng, and ( i i )  exte rna l  ass ista nce .  

Investment i n c l u des ( i )  F I i  ( Fore ign  I nstitutiona l  I nvestment) ,  and  ( i i )  FD I  ( Fo re ign  D i rect I nvestment ) . 

Capita l Account Balance shows net ca p i ta l  flows. 

Positive Ba lance shows that i nwa rd flow of ca p ita l is greater t h a n  the outwa rd flow. 

Negative Balance shows that i nwa rd flow of cap ita l is l ess t h a n  the  outwa rd flow. 
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BoP Equ i l i br ium is a s i tuation  when cu rrent accou nt ba l ance and  ca p ita l account ba l a nce add u p  to ze ro, 
and  there is no movement ( i ncrease or decrease) in officia l rese rves .  Or, it is a s ituation 
when recei pts and payments of a cou ntry on account of economic  t ra nsactions with 
rest of the wor ld a re exactly equa l  to each other, and there is no movement of offic ia l  
rese rves .  

BoP Deficit occu rs when payments of a cou ntry on accou nt of economic  tra nsactions with rest of 
the wo r ld exceed its rece i pts and conseq uent ly, there i s  a decrease i n  offic ia l  reserves .  

BoP Surplus occu rs when recei pts of a cou ntry on account of economic  tra nsactions with rest of the 
wor ld exceed i ts  payments and  conseq uent ly, there is i ncrease i n  offic ia l reserves . 

Autonomous and Accommodating Items a re the BoP tra nsactions affecti ng its eq u i l i b r i u m .  j ! Autonomous Items refe r t o  s u c h  B o P  tra nsactions wh ich  a re determ ined b y  cons iderations of 
p rofit. I t is d ue to these tra nsactions that the BoP deficit/su rp l u s  a rises . These a re ca l l ed 'a bove the 
l i ne items'. 

Accommodating Items refer to such  BoP tra nsactions wh ich  a re not determ ined by cons iderations of 
p rofit. It i s  d ue  to these tra nsactions that the BoP defic it/su rp l u s  is corrected .  These a re ca l l ed 'be low the 
l i ne items'. 

rEX ERC I S Ej 
1 .  Objective Type Quest ions (Remembering & U ndersta nd ing based Questions) 

A. M u lt ip le Choice Quest ions 

Choose the correct option: 

1 .  BoP is measured as: 
(a) d ifference between vis i b l e  items of exports and impo rts 

(b )  d ifference between i nv is i b l e  items of exports and  imports 

(c) d ifference between externa l a nd  i nterna l  fl ow of go l d  

(d )  d ifference between a l l  recei pts o f  foreign excha nge and  payments o f  fore ign excha nge 

2. Ba l ance of trade is measured as :  
( a )  d ifference between im port and  export of goods 

(b) d ifference between im port and export of services 

(c )  d ifference between im port and export of ca p ita l 

( d )  d ifference between a l l  exports and  a l l  i m ports 

3. In wh ich of the fo l lowing categories a re the tra nsactions of ba la nce of trade recorded? 
( a )  V is i b l e  items (b )  I nv is i b l e  items 

(c )  Ca pita l t ra nsfers (d )  A l l  of these 

4. Cu rrent account records tra nsactions re lating to: 
(a) expo rt and im port of goods (b) non-factor  and factor i n come 

(c)  cur rent transfe rs (d )  a l l  of these 
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5 .  Which of the fo l lowing items re late to BoP on ca p ita l account? 
(a )  Fore ign i nvestment (b )  Loa ns 

(c )  NR I  rem itta nces (d) Al l  of these 

6 .  Which of the fo l lowing a re not inc luded in  ba la nce of trade? 
(a )  Payment of i nterest and  d iv idend (b )  Expend itu re by the tou rists 

(c) Borrowi ng from rest of the wor ld (d )  A l l  of these 

7 .  If the va lue  of vis ib le  exports exceeds the va lue  of visi b le  imports, the ba lance relates to: 
(a) cur rent account BoP (b) ca p ita l account BoP 

(c )  ba l ance of trade (d )  none of these 

8.  Un i latera l  tra nsfers a re :  
( a )  one-s ided payments 

(c) factor  i ncomes 

9 .  Surplus i n  BoP occurs when:  
( a )  rece i pts = payments 

(c) rece i pts > payments 

(b )  reci p roca l payments 

(d )  a l l  of these 

(b) recei pts < payments 

(d )  both (a )  a nd  (c )  

10. Ba lance of payments is i n  d isequ i l i bri um when:  
( a )  cur rent account ba l ance + ca p ita l account ba l ance is not eq ua l  to ze ro 

(b )  cur rent account ba l ance + ca p ita l account ba l ance is some positive n umber  

(c )  cur rent account ba l ance + ca p ita l account ba l ance is some negative n u m ber 

(d )  a l l  of  these 

11. Disequ i l i b ri um i n  ba la nce of payments leads to : 
( a )  i nc rease i n  offic ia l  reserves with RB I  

( b )  decrease i n  officia l rese rves with RB I  

(c )  both (a )  a nd  ( b )  

( d )  none of  these 

12.  Autonomous items a re re lated to those tra nsactions which :  
( a )  a re determ ined by motive of p rofit 

(b )  a re not concerned with the equ i l i b ri um  status of BoP 

(c )  both (a )  and ( b )  

( d )  none of  these 

13.  Accommodating items a re those items of BoP which :  
( a )  a re not determ ined by cons iderations of p rofit 

14. 

15. 

(b) a re cond itioned by the pos itive or  negative BoP status 

(c )  lead to i nc rease o r  decrease i n  offic ia l  rese rves with RB I  

( d )  a l l  of these 

Cause of BoP imba la nce re lates to: 
(a) autonomous items (b)  accommodating  items 

(c )  both (a )  a nd  (b )  ( d )  ne i the r  (a )  nor  (b )  

Ba lance of  trade is a part of: 
( a )  cur rent account BoP (b )  ca p ita l account BoP 

(c )  offic ia l  rese rves account (d )  none of  these 

Balance ofPayments 381 



16. I nvis i b les ba lance refers to: 
(a) Exports - I m ports 

(b )  Trade  ba l ance + Ba l a nce of non-factor services 

(c )  Ba l a nce of non-factor servi ces + Ba la nce of i n come + Ba la nce of t ra nsfers 

(d )  Exports - I m ports + Ba la nce of factor servi ces 

17. When ba lance of payments ba la nces: 
(a) cur rent account + ca p ita l account = zero 

(b )  offi c i a l  rese rves account is a part of cu rrent accou nt 

(c) offi c i a l  rese rves account is a part of ca p ita l account 

(d )  both (a )  a nd  (c )  

18. Exports = t 1,000 la kh, im ports = t 1,650 la kh, ba lance of trade shows : 
( a )  s u rp l u s  of t 650 l a kh (b )  defic it of t 650 l akh  

(c )  ba l ance of t 2,650 l akh  (d )  none of  these 

19. If ba la nce of trade is (-) t 600 crore and va l ue  of exports is t 500 crore, then the va l ue  of imports 
wi l l  be:  
( a )  t 1,300 cro re 

(c )  t 1, 100 cro re 

(b )  t 300 crore 

(d )  t 1,200 crore 

20. If ba la nce of trade is showing a deficit of t 200 crore and  va l ue  of imports is t 900 crore, then the 
va l ue  of exports wou ld be :  
( a )  t 200 crore (b )  t 500 crore 

(c )  t 700 crore (d )  t 900 crore 

Answers 

1. (d)  

11 .  (c) 

2. (a )  

12 .  (c) 

3 .  (a ) 4. (d ) 5 .  (d )  6. (d )  

13 .  (d ) 14. (a ) 15 .  (a )  16. (c) 

B. F i l l  in the Bla nks 

Choose appropriate word and fi l l  in the b lank: 

7. (c) 

17.  (d )  

8 .  (a )  

18. ( b) 

9. (c) 

19. (c) 

10. (d ) 

20. (c) 

1. records imports and  exports of goods on ly. ( Ba l a nce of trade/Ba la nce of payments ) 

2 .  accou nt t ra nsactions do  not give r ise to  'futu re c l a i ms'. (Cu rrent/Capita l )  

3 .  There i s  a flow o f  fore ign excha nge i nto t h e  cou ntry when  we goods and  

4 .  

serv ices . (export/i m port )  

= Com pensation  of emp loyees + I nvestment i ncome .  
( Factor I n comes/Tra nsfe r  I ncomes) 

5 .  Export and i mport of a l l  types of goods is recorded in the account of BoP. 
(current/ca pita l )  

account ba l a nce i nc l udes t h e  ba l ance o f  trade  as we l l  as ba l ance on i nv is i b l es .  
(Cu rrent/Capita l )  

6 .  

7 .  Export and  i mport o f  ca p ita l goods is not i nc luded i n  the 
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8. 

p rofits . 
items refe r to such BoP tra nsactions wh ich a re unde rta ken  with a view to mak ing 

(Autonomous/Accommodati ng) 

9 .  When BoP i s  i n  there i s  no movement o f  offic ia l  rese rves o f  t h e  centra l  ba nk .  
(eq u i l i b r i um/d iseq u i l i b r i um )  

10. B o P  su rp l u s  leads t o  a n/a 

Answers 

1. Ba lance of trade 

6 .  Cu rrent 

C. True or Fa lse 

2 .  Cu rrent 

7. ca p ita l 

i n  offic ia l  reserves .  ( i n c rease/decrease) 

3 .  export 

8. Autonomous 

4. Factor I ncomes 5 .  cu rrent 

9 .  equ i l i b ri u m  10. i ncrease 

State whether the fol lowing statements a re True or False: 

1 .  Services a re not v is i b l e  when they cross the borders .  (True/Fa lse )  

2 .  I nv is i b l es i n  BoP accou nts i n c l ude  moneta ry tra nsactions re l ated to cu rrent tra nsfe rs .  (True/Fa lse )  

3 .  Expend itu re by the tou rists i s  i nc l uded i n  ba l ance of trade .  (Tru e/Fa lse )  

4 .  Cu rrent accou nt records a l l  payments to rest of the wor ld as debit .  (Tru e/Fa lse )  

5 .  BoP a lways ba lances when offic ia l  reserves account is a part of ca p ita l account .  (True/Fa l se )  

6 .  F i na nc ia l  t ra nsactions re l ate to  i nternationa l  sa le  and  p u rchase of  rea l  assets . (Tru e/Fa l se )  

7 .  Ba la nce of payments records tra nsactions re lated to goods on ly. (Tru e/Fa l se )  

8 .  Accommodating items a re meant to  restore BoP ba l ance .  (True/Fa l se ) 

9. I n c rease i n  the offic ia l reserves is i nd i cated by a negative s ign i n  the BoP accou nts. (True/Fa l se ) 

10. U n i l atera l  t ransfe rs made by way of gifts, gra nts and  rem itta nces a re treated 
as cu rrent tra nsfers . (True/Fa lse )  

Answers 

1. True 2 .  True 3 .  Fa lse 4. True 5 .  True 6. Fa lse 7 .  Fa lse 8 .  True 9 .  True 10. True 

D. Match ing the Correct Statements 

I .  From the set of statements given in Column I and Column I I ,  choose the correct pair  of statements: 

Column I Column I I  

( a )  Exte rna l  commerc i a l  borrowing ( i )  Ava i la b le at the concess iona l  rate of in terest 

(b )  Rea l assets ( i i )  Stocks and bonds 

(c) Autonomous items ( i i i )  Class ified as  'be low the l i ne' i tems of BoP 

(d) Exports of goods and services ( iv) Recorded as positive items i n  BoP accounts 

(e )  Deposits held by NR l s  (v) A component o f  cu rrent account 

Answer 

(d) Exports of goods a nd services-( iv) Recorded as positive items in BoP accounts 
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I I .  Identify the correct sequence of a lternatives given in  Column II by match ing them with respective 
items in Column I: 

Column I Column I I  

(a )  Trade deficit ( i )  Cause of BoP imba l ance 

(b )  Merchand ise ( i i )  Export of goods < Im port of goods 

(c) Autonomous items ( i i i )  An e lement of i nv is ib les 

(d )  Cu rrent t ra nsfe rs ( iv) Fore ign i nstitutiona l  i nvestment 

(e )  Portfo l io  i nvestment (v) Export and  import of goods 

Answers 

(a )-( i i ) , ( b)-(v), (c)-( i ), (d )-( i i i ) ,  (e)- ( iv) 

E .  'Very Short Answer' Objective Type Questions 

1 .  What is meant by ba la nce of payments? 
Ans. Ba la nce of payments refers to the statement of accou nts record ing a l l  economic  tra nsactions  of a 

cou ntry with rest of the wor ld i n  a n  accounting yea r. 

2 .  What is meant by ba la nce of trade? 
Ans. Ba la nce of trade is defi ned as the d i ffe rence between the va l ue  of i m ports and expo rts of on ly 

phys ica l goods or vis i b l e  items .  

3 .  Which two tra nsactions determine ba lance of trade? 
Ans .  ( i )  Export of goods (or  v is i b l e  items ) .  

( i i )  I mport of  goods (or  vis i b l e  items ) .  

4 .  What  is meant by vis ib le  items of  ba la nce of  payments? 
Ans. Al l such items of exports and  i m ports wh ich  a re mate r ia l  in natu re a re ca l l ed v i s ib les .  These items ca n 

be seen cross i ng  the borders .  These a re a l so ca l l ed merchand ise .  

5 .  Name three invis ib le items of ba lance of payments . 
Ans. ( i ) Export and i mport of services such as of sh i pp i ng, i n su rance and bank i ng .  

( i i )  I nterest and d iv idend payments between the countr ies .  

( i i i )  Expend itu re by the tour ists .  

6 .  Define ba la nce of payments on cu rrent account. 
Ans. Ba la nce of payments on  cu rrent accou nt records rece i pts and payments of foreign excha nge of a 

cou ntry on account of such tra nsactions wh ich do not im pact asset- l i a b i l ity status of a cou ntry i n  
re lation t o  rest o f  t h e  wor l d .  

7 .  Define ba la nce o f  payments on cap ita l  account. 
Ans. Ba la nce of payments on  ca p ita l account records recei pts and payments of foreign excha nge of a 

cou ntry on account of such tra nsactions wh ich  i mpact asset- l i a b i l ity status of a cou ntry i n  re lation  to 
rest of the worl d .  

8 .  Name  two items each re lating to  Cu rrent Account BoP and  Cap ita l Account BoP. 
Ans. ( i )  Cu rrent Accou nt BoP i n c l udes :  

( a )  export and  im port o f  goods (ca l led merchand ise) ,  a nd  

( b )  export and  impo rt o f  services (ca l led i nvis i b les ) . 
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( i i )  Ca p ita l Accou nt BoP i nc l udes :  

( a )  i nternationa l  sa l e  and  pu rchase of  fi nanc i a l  assets ( l i ke stocks and  bonds ) ,  and 

( b )  i nte rnationa l  sa l e  and  pu rchase of  rea l  assets ( l i ke p l ant and  mach i ne ry) . 

9. How is ba la nce of trade estimated?  
Ans .  Ba la nce of  Trade = Export of  goods - I m port of  goods .  

10 .  How is cu rrent account BoP estimated?  
Ans .  Cu rrent Accou nt BoP = Trade ba la nce + I nv is i b l es ba l a nce .  

11 .  What is the d ifference between the va lue of exports of goods and va lue of i m ports of goods ca l led? 
Ans. Ba la nce of trade .  

12.  What  does a deficit i n  ba la nce of  trade account ind icate? 
Ans. A defi cit i n  ba l ance of t rade accou nt i nd icates that the va l ue  of im port of goods exceeds the va l ue  of 

export of goods .  

13.  What a re autonomous items? 
Ans. Autonomous items a re those economic tra nsactions i n  the cu rrent and ca p ita l account that a re 

undertaken for certa i n  economic or p rofit motive . These items a re a lso known as 'above the l i ne  items'. 

14. What a re accommodating items? 
Ans. Accom modati ng items a re those econom ic tra nsactions that a re unde rtaken  by the RB I  with a v iew 

to correcting  i m ba l a nces i n  the cou ntry's BoP account .  These items a re a l so known as 'be low the l i n e  
items'. 

15.  What is officia l reserves accou nt? 
Ans. It i s  the account i nd i cati ng  rese rves of forex with the RB I .  

2.  Reason- based Quest ions (Com prehension o f  t h e  Subject-matter) 

Read the fo l lowi ng statements ca refu l l y. Write True or Fa lse with a reaso n. 

1 .  Ba lance of payments a lways ba lances. 
Ans. True .  But, it i s  only in the accou nting  sense that ba l a nce of payments a lways ba l ances .  It i s  movement 

of offic ia l  rese rves or 'be low the l i ne' items that impa rts ba l a nce to the BoP accou nts . 

2 .  There is no d ifference between ba la nce of trade and  ba la nce on cu rrent accou nt of BoP. 
Ans. Fa l se .  Ba l ance of trade i nc l udes on ly vis i b l e  items whereas cu rrent account of ba l a nce of payments 

i n c l udes both vis i b l e  as we l l  as i nvi s i b l e  items .  

3 .  Trade of i nvis ib le  items is a part of  cap ita l account of  BoP. 
Ans. Fa l se .  Ca p ita l account records a l l  such tra nsactions wh ich ca use a cha nge i n  the owners h i p  of assets 

between the domestic economy and  rest of the worl d .  

4. H igh rate o f  i nflation i n  t h e  domestic economy causes 'deficit ba la nce o f  trade'. 
Ans. True .  Beca use h igh rate of i nfl ation makes domestic goods cost l i e r  in re lation  to goods from rest of 

the wor ld .  This leads to i ncrease in imports and  decrease in exports. Imp ly ing a deficit ba lance of trade .  

5 .  Autonomous items of trade a re underta ken by the government with a view to restore equ i l i b ri um  
i n  ba lance o f  payments . 

Ans. Fa l se .  Autonomous items a re not meant to restore eq u i l i b r i u m  i n  ba l a nce of payments. These a re 
determ i ned enti re ly by cons iderations of p rofit .  

6.  Improvement i n  exchange rate of the country's cu rrency does not necessar i ly mean improvement 
i n  BoP status of the country. 

Ans. True .  I m provement i n  cou ntry's excha nge rate may i n  fact ca use defic it BoP eq u i l i b r i um,  beca use 
exports may decrease and imports may i nc rease. 

Balance of Payments 385 



7. Borrowing and  lend ing i n  the i nternationa l  money ma rket is a part of cu rrent account ba lance of 
payments . 

Ans. Fa l se .  Borrowi ng and  l e nd i ng i n  the i nte rnationa l  money ma rket is a part of ca p ita l account ba l ance 
of payments . 

8 .  Cu rrent account ba lance of payments i nc l udes export and i mport of goods on ly. 
Ans. Fa l se .  Cu rrent account ba l a nce of payments i n c l udes export and  im port of goods and  se rvices, i. e . ,  it 

i n c l udes va l ue  of export and  i mport of both v is i b l e  and  i nvis i b l e  items .  

9 .  Cu rrent account surp lus  i n  ba la nce of payments occurs when export of vis i b les > i mport of  
vis i b les .  

Ans. Fa l se .  Cu rrent account ba l ance depends on :  

( i )  export and  im port o f  v is i b l es, a nd  

( i i )  export and  im port o f  i nv is i b les .  

Excess of export of vis i b les ove r and  a bove i mport of vis i b l es wou l d  lead to cu rrent account su rp l u s  
BoP on ly  if ba l a nce on  i nv is i b les i s  ze ro . 

10. If ba la nce of trade is i n  deficit, the ba la nce of payments is a lso i n  deficit. 
Ans. Fa l se .  Beca use ba l a nce of trade i s  on ly  a part of BoP accounts . 

11 .  Ba lance of payments is ba lanced through un i l atera l transfers . 
Ans. Fa l se .  Ba l a nce of payments is not ba l anced th rough u n i l atera l  t ransfe rs . These transfers a re on ly a 

com ponent of cu rrent account BoP. BoP is ba l a nced th rough accommodati ng items .  

12.  'Above the l i ne  items' i n  BoP accounts inc lude autonomous as wel l  as accommodating items. 
Ans. Fa l se .  'Above the l i n e  items' in BoP accou nts i nc l ude  autonomous items on ly. 

13.  BoP a lways ba lances when accommodating items a re reflected as a part of cap ita l accou nt. 
Ans. True .  Because accom modating  items a re meant to restore a ba l ance in BoP accou nts . 

14. Foreign private loans a re not inc l uded i n  the BoP accou nts. 
Ans. Fa l se .  Fo re ign pr ivate loans a re i nc l uded in the ca p ita l account of ba l a nce of payments . 

15.  NRI depos its i n  I nd ia  a re a component of cu rrent account ba lance of payments. 
Ans. Fa l se .  N R I  depos its in I nd ia a re a com ponent of ca p ita l account ba l a nce of payments. 

16. 'Tra nsfers to rest of the world' is a debit com ponent of ba la nce of payments on cu rrent account. 
Ans. True .  Tra nsfers to rest of the wor ld is recorded as negative item and  therefore, reflected in the deb it 

s ide of ba l ance of payments on cu rrent account .  Th is  is beca use it i nvo lves the payment of foreign 
excha nge to rest of the worl d .  

1 7 .  Compensation o f  emp loyees from rest o f  t h e  world i s  a credit component o f  ba lance o f  payments 
on ca p ita l account. 

Ans. Fa l se .  Com pensation  of emp loyees from rest of the wor ld i s  a cred it  com ponent of ba l a nce of 
payments on cu rrent accou nt. 

3. HOTS & Applications 

1. Do you th ink  that a surp lus  in capita l account BoP reflects prosperity of the nation? 
Ans. No, it is i n co rrect to say that surp lus  i n  ca p ita l account reflects p rosperity of the nation .  Beca use 

surp l us  in ca p ita l account ba l ance of payments may have been ach ieved th rough loans which a re a 
fi nanc i a l  ob l i gation  to rest of the wor l d .  

2 .  U nfavourab le  ba lance on cu rrent account leads to  h igh rece i pt of  fore ign excha nge i n  the cap ita l 
account. Do you agree? 

Ans. U nfavou rab l e  ba l a nce on cu rrent account l eaves us  with no option  other  than  ( i ) borrowings from 
rest of the wor ld ,  or ( i i )  se l l i ng ou r  assets to rest of the wor l d .  E i ther  way, it leads to the rece i pt of 
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foreign excha nge i n  the ca p ita l account .  Howeve r, these rece i pts a re on ly add i ng to ou r  l i a b i l ity to 
rest of the wor ld or red uc i ng ou r  ownersh i p  of assets vis-a-vis rest of the wor l d .  

3 .  Ba l ance o f  payments a lways ba la nces. Does i t  mean a s ituation o f  zero net financ ia l  ob l igation for a 
country? 

Ans. I t  is o n ly in the accounting sense that ba l ance of payment a lways ba la nces. F rom the practica l po int 
of view, it s hou l d  not be i nterpreted as a s ituation  of zero net fi nanc i a l  ob l igation for a cou ntry. A 
negative ba l a nce on the cu rrent account is equated with pos itive ba l ance i n  the ca p ita l accou nt. But 
the positive ba l a nce i n  ca p ita l account may have been ach ieved th rough loans from rest of the wor l d .  
A l l  loans a re fi nanc i a l  ob l igations to  rest of  the worl d .  

4. CAD (cu rrent account deficit) can b e  ma naged through i mport su bstitution .  D o  you agree? 
Ans. It is true that CAD ca n be ma naged th rough im port su bstitution .  I mport su bstitution i m p l i es that 

domestic goods a re su bstituted for the imported goods .  Exa mp le :  We ca n cut imports by sh ift ing 
from a l l opath i c  d rugs to ayu rved ic  d rugs. Th is  wi l l  he lp us  save foreign excha nge. Accord i ng ly, CAD 
ca n be managed . 

5 .  How a re rem ittances by N R ls  he lpfu l i n  tackl i ng  BoP deficit? 
Ans. Rem itta nces by N R l s  a re reflected as rece i pts of fore ign excha nge in the ca p ita l account .  I f  these 

recei pts shoot u p, then the BoP deficit (excess of payment of foreign excha nge ove r and a bove the 
recei pts of fo re ign excha nge) i s  red uced . Th us, rem itta nces by NR ls  a re he l pfu l i n  tack l i ng  BoP defic it .  

6.  Ca lcu late the va lue  of imports when the ba la nce of trade (merchand ise) is (-) � 1,000 crore and  the 
va lue of exports is � 500 crore .  

Ans. Ba la nce of Trade  = Va l ue  of exports - Va l ue  of imports 

(-) � 1,000 crore = � 500 crore - Va l ue  of imports 

Va l ue  of imports = � 500 crore + � 1,000 cro re 
= � 1,500 crore 

Va l ue  of impo rts = � 1,500 crore . 

7. The ba la nce of trade shows a surp lus  of � 10,000 crore and the import of merchand ise is ha lf  of the 
export of merchand ise. F ind the va l ue  of exports . 

Ans. Suppose the va l ue  of exports = X 

Ba la nce of trade = � 10,000 crore 
1 1 

I m port = 

2 of ( Export) = 2 (X) 

We know, 

Exports = � 20,000 crore. 

Ba l a nce of Trade  = Export - I m port 
1 

= X - - (X) 2 
X 

10,000 = x - 2 
X 

10,000 - 2 

X = 20,000 

8.  Cap ita l account BoP shows a deficit of� 40,000, and exports of merchand ise = import of merchand ise 
= � 30,000. Find the state of ba lance of the cu rrent account BoP. G ive reason i n  s upport of you r  
answer. 

Ans. The cu rrent account ba l ance of payments shows a su rp l u s  of � 40,000 . Beca use the ove ra l l  ba l ance 
of payments a lways ba l a nces and  when there is defic it i n  the ca pita l accou nt, there shou l d  be su rp l u s  
i n  the cur rent account of  ba l a nce of  payments by  the equa l  amount .  
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9. "Slump in oil prices." 

How wi l l  th is  affect I nd ia's CAD? 
Ans. I n d ia i s  a b ig importer of o i l .  A fa l l  in oi l  p rices means that I n d i a  wi l l  be ab l e  to save fore ign excha nge 

even when the quantum of i mport is not red uced . Acco rd i ng ly, CAD w i l l  be managed . This w i l l  he l p  
i n  imp rovi ng I nd ia 's cu rrent accou nt defic it .  

10. Indian Rupee has been depreciating in the recent times. 

What effect wi l l  it have on the CAD? 
Ans. As a resu l t  of deprec iation of the ru pee, fore ign goods become expens ive whi le domestic goods 

become cheaper. This shou l d  lead to a r ise in exports and fa l l  in imports . Accord i ng ly, CAD shou ld  
imp rove . But, if we a re i m porti ng  certa i n  essentia l  raw mate r ia l s  ( the  imports of  wh ich  ca nnot be  
cut )  ou r  im port b i l l  may swe l l  w i th  the i nc rease i n  excha nge rate . Accord i ng ly, CAD may not imp rove . 
I n  fact, it may deter iorate fu rther. 

11 .  What is 'cu rrent account deficit' i n  the ba lance of payments? 
Ans. Cu rrent accou nt defic it in BoP refers to the defic it occu rr ing on  account of: 

Trade  ba l a nce 

+ Ba l a nce on i nv is i b les (= ba l a nce on factor  i ncome + ba la nce on non-factor  i ncome + ba la nce on 
tra nsfe rs ) .  

12.  How is BoP  deficit or BoP  surp lus estimated?  
Ans .  BoP deficit (or  su rp lus )  is estimated i n  terms of  a n  ove ra l l  BoP ba l ance .  It i s  found  out by  com b i n i ng 

the ba l a nce re l ated to cu rrent account BoP and  ca p ita l account BoP. A lso, errors and  om iss ions 
( i nd icating statistica l  d iscrepancies)  a re taken account of. Thus, the ove ra l l  ba l a nce (defic it o r  su rp l u s )  
is esti mated by spec ifyi ng the fo l l owing equation :  

Overa l l  Ba l a nce = Cu rrent account ba l ance + Ca pita l account ba l a nce + E rrors and  om iss ions 

I n  case overa l l  ba la nce is found  to be positive, it i s  ca l l ed  BoP surp l us .  

I n  case it i s  found  to be negative, it i s  ca l l ed BoP defic it .  

4. Analysis & Evaluation 

1. How wou ld you a rgue for and  aga i nst foreign i nvestment? 
Ans. (A) Arguments aga i nst Foreign I nvestment :  

( i )  Fore ign i nvestment leads to r i se  i n  c l a ims by the fore igners aga i n st assets i n  the domestic 
economy. Imp ly ing concentration  of economic  power with the fore ign i nvestors in the domestic 
economy. 

( i i )  G reater the foreign i nvestment, l a rger is the flow of i nvestment i ncome ( p rofits, i nte rest and  
d iv idends )  ou t  o f  the domestic economy. I mp ly ing a constant d ra i n  o f  fore ign excha nge ou t  of 
the cou nt ry. 

( B ) Arguments i n  favour  of Foreign I nvestment :  

( i )  Overa l l  i nvestment i n  the domestic economy is expa nded,  l ead ing  to a r i se  i n  the l eve l of  output 
and emp loyment .  

( i i )  I f  d i rect foreign i nvestment i s  d i rected towa rds export-or ie nted i ndustry, exports wi l l  r i se .  
I ncrease i n  exports ca uses a r i se i n  AD. It i s  l i ke an  i njection i nto the c i rcu l a r  flow of i ncome .  

( i i i )  FD I  eases p ressu re o n  t he  sca rce domest i c  resou rces .  Accord i ng ly, domest i c  resou rces ca n 
be re leased fo r t he  p roduct i on  of such  goods ( p u b l i c  goods )  whe re pr ivate i nvestment i s  
l ow. 
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2 .  How is cance l l ation of coa l b locks a l location by the Supreme Court of I nd ia  l i ke ly to affect our  CAD 
(cu rrent account deficit) ? 

Ans. Ca nce l l ation  of coa l b locks a l l ocation  is l i ke ly to ca use a fa l l  i n  s upp ly of coa l ,  particu l a r ly for the 
p rod uction  of e l ectr ic ity. S i nce coa l is the core i n put for the generation  of power i n  I n d ia ,  a cut in  
domestic s upp ly i s  bou nd to cause a r i se i n  i m ports .  Our im port b i l l  i s  bound  to r ise .  A r i se i n  i mport 
payments imp l i es a r ise i n  CAD, other  th i ngs rema i n i ng  consta nt. 

3 .  How do we finance the deficit on cu rrent account BoP i n  case officia l reserves with the RB I  a re not 
moved? 

Ans. We a re l eft with two a lternatives on ly :  

( i )  We borrow from rest of  the worl d .  

( i i )  We  se l l  o u r  assets (fi n anc ia l  assets l i ke stocks and  bonds,  & phys ica l assets l i ke p l ant and  
mach i ne ry) to  rest o f  the wor ld .  

5. CBSE Quest ions-Past 5 years 
(With Answers or Reference to the Text for Answers) 

1 .  Where wi l l  sa l e  of mach i ne ry to ab road be recorded in the ba l ance of payments accou nts? G ive 
reasons .  [CBSE Delhi 2015] 

[Sa le  of mach i ne ry to ab road is accou nted unde r  trade  ba l ance or cu rrent account BoP. Beca use 
sa l e/pu rchase of mach i ne ry i s  a part of the merchand ise, and a l l  merchand ise is recorded as a trade  
ba l a nce i n  the cu rrent account BoP. ]  

2 .  Name the b road categor ies of t ra nsactions  recorded i n  the 'cu r rent accou nt' of  the ba l a nce of 
payments accou nts. [CBSE Delhi 2015] 

[Page 366, 367] 

3 .  Name the b road categor ies of tra nsactions  recorded i n  the 'ca p ita l accou nt' of the ba la nce of 
payments accou nts. [CBSE Delhi 2015] 

[Page 370, 371 ]  

4.  Where i s  'borrowi ngs from ab road' recorded i n  the ba l ance of payments accou nts? G ive reasons .  
[CBSE {A l) 2015] 

[ 'Borrowi ngs from ab road' is recorded i n  the ca p ita l accou nt of the ba l a nce of payments accou nts . 
It is reflected i n  the ca p ita l accou nt, as it im pacts the asset- l i a b i l ity status of a cou ntry. It does not 
i nvolve movement of goods and  services across the borde rs .  A l so, borrowing is recorded with a 
+s ign i n  the BoP accou nts . Th is  is because it leads to the rece i pt of fore ign excha nge from rest of the 
wor l d . ]  

5 .  G iv ing reasons, exp l a i n  where cha rity to  fore ign cou ntr ies is recorded i n  t he  ba l a nce o f  payments 
accou nts. [CBSE (F) 2015] 

[Cha rity to foreign cou ntr ies is recorded unde r  i nv is i b les cu rrent account BoP. Beca use cha rity to 
foreign cou ntr ies is a part of the cu rrent tra nsfers, a nd  a l l  cu rrent tra nsfers a re recorded as a i nv is i b l e  
ba l a nce i n  the cu rrent account BoP. ]  

6 .  G ive the mean i ngs of  ba la nce of  trade and  ba l a nce on cu rrent account of  ba l a nce of  payments 
accou nts. [CBSE (F) 2015] 

[Page 369] 

7 .  G ive the mea n i ngs of 'a utonomous' tra nsactions and 'accommodati ng' tra nsactions i n  the ba l ance 
of payments accou nts . [CBSE (F) 2015] 

[Page 376] 
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8. Fore ign excha nge tra nsactions dependent on  other  fore ign excha nge tra nsactions a re ca l l e d :  (choose 
the correct a lternative) [CB.SE Delhi 20161 
(a )  cu rrent account tra nsactions 

(c )  a utonomous tra nsactions 

[ (d ) ]  

( b )  ca p ita l account tra nsactions 

(d )  accom modating  tra nsactions 

9 .  ( a )  I n  wh ich  su b-accou nt and  on wh ich s ide of ba l a nce of payments account wi l l  fo re ign i nvestments 
in I nd ia be recorded? G ive reasons .  

( b )  What wi l l  be the effect of fore ign i nvestments i n  I nd i a  on  excha nge rate? Exp l a i n .  
[CBSE Delhf2016J 

[ ( a )  Fore ign i nvestments i n  I n d i a  w i l l  be reco rded i n  the ca p ita l account of the ba l ance of payments 
accou nt. It is refl ected in the ca p ita l accou nt, as it im pacts the asset- l i a b i l ity status of a cou ntry. It 
does not i nvolve movement of goods and services across the borders .  Also, fore ign i nvestments 
in I n d i a  wi l l  be recorded with a +s ign (cred it s ide )  in the BoP accou nt beca use it leads to the 
rece i pt of fore ign excha nge from rest of the wor l d .  

( b )  As  a resu lt of  fo re ign i nvestments i n  I n d ia , s upp ly of  fore ign cu rrency i nc reases. Acco rd i ng ly, 
s upp ly cu rve sh ifts to the r ight . Th is ca uses a fa l l  i n  eq u i l i b r i u m  excha nge rate. Now one US do l l a r  
is ava i l a b l e  for l ess I n d i a n  ru pees. Th i s  i s  a s ituation o f  app rec iation o f  t he  domestic cu rrency. ] 

10. Fore ign excha nge tra nsactions wh ich  a re i ndependent of other  tra nsactions i n  the ba l a nce of 
payments account a re ca l l e d :  (choose the correct a lternative) [CBS£ (Al) 2016] 

(a )  cu rrent tra nsactions 

(c )  a utonomous tra nsactions 

[ (c ) ]  

( b )  ca p ita l t ra nsactions 

(d )  accom modating  tra nsactions 

11 .  I n d i a n  i nvestors l end ab road .  Answer the fo l l owing q uestions :  

( a )  I n  wh ich  su b-accou nt and  on wh ich s ide of  the ba l a nce of payments accou nt such lend i ng i s  
recorded? G ive reasons .  

( b )  Exp la i n  the im pact of th i s  l e nd i ng on ma rket excha nge rate .  [CBSE (Al) 2016] 

[ ( a )  ' I n d ia ns l e nd i ng to ab road' is reco rded i n  the ca p ita l account of the ba l a nce of payments 
accou nt. It is refl ected in the cap ita l accou nt, as it i m pacts the asset- l i a b i l ity status of a cou ntry. 
It does not i nvolve movement of goods and  services across the borde rs .  A l so, l e nd i ng ab road is 
recorded with a -s ign (deb it s ide) i n  the BoP account .  Th is  is beca use it leads to the payment of 
fore ign excha nge to rest of the wor l d .  

( b )  As  a resu lt of  l e nd i ng to  ab road, demand  for foreign cu rrency i nc reases. Accord ing ly, demand 
cu rve sh ifts to  the r ight . Th is  causes a r i se  i n  eq u i l i b r i um  excha nge rate .  Now, more I n d i a n  ru pees 
a re to be paid for one US  do l l a r. Th is is a s ituation of depreciation  of the domestic cu rrency. ] 

12.  Ba la nce of payments 'defic it ' is the excess of: (choose the correct a lternative ) [CBSE (F) 2016] 

(a )  cur rent account payments over cu rrent account rece i pts 

(b )  ca pita l account payments over ca p ita l accou nt recei pts 

(c) autonomous payments over a utonomous recei pts 

(d )  accommodating payments over a accommodating recei pts 

[ (c ) ]  

13 .  I n d i a n  i nvestors borrow from ab road .  Answer the fo l l ow ing :  

( a )  I n  wh ich  su b-accou nt and  on wh ich  s ide of the ba la nce of payments account wi l l  th i s  borrowing 
be recorded? G ive reason .  

( b )  Exp la i n  what is t h e  im pact o f  t h i s  borrowing on excha nge rate .  [CBSE (F) 2016} 
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[ ( a )  'Borrowing from ab road' wi l l  be reco rded i n  the ca p ita l account of the ba l a nce of payments 
account .  It i s  reflected in the ca p ita l accou nt, as it i m pacts the asset- l i a b i l ity status of a cou ntry. 
It does not i nvolve movement of goods and  services across the borders .  Also, borrowing from 
ab road w i l l  be recorded with a +s ign (cred it s ide )  i n  the BoP accou nt. Th is is beca use it leads to 
the rece i pt of foreign excha nge from rest of the world .  

( b )  As a resu lt o f  borrowing from ab road, s upp ly o f  fore ign cu rrency i ncreases. Accord i ng ly, s upp ly 
cu rve sh ifts to the r ight .  Th is causes a fa l l  in  eq u i l i b r i um excha nge rate .  Now one US do l l a r  i s  
ava i l a b l e  for less I nd i a n  ru pees. Th is i s  a s ituation  of app reciation  of domesti c cu rrency. ] 

14. G ive the mean i ng of ba l a nce of payments. 

[Page 365] 

[ CBSE Delhi 201 7} 

15.  Disti ngu i sh  (a )  between cu rrent account and  ca p ita l accou nt, a nd  (b )  between autonomous 
transactions  and  accommodati ng tra nsactions of ba la nce of payments account .  [CBS£ (Al) 2017] 

[Page 376, 378] 

16. What a re non-debt creating  ca p ita l rece i pts? G ive two exam p les of such rece ipts .  [CBSE (Al) 2017] 

[Non-debt creating  ca pita l recei pts a re those rece i pts wh ich do not create debt .  

Examp les: Recovery of loa ns, d i s i nvestment .  

Recove ry of loans ( by the government) does not create a ny debt for the government . It o n ly c l ea rs 
debt of the borrower. L i kewise, d i s i nvestment by the government leads to ca p ita l recei pts without 
ca us ing a ny debt b u rden .  These rece i pts a r ise beca use of the l i q u idation  (sa le) of past i nvestments . ]  

17. What i s  mea nt by trade defic it? [CBSf (F) 2017] 

[Trade defic it occu rs when : 'export of goods' < ' im port of goods'. ] 

18. Defi ne "Trade  Su rp l us". How is it d iffe rent from "Cu rrent Accou nt S u rp l us"? [CBSE 2019 (58/1/1)] 

[Trade su rp l u s  occu rs when :  X > M (export of goods > i mport of goods ) .  

Cu rrent account su rp l u s  occu rs when :  'export of  goods as we l l  as of  i nvis i b l es' > ' import of  goods as 
we l l  as of i nv is i b l es'. ] 

19. Defi ne "Trade  Surp l us" and  "Trade Defic it". 

[See Q. 17  & Q. 18, above] 

20. What i s  mea nt by "cu rrent account su rp l us"? 

[See Q. 18, above] 

21 .  D isti ngu i sh  between 'Trade  Defic it '  a nd  'Cu rrent Accou nt Defic it' . 

[See Q. 17, above 

[CBSE 2019 (58/2/1)] 

[ CBSE 2019 (58/2/2)) 

[CBSE 2019 (58/2/3)] 

Cu rrent account deficit occu rs when :  'export of goods as we l l  as of i nvis i b l es' < ' import of goods as 
we l l  as of i nv is i b l es'. ] 

22 .  Defi ne autonomous transactions  i n  ba l a nce of payments of a n  economy. [CBSE 2D19 (58/3/1)] 

[Page 376] 

23 .  Defi ne accommodati ng transactions  i n  ba l a nce of payments of a n  economy. [CBSE 2019 (58/3/1)) 

[ Page 376] 

24. "A cou ntry with t rade  defic it ca nnot have cu rrent account su rp l u s  i n  its Ba l ance of Payments ." Do you 
agree with the given statement? Discuss with reason .  [CBSE 2019 (58/3/1)) 
[ No .  Su rp l u s  in cu rrent account ca n a rise when the deficit on trade  account is l ess than  the su rp l u s  
on  account of  i nv is i b l es .  I n  other  words, when the su rp l u s  a ri s i ng out of  the excess of  export of 
i nvis i b l es ove r the im port of i nv is i b l es i s  greater than  the defic it a ri s i ng out of the excess of imports 
over exports, we wi l l  have cu rrent account su rp l us . ]  

Balance ofPayments 391 



25.  State on wh ich  s ide of ca p ita l accou nt/cu rrent accou nt wi l l  the fo l l owi ng tra nsactions be recorded 
and  why: 

( i )  I nterest on  loa n  received from Nepa l .  

( i i )  I m port of  mob i l e  phones from Ch i na .  [CBSE 2019 (58/4/1)] 

[ ( i )  I nterest on  loa n  received from Nepa l  w i l l  be recorded i n  the cred it s ide of cu rrent account as it 
ca uses i nfl ow of the fore ign cu rrency to the home country. 

( i i )  I m port of mob i l e  phones from Ch i na  wi l l  be recorded i n  the deb it s i de  of cu rrent accou nt as it 
ca uses outflow of the fore ign cu rrency t h rough v is i b l e  i m ports . ]  

26. D isti ngu i sh  between autonomous and accom modating  tra nsactions of ba la nce of payments 
accou nt. [CBSE 201 9 (58/4/1)] 

[ Page 376] 

27. State the mean i ng of the fo l l owing :  

( i )  Trade  surp l us .  

( i i )  Accommodating tra nsactions .  

[ Page 376; See Q.  18, a bove] 

6. NCERT Questions (With H ints to Answers) 

1 .  Diffe rentiate between ba l a nce of t rade and  cu rrent account ba l a nce .  

[ H i nt : Ba l a nce of Trade = Export of mate r ia l goods - I m port of mate r ia l goods .  

[CBSE 2019 (58/5/1)] 

Cu rrent Accou nt Ba la nce = Trade  ba la nce + Ba la nce on account of i nvis i b les .  I nv is i b les i n c l ude  factor  
and  non-factor  services as we l l  as cu rrent t ransfe rs . ]  

2 .  What a re offic ia l  reserve t ra nsactions? Exp l a i n  the i r  impo rta nce i n  the ba l a nce of payments. 

[ H i nt : Tra nsactions that ca use cha nges in the offic ia l  rese rves of the centra l  bank  a re known as offic ia l  
reserve tra nsactions .  

When cu rrent account ba l a nce and  ca p ita l account ba l a nce i s  not equa l  to ze ro ( and  the refo re, 
BoP is not in a state of ba l ance) , there a re offic ia l  rese rves tra nsactions of the centra l  bank .  These 
t ra nsactions act as accommodating items in the ba l ance of payments. These a re u nderta ken  with a 
view to correcti ng BoP imba l a nce . ]  

7. M iscel la neous Quest ions a nd Reference to the Text for Answers 

A . Quest ions of 3 & 4 marks each 

1 .  What is mea nt by ba l a nce of payments? Name i ts  com ponents. [Page 365, 366] 

2. What is meant by vis i b l e  and  i nvis i b l e  items i n  the ba l ance of payments accou nt? G ive two exa m ples 
of i nv is i b l e  items .  [Page 366, 367] 

3. State the com ponents of the cu rrent account of ba l ance of payments accou nt. 

4. State the com ponents of the ca p ita l account of ba l a nce of payments accou nt. 

[Page 366, 367] 

[Page 370, 3 71 ]  

5 .  D isti ngu i sh  between cu rrent account and  ca p ita l account o f  ba l a nce o f  payments accou nt. I n  what 
account wou l d  ban k ing ca p ita l be i nc l uded?  [Page 3 78] 

6. State the d ifference between autonomous and  accom modating  items of ba l a nce of payments 
accou nt. [Page 376] 
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7. Ba la nce of payments a lways ba la nces. Exp l a i n .  

8 .  What i s  mea nt by  ba l a nce o f  payments defic it? Exp la i n .  

B. Questions of 6 marks each 

[Page 373, 374] 

[Page 375, 388, Q. 12] 

1 .  What is ba l ance of payments accou nt? Name th ree components each of its cu rrent account and  
ca p ita l accou nt. 

Or 

L ist th ree items each of cu rrent accou nt and ca p ita l account of the ba l ance of payments accou nt. 
[Page 365-371 ] 

2 .  How is ba l ance of t rade d iffe rent from ba l ance of payments? State the items not i nc l uded i n  ba l ance 
of trade .  [Page 369, 379] 

3. Is imp rovement in excha nge rate of the cou ntry's cu rrency a lways benefic ia l for BoP? 

[Hint: Imp rovement i n  the excha nge rate of a cou ntry's cu rrency (say I n d i a n  ru pee vis-a-vis US do l l a r) 
imp l i es that less ru pees a re to be pa id  for a do l l a r  than  before . It po i nts to the rel ative strength  of the 
I n d i a n  ru pee i n  the i nte rnationa l  ma rket . However, for a deve lop ing  cou ntry l i ke Ind ia  it is not a lways 
des i red . It wou ld  mean that one US do l l a r  now ca n buy l ess I n d i a n  goods for a do l l a r  than  before, 
wh ich  m ight cause a cut US demand for the I n d i a n  goods. Accord i ng ly, o u r  exports may s l i de  down, 
add i ng to BoP defic it . ]  

4 .  I s  r is i ng  rese rve of I n d i a's foreign excha nge a s ign of r is i ng  p rod uction  activity i n  the economy? 

[Hint: Not necessar i ly. Rese rves of fore ign excha nge in I n d ia tend to rise l a rgely on account 
of bo rrowi ngs, FD I  a nd  F I i .  As rega rds the ro l e  of borrowi ngs, p rod uction  activity is expected to 
acce le rate on ly if borrowi ngs a re not rel ated to u n p roductive use ( imp ly ing cons umption ) .  F I i  rel ates 
to i nvestment in sha res and  bonds, a nd  therefore, is not d i rect ly related to prod uction  activity. FD I  of 
cou rse is d i rect ly re l ated to production activity. If fore ign excha nge rese rves bu i l d  up on accou nt of 
FD I ,  p rod uction  activity is expected to acce le rate . ]  

5 .  How does  ba l a nce of  payments refl ect supp ly, demand status of  foreign excha nge for a cou ntry? 

[H int: U nfavou rab l e  ba l a nce of payments status of a cou ntry shows ou r  greater fi nanc i a l  ob l igations 
to rest of  the wor ld than  ou r  fi nanc i a l  c l a ims  aga i n st rest of the wor l d .  It a l so refl ects a s ituation of 
l ow forex reserves of the cou ntry. Together  these facts i m p ly that :  ( i )  ava i l a b i l ity of forex reserves is 
l ow, and  ( i i )  demand  for forex rese rves is h igh .  Th is  pushes up demand for forex in the i nternationa l  
ma rket . Accord i ng ly, the p rice of  'forex' o r  the rate at  wh ich the cou ntry ca n buy fore ign excha nge 
tends to r ise . ]  
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DOs and DON'Ts 

1 .  I t  must be borne i n  m i nd  that , as  a m atter of convent ion ,  ( i )  a l l  cu rrent transfers between a country and  
rest of the  worl d a re recorded as  i nv i s i b les  i n  the cu rrent account BoP,  and  ( i i )  a l l  d i rect purchases by 
non-res ident tou ri sts in the domest ic economy and  a l l  d i rect pu rchases by the res ident  tou r i sts i n  rest 
of the wor ld a re recorded as i nv is i b les i n  the current accou nt BoP Thus ,  cha rity (g ra nts) to rest of the 
wor ld (or  f rom rest of the wor ld)  i s  to be recorded as  a component of i nv is ib les i n  the cu rrent accou nt 
BoP. 

2.  Never lose s i ght of the bas ic pri nc ip l e  i n  BoP accou nt i ng  that. a l l  recei pts of fore i gn  exchange (by way 
of i ncomes, revenue, t ransfers or borrow ings) a re recorded as  pos it ive (+) items, wh i l e  a l l  payments 
of fo re i gn  exchange  a re recorded as negat ive (-) items. The ba la nce i s  est i mated as  the d i fference 
between rece ipts (+ i tems) and payments (- items) .  

3 .  Export and  i m port of goods i nc l udes a l l  types of goods, whether these a re consumer  goods ( l i ke b read 
and butter) or cap ita l goods ( l i ke p l a nt and  mach inery) . Ba l ance on account of export and i mport of 
goods i s  ca l led Trade Ba l ance. I t  i s  a n  e lement of cu rrent accou nt BoP Never consider the export and 
import of capital goods ( l ike p lant and mach inery) as an element of capita l  account BoP. 

4. Monetary transactions relat ing to capita l  account BoP do not involve the movement of goods and 
services from one country to the other. These tra nsact ions a ri se s i mp ly because ( i) the ownersh i p  
o f  phys ica l  assets i s  transferred b y  o n e  cou ntry t o  t h e  other (w ithout mov ing  these assets from one 
country to the other) ,  ( i i )  the owners h i p  of fi nanc i a l  assets (stocks and  bonds) i s  transferred by one 
country to the other, ( i i i) fore i gn  exchange  i s  tra nsferred from one country to the other by way of loans/ 
borrow i ngs .  Thus ,  goods do not move across the borders. Only the fore ign exchange moves from one 
country to the other on account of change i n  ownersh ip  of assets. 

5.  Remember that a n  account i ng  equ i l i b ri u m  i n  BoP does not necessar i ly  poi nt to a good economic 
hea lth of a n  economy. I t  may emerge s im p ly because h igh CAD (cu rrent accou nt defic i t) has  been 
tack led through h igh borrow ings  from rest of the worl d .  H i g h  borrow ings  (ref lected as  recei pts of 
fore ign exchange in BoP accounts) a re i ndeed a reflect ion  of poor performance of the economy both 
i n  the domest i c  as  we l l  as  g loba l  ma rkets .  

• What Causes D isequi l i br ium in BoP? 

D i seq u i l i b r i um in BoP i s  caused by a number of factors, b road ly  categor i sed 
as ( i ) econom i c factors , (i i ) po l i t i ca l factors, a nd  ( i i i ) soc i a l factors . Fo l l ow i ng  
a re the  deta i l s : 

(i) Economic Factors 

(a) H uge deve lopment expend i tu re by the government owing to wh ich  there 
a re l a rge sca le  i mports . I t  may cause a 'defic i t  BoP d i sequ i l i b r i um' .  

(b )  Bus i ness cyc les i n  terms of recess ion ,  depress ion ,  recovery and  boom .  A 
per iod of boom may witness l a rge sca le exports of a country. Accord i ng ly, 
a 'su rp l us  BoP d i seq u i l i b r i um '  may occu r. 

(c) H i g h rate of i n flat i on i n  the domest i c  market, compel l i n g  l a rge sca le 
imports of essent i a l  goods .  Th is  causes 'defic i t  BoP d iseq u i l i b r i um' .  
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(d) Deve lopment of i mport subst i tutes, because of wh ich i mports a re reduced 
and  su rp l u s  BoP may emerge in p lace of defic i t  BoP. 

(e) Change i n  the cost st ructu re of trad i n g  pa rtners ,  because of techno log ica l  
and  manager i a l  i n n ovat ions .  Favou rab le  change i n  cost structu re wou l d  
encourage exports and  l ead  to  'surp l u s  BoP d iseq u i l i br i um' .  

( i i )  Pol itical Factors 

(a) Po l it i ca l  i nstab i l i ty ow i ng  to wh i ch  i nf low of d i rect fore i gn  i nvestment a nd  
portfo l i o  i n vestment from abroad may  shr i nk .  I t  causes deficit on cap i ta l  
accou nt BoP 

(b )  Popu l i sm po l i c ies of the government l i ke huge cuts i n  import duty. Th is  
encourages i mports because of wh ich  cu rrent accou nt defic it may swe l l .  

( i i i) Social Factors 

(a) Change i n tastes and  p references, ow ing to wh ich  pattern of demand ( i n the 
i nternat i ona l  market) may change .  A favou rab l e  change may encourage 
exports, wh i l e  an  u nfavourab l e  sh i ft may cause a r ise in imports .  A r ise 
i n  exports leads to cu rrent account  su rp l us .  A r ise in imports leads to a 
current account defic i t .  

(b) C ross-border  prej ud i ces, wh ich somet imes force the countr ies (l i ke, I n d i a  
and  Pakistan) to  sh i ft to  expens ive sources o f  imports and  less profitab le  
a reas of exports . Such s ituat ions often d r ive a n  economy towards  the 
state of defic i t  BoP d i seq u i l i b r i um .  

• Balance of Payments (BoP) :  
Accounting Sense and Operational Sense 
Let us understand  the concept of ba l a nce of payments in 'accou nt i ng sense' 
and  'operationa l  sense' through  the fol lowi n g  i l l u strat ion .  Ca refu l l y  exam i ne 
the data g iven i n  the fo l lowi ng tab le 

Balance of Payments 

Assets (Credits) t crore Liabi l ities (Debits) t crore - ·-
1 .  Export of goods 550 1 .  I m port of goods 800 
2. Export of services (banki ng, 150 2 .  Import of services (banking, so 

sh ipp ing, insurance, tourism, etc . )  sh ipping, i nsurance, tourism, etc. ) 
3. Transfe r payments from rest of 100 3. Transfer payments to rest of 80 

the world (g ifts, a id ,  etc . )  the wor ld  (g ifts, a i d ,  etc . )  
4. Capita l receipts ( loans,  sa le  of  200 4. Ca pita l payments ( loans to 70 

assets to fo re igners, recei pt of fore igners, buy ing of assets 
capita l )  from foreigners, payment o f  

cap ita l  to  fo re igners )  
Tota l Receipts 1,000 Total Payments 1,000 

The a bove tab le  shows that in the account i ng sense ba l a nce of payments 
ba l a nces , because tota l  rece i pts (cred its) a re eq ua l  to tota l payments (deb its) , 
i. e . , � 1 ,000 cro re .  But in the operat i ona l  sense, the ana lys i s  of the tab le revea ls  
the fol low ing  facts :  
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• Balance of Trade (the d i fference between the va l u e  of tota l exports and  imports) 
is negat ive . 

Ba l a nce of Trade = Export of goods - I m port of goods 
= < 550 crore - < 800 crore 
= (-) < 250 crore 

• Balance of Payments on Cu rrent Account shows a defic i t of < 1 30 crore .  

Ba l a nce of Payments on  Cu rrent Accou nt 
= Trade Ba l a nce (Export of goods - Import of goods) + I nv is i b l es 

Ba l a nce [Ba l ance on  non-factor serv ices (bank i ng, sh i pp i ng ,  
etc .) + Ba l a nce on cu rrent tra nsfers] 

= (< 550 crore - < 800 crore) + [(< 1 50 crore - < 50 crore) 
+ (< 1 00 crore - < 80 crore)] 

= (-) < 250 cro re + < 1 00 crore + < 20 crore 
= (-) < 1 30 cro re 

• Balance of Payments on Capital Account shows a su rp l u s  of < 1 30 cro re .  

Ba l a nce of Payments on  Cap ita l  Accou nt 

= Capita l Recei pts - Cap ita l  Payments 

= < 200 crore - < 70 crore 
= < 1 30 crore 

• Overal l  Balance of Payments Balances (< 1 ,000 cro re of rece i pts = < 1 ,000 crore 
of payments) because the su rp l us  ba la nce of < 1 30 crore on  cap i ta l  account 
compensates defic i t  ba l ance of <1 30  crore on cu rrent accou nt . 

• From where has the < 130  crore surp lus on capital account emerged? 

I n  fact < 1 30 crore may have been received through fore i gn  loans .  I n  that case, 
the su rp l u s  of cap i ta l  account  actua l ly refl ects our i n debtedn ess ,  not a sound 
financ i a l  status .  

Ill 
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N U M ER I CALS :  

SOLVED AN D U NSOLVED 
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NATIONAL INCOME AND RELATED AGGREGATES 

Numericals related to Nominal GDP 

1. If Real GDP is< 200 and price index (with base = 100) is 110, calculate Nominal GDP. [CBSE Delhi 2015] 

Sol. 

Or, 

Ans. Nominal GDP = < 220. 

Real GDP = 
Nominal GDP 

x 100 
Price Index 

Real GDP x Price Index 
Nominal GDP=--------

100 

= 
200 X 110 

= 220 
100 

2. If the Real GDP is< 500 and price index (base = 100) is 125, calculate the Nominal GDP. 

Sol. 

Ans. Nominal GDP = < 625. 

Real GDP = 
Nominal GDP 

x 100 
Price Index 

Nominal GDP 
500 = 

125 
X 100 

Nominal GDP = 500 x !�� = 625 

[CBSE (Al) 2015] 

3. If the Real Gross Domestic Product is< 250 and the price index (base = 100) is 120, calculate the 

Sol. 

Nominal Gross Domestic Product. [CBSE (F) 2015] 

Or, 

Real GDP = 
Nominal GDP 

X 100 
Price Index 

Real GDP x Price Index 
Nominal GDP=--------

100 

= 
250 X 120 

= 300 
100 

Ans. Nominal gross domestic product = < 300. 

4. Assuming real income to be< 200 crore and price index to be 135, calculate nominal income. 

[CBSE (Al) 2016] 

Sol. Real Income 
= Nominal Income 

x 100 
Price Index 

399 



Or, N . 11 Real Income x Price Index omina ncome = 
100 

= 200 X 135 = 270 
100 

Ans. Nominal income = � 270 crore. 
5. If real income is� 400 and price index is 105, calculate nominal income. 

Sol. Real Income = 
Nominal Income x 100 Price Index 

Or, 
Real Income x Price Index Nominal Income = ---------

100 

= 400 X 105 = 420 
100 

Ans. Nominal income = � 420. 
6. Given real income to be 400 and price index be 100, calculate nominal income. 

Sol. 

Or, 

Real Income = 
Nominal Income x 100 

Price Index 

Real Income x Price Index Nominal Income = ---------
100 

= 400 X 100 = 400 
100 

Ans. Nominal income = 400 . 

Numericals related to Real GDP 

[CBSE (Al) 2016] 

[CBSE (F) 2016] 

7. If the Nominal GDP is t 1,200 and price index (with base = 100) is 120, calculate Real GDP. 

Sol. 

Ans. Real GDP=� 1,000. 

Real GDP = 
Nominal GDP x 100 
Price Index 

= 1, 200 X 100 = 1 000 
120 

[CBSE Delhi 2015] 

8. If the Nominal GDP is 600 and price index (base= 100) is 120, calculate the Real GDP. [CBSE (Al) 2015] 

Sol. 

Ans. Real GDP = 500. 

Real GDP = 
Nominal GDP x 100 
Price Index 

= 600 X 100 = 500 
120 

9. If the Nominal Gross Domestic Product = � 4,400 and the price index (base = 100) = 110, calculate 
the Real Gross Domestic Product. [CBSE (F) 2015] 

Sol. Real GDP = 
Nominal GDP x 100 
Price Index 

= 4 ,400 X 100 = 4 000 
110 

Ans. Real gross domestic product=� 4 ,000 . 
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10. If nominal income is< 500 and price index is 125, calculate real income. 

Sol. Real Income = 
Nominal Income x 100 

Price Index 

Ans. Real income = < 400. 

= 500 X 100 = 400 
125 

[CBSE (Al) 2016] 

11. Given nominal income to be< 375 and price index 125, calculate real income. [CBSE (F) 2016] 

S I R 11 _ Nominal Income x 100 0 · ea ncome -
Price Index 

Ans. Real income = < 300. 

= 375 X 100 = 300 
125 

12. If nominal income is< 600 and price index is 100, find real income. 

Sol. 

Ans. Real income =< 600. 

Real Income = 
Nominal Income x 100 

Price Index 

= 600 X 100 = 600 
100 

Numericals related to Price Index 

[CBSE (F) 2016] 

13. If the Real GDP is< 300 and Nominal GDP is< 330, calculate price index (base = 100). 

Sol. 

Or, 

Ans. Price index = 110. 

Nominal GDP Real GDP =----- x 100 Price Index 
Nominal GDP Price Index =----- x 100 Real GDP 

= 330 X 100 = 110 300 

[CBSE Delhi 2015] 

14. If the Real GDP is< 400 and Nominal GDP is< 450, calculate the price index (base = 100). 

Sol. 

Ans. Price index = 112.5. 

Real GDP = 

400 = 

Nominal GDP x 100 Price Index 
450 X 100 Price Index 

. d 450 Price In ex = 
400 x 100 = 112 . 5  

[CBSE (Al) 2015] 

15. If the Real Gross Domestic Product is < 200 and the Nominal Gross Domestic Product is < 2 10, 

Sol. 

calculate the price index (base = 100) . [CBSE (F) 2015] 

Or, 

Real GDP = 
Nominal GDP X 100 Price Index 

Price Index = 
Nominal GDP x 100 

Real GDP 

= 210 X 100 = 105 
200 

Ans. Price index = 105 . 
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METHODS OF CALCULATING NATIONAL INCOME 

Numericals related to Value Added/Product Method 

1. Calculate Value Added by firm A and firm B, given the following information: 
Items 

(i) Purchases by firm A from abroad 
(ii) Sales by firm B 
(iii) Purchases by firm A from firm B 
(iv) Domestic sales by firm A 
(v) Exports by firm A 
(vi) Excess of opening stock over closing stock of firm A 
(vii) Excess of closing stock over opening stock of firm B 
(viii) Purchases by firm B from firm A 

Sol. Value Added by Firm A 

(< in lakh) 
60 

180 
100 
220 

60 
20 
30 

100 

= Domestic sales+ Exports - Excess of opening stock over closing stock - Purchases from firm B 
- Purchases from abroad 

= < 220 lakh + < 60 lakh -< 20 lakh -< 100 lakh -< 60 lakh 
= < 100 lakh 

Value Added by Firm B 
= Sales+ Excess of closing stock over opening stock - Purchases from firm A 
= < 180 lakh + < 30 lakh -< 100 lakh 
= < 110 lakh 

Ans. Value added by firm A=< 100 lakh. 
Value added by firm B = < 110 lakh. 

2. Find Gross Value Added by firm A, given the following information: 
Items 

(i) Purchase of factor inputs by firm A 
(ii) Purchase of non-factor inputs by firm A 
(iii) Sales by firm A to other firms in the domestic economy 
(iv) Import of raw material by firm A from rest of the world 
(v) Excess of its opening stock over closing stock 

Sol. Gross Value Added by Firm A 

(< ) 
5,00,000 
2,00,000 

10,00,000 
50,000 

1,00,000 

= Sales by firm A- Purchase of non-factor inputs - Excess of opening stock over closing stock 
= < 10,00,000 -< 2 ,00,000 -< 1,00,000 
= < 7,00,000 

Ans. Gross value added by firm A=< 7,00,000. 
[Note: It is assumed that purchases of non-factor inputs include purchases from the domestic market 
as well as from abroad.] 

3. Calculate 'Value of Output' from the following data: 
Items 

(i) Net value added at factor cost 
(ii) Intermediate consumption 
(iii) Excise duty 
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(iv) Subsidy 
(v) Depreciation 

Sol. Net Value Added at Factor Cost 

s 
10 

= Value of output- Intermediate consumption - Depreciation - Excise duty+ Subsidy 
Or, Value of Output 

= Net value added at factor cost+ Intermediate consumption+ Depreciation+ Excise duty- Subsidy 
= < 100 lakh + < 75 lakh + < 10 lakh + < 20 lakh - < 5 lakh 
= < 200 lakh 

Ans. Value of output = < 200 lakh. 
4. Calculate ' Intermediate Consumption' from the following data: 

Items (< in lakh) 
(i) Value of output 200 
(ii) Net value added at factor cost 80 
(iii) Sales tax 15 
(iv) Subsidy s 
(v) Depreciation 20 

Sol. Net Value Added at Factor Cost 
= Value of output- Intermediate consumption - Depreciation - Indirect tax+ Subsidy 

Or, Intermediate Consumption 
= Value of output - Net value added at factor cost - Depreciation - Indirect tax+ Subsidy 
= < 200 lakh -< 80 lakh -< 20 lakh -< 15 lakh + < 5 lakh 
= < 90 lakh 

Ans. Intermediate consumption =< 90 lakh. 
5. Calculate 'Sales' from the following data: 

Items 
(i) Net value added at factor cost 
(ii) Intermediate consumption 
(iii) Indirect tax 
(iv) Depreciation 
(v) Change in stocks 

Sol. Net Value Added at Factor Cost 

(< in lakh) 
300 
200 

20 
30 

(-) so 

= Sales+ Change in stocks - Intermediate consumption - Depreciation - Indirect tax 
Or, Sales= Netvalueadded at factor cost-Change in stocks+ Intermediate consumption+ Depreciation 

+ Indirect taxes 
= < 300 lakh - (-) < SO lakh + < 200 lakh + < 30 lakh + < 20 lakh 
= < 300 lakh + < SO lakh + < 200 lakh + < 30 lakh + < 20 lakh 
= < 600 lakh 

Ans. Sales =< 600 lakh. 
6. From the following data, calculate 'Gross Value Added at Factor Cost': 

Items 
(i) Sales 
(ii) Change in stock 

(< in crore) 
8,000 

100 
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(iii) Subsidies 200 
(iv) Consumption of fixed capital 300 
(v) Intermediate consumption 5 ,500 
(vi) Rent 500 

Sol. Gross Value Added at Factor Cost 
= Sales+ Change in stock - Intermediate consumption + Subsidies 
= < 8,000 crore + < 100 crore -< 5 , 500 crore + < 200 crore 
= < 2 ,800 crore 

Ans. Gross value added at factor cost= <  2 ,800 crore. 
7. Calculate 'Sales' f rom the following data: 

Items (< in lakh) 

Sol. 

(i) Intermediate costs 
(ii) Consumption offixed capital 
(iii) Change in stock 
(iv) Subsidy 
(v) Net value added at factor cost 
(vi) Exports 
Net Value Added at Factor Cost 

= Sales+ Change in stock - Intermediate costs -Consumption of fixed capital + Subsidy 
Or, Sales 

700 
80 

(-) 50 
60 

1,300 
50 

= Net value added at factor cost -Change in stock + Intermediate costs + Consumption of fixed 
capital - Subsidy 

= < 1, 300 lakh - (-) < 50 lakh + < 700 lakh + < 80 lakh -< 60 lakh 
= < 1, 300 lakh + < 50 lakh + < 700 lakh + < 80 lakh -< 60 lakh 
= < 2 ,070 lakh 

Ans. Sales = < 2,070 lakh. 
8. Calculate 'Intermediate Consumption' from the following data: 

Items (< in lakh) 
(i) Net value added at factor cost 
(ii) Sales 
(iii) Indirect tax 
(iv) Depreciation 
(v) Change in stock 

Sol. Net Value Added at Factor Cost 
= Sales+ Change in stock - Intermediate consumption - Depreciation - Indirect tax 

Or, Intermediate Consumption 
= Sales - Net value added at factor cost+ Change in stock - Depreciation - Indirect tax 
= < 600 lakh -< 300 lakh + (-) < 50 lakh -< 30 lakh -< 20 lakh 
= < 600 lakh -< 300 lakh -< 50 lakh -< 30 lakh -< 20 lakh 
= < 200 lakh 

Ans. Intermediate consumption = < 200 lakh. 
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9. 

Sol. 

From the following data, find 'Net Value Added at Market Price': 
Items 

(i) Output sold (units) 700 
(ii) Price per unit of output (�) 15 
(iii) Goods and Service tax (�) 1,200 
(iv) Import duty (�) 500 
(v) Net change in stocks (�) (-) 800 
(vi) Depreciation (�) 500 
(vii) Intermediate consumption (�) 6,200 
Net Value Added at Market Price 

= Sales ( Output sold x Price per unit of output )+ Net change in stocks - Intermediate consumption 
- Depreciation 

= ( 7 QQ X � 15 ) + (-) � 8QQ- � 6,2QQ- � SQQ 
= � 10,500 - � 800 - � 6,200 - � 500 
= � 3,000 

Ans. Net value added at market price = � 3,000. 
10. From the following data, find 'Change in Stock': 

Items 
(i) Intermediate consumption 
(ii) Net value added at factor cost 
(iii) Sales 
(iv) Net indirect taxes 
(v) Import duty 
(vi) Consumption affixed capital 

Sol. Net Value Added at Factor Cost 

(� in lakh) 
10,000 
17 ,600 
30,000 

400 
1,000 
3,000 

= Sales + Change in stock - Intermediate consumption - Consumption of fixed capital - Net 
indirect taxes 

Or, Change in Stock 
= Net value added at factor cost - Sales + Intermediate consumption + Consumption of fixed 

capital + Net indirect taxes 
= � 17 ,600 lakh - � 30,000 lakh + � 10,000 lakh + � 3,000 lakh + � 400 lakh 
= � 1,000 lakh 

Ans. Change in stock = � 1,000 lakh. 
11. Find 'Net Value Added at Factor Cost': 

Items 
(i) Sales 
(ii) Closing stock 
(iii) Excise 
(iv) Opening stock 
(v) Depreciation 
(vi) Intermediate consumption 

(� in lakh) 
100 
20 
15 
10 
12 
so 

[CBSE Sample Paper 2013] 
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*Sol. Net Value Added at Factor Cost 
= Sales+ Closing stock - Opening stock - Intermediate consumption - Depreciation - Excise 
= � 100 lakh + � 20 lakh -� 10 lakh -� SO lakh -� 12 lakh -� 15 lakh 
= � 33 lakh 

Ans. Net value added at factor cost=� 33 lakh. 
* Item (vi) ( in the answer ) seems to be missing from the CBSE question. It is 'intermediate consumption 
= � SO lakh'. 

12. Find Net Value Added at Factor Cost: 
Items 

( i) Durable use producer goods with a life span of 10 years 
( ii) Single use producer goods 
(iii) Sales 

(� in lakh) 
10 
s 

20 
2 (iv) Unsold output produced during the year 

(v) Taxes on production 1 
[CBSE Delhi 2016] 

Sol. Net Value Added at Factor Cost 
= Sales+ Change in stock - Single use producer goods - Depreciation - Taxes on production 
= � 20 lakh + � 2 lakh -� 5 lakh -� 1 lakh -� 1 lakh 
= � 15 lakh 

Ans. Net value added at factor cost=� 15 lakh. 

[N t A I D  . ti. Value of durable use producer goods _�_l_O_l_ak_h_= "" l lakh. ]  o e :  nnua eprec1a on= -------------= , 
Life span of producer goods 10 

13. Find Net Value Added at Market Price: 
Items 

(i) Fixed capital good with a life span of 5 years 
(ii) Raw materials 
(iii) Sales 
(iv) Net change in stock 
(v) Taxes on production 

Sol. Net Value Added at Market Price 
= Sales+ Net change in stock - Raw materials - Depreciation 
= � 25  lakh + (-) � 2 lakh -� 6 lakh -� 3 lakh 
= � 25 lakh -� 2 lakh -� 6 lakh -� 3 lakh 
= � 14 lakh 

Ans. Net value added at market price=� 14 lakh. 

[Note: Annual Depreciation= _value of fixed capital goods 
Life span of fixed capital goods 

14. F ind Gross Value Added at Market P rice: 
Items 

(i) Depreciation 
( ii) Domestic sales 
( iii) Net change in stocks 
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(iv) Exports 
(v) S ingle use producer goods 

Sol. Gross Value Added at Market Price 
= Domestic sales+ Net change in stocks - Single use producer goods+ Exports 
= < 200 lakh + (-) < 10 lakh -< 120 lakh + < 10 lakh 
= < 200 lakh -< 10 lakh -< 120 lakh + < 10 lakh 

= < 80 lakh 
Ans. Gross value added at market price =< 80 lakh. 

10 
120 

[CBSE Delhi 2016] 

15 .  In an economy, following t ransactions took place. Calculate Val ue of Output and Value Added by 
firm B: 

(i) Firm A sold to firm B goods of < 80 crore; to firm C < 50 crore; to household < 30 crore and 
goods of value< 10 crore remains unsold . 

(ii) Firm B sold to firm C goods of < 70 crore; to fi rm D < 40 crore; goods of value< 30 crore were 
exported and goods of value < 5 crore was so ld to government. [CBSE Sample Paper 2019] 

Sol. Value of Output of Firm B = Sales to firm C + Sales to firm D + Exports+ Sales to the government 
= < 70 crore + < 40 crore + < 30 crore + < 5 crore 
= < 145 crore 

Value Added by Firm B = Value of output of firm B - Purchases from firm A 
= < 145 crore -< 80 crore = < 65 crore 

Ans. Value of output of firm B = < 145 crore. 
Value added by firm B = < 65 crore. 

Numericals related to Income Method 

16. From the following data, calculate 'National Income': 
Items 

(i) Compensation of employees 
(ii) Rent 
(ii i) Wages and salaries 
(iv) Net exports 
(v) Net factor income from abroad 
(vi) Profit 
(vii) Interest 
(viii) Depreciation 
(ix) Remittances from abroad 
(x) Taxes on profits 

Sol. National Income ( NNPFcl 

(< in crore) 
800 
200 
750 

(-) 30 
(-) 20 

300 
100 
so 

80 
60 

= Compensation of employees+ Rent+ Profit+ Interest+ Net factor income from abroad [Income 
Method] 

= < 800 crore + < 200 crore + < 300 crore + < 100 crore + (-) < 20 crore 
= < 800 crore + < 200 crore + < 300 crore + < 100 crore - < 20 crore 
= < 1, 380 crore 

Ans. National income = < 1, 380 crore. 
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17. Calculate 'Net Domestic Product at Factor Cost' from the following: 
Items 

(i) Dividends 
(ii) Contribution to social security schemes by employers 
(iii) Undistributed profits 
(iv) Rent 
(v) Interest paid by the production units 
(vi) Corporation tax 
(vii) Wages and salaries 

(� in crore) 
100 
200 

20 
100 
130 
50 

1, 000 
(viii) Net factor income from abroad 10 

Sol. Net Domestic Product at Factor Cost ( NDPFcl 
= Wages and salaries + Contribution to social security schemes by employers + Rent + Interest 

+ Dividends+ Undistributed profits+ Corporation tax 
= � 1,000 crore + � 200 crore + � 100 crore + � 130 crore + � 100 crore + � 20 crore + � 50 crore 
= � 1,600 crore 

Ans. Net domestic product at factor cost= � 1, 600 crore. 
18. Find 'Wages and Salaries' from the following data : 

Items 
(i) Royalty 
(ii) Rent 
(iii) Interest 
(iv) Net indirect tax 
(v) Net national product at market price 
(vi) Profit 
(vii) Net factor income to abroad 
(viii) Consumption of fixed capital 
(ix) Social security contribution by employers 
(x) Social security contribution by employees 

Sol. Net National Product at Market Price 

(� in crore) 
50 

100 
400 

70 
1, 700 

300 
(-) 20 

120 
60 
40 

= Wages and salaries + Social security contribution by employers + Rent + Royalty + Interest 
+ Profit+ Net indirect tax - Net factor income to abroad 

Or, Wages and Salaries 
= Net national product at market price- Social security contribution by employers - Rent- Royalty 

- Interest - Profit - Net indirect tax+ Net factor income to abroad 
= � 1, 700 crore - � 60 crore - � 100 crore - � 50 crore - � 400 crore - � 300 crore - � 70 crore 

+ (-) � 20 crore 
= � 1, 700 crore - � 60 crore - � 100 crore - � 50 crore - � 400 crore - � 300 crore - � 70 crore 

- � 20 crore 
= � 700 crore 

Ans. Wages and salaries = � 700 crore. 
19. From the following data, calculate 'Operating Surplus' : 

Items 
(i) Net indirect tax 
(ii) Gross domestic product at market price 
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(iii) Employees contribution to social security schemes 
(iv) Compensation of employees 
(v) Rent 
(vi) Interest 
(vii) Net factor income from abroad 
(viii) Depreciation 

Sol. Gross domestic product at market price 

200 
1,600 

2 00 
150 

(-) 20 
200 

= Compensation of employees+ Operating surplus+ Depreciation + Net indirect tax 
Or, Operating Surplus 

Gross domestic product at market price -Compensation of employees - Depreciation - Net 
indirect tax 
t 3, 120 crore - t 1,600 crore - t 200 crore - t 300 crore 
t 1,020 crore 

Ans. Operati ng  surplus = t 1, 020 crore. 
20. Calculate 'National Income' from the following data : 

Items 
(i) Net exports 
(ii) Compensation of employees 
(iii) Rent 
(iv) Dividend 
(v) Consumption of fixed capital 
(vi) Change in stock 
(vii) Profits 
(viii) Net factor income to abroad 
(ix) Net indirect taxes 
(x) Interest 

Sol. National Income 

(� in crore) 
(-) 300 

6, 000 
400 
200 
300 
50 

800 
(-) 80 

600 
500 

= Compensation of employees+ Rent+ Interest+ Profits - Net factor income to abroad 
= � 6,000 crore + � 400 crore + � 500 crore + � 800 crore - (-) � 80 crore 
= � 6,000 crore + � 400 crore + � 500 crore + � 800 crore + � 80 crore 
= � 7,780 crore 

Ans. National income = � 7 ,780 crore. 
21. From the following data, calculate 'Mixed Income of Self-employed' : 

Items 
(i) Profit 
(ii) Rent 
(iii) Consumption of fixed capital 
(iv) Com pensation of em ployees 
(v) National income 
(vi) Corporation tax 
{vii) Net retained earnings of private enterprises 
(viii) Net factor income from abroad 
(ix) Interest 
(x) Net indirect taxes 

(� in crore) 
500 
200 
100 

1,000 
2,700 

200 
150 

(-) 50 
250 
160 
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Sol. National Income 
= Compensation of employees+ Operating surplus ( Rent+ Interest+ Profit) + Mixed income of 

self-employed + Net factor income from abroad 
Or, Mixed Income of Self-employed 

= National Income -Compensation of employees - Operating surplus (Profit+ Rent+ Interest ) 
- Net factor income from abroad 

= � 2 ,700 crore - � 1,000 crore - (� 200 crore + � 250 crore + � 500 crore) - (-) � 50 crore 
= � 2 ,700 crore - � 1,000 crore - � 950 crore + � 50 crore 
= � 800 crore 

Ans. Mixed income of self-employed = �  800 crore. 
22. Calculate 'Gross National Product at Market P rice' : 

Items 
(i) Rent 
(ii) Net current transfers to rest of the world 
(iii) Social security contributions by employers 
(iv) Mixed income 
(v) Gross domestic capital formation 
(vi) Royalty 
(vii) Interest 
(viii) Compensation of employees 
(ix) Net domestic capital formation 
(x) Net factor income from abroad 
(xi) Net indirect tax 
(xii) Profit 

Sol. Gross National Product at Market Price 

(� in crore) 
100 
30 
47 

600 
140 

20 
110 
500 
120 

(-) 10 
150 
200 

[CBSE Delhi 2015] 

= Compensation of employees+ Rent+ Royalty+ Interest+ Profit+ Mixed income+ Consumption 
of fixed capital ( Gross domestic capital formation - Net domestic capital formation) + Net 
indirect tax+ Net factor income from abroad 

= � 500 crore + � 100 crore + � 20 crore + � 110 crore + � 200 crore + � 600 crore + (� 140 crore 
- � 120 crore) + � 150 crore + (-) � 10 crore 

= � 500 crore + � 100 crore + � 20 crore + � 110 crore + � 200 crore + � 600 crore + � 20 crore 
+ � 150 crore - � 10 crore 

= � 1,690 crore 
Ans. Gross national product at market price= �  1,690 crore. 
23 .  Calculate the 'National Income' : 

Items 
(i) Rent 
(ii) Net factor income to abroad 
(iii) National debt interest 
(iv) Wages and salaries 
(v) Current transfers from government 
(vi) Undistributed profits 
(vii) Corporation tax 
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(viii) Interest 
(ix) Social security contributions by employers 
(x) Net domestic product accruing to government 
(xi) Net current transfers to rest of the world 
(xii) Dividend 

Sol. National Income 

150 
100 
250 

5 
50 

[CBSE (Al) 2015] 

= Wages and salaries+ Social security contributions by employers+ Rent+ Interest+ Undistributed 
profits+ Corporation tax+ Dividend - Net factor income to abroad 

= < 700 crore + < 100 crore + < 200 crore + < 150 crore + < 20 crore + < 30 crore + < 50 crore 
-< 10 crore 

= < 1,240 crore 
Ans. National income = < 1,240 crore. 
24. Calculate the Gross National Product at Market P rice: 

Items 
(i) Wages and salaries 
(ii) Personal tax 
(iii) Operating surplus 
(iv) Undistributed profits 
(v) Social security contributions by employers 
(vi) Corporate tax 
(vii) Net factor income to abroad 
(viii) Personal disposable income 
(ix) Net indirect tax 
(x) Consumption of fixed capital 
(xi) Mixed income of self-employed 
(xii) Royalty 

Sol. Gross National Product at Market Price 

(< in crore) 
800 
150 
200 

10 
100 
50 

(-) 20 
1,200 

70 
30 

500 
9 

[CBSE (F) 2015] 

= Wages and salaries + Social security contributions by employers + Operating surplus+ Mixed 
income of self-employed + Consumption of fixed capital + Net indirect tax - Net factor income 
to abroad 

= < 800 crore + < 100 crore + < 200 crore + < 500 crore + < 30 crore + < 70 crore - (-) < 20 crore 
= < 800 crore + < 100 crore + < 200 crore + < 500 crore + < 30 crore + < 70 crore + < 20 crore 
= < 1,720 crore 

Ans. Gross national product at market price = < 1,720 crore. 
25. Calculate Net National Product at Market Price: 

Items 
(i) Net factor income to abroad 
(ii) Net current transfers to abroad 
(iii) Consumption of fixed capital 
(iv) Compensation of employees 
(v) Corporate tax 
(vi) Undistributed profits 

(< in crore) 
(-) 10 

5 
40 

700 
30 
10 
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(vii) Interest 
(viii) Rent 
(ix) Dividends 
(x) Net indirect tax 
(xi) Social security contributions by employees 

90 
100 
20 

110 
11 

[CBSE {F) 2015] 
Sol. Net National Product at Market Price 

= Compensation of employees+ Rent+ Interest+ Corporate tax+ Undistributed profits+ Dividends 
+ Net indirect tax - Net factor income to abroad 

= � 700 crore + � 100 crore + � 90 crore + � 30 crore + � 10 crore + � 20 crore + � 110 crore - (-) � 10 
crore 

= � 700 crore + � 100 crore + � 90 crore + � 30 crore + � 10 crore + � 20 crore + � 110 crore 
+ � 10 crore 

= � 1,070 crore 
Ans. Net national product at market price = � 1,070 crore. 
26. Find National Income: 

Items 
(i) Wages and salaries 
(ii) Net current transfers to abroad 
(iii) Net factor income paid to abroad 
(iv) Profit 
(v) National debt interest 
(vi) Social security contributions by employers 
(vii) Current transfers from government 
(viii) National income accruing to government 
(ix) Rent 
(x) Interest 
(xi) Royalty 

(� in crore) 
1,000 

20 
10 

400 
120 
100 
60 

150 
200 
300 

50 
[CBSE Delhi 2016] 

Sol. National Income 

Ans. 
27. 

412 

= Wages and salaries+ Social security contributions by employers+ Rent+ Royalty+ Interest+ Profit 
- Net factor income paid to abroad 

= � 1,000 crore + � 100 crore + � 200 crore + � 50 crore + � 300 crore + � 400 crore -� 10 crore 
= � 2 ,040 crore 

National income = � 2,040 crore. 
Find Net Domestic Product at Factor Cost : 

Items (� in crore) 
( i) Rent 200 
(ii) Net current transfers to abroad 10 
(iii) National debt interest 60 
(iv) Corporate tax 100 
(v) Compensation of employees 900 
(vi) Current transfers by government 150 

(vii) Interest 400 
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(viii) Undistributed profits 
(ix) Dividend 
(x) Net factor income to abroad 
(xi) Income accruing to government 

50 
250 

(-) 10 
120 

[CBSE Delhi 2016] 
Sol. Net Domestic Product at Factor Cost 

Ans. 
28. 

Sol. 

= Compensation of employees+ Rent+ Interest+ Cor porate tax+ Undistributed profits+ Dividend 
= � 900 crore + � 200 crore + � 400 crore + � 100 crore + � 50 crore + � 250 crore 
= � 1,900 crore 

Net domestic product at factor cost= �  1,900 crore. 
Find Net National Product at Market Price: 

Items (� in crore) 
(i) Personal taxes 2 00 
(ii) Wage and salaries 1,200 
(iii) Undistr ibuted profit 50 
(iv) Rent 300 
(v) Corporation tax 2 00 
(vi) Private income 2 ,000 
(vii) Interest 400 

(viii) Net indirect tax 300 
(ix) Net factor income to abroad 20 
(x) Profit 500 
(xi) Social security contributions by employers 250 

[CBSE Delhi 2016] 
Net National Product at Market Price 

= Wages and salaries+ Social security contributions by employers+ Rent+ Interest+ Profit+ Net 
indirect tax - Net factor income to abroad 

= � 1,200 crore + � 250 crore + � 300 crore + � 400 crore + � 500 crore + � 300 crore -� 20 crore 
= � 2 ,930 crore 

Ans. Net national product at market price=� 2 ,930 crore. 
29. Calculate National Income: 

Items 
(i) Com pensation of em ployees 
( ii) Rent 
(iii) Profit 
(iv) Dividend 
(v) Interest 
(vi) Mixed income of self-employed 
(vii) Net factor income to abroad 
(viii) Net exports 

(ix) Net indirect taxes 
(x) Depreciation 
(xi) Net current transfers to abroad 

(� in crore) 
2 ,000 

400 
900 
100 
500 

7,000 
50 
60 

300 
150 
30 

[ CBSE (Al} 201 7] 
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Sol. National Income 
= Compensation of employees + Rent+ Interest + Profit + Mixed income of self-employed - Net 

factor income to abroad 
= < 2 ,000 crore + < 400 crore + < 500 crore + < 900 crore + < 7 ,000 crore -< 50 crore 
= < 10,750 crore 

Ans. National income = < 10, 750 crore. 
30. Calculate the Net National Product at Market Price: 

Items 
(i) Mixed income of self-em ployed 
(ii) Depreciation 
(iii) Profit 
(iv) Rent 
(v) Interest 
(vi) Com pensation of em ployees 
(vii) Net indirect taxes 
(viii) Net factor income to abroad 
(ix) Net exports 
(x) Net current transfers to abroad 

(< in crore) 
8,000 

200 
1,000 

600 
700 

3,000 
500 
60 

(-) 50 
20 

[CBSE (Al) 201 7] 
Sol. Net National Product at Market Price 

Ans. 
31. 

Sol. 

= Compensation of employees + Rent+ Interest + Profit + Mixed income of self-employed + Net 
indirect taxes - Net factor income to abroad 

= < 3,000 crore + < 600 crore + < 700 crore + < 1,000 crore + < 8,000 crore + < 500 crore 
-< 60 crore 

= < 13,740 crore 
Net national product at market price = < 13,740 crore. 
Calculate the Gross National Product at Market P rice: 

Items (< in crore) 
(i) Com pensation of em ployees 2,500 
(ii) Profit 700 
(iii) Mixed income of self-em ployed 7 ,500 
(iv) Government final consumption expenditure 3,000 
(v) Rent 400 
(vi) Interest 350 
(vii) Net factor income from abroad 50 
(viii) Net current transfers to abroad 100 
(ix) Net indirect taxes 150 
(x) Depreciation 70 
(xi) Net exports 40 

[CBSE (Al} 201 7] 
Gross National Product at Market Price 

= Compensation of employees + Rent + Interest + Profit + Mixed income of self-employed 
+ Depreciation + Net indirect taxes+ Net factor income from abroad 
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Ans. 
32. 

Sol. 

Ans. 
33. 

Sol. 

= < 2 ,500 crore + < 400 crore + < 350 crore + < 700 crore + < 7 , 500 crore + < 70 crore + < 150 crore 
+ < 50 crore 

= < 11,720 crore 
Gross national product at market price = < 1 1 ,720 crore. 
Calculate National Income: 

Items (< in crore) 
(i) Profit 1,000 
(ii) Mixed income of self-employed 15 ,000 
(iii) Dividends 200 
(iv) Interest 400 
(v) Compensation of employees 7 ,000 
(vi) Net factor income to abroad 100 
(vii) Consumption of fixed capital 400 
(viii) Net exports (-) 200 
(ix) Net indirect taxes 800 
(x) Net current transfers to rest of the world 40 
(xi) Rent 500 

[CBSE {F) 201 7] 
National Income 

= Compensation of employees + Rent+ Interest + Profit + Mixed income of self-employed - Net 
factor income to abroad 

= < 7,000 crore + < 500 crore + < 400 crore + < 1,000 crore + < 15,000 crore -< 100 crore 
= < 23,800 crore 

National income = < 23,800 crore. 
Calculate Net National Product at Market Pr ice: 

Items (< in thousand crore) 
(i) Compensation of employees 250 
(ii) Mixed income of self-employed 600 
(iii) Profit 80 
(iv) Rent 30 
(v) Interest 40 
(vi) Net factor income to abroad (-) 10 
(vii) Net exports 15 
(viii) Consumption of fixed capital 20 
(ix) Net indirect taxes 10 
(x) Net current transfers to abroad 8 

[CBSE (F) 201 7] 
Net National Product at Market Price 

= Compensation of employees + Rent+ Interest + Profit + Mixed income of self-employed - Net 
factor income to abroad + Net indirect taxes 

= < 250 thousand crore + < 30 thousand crore + < 40 thousand crore + < 80 thousand crore 
+ < 600 thousand crore - H < 10 thousand crore + < 10 thousand crore 

= < 250 thousand crore + < 30 thousand crore + < 40 thousand crore + < 80 thousand crore 
+ < 600 thousand crore + < 10 thousand crore + < 10 thousand crore 

= < 1,020 thousand crore 
Ans. Net national product at market price =< 1,020 thousand crore. 

Solved Numericals 415 



34. 

Sol. 

Ans. 
35. 

Sol. 

Calculate National Income: 
Items (< in crore) 

( i) Compensation of employees 2,000 
(ii) Profit 800 
( iii) Rent 300 
( iv) Interest 250 
(v) Mixed income of self-employed 7,000 
(vi) Net current transfers to abroad 200 
(vii) Net exports H 100 
(viii) Net indirect taxes 1,500 
(ix) Net factor income to abroad 60 
(x) Consumption of fixed capital 120 

[CBSE {F) 201 7] 
National Income 

= Compensation of employees + Rent+ Interest + Profit + Mixed income of self-employed - Net 
factor income to abroad 

= < 2 ,000 crore + < 300 crore + < 250 crore + < 800 crore + < 7 ,000 crore -< 60 crore 
= < 10,290 crore 

National income = < 10,290 crore. 
Calculate ( a) Operating Surplus, and ( b) Domestic Income: 

Items 
( i) Compensation of employees 
(ii) Rent and interest 
(iii) Indirect taxes 
( iv) Corporation tax 
(v) Consumption of fixed capital 
(vi) Subsidies 

(vii) Dividend 
(viii) Undistributed profits 
( ix) Net factor income to abroad 
(x) Mixed income 

(a )  Operating Surplus 
= Rent and Interest+ Undistributed profits+ Corporation tax+ Dividend 
= < 800 crore + < 300 crore + < 460 crore + < 940 crore 
= < 2 , 500 crore 

( b ) Domestic Income 
= Compensation of employees+ Operating surplus+ Mixed income 
= < 2 ,000 crore + < 2 ,500 crore + < 200 crore 
= < 4,700 crore 

(< in crore) 
2, 000 

800 
120 
460 
100 
20 

940 
300 
150 
200 

[CBSE 2018] 

Ans. (a )  Operating surplus =< 2 ,500 crore. 
( b ) Domestic income =< 4,700 crore. 
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36. 

Sol. 

Calculate the value of "Rent" from the following data: 
Items (t in crore) 

(i) Gross domestic product at market price 18,000 
(ii) Mixed income of self-employed 7,000 
(iii) Subsidies 250 
(iv) Interest 800 
(v) Rent ? 
(vi) Profit 975 
(vii) Compensation of employees 6,000 
(viii) Consumption of fixed capital 1,000 
(ix) Ind irect tax 2,000 

[CBSE 2019 (58/4/1)] 
Rent 

= Gross domestic product at market price - Compensation of employees - Interest - Profit 
- Mixed income of self-employed - Consumption of fixed capital - Indirect tax+ Subsidies 

= t 18,000 crore - t 6,000 crore - t 800 crore - t 975 crore - t 7 ,000 crore - t 1,000 crore 
- t 2,000 crore + t 250 crore 

= t 475 crore 
Ans. Rent = t 475 crore. 
37. Calculate value of " Interest" from the followi ng data: 

Items 
(i) Indirect tax 
(ii) Subsidies 
(iii) Profits 
(iv) Consumption af fixed capital 
(v) Gross domestic product at market price 
(vi) Compensation of employees 
(vii) Interest 
(viii) Mixed income of self-employed 
(ix) Rent 

Sol. Interest 

(t in crore) 
1,500 

700 
1,100 

700 
17,500 

9,300 
? 

3,500 
800 

[CBSE 2019 (58/4/2)] 

= Gross domestic product at market price -Compensation of employees - Rent - Profits - Mixed 
income of self-employed -Consumption of fixed capital - Indirect tax+ Subsidies 

= t 17 ,500 crore - t 9 ,300 crore - t800 crore - t 1, 100 crore - t 3 ,500 crore - t 700 crore 
- t 1, 500 crore + t 700 crore 

= t 1,300 crore 
Ans. Interest = t 1,300 crore. 
38. Calculate the value of "Mixed Income of Self-employed" from the following data: 

Items 
(i) Compensation of employees 
(ii) Interest 

(t in crore) 
17,300 

1,200 

Solved Numericals 417 



(iii) Consumption of fixed capital 
(iv) Mixed income of self-employed 
(v) Subsidies 
(vi) Gross domestic product at market price 
(vii) Indirect taxes 
(viii) Profits 
(ix) Rent 

Sol. Mixed Income of Self-employed 

1,100 
? 

750 
27,500 

2 ,100 
1,800 
2 ,000 

[CBSE 2019 {58/4/3)] 

= Gross domestic product at market price - Compensation of employees - Rent - Interest 
- Profits -Consumption of fixed capital - Indirect tax+ Subsidies 

= �27, 500 crore -� 17 ,300 crore -�2,000 crore -� 1,200 crore -� 1,800 crore -� 1, 100 crore 
-�2 ,100 crore + �750 crore 

= � 2 ,750 crore 
Ans. Mixed income of self-employed= �2 ,750 crore. 

Numericals related to Expend iture Method 

39. Calculate 'National Income' from the following data: 
Items 

(i) Private final consumption expenditure 
{ ii) Profit 
(iii) Government final consumption expenditure 
(iv) Net indirect taxes 
(v) Gross domestic capital formation 
(v i) Change in stock 

(vii) Net factor income from abroad 
(viii) Consumption of fixed capital 
(ix) Net imports 

Sol. National Income ( NNPFcl 

(� in crore) 
600 
100 
700 

50 
250 
50 

(-) 50 
70 
30 

= Private final consumption expenditure + Government final consumption expenditure + Gross 
domestic capital formation - Net imports - Consumption of fixed capital - Net indirect taxes 
+ Net factor income from abroad 

= � 600 crore + � 700 crore + � 250 crore -� 30 crore -� 70 crore -� 50 crore + (-) � 50 crore 
= � 600 crore + � 700 crore + � 250 crore -� 30 crore -� 70 crore -� 50 crore -� 50 crore 
= � 1, 350 crore 

Ans. National income = � 1,350 crore. 
40. Calculate 'Private Final Consumption Expenditure' from the following : 

Items 
(i) Net imports 
(ii) Net current transfers to abroad 
(iii) Net domestic fixed capital formation 
(iv) Government final consumption expenditure 
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(v) National income 
(v i) Consumption of fixed capital 
(vii) Net change in stocks 
(viii) Net factor income to abroad 
(ix) Net indirect tax 

Sol. National Income 

1,050 
70 
30 
20 

100 

= Private final consumption expenditure + Government final consumption expenditure + Net 
domestic fixed capital formation + Net change in stocks - Net imports - Net indirect tax - Net 
factor income to abroad 

Or, Private Final Consumption Expenditure 
= National income - Government final consumption expenditure - Net domestic fixed capital 

formation - Net change in stocks+ Net imports+ Net indirect tax+ Net factor income from abroad 
= t l ,050 lakh- t200 lakh- t 300 lakh- t 30 lakh + t 60 lakh + t l OO lakh + t20 lakh 
= t 700 lakh 

Ans. Private final consumption expenditure = t 700 lakh.  
41. Calculate 'Government Final Consumption Expenditure' from the following data: 

Items 
(i) National income 
(ii) Net domestic fixed capital formation 
(iii) Net imports 
(iv) Net indirect tax 
(v) Net current transfers from abroad 
(vi) Private final consumption expenditure 
(vii) Change in stocks 
(viii) Net factor income from abroad 
(ix) Net factor income from abroad 
(x) Gross domestic fixed capital formation 

Sol. National Income 

(t in crore) 
930 
100 

(-) 20 
5 

15 
600 
10 

5 
5 

125 

= Private final consumption expenditure + Government final consumption expenditure + Net 
domestic fixed capital formation+ Change in stocks - Net imports - Net indirect tax+ Net factor 
income from abroad 

Or, Government Final Consumption Expenditure 
= National income - Private final consumption expenditure - Net domestic fixed capital formation 

- Change in stocks+ Net imports+ Net indirect tax - Net factor income from abroad 
= t 930 crore - t 600 crore - t 100 crore - t 10 crore + (-) t 20 crore + t 5 crore - t 5 crore 
= t 930 crore - t 600 crore - t 100 crore - t 10 crore - t 20 crore + t 5 crore - t 5 crore 
= t 200 crore 

Ans. Government final consumption expenditure = t 200 crore. 
42. Find out 'Gross Domestic Capital Formation' from the following data: 

Items 
(i) Net imports 
(ii) National income 
(iii) Private final consumption expenditure 

(t in crore) 
(-) 10 

770 
600 
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(iv) Consumption of fixed capital 
(v) Factor income from abroad 
(vi) Government final consumption expenditure 
(vii) Net factor income to ab road 
(viii) Net current transfers to abroad 

60 
10 

200 
20 
30 

(ix) Net indirect taxes 
Sol. National Income 

70 

Ans. 
43. 

Sol. 

= Private final consumption expenditure + Government final consumption expenditure + Gross 
domestic capital formation - Net imports - Consumption of fixed capital - Net indirect taxes 
- Net factor income to abroad 

Or, Gross Domestic Capital Formation 
= National income - Private final consumption expenditure - Government final consumption 

expenditure + Net imports + Consumption of fixed capital + Net indirect taxes + Net factor 
income to abroad 

= � 770 crore -� 600 crore -� 200 crore + (-) � 10 crore + � 60 crore + � 70 crore + � 20 crore 
= � 770 crore -� 600 crore -� 200 crore - � 10 crore + � 60 crore + � 70 crore + � 20 crore 
= � 110 crore 

Gross domestic capital formation =� 110 crore. 
Calculate 'National Income' : 

Items (� in crore) 
(i) Personal tax 80 
(ii) Private final consumption expenditure 600 
(iii) U nd istri buted profits 30 
(iv) Private income 650 
(v) Government final consumption expenditure 100 
(vi) Corporate tax 50 
(vii) Net domestic fixed capital formation 70 
(vii i ) Net indirect tax 60 
(ix) Depreciation 14 
(x) Change in stocks (-) 10 

(xi) Net imports 20 
(xii) Net factor income to abroad 10 

[CBSE Delhi 2015] 
National Income 

= Private final consumption expenditure + Government final consumption expenditure + Net 
domestic fixed capital formation+ Change in stocks - Net imports - Net indirect tax - Net factor 
income to abroad 

= � 600 crore + � 100 crore + � 70 crore + (-) � 10 crore -� 20 crore -� 60 crore -� 10 crore 
= � 600 crore + � 100 crore + � 70 crore -� 10 crore -� 20 crore -� 60 crore -� 10 crore 
= � 670 crore 

Ans. National income=� 670 crore. 
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44. 

Sol. 

Ans. 
45. 

Sol. 

Ca lculate 'Net Domestic Product at Factor Cost' : 
Items (� in crore) 

(i) Net current transfers to abroad 15 
(ii) Private final consumption expenditure 800 
(iii) Net imports (-) 20 
(iv) Net domestic capital formation 100 
(v) Net factor income to abroad 10 
(vi) Depreciation 50 
(vii) Change in stocks 17 
(viii) Net indirect tax 120 
(ix) Government final consumption expenditure 200 
(x) Exports 30 

[CBSE Delhi 2015] 
Net Domestic Product at Factor Cost 

= Private final consumption expenditure + Government final consumption expenditure + Net 
domestic capital formation - Net imports - Net indirect tax 

= � 800 crore + � 200 crore + � 100 crore - (-) � 20 crore -� 120 crore 
= � 800 crore + � 200 crore + � 100 crore + � 20 crore -� 120 crore 
= � 1,000 crore 

Net domestic product at factor cost=� 1,000 crore. 
Calculate 'Net National Product at Market Price' : 

I tems 
(i) Transfer payments by government 
(ii) Government final consumption expenditure 
(iii) Net imports 
(iv) Net domestic fixed capital formation 
(v) Private final consumption expenditure 
(vi) Private income 

(vii) Net factor income to abroad 
(viii) Closing stock 
(ix) Opening stock 
(x) Depreciation 

(xi) Corporate tax 
(xii) Retained earnings of corporations 

Net National Product at Market Price 

(� in crore) 
7 

50 
(-) 10 

60 
300 
280 

(-) 5 
8 
8 

12 
60 
20 

[CBSE (Al} 2015] 

= Private final consumption expenditure + Government final consumption expenditure + Net 
domestic fixed capital formation + Closing stock - Opening stock - Net imports - Net factor 
income to abroad 

= � 300 crore + � 50 crore + � 60 crore + � 8 crore -� 8 crore - (-) � 10 crore - (-) � 5 crore 
= � 300 crore + � 50 crore + � 60 crore + � 8 crore -� 8 crore + � 10 crore + � 5 crore 
= � 425 crore 

Ans. Net national product at market price=� 425 crore. 
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46. 

Sol. 

Calculate 'Net Domestic Product at Market Price': 
I tems (< in crore) 

(i) Private final consumption expenditure 400 
(ii) Opening stock 10 
(i i i) Consumption of fixed capital 25 
(iv) Imports 15 
(v) Government final consumption expenditure 90 
(vi) Net current transfers to rest of the world 5 
(vii) Gross domestic fixed capital formation 80 
(viii) Closing stock 20 
(ix) Exports 10 
(x) Net factor income to abroad (-) 5 

[CBSE (Al) 2015] 
Net Domestic Product at Market Price 

= Private final consumption expenditure + Government final consumption expenditure + Gross 
domestic fixed capital formation+ Closing stock- Opening stock+ Exports- Imports- Consumption 
of fixed capital 

= < 400 crore + < 90 crore + < 80 crore + < 20 crore - < 10 crore + < 10 crore - < 15 crore - < 25 
crore 

= < 550 crore 
Ans. Net domestic product at market price = < 550 crore. 
47 . Calculate National Income: 

Items 
(i) Net imports 
(ii) Net domestic capital formation 
(iii) Personal income 
(iv) National debt interest 
(v) Corporate tax 
(vi) Government final consumption expenditure 

(vii) Net factor income to abroad 
(viii) Net indirect tax 
(ix) U ndistributed profits 
(x) Private final consumption expenditure 

Sol. National Income 

(< in crore) 
5 

15 
90 
10 
25  
20 

(-) 5 
10 

0 
100 

[CBSE (F) 2015] 

= Private final consumption expenditure + Government final consumption expenditure 
+ Net domestic capital formation - Net imports - Net indirect tax - Net factor income to 
abroad 

= < 100 crore + < 20 crore + < 15 crore - < 5 crore - < 10 crore - (-) < 5 crore 
= < 100 crore + < 20 crore + < 15 crore - < 5 crore - < 10 crore + < 5 crore 
= < 125 crore 

Ans. National income = < 125 crore. 
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48. 

Sol. 

Ans. 
49. 

Sol. 

Find Gross National Product at Market Price: 
I tems (� in crore) 

(i) Private final consumption expenditure 800 
(ii) Net current transfers to abroad 20 
(iii) Net factor income to abroad (-) 10 
(iv) Government final consumption expenditure 300 
(v) Net indirect tax 150 
(vi) Net domestic capital formation 200 
(vii) Current transfers from government 40 
(viii) Depreciation 100 
(ix) Net imports 30 
(x) Income accruing to government 90 

(xi) National debt interest 50 
[CBSE (Al) 201 6] 

Gross National Product at Market Price 
= Private final consumption expenditure + Government final consumption expenditure + Net 

domestic capital formation + Depreciation - Net imports - Net factor income to abroad 
= � 800 crore + � 300 crore + � 200 crore + � 100 crore - � 30 crore - (-) � 10 crore 
= � 800 crore + � 300 crore + � 200 crore + � 100 crore - � 30 crore + � 10 crore 
= � 1, 380 crore 

Gross national product at market = �  1,380 crore. 
Calculate Net National Product at Market Price: 

Items (� in crore) 
(i) Net current transfers to abroad 10 
(ii) Private final consumption expenditure 500 
(iii) Current transfers from government 30 
(iv) Net factor income to abroad 20 
(v) Net exports (-) 20 
(vi) Net indirect tax 120 
(vii) National debt interest 70 
(viii) Net domestic capital formation 80 
(ix) Income accruing to government 60 
(x) Government final consumption expenditure 100 

[CBSE (Al) 2016] 
Net National Product at Market Price 

= Private final consumption expenditure + Government final consumption expenditure + Net 
domestic capital formation + Net exports - Net factor income to abroad 

= � 500 crore + � 100 crore + � 80 crore + (-) � 20 crore - � 20 crore 
= � 500 crore + � 100 crore + � 80 crore - � 20 crore - � 20 crore 
= � 640 crore 

Ans. Net national product at market price= �  640 crore. 
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50. 

Sol. 

Ans. 
51. 

Sol. 

Calculate National Income: 
I tems (< in crore) 

(i) Corporation tax 100 
(ii) Private final consumption expenditure 900 
(iii) Personal income tax 120 
(iv) Government final consumption expenditure 200 
(v) Undistributed profits 50 
(vi) Change in stocks (-) 20 
(vii) Net domestic fixed capital formation 120 
(viii) Net imports 10 
(ix) Net indirect tax 150 
(x) Net factor income from abroad (-) 10 
(xi) Private income 1,000 

[CBSE (Al) 2016] 
N ationa l  I ncom e  

= Private final consumption expenditure + Government final consumption expenditure + Net 
domestic fixed capital formation+ Change in stocks - Net imports - Net indirect tax+ Net factor 
income from abroad 

= < 900 crore + < 200 crore + < 120 crore + (-) < 20 crore -< 10 crore -< 150 crore + (-) < 10 crore 
= < 900 crore + < 200 crore + < 120 crore -< 20 crore -< 10 crore -< 150 crore -< 10 crore 
= < 1,030 crore 

National income = < 1,030 crore. 
Calculate Net Domestic Product at Factor Cost : 

Items (< in crore) 
(i) Private final consumption expenditure 8,000 
(ii) Government final consumption expenditure 1,000 

(iii) Exports 70 
(iv) Imports 120 
(v) Consumption af fixed capital 60 
(vi) Gross domestic fixed capi tal formation 500 
(vii) Change in stock 100 
(viii) Factor income to abroad 40 
(ix) Factor income from abroad 90 
(x) Indirect taxes 700 
(xi) Subsidies 50 
(xii) Net current transfers to abroad (-) 30 

[CBSE Delhi 201 7] 
Net Domestic Product at Factor Cost 

= Private final consumption expenditure + Government final consumption expenditure + Gross 
domestic fixed capital formation + Change in stock+ Exports - Imports - Consumption of fixed 
capital - Indirect taxes+ Subsidies 

= < 8 ,000 crore + < 1,000 crore + < 500 crore + < 100 crore + < 70 crore -< 120 crore -< 60 crore 
-< 700 crore + < 50 crore 

= < 8,840 crore 
Ans. Net domestic product at factor cost=< 8,840 crore. 
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52. 

Sol. 

Ans. 
53. 

Sol. 

Ca lculate National Income: 
Items (< in crore) 

(i) Net factor income to abroad (-) 50 
(ii) Net indirect taxes 800 
(iii) Net current transfers from rest of the world 100 
(iv) Net imports 200 
(v) Private final consumption expenditure 5,000 
(vi) Government final consumption expenditure 3,000 

(vii) Gross domestic capital formation 1,000 
(viii) Consumption of fixed capital 150 
(ix ) Change in stock (-) 50 
(x) Mixed income 4,000 
(xi) Scholarship to students 80 

[CBSE Delhi 201 7] 
N ationa l  I ncom e  

= Private final consumption expenditure + Government final consumption expenditure + Gross 
domestic capital formation - Net imports - Consumption of fixed capital - Net indirect taxes 
- Net factor income to abroad 

= < 5,000 crore+< 3,000crore+< 1,000crore-< 200crore-< 150crore-< 800crore- (-)< 50crore 
= < 5,000 crore + < 3,000 crore + < 1,000 crore -< 200 crore -< 150 crore -< 800 crore + < 50 crore 
= < 7 ,900 crore 

National income = < 7 ,900 crore. 
Calculate Net National Product at Market Price: 

Items (< in crore) 
(i) Gross domestic fixed capital formation 400 
(ii) Private final consu m ption expenditure 8,000 
(iii) Government final consumption expenditure 3,000 
(iv) Change in stock 50 
(v) Consumption af fixed capital 40 
(vi) Net indirect taxes 100 
(vii) Net exports (-) 60 
(viii) Net factor income to abroad (-) 80 
(ix) Net cu rrent transfers from abroad 100 
(x) Dividend 100 

[CBSE Delhi 201 7] 
Net National Product at Market Price 

= Private final consumption expenditure + Government final consumption expenditure + Gross 
domestic fixed capital formation+ Change in stock+ Net exports -Consumption of fixed capital 
- Net factor income to abroad 

= < 8,000 crore + < 3,000 crore + < 400 crore + < 50 crore + (-) < 60 crore - < 40 crore 
- (-) < 80 crore 

= < 8,000 crore + < 3,000 crore + < 400 crore + < 50 crore -< 60 crore -< 40 crore + < 80 crore 
= < 11,430 crore 

Ans. Net national product at market price =< 11,430 crore. 
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Miscel laneous Numericals 

54. Find national income when GDP MP =< 50,000, gross capital formation =< 10,000, net capital formation 
= < 8,000, capital loss = < 6,000, and excise duty paid to the government = < 4,000. 

Sol. National Income = GDP MP - Depreciation - Excise duty 
= < 50,000 - (< 10,000 -< 8,000) -< 4,000 
= < 50,000 -< 2 ,000 -< 4,000 
= < 44,000 

Ans. National income = < 44,000. 
55. Find domestic income when GNP MP =< 1,20,000, indirect taxes =< 20,000, consumption af fixed capital 

= < 5,000, net exports = < 5,000 and factor income from rest of the world =< 3,000. 
Sol. Domestic Income 

= GNP MP - Indirect taxes -Consumption of fixed capital - Factor income from rest of the world 
= < 1,20,000 -< 20,000 -< 5 ,000 -< 3,000 
= < 92 ,000 

Ans. Domestic income = < 92,000. 
56. Calculate 'Depreciation on Capital Asset' from the following data: 

I tems 
(i) Capital value of  the asset 
(ii) Estimated life of the asset 
(iii) Scrap value 

Capital value of the asset - Scrap value 
Sol. Depreciation on Capital Asset= Estimated l ife of the asset 

< 1, 000 crore -< 40 crore 
20 years 

< 960 crore ""48 = = ,  crore 20 years 
Ans. Depreciation on capital asset = < 48 crore. 
57. Calculate 'Depreciation on Capital Asset' from the following data: 

Items 
(i) Estimated life of the asset 
(ii) Capital value of the asset 
(iii) Scrap value 

Capital value of the asset - Scrap value 
Sol. Depreciation on Capital Asset= -------------Estimated l ife of the asset 

< 400 lakh - 0  
10 years 

< 400 lakh 
= < 40 lakh 10 years 

Ans. Dep reciation on capital asset = < 40 lakh. 

< 1,000 crore 
20 years 

< 40 crore 

10 years 
< 400 lakh 

Nil 

58. From the following data, calculate the (a) Gross Domestic Product at Factor Cost, and (b) Net National 
Product at Market Price : 

I tems 
( i )  Gross investment 
(ii) Net exports 
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(iii) Net indirect taxes 
(iv) Depreciation 
(v) Net factor income from abroad 
(vi) Personal consumption expenditure 

(vii) Government purchases of goods and services 
Sol. (a )  Gross Domestic Product at Factor Cost 

5 
15 

(-) 5 
350 
100 

= Personal consumption expenditure + Government purchases of goods and services + Gross 
investment+ Net exports - Net indirect taxes 

= � 350 crore + � 100 crore + � 90 crore + � 10 crore - � 5 crore 
= � 545 crore 

( b ) Net National Product at Market Price 
= Gross domestic product at factor cost - Depreciation + Net indirect taxes + Net factor income 

from abroad 
= � 545 crore - � 15 crore + � 5 crore + (-) � 5 crore 
= � 545 crore - � 15 crore + � 5 crore - � 5 crore 
= � 530 crore 

Ans. (a )  Gross domestic product at factor cost = � 545 crore. 
( b ) Net national product at market price = � 530 crore. 

59. From the following data, calculate (a) Gross National Product at Market Price, and (b) National Income: 
Items (� in crore) 

(i) Sale 70,000 
(ii) Stock in the beginning of year 
(iii) Stock in the end of year 
(iv) Intermediate consumption 
(v) Depreciation 

5,000 
25,000 
10,000 

1,000 
(vi) Indirect tax 300 
(vii) Subsidy 100 

Sol. (a )  Gross National Product at Market Price 
= Sales+ Change in stock {Stock in the end of year- Stock in the beginning of year )- lntermediate 

consumption + Net factor income from abroad 
= � 70,000 crore + (� 25 ,000 crore - � 5 ,000 crore) - � 10,000 crore + O 
= � 70,000 crore + � 20,000 crore - � 10,000 crore + O 
= � 80,000 crore 

( b ) National Income 
= Gross National Product at Market Price - Depreciation - Indirect tax+ Subsidy 
= � 80,000 crore - � 1,000 crore - � 300 crore + � 100 crore 
= � 78,800 crore 

Ans. (a )  Gross national product at market price = � 80,000 crore. 
( b ) National income = � 78,800 crore. 

60. Calculate (a) Gross Domestic Product at Market Price by Income Method, and (b) Net National 
Product at Factor Cost by Expenditure Method from the following data: 

Items 
(i) Private final consumption expenditure 
(ii) Operating surplus 

(� in lakh) 
450 
520 
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Sol. 

(iii) Government final consumption expenditure 50 
(iv) Indirect taxes 60 
(v) Mixed income of self-employed 20 
(vi) Consumption of fixed capital 30 
(vii) Change in stock 30 
(viii) Gross domestic capital formation 330 
(ix) Compensation of employees 200 
(x) Net exports {-) 10 
(xi) Net factor income from abroad {-) 10 

(xii )  Subsidies 10 
(a )  I ncome Method: 

Gross Domestic Product at Market Price 
= Compensation of employees + Operating surplus + Mixed income of self-employed 

+ Consumption of fixed capital + Indirect taxes - Subsidies 
= � 200 lakh + � 520 lakh + � 20 lakh + � 30 lakh + � 60 lakh - � 10 lakh 
= � 820 lakh 

( b ) Expend iture Method: 
Net National Product at Factor Cost 
= Private final consumption expenditure+ Government final consumption expenditure+ Gross 

domestic capital formation + Net exports - Consumption of fixed capital - Indirect taxes 
+ Subsidies+ Net factor income from abroad 

= � 450 lakh + � 50 lakh + � 330 lakh + (-) � 10 lakh - � 30 lakh- � 60 lakh + � 10 lakh + (-) � 10 lakh 
= � 450 lakh + � 50 lakh + � 330 lakh - � 10 lakh - � 30 lakh - � 60 lakh + � 10 lakh - � 10 lakh 
= � 730 lakh 

Ans. (a )  Gross domestic product at market price ( by income method ) = � 820 lakh. 
( b ) Net national product at factor cost ( by expenditure method )= �  730 lakh. 

61. Given the following data, find Net National Product at Market Price by (a) Expenditure Method, and 
(b) Income Method : 

Items 
(i) Personal consumption expenditure 
(ii) Wages and salaries 
(iii) Employers' contribution to social security 
(iv) Cont ribution to provident fund by the employees through the employer 
(v) Gross business fixed capital formation 
(vi ) Gross residential construction investment 
(vii) Gross public expenditure 

(viii )  Rent 
( ix )  Inventory investment 
(x ) Dividend and corporate profit tax 
(xi) Corporate saving 
(xii ) Excess of exports over imports 
(xiii) Interest 
(xiv) Mixed income of self-employed 
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(xv) Net factor income to abroad 
(xvi) Depreciation (Depreciation = Gross capital formation - Net capital formation) 
(xvii) Indirect taxes 
(xviii) Subsidy 

Sol. (a )  Expenditure Method 

Gross Domestic Product at Market Price 

20 
0 

40 
20 

= Personal consumption expenditure+ Gross business fixed capital formation + Gross residential 
construction investment+ Gross public expenditure+ Inventory investment+ Excess of exports 
over imports 

= < 1,400 lakh + < 120 lakh + < 120 lakh + < 480 lakh + < 40 lakh + < 40 lakh 
= < 2,200 lakh 
Net National Product at Market Price 

= Gross domestic product at market price - Depreciation - Net factor income to abroad 
= < 2,200 lakh -< 0 lakh -< 20 lakh 
= < 2, 180 lakh 

(b )  I ncome Method 

Net Domestic Product at Factor Cost 
= Wages and salaries + Employers' contribution to social security + Rent + Interest + Dividend 

and corporate profit tax+ Corporate saving+ Mixed income of self-employed 
= < 1,400 lakh + < 200 lakh + < 100 lakh + < 80 lakh + < 120 lakh + < 80 lakh + < 200 lakh 
= < 2, 180 lakh 
Net National Product at Market Price 

= Net domestic product at factor cost+ Net indirect taxes - Net factor income to abroad 
= < 2, 180 lakh + (< 40 lakh-< 20 lakh)-< 20 lakh 
= < 2, 180 lakh + < 20 lakh-< 20 lakh 
= < 2, 180 lakh 

Ans. Net national product at market price (by expenditure and income methods) =< 2,180 lakh. 
62. Calculate Gross Domestic Product at Market Price using (a) Product Method , and (b) Income Method: 

Items (< in crore) 
(i) Intermediate consumption of 

(a) Primary sector 1,000 
(b) Secondary sector 800 
(c) Tertiary sector 600 

(ii) Value of output of 
(a) Primary sector 2, 000 
(b) Secondary sector 1,800 
(c) Tertiary sector 1,400 

(iii) Rent and royalty 20 
(iv) Compensation of employees 800 
(v) Benefit of rent free accommodation, and interest free loans to the employees 400 
(vi) Mixed income of the people using family inputs 1,300 
{vii) Operating surplus 600 
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(viii) Net factor income to rest of the world 
(ix) Interest 
(x) Consumption of fixed capital 
(xi) Net indirect taxes 

Sol. (a )  Product Method 

Gross Domestic Product at Market Price 
= Value of output - Intermediate consumption 

40 
10 
80 
20 

= (< 2,000 crore + < 1,800 crore + < 1,400 crore) - (< 1,000 crore + < 800 crore + < 600 crore) 
= < 5 ,200 crore -< 2,400 crore 
= < 2,800 crore 

(b )  I ncome Method 

Gross Domestic Product at Market Price 
= Compensation of employees + Operating surplus + Mixed income + Consumption of fixed 

capital + Net indirect taxes 
= < 800 crore + < 600 crore + < 1,300 crore + < 80 crore + < 20 crore 
= < 2,800 crore 

Ans. Gross Domestic Product at Market Price (by product and income methods) =< 2,800 crore. 
63. Calculate National Income by (a) Income Method, and (b) Expenditure Method . 

Items 
(i) Capital transfers f rom rest of the world 
(ii) Government final consumption expenditure 
(iii) Current transfers from rest of the world 
(iv) Wages and salaries 
(v) Dividend 
(vi) Rent and royalty 
(vii) Interest 
(viii) Addition to the stock of capital 
(ix) Profit 
(x) Employers' contr i bution to social security on behalf of employees 
(xi) Excess of imports over exports 
(xii) Excess of factor income earned by the non-residents from the domestic territory 

over the factor income earned by the residents from rest of the world 
(xiii) Consumption of fixed capital 
(xiv) Private final consumption expenditure 
(xv) Net indirect taxes 

Sol. (a )  I ncome Method 

National Income 

(< in crore) 
200 

2,000 
200 

7,600 
1,000 

400 
300 

1,000 
1,600 

400 
100 
60 

80 
8,000 

600 

= Wages and salaries + Rent and royalty + Interest + Profit + Employers' contribution to social 
security - Excess of factor income earned by the non-residents 

= < 7 ,600 crore + < 400 crore + < 300 crore + < 1,600 crore + < 400 crore -< 60 crore 
= < 10,240 crore 
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(b )  Expenditure Method 

National Income 
= Government final consumption expenditure + Private final consumption expenditure 

+ Addition to the stock of capital - Excess of imports over exports - Net indirect taxes - Excess 
of factor income earned by the non-residents 

= t 2,000 crore + t 8,000 crore + t 1,000 crore - t 100 crore - t 600 crore - t 60 crore 
= t 10,240 crore 

Ans. National I ncome (by income and expenditure methods)= t 10,240 crore. 
64. From the following information, calculate Gross National Product at Factor Cost by (a) Income 

Method, and (b) Expenditure Method: 
Items 

(i) Factor income from abroad 
(ii) Compensation of employees 
(iii) Net domestic capital formation 
(iv) Private final consumption expenditure 
(v) Factor income to abroad 
(vi) Change in stock 
(vii) Employer's contribution to social security schemes 
(viii) Consumption of fixed capital 
(ix) Interest 
(x) Exports 
(xi) Imports 
(xii) Indirect taxes 
(xiii) Subsidies 
(xiv) Rent 
(xv) Government final consumption expenditure 
(xvi) Profit 

Sol. (a )  I ncome Method 

Gross National Product at Factor Cost 

(t in crore) 
10 

150 
so 

220 
15 
15 
10 
15 
40 
20 
25 
30 
10 
40 
85 

100 

= Compensation of employees + Interest + Rent + Profit + Factor income from abroad 
+ Consumption of fixed capital - Factor income to abroad 

= t 150 crore + t 40 crore + t 40 crore + t 100 crore + t 10 crore + t 15 crore - t 15 crore 
= t 340 crore 

(b )  Expenditure Method 

Gross National Product at Factor Cost 
= Private final consumption expenditure + Government final consumption expenditure + Net 

domestic capital formation+ Consumption of fixed capital+ Exports - Imports - Indirect taxes 
+ Subsidies+ Factor income from abroad - Factor income to abroad 

= t 220crore + t  85 crore +t SO crore +t 15 crore+ t  20crore-t 25 crore-t 30crore+ t l O crore 
+ t 10 crore - t 15 crore 

= t 340 crore 
Ans. Gross National Product at Factor Cost ( by income and expenditure methods) = t 340 crore. 
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65. Calculate (a) Gross National Product at Market Price by Income Method, and (b) National Income by 
Expenditure Method on the basis of the following data : 

I tems 
(i) Net expor t 
(ii) Rent 
(iii) Private final consumption expenditure 
(iv) Interest 
(v) Dividend 
(vi) Undistr ibuted profit 
( vii) Cor porate tax 
(viii) Government final consumption expenditure 
(ix) Net domestic capital formation 
(x) Compensation of employees 
(xi) Consumption of fixed capital 
(xii) Net indirect tax 
(xiii) Net factor income from abroad 

Sol. (a )  I ncome Method 
Gross National Product at Market Price 

(t in lakh) 
10 
20 

400 
30 
45 

5 
10 

100 
50 

400 
10 
50 

(-) 10 

= Compensation of employees+ Rent+ Interest+ Dividend+ Undistributed profit+ Cor porate tax 
+ Consumption of fixed capital + Net indirect tax+ Net factor income from abroad 

= t 400 lakh + t 20 lakh + t 30 lakh + t 45 lakh + t 5 lakh + t 10 lakh + t 10 lakh + t 50 lakh 
+ (-) t 10 lakh 

= t 400 lakh + t 20 lakh + t 30 lakh + t 45 lakh + t 5 lakh + t 10 lakh + t 10 lakh + t 50 lakh 
- t  10 lakh 

= t 560 lakh 
(b )  Expend iture Method 

National Income 
= Private final consumption expenditure + Government final consumption expenditure + Net 

domestic capital formation+ Net export - Net indirect tax+ Net factor income from abroad 
= t 400 lakh + t 100 lakh + t 50 lakh + t 10 lakh - t  50 lakh + (-) t 10 lakh 
= t 400 lakh + t 100 lakh + t 50 lakh + t 10 lakh - t  50 lakh - t  10 lakh 
= t 500 lakh 

Ans. Gross national product at market price ( by income method )= t 560 lakh. 
National income ( by expenditure method ) = t 500 lakh. 

66. Given the following data, find the missing value of 'Government Final Consumption Expenditure' and 
'Mixed Income of Self-employed'. 

I tems 
(i) National income 
(ii) Gross domestic capital formation 
(iii) Government final consumption expenditure 
(iv) Mixed income of self-employed 
(v) Net factor income from abroad 
(vi) Net indirect taxes 
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(vii) Profits 
(viii) Wages and salaries 
(ix) Net exports 
(x) Private final consumption expenditure 
(xi) Consumption of fixed capital 
(xii) Operating surplus 

Sol. Government Final Consumption Expenditure 

1,200 
15 ,000 
5 ,000 

40,000 
3,000 

30,000 
[CBSE 2019 (58/1/1)] 

= National income - Private final consumption expenditure - Gross domestic capital formation 
- Net exports+ Consumption of fixed capital+ Net indirect taxes - Net factor income from abroad 

= � 71,000 crore -� 40,000 crore -� 10,000 crore -� 5 ,000 crore + � 3,000 crore + � 2,000 crore 
-� 1,000 crore 

= � 20,000 crore 
Mixed Income of Self-employed 

= National income - Wages and salaries - Operating surplus - Net factor income from abroad 
= � 71,000 crore -� 15 ,000 crore -� 30,000 crore -� 1,000 crore 
= � 25 ,000 crore 

Ans. Government final consumption expenditure =� 20,000 crore. 
Mixed income of self-employed =� 25 ,000 crore. 

67. Given the following data, find the missing values of 'Private Final Consumption Expenditure' and 
'Operating Surplus'. 

I tems 
(i) National income 
( i i )  Net indirect taxes 
(iii) Private fi nal consumption expenditure 
(iv) Gross domestic capital formation 
(v) Profits 
(vi )  Government fi nal consumption expenditure 
(vii) Wages and salaries 

(viii) Consumption of fixed capital 
(ix) Mixed income of self-employed 
(x) Operating surplus 
(xi) Net factor income from abroad 
(xii) Net exports 

Sol. Private Final Consumption Expenditure 

(� in crore) 
50,000 

1,000 
? 

17 ,000 
1,000 

12,500 
20,000 

700 
13,000 

? 
500 

2,000 
[CBSE 2019 (58/1/2)] 

= National income - Government final consumption expenditure - Gross domestic capital 
formation - Net exports+ Consumption of fixed capital + Net indirect taxes - Net factor income 
from abroad 

= � 50,000 crore -� 12,500 crore -� 17,000 crore -� 2,000 crore + � 700 crore + � 1,000 crore 
-� 500 crore 

= � 19,700 crore 
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Operating Surplus 
= National income - Wages and salaries - Mixed income of self-employed - Net factor income 

from abroad 
= � 50,000 crore -� 20,000 crore -� 13,000 crore -� 500 crore 
= � 16, 500 crore 

Ans. Private final consumption expenditure =� 19,700 crore. 
Operating surplus =� 16, 500 crore. 

68. Given the following data, find the missing values of 'Gross Domestic Capital Formation' and 'Wages 
and Salaries'. 

I tems 
(i) Mixed income of self-employed 
(ii) Net indirect taxes 
(iii) Wages and salaries 
(iv) Government final consumption expenditure 
(v) Net exports 
(vi) Consumption of fixed capital 
(vii) Net factor income from abroad 
(viii) Operating surplus 
(ix) National income 
(x) Profits 

(xi) Gross domestic capital formation 
(xii) Private final consumption expenditure 

Sol. Gross Domestic Capital Formation 

(� in crore) 
3,500 

300 
? 

14,000 
3,000 

300 
700 

12,000 
30,000 

500 
? 

11, 000 
[CBSE 2019 (58/1/3)] 

= National income - Private final consumption expenditure - Government final consumption 
expenditure - Net exports + Consumption of fixed capital + Net indirect taxes - Net factor 
income from abroad 

= � 30,000 crore -� 11,000 crore -� 14,000 crore -� 3,000 crore + � 300 crore + � 300 crore 
-� 700 crore 

= � 1,900 crore 
Wages and Salaries 

= National income - Operating surplus- Mixed income of self-employed - Net factor income from 
abroad 

= � 30,000 crore -� 12,000 crore -� 3,500 crore -� 700 crore 
= � 13,800 crore 

Ans. Gross domestic capital formation = � 1,900 crore. 
Wages and salaries =� 13,800 crore. 

69. Given the following data, find the values of 'Gross Domestic Capital Fo rmation' and 'Operating Surplus'. 
Items (� in crore) 

(i) National income 22,100 
(ii) Wages and salaries 
(iii) Private final consumption expenditure 
(iv) Net indirect taxes 
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(v) Gross domestic capital formation 
(vi) Depreciation 
(vii) Government final consumption expenditure 
(viii) Mixed income of self-employed 
(ix) Operating surplus 
(x) Net exports 
(x i) Rent 
( xii) Net factor income from abroad 

Sol. Gross Domestic Capital Formation 

? 
500 

6,100 
4,800 

? 
3,400 
1,200 

(-) 150 
[CBSE 2019 (58/2/1)] 

= National income - Private final consumption expenditure - Government final consumption 
expenditure - Net exports+ Depreciation + Net indirect taxes - Net factor income from abroad 

= � 22, l OO crore-� 7,200 crore-� 6, l OO crore-� 3,400 crore+� 500 crore+� 700 crore 
- (-) � 150 crore 

= � 22,100 crore -� 7,200 crore -� 6,100 crore -� 3,400 crore + � 500 crore + � 700 crore 
+ � 150 crore 

= � 6,750 crore 
Operating Surplus 

= National income - Wages and salaries - Mixed income of self-employed - Net factor income 
from abroad 

= � 22, 100 crore -� 12,000 crore -� 4,800 crore - (-) � 150 crore 
= � 22, 100 crore -� 12,000 crore -� 4,800 crore + � 150 crore 
= � 5,450 crore 

Ans. Gross domestic capital formation = � 6,750 crore. 
Operating surplus =� 5,450 crore. 

70. Given the following data, find the values of 'Government Final Consumption Expenditure' and 'Mixed 
Income of Self-employed' :  

I tems 
(i) National income 
(ii) Government fi nal consumption expenditure 
(iii) Gross domestic capital formation 
(iv) Mixed income of self-employed 
(v) Net indirect taxes 
(vi) Net facto r income from abroad 
(vii) Private final consumption expenditure 
(vii i) Consumption of fixed capital 
(ix) Profits 
(x) Wages and salaries 
(xi) Net exports 
( xii) Operating surplus 

(t in crore) 
7 ,100 

? 
1, 000 

? 
200 
100 

4,000 
300 
120 

1,500 
500 

3,000 
[CBSE 2019 (58/3/1)] 
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Sol. Government Final Consumption Expenditure 
= National income - Private final consumption expenditure - Gross domestic capital formation 

- Net exports + Consumption of fixed capital + Net indirect taxes - Net factor income from 
abroad 

= � 7 , 100 crore -� 4,000 crore -� 1,000 crore -� 500 crore + � 300 crore + � 200 crore 
-� 100 crore 

= � 2,000 crore 
Mixed Income of Self-employed 

= National income - Wages and salaries - Operating surplus - Net factor income from abroad 
= � 7, 100 crore -� 1, 500 crore -� 3,000 crore -� 100 crore 
= � 2, 500 crore 

Ans. Government final consumption expenditure =� 2,000 crore. 
Mixed income of self-employed =� 2, 500 crore. 

71. Given the following data, find the values of 'Operating Surplus' and 'Gross Domestic Capital 
Formation' : 

I tems 
(i) Government final consumption expenditure 
(ii) Mixed income of self-employed 
(iii) National income 
(iv) Net factor income from abroad 
(v) Operating surplus 
(vi) Profits 
(vii) Private final consumption expenditure 
(viii) Net indirect taxes 
(ix) Net exports 
(x) Consumption of fixed capital 
(xi) Gross domestic capital formation 
(xii) Wages and salaries 

Sol. Operating Surplus 

(� in crore) 
2,000 
1,500 

12,000 
200 

? 
500 

6,000 
700 

1,800 
600 

? 
6,000 

[CBSE 2019 (58/3/2)] 

= National income - Wages and salaries - Mixed income of self-employed - Net factor income 
from abroad 

= � 12,000 crore -� 6,000 crore -� 1, 500 crore -� 200 crore 
= � 4, 300 crore 

Gross Domestic Capital Formation 
= National income - Private final consumption expenditure - Government final consumption 

expenditure - Net exports + Consumption of fixed capital + Net indirect taxes - Net factor 
income from abroad 

= � 12,000 crore -� 6,000 crore -� 2,000 crore -� 1,800 crore + � 600 crore + � 700 crore 
-� 200 crore 

= � 3, 300 crore 
Ans. Operating surplus =� 4,300 crore. 

Gross domestic capital formation = � 3, 300 crore. 
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72. Given the following data, find the values of 'Operating Surplus' and 'Net Exports' :  
I tems 

(i) Mixed income of self-employed 
(ii) Net factor income from abroad 
(iii) Private final consumption expenditure 
(iv) Profits 
(v) Net indirect taxes 
(vi) National income 
(vii) Gross domestic capital formation 
(viii) Wages and salaries 
(ix) Net exports 
(x) Government final consumption expenditure 
(xi) Consumption of fixed capital 
(xii) Operating surplus 

Sol. Operating Surplus 

(t in crore) 
700 
150 

2,200 
200 
150 

5,000 
1,100 
2,200 

? 
1,300 

200 
? 

[CBSE 2019 (58/3/3)] 

= National income - Wages and salaries - Mixed income of self-employed - Net factor income 
from abroad 

= � 5 ,000 crore -� 2,200 crore -� 700 crore -� 150 crore 
= � 1,950 crore 

Net Exports 
= National income - Private final consumption expenditure - Government final consumption 

expenditure- Gross domestic capital formation+ Consumption of fixed capital+ Net indirect taxes 
- Net factor income from abroad 

= � 5 ,000 crore -� 2,200 crore -� 1, 300 crore -� 1, 100 crore + � 200 crore + � 150 crore 
-� 150 crore 

= � 600 crore 
Ans. Operating surplus =� 1,950 crore. 

Net exports =� 600 crore. 
73. Given the following data, find the values of 'Operating Sur plus' and 'Net Exports': 

Items 
(i) Wages and salaries 
(ii) National income 
(iii) Net exports 
(iv) Net factor income from abroad 
(v) Gross domestic capital formation 
(vi) Mixed income of self-employed 
(vii) Private final consumption expenditure 
(viii) Net indirect taxes 
(ix) Operating surplus 
(x) Government final consumption expenditure 
(xi) Consumption of fixed capital 
(xii) Profits 

(t in crore) 
2,400 
4,200 

? 
200 

1,100 
400 

2,000 
150 

? 
1,000 

100 
500 

[CBSE 2019 (58/5/1)] 
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Sol. Operating Surplus 
= National income - Wages and salaries - Mixed income of self-employed - Net factor income 

from abroad 
= � 4,200 crore -� 2,400 crore -� 400 crore -� 200 crore 
= � 1,200 crore 

Net Exports 
= National income - Private final consumption expenditure - Government final consumption 

expenditure- Gross domestic capital formation+ Consumption of fixed capital+ Net indirect taxes 
- Net factor income from abroad 

= � 4,200 crore -� 2,000 crore -� 1,000 crore -� 1, 100 crore + � 100 crore + � 150 crore 
-� 200 crore 

= � 150 crore 
Ans. Operating surplus =� 1,200 crore. 

Net exports =� 150 crore. 
74. Giving reason, explain how the following are treated wh i le estimating national income: 

(i) Payment of fees to a lawyer engaged by a firm. 
(ii) Rent free house to an employee by an employer. 
(iii) Purchases by foreign tourists. 

Sol. ( i )  Services purchased by one firm from another, like consultancy services of an advocate, are 
treated as a part of intermediate consumption. Accordingly, payment of fees to a lawyer engaged 
by a firm is not to be included in the estimation of national income. 

( ii )  Rent free house to an employee by an employer is a component of compensation of employees. 
Therefore, it is included in national income. 

( iii ) Purchases by foreign tourists are like export of goods and services to the non-residents. It is a 
part of expenditure on domestic product, and therefore, a part of national income, as estimated 
using expenditure method. 

75. Giving reason, explain how should the following be treated in estimating gross domestic product at 
market price. 

(i) Fees to a mechanic paid by a firm. 
(ii) Interest paid by an individ ual on a car loan taken from a bank. 
(iii) Expenditu re on purchasing a car for use by a firm. 

Sol. ( i )  Fees to a mechanic paid by a firm will not be included in the estimation of gross domestic 
product at market price because this fees is an intermediate expenditure for the firm and not a 
final expenditure. 

( ii )  Interest paid by an individual on a car loan taken from a bank will not be included in estimation 
of gross domestic product at market price because such loans are not used for production 
purpose, rather are made for consumption purposes. 

( iii ) Expenditure on purchasing a car for use by a firm will be included in the estimation of gross 
domestic product at market price because it is an investment expenditure. The car purchased 
will be used by the firm for many years and the firm wil l be a final user of the car, provided it is 
neither a second hand car nor purchased for further sale. 

76. How should the following be treated in estimating national income of a country? You must give 
reason for your answer. 

(i) Taking care of aged parents. 
(ii) Salaries paid to non-resident Indians  working in Indian embassy in America. 
(iii) Expenditu re on providing police services by the government. 
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Sol. ( i )  If it is a domestic care through personal services ( of which valuation is not possible ) ,  it should 
not be included in the estimation of national income. However, if the care involves expenditure, 
it should be accounted for as private final consumption expenditure. 

( ii )  Salaries paid to non-resident Indians working in Indian embassy in America is reflected in the 
national income of India as a negative component because it is a part of factor income to rest of 
the world. 

( iii ) Expenditure on providing police services by the government should be included in the estimation 
of national income because expenditure incurred by the government is a part of government's 
final consumption expenditure. 

77. How should the following be treated wh ile estimating national income? You must give reason in 
support of your answer. 

(i) Bonus paid to employees. 
(ii) Addition to stocks during a year. 
(iii) Purchase of taxi by a taxi driver. 

Sol. ( i )  Bonus paid to employees will be included in the estimation of national income since it is a 
component of compensation of employees. 

( ii )  Addition to stocks during a year will be included in the estimation of national income because 
change in stock is a part of investment expenditure. 

( iii ) Purchase of taxi by a taxi driver will be included in the estimation of national income because it is 
an investment expenditure. A taxi will be used by the taxi driver for several years to earn his living. 

78. Giving reasons, explain how should the following be treated in estimation of national income: 
(i) Expenditure by a firm on payment of fees to a chartered accountant. 
(ii) Payment of corporate tax by a firm. 
(iii) Purchase of refrigerator by a firm for own use. [CBSE Delhi 2015] 

Sol. ( i )  Expenditure by a firm on payment of fees to a chartered accountant is not included in the 
estimation of national income because fees to a chartered accountant is an intermediate 
expenditure for the firm and not a final expenditure. 

( ii )  Payment of corporate tax by a firm should not be included in the estimation of national income 
because it is a transfer payment by the firm. It is paid out of income and therefore, it is not to be 
separately added in the national income. 

( iii ) Purchase of refrigerator by a firm is included in the estimation of national income because it is 
investment expenditure or capital formation. A refrigerator is used by the firm for several years 
and the firm is a final user of it. 

79. Giving reasons, explain how the following should be treated in estimation of national income: 
(i) Payment of interest by a firm to a bank. 
(ii) Payment of interest by a bank to an individual. 
(iii) Payment of interest by an individual to a bank. [CBSE (Al} 2015] 

Sol. ( i )  Payment of interest by a firm to a bank is included in national income because firm borrows 
money for production purpose and thus, it is a factor payment. 

( ii )  Payment of interest by a bank to an individual is included in national income because the bank 
is expected to have used individual's saving for productive purpose and thus, this is a factor 
payment. 

( iii ) Payment of interest by an individual to a bank is not included in national income because the 
individual uses the loan amount for consumption purpose and not for investment or productive 
purpose. 
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80. Giving reasons, explain how should the following be treated in estimation of national income: 
( i) Payment of corporate tax by a firm. 
(ii) Purchase of machinery by a factory for own use. 

(iii) Purchase of uniforms for nurses by a hospital. [CBSE {F} 2015] 
Sol. ( i )  Payment of corporate tax by a firm should not be included in the estimation of national income 

because it is a transfer payment by the firm. It is paid out of income and therefore, it is not to be 
separately added in the national income. 

( ii )  Purchase of machinery by a factory is included in the estimation of national income because it 
is investment expenditure or capital formation. 

(iii ) Purchase of uniforms for nurses by a hospital is not included in the estimation of national 
income, because uniform is provided by the hospital at the time of work. It is to be treated as an 
intermediate consumption. 

81. How will you treat the following while estimating domestic product of a country? Give reasons for 
your answer: 

(i) Profits earned by branches of country's bank in other countries. 
(ii) Gifts given by an employer to h is employees on independence day. 
(i ii) Purchase of goods by foreign tourists. [CBSE Delhi 201 7] 

Sol. ( i )  Profits earned by branches of country's bank in other countries is not a part of domestic product 
of India because the branches are outside the domestic territory of India. Hence, it is not 
included in domestic product of India. 

( ii )  Gifts given by an employer to his employees is not included in domestic product of India because 
these are transfer payments. 

(iii ) Purchase of goods by foreign tourists is included in domestic product of India since these are like 
exports which is a component of gross domestic product. 

82. Will the following be included in the domestic product of India? Give reasons for your answer. 
(i) Profits earned by foreign companies in India. 
(ii) Salaries of Indians working in the Russian Embassy in Ind ia. 
(i ii) Profits earned by a branch of State Bank of India in Japan. [CBSE {Al) 201 7] 

Sol. ( i )  Profits earned by foreign companies in India is a part of domestic product of India because the 
companies are within the domestic territory of India. 

( ii )  Salary of Indians working in the Russian Embassy in India is not included in the domestic product 
of India because Russian Embassy is not a part of domestic territory of India. 

(iii) Profits earned by a branch of State Bank of India in Japan is not a part of the domestic product of 
India because the branch of State Bank of India in Japan is not within the domestic territory of India. 

83. Will the following be included in the national income of India? Give reasons for your answer. 
(i) Financial assistance to flood victims. 
(ii) Profits earned by the branches of a foreign bank in India. 
(iii) Salaries of Indians working in the American Embassy in India. [CBSE {Al} 201 7] 

Sol. ( i )  Financial assistance to flood victims is not included in the national income of India. This is 
because financial assistance is a transfer income. 

( ii )  Profits earned by the branches of a foreign bank in India is reflected in the national income of 
India as a negative component because it is a part of factor income to rest of the world. 

(iii ) Salaries of Indians working in the American Embassy in India is included in national income of 
India because it is a part of factor income from rest of the world. 
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BAN KI NG 

1. If CRR (cash reserve ratio) is enhanced from 10% to 20%, what should b e  the change i n  credit supply, 
other things remaining constant? Give reason. 

Sol. We know, 

Credit Multiplier = 
c!R 

When CRR enhances from 10% to 20%, credit multiplier is reduced to half of its earlier value. 
Accordingly, creation of credit or supply of credit in the economy should reduce to half, when other 
things are constant. 

2. How would you interpret a fall in repo rate from 7% to 6% in the context of money supply in the economy? 
Sol. If there is a fall in repo rate from 7% to 6% , the central bank is giving a signal of 'easy money 

policy'. Funds will be easily available from the central bank in case commercial banks need them. 
Accordingly, commercial banks need not maintain high reserves of vault cash. Creation of credit by 
the commercial banks is likely to be more responsive to the demand for credit. Accordingly, supply 
of money is likely to increase. 

AGG REGATE DEMAND.AGGREGATE SUPPLY 

AN D RELATED CONCEPTS 

1. F ind out the marginal propensity to consume from the following data. 

Sol. 

I n come 

(t) 

1,000 

2,000 

I ncome Change i n  I ncome 

(t) (1W) (t) 

1,000 -

2,000 2,000 - 1,000 = 1,000 

M . I . �C 500 0 5 argma propensity to consume = 
�Y 

= 
l ,OOO  

= . 

Ans. MPC = 0.5. 

Consumption 

(t) 

1,500 

2,000 

Consumption I Change in Consumption 
(t) (L'.C) (t) 

1,500 

I 
-

2,000 2,000 - 1,500 = 500 

2. Find out the marginal propensity to consume and marginal propensity to save from the following 
data: 

F 
I ncome Saving 

(t) (t) 

100 60 

200 100 

Sol. 
I n come Change in  I ncome Saving Consumption Change in 

(t) (L'.Y) (t) (t) Consumption (L'.C) 
(t) (t) 

100 - 60 40 -

200 200 - 100 = 100 100 100 100 - 40 = 60 
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M . I . LiC 60 0 6 argma propensity to consume = LiY = 
100 

= . 

MPS = 1- MPC 
= 1- 0.6 = 0.4 

Ans. MPC = 0.6 and MPS= 0.4. 
3. Find aggregate demand, given the following information: 

Items 
(i ) Private consumption expenditure 
(ii) Private investment expenditure 

(iii) Government expenditure 
(iv) Exports 
(v) Imports 

Sol. Aggregate Demand 

(< in crore) 
50, 000 
30,000 
20,000 
10,000 
5, 000 

= Private consumption expenditure ( C) + Private investment expenditure ( I )  + Government 
expenditure ( G) + [Exports - Imports ( NX ) ]  

= < 50,000 crore + < 30,000 crore + < 20,000 crore + (< 10,000 crore -< 5 ,000 crore) 
= < 1,05 ,000 crore 

Ans. Aggregate demand=< 1,05,000 crore. 
4. In an economy(= 50 and MPS= 0. 5 .  Draw a d iagram showing behaviou r  of consumption corresponding 

to income levels of 0, 100 and 200. 
Sol. C indicates autonomous consumption. 

b= MPC= l- MPS 
= 1- 0. 5 = 0.5 

Thus, we have consumption function of the following 
type: 

C = C + bY 
Substituting the values of Y as 0, 100 and 200, we get: 

When Y = 100, 

and Y = 200, 

C = 50 + 0.5 (O) 
= 50 

C = 50 + 0.5 (100) 
= 50 + 50 = 100 

C = 50 + 0.5 (200) 
= 50 + 100 = 150 

y 

C = C+ bY 
§ 1 50 t-----------:;;;,,r 
·g_ 
� 1 00 +-----:;;;,,re------, 
0 
u _  

c�so 

0�---101-0 ----201-0--- X 
Y (l ncome)/GDP 

5. Income generated in the economy is twice the increase in autonomous investment. Find the values of 
MPC and MPS. 

Sol. We know that, 

Multiplier ( K ) = !; 
Let the increase in investment=< 100 

Increase in income = 2 x < 100 = < 200 

K = 200 = 2 

Or, 
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=> 

Ans. MPC = 0.5 a nd  MPS= 0.5. 

MPS = _l_ = 0.5 
2 

MPC + MPS = 1 
MPC = 1- MPS 

= 1- 0. 5 = 0.5 

6. Find saving function when consumption function is given as: C = 500 + 0. 5Y. 
Sol. S= -C + (l - b)Y 

Where, -C = Sav ings when Y = 0 

and  1 - b = M PS 

Ans. Saving function= -500 + 0.5Y. 

S = -500 + ( 1 - O.S )Y 

S = -500 + O .SY 

7. Estimate the val ue  of aggregate dema nd in an economy if: 
(a) Autonomous investment (I)=� 100 crore. 
(b) Marginal propensity to save (MPS)= 0.2 
(c) Level of income (Y) = � 4,000 crore. 
(d) Autonomous consumption expenditure (C) = � 50 crore. 

Sol. Given, autonomous investment (I )= � 100 crore 
Marginal propensity to save ( MPS)= 0.2 
Level of income (Y) = � 4,000 crore 
Autonomous consumption expenditure (C) = � 50 crore 

Marginal propensity to consume ( MPC) = 1- MPS= 1- 0.2 = 0.8 
We know that, 

Or, 
AD = C + I 
AD = C + MPC (Y )  + I 

= 50 + 0.8 ( 4,000) + 100 
= 50 + 3,200 + 100 
= 3, 350 

Ans. Aggregate demand= �  3,350 crore. 

[CBSE Sample Paper 2019] 

8. If marginal propensity to save is 20% a nd is constant at all levels of income and the a utonomous 
consumption is� 100 crore, construct consumption function of the given hypothetical economy. 

Sol. Given, marginal propensity to save ( MPS)= 20% = 1�
0

0 = 0.2 

MPC = 1- MPS= 1- 0.2 = 0.8 
Autonomous consumption (C) = � 100 crore 

Consumption function would be: 
C = C + MPC (Y )  

= 100 + 0.8Y 

[CBSE 2019 (58/3/1)] 

9. If marginal propensity to save is 10% and is constant at all levels of income, and the a u tonomous 
consumption is � 200 crore, construct consumption function of the given hypothetical economy. 

Sol. Given, marginal propensity to save ( MPS)= 10% = 1�
0

0 = 0.1 
[CBSE 2019 (58/3/2)] 
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MPC = 1- MPS = 1- 0.1 = 0.9 
Autonomous consum ption (C) = � 200 crore 

Consum ption function would be: 
C = C + MPC (Y )  

= 200 + 0.9Y 
10. If marginal propensity to consume is 80% and is constant at all levels of income, and the autonomous 

consumption is< 400 crore, construct consumption function of the given hypothetical economy. 
[CBSE 2019 (58/3/3 ) ] 

Sol. Given, marginal propensity to consume ( MPC) = 80% = 
1�� = 0.8 

Autonomous consum ption (C) = � 400 crore 
Consum ption function would be: 

C = C+ MPC (Y )  
= 400 + 0.8Y 

11. The consumption function of an economy is: C = 40 + 0.8Y (amount in< crore) . Determine that level 
of income where average propensity to consume will be one. [CBSE 2019 (58/4/1 ) ]  

Sol. Given, C = 40 + 0.8Y 

Average propensity to consume (APC = � ) will be one when: 

Y = C 
Y = 40 + 0.8Y 

Y- 0.8Y = 40 
0.2Y = 40 

Y = 40 
= 200 0.2 

Ans. Average propensity to consume will be one when the level of income = � 200 crore. 

SHORT RUN EQU I LI BRIUM OUTPUT 

1. F ind out the size of multiplier, when MPC is (i ) 0, ( i i )  0.5, (iii ) 0. 9 respectively. 
Sol. (i ) MPC = 0 

Multiplier = 
1 

= -1
- = _!_ = 1 

1- MPC 1- 0 1 
( ii )  MPC = 0.5 

1 Multiplier = 
-1-_-M-PC-

1 
1- 0. 5 

__ 1_ = _!_ = 2 
1- 1- 1 

( iii ) MPC = 0.9 

1 Multiplier = 
-1-_-M-PC-

1 
1- 0.9 

2 2 

1 
= -1- = 10 

1- .2.._ 1 
10 10 

2. F ind out multiplier when MPS is (i ) 0.4, (ii) 0.5, ( iii )  0.8. 
Sol. (i ) MPS = 0.4 

Multiplier = -
1- = -1- = -1- = _!_ = 2.5 MPS 0.4 4 2 
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( ii )  MPS= 0.5 

Multiplier= -1
-= -1-= _l_ = __1_ = 2 

MPS 0.5 5 1 

( iii ) MPS= 0.8 

- -
10 2 

Multiplier= -
1-= -1-= -1-= __1_ = 1.25 MPS 0.8 8 4 - -

10 5 
3. As a result of increase in investment by t 125 crore, national income increases by t 500 crore. 

Calculate marginal propensity to consume. 
Sol. We know, 

Multiplier ( K ) = !; 
Given, I). Y = t 500 crore, M = t 125 crore, we get, 

K = 500 = 4 
125 

We also know, 1 K =---
1- MPC 

_1_ = 4  
MPS 
MPS = � = 0.25 

MPC = 1- MPS 

1 
MPS 

= 1- 0.25  = 0.75 
Ans. Marginal propensity to consume = 0. 75. 

4. As a result of increase in investment, national income rises by t 600 crore. If marginal propensity to 
consume is 0. 75, calculate the increase in investment. 

Sol. Increase in national income (!).Y )  = t 600 crore 
MPC = 0 . 75  

We know, 

=> 

1 Multiplier ( K ) = 
l - MPC 

1 = -1
-= 4  

1- 0.75 0 . 25  

K = M 
M 

M = I). y = 600 = 150 K 4 
Ans. Increase in investment= t 150 crore. 

5. If marginal propensity to consume is 0. 9,  what is the value of multi plier? How much investment is 
needed to increase national income by t 5,000 crore? Calculate. 

Sol. Desired increase in national income (!).Y) = t 5 ,000 crore 
MPC = 0 .9  

We know, 

=> 
Ans. Multiplier ( K ) = 10 

Multiplier ( K ) = 
l - �PC 

l = -1-= 10 
1- 0 .9  0 . 1  

K = M 
M 

M = M = 5 ,000 = 500 
K 10 

Desired increase in investment= t 500 crore. 
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6. In an economy, an increase in investment leads to increase in national income which is three times 
more than the increase in investment. Calculate marginal propensity to consume. 

Sol. Increase in national income = 3 times more than the increase in investment 
3 times more than increase in investment = 3 times of investment+ Initial investment 
Or, M = 3M+ M :::::, M= 4M 

Or, 4 = M 
L'1I 

Or, Multiplier ( K ) = 4 (- : K= !1 )  1 1 We know, K = :::::, 4= 
1- MPC 1- MPC 

4 ( 1- MPC ) = 1 1 
:::::, :::::, 1- MPC = -

4 
:::::, l- MPC = 0.25 :::::, MPC= 1- 0.25 
:::::, MPC = 0.75 

Ans. Marginal propensity to consume = 0. 75. 
7. It is planned to increase national income by � 1,000 crore. How much increase in investment is 

required to achieve this goal? Assume that marginal propensity to consume is 0.6. Calculate. 
Sol. Desired increase in national income (�Y) = � 1,000 crore 

MPC = 0 . 6  

We know, 

Multiplier ( K ) = 
l - �PC 

1 
= -1- = 2.5 

1- 0 . 6  0.4 

K = M 
L'1I 

L'1I = M = 
1,000 

= 400 K 2 . 5  
Ans. Desired increase in investment= � 400 crore. 

8. In an economy, marginal propensity to consume is 0. 75. If investment expenditure is increased by 
� 500 crore, calculate the increase in income and consumption expenditure. 

Sol. Increase in investment (M) = � 500 crore 
MPC = 0.75 

We know, 

Multiplier ( K ) = 
l - �PC 

K = M 
L'1I 

__ 1 __ 
=

_1_
= 4 

1- 0.75 0 . 25  

M = K x �I = 4 x 500 = 2 ,000 
�C = M ( MPC ) = 2 ,000 (0 .75 )  = 1, 500 

Ans. Increase in income =� 2 ,000 crore. 
Increase in consumption expenditure =� 1, 500 crore 

9. What is the value of multiplier when marginal propensity to save is zero? [CBSE Sample Paper 2013] 
Sol. Given, MPS = 0 ( zero) 

We know that, 

Ans. Multiplier = oo ( infinity ). 

M I .  1 ·  
1 1 u tip 1er = -- = - = oo 

MPS 0 
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10. An economy is in equilibrium. Ca lculate national income from the following : 
Autonomous consumption = 100. 
Marginal propensity to save = 0.2 .  
Investment expenditure = 200. 

Sol. Given, autonomous consumption (C) = 100 
Marginal propensity to save ( MPS)= 0.2 
Investment expenditure ( I )  = 200 

Marginal propensity to consume ( MPC) = 1- MPS 
= 1- 0.2 = 0.8 

At the equilibrium level, 

Or, 

=> 
=> 
=> 

Ans. National income = 1,500. 

Y = C + I 
Y = C + MPC (Y )  + I 
Y = 100 + 0.8Y + 200 

Y- 0.8Y = 300 

Y = 300 = 1 500 
0.2 ' 

[CBSE Delhi 2015] 

Y = 300 + 0.8Y 
0.2Y = 300 

11. An economy is in equilibrium. Find 'autonomous consumption' from the following: 
National income = 1,000. 
Marginal propens i ty to consume = 0.8. 
Investment expenditure = 100. 

Sol. Given, national income (Y )  = 1,000 
Marginal propensity to consume ( MPC) = 0.8 
Investment expenditure ( I )  = 100 

At the equilibrium level, 

Or, 
Y = C + I 
Y = C + MPC (Y )  + I 

1,000 = c + o.8 ( 1,000) + 100 
1,000 = C + 800 + 100 
1,000 = C + 900 

C = 1,000 - 900 = 100 
Ans. Autonomous consumption = 100. 

[ CBSE Delhi 2015] 

12. An economy is in equilibrium. Find marg inal propensity to consume from the following: 
National income = 2,000. 
Autonomous consumption = 400. 
Investment expenditure= 200. 

Sol. Given, national income (Y )  = 2 ,000 
Autonomous consumption (C) = 400 
Investment expenditure ( I )  = 200 

At the equilibrium level, 

Or, 
Y = C + I 
Y = C + MPC (Y )  + I 

2 ,000 = 400 + MPC (2 ,000) + 200 
2 ,000 = 600 + 2 ,000 ( MPC) 

[CBSE Delhi 2015] 
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2,000 ( MPC) = 2 ,000 - 600 
2 ,000 ( MPC) = 1,400 

MPC = l ,400 = 0.7 
2 ,000 

Ans. Marginal propensity to consume = 0. 7. 
13. An economy is in eq uilibrium. Calculate the investment expenditure from the following: 

National income = 800. 
Marginal propensity to save = 0.3. 
Autonomous consumption = 100. 

Sol. Given, national income (Y )  = 800 
Marginal propensity to save ( MPS)= 0. 3 
Autonomous consumption (C) = 100 

Marginal propensity to consume ( MPC) = 1- MPS 
= 1- 0. 3 = 0.7 

At the equilibrium level, 

Or, 

=> 
=> 
=> 
=> 

Ans. Investment expenditure = 140. 

Y = C + I 
Y = C + MPC (Y )  + I 

800 = 100 + 0.7 ( 800) + I 
800 = 100 + 560 + I 
800 = 660 + I 

I = 800 - 660 = 140 

[CBSE (Al) 2015] 

14. An economy is in equilibrium. Calculate the marginal propensity to save from the following: 
National income = 1,000. 
Autonomous consumption = 100. 
Investment = 120. 

Sol. Given, national income (Y )  = 1,000 
Autonomous consumption (C) = 100 
Investment ( I )  = 120 

At the equilibrium level, 

Or, 

Y = C + I 

Y = C + MPC (Y )  + I 
1,000 = 100 + MPC ( 1,000) + 120 
1,000 = 220 + 1,000 ( MPC) 

1,000 ( MPC) = 1,000 - 220 
1,000 ( MPC) = 780 

MPC = �= 0.78 
1,000 

MPS = 1- MPC 
MPS = 1- 0.78 = 0.22 

Ans. Marginal propensity to save = 0.22. 
15. An economy is in eq ui librium. Calculate the national income from the following: 

Autonomous consumption = 120. 
Marginal propensity to save = 0.2. 
Investment expenditure = 150. 
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Sol. Given, autonomous consumption (C) = 120 
Marginal propensity to save ( MPS)= 0.2 
Investment expenditure ( I )  = 150 

Marginal propensity to consume ( MPC) = 1- MPS 
= 1- 0.2 = 0.8 

At the equilibrium level, 

Or, 

=> 
=> 
=> 
=> 
=> 

Ans. National income = 1,350. 

Y = C + I 
Y = C + MPC (Y )  + I 
Y = 120 + 0.8Y + 150 
Y = 270 + 0.8Y 

Y- 0.8Y = 270 
0.2Y = 270 

Y = 270 = 1 350 
0 .2  

' 

16. An economy is in equilibrium. Calculate marginal propensity to save from the following: 
National income = 1,000. 
Autonomous consumption = 100. 
Investment expenditure = 200. 

Sol. Given, national income (Y )  = 1,000 
Autonomous consumption (C) = 100 
Investment expenditure ( I )  = 200 

At the equilibrium level, 

Or, 

=> 
=> 
=> 
=> 
=> 
=> 
=> 

Y = C + I 
Y = C + MPC (Y )  + I 

1,000 = 100 + MPC ( 1,000) + 200 
1,000 = 300 + 1,000 ( MPC) 

1,000 ( MPC) = 1,000 - 300 
1,000 ( MPC) = 700 

MPC = __lQQ_ = 0.7 
1,000 

MPS = 1- MPC 
MPS = 1- 0.7 = 0. 3 

Ans. Marginal propensity to save = 0. 3. 

[CBSE {F) 2015] 

17. An economy is in equilibrium. Find the investment expenditure from the following: 
National income = 750. 
Autonomous consumption = 200. 
Marginal propensity to save= 0.4. 

Sol. Given, national income (Y )  = 750 
Autonomous consumption (C) = 200 
Marginal propensity to save ( MPS)= 0.4 

Marginal propensity to consume ( MPC) = 1- MPS 
= 1- 0.4 = 0.6 

At the equilibrium level, 
Y = C + I 

Or, Y = C + MPC (Y )  + I 

[CBSE (F) 2015] 
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:::::, 
:::::, 
:::::, 
:::::, 

750 = 200 + 0 . 6  ( 7 50 ) + I 
750 = 200 + 450 + I 
750 = 650 + I 

I = 750 - 650 = 100 

Ans. Investment expenditure = 100. 
18. An economy is in equilibrium. Calculate autonomous consumption from the following: 

National income = 1, 250. 
Marginal propensity to save = 0. 2 .  
I nvestment expenditure = 150. [CBSE {F) 2015] 

Sol. Given, national income (Y )  = 1,250 

Ans. 

Marginal propensity to save ( MPS)= 0 . 2  
Investment expenditure ( I )  = 150 

Marginal propensity to consume ( MPC) = 1- MPS 
= 1- 0 . 2  = 0 .8  

At  the equilibrium level, 

Or, 
:::::, 
:::::, 
:::::, 
:::::, 

Y = C + I 
Y = C + MPC ( Y )  + I 

1,250 = c + o .8 ( 1,250 ) + 150 

1,250 = c + 1,000 + 150 

1,250 = c + 1, 150 

C = 1,250- 1, 150 = 100 
Autonomous consumption = 100. 

19. In an economy investment is increased by� 300 crore. If marginal propensity to consume is � ,  

Sol. 
calculate increase in national income. [CBSE Delhi 2016] 
Given, increase in investment expenditure (AI)  = � 300 crore 

Marginal propensity to consume ( MPC ) = � 

We know, 

:::::, 

Multi plier ( K ) = 
l - �PC 

K = M 
AI 

M = K x L'll 

__ 1_= __!__= 3  
1 - 2  

3 3 

= 3 X 300 = 900 

Ans. Increase in national income = � 900 crore. 
20. Su ppose marginal propensity to consume is 0. 8. How much increase in investment is required to 

increase national income by � 2,000 crore? Calculate. [CBSE Delhi 2016] 
Sol. Given, desired increase in national income (L'lY) = � 2 ,000 crore 

Marginal propensity to consume ( MPC) = 0 .8  

We know, 

:::::, 

Multi plier ( K ) = 
l - �PC 

l = -
1-= 5 

1 - 0 .8  0 . 2  

K = M 
AI 

AI = M = 2 ,000 = 400 K 5 
Ans. Increase in investment=� 400 crore. 
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21. In an economy an increase in investment by � 100 crore led to 'increase' in national income by 
� 1,000 crore . Find marginal propensity to consume. [CBSE Delhi 2016] 

Sol. Given, increase in investment (111)  = � 100 crore 
Increase in national income (�Y )  = � 1,000 crore 

We know, 

We also know, 

M I . 1 . ( K ) M 1,000 lO u tl p 1er = -= --= 111 100 

1 K =---
1- MPC 

10= __ 1 __ 
1- MPC 

::::, 

::::, 

1- MPC = -
1-

10 
::::, 1- MPC= O. l 

MPC = 1- 0. 1 = 0.9 
Ans. Marginal propensity to consume = 0.9. 
22. An economy is in equilibrium. Calculate marginal propensity to consume. 

National income = 1,000. 
Autonomous consumption expenditure = 200. 
Investment expenditure = 100. 

Sol. Given, national income (Y )  = 1,000 

Autonomous consumption expenditure (C) = 200 

Investment expenditure ( I )  = 100 

Now, we know that, Y = C + I 
Here, C = C + bY, where b = MPC 
Putting the given values, we get 

1,000 = 200 + b X 1,000 + 100 
1,000 = 300 + b X 1,000 

1,000b = 1,000 - 300 

1,000b = 700 

b = _lQQ_ = 0.7 
1,000 

Ans. Marginal propensity to consume = 0.7. 
23. An economy is in equi librium. Find investment expenditure. 

National income = 1, 200. 
Autonomous consumption expenditure = 150. 
Marginal propensity to consume = 0.8. 

Sol. Given, national income (Y )  = 1,200 
Autonomous consumption expenditure (C) = 150 
Marginal propensity to consume ( MPC) = 0.8 

At the equilibrium level, 

Or, 

Ans. Investment expenditure= 90. 

Y = C + I 
Y = C + MPC (Y )  + I 

1,200 = 150 + 0.8 ( 1,200) + I 
1,200 = 150 + 960 + I 
1,200 = 1, 110 + I 

I = 1,200- 1, 110 = 90 

[CBSE (Al) 2016] 

[CBSE (Al} 2016] 
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24. An economy is in equilibrium. Find investment expenditure. 
National income = 1,000. 
Autonomous consumption = 100. 
Marginal propensity to consume = 0.8 

Sol. Given, national income (Y )  = 1,000 
Autonomous consumption (C) = 100 
Marginal propensity to consume ( MPC) = 0.8 

At the equilibrium level, 

Or, 

Y = C + I 
Y = C + MPC (Y )  + I 

1,000 = 100 + 0.8 ( 1,000) + I 
1,000 = 100 + 800 + I 
1,000 = 900 + I 

I = 1,000 - 900 = 100 
Ans. Investment expenditure = 100. 
25 . Find equilibrium national income. 

Autonomous consumption expenditure = 120. 
Marginal propensity to consume = 0.9. 
Investment expenditure = 1,100. 

Sol. Given, autonomous consumption expenditure (C) = 120 
Marginal propensity to consume ( MPC) = 0.9 
Investment expenditure (I ) = 1, 100 

At the equilibrium level, 

Or, 

Ans. National income = 12,200. 

Y = C + I 
Y = C + MPC (Y )  + I 
Y = 120 + 0.9Y + 1, 100 
Y = 1,220 + 0.9Y 

Y - 0.9Y = 1,220 
O . lY = 1,220 

1, 220 
Y = o.1 = 12, 200 

26. An economy is in eq u ilibrium. Find marg inal propensity to consume. 
Autonomous consumption expenditure = 100. 
Investment expenditure = 100. 
National income = 2,000. 

Sol. Given, autonomous consumption expenditure (C) = 100 
Investment expenditure ( I )  = 100 
National income (Y )  = 2 ,000 

Now, we know that, Y = C + I 
Here, C = c + bY, where b = MPC 
Putting the given values, we get 
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b = 1,800 = 0.9 
2 ,000 

Ans. Marginal propensity to consume = 0.9. 
27. An economy is in equilibrium. Find autonomous consumption expenditure. 

National income = 1,600. 
Investment expenditure = 300. 
Marginal propensity to consume = 0.8. 

Sol. Given, national income (Y )  = 1,600 
Investment expenditure ( I )  = 300 
Marginal propensity to consume ( MPC) = 0.8 

At the equilibrium level, 
Y = C + I 

Or, Y = C + MPC (Y )  + I 
Putting the given values, we get 

1,600 = c + o .8 ( 1,600) + 300 
1,600 = C + 1,280 + 300 
1,600 = C + 1, 580 

c = 1,600 - 1, 580 = 20 
Ans. Autonomous consumption expenditure = 20. 

28. If in an economy: 
(a) Consumption function is given by C = 100 + 0. 75Y, and 
(b) Autonomous investment is � 150 crore. 

[CBSE {F) 2016] 

Estimate (i) Equilibrium level of income, and (ii) Consumption and Savings at the equilibrium level of 
income. [CBSE Sample Paper 201 7] 

Sol. ( i )  Given, C = 100 + 0.75Y 
Autonomous investment (I )  = � 150 crore 

At the equilibrium level, 

( ii )  At Y = 1,000 

We know that, 
Or, 

y = C + j 
Y = 100 + 0.75Y + 150 
Y = 250 + 0.75Y 

Y - 0.75Y = 250 
0.25Y = 250 

Y = 250 = 1 000 
0.25  

Consumption, C = 100 + 0.75Y 
= 100 + 0.75 ( 1,000) 
= 100 + 750 = 850 

Y = C + S 
S = Y-C 

=> S = 1,000 - 850 = 150 
Ans. ( i )  Equilibrium level of income=� 1,000 crore. 

( ii )  Consumption at equilibrium level of income=� 850 crore. 
Savings at equil ibrium level of income=� 150 crore. 
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29. An economy is in equilibrium. From the following data about an economy, calculate autonomous 
consum ption: 
(a) Income = 5,000. 
(b) Marginal propensity to save = 0. 2 . 
(c) Investment expenditure = 800. 

Sol. Given, income (Y )  = 5 ,000. 
Marginal propensity to save ( MPS)= 0.2. 
Investment expenditure ( I )  = 800. 

Marginal propensity to consume ( MPC) = 1- MPS 
= 1- 0.2 = 0.8 

Now, we know that Y = C + I 
Here, C = C + bY, where b = MPC 
Putting the given values, we get 

s ,ooo = c + o .8 ( s ,ooo ) + 800 
s ,ooo = c + 4,ooo + 800 
s ,ooo = c + 4,800 

c = s ,ooo - 4,800 
= 200 

Ans. Autonomous consumption = 200. 

[CBSE Delhi 201 7] 

30. An economy is in equilibrium. From the following data about an economy, calculate investment expenditure: 
(a) Income = 10,000. 
(b) Marginal propensity to consume = 0.9. 
(c) Autonomous consumption = 100. 

Sol. Given, income (Y )  = 10,000 
Marginal propensity to consume ( MPC) = 0.9 
Autonomous consumption (C) = 100 

Now, we know that 
Y = C + I 

Here, C = C + bY, where b = MPC 
Putting the given values, we get 

10,000 = 100 + 0.9 ( 10,000) + I 
10,000 = 100 + 9,000 + I 
10,000 = 9, 100 + I 

Ans. Investment expenditure = 900. 

I = 10,000- 9 ,100 
I = 900 

[CBSE Delhi 201 7] 

31. An economy is in equilibrium. From the following data, calculate autonomous consum ption: 
(a) Income = 10,000. 
(b) Marginal propensity to save = 0. 2. 
(c) Investment = 1,500. [CBSE Delhi 201 7] 

Sol. Given, income (Y )  = 10,000 
Marginal propensity to save ( MPS)= 0.2 
Investment ( I )  = 1, 500 

Marginal propensity to consume ( MPC) = 1- MPS 
= 1- 0.2 = 0.8 
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Now, we know that Y = C + I 
Here, C = C + bY, where b = MPC 
Putting the given values, we get 

10,000 = c + o .8 ( 10,000) + 1, 500 
10,000 = c + 8,000 + 1, 500 
10,000 = c + 9, 500 

Ans. Autonomous consumption = 500. 

c = 10,000 - 9,500 
= 500 

32. An economy is in equilibrium. From the following data, calculate the marginal propensity to save: 
(a) Income = 10,000. 
(b) Autonomous consumption = 500. 
(c) Consumption expenditure = 8,000. [CBSE (Al) 201 7] 

Sol. Given, income (Y )  = 10,000 
Autonomous consumption (C) = 500 
Consumption expenditure (C) = 8,000 

We know that, C = C + MPC (Y )  
Putting the given values, we get 

8,000 = 500 + MPC ( 10,000) 
8,000 = 500 + 10,000 ( MPC) 

10,000 ( MPC) = 8,000 - 500 
10,000 ( MPC) = 7 , 500 

7 , 500 
MPC = lO, OOO = 0.75 

MPS = 1- MPC 
= 1- 0.75= 0.25 

Ans. Marginal propensity to save = 0.25. 
33. An economy is in equilibrium. From the following data, calculate investment expenditure. 

(i) Marginal propensity to consume = 0.9. 
( i i ) Autonomous consumption = 200. 
(iii) Level of income = 10,000. [CBSE (F) 201 7] 

Sol. Given, marginal propensity to consume ( MPC) = 0.9. 
Autonomous consumption (C) = 200. 
Level of income (Y )  = 10,000. 

At the equilibrium level, 

Or, 
Y = C + I 
Y = C + MPC (Y )  + I 

10,000 = 200 + 0.9 ( 10,000) + I 
10,000 = 200 + 9,000 + I 
10,000 = 9,200 + I 

I = 10,000 - 9,200 
= 800 

Ans. Investment expenditure= 800. 
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34. In an economy, investment increased by 1,100 and as a result of it income increased by 5, 500. Had 
the marginal propensity to save been 25 per cent, what would have been the increase in income? 

[CBSE {F) 201 7] 
Sol. We know, tl.Y 

Multiplier ( K ) = "KI 

5 ,500 
= 1,100 = 

5 
25  

When marginal propensity to save ( MPS) i s  25  per cent, i. e . ,  100 = 

0 .25 

1 1 

K = MPS = 0 .25 = 

4 

tl.Y 
As we know, K = "KI 

LW = K x AI 

= 4 X 1, 100 = 4,400 
Ans. Increase in income = 4,400. 
35 . In an economy C = 200 + 0. 5Y is the consu mption function where C is the consumption expenditure 

and Y is the national income. Investment expenditure is � 400 crore. Is the economy in eq uilibrium 
at an income level� 1,500 crore? Justify your answer. [CBSE Sample Paper 2019] 

Sol. Given, consumption function, C = 200 + 0.5Y 
Investment expenditure = � 400 crore 

At the equilibrium level, 
Y = C + I 
Y = 200 + O .SY + 400 
Y = 600 + O .SY 

Y- 0.SY = 600 
O .SY = 600 

600 
Y = 0 . 5  = 

1, 200 

Ans. The economy is in equilibrium when the equilibrium level of income is� 1,200 crore. Accordingly, if 
the equilibrium income =� 1,500 crore, the economy is not in equilibrium. 
Reason: Eq uilibrium is struck only when income = expenditure =� 1,200 crore. 

36. If in an economy: 
Change in initial investments (tsl) = � 500 crore. 
Marginal propensity to save (MPS) = 0.2. 
Find the values of the following: 
( a) Investment multiplier (K). 
(b) Change in final income (LW). 

Sol. Given, change in initial investments (�I ) = � 500 crore 
Marginal propensity to save ( MPS) = 0.2 

We know that, 
Multiplier ( K ) = 

M�S = 0\ = 5 

Increase in Income (�Y) = K x �I 
= 5 X 500 = 2 ,500 

Ans. Investment multiplier = 5 .  
Change in final income =� 2 ,500 crore. 
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37. If in an economy: 
Change in initial investments (M) = � 700 crore. 
Marginal propensity to save (MPS)= 0.2. 
Find the values of the following: 
(a) Investment multiplier (K). 
(b) Change in final income (L'IY) . 

Sol. Given, change in initial investments (AI) =� 700 crore 
Marginal propensity to save (MPS) = 0.2 

We know that, 

Multiplier (K) = 
M�S = 0\ = 5 

Increase in Income (11Y) = K x AI 
= 5 X 700 = 3,500 

Ans. Investment multiplier = 5. 
Change in final income=� 3,500 crore. 

38. If in an economy: 
Change in initial investment (L'II) = � 1,200 crore. 
Marginal propensity to save (MPS)= 0.2. 
Find the values of: 
(a) Investment multiplier (K). 
(b) Change in final income (L'IY) . 

Sol. Given, change in initial investment (AI)=� 1,200 crore 
Marginal propensity to save (MPS) = 0.2 

We know that, 
Multiplier (K) = M�S = 0\ = 5 

Increase in Income (11Y) = K x AI 

Ans. Investment multiplier = 5. 

= 5 X 1,200 
= 6,000 

Change in final income =� 6,000 crore. 

[CBSE 2019 (58/1/2)] 

[CBSE 2019 (58/1/3)] 

39. Calculate change in final income, if marginal propensity to consume (MPC) is 0.8 and change in initial 
investment is� 1,000 crore. [CBSE 2019 (58/2/1)] 

Sol. Given, marginal propensity to consume (MPC) = 0.8 
Change in initial investment (111) = � 1,000 crore 

We know that, 

Multiplier (K) = 
1-�PC 

= 
1 -

1
0.8 = o\ = 

5 

Increase in Income (11Y) = K x 111 
= 5 X 1,000 = 5,000 

Ans. Change in final income=� 5,000 crore. 
40. Estimate the change in initial investment if marginal propensity to save (MPS) is 0·10 and change in 

final income is� 15,000 crore. [CBSE 2019 (58/2/2)] 
Sol. Given, marginal propensity to save (MPS) = 0.10 

Change in final income (M) = � 15,000 crore 
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We know that, 

We also know, 

Multiplier (K) = M�S = O.�O = 10 

K = ll.Y 
fl.I 
15,000 

10 = fl.I 
15,000 

M = 10 =1,500 

Ans. Change in initial investment =< 1,500 crore. 
41. Estimate the change in final income if marginal propensity to consume (MPC) is 0.75 and change in 

initial investment is < 2,000 crore. [CBSE 2019 (58/2/3)] 
Sol. Given, marginal propensity to consume (MPC) = 0.75 

Change in initial investment (M) = < 2,000 crore 
We know that, 

Multiplier (K) = l -�PC = 
1 

=
-1-

=4 1-0.75 0.25 
Increase in Income (11Y) = K x M 

= 4 X 2,000 = 8,000 
Ans. Change in final income =< 8,000 crore. 
42. The saving function of an economy is given as: 

S = -25 + 0.25Y 
If the planned investment is< 200 crore, calculate the following: 

(i) Equilibrium level of income in the economy. 
(ii) Aggregate demand at income of < 500 crore. 

Sol. Given, S = -25 + 0.25Y 
Planned investment (I) =, 200 crore 

At equilibrium, S = I 
-25 + 0.25Y = 200 

0.25Y = 200 + 25 
0.25Y = 225 

We know at equilibrium, 

y = 
225 

= 900 0.25 
AD= C + I 

= 25 + (1- 0.25)Y + 200 
= 25 + 0.75 (500) + 200 
= 25 + 375 + 200 
= 600 

Ans. (i) Equilibrium level of income in the economy=< 900 crore. 
(ii) Aggregate demand at income of< 500 crore = < 600 crore. 

43. The saving function of an economy is given as: 
S = (-) 10 + 0·20Y 

If the ex-ante investments are< 240 crore, calculate the following: 
(i) Equilibrium level of income in the economy. 

[CBSE 2019 (58/5/1)] 

(ii) Additional investments which will be needed to double the present level of equilibrium income. 
[CBSE 2019 (58/5/2)] 
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Sol. Given, S = -10 + 0.20Y 
Ex-ante investments (I)=� 240 crore 

At equilibrium, S = I 

We know that, 

We also know that, 

-10 + 0.20Y = 240 

0.20Y = 240 + 10 

0.20Y = 250 

250 
Y = 0.20 = 1,250 

1 
K = MPS 

1 
K = 0.20 = 5 

multiplier (K) = !; 
1, 250 

5 = 
� 
1, 250 

�I=-
5

-=250 

Ans. (i) Equilibrium level of income in the economy=, 1,250 crore. 
(ii) Additional investments needed to double the present level of equilibrium income=, 250 crore. 

44. The saving function of an economy is given as: 
S = (-) 50 + O.lOY 

If the ex-ante investments are < 450 crore, calculate the following: 
(i) Equilibrium level of income in the economy. 
(ii) Additional investments which will be needed to gain an additional income level of<' 3,000 crore. 

[CBSE 2019 (58/5/3)] 
Sol. Given, S = -50 + O.lOY 

Ex-ante investments (I) = � 450 crore 
At equilibrium, S = I 

We know that, 

We also know that, 

=> 

=> 

-50 + O.lOY = 450 

O.lOY = 450 + 50 

O.lOY = 500 

500 Y = 0.10 = 5,000 

1 
K = MPS 

1 
K= 0.10 =10 

multiplier (K) = !; 
3,000 

10 =� 
3,000 

�I = 
10 = 300 

Ans. (i) Equilibrium level of income in the economy=� 5,000 crore. 
(ii) Additional investments needed to gain an additional income level of< 3,000 crore = � 300 crore. 
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GOVERNMENT BUDGET AND THE ECONOMY 

1. In a government budget, if revenue receipts = < 100 lakh, capital receipts = < 50 lakh and revenue 
deficit = < 25 lakh, how much is the revenue expenditure? 

Sol. Revenue expenditure = Revenue receipts + Revenue deficit 
= < 100 lakh + < 25 lakh 
= < 125 lakh 

Ans. Revenue expenditure =< 125 lakh. 
2. Find Budget Deficit from the following data: 

Items 
(i) Revenue receipts 
(ii) Revenue expenditure 
(iii) Capital receipts 

(< in crore) 
40,000 
30,000 
30,000 

(iv) Capital expenditure 50,000 
Sol. Budget Deficit = (Revenue expenditure + Capital expenditure)- (Revenue receipts + Capital receipts) 

= (< 30,000 crore + < 50,000 crore) - (< 40,000 crore + < 30,000 crore) 
= < 80,000 crore -< 70,000 crore 
= < 10,000 crore 

Ans. Budget deficit =< 10,000 crore. 
3. Find Fiscal Deficit, given the following information: 

Items (<) 
(i) Estimated total expenditure of the government 1,50,000 
(ii) Revenue receipts 1,20,000 
(iii) Non-debt capital receipts 10,000 

Sol. Fiscal Deficit = Total expenditure of the government- (Revenue receipts + Non-debt capital receipts) 
= < 1,50,000 - (< 1,20,000 + < 10,000) 
= < 1,50,000 -< 1,30,000 
= < 20,000 

Ans. Fiscal deficit =< 20,000. 
4. Payment of interest by the government during the year is estimated to be< 75,000 while the excess 

of budgetary expenditure over budgetary receipts (net of borrowing) is estimated to be < 1,15,000. 
Find primary deficit. 

Sol. Fiscal Deficit=< 1,15,000 
Interest Payment=< 75,000 

Primary Deficit= Fiscal deficit- Interest payment 
=< 1,15,000-< 75,000 
= < 40,000 

Ans. Primary deficit =< 40,000. 
5. From the following data about a government budget, find out (a) Revenue Deficit, (b) Fiscal Deficit, and 

(c) Primary Deficit: 
Items 

(i) Revenue receipts 
(ii) Capital receipts 
(iii) Non-tax revenue 
(iv) Borrowings 
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(v) Revenue expenditure 
(vi) Interest payments 

Sol. (a) Revenue Deficit= Revenue expenditure -Revenue receipts 
= � 88 crore - � 55 crore 
= � 33 crore 

(b) Fiscal Deficit= Borrowings 
= � 40 crore 

(c) Primary Deficit= Fiscal deficit- Interest payments 
= � 40 crore - � 28 crore 

Ans. (a) Revenue deficit= � 33 crore. 
(b) Fiscal deficit= �  40 crore. 
(c) Primary deficit= � 12 crore. 

= � 12 crore 

88 
28 

6. From the following data about a government budget, find (a) Revenue Deficit, (b) Fiscal Deficit, and 
(c) Primary Deficit: 

Items (� in lakh) 
(i) Tax revenue 50 
(ii) Revenue expenditure 110 
(iii) Capital expenditure 210 
(iv) Non-tax revenue 30 
(v) Capital receipts net of borrowing 140 
(vi) Interest payments 20 

Sol. (a) Revenue Deficit= Revenue expenditure - Revenue receipts (Tax revenue 
+ Non-tax revenue) 

= � 110 lakh - ( � 50 lakh + � 30 lakh) 
= � 110 lakh - � 80 lakh 
= � 30 lakh 

(b) Fiscal Deficit= Revenue expenditure + Capital expenditure -Revenue 
receipts -Capital receipts net of borrowing 

= � 110 lakh + � 210 lakh- (� 50 lakh + � 30 lakh)-� 140 lakh 
= � 110 lakh + � 210 lakh - � 80 lakh - � 140 lakh 
= � 320 lakh - � 220 lakh 
= � 100 lakh 

(c) Primary Deficit= Fiscal deficit- Interest payments 
= � 100 lakh - � 20 lakh 

Ans. (a) Revenue deficit= � 30 lakh. 
(b) Fiscal deficit= � 100 lakh. 
(c) Primary deficit= � 80 lakh. 

= � 80 lakh 

7. Find (a) Fiscal Deficit, and (b) Primary Deficit from the following: 
Items (� in crore) 

Revenue expenditure = 70,000 
Borrowings = 15,000 

Revenue receipts 
Interest payments 

= 50,000 
= 25% of revenue deficit. [CBSE Sample Paper 2013] 
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Sol. Revenue Deficit = Revenue expenditure -Revenue receipts 
= � 70,000 crore - � 50,000 crore 
= � 20,000 crore 

Here, Interest payments = 25% of revenue deficit 
25 Or, Interest payments = 

100 
x 20,000 

(a) 

(b) 

= � 5,000 crore 
Fiscal Deficit = Borrowings 

= � 15,000 crore 
Primary Deficit = Fiscal deficit- Interest payments 

= � 15,000 crore - � 5,000 crore 
= � 10,000 crore 

Ans. (a) Fiscal deficit = � 15,000 crore. 
(b) Primary deficit = � 10,000 crore. 

8. Is the following revenue expenditure or capital expenditure in the context of government budget? 
Give reason. 

(i) Expenditure on collection of taxes. 
(ii) Expenditure on purchasing computers. 

Sol. (i) Expenditure on collection of taxes is a revenue expenditure because it neither causes a rise in 
assets of the government nor does it lead to a reduction in the liabilities of the government. 

(ii) Expenditure on purchasing computers is a capital expenditure because this results in the creation 
of assets for the government. Hence, such expenditures add to the assets of the government. 

9. Is the following revenue receipt or a capital receipt in the context of government budget and why? 
(i) Tax receipts. 
(ii) Disinvestment. 

Sol. (i) Tax receipt is a revenue receipt because it neither creates any liability nor reduces the assets of the 
government. 

(ii) Disinvestment is a capital receipt. Capital receipts either create a liability or lead to a reduction in 
the assets of the government. Disinvestment results in the reduction of assets of the government. 

10. Giving reason, state whether the following is a revenue expenditure or a capital expenditure in a 
government budget: 

(i) Expenditure on scholarship. 
(ii) Expenditure on building a bridge. 

Sol. (i) Expenditure on scholarship is a revenue expenditure because it neither reduces liability nor 
adds to the assets of the government. 

(ii) Expenditure on building a bridge is a capital expenditure because it adds to the assets of the 
government. 

11. Giving reasons, classify the following into revenue receipts and capital receipts: 
(i) Recovery of loans. 
(ii) Profits of public sector undertakings. 
(iii) Borrowings. [CBSE (F) 2017] 

Sol. (i) Recovery of loans is a capital receipt because it leads to reduction in assets of the government. 
(ii) Profits of public sector undertakings are revenue receipts because they neither create a liability 

for the government nor lead to reduction in assets of the government. 
(iii) Borrowings are capital receipts because they create a liability for the government. 
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12. Classify the following statements as revenue receipts or capital receipts. Give valid reasons in support 

of your answer. 

(i) Financial help from a multinational corporation for victims in a flood affected area. 

(ii) Sale of shares of a Public Sector Undertaking (PSU) to a private company, Y Ltd. 

(iii) Dividends paid to the Government by the State Bank of India. 

(iv) Borrowings from International Monetary Fund (IMF). [CBSE 2019 (58/2/1)] 

Sol. (i) Financial help from a multinational corporation for victims in a flood affected area is a revenue 

receipt, as it does not add to liability or does not lead to reduction in assets. 

(ii) Sale of shares of a Public Sector Undertaking (PSU) to a private company, Y Ltd. is a capital 

receipt, as it involves reduction in assets. 

(iii) Dividends paid to the government by the State Bank of India is a revenue receipt, as it does not 

add to liability or does not lead to reduction in assets. 

(iv) Borrowings from International Monetary Fund (IMF) are capital receipts because they create a 

liability. 

13. Given the following data estimate the values of (a) Revenue Deficit, and (b) Fiscal Deficit: 

Items (t in crore) 

(i) Tax revenue 1,000 

(ii) Non-tax revenue 150 

780 

50 

1,500 

480 

[CBSE 2019 (58/3/1)] 

Sol. (a) Revenue Deficit= Revenue expenditure -Revenue receipts (Tax revenue+ Non-tax revenue) 

(iii) Net borrowings by government 

(iv) Disinvestment proceeds 

(v) Revenue expenditure 

(vi) Capital expenditure 

= t 1,500 crore -(t 1,000 crore + t 150 crore) 

= t 1,500 crore -t 1,150 crore 

= t 350 crore 

(b) Fiscal Deficit= Net borrowings by government 

= t 780 crore 

Ans. (a) Revenue deficit= t 350 crore. 

(b) Fiscal deficit= t 780 crore. 

BALANCE OF PAYMENTS 

1. Find the value of imports, if balance of trade= t 180 crore and value of exports= t 280 crore. 

Sol. Balance of Trade = Value of exports - Value of imports 

t 180 crore = t 280 crore -Value of imports 

Value of imports= t 280 crore -t 180 crore 

= t 100 crore 

Ans. Value of imports= t 100 crore. 

2. If balance of trade is found to be in a state of balance, find the deficit on account of 'invisibles' if 

balance of payments on capital account shows a surplus oft 20,000 on account of borrowing from 

rest of the world. 

Sol. Deficit on account of invisibles= t 20,000. 
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3. Find Current Account Balance from the following: 

Sol. 

Items 

(i) Export of goods 

(ii) Export of services 

(iii) Balance of visible trade 

(iv) Transfers from one country to an another country 

(< in crore) 

80 

20 

50 

5 

Current Account Balance = Balance of visible trade+ Export of services+ Transfers from 

one country to an another country 

= < 50 crore + < 20 crore + < 5 crore 

= < 75 crore 

Ans. Current account balance = < 75 crore. 

4. Find the Balance on the Balance of Payments Account. Is the overall balance of payments balances? 

Items (< in lakh) 

(i) Capital account balance (-) 400 

(ii) Value of imports 

(iii) Value of exports 

(iv) Unilateral transfers 

(v) Balance of visible trade 

Sol. Balance on the Balance of Payments Account 

= Value of exports - Value of imports+ Unilateral transfers+ Capital account balance 

= < 450 lakh - < 150 lakh + < 100 lakh + (-) < 400 lakh 

= < 450 lakh - < 150 lakh + < 100 lakh - < 400 lakh 

= 0 

150 

450 

100 

200 

Ans. Balance on the balance of payments account is O (zero). Yes, the overall balance of payments 

balances. 

[Note: Balance of visible trade excludes the balance of invisible trade.] 

Ill 
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NATIONAL INCOME AND RELATED AGGREGATES 

Numericals related to Nominal GDP 

1. If the Real GDP is 660 and price index (with base = 100) is 105, calculate Nominal GDP. 

[Ans. Nominal GDP = 693] 

2. If real income is� 820 and price index is 110, find nominal income. 

[Ans. Nominal income =� 902] 

Numericals related to Real GDP 

3. If the Nominal GDP is� 1,050 and price index (with base = 100) is 125, calculate Real GDP. 

[Ans. Real GDP =� 840) 

4. If nominal income is� 550 and price index is 110, calculate real income. 

[Ans. Real income =� 500] 

5. If nominal income is� 220 and price index is 100, find real income. 

[Ans. Real income =� 220] 

Numericals related to Price Index 

6. If the Real GDP is 440 and Nominal GDP is 495, calculate price index (base = 100). 

[Ans. Price index = 112.5] 

7. If the Real Gross Domestic Product is � 260 and the Nominal Gross Domestic Product is � 312, 

calculate the price index (base = 100). 

[Ans. Price index = 120] 

METHODS OF CALCULATING NATIONAL INCOME 

Numericals related to Value Added/Product Method 

1. From the following about firm 'X', calculate 'Gross Value Added at Factor Cost' by it: 

Items (� in thousand) 

(i) Sales 500 

(ii) Opening stock 

(iii) Closing stock 

(iv) Purchase of intermediate products 

(v) Purchase of machinery 

(vi) Subsidy 

[Ans. Gross value added at factor cost by firm X = � 230 thousand] 

30 

20 

300 

150 

40 

465 



2. From the following about firm 'Y', calculate 'Net Value Added at Market Price' by it: 

Items (fin thousand! 
(i) Sales 300 
(ii) Depreciation 
(iii) Net indirect taxes 
(iv) Purchase of intermediate products 
(v) Change in stock 
(vi) Purchase of machinery 

[Ans. Net value added at market price by firm Y = f 120 thousand] 

3. From the following data, calculate 'Gross Value Added at Factor Cost': 

Items 
(i) Units of output sold 
(ii) Change in stock 
(iii) Subsidies 
(iv) Consumption of fixed capital 
(v) Intermediate consumption 
(vi) Price per unit of output 
(vii) Rent 

[Ans. Gross value added at factor cost = f 3,400] 

4. Calculate 'Net Value Added at Factor Cost' from the following data: 
Items 

(i) Sales 
(ii) Depreciation 
(iii) Change in stock 
(iv) Intermediate cost 
(v) Exports 
(vi) Indirect taxes 
[Ans. Net value added at factor cost = f 610 crore] 

5. Calculate 'Sales' from the following data: 

Items 

(i) Subsidies 

(ii) Opening stock 

(iii) Closing stock 

(iv) Intermediate consumption 

(v) Consumption of fixed capital 

(vi) Profit 

(vii) Net value added at factor cost 

[Ans. Sales = f 4,500 lakh] 

6. Calculate 'Intermediate Consumption' from the following data: 

Items 

(i) Subsidies 

(ii) Opening stock 

(iii) Closing stock 

(iv) Sales 

(v) Consumption of fixed capital 
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(vi) Profit 

(vii) Net value added at factor cost 

[Ans. Intermediate consumption = < 3,000 lakh] 

750 

2,000 

7. From the following data, calculate 'Net Value Added at Market Price' by Firm A: 

Items 

(i) Sales 

(ii) Net indirect taxes 

(iii) Change in stock 

(iv) Purchase of machinery 

(v) Depreciation 

(vi) Purchase of intermediate products 

[Ans. Net value added at market price by firm A = < 300 crore] 

8. Calculate 'Value of Output' from the following data: 

Items 

(i) Subsidy 

(ii) intermediate consumption 

(iii) Net addition to stocks 

(iv) Depreciation 

(v) Excise duty 

(vi) Net value added at factor cost 

[Ans. Value of output = < 440 lakh] 

Numericals related to Income Method 

9. Calculate 'Operating Surplus' from the following data: 

Items 

(i) Rent 

(ii) Profit 

(iii) Domestic income 

(iv) Mixed income 

(v) Wages and salaries 

(vi) Indirect tax 

(vii) Subsidies 

(viii) Depreciation 

[Ans. Operating surplus = < 380 crore] 

10. From the following data, calculate 'National Income': 
Items 

(i) Compensation of employees 
(ii) Rent 
(iii) Wages and salaries 
(iv) Net exports 
(v) Net factor income from abroad 
(vi) Profit 
(vii) Interest 

(viii) Depreciation 

(< in crore) 

850 

80 

(-) 30 

300 

70 

450 

(< in lakh) 

10 

150 

(-) 13 

30 

20 

250 

(< in crore) 

120 

200 

800 

70 

350 

150 

50 

200 

(< in crore) 
800 
200 
750 

(-) 30 
(-) 20 

300 
100 

50 
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(ix) Remittances from abroad 
(x) Taxes on profits 

[Ans. National income = f 1,380 crore] 
11. From the following data, calculate 'Net National Product at Market Price': 

Items 
(i) Corporation tax 
(ii) Compensation of employees 
(iii) Mixed income of self-employed 
(iv) Net factor income from abroad 
(v) Net indirect taxes 
(vi) Rent 
(vii) Profit 
(viii) Consumption of fixed capital 
(ix) Interest 
[Ans. Net national product at market price = f 3,300 crore] 

80 
60 

(fin crore) 
350 
800 
900 

(-) 50 
250 
350 
600 
200 
450 

12. Find (a) Net National Product at Market Price, and (b) Gross National Product at Factor Cost: 
Items (fin lal<h) 

(i) Wages and salaries 900 
(ii) Rent 150 
(iii) Net current transfers to abroad 
(iv) Net indirect taxes 
(v) Royalty 
(vi) Profit 
(vii) Net factor income to abroad 
(viii) Consumption of fixed capital 
(ix) Social security contribution by employers 
(x) Social security contribution by employees 
(xi) Interest 
[Ans. (a) Net national product at market price = f 2,100 lakh 

(b) Gross national product at factor cost = f 2,200 lakh] 
13. Calculate 'Gross National Product at Market Price' from the following data: 

Items 
(i) Compensation of employees 
(ii) Interest 
(iii) Rent 
(iv) Profits 
(v) Employer's contribution to social security schemes 
(vi) Dividends 
(vii) Consumption of fixed capital 
(viii) Net indirect taxes 
(ix) Net exports 
(x) Net factor income to abroad 
(xi) Mixed income of self-employed 
[Ans. Gross national product at market price = f 5,700 crore] 

14. Calculate 'Net National Product at Factor Cost' from the following: 
Items 

(i) Profits 

(ii) Wages and salaries 
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(iii) Net current transfers to abroad 

(iv) Rent 

(v) Net factor income paid to abroad 

(vi) Interest 

(vii) Social security contributions by employers 

[Ans. Net national product at factor cost = < 1,450 crore] 

15. From the following data, calculate 'National Income': 

Items 

(i) Net indirect taxes 

(ii) Mixed income of self-employed 

(iii) Net factor income from abroad 

(iv) Compensation of employees 

(v) Net retained earnings of private enterprises 

(vi) Profit 

(vii) Rent 

(viii) Corporation tax 

(ix) Interest 

(x) Subsidy 

[Ans. National income = < 4,550 crore] 

Numericals related to Expenditure Method 

20 

200 

50 

300 

100 

(< in crore) 

500 

1,200 

(-) 50 

1,300 

200 

800 

600 

400 

700 

200 

16. Calculate GDP 
MP and NDP

MP 
with the help of expenditure method from the data give below: 

Items (< in crore) 

(i) Corporate tax 50 

(ii) Private final consumption expenditure 

(iii) Fixed capital formation 

(iv) Net exports 

(v) Net factor income from abroad 

(vi) Net indirect taxes 

(vii) Government final consumption expenditure 

(viii) Change in stock 

(ix) Consumption of fixed capital 

[Ans. GDP 
MP = < 12,800 crore 

NDP
MP = < 12,350 crore) 

7,100 

3,000 

(-) 300 

(-) 500 

600 

2,200 

800 

450 

17. Calculate 'Net Domestic Product at Factor Cost' and 'Gross National Product at Market Price' from 
the following data: 

Items 
(i) Indirect taxes 

(ii) Private final consumption expenditure 

(iii) Net factor income from abroad 

(iv) Government final consumption expenditure 

(v) Consumption of fixed capital 

(vi) Net exports 

(< in crore) 
20 

250 

15 

50 

25 

(-) 10 
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(vii) Subsidies 

(viii) Net domestic capital formation 

[Ans. Net domestic product at factor cost = < 310 crore 

Gross national product at market price = < 360 crore] 

18. Calculate 'National Income' from the following: 
Items 

(i) Net change in stocks 
(ii) Government final consumption expenditure 
(iii) Net current transfers to abroad 
(iv) Gross domestic fixed capital formation 
(v) Private final consumption expenditure 
(vi) Net imports 
(vii) Depreciation 
(viii) Net factor income to abroad 
(ix) Net indirect tax 
(x) Net capital transfers to abroad 

[Ans. National income = < 630 lakh] 
19. From the following data, calculate 'Net National Product at Market Price': 

Items 
(i) Private consumption expenditure 
(ii) Government consumption expenditure 
(iii) Gross capital formation 
(iv) Exports 
(v) Imports 
(vi) Net factor income from abroad 
(vii) Depreciation 
[Ans. Net national product at market price = < 90,800 crore] 

20. From the following data, find out 'National Income': 
Items 

(i) Private final consumption expenditure 
(ii) Government final consumption expenditure 
(iii) Consumption of fixed capital 
(iv) Gross domestic fixed capital formation 
(v) Exports 
(vi) Imports 
(vii) Net factor income from abroad 
(viii) Change in stock 
(ix) Goods and Services tax 
(x) Subsidy 

[Ans. National income = < 45,490 crore] 

Miscellaneous Numericals 

10 

30 

(< in lakh) 
so 

100 
30 

200 
500 

40 
70 

(-) 10 
120 

25 

(< in crore) 
75,000 
15,550 

4,500 
6,000 
9,000 

(-) 650 
600 

(< in crore) 
18,550 
20,510 

2,000 
9,860 

13,720 
15,000 
(-) 110 

2,560 
2,700 

100 

21. From the following data, estimate (a) Net Indirect Taxes, and (b) Net Domestic Product at Factor Cost: 

Items (< in crore) 

(i) Net national product at market price 1,400 

(ii) Net factor income from abroad (-) 20 
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(iii) Gross national product at factor cost 

(iv) Consumption of fixed capital 

(v) National debt interest 

[Ans. (a) Net indirect taxes = � 200 crore 

(b) Net domestic product at factor cost = � 1,220 crore] 

1,300 

100 

18 

22. From the following data, calculate National Income by (a) Income Method, and (b) Expenditure Method: 
Items (f ln crore) 

(i) Private final consumption expenditure 2,000 
(ii) Net capital formation 400 
(iii) Change in stock 

(iv) Compensation of employees 
(v) Rent 
(vi) Interest 
(vii) Operating surplus 
(viii) Net indirect tax 
(ix) Employers' contribution to social security schemes 
(x) Net exports 
(xi) Net factor income from abroad 
(xii) Government final consumption expenditure 
(xiii) Consumption of fixed capital 

[Ans. National income (by income and expenditure methods) = � 2,600 crore] 

50 

1,900 
200 
150 
720 
400 
100 

20 
(-) 20 

600 
100 

23. From the following data calculate Net National Product at Factor Cost by (a) Income Method, and 
(b) Expenditure Method: 

Items 
(i) Current transfers from rest of the world 

(ii) Government final consumption expenditure 
(iii) Wages and salaries 
(iv) Dividend 
(v) Rent 
(vi) Interest 
(vii) Net domestic capital formation 
(viii) Profits 
(ix) Employers' contribution to social security schemes 
(x) Net exports 
(xi) Net factor income from abroad 

(xii) Consumption of fixed capital 
(xiii) Private final consumption expenditure 
(xiv) Net indirect tax 

(�in crare) 
100 

1,000 
3,800 

500 
200 
150 
500 
800 
200 

(-) 50 
(-) 30 

40 
4,000 

300 

[Ans. Net national product at factor cost (by income and expenditure methods) = � 5,120 crore] 
24. From the following data relating to a firm, (a) estimate the Net Value Added at Market Price, (b) show 

that Net Value Added at Factor Cost is equal to the sum of factor incomes. 

Items 
(i) Salaries and wages 

(� in thousand! 
120 

(ii) Interest payments 90 
(iii) Dividends 30 
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(iv) Undistributed profits 
(v) Rent payments 
(vi) Increase in stocks 
(vii) Imports of raw material 
(viii) Indirect taxes 
(ix) Depreciation of fixed capital 
(x) Domestic sales 
(xi) Exports 
(xii) Domestic purchase of raw materials and other inputs 
[Ans. (a) Net value added at market price = � 285 thousand 

(b) Net value added at factor cost = Sum of factor incomes = � 275 thousand] 

25. From the following data, estimate 'Gross National Product at Market Price': 

Items 

(i) Gross domestic product at factor cost 

(ii) Corporation tax 

(iii) Net other current transfers from general government 

(iv) Net indirect taxes 

(v) Net other current transfers from abroad 

(vi) Net factor income from abroad 

(vii) Saving of the private corporate sector 

[Ans. Gross national product at market price = � 810 crore] 

26. From the following data, calculate (a) Domestic Income, and (b) National Income. 

Items 

(i) Compensation of employees 

(ii) Interest 

(iii) Undistributed profit and dividends 

(iv) Rent 

(v) Mixed incom of self-employed 

(vi) Net factor income from abroad 

[Ans. (a) Domestic factor income = � 29,700 crore 

(b) National income = � 32,700 crore] 

20 
15 

40 
20 
10 
15 

360 
40 

120 

{� in crore) 

750 

20 

110 

130 

80 

(-)70 

60 

(�in crore) 

15,000 

1,500 

1,800 

2,400 

9,000 

3,000 

27. From the following data, calculate Gross National Product at Market Price by (a) Income Method, and 
(b) Expenditure Method: 

Items 

(i) Compensation of employees 

(ii) Profit 

(iii) Mixed income of self-employed 

(iv) Rent 

(v) Interest 

(vi) Private final consumption expenditure 

(vii) Net domestic capital formation 

(viii) Consumption of fixed capital 

(ix) Net exports 

(x) Government final consumption expenditure 
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(xi) Net indirect taxes 60 

(xii) Net factor income from abroad (-) 10 

[Ans. Gross national product at market price (by income and expenditure methods) = � 1,250 crore] 

28. From the following data, find out (a) Gross Domestic Product at Market Price, and (b) National Income: 

Items (f ln crore) 

(i) Private final consumption expenditure 21,525 

(ii) Government final consumption expenditure 

(iii) Consumption of fixed capital 

(iv) Gross domestic fixed capital formation 

(v) Exports (X) 

(vi) Imports (M) 

(vii) Net factor income from abroad 

(viii) Change in stock 

[Ans. (a) Gross domestic product at market price = � 54,225 crore 

(b) National income = � 46,270 crore] 

16,260 

7,680 

12,565 

12,860 

13,985 

(-) 275 

5,000 

29. Calculate Gross National Product at Market Price by (a) Income Method, and (b) Expenditure Method: 

Items (f ln crore) 
(i) Net exports 10 
(ii) Rent 20 
(iii) Private final consumption expenditure 
(iv) Interest 
(v) Dividends 
(vi) Undistributed profits 
(vii) Corporate tax 
(viii) Government final consumption expenditure 
(ix) Net domestic capital formation 
(x) Compensation of employees 
(xi) Consumption of fixed capital 

400 
30 
45 

5 
10 

100 
so 

400 
10 

(xii) Net indirect taxes 50 
(xiii) Net factor income from abroad (-) 10 

[Ans. Gross national product at market price (by income and expenditure methods) = � 560 crore] 

30. From the following data, calculate National Income by (a) Income Method, and (b) Expenditure Method: 
Items (f ln crore) 

(i) Interest 150 
(ii) Rent 250 
(iii) Government final consumption expenditure 
(iv) Private final consumption expenditure 
(v) Profits 
(vi) Compensation of employees 
(vii) Net factor income to abroad 
(viii) Net indirect taxes 
(ix) Net exports 
(x) Consumption of fixed capital 
(xi) Net domestic capital formation 

600 
1,200 

640 
1,000 

30 
60 

(-) 40 
so 

340 
[Ans. National income (by income and expenditure methods) = � 2,010 crore] 
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AGGREGATE DEMAND, AGGREGATE SUPPLY 

AND RELATED CONCEPTS 

1. Find the value of C, when C = 50, Y = 500 and marginal propensity to consume is 0.2. 

[Ans. C = 150) 
2. Find saving, when S = (-) 100, Y = 500 and marginal propensity to save= 0.4. 

[Ans. Saving= 100) 
3. Find the values of marginal propensity to consume and marginal propensity to save from the 

following data: 

Income(�) Saving(�) 

750 150 

1,000 200 

[Ans. MPC = 0.8; MPS= 0.2) 

4. What will be the value of average propensity to save when 

(i) C = 200 at Y = 1,000? 

(ii) S = 450 at Y = 1,200? 

[Ans. (i) APS = 0.8 (ii) APS = 0.375) 

5. Complete the following table: 

Level of Income Consumption Expenditure Marginal Propensity 
(�) (�) to Consume 

1,000 900 -

1,200 1,060 -

1,400 1,210 -

1,600 1,350 -

[Ans. MPC: -, 0. 8, 0.75, 0.7; MPS:-, 0.2, 0. 25, 0.3] 

6. Complete the following table: 

Income Consumption Expenditure Marginal Propensity 
(�) (�) to Consume 

0 20 -

50 55 -

100 90 -

150 125 -

[Ans. MPC: -, 0.7, 0.7, 0. 7; APS: -,-0.1, 0.1, 0.16] 

7. Complete the following table: 

Income Marginal Propensity Saving Average Propensity 
(�) to Consume (�) to Save 

0 0.5 -80 -

50 0.5 - -

100 0.5 - -

150 0.5 - -

200 0.5 - -

[Hint: C = C + MPC(Y); where, C = 80 at Y = 0 and MPC = 0.5.) 

Marginal Propensity 
to Save 

-

-

-

-

Average Propensity 
to Save 

-
-
-
-

Average Propensity 
to Consume 

-
-
-
-
-

[Ans. Saving: - 80, - 55, - 30, - 5, 20; APS: -, -1.1, -0.3, -0.03, 0.1; APC: -, 2.1, 1.3, 1.03, 0.9) 
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SHORT RUN EQUILIBRIUM OUTPUT 

1. If the value of multiplier is 4 

(i) what will be MPC and MPS? 

(ii) what will be marginal propensity to consume when marginal propensity to save is 0.2? 

[Ans. (i) MPC = 0.75, MPS = 0.25 

(ii) MPC = 0.8] 

2. In an economy, investment expenditure is increased by � 700 crore. The marginal propensity to 
consume is 0.9. Calculate the total increase in income and consumption expenditure. 
[Ans. Increase in income = � 7,000 crore 

Increase in consumption expenditure = � 6,300 crore] 

3, In an economy, investment expenditure is increased by � 400 crore and marginal propensity to 
consume is 0.8. Calculate the total increase in income and saving. 
[Ans. Increase in income = � 2,000 crore 

Increase in saving = � 400 crore] 

4. In an economy, investment is increased by � 600 crore. If the marginal propensity to consume is 0.6, 
calculate the total increase in income and consumption expenditure. 
[Ans. Increase in income = � 1,500 crore 

Increase in consumption expenditure = � 900 crore] 

5. A �  200 crore increase in investment leads to a rise in national income by � 1,000 crore. Find out 
marginal propensity to consume. 
[Ans. MPC = 0.8] 

6. An increase in investment leads to total rise in national income by � 500 crore. If marginal propensity 
to consume is 0.9. What is the increase in investment? Calculate. 
[Ans. Increase in investment = � 50 crore] 

7. Given marginal propensity to save equal to 0.25, what will be the increase in national income if 
investment increases by � 125 crore? Calculate. 
[Ans. Increase in national income = � 500 crore] 

8 .. It is planned to increase national income by � 1,000 crore. How much increase in investment is 
required to achieve this goal? Assume that marginal propensity to consume is 0.6. Calculate. 
[Ans. Desired increase in investment = � 400 crore] 

9. An increase in investment by � 400 crore leads to increase in national income by � 1,600 crore. 
Calculate marginal propensity to consume. 
[Ans. MPC = 0.75] 

10. An increase in investment by � 500 crore leads to increase in national income by � 2,500 crore. 
Calculate marginal propensity to consume and change in saving. 
[Ans. MPC = 0.8; Change in saving = � 500 crore] 

GOVERNMENT BUDGET AND THE ECONOMY 

1. Total expenditure of a government budget is � 75,000 crore and total receipts is � 45,000 crore. How 
much is the budget deficit? 
[Ans. Budget deficit = � 30,000 crore] 

2. Calculate Budgetary Deficit from following data: 
Items 

(i) Revenue expenditure 

(ii) Capital expenditure 

(�in crore) 
60,000 

30,000 
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(iii) Revenue receipts 

(iv) Capital receipts 

[AnS:. Budgetary deficit = � 15,000 crore] 

3. Find Fiscal Deficit from the information given below: 

Items 

(i) Borrowing by the government 

(ii) Revenue receipts 

(iii) Capital receipts 

(iv) Interest payment 

[AnS:. Fiscal deficit = � 600 lakh] 

4. Find Primary Deficit from the following data: 

Items 

(i) Fiscal deficit 

(ii) Interest payment by the government 

[AnS:. Primary deficit = � 8,100 crore] 

50,000 

25,000 

(fin lakh) 

600 

100 

750 

150 

(� in crore) 

9,000 

900 

5. In a government budget, primary deficit is � 10,000 crore and interest payment is � 8,000 crore. How 
much is the fiscal deficit? 

[Ans. Fiscal deficit = � 18,000 crore] 

BALANCE OF PAYMENTS 

1. The balance of trade shows a deficit of � 4,000 crore and the value of imports are � 10,000 crore. What 
is the value of exports? 

[AnS:. Value of exports = � 6,000 crore] 

2. The balance of trade shows a deficit of � 500 crore. The value of exports are � 400 crore. What is the 
value of imports? 

[Ans. Value of imports = � 900 crore] 

3. Find Current Account Balance from the following data: 

Items 

(i) Balance of visible trade 

(ii) Export of services 

(iii) Import of services 

[Ans. Current account balance = � 15,000 lakh] 

4. Find the Balance on Non-factor Services from the following information: 

Items 

(i) Balance of visible trade 

(ii) Income 

(iii) Transfers 

(iv) Current account balance 

[Ans. Balance on non-factor services = � 100 crore] 

(fin lakh) 

9,000 

9,000 

3,000 

(fin crore) 

500 

200 

100 

900 

5. If balance of trade shows a surplus of � 300 crore and receipt of unilateral payments is � 50 crore, how 
much is the balance on the capital account of balance of payments? 

[Ans. Capital account shows a deficit of � 350 crore] 

Ill 

476 Introductory Macroeconomics 

Read
 

 
You

r F
low

Fi
nd
 Y

ou
r 

 fo
r F

ree

eB
ook

s



PROJECT 

WORK 



Read
 

 
You

r F
low

Fi
nd
 Y

ou
r 

 fo
r F

ree

eB
ook

s



Mult ip l ier estab l i shes a relat ionsh ip between increase i n  autonomous i nvestment (�I) and i ncrease 
in GDP (�Y) . It is expressed as under: 

�y 
K = 

�I 
(Here ,  K = Mult ip l ier; �Y = Change i n  GDP;  �I = Change i n  i nvestment . )  

Thus ,  mu lt ip l ier is s imply the ratio between �Y (change i n  GDP) and �I (change i n  i nvestment) . 
To i l l u strate, if i nvestment i ncreases by � 5 crore, and consequently GDP i ncreases by � 20 crore, then : 

�y 20 
K = - = - = 4. It sign ifies that due to an increase i n  i nvestment (by � 5 crore) ,  i ncome 

�I 5 
i ncreases by a factor of 4 or that i ncrease i n  GDP = 5 x 4 = � 20 crore. 

Thus : 

K = �y 

M 
Or, M .K = �Y 

�I . K = �y 
u u u 

5 X 4 = 20 

K: Multiplier 

�y :  Change in GDP 

M : Change in investment 

Note: Since change in GDP is studied with respect to change in investment, it is called investment 

multiplier. 

- I n  the words of Keynes , " I nvestment mu lt i p l i e r  te l l s us that when there is an i n crement of 

aggregate i nvestment ,  i ncome w i l l  i nc rease by an amount wh ich is K t imes the i ncrement 

of i nvestment . "  

- In  the words of  Kurihara, "The mu lt i p l ier  i s  the rat io of  change i n  i n come to the change 

i n  i nvestment ."  

Diagrammatic I l l u stration 

Fig. 1 i l l ustrates the mu lt ip l ier effect of change i n  autonomous i nvestment expend itu re on GDP. 
The economy attains equ i l i br ium at point E where AS = AD. With increase i n  autonomous i nvestment 
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expend iture ,  AE l i ne sh ifts to AE 1 . New equ i l i br ium is at poi nt E 1 . GDP i ncreases from OY to OY* . 
Change i n  GDP = OY* - OY = YY* = AE. Change i n  i nvestment is BE 1 . Clearly, AE > BE 1 . Imp lying that, 
i ncrease i n  GDP is the mu lt ip le of i ncrease i n  i nvestment expend iture 

y 

AE = C + I 

..__ _ _.__ ____________ x 

y Y* 
Y ( lncome)/GDP 

WHY SHOULD GDP INCREASE MANY TIMES MORE THAN TH E 

INCREASE I N  INVESTMENT? 

It shou ld be s imple to understand i t  through an i l l u stration :  
Let us recal l the  mu lt ip l ier equat ion :  

Or, 

K = t!i..Y 
t!i..I 

Lil . K = .'iY 
Suppose producers make an add it ional i nvestment (iii ) of � 1 00 crore in the economy duri ng the 

year 201 8- 19 .  What does it mean? It means add it ional expend iture by the producers to enhance their 
production capacity. Where does th is expend iture go? Obviously, expend iture by Mr. X becomes the 
i ncome of Mr. Y. Let us assume � 1 00 crore passes from X-set of ind iv iduals to Y-set of ind ividuals . What 
wi l l  the Y-set of i nd ividuals do with add it ional � 1 00 crore? Wel l ,  we al l  know that a part of i ncome is 
saved and a part is spent. What part of the add it ional i ncome is spent and what part i s  saved, depends on 
the margi nal propensity to consume or margi nal propensity to save of the Y-set of ind iv iduals .  Suppose, 
marginal propensity to consume is 0 .5 ,  implying margi nal propensity to save is  also 0 .5 .  (Because, we 
know that propensity to save + propensity to consume = 1 . ) Accord i ngly, half of � 1 00 crore wi l l  be spent 
on consumption and the other half (� 50 crore) w i l l  be saved . Expenditure must become somebody's 
i ncome. Accord ingly add it ional expend iture of � 50 crore becomes i ncome, say of Z-set of people in the 
economy. Thus, owing to add it ional i nvestment of � 1 00 crore, there has been a sequence of i ncrease 

in i ncome, fi rst by � 1 00 crore, then by � 50 crore .  This sequence continues t i l l  ; of every add it ional 
i ncome is used as consumption expend iture and the other half is saved . Accord i ngly, owi ng to an add it ional 
i nvestment expend iture (of � 1 00 crore) there is a series of consequential i ncrease i n  i ncome, viz . ,  

1 00 + ; ( 1 00) + ; (50) + ; (25 ) ,  and  so  on .  As  elaborated i n  the  subsequent section ,  th i s  total 
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should come to 200. Implying that an add it ional i nvestment (.M)  of � 1 00 crore causes an add it ional 
i ncome (� Y) of � 200 crore on the assumption that propens ity to consume is 0 .5 .  It is to be understood 

with emphasis that the val ue of mu lt ip l ier (K wh ich is 2 in th is case as !; = ��� = 2) u lt imately 

wi l l  depend upon the value of margi nal propensity to consume or the margi nal propensity to save. So, 
there i s  c lose relat ionsh ip  between the val ue of K and MPC. The fo l lowing section substantiates th is 
relat ionsh ip further. 

RELATION BETWEEN MARG I NAL PROPENSITY TO CONSUME  AN D MULTI PLI ER 

I n  the words of Kur ihara, "The value of mu lt ip l ier i s  i n  fact determined by the margi nal propens ity 
to consume. "  H igher the margi nal propensity to consume, greater is the size of mu lt ip l ier. On the 
contrary, lower the margi nal propensity to consume, smal ler i s  the size of mu lt ip l ier. People spend a 
part of th is i ncreased i ncome on consumption and they save the rest. How much of their i ncome people 
would spend on consumption ,  depends on the ir marginal propensity to consume (MPC). If marginal 
propensity to consume is h igh , they wi l l  spend h igh percentage of the ir income on consumption .  Every 
expenditure reflects a correspond ing i ncrease in i ncome. Accord ingly, a h igh expend iture owing to 
h igh MPC wou ld reflect itself as a h igh i ncrease in i ncome. Briefly, h igher the marginal propensity to 
consume, greater the value of mu lt ip l ier and hence ,  greater the i ncrease in i ncome. Implying a d i rect 
relation between mu lt ip l ier and marginal propensity to consume. 

Provi ng the D i rect Relationsh ip  between M PC and K 
We know that, 

�y = K .  �I 

We have also known that in equ i l i b ri um ,  

.::ls Recal l  that, MPS = .::l Y , so that 

S = I ,  so that 
�S = �I 

�S = MPS .  �y 
Relat ing equat ion ( i i )  and ( i i i ) ,  we get 

MPS . �y = �I 
Divid ing both the s ides by MPS, we get 

Relat ing equat ion ( i )  and (v) , we get 

1 
�Y = -- . �I 

MPS 

1 
K .  �I = -- . �I 

MPS 

.::lY 
(as K = - )  ill 

Or, 
1 1 

K = -- = ----
MPS 1 - MPC 

. . .  ( i )  

. . .  ( i i )  

. . .  ( i i i )  

. . .  ( iv) 

. . .  (v) 

Hence ,  the conc l u s i on :  h igher the MPC,  h igher the val ue of K ;  h igher the MPS ,  lower the 
val ue of K .  
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Cross-Check 
Let us take two d ifferent val ues of MPC as 0 .2 and 0.4, and f ind the correspond ing values of K .  

and 

1 1 1 
K = ---- ---- = -- = 1 .25  

1 - MPC 1 - 0 .2 0 .8 
1 

K = ----
1 - MPC 

1 1 --- = -- = 1 .67 
1 - 0.4 0 .6 

So, it is clear that h igher the val ue of MPC, h igher the val ue of K .  
Check the val ue of K ,  now us ing two d ifferent val ues of MPS as 0 .2 and 0 .4 

1 1 
K = -- = - = 5 

MPS 0 .2 
1 1 

K = -- = - = 2 . 5  
MPS 0.4 

Evidently, h igher the val ue of MPS, lower the val ue of K .  

. . .  ( i ) 

. . .  ( i i )  

. . .  ( i ) 

. . .  ( i i ) 

I n  the words of Hanson ,  "The mu lti p l i er is l arge or sma l l  accord i ng as the margi nal propens ity to 
consume is large or smal l . " Fo l lowi ng table shows the value of K correspond ing to the d ifferent val ues 
of MPC. 

Table 1 .  Val ue of K Correspond ing to Different Values of MPC 

Marginal Propensity to Consume 

{MPC = llC ) llY 

0 ( lowest va l ue )  

1 -
3 

1 
2 

3 -
4 

4 
5 

9 -
10 

-

Some 
a rbitra ry 
va l ues 

-

1 (h ighest va lue )  
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Va lue of Multipl ier 

1 1 
K = 1 - M PC - -- - 1 - 1 - 0  -

K =  

K =  

K =  

K =  

K = 

1 1 
= -- = 1.5  

1 - ...!...  2 
3 3 

1 1 
-- = 2  

1 - ...!... 1 
2 2 

1 1 -- = 4 
3 1 1 - - -
4 4 

1 1 
-- = 5  

4 1 1 - -5 5 

1 1 
= -- = 10 

9 1 
1 - - -

10 10 

K = -1 - = _!_ = ao 
1 - 1  0 

-

Higher 
M PC 
i m pl ies  
h igher K Read
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Tab le 1 shows that when MPC is zero ,  mu lt ip l ier is un ity ( 1 ) .  S im i larly, when MPC is un ity ( 1 ) ,  
mu lt ip l ier i s  i nf in ity (Cl)). Between these two extremes, val ue of mu lt ip l ier may be  determined anywhere 
depend ing on the size of MPC. If MPC is un ity, it imp l ies that people spend al l  their income on 
consumption . I n  th i s  situation ,  any increase i n  i nvestment would lead to an i nf in ite i ncrease i n  national 
i ncome. But i n  real l ife , as i nd icated by Keynes' Psychological Law, consumption does not i ncrease in 
the same rat io as i ncome; accord i ngly, the inf in ite val ue of mu lt ip l ier is on ly a theoretical poss ib i l ity. 

WORKI NG OF TH E  MULTI PL IER OR MULTIPLI ER PROCESS 

Mult ip l ier is a process. It works through the i nterplay of three macro variables, viz . ,  i nvestment, 
i ncome and consumption as under: 

Multipl ier Process 

Change in I nvestment 1 .... 1 ----,> J Change i n  Consu m pt ion .._ _ ___,,> I Change i n  I ncome 

�--> 1::,.C :::=========:::::;> 

Change i n  i nvestment causes change i n  i ncome. As a resu lt, there is change i n  consumption .  
Consumption expend itu re of one  person is a n  income of the other. Hence,  change i n  consumption 
leads to change i n  i ncome. Th is process continues ti l l  11C as a consequence of 111 reduces to zero .  Check 
Tab le 2 for detai ls .  

Round 

1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

Table 2 .  Mu ltip l i e r  Process 

Increase in Investment I Induced Change in Change i n  Income 
(!::,.I) Consumption (!::,.C) (!::,.Y) 

(� crore) [assumed MPC = 0.5) (� crore) 
1::,.C = MPC X 1::,.y 

(� crore) 

100 - 100 

- 0 .5 X 100 = 50 50 

- 0 .5 X 50 = 25 25 

- 0 .5 X 25 = 12 .S 12 .5 

- 0 .5 X 12 .5  = 6 .25  6 .25  

- 0 .5 X 6 .25 = 3 . 12  3 . 12  

- 0 .5 X 3 . 12  = 1 .56  1 .56  

- 0 .5 X 1 .56  = 0 .78 0.78 

- 0 .5 X 0.78 = 0 .39 0 .39 

- 0 .5 X 0.39 = 0. 195 0 . 195 

and so on  til l  l::,.C = 0 
-

Tota l 100 200 
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Tab l e  2 is based on  the assumpt ion that i nvestment has been i ncreased by � 1 00 crore and 
MPC = 0.5. It offers fo l lowi ng observat ions on the mu lt ip l ier process : 

( i )  As a resu lt of i n it ia l i ncrease i n  i nvestment by � 1 00 crore, there is a change i n  income by � 1 00 
crore .  This is assumed to occur i n  1 st round of change. 

( i i )  On the assumption that MPC = 0 .5 ,  consumption in the 2nd round increases by 0 .5  ( 1 00) = 

� 50 crore .  Accord ingly, i ncome rises by � 50 crore i n  the 2nd round .  
( i i i )  I n  the 3 rd round of  change, consumption i ncreases by 0 .5  (50)  = � 25 crore. Accord i ngly i ncome 

ri ses by � 25 crore i n  the 3 rd round .  
1 

( iv) This process of i ncrease i n  consumption as 2 of i ncrease i n  income and add it ional consumption 

expenditure showing as add it ional i ncome conti nues t i l l  increase i n  consumption reduces to zero , 
occurr ing nearly i n  the 1 0th round .  

(v )  Add ing up the total change i n  income, we get � 200 crore. 

[ 
!:J..Y 200 

] (vi) 1'1Y being 200 i n  response to 1'11 of 1 00, the mu lt ip l ier value = 2 .  K = !:J.. I  = 1 00 = 2 

Diagrammatic I l l u stration of M u lti p l ier  Process 

Mult ip l ier process is expla ined d iagrammatical ly through F ig. 2 . Th is d iagram is d rawn on the 
1 assumpt ion that MPC = 

2. 

y 

Y = AS 

;:::. 250 

+ 
':::!, AE 1 
� 

200 ·'= 

1 50 w 

1 00 45 ° l i n e  s hows equa l ity 

between  Y a nd AS. <( 

so 

X 
0 so 1 00 1 50 200 250 300 

Y ( l ncome)/GDP 
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I ncome is shown on X-axis and expenditure (C + I) on Y-axis .  AE is aggregate expend iture curve : 
AE

1 
and AE

2 
show lower and h igher levels of AE, respectively. I n it ia l ly the economy is i n  equ i l i br ium at 

an income level of � 1 00 crore . Po int 'A' is an equ i l i br ium point, because at th i s  point AS = AD. Now, 
Lil of � 1 00 crore is planned . As a resu lt, aggregate expend itu re sh ifts from AE 1 to AE

2 . Because of 
i ncrease in i nvestment by � 1 00 crore (= AB) ,  there wi l l  be an increase in income by � 1 00 crore (= BC) 
i n  the 1 st round .  In the 2nd round ,  consumers wil l spend � 50 crore (= CD) on consumption result ing 
i n  an i ncrease i n  i ncome by � 50 crore (= DE). I n  the th i rd round ,  the consumers wi l l  spend � 25 crore 
(= EF) on consumption .  As a resu lt , i ncome wi l l  i ncrease by � 25 crore (= FG) .  I n  the 4th round ,  the 

consumers wi l l  spend � 12 . 5  crore (= HG) on consumption . This wi l l  i ncrease income by � 12 . 5  crore .  
This process wi l l  conti nue ti l l  add it ional consumption expend iture reduces to zero .  This occurs at point J 
when the level of income reaches � 300 crore .  Thus , we find that an i nvestment of � 1 00 crore 
u lt imately leads to an i ncrease i n  i ncome by � 200 crore (= 300 - 1 00) ,  on the assumption that 
MPC = 0 .5 .  Accord i ngly, income i ncreases by factor of 2 (of the increase i n  i nvestment) and mu lt ip l ier 

[ 
!:J..Y 300 - 1 00 200 

] happens to be 2 .  K = l:J..I = 1 00 = 1 00 = 2 

REVERSE OPERATION OF M U LTI PLI ER 

Mu lt ip l i e r  i s  a doub le-edged sword . If an i nject ion of i nvestment (iii ) causes mu lt ip l i e r-t imes 
( K  t imes) i ncrease i n  i ncome, withd rawal of i nvestment or d is i nvestment (-iii) wi l l  cause K t imes 
decrease i n  i ncome as wel l .  So if, Lil of � 1 00 crore causes .'iY of � 200 crore on the assumption that 
MPC = 0.5 (and therefore , K = 2 ) ,  then - Lil of � 1 00 crore should cause - .'iY of � 200 crore on the 
same assumption that MPC = 0.5 (and therefore , K = 2 ) .  

F ig. 3 i l l ustrates the  reverse operation of  mu lti p l i e r. 

y 

;::; 

.� C+I+(-) M 

Y ( l ncome)/GDP 

It i s  assumed that economy is i n  a state of equ i l ib ri um at poi nt A when AS = AD. Equ i l i br ium leve l 
of income = OK. I nvestment is reduced by AB (so that Lil = - AB) . Consequently, income reduces by CB in 
the 1 st round (AB = CB) ;  it further reduces by EF in  the 2nd round ,  and final ly ( i n  al l the rounds together) 
reduces by KL which is surely greater than the i n itial reduction in investment (iii = - AB; ti Y = - KL). 
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APPLICATION OFTHE MULTIPLIER PRINCIPLE IN THE INDIAN ECONOMY 
Should Growth not be a Quick Process in the Ind ian Economy where MPC is very h igh? 
This question must be buggi ng the reader's m ind at th i s  stage . Why should I nd ia conti nue to be 

less developed for so long when i nvestment generates a mu lt ip le r ise in income? And , when MPC in  
I nd ia is fai rly h igh (because poor people spend the bu lk of  their income on consumption) .  The fol lowi ng 
description should bring out the fact why mu lt ip l ier process is grossly truncated (much less than fu l ly 
operational) i n  the Ind ian economy. Accord ingly, the princ ip le of mu lt ip l ier loses much of its val id ity 
when stud ied i n  the Ind ian context. 

Working of the mu lt ip l ier process is based on the fundamental assumption that there exists excess 
capacity in the economy. So that, when i nvestment rises and consequently, income rises and add it ional 
i ncome is converted i nto add it ional consumption ( implying add it ional demand ) ,  the producers respond 
by plann i ng h igher level of output, utilising the existing production capacity. But in I nd ia, the bas ic i ssue 
is not of uti l i sation of the existing production capacity, but of the lack of capacity itself. 

Due to the presence of excess capacity, whenever consumption expend iture rises ( imply ing 
i ncrease i n  demand) there i s  a correspond ing increase i n  production ( implying i ncrease i n  income) . 
Excess capacity occurs due to lack of demand ,  wh ich is a typical feature of developed econom ies. 
Accord ingly, when demand rises, excess capacity is uti l i sed , lead i ng to a mu lt ip le r ise i n  product ion and 
GDP ( income) ti l l  the excess capacity i s  exhausted. The problem in  I nd ia i s  of generation of capacity. 
It is the problem of capital formation .  We do not have abundant capital stock to increase the level of 
GDP, even when we have abundant labour force . Our labour force remains unemployed because of the 
lack of capital (product ion capacity) .  Accord i ngly, r ise of demand consequent upon rise i n  expenditure 
is not expected to cause a rise i n  output. I nstead , it may lead to h igher pressure of demand on the 
exist ing output. Lead i ng to i nflationary sp iral i n  the country. 

Does it mean that the mu lt ip l ier process does not work at al l  i n  the Ind ian economy? Does it mean 
that increase i n  expend iture (AD) is dangerous as it would always lead to i nflat ionary spiral? Answer 
is 'NO '. Wh i le  fu l l  scale appl ication of the mu lt ip l ier pr inc ip le is ru led out in the Ind ian economy, its 
partial appl ication i s  not denied .  I nd ian economy exh i bits a typical characteristic: wh i le there is always 
a l i ngeri ng threat of overal l  i nflation ,  the industrial sector often suffers from the defic iency of demand .  
Th i s  sector is often confronted with deflation .  The reason is th i s :  having spent the bu lk  of  the i r  i ncome 
on food and related essential items, the vast majority of the popu lat ion i n  I nd ia are left with meager 
(smal l )  i ncome for the purchase of industrial goods ( related to comforts and luxury of l ife) .  Accord i ngly, 
demand for these goods remai ns subdued ( low) even when there is overal l  i nflat ionary spiral in the 
economy. Such a situat ion is described by the economists as of ' stagflat ion ' .  Imp lying stagnat ion of 
the i ndustrial sector in the midst of over i nflationary spiral in the country. The situat ion of industrial 
stagnation qu ite often impl ies the existence of excess capacity in the industrial sector. When aggregate 
demand rises, it is th is sector ( loaded with excess capacity) which is expected to respond with h igher 
leve l of output. And in th is process, autonomous i nvestment is expected to generate mu lt ip l ier effect 
on the rise i n  GDP ( i ncome) .  

Briefly, mu lt ip l ier effect i n  the I nd ia ( l i ke other less developed countries) works only partial ly and 
is confi ned on ly to that production activity where deficiency of demand is a prominent feature .  
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1 .  Defi ne m u lt i p l i er .  
An s . M u lt ip l ie r  is  the ratio of  change i n  i ncome to the change i n  i nvestment .  

2 . What is  the relat ionsh i p between M PC and m u lt ip l ier? 
Ans . The va l ue  of m u lt ip l i e r  is  d i rectly re lated to the va l ue  of M PC. H igher  M PC leads to h ig her va l ue  of 

the m u lti p l ier .  

3 .  How does the m u lt i p l ie r  process work? 
Ans . M u lt ip l i e r  process works th rough  the i nterplay of th ree macro va r iab les: i nvestment, i ncome a nd 

consumpt ion .  
I nvestment is a n  expend iture a nd addit iona l  expenditu re becomes addit iona l i ncome i n  the 
economy. S i nce addit ional  i ncome is sp l i t  as addit ional  consumption a nd addit iona l  saving (td = 

!1C + !1S), every t ime the consu m ption r ises, there is a r ise i n  expend itu re, im ply ing a r ise i n  i ncome. 
H igher the M PC, g reater should be the com ponent of addit iona l  consumption out of add it iona l 
i ncome. Accord ing ly, h ig her shou ld be the level of addit iona l  i ncome. Accord ing to th is  process, 
if addit iona l  i nvestment (!11) = 1 00, a nd M PC = 0.5 (or M PS = 0.5), then the tota l addit iona l  i ncome 

generated i n  the economy wou ld  be = 1 00 x 0 _5 (M PS) 200.  

1 1 1 
Or, 1 00 x 1 _ M PC 

1 00 x 1 _ 0 _5 
= 1 00 x 0 _5 

= 200.  

4. Mu lt ipl ier process is act ive on ly when there i s  excess capacity i n  the economy. Do you agree? 
Ans .  It is  t rue that  the m u lt ip l i e r  process is  active on ly  when there is  excess capacity in the economy. 

When expenditure r ises, it must lead to ut i l isat ion of the excess ca pacity, so that output r ises, 
i m ply ing a rise in i ncome. In case there is no excess ca pacity, addit iona l  expenditure wou ld  on ly  
lead to add it iona l  demand without addit iona l  su pply .  I t  wou ld  be a s ituat ion of  i nf lat ionary sp i ra l  
without a ny rea l r ise i n  output. 

5 . M u l t ip l ier  process is  only part ia l l y act ive i n  less d eve loped econom i es l i ke I nd ia . Do you ag ree? 
Ans . I t  is  true that the mu lt ip l i e r  process is  on ly  pa rti a l ly active in less developed countr ies l i ke I nd i a .  I t  

is  beca use i n  these countr ies, the problem is not of ut i l isat ion of excess ca pacity. I nstead it is the 
problem of creat ion of prod uction ca pacity. 

6 . M u l t ip l i e r  as  a tool of economic a n a lys is is  more re leva nt in the context of def lat ion rather  than  
i nf l at ion . Expla i n  how. 

Ans . It is true that mu lt i p l ier  as a tool of economic ana lysis is more releva nt i n  the context of deflat ion 
rather than i nf lat ion .  Beca use, existence of excess capacity (unut i l ised prod uction ca pacity) is a 
necessa ry prereq u is ite of the operat iona l  success of the pr inc ip le of mu lt ip l ier .  And, th is  condit ion 
is fu l fi l led on ly  when the economy is batt l i ng def lat ion, not i nf lat ion .  

7 . Why m u lt i p l ie r  pr inci p le i s of l i m ited va l id ity i n  the I nd i a n economy even when propensity to 
consu me i s  h igh? 

A ns . M u l t ip l ie r  pr inc ip le  is of l i m ited va l i d ity i n  the I nd i an  economy even when M PC is h i gh .  Th is  
is  because of  the genera l l ack  of  excess capacity i n  the economy. The problem i n  the I nd i a n  
economy is not as  much o f  ut i l isat ion o f  t h e  excess ca pac ity as  o f  t h e  generat ion o f  more 
ca pacity. We know, the mu l t ip l ie r  process becomes active on ly  when there is u n ut i l ised ca pacity 
in the economy. 

Ill 
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I NTRODUCTION 

' GDP  growth' has emerged a s  a household name. It is taken a s  the synonym for national prosperity 
and better qual ity of l ife . The pol it ic ians (and pol icy makers) al l over the world refer to GDP growth 
as an i ndex of 'good governance' of the economy. A rise i n  GDP makes them self-accla imed good 
governors of the economy, and they would seek yet another term in the office as a matter of right. A 
common man is led to bel ieve that h i s  fortune is l i n ked to GDP growth :  improvement i n  GDP would 
certain ly improve h is  fortune. The benefits of GDP growth are so forcefu l ly presented that we remain 
ignorant about its costs. One is led to bel ieve that GDP growth is  a un iversal remedy for al l  economic 
problems ( l i ke of poverty and unemployment) i nvolvi ng zero costs ( in terms of negative consequences) . 
This is a false propaganda, j ust to garner votes. Have we ever thought of environmental po l l ut ion 
as a d i rect consequence of GDP growth? Have we ever thought of social d is integrat ion as a d i rect 
consequence of GDP growth? Have we ever thought of depletion of our natural resou rces as a d i rect 
consequence of GDP growth? As students of economics ,  we must be aware of a l l  such costs , besides 
the benefits of GDP growth . It is on ly with a deeper recognit ion of both the costs and benefits (of 
GDP growth) that we should accept GDP growth as a central element of the strategy of development. 

BENEF ITS 

Let us fi rst attempt a brief descript ion of the benefits of GDP growth .  The pr inc ipal benefits are 
as under: 

(1 ) H igher Level of Consumption and Welfare : GDP refers to the production of f inal goods and 
services i n  the economy during an accounting year. A rise in GDP would obviously lead to a 
rise i n  consumption basket of the res idents of the country. On an average, each res ident should 
benefit ( in terms of h igher level of consumption ) ,  provided popu lation growth does not outstrip 
GDP growth .  S ince ,  level of welfare is d i rectly related to the level of consumption ,  a rise i n  
consumption would lead to a rise i n  t he  level o f  welfare o f  the res idents o f  a country. 

(2 ) H igher Level of Employment: GDP growth is often l i nked with greater opportun ities of 
employment. I n  fact, there is one-to-one relationsh ip between GDP growth and employment, 
provided technology remains constant. However, one should not lose sight of the fact that presently 
technology has emerged to be a more potent factor of growth than the other determ inants. I n  
fact, the developing countries are grappl ing with the problem of ' jobless growth' .  There i s  GDP 
growth without any percept ib le rise i n  employment, because more and more efficient technology 
is being used across al l activities of val ue-add it ion (production) .  Thus , whi le focus ing on GDP 
growth , the  overpopu lated developing econom ies should not altogether ignore the sign if icance of 
labour-intens ive technology. 
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{3) Higher Level of Potential Output: GDP growth leads to a sh ift i n  the level of potential output. 
PPC {Production Poss ib i l ity Curve) sh ifts to the right when growth is ach ieved through efficient 
technology and/or greater employment of resources. A sh ift i n  PPC is certain ly a sign of national 
prosperity. It tends to meet asp i rat ions of the people i n  terms of better job opportun ities and 
h igher standard of l iv ing. 

{4) H igher Level of Sel f-sufficiency: GDP refers to domestic production ,  or production with i n  the 
domestic territory of a country. A rise i n  GDP would obviously lead to a rise i n  self-suff ic iency, 
or a cut in imports. It reduces dependence on rest of the world .  Accord ingly, terms of trade (the 
export price i n  relat ion to import price) tends to sh ift i n  our favour. This i ncreases the i nflow of 
foreign exchange. A rise i n  foreign exchange reserves (on account of rise in exports and fal l i n  
imports) enhances ou r  credit rating i n  t he  i nternational market. 

{5) Trickle-down Effect: H istorical experience of developed nat ions shows that GDP growth generates 
'trickle-down' effect. Implying that the benefits of GDP growth gradual ly start flowing to poorer 
sect ions of the society. Part icularly, when the level of production activity rises, demand for labour 
tends to r ise. Th is causes a r ise i n  the rate of employment. Eventual ly, the process of growth turns 
' i nc lus ive' i n  nature .  When the fru its of growth are widely d i stributed , poverty is  al leviated and 
human development i s  enhanced . Enhancement of human development i s  reflected in terms of 
h igher standard of l iv ing of the residents, h igher level of l iteracy and education ,  as wel l  as h igher 
expectancy of l ife (due to better access to medical fac i l it ies ) .  

{6) Rise in Government Revenue: Rise in  GDP enhances government revenue in terms of h igher tax 
receipts. This enables the government to increase expenditure on welfare of the residents. The 
government can spend more money on healthcare and education .  More and more poverty al leviation 
programmes can be sponsored . Accord ingly, the gulf between the rich and the poor can be reduced . 
Greater the equal ity in the distribution of income and wealth , h igher the degree of social harmony. 

{7) Rise in Social Awareness: When consumption level rises (owing to r is ing GDP) ,  people tend to 
sh ift thei r focus from self-interest to social i nterest . Social awareness tends to rise. More and more 
people are driven towards ph i lanth ropy. It enhances spi rit of togetherness and social dynam ism. 
The process of economic and social prosperity gets a long period momentum .  
Briefly, GDP growth , provided i t  covers larger sections o f  t he  society, leads to better qual ity of 

l ife of the res idents of a country. The standard of l iv ing rises, the level of l i teracy enhances and people 
enjoy robust health .  Al locat ion of resources becomes efficient, and h igher benchmarks of optimisation 
are establ ished . 

COSTS 

GDP growth is not free of costs , though these are not as commonly known as the benefits. The 
princ ipal costs of GDP growth are as under: 

{1 ) Concentration of Economic Power: It i s  a wel l  known fact that GDP growth has led to the 
concentrat ion of economic power. GDP growth has been triggered through global isation of the 
economies which has led to the growth of mu ltinational corporat ions .  Production activity ( in most 
economies) is being managed and control led by these global enterprises. Accord ingly, wealth is 
getting concentrated , rather than being equ itably d i stributed . 'Trickle-down' effect of growth 
has remained on ly a theoretical prescription .  Wh i le  GDP growth is accelerati ng, poverty remains 
unabated . I n  Ind ia, for example, the richest 1 per cent of Ind ians own 58.4 per cent of the 
country's wealth .  The richest 10 per cent of the Ind ians own 80.7 per cent of wealth .  I nd ia boasts 
of being one of the fasting growing economies of the world .  But, it is also true that Ind ia is the 
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second most unequal economy i n  the world .  The worst sti l l  is that the inequal ity is trend i ng up 
year after year. Implying that, the rich are gett ing r icher and the poor are gett ing poorer. 
Thus ,  unabated hunger and depr ivation  of the m i l l i ons i n  the country is to be reckoned as the cost 
of h igh GDP  growth in the country. 

(2 ) Environmental Pol lution :  Envi ronmental pol l ut ion is a great r isk factor associated with GDP 
growth . I ndeed , it i s  the core e lement of  the cost of  GDP  growth . A i r  po l l ut ion (because of 
industrial smoke or stubble-burn i ng) , water pol l ut ion (because of industrial waste being driven 
i nto the rivers) ,  no ise po l l ut ion (because of exponential growth of transportat ion) are l i n ked with 
GDP growth .  Faster the GDP growth ,  faster is environmental po l l ution .  Accord i ng to one report 
(by Centre for Science and Envi ronment TO I ,  Nov. 27, 2017) ,  air po l l ut ion causes nearly 30 per 
cent of premature deaths in the country. 
Are we real ly aware of such costs of GDP growth? Add to th is the envi ronmental cost in terms of 
acid rai n  and the dep letion of ozone layer. 

(3) Depletion of Resources: Faster growth would lead to faster depletion of resources. Resou rces 
are broad ly classified as: ( i )  renewable ( l i ke water and forests) ,  and ( i i )  non-renewable ( l i ke 
foss i l  fuels) . GDP growth m ight lead to the depletion of both the types of resources .  I n  case 
of renewable resou rces ,  depletion would occu r if their consumption is faster than these can be 
replen ished .  And , in case of non-renewable , deplet ion is i nevitable as these cannot be replen ished .  
Are we conscious of the fact that i n  I nd ia, water-tab le i s  constantly loweri ng and forest cover 
is constantly shr ink ing. These defic iencies are an important trigger factor of natural calam ities 
wh ich i nd i rectly contri bute to the cost of GDP growth .  L ikewise, if non-renewable resources are 
excessively explo ited in a b id to accelerate the process of growth ,  eventual ly a poi nt would come 
when such a momentum of growth becomes unsustainable .  So that, faster growth now wou ld 
mean s lower growth i n  the futu re .  Imp lying that the present generation i s  becom ing prosperous 
at the cost of futu re generations. 

(4) Social Discontent: Excess ive pursuit of materia l ism through GDP growth may lead to the 
emergence of less caring society. It is in such a society that social problems (such as su ic ides and 
d ivorce) tend to trend up. People may be material ly wel l-off, but devoid of the happi ness of l ife , 
once they are gripped by the greed to acqu i re more .  A greed r idden society wou ld never be ab le 
to ach ieve h igher level of sati sfaction , no matter how big i s  the GDP s ize . 
I n  developing economies l i ke Ind ia, social d iscontent may also arise from the fact that GDP 
growth must lead to a cut i n  cu rrent consumption .  If the  government is on a miss ion to scale up 
GDP growth ,  i t  must be able to garner funds for extra i nvestment. U lt imately, these funds are 
to come either through voluntary savings or through forced savings (taxation) .  E ither way the 
current consumption must suffer. The social d iscontent becomes evident (as i n  I nd ia presently) 
when the government resorts to 'fiscal d i sci p l ine '  by way of h igher taxation and lower subs id ies .  
It i s  an ind ispensable cost of GDP growth .  
Summing up ,  we can say that GDP growth shou ld not be cons idered as panacea-a standard 

remedy for a l l  i l l s  i n  the economy. It generates its own i l ls .  It i nvo lves costs wh ich cannot be overlooked . 
The costs are qu ite harsh ,  part icu larly when the gulf between the 'haves' and 'have-nots' is widened , 
when environmental pol l ut ion leads to sickness and d i sease, and when resource-depletion becomes a 
chal lenge for futu re generations. Accord ingly, it is suggested that the pursuit of GDP growth should 
not become a fad for any government. GDP growth sans social justice makes no sense . GDP growth 
sans sustainabi l ity over a longer period of t ime is mean i ngfu l .  And , GDP growth sans environmental 
protection is just rid icu lous .  Not that the costs of GDP growth can be altogether e l im inated . But, we 
can certai n ly strike a balance between the costs and benefits of GDP growth .  Costs must be managed 
and kept with i n  the l im its, even when it leads to a cut in the rate of growth .  

490 Introductory Macroeconomics 

Read
 

 
You

r F
low

Fi
nd
 Y

ou
r 

 fo
r F

ree

eB
ook

s



1 .  What is GDP g rowth? 
An s . It refers to a r ise i n  rea l GDP, over a per iod of t ime .  

2 . How is  GDP def ined? 
An s .  GDP is defi ned a s  the market va l ue  (measu red at consta nt pr ices) of the fi na l  goods and services 

prod uced in the economy d u ring an accou nt ing yea r .  
3 .  How does GDP g rowth lead to a r ise i n sta ndard of l i v ing? 

Ans . GDP g rowth leads to a r ise i n  sta nda rd of  l i v ing of  the res idents of  a cou ntry as it enha nces per 
ca pita ava i l ab i l ity of goods a nd services. 

4. What i s  'tr ick le-down effect' of GDP g rowth? 
Ans . I t  refers to the perco lat ion of the benefits of GDP g rowth across a l l  sect ions of the society. So that, 

the g rowth process becomes ' inc l us ive' in natu re. 
5 . B r iefly state the benefits of G DP g rowth . 

Ans . Benefits of GDP  growth a re as these: 
( i )  I t  leads to h igher level of consumption and welfa re. 
( i i )  I t  leads to h ig her level of employment, im ply ing h ig her rate of pa rt ic i pation .  H igher  rate of 

pa rtic i pation improves the d istr ibut ion of i ncome. I t  becomes more eq u itab le .  
( i i i )  GDP g rowth causes a r ise i n  potentia l  output .  GDP g rowth leads to h igher level of potent ia l  

output, im ply ing a forwa rd sh ift i n  PPC of  a nat ion .  Th is  is because, GDP g rowth is often 
accompan ied with 'expa nsion of resou rces' a nd ' i n novative techno logy' .  

( iv) GDP g rowth causes h ig her level of self-suffic iency, as domest ic prod uction r ises a nd im ports 
a re red uced . 

(v) GDP g rowth leads to tr ick le-down effect. I m ply ing d istr i but ion of the benefits of g rowth across 
a l l  sect ions of the society. 

(vi) GDP g rowth imp l ies a r ise in govern ment revenue.  It enha nces capacity of the govern ment to 
spend on pub l ic  welfa re prog ra m mes. 

(vi i )  GDP g rowth enha nces soc ia l  awa reness, as h igher  leve ls of i ncome i nduce people to be more 
ph i l a nthropic.  

6 . State the  pr inc ipa l  costs of GDP growth.  
Ans . The pr inc ipa l costs of  GDP  growth a re as these: 

( i )  I t  promotes inequa l ity of i ncome. The g u lf between the rich and the poor tends to widen.  
( i i )  I t  leads to environ menta l po l l ut ion, caus ing s ickness, d isease and pre-mature deaths. 
( i i i )  GDP g rowth causes depletion of resou rces. Depletion occu rs both i n  case of renewa ble a nd 

non-renewa ble resou rces. It red uces prod uct ion capacity of future generat ion. 
( iv) GDP g rowth leads to problems of plenty. I t  heig htens extravagance, g reed a nd self ishness . 

Socia l d iscontent rises, lead ing to soc ia l  d is i nteg rat ion .  
7 . Shou ld the  pu rs u i t  for GDP growth be g iven u p  i n view of i ts  h ig h  economic and soc ia l  costs? 

Ans . Not at a l l .  The pursu it for GDP growth on ly  needs to be moderated . We must str i ke a ba la nce 
between the costs and benefits of GDP g rowth .  I m ply ing that, we shou ld not pu rsue GDP g rowth 
u n m i ndfu l of economic a nd soc ia l  inequa l ity, unm indfu l of environmenta l po l l ut ion and u n m i ndfu l 
of the deplet ion of resou rces (meant for the futu re generat ions) .  We should make GDP  growth a 
susta i na b le  process and a process that enha nces the rate of pa rt ic i pat ion a nd red uces the gu lf 
between the r ich a nd the poor 

Ill 
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I NTRODUCTION 

Problem of  unemployment i n  I nd ia i s  very grave and grim .  I f  unchecked , i t  is l i kely to  become sti l l  
more grim i n  the  future .  It poi nts to  poverty of  an  ind ividual , and loss of  human resou rce of  a nation .  

Nature of unemployment in I ndia is mu lti-d imensional. Open unemployment, underemployment, 
d isgu ised unemployment are some of the important types of unemployment. Explos ive rise in popu lation ,  
defective education system, slow speed of  industrial i sation and use  of  labour-saving technology are 
some of the important causes of unemployment. Job less growth [a situation when GDP grows sans 
(without) any growth i n  employment] is emerging to be a serious chal lenge i n  the I nd ian economy. 
Social un rest (owing to lack of employment opportun it ies) may become a serious th reat to economic 
growth if employables are not given employment. 

FOCUS OF STUDY 

The present study focuses on the fol lowing parameters of the problem of unemployment i n  I nd ia :  
( 1 )  Concept of unemployment and related terms .  
(2 )  Extent of unemployment. 
(3) Unemployment across rural and urban areas and across male and female popu lation .  
(4)  Unemployment across d ifferent states i n  I nd ia .  
(5) Contribution of pr imary, secondary and tertiary sectors to total employment. 
(6) Chal lenge of i nformal i sation of workforce. 
(7) Chal lenge of jobless growth .  
(8) Reasons for s low growth of employment opportun ities i n  Ind ia. 
(9) Remedial measures. 

( I )  Concept of Unemployment and Related Terms 

Unemployment i s  a situation i n  wh ich people are able to work and wi l l ing to work at the exist ing 
rate of wage, but are not gett ing work. Thus , wh i le calcu lat ing unemployment on ly those persons are 
taken i nto account who are not gett ing work, even when they are ( i )  able to work, and ( i i )  w i l l i ng to 
work at existing wage rate. Those who are not capable of doing any work (o ld ,  i nf i rm, s ick people , 
ch i ldren ,  students, etc . )  are not inc luded among unemployed . Likewise, those who do not want to work 
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at al l  are also not incl uded among the unemployed . The above concept of unemployment refers to 
Labou r  Force Approach . Under th i s  concept, l abourer is taken as an ind ividual un it and employment is 
measured in terms of Standard Person Year (SPY) . One Standard Person Year means a person work ing 
8 hours per day for 273 days i n  a year. It means if a person gets work for m in imum e ight hours per day 
and for m in imum 273 days i n  a year, he is not unemployed . 

Open unemployment, underemployment and d i sgu ised unemployment are important terms 
related to unemployment. 

Open unemployment incl udes al l those persons who do not get employment at al l  during the 
year. These persons are wi l l i ng to work, have necessary cal ibre ,  sk i l l ,  capabi l ity, but they are not able 
to f ind work. Underemployment refers to : ( i) the situat ion when people get employment on ly for a few 
months of the year, and ( i i )  the situation when people f ind jobs below the ir cal ibre and qual ification .  
Disgu ised unemployment is a state i n  which more people are engaged i n  a job than needed . If some of 
them are withdrawn from the job, total output wi l l  remain constant or may even rise. 

(2) Extent of Unemployment 

Tab le  1 shows the extent of unemp loyment i n  I nd ia .  

Table 1 .  Number of Unemployed Persons Registered with Employment Exchanges i n  I nd ia 

( i n  m i l l ion)  

Year Number of Unemployed Persons 
on the Live Register 

1990-91 36.30 

2000-01 42.00 

2005-06 41.47 

2010-11  40. 17  

2011-12 44.49 

2012-13 46.80 

2013-14 48.26 

2015-16 44.85 

[Source: Directorate Genera l  of Emp loyment and Tra i n ing. M in i stry of Labour  & Employment, Government of Ind ia . ]  

Observations 
Tab le  1 offers the fo l lowing observat ions :  

( i )  The number of unemployed persons registered with various employment exchanges is not 
on ly enormous but also has tended to rise over time. In 1990-91 , 36 .30 mi l l ion persons were 
registered as job seekers . Th is number i ncreased to 44. 85 m i l l ion i n  201 5- 16 .  Th is points 
to a grim as wel l  as alarm i ng situation .  

( i i )  R is ing unemployment projects ris ing poverty. I nd ia has the h ighest number of  'absolutely 
poor' (people below poverty l i ne) in the world .  Such a state ecl ipses GDP growth , no matter 
how rap id it i s .  
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(3) Unemployment across Ru ral and Urban Areas 

Tab l e  2 shows the rate of unemployment across rural and u rban populat ion in I nd ia. Rate of 
unemployment is defined as ratio of unemployed persons to total labour force . 

Table 2 .  Rate of Unemployment Across Rural and Urban Population i n  Ind ia {2017-1 8) 
( in percentage) 

Area Male Females Total 

Rura l  Areas 5 .8  3 .8  5 .3  

U rban Areas 7 . 1  10.8 7 .8 

Total 6 .2 5 . 7  6 . 1  

[Source: Period ic Labour Force Su rvey Report, 2017-18) 

Observations 

( i )  Contrary to the popu lar be l ief, female unemployment rate is lower i n  rural areas (3 .8 )  compared 
to u rban areas ( 1 0 .8 ) .  This i s  explained in terms of these facts: 

(a) Among most fam i l ies in urban areas , job work for women is sti l l  governed by fam i ly decis ions 
rather than the ind ividual 's own decis ion .  Implying that even the avai lable opportun ities are 
not actual ly uti l i sed . 

(b) H igher employment among women i n  ru ral areas is owing to widespread ru ral poverty. 
Female workers i n  ru ral areas are largely engaged in low paid and less productive jobs just 
to add to their fam i ly i ncome. 

( i i )  Overal l rate of unemployment i n  Ind ia i s  h igher among female popu lation than the male population .  
This is because (a) education among women sti l l  suffers from a social taboo, and (b) mob i l ity of 
female workers for jobs is sti l l  very restricted . 

(4) Unemployment across D ifferent States 

Tab le 3 reveals the rate of unemp loyment across d ifferent states in I nd ia. 

Table 3. Unemployment Rate (per 1 ,000) across Different States in  I nd ia (year 201 1 -12 )  

Rural U rban Rura l + Urban 

State Male Female Male + Male Female Male + Male Female Male + 
Female Female Female 

(1) (2) (3) (4) (S) (6) (7) (8) (9) (10) 

Andh ra Pradesh 49 58 52 54 97 64 51  64 56 

Arunacha l  Pradesh 19 22 20 37  86  47 23 28 24 

Asam 49 89 54 58 73 60 so 87 55 

B i ha r  42 132 48 59 271 74 44 145 so 

Chhattisga rh 59 30 48 93 81 89 66 38 56 

Goa 73 8 57 31  101 47 53 so 52 

G uja rat 25 39 29 14 24 16 21 35 24 
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Haryana  42 67 

H imacha l  Pradesh 27 15 

J ammu & Kashm i r  so 118 

J h a rkhand 26 68 

Ka rnataka 36 3 1  

Kera l a  122 277 

Mad hya Pradesh 36 21  

Maharashtra 42 42 

Man i pu r  31  44 

Megha laya 9 6 

Mi zoram 15 27 

Naga l and  199 302 

Odisha 88 85 

Punj ab  56  33 

Rajasthan 45 12 

S ikk im 29 10 

Tam i l  Nadu 106 121 

Tri pura 123 326 

Uttarakhand 54 43 

Uttar Pradesh 56 27 

West Benga l  81 93 

Al l  I ndia 55 62 

Observations 

46 41 63 44 42 66 45 

22 23 77 36 27 19 23 

61 53 242 84 so 147 67 

33 57 103 62 33 72 39 

34 37 56 41 36 37 36 

169 87 213 123 112 260 156 

33 45 49 46 38 26 36 

42 30 66 37 37 so 40 

34 58 119 74 38 63 44 

8 27 46 33 13 12 12 

20 42 69 52 27 45 33 

231 205 451 264 201 341 241 

87 64 28 58 84 77 83 

52 43 48 43 51 38 49 

35 54 42 52 47 16 39 

21 3 1  2 23 29 9 21  

111 63 85 68 86 109 93 

170 142 586 276 126 381 188 

51 43 243 71  51  71  56 

51  62 55 61 58 32 54 

83 64 88 68 76 91 79 

57 49 80 55 53 66 56 

[Source: Key Ind icators of Emp loyment and Unemployment i n  I nd ia, 
Nationa l  Samp le  Su rvey Organ isation Report, June 2013) 

( i) Unemployment rate i s  very h igh in the states of Nagaland, Tripura, Kerala, Tam i l  Nadu and Odisha. 
Unemployment rate i s  low in  Meghalaya, S ikk im ,  H imachal Pradesh ,  Gujarat and Mizoram . 

( i i )  H igh variation i n  the rate of unemployment across d ifferent states reveals that the idea of balanced 
regional growth is sti l l  a far cry in I nd ia. 

(5) Contri bution of Primary, Secondary and 

Tertiary (Service) Sectors to Total Employment 

Primary sector incl udes agriculture and al l i ed activities. Secondary sector incl udes industry, 
construction ,  and related activities. Serv ice sector i ncludes trade, transport, commun ication ,  bank i ng, 
insurance, entertainment, med ia research ,  tour  and travels ,  hotels ,  i nformation technology, etc. Tab le  4 
reveals the contri bution of these sectors to total employment. 
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Table 4 .  Contribution of Primary, Secondary and Tertiary Sectors to Total Employment 
( in percentage) 

Year Primary Sector Secondary Sector Tertiary Sector 

1950-51 73 10 17 

1970-71 73 11 16 

1990-91 67 12 21  

2001-02 61 17 22 

2006-07 50 .2  20 .4 29 .4 

2011-12 48.9 24 .3 26 .8 

2015-16 46.2 21 . 8  32 .0  

2017-18 43.86 24.69 31 .45 

[Source: Census Report, NSSO Su rvey] 

Observations 

( i )  Primary sector dominates i n  provid ing opportun ities of employment. I n  the year 2017-1 8 ,  
43 . 86 per cent o f  employment was provided by  pr imary sector compared to 24.69 per cent and 
3 1 .45 per cent respectively by the secondary and tertiary sectors . Dominance of pr imary sector 
suggests that the Ind ian economy conti nues to be largely a ru ral economy. 

( i i )  Though the dominance of primary sector remains unchal lenged right s ince 1 950-51 , it has tended 
to taper off (decl i ne) over t ime. From 73 per cent share i n  employment generat ion i n  1 950-51 , 
the pr imary sector had on ly 43 .86 per cent share i n  2017-1 8 .  The decl ine has been constant 
over the years . Th is points to a gradual transformation of the Ind ian economy. There has been a 
gradual growth of the industrial and tertiary sectors, wh ich is a sign of a developing economy. 

( i i i )  I n  terms of employment generation ,  tertiary sector has grown a l ittle faster than the secondary 
sector. Th is poi nts to the laggard growth of the industrial sector. It is because of th is that the 
problem of unemployment i n  I nd ia sti l l  conti nues to be d iabo l i c  (huge) i n  size. 

(6) Chal lenge of l nformal i sation ofWorkforce 

Employment may broad ly be classified as: ( i )  formal sector employment, and ( i i )  i nformal sector 
employment. Formal sector refers to organ ised sector of the economy. It inc ludes al l government 
departments, pub l ic  enterprises and private establ i shments which h i re 10 or more workers . 

I nformal sector refers to unorgan ised sector of the economy. It i ncl udes a l l  such private enterprises 
which h i re less than 1 0  workers ,  besides farm ing and self-employment ventures. Those working in the 
organ ised sector are cal led 'formal workers', and those working i n  the unorgan ised sector are cal led 
' i nformal workers' . 

From the viewpoi nt of employment status, the underlyi ng d ifference between formal and i nformal 
sectors (or between organised and unorgan i sed sectors) is that workers i n  the formal sector are entitled 
to social secu rity benefits (such as provident fund ,  gratuity, pens ion ,  etc . )  whi le workers i n  the i nformal 
sector are not. Whi le economic i nterest of the workers in formal sector is protected through various 
labou r laws, there are hard ly any protective laws for the i nformal sector (other than Min imum Wages 
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Act) .  To protect their economic i nterest, workers i n  the formal sector can form trade un ions ; no such 
un ions exist i n  the i nformal sector. I nformal sector workers are h ighly vu l nerab le to uncertainties of the 
market. They are h i red when the market sentiments are good and are fired when there is economic 
s lowdown.  

l nformal isat ion of workforce refers to a s ituation where percentage of workforce i n  the formal 
sector tends to dec l i ne  and that in the i nformal sector tends to ri se . I n  accordance with socia l i st ic 
pattern of society (as a central goal of Development Plann i ng launched i n  1 951 ) ,  'formal sector 
employment' shou ld have risen and ' i nformal sector employment' shou ld have decl i ned over t ime .  
Alas! J ust the oppos ite has happened i n  the I nd ian economy. And it has happened not accidental ly, 
but as a consequence of the strategy of development s i nce 1 991 . A series of economic reforms 
were launched in 1 991 , with ' l i bera l i sation ,  privatisat ion and global i sation '  as the ir  key e lements. 
Consequently, there i s  a sign if icant transformation from 'a  contro l led economy' to 'market economy'. 
And , i n  this process of transformation  there has been a s ign ificant drift towards i nformal i sat ion of 
workers. Market economy and i nformal i sat ion of workers , perhaps , are strongly corre lated to each 
other. Presently, formal sector employment comes to merely 10 per cent of the total ; 90 per cent 
of the workforce conti nues to be i nformal . This poi nts to growing vu l nerab i l ity of the workforce to 
uncertai nties of the market economy. 

A staggering number of 40 crore workers working in informal or unorganised sector of the economy 

points to growing vulnerability of the workforce to uncertain ties of the market. 

Little wonder that informalisation leads to poverty, and therefore, to fragmentation of social harmony 

Closure of textile mills in Ahmedabad (offering employment to nearly 1,50,000 workers) and the 

consequent riots are a testimony to this assertion. According to one study, when mill workers were 

rendered unemployed, their families took to casual jobs and many of them even took to suicides as 
the ultimate solution to their hardships. 

(7) Chal lenge of Job less Growth 

Job less growth is an emerging chal lenge of the Ind ian economy. S ince the adoption of NEP  (New 
Economic Pol icy) i n  1 991 , GDP growth i n  I nd ia has shown a substantial r ise. But it has fai led to be 
accompan ied with proport ionate opportun ities of employment. Consequently, I nd ia has seen growth 
without employment. Our heavy rel iance on labour-saving technology is perhaps the pr inc ipal reason 
beh ind th is situation .  If growth rate is to be maintai ned , a capital-i ntens ive technology cannot be 
d i spensed with . But if opportun ities of employment are to be generated , labour-i ntensive technology is 
ind ispensable .  But having i ntegrated our economy with the global economy where competit ion i s  the 
central theme of economic decis ions , there seems to be no choice but to stick to the use of labour
saving technology, wh ich is certai n ly more efficient than the labour-intensive technology. Thus , there 
seems to be no resp ite from the chal lenge of jobless growth at least i n  the near future .  

(8) Reasons for Slow G rowth of Employment Opportun ities i n  I nd ia 

Some of the important reasons for s low growth of employment opportun ities are as under: 
( i) Trend towards Automation : I ncreased use of i nformation technology and cap ital-i ntens ive 

methods of production have h i ndered the growth of employment opportun ities. E lectron ic 
del ivery of services l i ke e-banki ng, on l i ne reservat ion ,  e-governance, etc. , has reduced the 
demand for workforce . 
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(i i )  Lack of Vocational Education: Education i n  I nd ia is degree-oriented . There is a serious lack 
of vocational education .  More often than not, the degreeholders look for wage employment 
rather than self-employment. 

(iii) Poor Start-up Culture: Entrepreneu rial i n itiative is h igh ly lacking i n  our country. Even those 
i n  bus iness are more l i ke risk averse rather than risk lovers . 
Also, I nd ia's rank  i n  ' Ease of Doing Bus iness' is very poor ( 1 00 i n  the world) .  Excessive 
formalit ies and complex procedure for setting up new business ventu res d i scourage 
entrepreneursh ip .  Al l  these factors contribute to slow growth of employment opportun it ies. 

(iv) I ncreasing Participation of Females: With i ncrease i n  female l iteracy and social change i n  the 
society, more and more females look for jobs. It has increased the number of job seekers in 
the economy contri buti ng to unemployment. 

(v) Slow Progress of Industrialisation: Growth of i ndustries i n  I nd ia has been s low. Special 
emphasis has been laid on the development of the industries i n  the five year plans , yet the 
prospects of employment generation are not very encouragi ng. Moreover, i n  large-scale 
industries capital-i ntens ive technology is used . It leads to lesser employment generation .  

(vi )  Decreasing Dependency Ratio: Dependency rat io is the  rat io of  dependent populat ion to 
the work i ng population .  Dependent populat ion i nc ludes popu lat ion in the age-group of 
0 to 14 years and above 60 years; work ing populat ion incl udes popu lation in the age-group 
of 1 5  to 60 years . I n  Ind ia, dependency ratio i s  decreas ing. Th is ratio was 0 .8 i n  1 991 , 0 .73 
i n  2001 and is  expected to be 0 .59 i n  201 1 .  Lower dependency ratio increases the supply of 
labour, further aggravating the problem of unemployment. 

(vi i) Rapid Growth of Population: Continuous rise i n  popu lation has been a grave problem of 
Ind ia. Rapid growth of populat ion i s  the main cause of unemployment. Measures taken by 
government to promote employment cou ld not produce des ired resu lts because of i ncreased 
pressure of population . 

(viii) Lack of National Employment Policy: There has been no clearcut employment pol icy. Our 
planners thought that unemployment problem wi l l  be automatical ly solved as a 'trickle
down' effect of GDP growth . But it d id not happen .  The planners d id  not go i n  for serious 
manpower plann i ng. They have fai led to stri ke a balance between i ndustrial technology and 
opportun ities of employment. We have been fol lowing the western technology wh ich never 
matched the need and means of the Ind ian economy. 

(9) Remedial Measures 

Some of the remed ial measu res re lat ing to the prob lem of u nemp loyment i n  I nd i a  are as 
u nder :  

( i )  Use of automation should be restricted to h igh technology and critical areas . 
( i i )  Vocational education should be promoted i n  place of degree-or iented education .  
( i i i )  Entrepreneursh i p  should be promoted by giving tax hol idays, l iberal loans, consu ltancy, etc. 

Procedural formal ities for sett ing up bus i ness ventu res should be s imp l ified . 
( iv) Make i n  I nd ia programme should be strengthened to increase employment opportun ities 

in manufactu ring sector. Multi national companies should be encouraged to set up bus iness 
ventu res i n  I nd ia. 
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(v) National Employment Pol i cy should be framed to phase out unemployment i n  t ime bound 
manner. 

(vi) Exports should be promoted . It wi l l  i ncrease d i rect and i nd i rect employment of the persons 
engaged i n  production ,  transportation ,  export, etc. 

(vi i )  Growth rate of populat ion should be checked . So that the demand for jobs is contai ned over 
a long period of t ime. 

(vi i i )  Labour-intens ive sectors l i ke food process i ng industry, gems & jewel lery, footwear, 
readymade garments, handlooms & handicrafts, etc . ,  should be encouraged to generate 
more employment opportun it ies. 

( ix) Personal care services l i ke baby care , old age care , d rivers , secu rity, domestic services , etc . , 
should be organised for l i n king demand and supply of workers i n  th i s  regard . 

Briefly, wh i le  GDP growth should be accelerated , focus should not be lost of the choice of 
technology. Technology must suit the needs and means of the country. Thrust should be placed on 
the labour-intensive technology to the extent poss ib le .  Also ,  environment should created where self
employment becomes a preferred choice rather than job seeking. 

DATA BASE 

This project is based on secondary data. The data is co l lected from publ ished sources . 
Fol lowing publ icat ions have been used as the principal sources : 

( i )  National Sample Survey Report (68th Su rvey) . Key Ind icators of Employment and 
Unemployment in I nd ia .  

( i i )  Handbook of Statistics on Ind ian Economy, Reserve Bank of I nd ia .  
( i i i )  Economic Su rvey Reports . 
( iv) Census Reports . 
(v) Five Year Plan Documents. 

1 . What i s  u nemp loyment? 
Ans . Unemp loyment refers to a s ituat ion when people a re not gett ing work even when they a re ab le  to 

work a nd w i l l i ng to work at the exist ing wage rate. 

2 . How is  unemp loyment d i fferent from underemp loyment? 
Ans . Unemp loyment occu rs when people a re not gett ing work at a l l  even when they a re ab le  to work 

a nd w i l l i ng  to work at the exist ing wage rate. U nder-employment occu rs when people get work 
only for a few weeks d u ring a month or  a few months d u ring a yea r. It a lso occu rs when people fa i l  
to get work at par with the i r  sk i l l s  or qua l if ications. 

3 .  What i s i nforma l i sat ion of workforce? 
Ans . l nforma l isat ion of workforce is a process ind icati ng a dec l i ne in percentage of workforce i n  the 

forma l  sector (where r ig hts of the workers a re protected accord ing to l abour  laws) and a rise i n  
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percentage of workforce i n  the i nforma l  sector (where r ig hts of the workers a re not protected 
accord ing to labour  laws). 

4.  E l uc idate the concept of 'job less g rowth ' .  
Ans .  Job less g rowth i s  a ser ious emerg i ng  cha l lenge o f  t h e  I nd ian  economy. I t  i s  a s ituat ion when GDP is 

g rowing without a correspond i ng g rowth i n  the opportun ities of employment. Rise i n  GDP is d r iven 
exc l usively by the i nnovative techn iques of production .  This makes the d istr i but ion of i ncome 
h igh ly  skewed (uneq ua l )  i n  favour  of r icher sect ions of the society. The r ich tend to become r icher, 
wh i le  the poor conti nue to suffer poverty and deprivat ion .  

5 . The fact that more and  more women a re seek ing job has on ly com pou nded the prob lem of 
unemployment. Do you agree with th is statement? 

Ans .  I n  the context of the I nd ian  economy, it is true that a g rowing number of women have sta rted 
seek ing job.  Consequent ly, u nemployment is tu rn ing to be a ser ious s ituat ion. Th is s ituat ion needs 
to be viewed in  the l i ght of the fact that wage-employment for women was considered as a socia l 
taboo. Ca mpa ign for 'women empowerment' has led to a spi ke i n  su pply of women workers i n  
a l l  a reas o f  production activity. Consequently, a s ituat ion h a s  emerged where job-seekers a re far  
more i n  number than the ava i l a b le opportun ities of employment. 

6 . Na rrate the reasons for unem ployment in I nd ia . 
Ans .  The pr inc ipa l  reasons of u nemployment i n  I nd ia  a re as these: 

( i )  Use of l abou r-savi ng techno logy, or  trend towa rds automation .  

( i i )  Lack of vocat iona l  education .  

( i i i )  Lack of entrepreneu r ia l  i n it iative. 

( iv) Ca m pa i g n  fo r 'wo m e n  e m powe rm ent '  w h i c h  has  led to a s p i ke in s u p p l y  of women 
workers i n  a l l  a reas of  product ion activ ity. 

(v) S l ow pace of i n d ust r i a l g rowth i m p l y i n g  s l ow g e ne ra t ion  of t he  oppo rtu n i t ies  of 
employment. 

7 . Suggest the possib le  remedies to the prob lem of unemp loyment in I nd ia .  
Ans .  The poss ib le  remedies to  the problem of  u nemployment i n  I nd i a  a re as these: 

(i) Use of a utomation shou ld be rationa l ised . 

( i i )  Vocationa l  education shou ld be promoted . 

( i i i )  I ndustr i a l isat ion, pa rt icu la r ly the one which is l abour- i ntens ive, shou ld be encou raged.  

( iv) Growth rate of popu lat ion shou ld be checked, so that the supply of labour  does not swe l l .  

(v) Nat iona l  employment po l icy shou ld  be  fra med to  phase out  unemployment i n  t ime bou nd 
manner. 

8 . What is wrong i n  the ed ucat ion system of I nd i a  that leads to unemp loyment? 

Ans .  There a re two ser ious f laws i n  the educat ion system of I nd i a ,  because of wh ich unemployment 
tends to r ise: 

( i )  Education system i n  I nd ia  is deg ree-or iented . I t  lacks the e lement of ski l l  format ion .  Accord i ng ly, 
most deg reeholders i n  I nd ia  a re not 'employab les'. 

( i i) Techn ica l tra i n i ng i nstitutes fa i l  to impa rt entrepreneur ia l  i n it iat ive to the tra inees, even when 
they turn out to be good ski l l ed workers. Accord i ng ly, sk i l led workers rema in  job-seekers rather 
than be ing 'se lf-employed' .  

Ill 
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Time Al l owed : 1½ Hou rs Maxi m u m  Ma rks : 40 

Instructions: 

( i )  A l l the q uestions a re compu lsory. M a rks fo r questions a re i nd i cated aga i n st each q uestion .  
( i i )  Question n u m be r  1 -10 a re very short-answer q uestions ca rryi ng 1 ma rk each . They a re 

req u i red to be answered i n  one word or  one sentence each . 
( i i i )  Question n u m ber  11 - 12  a re short-answer questions ca r ing 3 ma rks each . Answers to them 

shou ld  not norma l ly exceed 60-80 words each . 
( iv) Question n u m be r  13-15 a re a l so short-an swer questions carryi ng 4 ma rks each .  Answers to 

them shou l d  not norma l ly exceed 80-100 words each . 
(v) Question n u m ber  16-17 a re long answer questions carryi ng 6 ma rks each . Answers to them 

shou ld  not norma l ly exceed 100-150 words each . 
(vi ) Answers shou ld  be br ief a nd  to the po i nt and  the above word l im it be adhe red to as fa r as 

poss i b l e .  

SECTION-A ( I NTRODUCTORY MACROECONOMICS) 

1. Va lue  of Money Mu lt ip l ie r  
w i th a n  i ncrease i n  Cash Reserve Ratio. 

Ans .  decreases 

2 .  Defi ne an i ntermed iate good . 

( inc reases/decreases/rema i ns u nchanged) 
1 

(Fill up the blank with correct alternative) 

Ans .  An i ntermed iate good is that good wh ich is used as raw materi a l  or is pu rchased by the 
f i rms for resa le . 

3. Average Propensity to Consume can never be 

(a) posit ive (b) zero 

1 
(Choose the correct alternative) 

(c) more than one 
Ans . (b) zero 

(d) less than one 
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4. Name any two quantitative too ls to control c redit creat ion i n  an  economy. 

Ans .  ( i ) Repo rate, and ( i i )  Cash Reserve Ratio (CRR) . 

Or 
What a re demand deposits? 

Ans .  Demand deposits of commerc ia l  banks a re those deposits wh ich can be withdrawn 
from the bank  on demand or by writ i ng a cheque a ny t ime. 

5. The moneta ry pol icy genera l ly ta rgets to ensu re 

(Choose the correct alternative) 

(a) pr ice stab i l ity in the economy 

(b) emp loyment generat ion i n  the country 

(c) stab le fore ign re lat ions 

(d) g reater tax col lections for the government 

Ans. (a) pr ice stab i l ity i n  the economy 

6. I n  an  economy, break-even point and equ i l i b r i um point may l ie at the same leve l of 
i ncome, if ex-ante i nvestments a re 

(Fill up the blank with correct answer) 
Ans. zero 

7. State whether the g iven statement is true or fa lse: 

'Managed F loati ng Exchange Rate is decided by ma rket forces but rema ins with in  a 
specific ra nge as decided by centra l bank' .  

Ans .  True 

8 . The formu la  to ca lcu late Pr imary deficit is 

(Fill up the blank with correct alternative) 

Ans .  Fisca l Defic it - I nterest Payments 

9. From the set of statements g iven in Col umn I and Col umn 1 1 ,  choose the correct pa i r  
o f  statements: 1 

Column I I Column I I  

( a )  Export of softwa re to France ( i) Deb it side of current account 

(b) Import of Mach inery fro m  Ch ina (i i) Ca p ita l Account of Bala nce of Payments 

(c) Remittances to re l ative staying ab road ( i i i) Deb it side of Current Account of Ba l a nce of 
Payments 

(d) Investment by App le phones firm in Ind ia  ( iv) Cred it s ide of Current Accou nt of  Ba l ance 
of Payments 

Ans.  (c) Rem itta nces to re lat ive stay ing abroad-( i i i )  Debit s ide of Cur rent Account of Ba lance 

of Payments 
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1 0. Government expend i ture on M id -Day Mea l scheme ru n n i ng i n  govern ment (state run)  
schools is a type of expend i ture in government budget.  

(Fill up the blank with correct answer) 
Ans. revenue 

1 1 .  "India's GDP is expected to expand ZS% in  2019-20: World Bank." 

-The Economic Times. 

Does the g iven statement mean that welfa re of people of I nd ia  i ncrease at the same 
rate? Comment with reason .  3 

Ans. No. Genera l ly it is cons idered that an  increase i n  Gross Domest ic Prod uct (GDP) of a ny 

economy ( I nd ia  i n  th is  case) ensures i ncrease i n  welfa re of the peop le of the country, but 

there a re strong except ions to this genera l isat ion .  Fo l lowing a re the reasons: 

( i )  I f  with every i ncrease in the leve l of GDP, d istr i but ion of GDP is gett ing more u nequa l ,  

welfa re level of  the society may not  r ise. 

( i i )  Compos it ion of GDP may not be welfa re-or iented even when the leve l of GDP tends 

to r ise. There is no d i rect i ncrease i n  the welfa re of the masses if GDP has r isen owing 

l a rge ly to the increase i n  the product ion of  defence goods 

( i i i )  Non-moneta ry exchanges rema in  un - recorded, to wh ich extent GDP rema ins  

underest i mated . To that  extent, r i se  i n  welfa re is not reflected th rough GDP. 

1 2 .  Ca lcu late the va lue of Marg ina l  Propensity to Consume (M PC), if i n  an  economy, 

a utonomous consu mption is t 500 crore, ex-ante i nvestments a re t 4,000 crore and 
eq u i l ibri um level of  i ncome of  the economy is t 1 8,000 crore. 3 

Ans .  Given, autonomous consu m ption (C) = t 500 crore 

Ex-a nte i nvestments (I) = t 4,000 crore 

Equ i l i br i um level of i ncome (Y) = t 1 8,000 crore 

At the equ i l i b r i um level , 

Or, 

Y =  C + I 

Y = C + M PC (Y) + I 

1 8,000 = 500 + M PC (1 8,000) + 4,000 

1 8,000 = 4,500 + 18,000 (M PC) 

1 8,000 (M PC) = 1 8,000 - 4,500 

1 8,000 (M PC) = 1 3,500 

M PC = 
1 3·500 

= 0 75 
1 8,000 

. 

Ma rg i na l  propens ity to consume = 0 .75 . 

Or  

Suppose in  a hypothetica l economy, the savi ngs increase by t 20 crore when nationa l 

i ncome increases by t 100 crore. Compute the addit ional  i nvestments needed to atta in  

a n  increase in  nationa l i ncome by t 6,000 crore? 3 

Ans.  Given, i ncrease i n  savi ngs (�S) = t 20 crore 

I ncrease i n  i ncome (� Y) = t 1 00 crore 
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We know that, 

M PS = AS 

AY 

= 

20 
= 0 .2 

1 00 

When M PS = 0 .2, m u lt ip l ier  (K) wi l l  be 

We a l so know, 

1 
K = --

M PS 
1 = - = 5  

0 .2 

K = 
AY 

Al 

5 =  6,000 

Al 

AI = 

G,O O O  
= 1 200 

5 
, 

Hence, i nvestment of � 1 ,200 crore w i l l  be needed to atta i n  a n  i ncrease i n  nat iona l  

i ncome by � 6,000 crore. 

13. Discuss a ny one of the fo l lowing fu nctions of a centra l ba nk :  

(a)  As government's ban k  

(b) Open market operations. 4 

Ans. (a) As Govern ment's Ba nk :  Centra l ba n k  acts as a ba nker, agent and fi na ncia l advisor 

to the government. As a ba n ker to the govern ment, it keeps the accou nts of a l l  

government ba n ks and ma nages government treasu r ies. T h e  loans a re g iven to 

the government without a ny i nterest for short-term.  I t  a lso transfers funds to the 

govern ment .  As a n  agent, i t  buys and se l l s  secu r it ies, treasury b i l l s  on beha l f  of the 

govern ment .  Fi na l ly, i t  advises the government on econom ic, fi nanc ia l  and moneta ry 

matters, with a v iew to ma inta i n i ng sta b i l ity in the economy. 

(b) Open Market Operat ions :  Open market operat ions refer to sa le  and  pu rchase of 

government secu r it ies i n  the open market by the centra l ba n k  of the country. By 

se l l i n g  the secu r i t ies, the centra l ba n k  withd raws cash ba lances from the system 

and  by buy i ng the secu r it ies, the centra l ba n k  i njects cash ba l ances i nto the 

system .  

To increase money supp ly  (as d u r ing  def lat ion) ,  secu rit ies a re purchased by the 

centra l ba nk .  On the other ha nd, to decrease money supply (as d u ri ng  i nf lat ion) 

secu rit ies a re sold off by the centra l  ba nk .  Buyi ng the secu r it ies, the commerc ia l  

ba n ks red uce the i r  cash  deposits and hence, the i r  ca pacity to  create cred it .  Sel l i ng 

the secu r it ies, the commerc ia l  ba n ks add to the i r cash reserves and enha nce thei r 

capac ity to create credit .  
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14 .  "Foreign Institutional Investors (Flis) remained net seller in the Indian capital markets over 

the last few weeks". -The Economic Times. 

State and d iscuss the l i kely effects of the g iven statement on foreig n exchange rate with 

reference to the I nd ian Economy. 4 

Ans. Sel l i ng of secu r it ies by Fore ign 

I nst itut iona l I nvestors (F l i s) i n  the 

I nd i an  ca pita l markets wi l l  lead to 

fa l l  in the supply of fore ign cur rency 

i n  the economy. It is a supp ly  shock 

that ca uses a backwa rd sh ift of 

supply cu rve of fore ig n exchange for 

the I nd i an  economy from S to S1 as 

i n  F i g . 1 .  Conseq uent ly, eq u i l i b ri u m  

exchange rate wi l l  r ise. More ru pees 

a re to be paid for buyi ng a u n it 

of fore ign cu rrency, lead ing  to 

deprec iat ion of domestic cur rency. 

y 

g' R 1 "' 
;:! R 
0 

"' 
5 1 

D 

o�-----��-----x 01 0 
Demand a n d  Su pply of US $ 

Or 

'Many large Multinational Corporations (MNCs) have recently shifted their investments 

from China and have started their production in India, thereby boosting the Make in 

India plans of the Government'. 

Presu ming other factors being consta nt, d iscuss the effects of the g iven statement on 

Foreig n Exchange rates with reference to the I nd ian  Economy. 4 

Ans .  I nvestments by l a rge mu lt inat iona l  

corporat ions (MNCs) i n  I nd ia  wi l l  

ensure g reater in flow o f  fore ign 

exchange i n  the economy, lead ing  

to  a n  i ncrease i n  the supp ly  of 

fore ign  cur rency. I t  is  a supp ly  shock 

that ca uses a forwa rd sh i ft of supply 

cu rve of fore ig n exchange for the 

I nd i an  economy from S to S1 as in  

F ig . 2 . Conseq uent ly, exchange rate 

w i l l  fa l l .  Less ru pees a re to be pa id 

for buyi ng a u n it of fore ign  cur rency, 

lead ing  to a pprec iat ion of domest ic 

cur rency. 

y 

g' R i------,,-------'K "' .c 
.lS R

1 I---'---�--!-� 

s 

D 

o
'-

------'-----'------x 0 01 

Demand and Su pply of US $ 

1 5. Elaborate the objective of 'rea l location of resources' i n  the government budget. 4 

Ans . The government rea l locates resou rces with a v iew to maxi m is ing soc ia l  welfa re. 

Market econom ies a re bel ieved to ach ieve opt i m u m  a l locat ion of resou rces th rough 

the market forces of  supply and demand .  But, it leads to maxi m isat ion of  profits, not 

necessa r i ly  the maxim isat ion of soc ia l  welfa re. Soc ia l  welfa re often suffers as the market 

economies do not produce enoug h of pub l ic  goods wh ich sat isfy co l lective needs of 
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the society. A lso, these econom ies fa i l  to account for 'externa l it ies' of p rod uction wh ich 
often lead to loss of soc ia l  welfa re on account of envi ron menta l degradat ion ( i nc lud ing 
envi ronmenta l po l l u t ion and excessive exp lo itat ion of  the non- renewab le resou rces) . 
Through its budgeta ry po l icy, the government makes suffic ient provis ion for the supp ly  
of pub l ic  goods ( l i ke law and order, defence, pub l ic  adm in istrat ion) .  I t  a l so add resses 
envi ronmenta l issues by offer ing subs id ies on the use of c leaner energy (CNG, LPG, sola r  
and w ind energy). 

1 6 .  (a) 'Rea l Gross Domestic Product is a better ind icator of economic growth than Nomina l  
Gross Domestic Product'. 4 

Do you agree with the g iven statement? Support you r  answer with a su itable 
nu merical exa mple. 

(b) Ca lcu late 'Depreciation on Capita l Asset' from the fol lowing data :  2 

Part icu l a rs Amou nt ( i n < crore) 

(i) Capita l  va l ue  of the asset 1 ,000 

( i i )  Est imated l i fe of the asset 20 yea rs 

( i i i )  Scra p va lue  N i l  

Ans .  (a) Yes, t he  g iven statement is correct. Rea l Gross Domestic Product (GDP) is a better 
i nd icator of economic g rowth than Nomina l  G ross Domestic Product (GDP) .  This is  
because on ly rea l GDP shows the change i n  the f low of goods and serv ices i n  the 
economy, as it i s  est i mated on the bas is of consta nt pr ice leve l .  

The fo l lowi ng ta b le i l l u strates how rea l GDP and nom ina l  GDP change i n  re lat ion to 
change in pr ice and output .  

Year Output Price Real GDP Nominal  GDP 

(Units) (t crore) (t crore) (t crore) 

2011-12 500 40 20,000 20,000 Situation-1 

2018-19 500 so 20,000 25,000 

2011-12 500 40 20,000 20,000 Situation-2 

2018-19 600 40 24,000 24,000 

In s ituat ion-1 ,  rea l GDP [est imated at the constant pr ice (< 40 crore] rema ins constant 
(< 20,000 crore) between the period 201 1 -12  and 201 8-19 even when nomina l  GDP 
r ises from < 20,000 crore to < 25,000 crore. R ise i n  nom ina l  GDP is owi ng to  the r ise 
i n  pr ice, not output .  Thus, only the market va lue  of output r i ses, not the quantum of 
output, I m ply i ng that there i s  no economic g rowth .  

I n  s i tuat ion-2, output  r ises from 500 to 600 un its even when pr ice is constant 
(< 40 crore) . Accord ing ly, rea l GDP r ises from < 20,000 crore to < 24,000 crore. Th is  
i nd icates economic g rowth, as peop le now have more goods and services to enjoy. 
Nomina l  GDP now coi nc ides with rea l GDP, s imply because pr ice is consta nt. 

(b) D · t · C ·t I A t 
_ Cap ita l va lue  of the asset - Scrap va lue  

eprec 1a 10n on ap 1  a sse - . d 1 . f f h Est i mate I e o t e asset 

< 1 ,000 crore - 0 
20 yea rs 
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t 1 ,000 crore 

20 yea rs 
= t 50 crore 

Depreciat ion on capita l asset = t 50 crore. 

Or 

(a) 'Ci rcu la r  flow of i ncome in  a two sector economy is based on the ax iom that  one's 
expenditure is other's i ncome.' 

Do you agree with the g iven statement? Support you r  answer with va l id reasons. 3 

(b) Ca lcu late Compensation of Employees from the fol lowing data : 3 

Pa rticu la rs 

( i) Profits after tax 

( i i )  I nterest 

( i i i )  Gross domestic prod uct at market pr ice 

( iv) Goods and services tax 

(v) Consu m ption of fixed capita l 

(vi) Rent 

(vi i )  Corporate tax 

Amount ( in t crore) 

20 

45 

200 

1 0  

5 0  

25 

5 

Ans . (a) Yes, the g iven statement is correct. I n  a two sector economy (compr is ing fi rms 
and households), the fi rms produce goods and services by h i r i ng factor services 
from the households .  In return for the use of factor services, the firms make factor 
payments to the households .  Thus, expend iture by the fi rms on the purchase of 
factor services becomes factor i ncome of the households .  The factor i ncome ea rned 
by the households i s  used to buy goods and services produced by the fi rms. Thus, 
expend i ture by the households becomes i ncome of the fi rms.  Br iefly, c i rcu l a r  f low 
of i ncome across households and fi rms is based on the axiom that expend i ture by 
the fi rms becomes i ncome of the households, and expend i ture by the househo lds 
becomes i ncome of the f i rms.  

(b) Compensat ion of Emp loyees 
= Gross domestic product at market pr ice - Rent - I nterest - Profits (Profits after tax 

+ Corporate tax) - Consu mpt ion of fixed ca pita l - Goods and services tax 
= t 200 crore - t 25 crore - t 45 crore - (t 20 crore + t 5 crore) - t 50 crore - t 10 crore 
= t 200 crore - t 25 crore - t 45 crore - t 25 crore - t 50 crore - t 1 0  crore 
= t 45 crore 

Compensat ion of employees = t 45 crore. 

1 7. 'An economy is operat ing at underemployment level of i ncome.' What is meant by the 
g iven statement? Discuss one fisca l measu re and one monetary measure to tackle the 
situation .  6 

Ans . An economy is said to be operat ing at underemployment equ i l i bri u m  level where AD = AS 
but a l l  those who a re a ble to work and w i l l i ng to work (at the exist ing wage rate) do not 
get work.  
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F i g . 3 exp la ins  the s ituat ion 

of underemployment level of 

i ncome. 

Underemployment level of 

i ncome occu rs owi ng to 

defic ient demand or the lack 

of agg regate demand (AD). 

In F ig 3, defic ient demand is 

equa l  to FK .  Accord ing ly, th is 

can be add ressed by way of 

i ncreas ing AD. 

y AD = AS (Li ne of Reference) 

,,..__�,__- Point of Underemployment 
Equ i l i br ium 

L, 
I ncome/Output 

Two i mporta nt measu res to ra ise AD and reach the s ituat ion of fu l l  emp loyment a re as 
u nder: 

( i )  Pu b l ic  expend i ture on pub l ic  works, pub l ic welfa re and pub l ic  i nvestment shou ld be 

increased . A l l  th is  w i l l  act as a n  i nject ion of demand i nto the system and is expected 

to induce private expenditu re. Accord i ng ly, aggregate demand is expected to r ise 

and the situat ion of fu l l  employment eq u i l ib r i um wi l l  be reached.  

( i i )  Centra l ba nk  shou ld decrease the repo rate. I t  is the rate at wh ich the centra l  ba nk  

lends money to  t he  commercia l  ba nks. A decrease i n  repo rate lowers t he  market 

rate of i nterest, p romoti ng demand for cred it . An expans ion i n  the demand for credit 

leads to a r ise in aggregate demand .  Accord ing ly, the s ituat ion of fu l l  emp loyment 

equ i l i br i um wi l l  be reached.  

Ill 
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