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Economics is a subject with elusive and myriad definitions. Being a social
science, economics has been continually adapting to the societal dynamics which has
shifted from the age old agrarian society through industrial revolution to the present day
knowledge and cyber economics. The school curriculum also has followed the trend.

Teaching, per se, is quite a complex art and science. More so in Economics teaching
because of the abstract nature of the subject. From the students’ view, there is a
paradigm shift in learning methods – from the traditional ‘memorizing’ to ‘relating’. In
such a scenario, students find it difficult to apply relational learning to abstract
economics. We have seen it practically in the poor performance of students in the
examinations.

It is said, in lighter vein, that an economist is someone who, when he finds something
that works in practice, tries to make it work in theory. In other words, economists are
very practical. I trust our economics PGTs are no exceptions to this fact and the proof of
their ‘pudding’ will be available by way of higher pass percentage and scores.

With the best wishes.

Ms.  L.  Chari

Deputy Commissioner & Director

MESSAGE FROM THE DIRECTOR



The Coordinator speaks

Dear Friends
I want to inform you that the present situation is demanding updation in the subject by all

the PGTs. Economics is not a difficult subject rather a subject of the common people. The

common people without knowing the fundamentals of economics are using the subject

effectively in the day to day life. Therefore, I appeal to my colleauges to rise to the occasion

and take the subject to the students.The students should not face difficulties in

understanding the subject. To make the task easier the ZIET Bhubaneswar conducted a 5-day

workshop to prepare the study material as per the training calender of  2015-16 was taken up

at ZIET Bhubaneswar. The objective of this workshop was to prepare a hand book for the

teachers and study materials for the students . The objective was  also to develop strategies

so that ‘No child is left behind’ and all children reach the planned target. Accordingly 33

teachers from all the six Regions under the jurisdiction of ZIET Bhubaneswar were called to

KVS ZIET Bhubaneswar for the workshop.The enthusiastic teachers and the Resource Persons

concluded that the product of the workshop will be fruitful and it will facilitate to achieve our

goal.

I request all participating teachers to go through all thematerials prepared in the workshop

and share it with other Economics PGTs of your Cluster/Region.

Please send your feedback to:parsuram.shukla@gmail.com OR parsuram_111@yahoo.co.in.

Best wishes to students appearing in AISSCE 2015 and thanks to all teachers and associates.

Parsuram Shukla, PGT (Economics)
ZIET BHUBANESWAR



1

ECONOMICS

SPLIT UP SYLLABUS - XII

PART A: AN INTRODUCTORY MICROECONOMICS

UNITS Periods Marks

1. Introduction 10 06

2. Consumer equilibrium and demand 32 16

3. Producer Behaviour and Supply 32 16

4. Forms of Market and price determination 22 12

5. Simple application of tools of demand and supply 08

Total 104 50

PART: B INTRODUCTORY MACROECONOMICS.

6. National Income and Related Aggregate 30 15

7. Money and Banking 18 08

8. Determination of income and employment 25 12

9. Government Budget and the Economy 17 08

10. Balance of Payment 14 07

Total 104 50
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CLASS - XII (2015-16) ECONOMICS

APRIL Unit 1: Introduction:-
Meaning of microeconomics and macroeconomics
What is an economy? Central problems of an economy: what,
how and for whom to produce;
Concepts of production possibility frontier and opportunity
cost.
Unit 2: Consumer's Equilibrium and Demand :- Consumer's
equilibrium - meaning of utility, marginal utility, law of
diminishing marginal utility,
Conditions of consumer's equilibrium using marginal utility
analysis.
Indifference curve analysis of consumer's equilibrium-the
consumer's budget (budget set and
budget line), preferences of the consumer (indifference curve,
indifference map) and conditions
Of consumer's equilibrium.

11 Periods

20 Periods

MAY&JUNE Unit 2: Consumer's Equilibrium and Demand :- Demand,
market demand, determinants of demand, demand schedule,
demand curve and its
slope, movement along and shifts in the demand curve; price
elasticity of demand - factors
affecting price elasticity of demand; measurement of price
elasticity of demand - (a) percentage change
method and (b) geometric method (linear demand curve);
relationship between price
Elasticity of demand and total expenditure.

14Periods

JULY Unit 3: Producer Behaviour and Supply :-
Production function – Short-Run and Long-Run
Total Product, Average Product and Marginal Product.
Returns to a Factor
Cost: Short run costs - total cost, total fixed cost, total
variable cost; Average cost; Average fixed
Cost, average variable cost and marginal cost-meaning and
their relationships.
Revenue - total, average and marginal revenue - meaning and
their relationships.
Producer's equilibrium-meaning and its conditions in terms of

marginal revenue-marginal cost.
Supply, market supply, determinants of supply, supply
schedule, supply curve and its slope,
movements along and shifts in supply curve, price elasticity of
supply; measurement of price
Elasticity of supply - (a) percentage-change method and (b)
geometric method.

34 Periods

AUGUST Unit 4: Forms of Market and Price Determination under
Perfect Competition with simple applications:-
Perfect competition - Features; Determination of market
equilibrium and effects of shifts in
Demand and supply.
Other Market Forms - monopoly, monopolistic competition,

31 Periods
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oligopoly - their meaning and
Features. Simple Applications of Demand and Supply: Price
ceiling, price floor.

SEPTEMBER Part B: Introductory Macroeconomics
Unit 5: National Income and Related Aggregates:-
Some basic concepts: consumption goods, capital goods, final
goods, intermediate goods; stocks
And flows; gross investment and depreciation.
Circular flow of income; 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 Domestic Product (GDP and NDP) - at market
price, at factor cost; National
Disposable Income (gross and net), Private Income, Personal
Income and Personal Disposable
Income; Real and Nominal GDP.
GDP and Welfare
Unit 6: Money and Banking :-
Money - its meaning and functions.
Supply of money - Currency held by the public and net
demand deposits held by commercial banks.

32 Periods

08 Periods

OCTOBER Unit 6: Money and Banking:-Money creation by the
commercial banking system.
Central bank and its functions (example of the Reserve Bank
of India): Bank of issue, Govt. Bank,
Banker's Bank, Controller of Credit through Bank Rate, CRR,
SLR, Repo Rate and Reverse Repo
Rate, Open Market Operations, Margin requirement.
Unit 7: Determination of Income and Employment :-
Aggregate demand and its components.
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.

10 Periods

27 Periods

NOVEMBER Unit 8: Government Budget and the Economy :-
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 9: Balance of Payments :-
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.

17 Periods

16 Periods

DECEMBER
ONWORD

REVISION
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Techniques & Tips for students of Economics

Sl No Mistake Tips/Suggestion
1 Irregular in study Prepare own time table as per the

importance of subject and distribute
time

2 Irregular attending class Be punctual in attending class

3 Unable to complete task in time Give importance on Time management

4 Unable to understand question and how to answer Solving 3 yrs question papers and look
for the latest model CBSE sample paper

5 Unable to understand topic/concepts For Clear conception of the
topic/concepts take the help of teachers
and friends .Ask doubt without
hesitation.

6 Frustration towards the subject Analysis your mistake and brought the
same before the teacher.

7 Unable to present the answer Do more written practice
8 Unable to score good mark after hard work Select the important portion and repeat

practice.
9. Unable to draw diagram Observe the technique used by the

teacher while teaching and take the help
of the teacher after word.

10 Wrong answer in Numerical problem Do more practice and get it checked
from the teacher.

11 Failure in exam Hard work and follow the instruction of
the teacher.
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PART-A (INTRODUCTORY MICRO ECONOMICS)
UNIT 1: INTRODUCTION KEY CONCEPTS

 Micro economics, Economy, Types of economy
 Planed economy, Market economy Mixed economy
 Central problems of an economy | basic economics problems
 What to produce? How to produce? For whom to produce?
 Causes of an economic problem Production possibility curve
 Marginal opportunity cost-(MOC) Marginal rate of transformation
 Scarcity of resources Opportunity cost
1. MICRO ECONOMICS: It is that branch of economics which deals with economics issues at the level of an

individual. Ex- an individual person, an individual firm’s output, an individual industry.
2. ECONOMY: A system which provides people, the means to work and earn a living (OR) A frame work within

which economic activities are undertaken.
3. private and government
4. ECONOMIC PROBLEM: “An economic problem is basically the problem of choice “which arises due to

scarcity of resources having alternatives uses”.
5. CAUSES OF ECONOMIC PROBLEM:
(i) Scarcity of resources
(ii) Unlimited wants
(iii) Limited resources having alternative uses
6. BASIC (CENTRAL) ECONOMIC PROBLEMS
(i) Allocation of resources
a. What to produce?
b. How to produce?
c. For whom to produce
(ii) Efficient Utilization of resources
(iii) Growth of resources
7. PRODUTION POSSIBILTY CURVE (PPC): PP curve shows all the possible combination of two goods that can

be produced with the help of available resources and technology.
8. MARGINAL OPPORTIUNITY COST: MOC of a particular good along PPC is the amount of other good is

sacrificed for production of additional unit of another good.
9. MARGINAL RATE OF TRANSFORMATION: MRT is the ratio of units of one good scarified to produce one

more unit of other good.
Unit of one good sacrificed y

MRT = =
More unit of other good produced x

10. SCARCITY OF RESOURCES: Scarcity of resources means shortage of resources in relation to their demand.
11. OPPORTUNIY COST: It is the cost of next best alternative foregone.

VERY SHORT ANSWER QUESTIONS (1 MARK)
1. What is economics?

Economics is the study of the problem of choice arising out of scarcity of resources having alternatives
uses.

2. Define scarcity.
Scarcity means shortage of resources in relation to their demand is called scarcity.

3. What is an economy?
An economy is a system by which people get their living.

4. Define central problem.
Central problem is concerned with the problems of choice (or) the problem of resource allocation.

5. What do you understand by positive economic analysis?
Its deals with what is (or) how an economic problem facing an economy is solved. It analyses the cause of
effect relationship.

6. What do you understand by normal economic analysis?
Normative economic analysis deals with what ought to be (or) how an economic problem should be solved.

7. Give one reason which gives rise to economic problems?
Scarcity of resources which have alternative uses.
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Production Possibilities Wheat (Units) Cloth (unit)

A 0 10

B 1 9

C 2 7

D 3 4

E 4 0

8. Name the three central problems of economy related to allocataion of resources
(i) What to produce? (ii) How to produce? (iii) For whom to produce?
9. What is opportunity cost?

It is the cost of next best alternative foregone.
10. Why is there a need for economizing of resources?

Resources are scarce in comparison to their demand, therefore it is necessary to use resources in the best
possible manner without wasting it.

11. What is production possibility frontier?
It is the boundary line which shows the various combinations of two goods which can be produced with the
help of given resources and technology.

12. Why PPC is concave to the origin?
PPC is the concave to the origin because of increased marginal opportunity cost.

13. Define marginal rate of transformation.
MRT is the ratio of units of one good sacrificed to produce one more unit of other goods.
MRT = y(loss of commodity y)

X(gain of commodity x)
14. What does the point inside the PPC indicate?

Any point inside the production possibility curve indicates underutilization of resources.
15. What do you mean by the problem of what to produce?

It the problem of choosing which goods and services should be produced in what quantities.
16. What to understand by the problem of how to produce?

It is the problem of choosing technique of production of goods and services.
17. What does the problem for whom to produce indicate?

The problem of for whom to produce refers to the distribution of goods and services produced in the
economy.

18. Give two examples each of Micro economics and Macroeconomics.
Micro economics – Individual demand, individual supply
Macroeconomics – Aggregate demand and aggregate supply

19. What does a rightward shift of PPC indicate?
It indicates a) Growth of resources b) Improvement in technology

20. What is meant by economizing of resources?
It means making of best use of available resources.

SHORT ANSWER QUESTIONS (3 / 4 MARKS)
1. What is production possibility frontier?

It the boundary line which shows that maximum combination of two goods which can be produced with
the help of given resources and technology at a given period of time.
Ex: An economy can produce two goods say Wheat or cloth by using all its resources. The different
combination of rice and oil are as follows:
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Production
Possibility

Commodity
A

Commodity
B

Marginal opportunity
Cost of commodity A

A 0 15 -
B 1 14 15-14=1
C 2 12 14-12=2
D 3 09 12-9=3
E 4 05 9-5=4
F 5 0 5-0=5

10 A

9 B

8

7 C PPC
6

Cloth 5

4 D

3

2

1 E

0 1 2 3 4 Wheat

2. Draw a production possibility curve and mark the following situations:
a) Underutilization of resources
b) Full employment of resources
c) Growth of resources
Every point on PP curve like ABCDEF indicates full employment and efficient uses of resources. Any
point below or inside PP curve like G underutilization of resources. Any point above PP curves like H
indicates growth of resources.

Wheat

14

12 A B H (growth of resources)

10 C

8 G D Full employment of resources

6      Under utilization E

4 Of resources F

0 1 2                 3 4 5

Production Possibility Curve And Opportunity Cost

It refers to a curve which shows the various production possibilities that can be produced with given resources
and technology.
Production possibilities
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5

2

Y

Commodity A

Y 1 Production Possibility Curve

1

Commodity B 9

6

3

0 1 2      3 4 5Commodity A

If the economy devotes all its resources to the production of commodity B, it can produce 15 units but then the
production of commodity A will be zero. There can be a number of production possibilities of commodity A& B
If we want to produce more commodity B, we have to reduce the output of commodity A & vice versa.
Shape of PP curve and marginal opportunity cost.

1) PP curve is a downward sloping curve.
In a full employment economy, more of one goods can be obtained only by giving up the production of
other goods. It is not possible to increase the production of both of them with the given resources.

2) The shape of the production possibility curve is concave to the origin.
The opportunity cost for a commodity is the amount of other commodity that has been foregone in order
to produce the first.
The marginal opportunity cost of the particular good along the PPC is defined as the amount sacrificed of
the other good per unit increase in the production of the good in question.
Example: Suppose a doctor having a private clinic in Delhi is earning Rs. 5lakhs annually.
There are two other alternatives for him.
1) Joining a Govt. hospital in Bangalore earing RS. 4lakhs annually.
2) Opening a clinic in his home town in Mysore and earning 3 lakhs annually.
The opportunity cost will be joining Govt. hospital in Bangalore.
Increasing marginal opportunity cost implies that PPC is concave.
Shift in PP curve
(1) Upward Shift

(a) When there is improvement in technology.
(b) Increase in resources.

Y

Commodity B

Commodity A X

(2)Downward Shift
When Resources Depletes

Commodity B

X
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Production possibilities A B C D E
Production of good x units 0 1 2 3 4
Production of good y units 14 13 11 8 4

3. Distinguish between Micro Economics and Macroeconomics.
SNo Micro Economics Macro Economics
1 It studies individual economic unit. It studies aggregate economic unit.
2 It deals with determination of price and

output in individual market.
It deals with determination of general price
level and output in the economy.

3 Its central problems are price
determination and allocation of resources.

Its central problems are price determination of
level of income and employment in the
economy.

HOTS
1. Does massive unemployment shift the PPC to the left

Massive unemployment shift the PPC to the left because labour force remains underutilized.
The economy will produce inside the PPC indicating underutilization of resource.

2. What does the slope of PPC show?
The slope of PPC indicates the increasing marginal opportunity cost.

3. From the following PP schedule calculate MRT of good x.

Production Of good X units Production of good Y units MRT = y
x

0 14 -
1 13 1:1
2 11 2:1
3 8 3:1
4 4 4:1

MCQs
1. What is opportunity cost of a commodity?

(a) It is the money cost of commodity
(b) It is the cost of second best opportunity fore given
(c) It id the explicit cost of the commodity
(d) None of the above

2. Why economics problems arise?
(a) Due to scarcity of resources
(b) Due to unlimited human wants
(c) Due to the fact that resources have alternative use
(d) All the above

3. What is the slope of Production Possibility Frontier (PPF) known as?
(a) Marginal Rate of Substitution
(b) Marginal Rate of Transformation
(c) Marginal Rate of Technical Substitution
(d) Price Ratio

4. A widespread famine causes many people to dies, what will be the impact on Production Possibilities
Curve (PPC)?
(a) It will shift to the right
(b) It will shift to the let
(c) No change in PPC
(d) It will rotate inwards

VSA
1. Define Microeconomics.
2. Why an economic problem does arise?
3. What are the central problems of an economy?
4. Define opportunity cost.
5. Define marginal opportunity cost.
6. Why PPC is concave from the origin.
7. Define Marginal Rate of Transformation (MRT)?
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3 / 4 MARKS QUESTIONS
8. What does a production possibility curve show? When will it shift to the right? (3)
9. Draw and define production possibility curve. Why is it downward sloping from left to right? (3)
10. . What are the three central problems of an economy? Why do they arise? (4)
11. . Explain the problem of ‘what to produce’ with the help of production possibility curve. (4)
12. . Why does an economic problem arise? Explain the problem of ‘how to produce’. (4)
13. . Explain the problem of ‘how to produce’ with the help of an example. (4)
14. . Draw a production possibility curve. What does a point below this curve indicate? Explain. (4)
15. Explain the problem of ‘how to produce with the help of an example. (4)

16. What is likely to be the impact of “Make in India” appeal to the foreign investors by the Prime Minister of
India, on the production possibilities frontier of India? Explain. (4)

17. What is likely to be the impact of efforts towards reducing unemployment on the production potential of
the economy? Explain. (4)

UNIT 2: CONSUMER EQUILIBRIUM

KEY CONCEPTS

 Utility
 Marginal utility
 Law of diminishing marginal utility

 Conditions of consumer’s equilibrium
 Indifference curve analysis
 The consumer’s budget

 Budget set
 Budget line

 Preferences of the consumer
 Indifference curve
 Indifference Map

 Conditions of consumer’s equilibrium
 Demand

 Individual demand
 Market demand
 Demand schedule
 Demand curve

 Determinants of demand
 Movement along the demand curve

 Extension
 Contraction

 Shift in the demand curve
 Increase in demand
 Decrease in demand

 Measurement of price elasticity of demand
 Total expenditure method
 Proportionate method
 Geometric Method

 Factors affecting price-Elasticity of demand
1. Utility: It is the want satisfying power of a commodity.
2. Total Utility: The total satisfaction a consumer gets from a given commodity/service. (Or) sum of marginal

utility is known as total utility.

3. Marginal utility: An Addition made to total utility by consuming an extra unit of commodity. Sum of marginal
utilities derived from various goods is known as total utility.
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Y

M

TU

TU/ MU

N

O Units of the commodity X

MU
THE RELATION BETWEEN TU AND MU
Law of diminishing Marginal utility:
It states that as a consumer consumes more and more units of commodity, the marginal utility derived from each
successive units goes on diminishing.
Demand for a commodity refers to the quantity of a commodity which a consumer is willing to buy at a given
price in a given period of time.
Consumer Equilibrium:
Refers to a situation when he spends his given income on purchase of a commodity (or commodities) in such a
way that yields him maximum satisfaction.
Conditions of equilibrium:
MU in terms of money = Price.
MU of product / MU of a rupee = Price
Consumer Equilibrium through Indifference Curve:
Budget Set: Set of bundles (Combination of goods) available to consumer
Budget Line: It refers to all combination of goods which a consumer can buy with his entire income and price of
two goods.
Equation of Budget line: P1 X1 + P2 X2 = M
Indifference Curve:
The combination of two goods which gives consumer same level of satisfaction properties of IC:

1. It slopes downloads from left to right.
2. It is always convex to the origin due to falling of Marginal Rate of Substitution (MRS).
3. Higher IC always gives higher satisfaction.
4. Two IC never intersect each other.

Indifference Map: Group indifference curves that give different levels of satisfaction to the consumer.
Marginal Rate of Substitution (MRS): It is the rate at which the consumer is willing to give up one good to get
another good.
Consumer Equilibrium:
At a point E where budget line is tangent to the indifference curve, MRS = Px / Py

i.e., Marginal rate of substitution = ratio of prices of two goods. IC must be convex to the point of origin.
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IC1

B

Y1 E IC3

IC2

Cherries C IC1

O Bananas X1 X

Explain the Consumer’s equilibrium in case of single commodity, with help of schedule and diagram.
Ans:. Consumer’s equilibrium refers to a situation in which a consumer gets maximum satisfaction within the
given income and price of commodity.
Conditions of consumer’s equilibrium:
Consumer’s equilibrium refers to a situation in which a consumer spends his income on purchase of a commodity
in such a way that gives him maximum satisfaction . Consumer equilibrium is determined when the following
conditions are satisfied.:

1. Marginal utility (MUx)= Price X

2. Total gain decreases with additional purchase after equilibrium.
MU(utils)

MU in money terms/Rupees=
( MU of a rupee)

The following schedule is based upon three assumptions:
(i) MU falls as law of DMU operates
(ii) MU of a rupee is 2 utils
(iii) Price of the commodity is Rs . 3 per unit.

Units
Consumed

MU (Utils) MU(Rs. ) or Price

in Money Terms (Rs.)

Gain (Rs.)

10 5 > 3 2
8 4 >                 3 1
6 3 = 3 0
4 2 < 3 -1
2 1 <                  3 -2
0 0 < 3 -3
-2 -1 < 3 -4
-4 -2 <                  3 -5
-6 -3 < 3 -6

It is clear from the above table that consumer equilibrium is determined at 3 units of the commodity .
It implies that the consumer should buy 3 units of the commodity , as at this level

(Condition 1): MUx (in Rs.)= Px (in Rs.)
Condition 2: Total gain (2+1+0 ) falls after this level as MUX< pX

Y

5

3 E Price(Rs.)

1

MU(Rs.) & P(Rs.)  0      1 2 3 4 5 6 7 8 9 10 Units Consumed

-1 MU(Rs.)
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-3
Consumer equilibrium is determined at point E as here MU (Rs. ) = Price(Rs.) that is Rs. 3, which means that his
satisfaction (MU) is equal to sacrifice (Price ) paid for it, Accordingly he should buy 3 units of the commodity.

 Before point E, MU>Price , so he should buy more till he reaches equilibrium.
 After point E, Price >MU , so he should not go beyond point Eas he suffers losses.

Q. No.  Explain Consumer’s equilibrium in case of two-commodities.
Ans: There are two ways in which consumer equilibrium can be determined in case of two commodities:

(i ) When price of each commodity is same
The conditions of equilibrium are

1. MUX = MUY

2. Law of diminishing marginal utility (DMU) operates.
Implied condition: Exp. On commodityx + Exp. On commodityy= Money Income

(ii) When Prices of two commodities are different
1. MUX /Px = MUy /Py =MU of last rupee spent.

What happens if MUX /Px is not equal to MUy /Py ?
a) Suppose Mux / Px>MUy/Py, the consumer will not be in equilibrium because per rupee Mux is

greater than per rupee MUy. This will rather induce the consumer to buy more of X while reducing
expenditure on Y commodity. This process will continue till Mux/Px = MUy/Py.

b) Unless MU falls as more of a good is consumer, the consumer will not reach equilibrium. ( if,
Mux/Px<MUy/Py the consumer will not be in equilibrium, because per rupee MUy is greater than per
rupee Mux. This will induce to buy more of Y by reducing expenditure on X commodity. This will
continue till consumer reaches equilibrium i.e. MUX/Px = MUy/Py.

2. Law of diminishing marginal utility (DMU) operates.
3. Exp. On commodityx + Exp. On commodityy = Money Income

12 12

11 11
10 MUY 10

MU(Money) 9                       E 9 MU(Money)
8 8

7 7

6 6

5 5

4 4

3 MUX 3

2 2

1 1

0 1 2       3 4 5 6  (X) Units

6 5 4       3 2         1 0 (Y) consumed
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DEMAND AND LAW OF DEMAND
KEY CONCEPTS:

Demand – Demand for a commodity is defined as the amount of commodity which a consumer
Purchase at a given price and at a given time.
Individual Demand – It shows the amount of commodity purchased by an individual consumer at a
Given price and at given time.
Market Demand – It shows the amount of commodity purchased by all consumers present in the
Market at a given price and at a given time.
Demand function – It is the functional relationship between the quantity demanded and the factors
Affecting it. Symbolically it is written as Q = f ( P R I N T), where

{P-Price of the commodity, R- Price of the related commodity, I – Income of the consumer
N – Number of consumer, T – Taste and Habits and Preference of the consumer}

Law of Demand- Law of demand states that other thing remaining same more is demanded at a less
Price and less is demanded at a high price.
Hence there exist an inverse relationship between the price and quantity demanded.

Giffen goods: These are special type of inferior goods consumer mostly by poor consumers as
essential commodities. Ex: bajra
Change in demand – When quantity demanded of a commodity changes due to change in the other
Factors, price of the commodity remaining constant, it is called change in demand. It is also
Called movement of the demand curve. It is of two types such as a) Increase in Demand

Increase in Demand – When quantity demanded of a commodity increases due to positive changes
in the other factors, price remaining constant, it is called increase in demand.
Decrease in Demand – When quantity demanded of a commodity decreases due to negative changes
in the other factors, price remaining constant, it is called decrease in demand.

Change in quantity demanded – When quantity demanded of a commodity changes due to change
in its price, other factors remaining constant, it is called change in quantity demanded.
It is also called movement along the demand curve. It is of two types such as:-

a) Expansion in demand b) Contraction in demand.

Expansion in demand – when quantity demanded of a commodity increases due to fall in the price of
the commodity, it is called expansion in demand.
Contraction in demand – When quantity demanded of a commodity decreases due to rise in the
price of the commodity, it is called contraction in demand.
Elastic demand: % change in quantity demand is greater than % change in its price.
Inelastic demand: % change in quantity demand is lesser than % change in its price
Unitary demand : % change in quantity demand is equal to % change in its price
Elasticity of demand
Price elasticity of demand- It is defined as the degree of responsiveness in the quantity demanded of
a commodity due to change in its price, other factors remaining constant.
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Price

P

Price (Rs) Demand (units)
1 10
2 8
3 6
4 4
5 2

D

Change in Quantity Demanded Change in Demand

Due to price change Movement will takes
place Extension and contraction

Y
A to B-

Expansion
A to C- Contraction

D C

P1

P B

P2 X
Q1 Q Q2 D

Diagram

Due to other than price change shifting
will takes place increase and decrease

Y
FG to HI increases

FG to DE decreases

G I

E
C A B

H

O D    F
Q2 Q Q1 X

Factors affecting Individual Demand for a Commodity / Determinants of Demand:
1. Price of the commodity itself.
2. Income of the consumer.
3. Price of related Goods.
4. Taste and preference.
5. Expectations of future price change.

Demand Function: Dx = f (Px, Y, Pr, T)
Substitute Goods: Increase in the price of one good causes increase in demand for other good. Ex- Tea and
Coffee
Complementary Goods: Increase in the price of one good causes decreases in demand for other good. Ex- Petrol
and Car
Normal Good: Goods which are having positive relation with income. It means when income rises, demand for
normal goods also rises.
Inferior Goods: Goods which are having negative relation with income. It means less demand at higher income
and vice versa.
Law of Demand: Other things remains constant, demand of good falls with rise in price and vice versa.
Y
Demand Schedule: D

P

P1

O Q Q1 X Qtydd

Changes in Demand: They are of two types:
1) Change in Quantity Demanded (Movement along the same demand curve)
2) Change in Demand ( shifts in demand)
1) Change in Quantity Demanded: Demand changes due to change in price of commodity alone, other

factors remain constant; are of two types;
a) Expansion of demand: More demand at a lower price
b) Contraction of demand : Less demand at a higher Price

A

2) Change in demand: Demand changes due to change in factors other than price if the commodity, are of
two types:
a) Increase in demand: More demand due to change in other factors, price remaining constant.
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D

O Q

PEd=

D

Y

P

b) Decrease in demand: Less demand due to change in other factors, price remaining constant.
Causes of Increase in Demand:

1. Increase in income.
2. Increase/ favorable change in taste and preference.
3. Rise in price of substitute good.
4. Fall in price of complementary good.

Note: Increase in income causes Increase in demand for normal good
Causes of Decrease in Demand:

1. Decrease in income.
2. Unfavorable/ Decrease in taste and preference
3. Decrease in price of substitution good.
4. Rise in price of complementary good.

Note: Decrease in income causes Decrease in demand for normal good
Price Elasticity of Demand (PEd):
Refers to the degree of responsiveness of quantity demanded to change in its price.

PEd. = Percentage change in quantity demanded/ Percentage change in price

PEd. = p/q x q / p

P   = Original Price
Q = Original quantity

= Change
Q. Explain the five degree of elasticity of demand?
1. Perfectly inelastic demand: Even with change in price, there is no change in the quantity demanded, the
demand is said to be perfectly inelastic Ed=0. The demand curve is parallel to OY axis.
2. Perfectly Elastic demand: even with no change in price there is a great change in qt. demanded, then the
demand is said to be perfectly elastic. The Demand curve is parallel to OX axis.

Y D Ped=0 Y PEd= ∞ Y

Price 1

P1 Price

P D

D

X

QtyddQtyddQtydd
O Q Q1 O Q Q1 X

3. Unitary Elastic Demand: With a unit increase or decrease in price, there is unit increase or decrease in
quantity demanded. The demand curve resembles a rectangular hyperbola.

4. Relatively less elastic: With a unit increase price, the quantity demanded is proportionately less, then
demand is said to be less elastic.

5. Relatively more elastic: With a unit increase in the price, there is proportionately more increase in the
quantity demanded. The demand is said to be more elastic.

Y

Price

P

P1 P1

Q Q1 X Q Q1 X
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Situation Price of Commodity
(Rs)

Quantity (kg) Total
Expenditure(Rs)

Effect on Total
Expenditures

Elasticity of
Demand

A 2
1

4
8

8
8

Same total
Expenditure

Utility Elastic
Ed = 1

B 2
1

4
10

8
10

Total Expenditure
increases

Greater than
Utility Ed > 1

C 2
1

3
4

6
4

Total Expenditure
decreases

Less than
Utility Ed<1

Methods of Measuring Price Elasticity of Demand:

Methods of measuring

Price elasticity of demand

Percentage/proportionate Total outlay or total Geometric or point

Method expenditure method method

Proportionate/ Percentage Method:

% change in quantity demanded Q/Q0 x 100 Q P

PEd = = = x

% change in price P/P0 x 100 P Q

Q. The Price of ice cream is Rs.20 per cup and demand is for 200 cup. If the price of ice-cream falls to Rs.15
demand increases to 300 cups. Calculate elasticity of demand.
P = 20; P1 = 15; P = 5 Q=200; Q1 = 300; Q = 100

PEd= 100/5 x 20/200 = 2
Total Outlay method (Expenditure Method):
If with the fall in price, total outlay increases elasticity of demand is greater than one, if total outlay remain
constant, elasticity is equal to one and if the total outlay decreases elasticity is less than one.

Geometric/ Point Method:
This measures the elasticity of demand at different points on the same curve.

Lower segment of the demand curve
Ed =

Upper segment of the demand curve
Y

E = ∞

C = > 1

Price A = 1

B = < 1

D = 0

O Demand X
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ONE MARK QUESTIONS WITH ANSWER
1. What do you mean by utility?

Utility it is the want satisfying power of a commodity.
2. How is the total Utility derived from marginal utility?

Total utility is the sum total of marginal utilities of various units of commodity.
TUn= MU1 + MU2 + MU3 + ……. + MUn

3. State the law of equi-marginal utility.
Total utility is the sum of marginal satisfaction when the ratio of the marginal utilities of two goods and
their prices is equal i.e., MUx/Px= MUy/Py

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

5. Give the reason behind a convex indifference curve.
Diminishing marginal rate of substitution.

6. Give the formula for calculating the slope of the budget line.
It is equal to the ratio of the prices of the two commodities, i.e., Px / Py

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

Consumer monotonically will prefer bundle (10, 10) to (10, 9) and (9, 9) and also prefer bundle (10, 9) to
(9, 9)

8. A rise in the income of the consumer leads to fall in the demand for commodity ‘x’. What type of good is
commodity ‘x’?

Inferior good
9. What do you mean by substitute and complementary goods? Give two examples each.

Substitute goods are those goods which can be used in place of each other. Ex- Tea and coffee.
Complementary goods are those goods which are used tighter to satisfy a given want. Ex- Car and Petrol.

10. Mention one factor that causes a leftward shift of the demand curve.
Fall in income of a consumer.

11. What causes the movement along the demand curve of a commodity?
When the price of the commodity changes and the other factors remain constant, there will be
movement along the demand curve.

12. What is demand function?
A demand function shows the functional relationship between the quantity demanded and the factors on
which demand depends on.

13. Draw a demand curve with unitary elasticity.

Y D

P PE.D = 1

PriceD

P1

O Q Q1 X

Quantity

14.Define price elasticity of demand.
It refers to the degree of responsiveness of quantity demanded to change in price.
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UNITS TU MU

1 8 8
2 14 6
3 18 4
4 20 2
5 20 0
6 18 -2

3 AND 4 MARKS QUESTIONS AND ANSWERS

1. Explain the law of diminishing Marginal Utility with the help of a table and a diagram.
The Law of diminishing Marginal Utility states that as we consume more and more units of a commodity,
the MU derived from the successive units of that commodity goes on decreasing. It is explained with the
help of following schedule and diagram.

Y

TU / MU TU

Quantity X

(-) MU

Relationship between MU and TU:
1) When MU is positive TU rises.
2) When MU is zero TU is maximum.
3) When MU is negative, TU falls.
2. What is meant by consumer’s equilibrium? State its conditions in case of Single commodity and two

commodities approach.
a) Meaning: a consumer is to be equilibrium when he is spending his given income on various goods and

services to get maximum satisfaction.
b) Conditions:

Single Commodity-
i) MUx/Px = M
ii) MUx = Px

Two Commodities-
i) MUx/Px= MUy/Py( MUsare equal to their prices)

ii) PxQx + PyQy = M
iii)M (Money spent is equal to income)

SNO Cardinal Utility Ordinal Utility
1 Given by Prof. Alfred Marshall Given by Prof. J.R.Hicks
2 Utility can be measured numerically It cannot be measured numerically
3 Unit of measurement is ‘utils’ Possible for a consumer to scale his preferences.

3. Explain any four determinants of demand for a commodity.
Following are the three determinants of demand for a commodity.



20

i. Price of the commodity: When the price of commodity increases the demand for that commodity
decreases and vice versa.

ii. Income of the consumer: When the income increases the demand for normal commodity also increases
and vice- versa.

iii. Price of related goods:
a) In complementary goods demand rises with fall in price of complementary goods.
b) In substitute goods demand for a commodity falls with a fall in the price of other substitute goods.

iv. Taste and preference of the consumer: With favorable taste, demand increase and unfavorable taste
demand decreases for a commodity.

4. Draw
a) Perfectly elastic demand curve
b) Perfectly inelastic demand curve
c) Unitary elastic demand curve

a) Perfectly elastic demand
Y

PEd=0

Price P D

O Q Q1 X Quantity

b) Perfectly inelastic demand

Y D PEd = 0

P1

Price P D

O Q X Quantity

c) Unitary elastic demand
Y D

P PEd=1

Price

P1 D

O Q Q1 X

Quantity
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5. Explain any four factors that affect elasticity of demand.
Following are the factors affecting price elasticity of demand.

1. Availability of close substitutes: If close substitutes of products are available, the commodity tends to be
more elastic, if there are not available, they tend to be less elastic.

2. Proportion of total expenditure spent on the product: If the amount spent on a product constitutes a
very small fraction of the total expenditure, then the demand tends to be less elastic of the amount spent
is high the elasticity of demand tends to be high.

3. Habits: A commodity if it forms an essential part of the individual, the demand tends to be inelastic. It is
consumed casually; the demand tends to be elastic.

4. Time Period: Longer the time period, less elastic is the demand for any products.
6. How the market demand curve is derived from individual demand curves? Distinguish between

demand by an individual and market demand with the help of a schedule and diagram.
Market demand curves derived as a horizontal summation of individual demand curves.

Individual demand shows demand for commodity by an individual buyer in the market at different prices,
whereas market demand shows demand for commodity buy all the buyers in the market at different
prices. Market demand is the horizontal summation of individual demands as under:

Market Demand Schedule
Price of

Ice cream (Rs)
A’s Demand

(1)
B’s Demand

(2)
Market Demand

(3)=1+2

1 4 5 4+5=9
2 3 4 3+4=7
3 2 3 2+3=5
4 1 2 1+2=3

Above schedule shows the individual A’s and B’s demand and market demand at different prices.
Column (3) illustrates the market demand which is the horizontal summation of individual demand of
column (1) and (2).
PxDemand Curve of Individual APxDemand Curve of Individual BPxMarkey Demand Curve

8 8 8
6 6 6
4 4 4
2                                                2 2
DA DB D

O    1 2 3 4 Qx O 1 2 3 4 5 QxO 3 4 5 6 7 8 9 Qx

HOTS
1. Is the demand for the following elastic, Moderate Elastic, highly elastic? Give reasons.

a) Demand for petrol
b) Demand for text books
c) Demand for cars
d) Demand for milk

a. Demand for petrol is moderately elastic, because when the price of the petrol goes up, the consumer will
reduce the use of it.

b. Demand for text books is completely inelastic. In case of text books, even a substantial change in price
leaves the demand unaffected.

c. Demand for cars is elastic. It is a luxury good, when the price of the car rises, the demand for the car
comes down.

d. Demand for milk is elastic, because price of the milk increases then the consumer purchase less quantity
milk.

2. What is the relationship between slope and elasticity of a demand curve?
The formula of PEd = Q / P x P/Q
The formula for the slope of the demand curve is, slope = P/ Q
The relationship between slope and elasticity of demand is PEd= 1/slope x P/Q
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6 MARKS QUESTIONS
1. How is equilibrium achieved with the help of indifference curve analysis?

a) Definition:In the indifference curve approach, consumer’s equilibrium is achieved at the point at
which the budget line tangent to a particular indifference curve. This is the point of maximum
satisfaction.

b) Diagram:

A
p

E IC3

Good ‘y’ IC2

q IC1

O Good ‘x’ B X

c) Explanation of the diagram:
i) ‘AB’ is the budget line.
ii) It is sure that consumer’s equilibrium will be lie on some point on ‘AB’.
iii) Indifference map (set of IC1 IC2 IC3) shows consumers scale of preferences between different

combinations of good ‘x; and good ‘y’
iv) Consumer’s equilibrium will achieve where budget line (AB) is tangent to the IC2.

d) Essential conditions for consumers equilibrium:
i) Budget line must be tangent to indifference curve i.e., MRSxy= Px/Py

ii) Indifference curve must be convex to the origin or MRSxyshould decrease.
e) Consumers cannot achieve the following:

i) P and R points on budget line given satisfaction but they lie on lower indifference curve IC1.
Choosing point ‘q’ puts him on higher IC which gives more satisfaction.

ii) He cannot move on IC3, as it is beyond his money income.
2. Explain the factors affecting the market demand of a commodity.

i) Meaning: Markey demand is the aggregates of the quantities demanded by all consumers in the
market at different prices.

ii) Factors affecting market demand:
a) Price of the commodity: When the price goes up demand for its falls and vice-versa.
b) Income of the consumers: When the income of the consumers goes up the demand for a commodity

also goes up.
c) Price of related goods:

 Complementary goods: The demand for a commodity rises with a fall in the price of its
complementary good ( car and petrol)

 Substitute gods: Demand for a commodity falls with a fall in the price og other substitute good
(Tea and Coffee).

d) Tastes and preferences: Any favorable change in consumers taste will lead to increases in market
demand and any unfavorable change in consumers tastes will lead to decrease in market demand.

e) Consumer’s group: More the consumers more will be market demand and vice-versa.
3. Explain the various degrees of price elasticity of demand with the help of diagrams.

There are five degrees of price elasticity of demand. They are,
a) Perfectly elastic demand (PEd = ∞): A slight or no change in the price leads to infinite changes in the

quantity demanded.
b) Perfectly Inelastic demand (PEd = 0): Demand of a commodity does not change at all irrespective of

any change in its price.
c) Unitary elastic demand (PEd = 1): When the percentage change in demand of a commodity is more

than the percentage change in its price.
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d) Greater than unitary elastic demand (PEd> 1): When the percentage change in demand of a
commodity is more than the percentage change in its price.

e) Less than unitary elastic demand (PEd< 1): When the percentage change in demand of a commodity
is less than the percentage change in its price.

Diagrams

Y Y PEd= 0 Y

Price

PEd = ∞ P P PEd = 1

O QD X O QD X O QD X

Y Y

P PEd> 1 P PEd< 1

O QD X O QD X

Numerical for practice

4. Derive the total utility schedule from the marginal utility.
Units consumed Marginal utility

1 12

2 11

3 8

4 6

5 3

6 0

5. A consumer buys 50 units of good at Rs. 4/- per unit. When its price falls by 25 percent its demand rises
to 100 units. Find out the price elasticity of demand.
PEd= 4

6. Price elasticity of demand for wheat is equal to unity and household demands 40 kg of wheat when the
price is Rs.1 per kg. At which price will the household demand 36 kg of wheat?
The price of wheat rises to RS.1.10 per kg.

7. The quantity demanded of commodity at a price of RS.10 per unit is 40 unit is 40 units. Its price
elasticity of demand is -2. Its price falls by Rs.2/- per unit. Calculate its quantity demanded at the new
price.
56 Units.

8. At given market price of a good a consumer buys 120 units. When price falls by 50 per cent he buys 150
units. Calculate price elasticity of demand.
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Given,
% fall in price = 50
Q = 120 units
Q1 = 150 units

Q = 30 units
% change in qty demanded

Ped=
% change in price

Percentage change in quantity demanded

Change in quantity 30
= x 100 = x 100 = 25%

Original quantity 120
Therefore, Ped = 25%/50% = 1 / 2 = 0.5

ONE MARK QUESTIONS
1. Define substitute goods.
2. What is meant by complementary goods?
3. When a good is called ‘inferior good’?
4. Define change in demand?
5. What is law of demand?

QUESTION BANK

6. Mention one factor that causes a rightward shift in the demand curve.
7. How price elasticity related to a horizontal straight line demand curve?
8. Why is demand for water inelastic?
9. A rise in the price of a good results in an increase in expenditure on it. Is its demand elastic or inelastic?
10. Give the formula for measuring price elasticity of demand according to the graphic method.

3/4 MARK QUESTIONS
1. A consumer buys 160 units of a good at a price of Rs. 8 per unit. Price falls to Rs 6 per unit. How much
2. quantity will the consumer buy at the new price, if price elasticity of demand is (-)2.
3. As a result of 10% rise in the price of a good, its demand falls from 100 units to 90 units. Find out the
4. Price elasticity of demand.
5. Price of a good falls from Rs 5 to 4. As a result, its demand rises from 100 units to 125 units. What can

you say about price elasticity of demand by ‘total expenditure method’?
6. The demand function of good ‘A’ is given as: QA = 40 5PA. Calculate its price elasticity when price rises

from Rs. 4 to 6.
7. A consumer buys 50 units of a good at the price of Rs.2 per unit. When the price rise by 25%, demand

falls by 40%. Indicate the price elasticity of demand by total expenditure method.
8. When the price of a good rises from Rs.0 to 12 per unit, its demand falls from 25 units to 20 units. What

can you say about price elasticity of demand of the good through the ‘expenditure method’
9. A consumer consumes only two goods. Explain the conditions of consumer’s equilibrium with the help of

IC analysis.
10. For a consumer to be in equilibrium, why must MRS be equal to the ratio of price of two goods?
11. What is an indifference map?
12. Explain the law of demand with the help of diagram and schedule.
13. Write three causes of increase / decrease in demand.
14. Distinguish between the change in quantity demanded and change in demand.
15. Explain any three factors or determinants of demand.
16. Explain any three factors affecting elasticity of demand.
17. Explain the price elasticity of demandthrough geometric method.
18. Explain the price elasticity of demand through expenditure method.
19. Explain the properties of indifference curve.
20. Why cannot two indifference curves meet each other?
21. Why is indifference curve convex to origin?
22. Why does higher indifference curve gives higher levels of satisfaction?
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23. What is likely to be the impact of “Make in India” appeal to the foreign investors by the Prime Minister of
India, on the production possibilities frontier of India? Explain.

24. What is likely to be the impact of efforts towards reducing unemployment on the production potential of
the economy? Explain.

25. Explain the significance of ‘minus sign’ attached to the measure of price elasticity of demand in case of a
normal good, as compared to the ‘plus sign’ attached to the measure of price elasticity of supply.

26. A consumer spends Rs.1, 000 on a good priced at Rs.10 per unit. When its price falls by 20 percent, the
consumer spends Rs.800 on the good. Calculate the price elasticity of demand by the percentage method.

27. A consumer consumes only two goods X and Y, both priced at Rs.2 per unit. If the consumer chooses a
combination of the two goods with Marginal Rate of Substitution equal to 2, is the consumer in
equilibrium? Why or Why not? What will a rational consumer do in this situation? Explain.

28. Explain the significance of ‘minus sign’ attached to the measure of price elasticity of demand in case of a
normal good, as compared to the ‘plus sign’ attached to the measure of price elasticity of supply.

6 MARKS QUESTIONS
1. Explain causes of leftward shift in demand curve of a commodity.
2. Explain the law of demand with the help of an imaginary schedule and diagram.
3. The demand function of a commodity x is given Qx = 20 – 3Px. Find out the values of Px, when
corresponding values of Qx are given as: 5, 8, 11 and 14.
4. A consumer consumes good ‘X’. Explain the effects of fall in the prices of related goods on the demand of
‘X’. Use diagrams showing demand for good ’X’ on the x-axis and is price on y-axis.
5. Differentiate between law of demand and price of elasticity of demand.
6. Discuss various factors that affect price elasticity of demand.
7. Explain the significance of elasticity of demand.

Value Based Questions:
1. There is increase in demand for electricity. What causes it? Explain diagrammatically. If its supply cannot
increase due to lack of resources, explain briefly how in two ways demand for electricity can be decreased?
Ans: Increase in demand for electricity is due to change in other factors than its price,. It may be due to:

(i) Increase in size of population
(ii) Increase in income of the consumers.

(iii) Increasing urbanization.
D1

D

Price of P

Electricity

D1

D

o Q Q1

Demand for Electricity

Increase in demand will be represented by rightward shift of the demand curve from DD to D1D1. If its
supply cannot increase due to lack of resources, consumers can

(i)  Use energy saving electrical appliances like CFL

(ii) Use alternate sources of energy like solar energy.

2. Using diagram, show that at a given price, demand for oil id rising. Oil being a nonrenewable source, is
becoming a scarce good. What measures can be undertaken to meet the growing demand for oil? Why is it
important to maintain equality between its demand and supply?

Ans:- Demand for oil rising at a given price is alarming for the nation as to achieve the objective of sustainable
development, we need to maintain it for the needs of future generations too. We should make people aware
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of shortage of oil and encourage them to use public transport system, car pools etc. There should be optimum
use of scarce oil.

Diagram: D D1

Price of Oil P

D1

D

o Q Q Demand for oil

3. A good is inferior good for one and at the same time, normal good for another consumer. Do you agree?
Explain.
Ans:- It is true as it is the income of a consumer which determines whether the good is inferior or normal. A
good which is a normal good for the consumer having lower income, may become an inferior good for the
consumer having higher income.
4. Subsidies on medicines have been withdrawn, thus making them costlier. How will it affect market
demand? Is withdrawal of subsidies justified?
Ans:- Impact of indirect taxes is that the price of the commodity increases, while subsidies reduce the price of
the commodity. Withdrawal of subsidies will cause the price of medicines to rise.

Market demand will not be affected by this rise in price as demand for medicines is perfectly inelastic.
Withdrawal of subsidies is not justifiable as these are essentials whose demand cannot be postponed or
substituted with anything else.

UNIT-III ,PRODUCER'S BEHAVIOUR AND SUPPLY
KEY CONEPTS:
1.PRODUCTION FUNCTION MEANING:A Production function expressers the technical relationship between
between input and outputs of a firm.

Qx = f (L,K) where Q is the quantity of output and L,K are the units of labour and capital.
(1)Short period (run) production function: When one factor is variable and other are fixed it is known as short

run production function. The law which operates in theshort run is known as "law of returns to a factor ".
(2)Long run production function:When all the factors are variable and there is no difference between the fixed
and the variable factors,it is known as long period production function.The law which operates in long period is
known as"Law of returns to scale".
(3)Total physical product(TPP): Total product refers to the total output of a commodity at a particular level of a
variable factor (Labour), when the employment of other inputs (Capital) unchanged.
(4)Average Product: Average product is defined as the output per unit of variable input . APP is
obtained by dividing the total physical product by the number of units of variable factor.

APP=TPP/L Where L is the labor input.
(5)Marginal physical product (MPP): It is defined as an addition to the TPP by employing an additional unit of a
variable input while keeping the other input fixed.

MPP = TPP/L
(or)

MPP= TPPn - TPPn-1
(6)Law of variable proportions (Returns to a factor):
It states that if we go on using more and more units of variable factor(Labour) with fixed factor (Land),the total
product initially increases at an increasing rate but after certain point,It increases at a diminishing rate and finally it
starts falling.
*RELAION BETWEEN TPP AND MPP:
(1) When TPP rises at an increasing rate, MPP rises.
(2)When TPP rises at diminishing rate,MPP falls but positive.
(3)When TPP falls, MPP become negative.
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Factor(Labour) TPP(Units) MPP(Units)
1 2 2
2 5 3
3 9 4
4 12 3
5 14 2
6 15 1
7 15 0
8 14 -1
9 12 -2

*TPP AND MPP SCHEDULE:
Qty.of variable

The above schedule and diagram shows that there are three phases of the law of variable proportions.

In the phase- I, TPP increases at an increasing rate and MPP rise.

In phase-II, TPP increases at decreasing rate and MPP falls but remains positive.

In the phase- III,TPP start falling and MPP becomes negative.

*RELATIONSHIP BETWEEN MPP AND APP:

(1)When MPP > APP,Then APP is rising.

(2)When MPP = APP ,Then APP is maximum.MPP curve intersected the APP curve at the highest point.

(3)When MPP <APP,Then APP is falling.

*MPP And APP Schedule:

Factor(Labour) TPP(Units) MPP(Units) APP(Unit)

1 3 3 3.0

2 7 4 3.5

3 12 5 4.0

4 16 4 4.0

5 19 3 3.8
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The above schedule and diagram show that so long as MPP curve is above APP curve . APP curve is rising (upto
point M) Then MPP = APP, APP curve is at it's maximum at point M.When MPP curve lies below APP curve after
point M, APP curve starts falling.
*Reasons For Increasing Returns To a Factor:
(1)Optimum combination of factors.
(2)Specialization
*Reasons of Diminishing Returns to a factor:
(1) In perfect substitution
(2)Poor co-ordination between variable factor and fixed factor.

MULTIPLE CHOICE QUESTIONS  ( 1 mark)
(1)When TP increases at an Increasing rate ,MP is

(a)falls (b)Rises (c)Remains constant (d)All of these
Ans: B
(2)Total product falls when MP is
(a)falls positively (b)rises (c) zero (d) negative
Ans: D
(3)When MP is more than AP, then
(a)AP rises (b)AP falls
(c)APP remains constant (d)none-of these (Ans: A )
4. When APP is maximum,What is the Relation between MPP and APP?

Ans: Both are equal.
5. When APP falls,what is the relation between MPP and APP?
Ans:MPP is less than APP
6.Give meaning of "returns to a factor"?
Ans:Returns to a factor refers to the resultant increasing in the total product when only one factor is increased,
keeping all other factors fixed.
7.When MP is zero, What can you say about TP?
Ans: TP is maximum
Short Answer Type Question:(3-4 Marks each):
1.Explain the relationship between the marginal product and the average product?
2.State the phases in the behaviour of total product as per the law of variable proportion - Use diagram.
3.What does the law of variable proportion show? State the behaviour of marginal according to this law?
4.Complete the Following Table

Units of labour AP(Units) MP(Units)
1 8 -
2 10 -
3 - 10
4 9 -
5 - 4
6 7 -

*Long Answer Type Questions (6 Marks):
1.Explain the law of variable proportions with the help of total and marginal physical product curves.
2.What is meant by returns to a factor?State the three phases of the law of variable proportion.
3.Explain the likely behaviour of total product and marginal product when for Increasing
production only one input is increased while all other inputs are kept constant.
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average cost

average fi

average va

*Unsolved Numerical Questions:
Identity the three phases of the law of variable proportions from the following schedule.

Units of labour TPP(Units)
1 20
2 50
3 70
4                                             80
5 60

5.Calculate MP of the variable factor and identify the various phases of change in total product from the following
schedule.

Units of variable factor             TPP(Units)
1 10
2 28
3 45
4                                             52
5 52
6 48

6.Calculate TP and AP from the following data.
Units of labour employed Marginal Product

1 20
2 10
3 8
4 6
5 4

HOTS (HIGHER ORDER THINKING SKILLS)
1.Giving Reasons,state whether the following statement are true or false.
(a)When there are diminishing returns to a factor,total product always decreases.
Ans:False,as TP increase at a decreasing rate when there are diminishing returns to a factor.
(b)Total product will increase only when Marginal product increases.
Ans:False,TP also increases when MP falls positively.
(c)Increasing in the total product always indicates that there are increasing returns to a factor.
Ans:False,TP also increases when there are diminishing returns to a factor.

Key concept:
COST

1. Implicit cost: implicit cost are the cost of self – owned and self-employed resources by the firm.....e.g., interest
on his own capital, and wages of his own labour .
These costs are also known as imputed value of self – owned factors of productions.
2. Explicit cost : explicit cost are the cash payments made by the firms to the outsiders for the purchase or hire of
goods and services e.g., wages paid to labour ,rent to landlord ,interest on loans taken .
3. Opportunity cost: it is the value of a factor in next best alternative use. It is also known as alternative
cost or transfer earning.
CONCEPTS OF COST OF PRODUCTION

COST OF PRODUCTION

Total cost marginal cost

Total fixed cost xed cost

Total variable cost riable cost
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put (units)        0 1 2 3 4

d cost (Rs) 20 20 20 20 20

Total cost :
Total cost refers to sum of all expenditure incurred by the producer in producing a given quantity
of a commodity. It is cost of factor and non – factor inputs.
Total cost comprises of fixed cost and variable cost.

TC = TFC+ TVC

Fixed cost:
Fixed cost are those  cost which do not change with change in the level of output .

Table

Out

Fixe

Y

30

20 . . . . TFC
TFC

10

0 X
1 2 3 4

Output (Units)

 Fixed cost is represent as a straight line parallel to the X- axis .
 It shows that TFC remain constant at all level of output.
 It is positive at zero level of output.

Total variable costs

These refers to those costs Which the change with the change in the level of output

Table
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TVC CURVE:

TVC

 TVC increases with increase in level of output.
 Then it increase at a constant rate (4th and 5th units of output )
 Finally ,it increase at a rising rate (5th-8th units of output )

RELATIONSHIP AMONG TC, TFC AND TVC

OUTPUT
(UNITS )

TFC
(Rs)

TVC
(Rs)

TC
(Rs)

0 20 0 20
1 20 10 30
2 20 18 38

3 20 24 44
4 20 28 48
5 20 32 52
6 20 38 58
7 20 46 66
8 20 58 78

1. Total cost can never be zero, even when the level of output is zero, because fixed cost is positive and
constant at zero level of output.
2. As the level of output increases, total cost also increased due to increases in variable cost.
3. TC and TVC curves are parallel to each other, but can never meet at any level of output because the
difference between these two is of TFC which is always positive and constant.
4. TFC is constant and hence a horizontal straight line parallel to X-axis while TC and TVC curves are
inverse ‘S’-shaped curves.
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Quantity Sold
(Q)

Price
(P)

TR MR

1
2
3
4
5
6

6
5
4
3
2
1

6
10 TR rises
12
12 TR max
10
6 TR falls

6
4 MR>0
2
0 MR = 0
-2
-4 MR<0

AVERAGE COST
1. Average cost is per unit cost of producing the commodity. AC is the total cost divided by output. It is sum
of AFC and AVC

(a) Average Fixed Cost
AC=TC/Q

It is per unit fixed cost of producing the commodity
AFC=TFC/Q

(b) Average Variable Cost
It is per unit variable cost of producing commodity.
(c) Relation/Behaviour of AFC,AVC,AC and MC

(i) AFC curves is continuously falling downwards because as production increases, AFC falls.
But AFC curves never touches X-axis as fixed cost can never be zero.
(ii) AVC and AC curves are ‘U’-shaped curves. Both curves come closer to each other as AFC
goes on diminishing with each unit of output, but these curves can never touch or interest each other
as AFC is always positive.
(iii) MC curve is also ‘U’-shaped which cuts AC and AVC curves at their lowest points.
(iv) When AC/AVC rises, MC>AC/AVC.
(v) When AC/AVC falls, MC<AC/AVC.

Key Terms:
REVENUE

1. Revenue of a firm is the money receipts from the sale of its product.
2. Total revenue refers to the total amount of money received by the firm from the sale of its total product. It is
obtained by multiplying the price per unit of commodity with the quantity of output sold.

TR  = Price X Output = P X Q.
3. Average revenue refers to revenue per unit of commodity sold. It is calculated by dividing the TR by the number
of units sold.

TR
AR   =

No. of Units Sold
4. Marginal revenue refers to the addition to TR when one more unit of a commodity is sold.

MRn = TRn - TRn-1
Relationship between Tr and MR. MR represents addition to TR. MR determines the TR. Clearly:
(i) When MR is positive , TR rises.
(ii) When MR=0, TR is maximum.
(iii) When MR is negative, TR starts falls
TR and MR Schedule:

Relationship between MR and AR.  MR determines the course of AR. There is a close relationship between AR
and MR which is given as:
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(i) When MR is greater than AR, AR rises
(ii) When MR is equal to AR, Ar is constant
(iii) When MR is less than AR, AR falls.
Relationship between marginal revenue and average revenue under perfect competition. In perfect
competition, a firm can sell as many units of a commodity as it wants, at the price given by the industry. Therefore,
Ar and MR are equal and Ar and MR curves take the shape of a straight line parallel to x-axis.
Relationship between marginal revenue and average revenue under monopoly.  A feature of a monopoly
market is that more of a commodity can be sold by lowering its price. AR curve of a firm is like the demand curve
of the consumers. Thus, both the curves will be falling, i.e., sloping down and MR will always be less than AR.
TR curve facing a competitive firm is straight line passing through the origin because TR increases in the same
proportion as increase in output sold.
Numerical Questions(Solved):
1.  Price of commodity A is Rs.10 per unit and total revenue at this price is Rs.1,600. When its price rises by 20
percent, total revenue increases by Rs.800. Calculate its price elasticity of supply.
Ans: Given:

P TR q
10 1,600 16
12 2,400 200

q = 40, p=2,p=10,q=160

es = q/ p x p/q =40/ 2 x  10/160  = 400/320 = 1.25>1 (i.e elastic demand )

2. Total revenue is Rs.400 when the price of the commodity is Rs.2 per unit. When price rises to Rs.3 per unit, the
quantity supplied is 350 units. Calculate the price elasticity of supply.
Ans:

Given:
P TR q
2 400 200
3 -- 350

q = 150, p= 1,p=2, q = 200

es = q/      p  x p/q =150/1  x 2/200 = 1.5 ( relative elastic)
Ans. Elasticity of supply is more than 1.

HIGHER ORDER THINKING SKILLS(HOTS) QUESTIONS
1. What is the shape of total revenue curve under perfect competition?
2. When is MR curve below the AR curve?
3. What changes will take place in marginal revenue when:

(a) Total revenue increases at an increasing rate?
(b) Total revenue increases at a diminishing rate?

4. State whether the following statements are true or false. Give reasons for your answer.
(a) When total revenue is constant,average revenue will also be constant.
(b) Average variable cost can fall even when marginal cost is rising.
© When marginal product falls, average product will also fall.

Ans: (a) False. When TR constant, then AR will be declining. It is shown as :
Q TR AR
1
2
3

100
100
100

100
50
33.3

(b) True. So long as MC <AC irrespective of the fact MC is rising then AVC falls.
(c) False. When MP falls AP might be rising and not falling as MP starts falling before

AP falls.
5. State whether the following statements are true or false. Give reasons for your answer.
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(i) When marginal revenue is constant and not equal to zero, then total revenue will also beconstant.
(ii) As soon as marginal cost starts rising, average variable cost also starts rising.
(iii) Total product always increases whether there is increasing returns or diminishing returns to a factor.

Ans: (i) False.
When MR is constant, TR increases at a constant rate. It is shown below:

Q P TR MR
1
2
3

10
10
10

10
20
30

10
10
10

(ii) False.
As long as MV curve lies below AVC curve irrespective of the fact that MC is rising or falling, then AVC will be

falling.

(iii). False. TP increases at an increasing rate when there are increasing returns to a factor and TP increases at a
diminishing rate when there are diminishing returns to a factor. Thus, TP increases in both the cases but the rate of
increase differs. In the beginning, TP increases at an increasing rate but after a point, it increases at a diminishing
rate.

QUESTION BANK

ONEMARK QUESTION

1. Define cost.
Or

What does cost mean in economics?
2. Define marginal cost.

Or
Give the meaning or marginal cost.

3. Give two examples of fixed cost of a firm.
4. Define fixed costs.
5. Define variable costs.
6. Give one example each of fixed cost and variable cost.

3 /4 MARK QUESTION

7. State the distinction between explicit cost and implicit cost. Give an example of each.
8. Define marginal cost. Explain its relations with average cost.
9. Define variable cost. Explain the behaviour of total variable cost as output increases.
10. Giving examples, explain the meaning of cost in economics.

6 MARK QUESTION
1. Draw average total cost, average cost and marginal cost in a single diagram. Also explain the relation

between marginal cost and average total cost with the help of a diagram.
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PRODUCER'S EQUILIBRIUM

*ONE MARK QUESTION

1.What is meant by producer's equilibrium?

Ans:The producer is said to be equilibrium when he produces that level of output at which he maximise his profit.

2.When price is constant for a firm,producer's equilibrium is struck only when commodity price coincideswith MC
and MC rising.do you agree?(VBQ)

Ans:Yes,it is true. In a situation, when price is constant,AR=MRso,the condition of producer's equilibrium may be
return as (a)Price = MC (b)MC should be rising

3.What is shut down point?

Ans:Shut down point occurs when firms is just able to cover its variable costs,incurring the loss of fixed cost of
production.accordingly shut down point is defined as a situation when TR=TVC (or) AR=AVC.

4.Define normal profits.

Ans:Normal profits are defined as the minimum return that the producer expects from his capital invested in the
business.If his minimum return is not available, he will withdraw his capital from the existing use and shift to the
next best alternative use.Normal profit are the part of TC.

5.When the producer earns supernormal profits?

Ans:The producers will earn supernormal profit when average revenue is greater than average cost.

i.e.,When AR>AC or TR>TC.

6.When the producer bears losses in the short run?

Ans:In the short run, the producer bears losses when average cost exceeds average revenue.

i.e., when AC>AR or TC>TR.

3 /4 MARK QUESTION

1.Why should MC be rising at a point of equilibrium?

Ans:Falling MC means that the cost of producing an additional unit of output tends to reduce.In a situation when
price is constant (as under perfect competition)this would mean a situation when the difference between the firm's
TR and TVC(TVC=MC)tends to increase.This means a situation when firm's gross profit (TR-TVC) tends to
rise.why should a firm not increase output when it is gross profit are rising?Certainly it will.Therefore,it is only
when MC is rising that the firm will find its equilibrium output.

2. What is the relationship between AC and MC?

Ans. (i) When MC< AC, AC falls

(ii) When MC = AC, AC is constant and at its minimum point.

(iii) When MC > AC, AC rises.

3. Give the relationship between AVC and MC?

Ans. (i) When MC < AVC, AVC falls

(ii) When MC = AVC, AVC is at its minimum point
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(iii) When MC > AVC, AVC rises

(iv) MC increases at a faster rate as compared to AVC.

4. What is the relationship [between TC and MC?

Ans. (i) When TC raises at a diminishing rate, MC decreases.

(ii) When the rate of increase in TC stops diminishing, the MC is at its minimum point.

(iii) When the rate of increase in TC starts rising, the MC increases.

5. What is the relationship between TVC and MC?

Ans. Area under the MC curve = TVC,i.e. TVC=MC

6 MARKS QUESTIONS:

8.Explain the condition of a producer's equilibrium in terms of marginal cause and marginal revenue.Use diagram.

Ans:According to this approach,the producer is in equilibrium when the Marginal Revenue(MR) is equal to the
Marginal Cost (MC) and marginal cost curve cuts the marginal revenue curve from below.

Two conditions under this approach are:

(1)MC=MR

(2)MC curve must cut the MR curve from below. ( MC should be rising after equilibrium point.)

MR is the addition to total revenue from the sale of one more unit of output and MC is the addition to total cost for
increasing the production by one unit.the basic aim of every producer is to maximise the profit. for this,a firm
compares its MR with its MC.

As long as the additional to revenue is greater than the addition to cost.It is profitably for a firm to continue
producing more units of output.In the diagram,output is shown on X-axis
and revenue and cost on the Y-axis.The marginal cost curve is U shaped and
P=MR=AR.

MC=MR at two points W and E in the diagram but profit are maximised at
point E, corresponding to OQ level of output. between OQ1 And OQ1 level
of output ,MR exceeds MC.Therefore, firms will not stop at a point W,  but
will continue to take advantage of additional profit.Thus, equilibrium will be
at a point E where both the condition are satisfied.

HOT QUESTIONS:

1.What are the conditions of producer's equilibrium?

Ans:There are two approaches to analyse profits:

(1)Total Revenue and total cost approach;and

(2)Marginal revenue and marginal cost approach.

*Under TR-TC approach,a producer is in equilibrium at that level of output where the difference between total

revenue and total cost is the largest.In order to find equilibrium level of output,we calculate the difference between

TR And TC and see where profits are maximum and profits fall one more unit is produced.

*Under MR-MC approach,a producer is in equilibrium,(i.e., maximise profits)at that level of output where (1)

MR=MC and (2)MC is rising after the equality between MR and MC.
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Output(Units) Total revenue(Rs.) Total Cost(Rs.)
1 8 10
2 16 18
3 24 23
4 32 31
5 40 41

VALUE BASED QUESTIONS:

1.A firm has been operating in the market for a long time. Its profit have been falling considerably. The producer is

not able to decide whether to continue with the operation or exit in the industry .As a student of economics,suggest

him the way.

Ans:It is clear from the question that the price charged by the firm is less then the average cost incurred by it.The

firm has to ensure the following and accordingly the decision to leave or stay in the operation can be taken.

(1)if the firm is able t recover average variable cost fully and average fixed fixed cost partially,then it may stay in

the business and review its plan and policies to reduce the losses.

(2)If average variable cost is recovered and average fixed cost is not at all recovered,the firm should close down its

operation. it is a shut- down point for the firm.

1.Give the meaning of producer's equilibrium?

2.what is break- even point?

3.define profits?

QUESTION BANK

4.when does the producer earn maximum profit?

5.define producer's equilibrium.state its condition.

6.Explain briefly producer's equilibrium with the help of total revenue and total cost approach.use diagram.

7.Explain with the help of TR and TC data,how does a producer choose the maximum profit position?

UNSOLVED NUMERICALS

1.On the basis of information given below ,determine the level of output at which the producer will be

equilibrium.Use the marginal cost - marginal revenue approach.

output(Units) average revenue(Rs.) total cost(Rs.)
1 7 8
2 7 15
3 7 21
4 7 26
5 7 33
6 7 41

2.From the following schedule find out the level of output at which the producer is in equilibrium.Give reasons for
your answers.(Use total revenue and total cost approach).

output(Units)       Marginal revenue(Rs.) total cost(Rs.)
1 8 6
2 6 11
3 4 15
4 2 18
5 0 23

3..From the following information about a firm, find the firm's equilibrium output in the term of marginal cost and
Marginal Revenue.Give reasons.Also find profit at this output.
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Important Formulae

1. TC=TFC+TVC

Also, TC=AC x Q

And TC=TVC (MC) +TFC

2. FC= Value of TC when output is zero

FC=TC-VC

Also FC=AFC x Q

3. TVC=TC-TFC

Or TVC=MC or TVC=AVC x Q

4. AFC=TFC/Q or AFC=AC-AVC
5. AVC=TVC/Q or AVC=AC-AFC
6. AC or ATC=TC/Q or AC=AFC+AVC
7. MC=ATC/AQ or MC=TC-TC-1 or MC=TVC-TVC n-1

NOTE: TP=MP; TR=MR; TU=MU;

BUT

TCMC; TC=MC+FC; MC=VC

Key terms
SUPPLY

1. Supply: supply refers to quantity of a commodity that a firm is willing and able to offer for sale at a
given period of time.

2.Determinants of Supply:
(a) Prices of other goods: As resources have alternative uses, the quantity supplied of a commodity depends not
only on its price, but also on the prices of other commodities. Increase in the price of other goods makes them more
profitable in comparison to the given commodity. As a result, the firm shifts its limited resources from production
of the given commodity to production of the other goods. For example, increases in the price of other good (say,
wheat) will induce the farmer to use land for cultivation of wheat in place of the given commodity (say, rice).
(b) Prices of factors of production (inputs): Wheat the amount payable to factors of production and cost of inputs
increases, the cost of production also increases. This decreases the profitability. As a result, seller reduces the
supply of the commodity. On the other hand, decrease in prices of factors of production and subsequent rise in
profit margin.
(d) State of Technology: Technological changes influence the supply of a commodity. Advanced and improved
technology reduces the cost of production, which raises the profit margin. It induces the seller to increase the
supply. However, technological degradation or complex and outdated technology which increase the cost of
production and it will lead to decrease in supply.
(e) Government policy (Taxation Policy): Increase in taxes raises the cost of production and, thus, reduces the
supply, due to lower profit margin. On the other hand, tax concessions and subsidies increase the supply as they
make it more profitable for the firms to supply goods.
3. SUPPLY FUNCTION
Supply function shows the functional relationship between quantity supplied for a particular commodity and the
factors influencing it.
Individual Supply Function
Individual supply function refers to the functional relationship between supply and factors affecting the supply of
a commodity.
It is expressed as: Sx = f (Px, Po, Pf, St, T, and G)
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Sx = supply of the given commodity x;

Px = price of given commodity;

Po = price of other goods;

Pf = prices of factors of production;

T = taxation policy;

St = state of technology;

G = goals of the firm.

Market supply function

Market supply function refers to the functional relationship between market supply and factors affecting the
market supply of a commodity.

Market supply function is expressed as:

Sx = f (Px, Po, Pf, St, T, G, N, F, M)

Where,

Sx = market supply of given commodity x;

PX = price of the given commodity x;

Po = price of other goods;

Pf = prices of factors of production;

St = state of technology;

T = taxation policy;

G = goals of the market;

N = number of firms;

F = future expectations regarding Px.

4. SUPPLY SCHEDULE

Supply schedule is a tabular statement showing various quantities of a commodity being supplied at a various
levels of price, during a given period of time.
Individual supply schedule
Individual supply schedule refers to a tabular statement showing various quantities of a commodity that a
producer is willing to shell at various levels of price, during a given period of time.
Table

Price
(Rs.)

Qualified supplied if goods x (units)

1 5
2 10
3 15
4 20
5 25
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Market supply schedule

Market supply schedule refers to a tabular statement showing various quantities of a commodity that all the
producers are willing to sell at various levels of price, during a given period of time.

5. SUPPLY CURVE

Supply curve refers to a graphical representation of supply schedule.

6. Law of supply

Law of supply states the direct relationship between price and quantity supplied, keeping other factors constant
(ceteris paribus).

7. Movement along the supply curve (change in quantity supplied)

When quantity supplied of a commodity changes due to change in its own price, keeping other factors constant, it
is known as ‘change in quantity supplied’.

There can be either a downward movement or an upward movement along the same supply curve. Let us
understand the movement along the supply curve with the help of figure.

Price
(In Rs.)

Quantity
(in units)

20 100

25 150

Movement along the supply curve.

Q= quantity supplied (in units)

P= price (in Rs.)

Expansion in supply is shown by an upward movement from A to B. Quantity supplied rises from OQ to OQ1 due
to rise in price from OP to OP1.
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Price
(in

Rs.)

Quantity
(in units)

20 100

15 70

Contraction in supply is shown downward movement from A to C. Quantity supplied fails from OQ o OQ2 due
to fail in price from OP to OP2.

Upward movement: when price rises to OP1, quantity supplied also rises to OQ1, leading to an upward movement
from A to B along the same supply curve SS.

Downward movement: on the other hand, fall in price from OP to OP2, leads to decrease in quantity supplied from
OQ to OQ2, resulting in a downward movement from A to C along the same supply curve SS.

Expansion in supply

Expansion in supply refers to a rise in the quantity supplied due to increase in price of the commodity, other
factors remaining constant.

 It leads to an upward movement along the same curve.
 It is also known as ‘extension in supply’ or ‘increase in quantity supplied’.

Quantity supplied (in units)

Contraction in supply: Contraction in supply refers to a fall in the quantity supplied due to decrease in price of the
commodity, other factors remaining constant.

 It leads to a downward movement along the same supply curve.
 It is also known as ‘decrease in quantity supplied’.

Table
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8. SHIFT IN SUPPLY CURVE (CHANGE IN SUPPLY)

Supply curve is drawn to show the relationship between price and quantity
supplied of a commodity, assuming all other factors being constant.
However, other factors are bound to change sooner or later. A change in
one of ‘other factors’ shifts the supply curve.
Various reasons for shift in supply curve:
(i) Change in the price of other goods.
(ii) Change in the price of factors of production.
(iii) Change in the state of technology.
(iv) Change in taxation policy.
(v) Change in objectives of the firm.
(vi) Change in the number of firms.
(vii) Future expectations of change in price.

Market Supply Schedule

Price
(Rs. Per kg.)

Individual Supply Schedule
(kg. per month)

Market Supply Schedule
(kg.per month)
(A+B)

Firm A Firm B

3
2
1

12
8
6

13
6
5

25
14
11

SA and SB are individual supply curves.SS is the market supply curve which is obtained by horizontally
aggregating SA and SB at each level of price.
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An improvement in technology, When there occurs an improvement in production
technology used by the firms, the cost of production declines and consequently the
firms would supply more than before at the given  price, i.e., the supply would
increase implying that the supply curve would shift to the right.The diagram
illustrates the effect.

In the diagram, the supply curve of a good is shown by SS curve. With the improvement in technology,the quantity
supplied of the good rises from OQ to OQ1 at the same price OP.The supply curve shifts rightward to S1S1.

A rise in the price of inputs, When the price of inputs (i.e., wages of labour, price of raw materials and fuel etc.,)
goes up, the unit cost of production will rise. With the higher cost of production, less would be supplied than
before at the given price, i.e., supply would decrease implying that the supply curve would shift to the left. The
following diagram illustrates the effect:

In the diagram, the supply curve of a good is shown by SS curve. With the rise in the price of inputs, the quantity
supplied of the good decrease from OQ to OQ1 at the same price OP. The supply curve shifts leftward to S1S1.

A rise in the rate of excise duty. When the rate of excise tax is increased by the government, the unit cost of
production will rise. With the higher cost of production, less would be supplied than before at the given price, i.e.,
supply would decrease implying that the supply curve would shift to the left. The diagram illustrates in the above.

In the above diagram, the supply curve of a good is shown by SS curve. With the rise in the rate of excise duty, the
quantity supplied of the good decreases from OQ to OQ1 at the same price. The supply curve shifts leftward to
S1S1.

% Change in Quantity Supplied ∆Q / Q
Elasticity of Supply = =

% Change in Price ∆P / P

Types of Price Elasticity of Supply:

1.Perfectly elastic supply. When the supply of a commodity rises or falls to any extent,
without any change in its price, the supply of the commodity is said to be perfectly elastic.

The coefficient of price elasticity of supply in this case is infinity, i.e., es =∞.

2.Perfectly inelastic supply. When the supply of as commodity does not change as a result of
change in its price, the supply is said to be perfectly inelastic.It is also called zero elastic
supply. The coefficient of price elasticity in this case is zero, i.e., es=0.

3. Elastic supply(more than elastic supply). When the percentage change in quantity
supplied is more than the percentage change in price, then the supply is said to be elastic. In
this case coefficient of price elasticity of supply is greater than unity, i.e., es>1.

4. Inelastic supply.(Less than Unit elastic) When the percentage change in quantity
supplied is less than the percentage change in price,then the supply is said to be inelastic. In
this case, the coefficient of price elasticity of supply is less than the unity, i.e., es<1.

5. Unit elastic supply. When the percentage change in quantity supplied is equal to the percentage change in price,
then the supply is said to be unit elastic. In this case, the coefficient of price elasticity of supply is unity, i.e., es=1.
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Geometric method of measuring elasticity of supply: Under geometric method,the elasticity of supply is
measured at a point on the supply curve. To explain this method, let us draw three straight line supply curves.

To measure elasticity of supply at a pont, we extent the supply curves so that its meets the x-axis at point B in its
negative range, positive range and exactly at the point of origin. Elasticity of supply at a point (say A) is equal to
the horizontal segment BC divided by the quantity supplied at point A. Thus, es= BC/OC.

BC
In Fig.(i) es = > 1 [ BC > OC]

OC
BC

In Fig.(ii) es = <1 [ BC < OC]

OC
BC

In Fig.(iii) es  = = 1 [ BC = OC]

OC

Thus , it can be concluded that a straight line supply curve which intersects the x-axis in its negative range implies
es> 1. A straight line supply curve which intersects the x-axis in its positive range implies es< 1 and a straight line
supply curve passing the origin implies es=1 irrespective of how sleep or flat it is.

(i). es> 1, (ii) es< 1 , (iii) es=1.

1. Define Price elasticity of supply.
(OR)

ONE MARK Questions for Practice:

What does price elasticity of supply mean?
2. Draw a straight line supply curve with price elasticity less than one.
3. Draw a straight line supply curve with zero price elasticity.
4. Give the meaning of perfectly elastic supply and perfectly inelastic supply.
5 . When is the supply of a commodity said to be (i) elastic (ii) inelastic and (iii) unitary elastic?
6. Draw supply curves with price elasticity of supply throughout equal to (i) zero, (ii) one, (iii)infinity and (iv) less
than one.
7.What will be the price elasticity of supply at any point an a straight line curve if
(i) Supply curve intersects OX- axis in its negative range
(ii) Supply curve intersects OX-axis in its positive range
(iii) Supply curve passes through the origin.

3 /4 MARKS Numerical Questions:
1. At the market price of Rs. 10, a firm supplies 4 units of output. The market price increases to Rs.30. The price
elasticity of the firm’s supply is 1.25. What quantity will the firm supply at the new price?
2. A firm supplied 500 units of a commodity at a price of Rs.5 per unit. The price elasticity of supply is 2. At what
price will the firm supply 700 units?
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3. The price elasticity of supply of a commodity is 2. When its price falls from Rs. 10 to Rs.8 per unit, its quantity
supplied falls by 500 units. Calculate its quantity supplied at the reduced price.

Numerical Questions Solved:

1. Due to a 10 per cent fall in the price of a commodity, its quantity demanded rises from 400 units to 450 units.
Calculate its price elasticity of demand.

% change in quantity demanded

Ans. Ed =

% change in price

50/400 X100
= = 12.5/10 = (-)1.25 Ans. (-) 1.25

10%
2. Price elasticity of demand of a good is(-) 3. If the price rises from Rs.10 per unit to Rs.12 per unit, what is the
percentage change in demand?
Ans.  Given ed = (-) 3, p=10, p1= 12

Percentage change in prices =
p
X 100 = 2/10 X100= 20%.
P

% change in demand
ed =

% change in price

% change in demand
-3  =

20%
Ans., Percentage change in demand = 60%.

Unit –IV -Different Forms of Market Structure
And Price Determination

Forms of Market Structure

Concepts:

1. Market:Market refers to that area in which all the buyers and sellers of a commodity are, in close contact with

each other and the commodity is bought and sold.

2.Patent Right :-If any company/firm come up with new product or new technology to produce the existing

product. As a reward for risk and investment in research, Firm can apply to government for a patent i.e. the 1egal

right to use/produce that product/technology. This is called patent right.

3.Patent Life-Patent rights are valid only for a certain number of years. This period is called patent life.

4.Cartel:Sometimes firms maintain individual identity but join hands to exercise monopoly powers for the output

and pricing policy. This group of firms is called cartel.
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i.e. -OPEC (Organization of Petroleum Exporting Countries)

5.Selling Costs: Selling costs are those costs which are incurred by a firm to increase sales, like advertisement

costs, gifts, rebates on ex expenditure etc

Basis of determination of Market structure:

Market structure is determined by the following factors :-

i) Number of buyers and sellers of a commodity

ii) Competition among them

iii) Nature of commodity

Forms of Market

Perfect Monopoly Monopolistic Oligopoly

Competition Competition

Perfect Competition: A market environment where ( i).All firms in the market produce the same good and

(ii).buyers and sellers are price taker

Features :-

i) Very large number of buyers and sellers
ii) Homogeneous product
iii) Free entry and exist of firms.
iv) Perfect knowledge of market conditions
v) Uniform Price
vi) Mobility of factors of production
vii) Revenue curve -AR and MR straight line parallel to x-axis.

Under this market, market price is determined by the interaction of the forces of demand and supply. Firm

charges the price fixed by the industry i.e. each firm is a price taker and can't charge more because of the product

being homogeneous and buyers & sellers have perfect knowledge of market conditions. Therefore AR=MR=Price

Figure
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 Under perfect competition, the supply curve of a firm is only the rising portion of MC curve.

 A perfectly competitive firm maximizes its profit or attains equilibrium in short period when two conditions
are fulfilled.

i)    P = MC

ii) MC is rising Figure

MC

Cost E AR=P=MR

Revenue

O

Output

Monopoly :A market structure in which there is single seller and there are sufficient restriction to prevent any

other seller from entering the market.

Features :

i) Single Seller

ii) No close substitute

iii) Difficult to enter the market

iv) Price discrimination

v) Downward sloping demand curve (less elastic)

Y

Price

MR AR

O Output

Monopolistic Competition: is a market structure where there exist a very large number of sellers selling

differentiated but substitutable.
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Features :-

i) Large number of buyers and sellers.
ii) Product differentiation.
iii) Free entry & exit of firms in the long run.
iv) Selling costs
v)AR and MR curves are downward sloping (Greater elastic)
Y

Price

AR

MR

0       Output X

Oligopoly: Oligopoly is an industry comprising of few firms producing a bulk of the output. The firms are
interdependent on each other for taking price and output decisions. In short, Oligopoly is a market structure
characterized by a small number of firms mutually dependent for taking price and output decisions.
Classification :

(i)Perfect vs imperfect oligopoly :If the firms produce homogenous products, it is called perfect oligopoly or
pure oligopoly. Cement industry and Steel industry are two example.

If the firms produce differentiated products, it is called imperfect oligopoly or differentiated oligopoly.
Automobile industry is one example.

(ii)Non-collusive vs collusive oligopoly: If the oligopoly firms compete with each other, it is called non-
collusive oligopoly. If the firms cooperate with each other than compete in setting price and output, it is
called collusive oligopoly.
Revenue curves of the firms

ONE MARK QUESTIONS
1. Under which market from a firm is a price taker?
2. In which market from are the products homogeneous?
3. In which market from are average revenue and marginal revenue of a firm always equal?
4. In which market from there is product differentiation?
5. Draw average revenue curve of a firm under perfect competition?

3 /4 MARK QUESTIONS
1. What does a demand curve of firm show? Draw the demand curve under
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(i) Perfect competition
ii) Monopoly
iii) Monopolistic competition in a single diagram and compare them.

2. Explain the similarities between
i) Perfect competition and monopoly
ii) Perfect competition and monopolistic competition

3. Explain the dissimilarities between perfect competition and monopolistic competition.
4. Explain the similarities and dissimilarities between monopoly and monopolistic competition.
5. Comment on the shape of the MR curve in case the TR curve is a

(i) Positively sloped straight line
(ii) Horizontal straight line

*6. Will the monopolist firm continue to produce in the short run if a loss is incurred at the best short run
level of output.

*7. Explain why the demand curve facing a firm under monopolistic competition is negatively sloped.
*11. What are the main varieties of imperfect competition? In which category would you place?

(i) Maruti motors
(ii) Your local restaurant
(iii) Microsoft
(iv) Your college or university

*12. Explain which of the following statement is false? For each write the correct statement.
(a) A monopolist maximizes profits when MC = P .
(b) The higher the price elasticity, the higher is a monopolist’s price above its MC
(c) Monopolist ignores the marginal principle.

*13. Explain why each of the following statements about profit maximizing competitive firms is incorrect.
Restate each one correctly.

(a) A competitive firm will produce output up to the point where price = AVC.
(b) A firm’s shut down point comes where price is less than minimum average cost
(c) A firm’s supply curve depends upon its marginal cost. Any other cost concept is irrelevant for
supply decisions.
(d) The P=MC rule for the competitive industries holds for upwards slopping, horizontal and
downward stopping MC curve.
(e) The competitive firm sets price equal to marginal cost.

*14 The market demand curve for a commodity and the total cost for a monopoly firm producing the
commodity is given by the schedules below. Use the information to calculate the following:

Quantity 0 1 2 3 4 5 6 7 8

Price 52 44 37 31 26 22 19 16 13

Quantity 0 1 2 3 4 5 6 7 8

Total Cost 10 60 90 100 102 105 109 115 125

(i) The MR and MC schedules.
(ii) The quantities for which MR and MC are equal.
(iii) The equilibrium quantity of output and the equilibrium price of the commodity.
(iv) The total revenue, total cost and total profit in equilibrium.
*15 Interpret this dialogue:

(i) How can competitive profits be zero in the long run? Who will work for nothing?
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(ii) It is only excess profits that are wiped out by competition. Owners get a normal profit in
competition in the long run equilibrium-”No more, No less.”

16 Suppose the price at which equilibrium is attained is above the minimum average cost of
the firms constituting the market. Now if you allow for free entry and exit of firms, how
will the market price adjust to it?

17.At what level of price do the farms in a perfectly competitive market supply when free entry and exit is
allowed in the market? How is equilibrium quantity determined in such a market?
18.How is the equilibrium number of firms determined in a market where entry exit is permitted?
19. Define oligopoly.Explain one feature which is exclusive to the oligopoly market.
20.State four features of oligopoly.
21.State three main features of a monopoly market. Describe any one.
22.State any three main features of monopolistic competition. Describe any one.
23.State clearly any three features of a perfectly competitive market?
24.Why is average revenue curve of a firm under perfect competition .Parallel to X-axis. and negatively slopped
under monopoly?
25. Draw average revenue curve of a firm under (i) monopoly and (ii) perfect competition. Explain the
differences in theses curves, if any?
26.Why is average revenue curve of a monopolist less elastic than the average revenue curve of a firm under
monopolistic competition?
27.Explain the features ‘large number of buyers and sellers ‘of a perfectly competitive market.
28.Explain the feature ‘differentiated products’ of a market with monopolistic competition.

Price determination under perfect competition:
Basic concepts:
1.Equilibrium -It means the state of balance or position of rest.
2.Market Equilibrium :- It is defined by the equality between quantity demanded "and quantity supplied. In other
words, the situation of zero excess demand and zero excess supply defines market equilibrium.
3.Excess demand: excess demand refers to a situation where quantity demanded exceeds quantity supply .
4.Excess supply: refers to a situation where quantity supplied exceeds quantity demanded
5.Equilibrium Price-It is the price at where quantity demanded and quantity supplied are equal.

Price Demand Supply Trend

25 200 1000 Excess Supply

20 400 800 Excess Supply

15 600 600 Equilibrium

10 800 400 Excess Demand

5 1000 200 Excess Demand

Fig. I
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What happens when demand and supply curve don't intersect each other?
A situation may arise when demand curve and supply curve do not intersect with each other at any positive
quantity. This means the product in question will not be produced in the economy. The industry is not
economically viable.
Demand curve lies below supply curve which indicates that there is no demand for the product because the price
is too high for the consumers. As a result, the product will not be produced.

Effect of shifts in Demand And Supply on Equilibrium Price

a) Effect of change in demand on same supply curve.

 Increase in demand, Supply remaining constant

Result : Increase in Price and Quantity.

Fig iii

Decrease in demand, Supply remaining the same.

Fig.iv

Result : Decrease in Price & Quantity.

b) Effect of change in Supply on same demand curve.

Increase in supply, demand remaining constant.

Fig.v
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Result: Decrease in price and increase in quantity.

Decrease in supply, demand remaining same.

Fig. vi

Result : Increase in price and decrease in quantity.

Simultaneous change in demand and supply.

Decrease in supply and demand proportionately.

Fig vii

Result : Price remains same and decrease in quantity.

Increase in supply and demand in the same proportion.

Fig. viii
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Result : Price remains same and increase in QD and QS.

Case 3: when increase in supply is by a higher proportion as compared to the increase in demand the

equilibrium price falls from OP to OP1.

Case 4. when increase in supply is by a smaller proportion as compared to the increase in demand, the

equilibrium price increases from OP to OP1.

Sources of Demand Shifts :
The market demand curve can shift because of
i) Change in income.
ii) Change in the price of related goods.
iii) Change in tastes
iv)Change in market size
Sources of Supply Shifts
i) Technological progress
ii) Change in input prices
iii)Change in excise taxes
iv) Increase in the price of substitute goods in production
v) Number of firms
vi) Other factors like weather, natural disasters such as cyclones, floods etc.

1. Define Market
ONE MARK QUESTION WITH ANSWER

Ans- Market may be defined as the entire area in which buyers and sellers are in contact with each other for
the purchase and sale of the commodity.

2. Define perfect competition?
Ans- Perfect competition is a form of the Market in which large number of buyers and sellers, selling
homogeneous products at a uniform price
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3. Define Monopoly
Ans- Monopoly refers to a Market situation in which there is a single seller and there are no close substitutes
of the commodity

4. Under which Market form, a firm is a price Maker?
Ans -Under Monopoly

5. In which Market form a firm faces a perfectly elastic demand curve?
Ans- Under perfect competition Market, a firm faces perfectly elastic demand curve as shown below.

Y

AR=MR

AR/MR

0

Output X

6. What is the shape of average revenue curve in Monopoly ?
Ans- AR curve under Monopoly is downward sloping.

7. What is price discrimination?
Ans- Selling the same goods at different prices to different buyers isknown as price discrimination

8. In which market form is there product differentiation ?
Ans-Under Monopolistic competition

9. In which market Form the goods are sold at uniform price ?
Ans- Under perfect competition.

10. Give an example of Monopoly ?
Ans- Railways

11. State the various ways in which a monopoly market structure may rise?
Ans- I) Grant of patent rights II) Licensing by Government III) Forming a Cartel

12. The firms are earning abnormal profits. Will the number of firms in the industry change?
Ans- If firms are getting abnormal profit new firms will enter in the industry.

13. If firms are making abnormal losses will the number of firms in the industry change?
Ans- When firms are suffering losses, the number of firms in the industry will decrease as some firms may
exit from the industry.

3 /4 MARK QUESTION WITH ANSWER
1. Write three features of perfect competition.

Ans- A) Large number of buyers and sellers

B) Freedom Entry and exit of Firms

C) Homogeneous products

2. Explain any three features of Monopoly.
Ans- A) A Single seller.

B) No close substitutes of the product.

C) No freedom of entry of new firm.
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3. Which features of monopolistic competition are monopolistic in nature?
Ans- i) Product differentiation ii) Control over price iii) Downward sloping demand curve

4. Explain briefly why a firm under perfect competition is a price taker not a price maker?
Ans- A firm under perfect competition is a price taker not a price maker because the price is determined by
the market forces of demand of supply. This price is known as equilibrium price. All the firms in the industry
have to sell their outputs at this equilibrium price. The reason is that, number of firms under perfect
competition is so large. So no firm can influence the price by its supply. All firms produce homogeneous
product.

5. What are the reasons which give emergence to the monopoly market?
Ans- The main reasons are as under-
i) Patent Rights- Patent rights are the authority given by the government to a particular firm to produce a
particular product for a specific time period.
ii) Formation of Cartel- Cartel refers to a collective decision taken by a group of firms to avoid outside
competition and securing monopoly right.
iii) Government licensing- Government provides the license to a particular firm to produce a particular
commodity exclusively

6. Why is demand curve facing a monopolistic competition firm likely to be more elastic?
Ans- In monopolistic competition market the demand curve of a firm is likely to be more elastic, the reason
behind this is that all the firm in the industry produce close substitute of each other. If close substitute of
any good is available in the market then elasticity of demand is very high because whenever there is a hike in
price the consumer will shift to its substitutes. That is why a firm‘s demand curve under monopolistic
competition is more elastic.

7. Explain how the efficiency may increase if two firms merge.
Ans-When two firms merge then there combined efforts and efficiency brings more output to the firm.
Increase in the sale of output and economies of scale can be availed. It leads to division of labour and can get
advantage of the specialization. Use of better and advanced technology saves the cost of production.

8. Explain the implication of the feature product differentiation under Monopolistic competition.
Ans- Product differentiation is a distinct feature of monopolistic market. It means that buyers differentiate
between the products produced by different firms. Therefore, they are willing to pay different prices for the
products of different firms. Different groups of buyers prefer products of different firms. This gives an
individual firm some monopoly power, i.e. power to influence the demand for its product by changing price.

9. Explain the implication of the feature freedom of entry & exit of firms under perfect competition.
Ans- Free entry and exit of firms: It means that there is no barrier for entry and exit of firms in the industry.
This freedom ensures that firms earn just the normal profits in the long run. If the existing firms earn above-
normal profits, new firms enter in the industry,raise supply, which brings down the price. The profits fall till
each firm is once again earning only the normal profits.

If the existing firms are having losses, the firms start leaving, supply falls and price goes up. The price
continues to rise till the losses are wiped out and firms are just earning normal profits.

Price determination under perfect competition

Under perfect completion price of commodity is determined by demand and supply of a commodity in an
industry.
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e

Equilibrium priceis the price at which demand and supply of commodity are equal.

The market equilibrium is determined by equality between quantity demanded and quantity supply.

It means at equilibrium point- Quantity demanded = Quantity supplied

The price determined at equilibrium point is called equilibrium price.

The price has a tendency to persist. If at a price , market demand is not equal to market supply there will be
either excess demand or excess supply and the price will have tendency to change until it reach a point where
demand and supply are equal.

Explanation – We can show it with the help of demand-supply schedule and curve

Price
(₹)

Market demand
(Units)

Market supply
(Units)

Remark

1 1000 200 Excess demand
2 800 400
3 600 600 Market Equilibrium
4 400 800 Excess supply
5 200 1000

Y

Pri 5 D S
Excess

4
E

3

2

1 Excess demand
S D

O 200 400 600 800
X

1000

Quantity

In the above schedule and diagram market equilibrium is established at a price of ₹ 3 per unit, because
at this price both the market demand and market supply are equal.

Suppose a price is less than the equilibrium price and if it is ₹ 2 per unit. At this price market demand is greater
than market supply. It is called an excess demand situation. In this case the buyers will not be able to buy all what
they want to buy. The pressure of excess demand will push the market price up. This will have two effects.
Extension of supply and contraction of demand. The tendency of supply going up and demand going down will
continue till market supply becomes equal.This is achieved at price ₹ 3 per unit. The equilibrium is restored and
vice versa.

Q- How an increase in demand of a commodity affect the equilibrium price? Explain
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pplied are equal at point E1. So E1 is new equilibriill quese ch ntity demanQ

Ans- When demand of commodity increases it lead to excess demand situation at equilibrium point. So
competition among the buyers’ increase. Hence price of commodity increases.

We can explain it with the help of diagram as follows

Y
D

n the diagram, demand and supply of good are
equal at point E. So E is equilibrium point. At this
point OP is equilibrium price and OQ is
equilibrium quantity. When demand increases,

Price
D

S demand curve shifts to right i.e. D1 D1, then at OP

E1

P E F

S

price there is EF excess demand. This results
competition among buyers which will raise the
price. Due to increase in price there will be
contraction of demand and extension of supply.
This reduces the gap between quantity demanded

D and quantity supplied.
D

X
O Q Q Q Quantity

These changes will continue till we reach the new equilibrium point E1 where quantity demanded is equal to
quantity supplied.

Now OP1 is new equilibrium price. Since new equilibrium price [OP1] is higher than the old equilibrium price [OP]
which shows that equilibrium price has increased.

Q- How an increases in supply of a commodity affect the equilibrium price? Explain

Ans- An increase in supply of a commodity results in a rightward shift of supply curve as shown by dotted supply
curve in the diagram which lead to decrease in price It can be explain by diagram as follow -

We can explain it with the help of following diagram:

Y

Price D

equal at point E. So E is equilibrium point. At
this point OP is equilibrium price and OQ is

S new supply curve S1S1 shifts to right, it shows

S This excess supply results competition among

P
E E2

P

D
S S

1 E1

the sellers leading to fall in the price.

A fall in price results in rise in quantity
demanded (a downward movement along the
new demand   curve) and   fall   in quantity
supplied (a downward movement along new

X supply curve).
Th O anges continue Q a Q1

ded and su um point
2

and OP1is new equilibriumprice. Quantity
Since OP1< OP which shows that equilibrium price has decreased.
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Q Q1

E E1

E1

E

Q.1. When will equilibrium price not change even if demand and supply increase?
Ans: - When proportionate increase in demand is just equal to proportionate increase in supply. Equilibrium price
will not change. It can be shown in the following diagrams.

Price D D′ S S′

′

P

O

In the above diagram increase in demand is just equal to increase in supply. Demand curve shift from D to
D1 and supply curve shift from S to S1 which intersect at point E. Thus equilibrium price remain unchanged at OP
though equilibrium quantity increased from OQ to OQ1.

Q.2 . How does increase in price of substitute goods in consumption affect the equilibrium price of a good?
Explain with a diagram.
Ans:- An increase in price of substitute goods (coke) will cause increase in demand for its related goods (Pepsi) .
The demand curve for Pepsi will shift to the right side. The supply curve of Pepsi remains the same. It will lead to
an increase in equilibrium price of Pepsi and increase in quantity also.

Price D D′ S

P1

p

O Q       Q1

Result: Price increases from OP to OP1.Quantity demand increases from OQ to OQ1

Q.3. How does the equilibrium price of a normal commodity change when income of its buyers rises?
Explain the chain effects.
Ans:-

se the price.

Note: the diagram of Q. 2 should be used to explain this answer.
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1

Q Q1

E

E

E E′

Q Q1

E E1

Q.4. Equilibrium price may or may not change with shifts in both demand and supply curve. Comment.
Ans:- There can be 3 situations of a simultaneous right wards shift of supply curves and demand curves.
i) When demand increases more than supply price and quantity both will increase.

Price D D′ S S′

P 1

P

O

When increase in demand is more than increase in supply price increases from OP to OP1. Quantity increases
from OM to OM1. Increase in price is less than increase in quantity.

ii) When demand increases less than supply, price will fall but quantity will rise.

Price D D′ S S′

P

P1 O Q Q1

When supply increases more than demand price falls from OP to OP1 and quantity demand increases from OM to
OM1.

iii) When demand and supply increases equally then equilibrium price remain same.

Price D D′ S S′

P

O

When increase in demand is equal to increase in supply price remains unchanged at OP. Quantity exchanged
increases from OQ to OQ1.

Q.5.what will be the effect on the equilibrium price of a good when:
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1

O Q1   Q

E1

E

O Q Q1

E1

E

a. price of related goods increases

b. govt. increases per unit tax on the good

c. factor prices increases

d. number of firms decreases

ans: in all above cases the supply of the concerned good will decrease due to which the supply curve will shift
towards left and the equilibrium price will increase.

Price D S′ S

P

Result: Price increases from OP to OP1.Quantity decreases from OQ to OQ1

Q.6.what will be the effect on the equilibrium price of a good when:

a. price of related goods decreases

b. govt. decreases per unit tax on the good

c. factor prices decreases

d. number of firms increases

ans: in all above cases the supply of the concerned good will increase due to which the supply curve will shift
towards right and the equilibrium price will decrease.

Price D S S′

P

P

Result: Price decreases from OP to OP1.Quantity increases from OQ to OQ1

Q.7.what will be the effect on the equilibrium price of a good when:

a. price of substitute goods increases

b. income of the consumer increases
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1 E1

E

1

Q Q1

E

E1

c. price of complementary goods decreases
ans: in all above cases the demand for the concerned good will increase due to which the demand curve will shift
towards right and the equilibrium price will increase.

Price D D′ S

P ₁

P

O Q Q1Quantity

Q.8.what will be the effect on the equilibrium price of a good when:

a. price of substitute goods decreases
b. income of the consumer decreases
c. price of complementary goods increases
ans: in all above cases the demand for the concerned good will decrease due to which the demand curve will shift
towards left and the equilibrium price will increase.

Price D1 D S

P

O

Economic viability of an Industry?

Ans- Economic viability of an industry refers to the situation when demand and supply curves of the industry
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meet at some positive level of output. But if demand curve and supply curve do not intersect each other at any
positive quantity, the industry is economically non-viable.

Short questions for Low Achievers (1 mark)
1. Define Market Equilibrium?

Ans- Market equilibrium refers to a situation where quantity demanded
and quantity supplied are equal.
2. What is Equilibrium Price?

Ans- Equilibrium Price is the price at which quantity demanded is equalto quantity supplied.
3. Give the meaning of Excess demand for a product?

Ans- When at a given price, the quantity demanded of a product exceeds its quantity supplied, there is
excess demand for a product.
4. Give the meaning of excess supply of the product ?

Ans-When at a given price, the quantity supplied of a product exceeds its quantity demanded, there is
excess supply for a product

5. Give one example each of direct intervention and indirect intervention of the Government in the Market
Mechanism ?
Ans-Direct Intervention:- Price control ( Fixing price below equilibriumprice)

Indirect Intervention: - Imposing taxes and giving subsidies.
Practice Questions

Very Short Answer Questions:
1. How many firms are there in a monopoly market?
2. Define Monopolistic competition?
3. Define Monopoly.
4. What is the profit maximizing condition of a competitive firm in the long run?
5. Name the three forms of imperfectly competitive market.
6. What is a cartel?
7. What is the relationship between the AR curve & demand curve in a monopoly market?
8. What is the shape of AR & MR curve under monopoly?
9. What are selling cost/persuasive cost?
10. Under which market form, a firm is a price taker?
11. Under which market form, the firm is a price maker?
12. In which market form are the products homogenous?
13. What is meant by normal profit?
14. What is meant by abnormal loss?
15. What is meant by abnormal profit?
16. What is breakeven price?
17. In which market form are average revenue and marginal revenue of a firm always equal?
18. What is the profit maximizing condition of a competitive firm in the long run?
19. What is the relationship between price& MC at the monopoly equilibrium?
Short Questions Carrying 3-4 Marks:
1. Distinguish between perfect competition & monopoly.
2. Distinguish between perfect competition & monopolistic competition.
3. Distinguish between monopolistic competition & monopoly.
4. How is a homogenous product different from heterogeneous product?
5. Identify the market forms for the two sellers of goods A & B, given the following information. Give

reasons for your answers:

Output sold Price of A (Rs) Price of B (Rs)
(Units)

10 46
20 45
30 44

6. Define monopoly & state the main features.
7. Define monopolistic competition. Can a seller in such a market influence the price? Explain.
8. Explain the condition of perfect competition. Why is the demand curve facing a firm under perfect

competition perfectly elastic?
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9. How is price of a good determined in a perfectly competitive market? Explain, use diagram.
10. Explain the features “differentiated products” of a market with monopolistic competition.
11. Why is the AR curve of a firm under perfect competition parallel to X-axis & negatively sloped under

monopoly?
12. Distinguish between perfect competition & pure competition.
13. What are the causes of existence of monopoly? Discuss.

Long Questions Carrying6 marks:
1. Explain the features of perfectly competitive market.
2. Explain the features of monopoly.
3. Explain the features of monopolistic competition.
4. What is monopoly? Give its main features. Also draw the AR & MR curves facing a monopolist firm.
5. Explain briefly the conditions that are necessary for perfect competition.
6. How is a seller under perfect competition a price taker? What is the relevance of the characteristics

that there are large numbers of sellers in the context?
7. Under perfect competition, the seller is a price taker, under monopoly, he is a price maker. Explain.
8. Define a market. Explain briefly the four bases on which different markets are defined.

Very Short Answer Questions Carrying 1 Mark:
1. Define the term equilibrium.
2. What is equilibrium price?
3. How does a favourable change in taste affect the market price and the quantity exchanged?
4. How does a cost –saving technological progress affect the market price and the quantity exchanged?
5. How does an increase in the price of a substitute goods in consumption affect the equilibrium

price?
6. How will the price of a car be affected, if new discoveries of oil reduces the price of petrol?
7. How does an increase pin excise tax rate affect the market price and the quantity exchanged?
8. When profit is realized by a firm under competition market?
9. When profit is earned by the monopolist in the long run?
10. Define price discrimination.

Short Questions carrying 3 Marks:
1. How is equilibrium price of a commodity affected by charges in its supply?
2. How will the equilibrium price & quantity be affected, if supply curve shifts downward, which

demand curve remains constant?
3. Changes in both demand and supply of a commodity may a may not affected its equilibrium price.

Explain.
4. Is it demand or supply which is more active in determining price? Explain.
5. What can be the effect of a decrease in both the market demand & market supply of a commodity

on its price? Explain.
6. “Favorable change in taste affects the market price & quantity exchanged”. Comment.
7. What can be the effect of an increase in both the market demand and market supply of a

commodity on its price? Explain.
8. “Cost saving technological progress affects the market price and quantity exchanged”. Do you

agree?
9. Explain the effect of increase in demand over equilibrium price & output.
10. Explain the effect of decrease in supply over equilibrium price & output.
11. Explain the effect of decrease in demand over equilibrium price & output.
12. Explain the effect of increase in supply over equilibrium price & output.

Long Answer Type Questions:
1. Define equilibrium price with the help of diagrams. Show the effect of shift in the supply on the

equilibrium price of the commodity when:
a) Demand remains unchanged.
b) Demand also changes.

2. Show with the help of diagram the effect of change in demand on the equilibrium price of a
commodity when:

a) The supply remains unchanged.
b) When supply decreases.

3. “At a given price of a commodity, there is excess demand”. Is this price an equilibrium price? If not,
how will the equilibrium price be reached? Use Diagram.
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8 Price (Rs) 9 Demand (Units) 10 Supply (Units)
11 5 12 100 13 500
14 4 15 200 16 400
17 3 18 300 19 300
20 2 21 400 22 200

4. If at a given price of a commodity, there is excess supply, how will the equilibrium price be
reached? Explain with the help of a diagram.

5. What is the effect of simultaneous change in demand & supply over equilibrium price & output?
Explain, use diagram.

6. What is the effect of simultaneous change in demand & supply in opposite direction over
equilibrium price & output? Explain.

7. What is the effect of the following over equilibrium price & output:
a) Change in income.
b) Change in market size.
c) Change in excise tax rate.
d) Change in input prices.
e) Change in price of related goods.

ONE MARK QUESTIONS
1. How are equilibrium price and quantity affected when income of the consumers

(a) (a) Increase (b) decrease?
2. using supply and demand curves, show how an increase in the price of shoes

(a) affects the price of a pair of socks and the number of pairs of socks bought and sold.
3. How will a change in the price of coffee affect the equilibrium price of tea

Explain the effect on equilibrium quantity also through a diagram.
4. How do the equilibrium price and quantity of a commodity change when price of input used in its

production changes?
5. If the price of substitute (Y) of good X increases, what impact does it have on the equilibrium price and

quantity of good x?
6. Compare the effect of shift in demand curve on the equilibrium when the number of firms in the market

is fixed with the situation when entry- exit is permitted?
7. Explain through a diagram the effect of a right shift of both the demand and supply curve on equilibrium

price and quantity?
8. Can you think of any commodity on which price ceiling is imposed in India? What may be the

consequence of price – ceiling?
9. Identity the market forms on basis of the following data

10. Output sold
(units)

11. Price of X (Rs) 12. Price of Y (Rs)

13. 100 14. 8 15. 10
16. 150 17. 9 18. 10
19. 200 20. 10 21. 10

10. Identify the equilibrium price and quantity

*11. Explain why the price in competitive markets settles down at the equilibrium intersection of supply and
demand .explain what happen if the market starts out too high or too low.

*12. The following are four laws of supply and demand. Fill in the blanks. Demonstrate each law with a supply
and demand diagram.

(a) An increase in demand generally raises price and raises quantity demanded.
(b) A decrease in demand generally price and quantity demanded.
(c) An increase in supply generally lowers price and raises quantity demanded.
(d) A decrease in supply generally price and quantity demanded.

*28. For each of the following, explain whether quantity demanded changes because of a demand shift or a
price change, and draw a diagram to illustrate your answer:

(a) as a result of decrease military spending , the price of army boots fall.
(b) Chicken meat prices fell after the spread of bird flue in poultry farms.
(c) An increase in taxes lowers the consumption.
(d) After the spread of epidemic causing huge loss of mankind, wages increased.
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*Q.29

Examine the graph for the price of oil in the figure. Then using demand and supply diagram, illustrate the

impact of each of the following on price and quantity demanded.

(a)Improvement in transportation lowers the cost of importing oil into the country.

(b)After the 1973 war , oil producers cut oil production sharply.

( c) After 1991 , due to implementation of new economic policy of the oil imports increased in the

country.

( d) A global economic recovering in 1999-2000 led to a sharp upturn in oil prices.

*30. Examine the figure below. Does the price –quantity relationship look more like a supply curve or a

demand curve?

Figure:- Declining computer prices have an explosive growth in computers. Assuming that the demand curve was

unchanged over this period, trace a supply curves for 1972 and 2000 that would have generated the pairs for

these years. Explain what forces might have led to the shift in supply curves.

*31. From the following data, plot the supply and demand curves and determine the equilibrium price and

quantity.:-
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Price Q-D Q-S
10 2 20
9 4 12
8 6 10
7 8 8
6 10 6
5 12 4
2 20 2

What would happen if the demand tripled at each price? What would occur if the price were initially set at Rs8?

Hint

Price Q-D Q-S New Q -D
10 2 20 6
9 4 12 12
8 6 10 18
7 8 8 24
6 10 6 30
5 12 4 36
2 20 2 60

New equilibrium prices Rs 9.

CBSE EXAMINATION QUESTIONS
1. What is meant by equilibrium price?
2. Explain the chain of effects on demand, supply and price of a commodity caused by a leftward shift of

its demand curve. Use diagram
3. Explain the changes that take place when at a given price of a commodity there is excess supply of it.

Use diagram
4. A product market is in equilibrium. Suppose the demand for the product decreases. What changes

will take place in the market? Use diagram
5. If at a given price of a commodity, there is excess demand how will the equilibrium price be reached?
6. Explain with the help of diagram the effect of a rightward shift of supply curve of commodity on its

equilibrium price and quantity.
7. If at a given price of commodity there is excess supply, how will the equilibrium price be reached?

Explain with the help of diagram.
8. Explain the effect of a leftwards shift of demand curve of a commodity on its equilibrium price and

quantity, with the help of diagram.
9. Explain with the help of a diagram the effect of a leftward shift of the supply curve of a commodity on

its equilibrium price and quantity.
10. At a given price of a commodity, there is excess supply. What changes is establish the equilibrium

price? Explain with the help of diagram.
11. How is equilibrium price and equilibrium quantity of a normal commodity affected by an increase of

its buyers? Explain with the help of diagram.
12. How will an increase in the income of the buyers of an ‘inferior good’ affect its equilibrium price

equilibrium quantity? Explain with the help of diagram.
13. Explain the process of price determination under perfect competition with the help of a schedule and

a diagram.
14. When will (a) simultaneous increase and) simultaneous decrease in both demand and supply not

effect the equilibrium price? Explain with the help of diagram.
15. Why must the quantity demanded and quantity supplied of a commodity be equal at its

equilibriumprice? Explain.
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Unit 5-- Simple applications of tools of demand and supply curve.

The theory of supply and demand can be used to answer a wide range of practical questions. When a new tax is

put on petrol, do drivers bear the burden of tax or does it falls on the companies? Or it is shifted on consumers?

Does raising the minimum wage helps workers or hurt them ?When an airline lowers the price of its ticket , will

the number of passengers increase so much that total revenue actually raises?

In order to turn supply and demand into a truly useful tool, we need to know how much supply

and demand responds to changes in price. Some purchases like those for vacation travel are very sensitive to

price changes others, like food or electricity, are necessasities for which consumer purchases responds very little

to price changes. The quantitative relationship between price and quantity purchased is analysed using the

critical concepts of elasticity of demand and supply. The application of this concept will be, when we examine the

microeconomic impacts of taxes and other type of government intervention.

The Paradox of Bumper Harvest

We can use the analysis to illustrate one of the most famous paradox of the bumper harvest. Imagine

that in a particular year nature smiles on farming. Timely and sufficient rainfall in India allows a record crop to

come to market .But bumper crop have lowered the income of the farmers Due to increase in supply , less elastic

demand of farm products , price falls income of farmers fall in such a situation government intervenes by

adapted policy of minimum price ceiling:

Government fixes the price above the equilibrium price.

Policy of Minimum Price ceiling ( Price floor)

Fig. 5.1
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Quantity demand & supplied

In this situation, there is surplus (the excess supply). The producers are not able to sell whole product.

Government purchases this product through procurement policy.

Policy of maximum price ceiling:

Price control policy means government fixes price below the equilibrium price. In this situation demand exceeds

supply .Government adopts rationing to control this situation.

The excess demand is met by selling the amount of product through ration shops which are also called fair price

shops.
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Fig. 5.2.

Diagrammatic Explanation
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PART –B MACRO ECONOMICS

NATIONAL INCOME AGGREGATE

National Income and Related Agreements

Basic concepts:
Micro Economics: It explains the behavior of an individual unit of an economy. E.g. a consumer, a
firm, an industry, a market.
Macro Economics: deals with the economy as a whole with respect to output, income ,the general price
level, foreign trade, unemployment, and other economic aggregates.
A Production Unit: means the owners of factors of production joining hands by forming a unit with the
objective of producing a good or a service.
Factor Owners: It respects to the individual owners of four factors of production- land, labour, capital
and entrepreneurship.
Factor income: refers to the income created in production units as a joint effort of factor owners.
Leakages: In the process circular flow of income, firms and households save a part of their income, this
is called Leakages.
Injection: when firms borrow for investment in plant and equipment etc. it increases production
capacity and is called injections.
National Income Accounts: It is the systematic statistical record of the money value of goods and services
produced by various producing sectors of an economy. It also shows distribution of national income among the
various factors of production as well as final consumption expenditure incurred. The estimation of national
income accounts is based on double entry system of accounting.
Functions of national income Account~ :- It has the following two main functions.
1. It shows the special economic achievements of the country.
2. Provides basis for the critical evaluation and appraisal of the economic policies.
Uses of national income accounting :-
1. It shows the distribution of national income among various factors of production.
2. Provides information about the contribution of various sectors to national income.
3. It provides information about the changes in the structure of an economy.
4. It helps in the appraisal of strength and weaknesses of an economy.
5. It provides information about the changes taking place in standard of living, distribution of income and
structural changes in national income.
6. It enables to compare the national income of one country with other countries of the world.
Circular flow of National Income: It is a pictorial illustration of interdependency between the major

sectors of the economy
Two -Sector Economy
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Factor Services Factor Market

Factor payment

Household
Firm

Goods and Service

Payment of Goods & services

Product Market

Circular Flow of Income in a Two Sector Economy

1. The circular flow in a two sector economy will keep on flowing without end as there is no leakage from and
injection in the income stream.
2. Whatever is produced by firms is consumed by the household sector.
3. Factor payments by firms are equal to factor income of household sector.
4. Whatever is the factor income of the household sector is spent on consumption.

I mark questions and answers
1.Define Macro economics?
Macro economics –It is the study of aggregates covering the entire economy such as national income, full
employment, aggregate demand, general price level etc.
2. Define Production.
Production is the process of converting inputs into outputs or value added to the raw materials.
3 .Define consumption. The process of using up utility of goods and services for direct satisfaction of individual or
collective human wants is called Consumption.
4. Define Capital Formation.
Excess of production over Consumption is called investment.
5.Define Good.
In economics, a good is defined as any physical object, natural or manmade, or service rendered, that could
command a price in the market.
6. Define Consumption Goods.
Goods purchased or even produced, for satisfaction of wants are called consumption goods.eg.washing
machines, TV etc.
7. Define Capital Goods.
Goods capable of being used for producing other goods are called Capital goods. Eg car machinery etc
8. Define final goods.
Goods and services purchased, or own produced, for the purpose of consumption and investment are final goods.
9 .Define Intermediate goods.
Intermediate goods refer to those goods and services which are purchased during the year by one production
unit from other production unit and completely used up, or resold, during the same year.
10. Define Stocks
Variables whose magnitude is measured at a particular point of time are called stock variables.
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11 Define Flow.
Variables whose magnitude is measured over a period of time are called flow variables.
12. Define Gross investment
Total addition of capital goods to the existing stock of capital during a time period is gross investment.
13. Define Depreciation
It refers to the fall in the value of fixed capital goods due to normal wear and tear.
14.Define Net Investment.
Net Investment is a measure of the net availability of new capital after taking into account the wear and tear and
foreseen obsolescence of the existing capital.
15. Define economic territory.
Economic territory is that geographic territory administered by a government within which persons, goods and
capital circulate freely.
16.Define resident.
A resident , whether a person or an institution, is one whose centre of economic interest lies in the economic
territory of the country in which he lives or is located.
17.Define GDP at market price
GDP mp is the value of contribution by all the production units located within the economic territory of a country,
undiminished by consumption of fixed capital and indirect tax and without adding subsidies.
18.Define NDP at mp
NDPmp =GDP at mp-Depreciation.
19. Define NDP at FC
NDPfc=NDP mp-Indirect tax+subsidies
20. Define National Aggregate.
A National aggregate is a measure of the contribution of residents of a country to production both inside and
outside the economic territory of the country.
21. Distinguish between i)gross and net:ii)market price and factor cost ;iii)domestic and national
Gross-consumption of fixed capital=Net
Net +consumption of fixed capital=Gross
Market price-Net Indirect tax(IT-Subsidies)=Factor Cost
Factor Cost +Net indirect tax(IT-Subsidies)=Market Price
National-NFIA(Net Factor income from abroad)=Domestic
Domestic+NFIA Net Factor income from abroad)=National

22.Define Externalities.
When the activities of somebody result in benefits or harms to others with no payment received for the benefit
and no payment made for the harm done, such benefits and harms are called externalities.
23.Define Circular flow of income.
It is a flow of money income or the flow of goods and services across different sectors of an economy in a circular
form.
24 .What are factor Payments?
Factor Payments are the payments made by production units to factor owners for the services rendered by them
to these units.
25.What is Operating Surplus?
The sum of rent, royalty, interest and profit is called operating surplus..
26.What is double counting?
Double counting means counting of the value of same product for more than once.

27. What is intermediate consumption?
Intermediate consumption is expenditure incurred on intermediate inputs which are used in the process of
production.
28.What are the components of Gross Domestic Formation?
GDCF includes gross domestic fixed capital formation and change in stocks.
29.Define Private income.
It is the income which accrues to the private sectors from all sources whether earned (factor payments) or receipt
payments (transfer payments)
30. Define Personal income.
It is the sum of factor income (earned) and transfer (unearned) income received by persons from all sources
within and outside the country excluding corporate taxes and savings.
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31.Define Personal Disposable income.It is income with individuals for disposal on their consumption and savings.
32. What is Real GDP?
It is money value of final goods and services produced in a year, measured at ptices of a base year.
33. What is Nominal GDP?
It is money value of final goods and services produced in a year at prices of the current year.
34.What is GDP deflator?
It is measured as the ratio of nominal GDP to real GDP,multiplied by 100.
GDP Deflator=Nominal GDP/Real GDP*100.
35. What is Green GNP?
It refers to estimation of GNP that accounts for or taken into consideration certain parameters like
environmental pollution and exploitation of natural resources.

3 &4 mark question and answers
1.Distinguish between leakages and Injections.

Leakages Injections
1. These flow variables have a negative

impact on the process of production.
2. These are withdrawals from circular

flow of income.
3. Effect on economy:  reduce demand of

goods and services; reduce flow of
income

4. Examples: saving taxation and imports.

1.These cause positive impact on the process of
production or income generation.
2. These are additions to the circular floe of income.
3. Effect on economy:   Add to the production
capacity of the economy; generate demand of goods
and services.
4.Examples:investment,exports,consumption
expenditure

2.Difference between Stock and flow.
Stock Flow

1. It means that quantity of an economic
variable which is measured at a particular
point of time.

2. It has no time dimension.
3. It is a static concept.
4. Examples:Wealth,water on a tank, bank

deposits etc.

1. It is that quantity of an economic
variable which is measured during a
specified period of time.

2. It has time dimension.
3. It is a dynamic concept
4. examples: income,investment,capital

formation,consumption of sugar etc

3.What items are included under the economic territory?
1.Political frontiers, including territorial water and air space
2. Embassies, consulates, military bases etc located abroad(but excluding the foreign )
3. Ships ,aircrafts etc operated by the residents between two or more countries.
located within the political frontier

4.Fishing vessels, oil and natural gas rigs etc operated in international waters.
4.What are the steps for estimating national income by value added method?
1. Identification of producing units (namely:primary sector,secondary sector,and tertiary sector)
2.Calculation of GDP mp or GVA mp:

 GVOmp=Sales + Change in Stocks+Goods produced for self consumption
=(Domestic Sales+exports)+(Closing Stock-Opening Stock)
 GVA mp/GDPmp=GVOmp-intermediate Consumption

=GVOmp-(Domestic purchase+imports)
3. Calculation of Domestic Income(NDP fc)
NDP fc=GDPmp-Depreciation-NIT
4.Calculation of National income(NNpfc)
NNPfc=NDPfc+NFIA
5.Explain the steps involved in calculation of national income by income method.
1.Classify the producing enterprises into industrial sectors like primary, secondary and tertiary.
2. Estimate the following factor income paid out by the producing enterprises in each sector,i.e.

 Compensation of employees
 Operating surplus



72

Private Income National Income
1.Private income includes both factor income and
transfer imncome.
2.It includes income generated in private sector.
3.Interest on national debt is included in it.
4.Private income=NDPfc-Income from domestic
product accruing to private sector+NFIA+Current
transfer from government+ Current transfer from
abroad+interest on national debt

1.National income includes only factor income.
2.It includes income generated in private
sector and public sector.
3.Interst on national debt is not included in it.
4. National income+NDPfc+NFIA

 Mixed income of self employed
3.Take the sum of factor income by all the industrial sectors to arrive at NDPfc
4.Add net factor income from abroad to the NDP fc to arrive at NNp fc
6.Explain the steps to calculate national income by expenditure method?
1Classify the economic units incurring final expenditure into distant groups like households,government,firms etc.
2. Estimate the following expenditure on final products by all economic units

 Private final consumption expenditure
 Government final consumption expenditure
 Gross Domestic Capital Formation
 Net Exports(Sum total of the above items give GDP mp

3.Deduct depreciation
4.Add net factor income from abroad to NDP fc to arrive at NNPfc
7. Distinguish between Private Income and National income

8.Bring out the difference between Personal income and Personal Disposable Income.
Personal income Personal Disposable income
1.It is income actually received by an individual
household from all sources.
2.It includes direct taxes.
3.It includes misc.receipts of the govt,
administrative dept.
Personal Income=Private Income-Corporation tax-
Corporate Savings

1.It is that part of personal income which is spent
on personal consumption and personal savings.
2. It does not include direct taxes.
3 It does not include misc.receipts of the govt,
administrative dept.

5. Personal Disposable Income=Personal
income-Direct tax-Misc receipts of the
govt.departments.

9.Distinguish between Gross National Disposable Income and Net national Disposable Income.
GNDI is the sum of factor and non factor income ,gross of consumption of fixed capital accruing to the residents
of a country.

 GNDI=GNPmp+Net current transfers from abroad
NNDI is defined as the sum of factor and non factor income ,net of consumption of fixed capital accruing to the
residents of net of consumption of fixed capital accruing to the residents of a country.

 NNDI=NNPmp+Net current transfers from abroad.
 NNDI=GNDI-Consumption of fixed capital.

10.Why should the aggregate final expenditure of an economy be equal to the aggregate factor payments?
Explain.
The sum of final expenditure in an economy must be equal to the income received by all the factors of production
taken together.(final spending on final goods,it does not include spending o intermediate goods).This follows
from the simple idea that the revenues earned by all the firms put together must be distributed among the
factors of production as salaries, wages, profits, interest earning and rents.

6marks Questions and answers
1 Will the following be a part of the domestic factor income of India?Give reasons.
i)Old age pension by the government.
ii)factor income from abroead.
iii)Salaries to Indian residents working in Russsian Embassy in India.
iv)Profits earned by a company in india which is owned by a non –resident.
Ans.i)Old age pension is not a part of domestic factor income because ni facto service is rendered in return.
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Items Domestic Income National Income
1.Profits earned by a branch of foreign
bank in India

Yes,it will be included as
income(profits) is generated in
domestic territory of India.

No,it will not included as profits
will belong to foreign country.It
is factor income paid abroad.

2. Profits earned by a company in India
owned by non residents.

Yes,it will be included as income
(profits) is generated In domestic
territory of India.

No, it will not be included ,as
profits will belong to foreign
country. It is factor income from
abroad.

3. Profits earned by a branch of State
bank Of India in England.

No ,it will not be included in
domestic income as SBI is located
outside the domestic territory of
India.

Yes, it will be included in
national income as this is factor
income from abroad.

4. Rent received by an Indian resident
from Russian embassy in India.

No, it will not be included in the
domestic income as Russian
Embassy is not a part of domestic
territory of India.

Yes, it will be included as it is
facto income from abroad.

5.Salary to Indian residents working in
American Embassy in India

No, it will not be included in the
domestic income as American
Embassy is not a part of domestic
territory of India.

Yes, it will be included as it is
factor income from abroad.

1. Compensation of employees ti
the residents of Japan working In
Indian embassy in Japan.

Yes, it will be included in the
domestic income as Indian
embassy is a part of the domestic
territory of India.

No it will not be included in
national income, as it is factor
income paid abroad.

2. Old Age Pension No.it is not included in domestic
income as it is transfer payment.

No,it is not included in national
income as it is a transfer
payment.

ii)Factor income from abroad is not a part of domestic income because it is earned by theresidents from outside
the economic (domestic)territory .
iii) Salaries to Indian residents working in Russsian Embassy in India is not a part of domestic oincome of india
because Russian embassy is a a part of Russian .It is a factor income from abroad.economic territory .
iv) Profits earned by a company in india which is owned by a non –resident is a part of domestic income of India
because the income is created wiyhin the economic (domestic) territory of India.
2. How are these included in Domestic Income and National Income.

3. How are these treated in estimation of national income of India.Give reasons.

a) House rent allowance to teachers by school management is treated as compensation of employees, and so
accounted in the income method of estimating national income.

b)School fees paid by students is final consumption expenditure of households because it is a payment in return
for the services rendered by the school is accounted in the expenditure method of estimating national income.

c)Debenture represents a loan by a production unit. So, interest paid on debentures is a factor payment. It is
included in national income through income method.

d) Medical expenses of employees borne by the employers is compensation of employees because it is a payment
for the services rendered by the employees. It is therefore , included in national income.

e)Interest on public debt is interest payment by general government on loans taken to meet the government’s
consumption expenditure. Interest on consumption loans is a transfer payment and not included in national
income.

f)Expenses on electricity by a factory is intermediate cost of the factory and accounted through the value added
method of estimating national income.
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g)Increase in the price of stocks lying with a trader is a capital gain and does not lead to any new
production.Capital gain is transfer income and not included I the national income.

h)Purchase by foreign tourists is treated as export and included through the expenditure method.

4. Discuss the limitations of GDP as an indicator of economic welfare

i. )Many goods and services contributing economic welfare not included in GDP-There are many goods and
services which are left out from the estimates of national income on account of practical estimations difficulties
,eg.,services of housewives.These non exchange and non monetary production activities are left out on account
non availability of data and problem of valuation. So if we depend only on GDP ,we would be underestimating
economic welfare.

ii)Externalities not taken into account in GDP,but affect welfare:Activities resulting in benefits to others are called
positive externalities and increase welfare. For eg construction of flyover or a highway reduces transport costs
and journey time of its users. Expenditure on construction is include but not the positive externalities flowing
from it

Similarly GDP does not take into account negative externalities. Eg.,factories produce goods but at the same time
create pollution of water and air. The pollution harms people. Therefore taking only GDP as index of welfare
overstates welfare.

iii)Change in distribution of income(GDP) may affect welfare- If there is an unequal distribution of income.leading
to the rich becoming richer and the poor more poorer.Then a rise in the GDP may lead to a decline in welfare of
the    people.

iv)All products may not contribute equally to economic welfare-GDP includes several types of goods,like
food,clothes,,military services etc. Some products contribute to the welfare of the people like food clothes etc,
while others like military services may comparatively contribute less It means that if GDP rise,the increase In
welfare may not be in the same proportion.

v)Contribution of some products may be negative:

Milk provides ultimate satisfaction to the consumers.On the othe hand,liquor may provide some immediate
satisfaction but ultimately ,it may lead decline in welfare because of its harmful effects on health.

VALUE BASED QUESTIONS

1. Compensation given to victims of Uttrakhand tragedy is a good measure taken by the government.Why is
it not included In national income?

Compensation given to victims of Uttrakhand tragedy is a welfare measure taken by the government of India but
it is not included in estimation of national income because it is a transfer payment which does not lead to
corresponding flow of goods and services.

2. A country’s GDP and national Income are increasing. Higher GDP is generally taken as greater welfare of
people. However this generalization may not always be correct. Why? Give reasons.

 If rise in national income is due to production of more of war goods such as explosives,guns,etc
or due to production of more of goods which are socially desirable such as opium,liquor etc,then
increased GDP may not be welfare oriented.

 If there is unequal distribution of income, economic welfare may not increase.
3. Why comparing the GDP of various nations might not tell you which nation is better off?
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The well being of a nation can be better be measured by the per capita GDP and distribution of income and
not by GDP. Hence we cannot compare well being of different nations only by comparing their GDP.

4.If the demand for Net exports is negative,what is its impact on the economy?

If the demand for Net exports is negative, it weakens the income, output and employment process of the
economy.

5.In India National Product is smaller than the Domestic Product. What does it imply? What should be done
to make the National Product higher than the Domestic Product?

In India National Product is smaller than the Domestic Product, it implies that the net factor income from
abroad is negative. In order to make the national product, we should adopt measures so that the factor
income from abroad becomes greater than the factor income to abroad.

FORMULAE AT A GLANCE

1.Between Gross and Net

Gross =Net + Depreciation

Net=Gross –Depreciation

2.Between National Income and Domestic Income

NI=DI+NFIA

DI=NI-NFIA

NFIA=Factor income received from abroad-Factor income paid abroad

3.Between Market price and Factor Cost

MP=FC=NIT

FC=MP-NIT

NIT=Indirect taxes-Subsidies

4.Value added method

1.Gross Value of Output at MP=Sales +Change in stocks

2.GDPat MPor GVAat MP=GVOatMP-Intermediate Consumption.

(After finding GDP mp,we can convert it to find any other related aggregates)

5.Income Method

NDP FC=COE+OS+MI

Compensation of employees(COE)=wages in cash+wages in kind+Employer’s contribution to social security
schemes

Operating Surplus(OS)=Rent+Interest+ Royalty(if given)+Profits

Or OS=Income from property +Income from entrepreneurship.

(After finding NDPfc,we can convert it to find any other related aggregate)



76

6.Expenditure Method

GDP mp=PFCE+GFCE+GDCF+Net Exports

GDCF+GDFCF+Change in Stocks

GDCF+NDCF+Depreciation

GDCF=NDFCF+change in Stocks+Depreciation

(After finding GDPmp,we can convert it to find any other aggregate)

7. Income from net domestic product accruing to the private sectors (IDPAPS)=Net domestic product at factor
cost-Income from property and entrepreneurship accruing to the government departmental enterprises-
Savings of non-departmental of government.

8.Private Income=Income from net domestic product accruing to the private sectors+Net factor income from
abroad+Net current transfer payment from the government+ Net current transfer payment from the rest of
the world+Interest on national debt.

9.Personal Income=Private-Corporation tax-Corporation Saving

10.Personal Disposable Income=Personal income-Direct personal taxes (income tax+property tax)-Misc
receipts of the government administrative departments(fees,fines etc)

Or PDI=Personal consumption+personal Saving

11.Net National Disposable Income(NNDI)=NNPmp(NDPfc+NFIA+NIT+Dep)+Net current Transfers from
abroad.

12 Gross national Disposable Income(GNDI)=GNPmp(NDPfc+NFIA+NIT+Dep) +Net current transfers from
abroad.

QUESTION BANK

Que. 1 What is studied in microeconomics?
Que. 2. What is studied in macroeconomics?
Que. 3. Name the Keynes’ most notable book and also the year of its publication
.Que. 4. Tell one point of difference between microeconomics and macroeconomics?
Que 5. Is price determination of a commodity a subject-matter of macroecnomics or microeconomics?
Que. 6. Give two examples of microeconomics?
Que. 7. What is inflow of foreign capital?
Que. 8. What is meant by outflow of foreign capital?
Que. 9. Why is aggregate income studied under macroeconomics?
Que.10. Give two examples of intermediate goods?
Que.11. Give two examples of final goods?
Que.12. Tell whether goods lying with the traders are intermediategoods or final goods?
Que.13. How can you estimate net investment from gross investment?
Que.14. Why is cooking at home not an economic activity?
Que.15. Name the factors of production that participate in the production process?
Que.16. Are steel sheets used for making automobiles final goods?
Que.17. Name the factor income received by land?
Que.18. Is money kept in the locker of your house capital?
Que.19. What is meant by depreciation?
Que.20. State whether the following are intermediate goods or final goods
(i) Purchase of raw materials by the firm.
(ii) Purchase of tea leaves by a restaurant.
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(iii) Electricity used by the household.
(iv) Purchase of armament by the military.
(v) Goods lying with the traders for resale.
(vi) Wheat used by a household.
Hint : Intermediate goods (i), (ii), (iv), (v)

Que.21. Which factor of production gets interest as factor payment?
Que.22. Name the tax paid to government as tax?
Que.23. What is the difference in milk used by a housewife and in a restaurant?
Que.24. A farmer spends some income to buy fertilizers and pesticides. Should this expenditure be included in
value of output?
Que.25. Give the meaning of stock?
Que.26. What is circular flow of income? What is the use of national income accounting?
Que.27. What is meant by gross fixed capital formation?
Que.28. Define capital goods?
Que.29. What is Gross Domestic Product? Define it.
Que.30. What is the relationship between GNP MP and GDP MP?
Que.31. When will the NDP be smaller than the NNP?
Que.32. What is the relationship between NDP and GDP?
Que.33. How do we get Personal Disposable Income from Personal Income?
Que.34. What is meant by per capita real income?
Que.35. In which situation GDP and NNP would become equal?
Que.36. When does national income become equal to domestic income?
Que.37. What is value of gross output?
Que.38. Define gross value added?
Que.39. To get value added. What is to be deducted from the value of output?
Que.40. What is the impact of indirect taxes on the market price of the commodity?
Que.41. How is the change in inventories measured?
Que.42. Why are transfer payments not included in national income?
Que.43. What is meant by the services produced for self-consumption?
Que.44. Does the change in stocks affect the GDP?

3 - 4 MARKS QUESTIONS
Que. 1. Distinguish between microeconomics and macroeconomics?
Que. 2. What are the items to be included in the domestic territory?
Que. 3. Describe the four major macroeconomic sectors of the economy?
Que. 4. Distinguish between intermediate goods and final goods?
Que. 5. Distinguish between real flow and money flow? Give examples.
Que. 6. What are the four factors of production and what are the remunerations to each of these called?
Que. 7. Why should the aggregate final expenditure of an economy be equal to the aggregate factor payments?
Explain.
Que. 8. Define and distinguish between consumption goods and capital goods?
Que. 9. Explain the meaning of injections and withdrawals. Also state the conditions of equilibrium with regard to
injections and withdrawals
Que. 10. Explain the distinction between domestic product and national product on the basis of concepts of
resident and domestic territory?
Que. 11. How you will derive gross national disposable income from National income?
Que. 12. Explain the meaning of GDP and NNP. How are they related to one another?
Que. 13. Define : (i) GNP MP (ii) NNP MP (iii) GNP FC and (iv) NNP FC .
Que. 14. Distinguish between gross investment and net investment. How can you estimate net investment from
gross investment?
Que. 15. How is personal income different from private income?
Que. 16. When does domestic product become greater or smaller than national product? Can domestic product
be greater than national product? Give reasons.
Que. 17. Why does consumer price index differ from GDP deflator? Give reasons.
Que. 18. Explain GDP deflator. How is it calculated? How can you estimate real GDP from nominal GDP with the
help of GDP deflator?
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Que. 19. What is the meaning of net factor income from abroad? Explain its main components.
Que. 20. Will the following be treated as resident of India? Answer with reasons:
(i) An Indian citizen living in England for business.
(ii) An Indian citizen working in the office of World Bank located in New Delhi.
(iii) An Indian working in German embassy located in India.
(iv) A German traveller came to India for tour and travel.
(v) Nepali workers who come daily for work in the adjoining areas of India.
Hint : (ii), (iii).

Que. 21. How will you treat the following while estimating GDP and GNP of India?
(i) Rent earned by an Indian resident from his building in Japan.
(ii) Salaries received by Indian working in American embassy located in New Delhi.
(iii) Profits earned by a branch of a British Band in India.
(iv) Salaries paid to Germans working in Indian embassy in Germany.
(v) Salary received by an Indian engineer working in England.
(vi) Salary paid to an American technician working in an Indian company at Delhi.
(vii) Interest earned b an Indian b making bank deposits in Japan.
(viii) Profit earned by TCS software company of India from its office in Singapore.
(ix) Profit earned by Coca Cola company of USA from its branch in India.
(x) Interest paid to an American depositor for its bank deposits in India.
Hint : (A) included in GDP of India - (iii), (iv), (vi), (ix) and (x)
(B) included in GNP of India but not in GDP of India - (i), (ii), (v), (vii) and (viii)

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

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

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

Que. 25. Mention any three precautions that should be observed while estimating national income
through value added product (or product method).
Que. 26. Mention important precautions that are to be observed while estimating income through
expenditure method?

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

Que. 28. Does GDP measure economic welfare?

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

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

6 MARKS QUESTIONS

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

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

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

Que. 4. Explain the income method for the estimation of national income.
Que. 5. What is the difference between planned and unplanned inventory decumulation? How does
the change in inventories affect the value added of a firm?
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Que. 6. What are the important limitations of using GDP as an index of welfare of a country? Explain.

National Income and Related Aggregates :-
Hot Questions : -

1. In which type of economy there is free play of forces of demand and supply?
2. Name the economy where there is private ownership of land and capital?
3. Is the study of cotton textile industry a macroeconomics study or a microeconomics study?
4. Is the study of the problems of agricultural labour in India a macroeconomic study?
5.Why is wealth considered a stock and investment a flow?
6.Under what condition domestic income can be greater than national income?
7. Income from the sale of second hand good is part of domestic income or not?
8. Give one example of macroeconomic paradox.
9. What is meant by outflow of foreign capital? Give one example.
10. Whether goods lying with the traders are intermediate goods or final goods?
11. Why is consumption of fixed capital included in gross investment?
12. Suppose the GDPmp of a country in a particular year is Rs.2500 Crores. Net factor income from abroad =
Rs.150 Crores and the net indirect tax is Rs.250
Crores. National income for that year is equal to Rs.1800 Crores. Calculate the aggregate value of depreciation.
(Hints for Ans. Rs.600 Crores)

13. On the basis of following information, calculate the net factor income from abroad.
Rs.Crores
(i) GDPfc 5,000
(ii) Depreciation 150
(iii) Net Indirect Taxes 250
(iv) NNPfc 5,800
(Hints for Ans. Rs. 950 Crores)

14. Calculate the net indirect tax from the following data :-
Rs. Crores
(i) GDP MP 8,000
(ii) Net factor income from abroad 400
(iii) Depreciation 200
(iv) NDP FC 7,000
(Hints for Ans. Rs. 800 Crores).

15. Suppose an economy’s nominal GDP is equal to Rs.20,000 crores and GDP
deflator is 1.25 calculate the real GDP.
(Hints for Ans. Rs.16,000 Crores)

16. Are the following part of economic territory of India, give reasons in support of your answer
(i) Air India aircrafts operation between U.K. and U.S.A.
(ii) Indian Embassy in U.S.A.
(iii) US Embassy situated in India.
(Hints for Ans. Economic territory of India - (i), (ii)).

17. How will you treat the following while estimating domestic product of India. Explain :
(i) Rent received by a resident Indian from his property in Singapore.
(ii) Salaries to Indians working in Japanese Embassy in India.
(ii) Profit earned by a branch of an American Bank in India.
(iv) Salaries paid to Koreans working in Indian Embassey in Korea.
(Hints for Ans. : Included in GDP of India : (ii), (iii) )

18. Explain how are the following treated while estimating national income :
(i) Royalty income.
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(ii) Commission on sale of second-hand goods.
(iii) Purchase of car by a household.

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

20. Are the following included in compensation of employees? Give reason.
(a) Old age pension
(b) Retirement pension

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

22. State whether the following statements are true or false. Give reasons for your answer :
(i) Capital formation is flow.
(ii) Bread is always a consumer good.
(iii) Nominal GDP can never be less than Real GDP.
(iv) Gross domestic capital formation is always greater than gross fixed capital formation.

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

24. Is stock of inventories included in NI ?

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

1.Rs. (Crores)
1. (i) GPNmp 10,000
(ii) Depreciation 200
(iii) Indirect taxes 300
(iv) Subsidies 250
(iv) Net factor income from abroad 150

Numerical Questions(UNSOLVED)

On the basis of this information calculate:-
(a) NNP MP (b) NNP FC (c) NDP FC (d) GDPMP
Ans: (a) 9,800 crore rupee; (b) 9,750 crore rupee; (c) 9,600 crore rupee; (d) 9,850 crore rupee

2. Calculate GDP FC.
Rs. (crores)
(i) GNPMP 8,000
(ii) Net Indirect tax 100
(iii) Net factor income from abroad 80
Ans: Rs.7,820 crore

3. On the basis of the information given below.
Calculate
(a) NNPFC (b) GNPFC (c) GNPMP (d) NNPMP
(e) NDPMP (f) GDPMP (g) GDP FC.
Rs.(crores)
(i) NDPFC 10,000
(ii) Net factor income from abroad 200
(iii) Depreciation 300
(iv) Net Indirect Taxes 250
Ans: (a) Rs.10,200 crores (b) Rs.10,500 crores (c) Rs.10,750 crores
(d) Rs.10,450 crores (e) Rs. 10,250 crores (f) Rs.10,550 crores
(g) Rs.10,300 crores

4- Calculate the aggregate value of depreciation.
Rs.(crores)
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(i) GDP MP 1,100
(ii) Net factor income from abroad 100
(iii) Net Indirect Taxes 150
(iv) National Income 850
Ans: Rs.200crores

5. Calculate the net factor incom from abroad.
Rs.(crores)
(i) GDPFC 4,000
(ii) Depreciation 100
(iii) Net Indirect Taxes 300
(iv) NNPMP 4,500
Ans: Rs.300 crores.

6- Calculate the net indirect tax.
Rs. (crores)
(i) GNPMP 7,000
(ii) Net factor income from abroad 200
(iii) Depreciation 150
(iv) NDP FC 6,200
Ans: Rs. 450 crores.

7- Find out the value of transfer payments made by the gouernment and firms to the house
holds. Rs. (crores)
(i) NNP FC 1,900
(ii) Net Interest paid by the households 0
(iii) Personal Disposable Income 1,200
(iv) Personal Income Tax 600
(v) Value fo retained earnings of the firms and governments 200
Ans: Rs.100 crores.

8- From the following data, Calculate personal Income (PI) and personal disposable income
(PDI). Rs. (crores)
(i) NDP FC 10,000
(ii) Net factor income from abroad 500
(iii) Undistributed profit 1,500
(iv) Corporate Tax 800
(v) Interest received by households 1,800
(vi) Interest paid by households 1,600
(vii) Transfer Income 400
(viii) Personal Tax 600
Ans: Rs.8800 crores, Rs.8200 crores.

9- Calculate gross national disposable income from the following data:
Rs. (crores)
(i) National Income 2000
(ii) Net current transfers from rest of the world 200
(iii) Depreciation 100
(iv) Net factor income from abroad -50
(v) Net Indirect taxes 250
Ans: Rs.2550 crores.

10- From the following data calculate income accurring to the private sector from domestic
product. Rs. (crores)
(i) NNP MP 15,000
(ii) Net factor income from abroad 250
(iii) Indirect Tax 200
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(iv) Subsidies 150
(v) Income accurring to the public sector from domestic product 300
Ans: Rs.14,700 crores.
11- From the following data calculate : (A) Income from domestic product accurring to the private
sector (B) Private income, (C) Personal income.
Rs. (crores)
(i) NNP MP 20,000
(ii) NIT 150
(iii) Income to government administratative departments 120
(iv) Current transfer from government 80
(v) Saving fo public sector enterprise 100
(vi) NFIA 250
. (vii) Net current transfers from ROW 40
(viii) National debt interest 25
(ix) Undistributed corporate profits 150
(x) Corporate tax 50
Ans: (A) Rs.19,380 crores (B) Rs.19,775 crores (C) Rs.19,575 crores

12- From the following data calculate (A) personal disposable income (B) Personal Income (C)
Private Income (D) Income accurring to the private sector from NDPfc (E) NDPfc
Rs. (crores)
(i) Household consumption expenditure 10,000
(ii) Household savings 4,000
(iii) Personal direct taxes 200
(iv) Non-tax payments 60
(v) Saving of private corporate sector 1,000
(vi) Corporate tax 400
(vii) NFIA 300
(viii) Current transfers from the govt 250
(ix) Net current transfers from the ROW 120
(x) National debt interest 40
(xi) Income to govt administrative departments 1,150
(xii) Saving of public sector enterprises 500
Ans: (A) Rs.14,000 crores (B) Rs.14,260 crores (C) Rs.15,660 crores
(D) Rs.14,950 crores (E) Rs. 16,600 crores

13- From the following data calculate (A) Private Income (B) Personal Income (C)
Personal Disposble Income. Rs. (crores)
(i) NDP FC 2268428
(ii) Income from govt. administrative departments from
entrepreneueship and prop erty 22520
(iii) Saving of government non-departmental enterprises 24300
(iv) National debt interest 32425
(v) Current transfers from govt. administrative deptt. 65000
(vi) Net current transfers from ROW 61250
(vii) Retained earning of private sector 35540
(viii) Corporate tax 30000
(ix) Households direct tax 55000
(x) Misc. rcecipts of govt. administrative deptt. 8250
Ans: (A) Rs.2380283 crores (B) Rs. 2314743 crores (C) Rs.2251493 crores

14- Find out the net value added at factor cost of a production unit from the following data:
Rs.
(i) Total sales 4000
(ii) Closing stock 700
(iii) Opening stock 500
(iv) Indirect taxes 200
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(v) Subsidies 150
(vi) Depreciation 300
(vii) Purchase fo raw material from other 1000
Ans: Rs.2850

15- From the following information calculate gross national income by (a) income method (b)
expenditure method. Rs.(crores)
(i) Factor income form abroad 10
(ii) Wages of employees 150
(iii) Net domestic capital formation 50
(iv) Private final consumption expenditure 220
(v) Factor income to abroad 15
(vi) Change in stock 15
(vii) consumption of fixed capital 15
(viii) Interest 40
(ix) Exports 20
(x) Imports 25
(xi) Indirect taxes 30
(xii) Subsidies 10
(xiii) Rent 40
(xiv) Government final consumption expenditure 85
(xv) Profit 100
Ans: (a) Rs.360 crores; (b) Rs.360 crores.
.
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SOLVED NUMERICALS

1. Calculate value of output from the following data:

Items (in lakhs)

1.Net value added at factor cost 100

2.Intermediate consumption 75

3.Excise duty 20

4.Subsidy 5

5.Depreciation 10

Sol.Value of output =Net value added at factor cost +intermediate consumption + excise duty –
subsidy +depreciation

100+75+20-5+10

=Rs.200lakhs

Q2.Caluclate net value added at factor cost from the following data.

Items (In lakhs)

1. Depreciation 20
2. Intermediate cost 90
3. Subsidy 5
4. Sales 140
5. Exports 7
6. Change in stock -10
7. Imports of raw materials 3

Sol. NVA fc = sales +change in stock – intermediate cost – depreciation+subsidy

=140+(-10)-90-20+5

=Rs.25lakhs

1. Subsidy 5
2. Sales 140
3. Exports 7
4. Change in stock -10
5. Imports of raw materials 3
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1. Compensation of employees 5200
2. Government consumption expenditure 1500
3. Net indirect taxes 1400
4. Operating surplus 2000
5. Net exports (-)400
6. Gross fixed capital formation 2500
7. Private final consumption expenditure 12000
8. Net increase in stock 400
9. Net factor income from abroad 400
10. Consumption of fixed capital 1000

Sol. NVA fc = sales +change in stock – intermediate cost – depreciation+subsidy

=140+(-10)-90-20+5

=25lakhs

Q3.From the following information about firm.’X’,calculate net value added at factor cost:

Items (in lakhs)

1. Purchase of raw materials 500
2. Gross capital formation 200
3. Subsidies 60
4. Open stock 50
5. Sales 800
6. Net capital formation 180
7. Closing stock 40

Sol. NVA fc = sales - purchase of raw materials + change in stocks - depreciation+subsidies
=800-500+(40-50)-(200-180)+60
=330 lakhs

Q4.calculate gross fixed capital formation from the following data :

Items (in crores)

1. Private final consumption expenditure 1000
2. Government final consumption expenditure 500
3. Net exports -50
4. Net factor income from abroad 20
5. Gross domestic product at market price 2500
6. Opening stock 300
7. Closing stock 200

Sol. NVAfc=gross domestic product at market price – private final consumption expenditure – government final
consumption expenditure – net exports – closing stock + opening stock

=2500-1000-500+50-200+300

Q5.from the following data national income through (a) income method and (b) expenditure method :

Items (in crores)
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11. Mixed income of self-employed 6400

Sol. NI by income method = compensation of employees +operating surplus + mixed income of self-
employed + net factor income from abroad

= 5200+2000+6400+400

=14000crores.

(b) NI by expenditure method = private final consumption expenditure + government consumption
expenditure +net exports +gross fixed capital formation +net increase in stock – consumption of fixed capital
– net indirect taxes + net factor income from abroad

=12000+1500+(-400)+2500+400-1000-1400+400

=14000 crores.

Q6.calculate national income by(a)income method and(b)expenditure method.

Items in crores

1. wages and saleries 500

2. government final consumption expenditure 120

3. royalty 20

4. interest 40

5. households final consumption expenditure 600

6. change in stocks 10

7. indirect tax 100

8. rent 50

9.final consumption expenditure of private 30

Non- profit institutions serving households

10. net domestic fixed capital formation 60

11.profit after tax 100

12.corporation tax 20

13.net exports (-)20

14.subsidies 30

15.net factor income from abroad (-)5

Sol. (a) NI by income method = wages and salaries +royalty+interest+rent+profit after tax+corporation tax + net
factor income after abroad
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=500+20+40+50+100+20+(-5)

=725 crores

(b) NI by expenditure method = house holds final consumption expenditure+final consumption

expenditure of private non profit institutions serving house holds + govt+final consumption expenditure +net
exports+net domestic fixed capital formation + change in stocks – indirect tax +subsidies + net factor income from
abaroad

= 600+30+0120+(-20)+60+10-100+30+(-5)

= 725 crores

Q7. Calculate from the following data (a) net national disposable income, (b) private income and (c) personal
disposable income.

Items (in crores)

1.national income 800

2.Indirect taxes 70

3.susidies 10

4.saving of non departmental enterprises 30

5.National debit interest 50

6.Net factor income from abroad (-)20

7.consumption of fixed capital 40

.current transfers from rest-of-the-world 45

9.income from property and

entrepreneurship  accruing

to govt administrative departments 60

10. direct taxes paid by house holds 40

11.profits 100

12.savings of private corporate

sector net of retained earnings

of foreign companies 80

13. current transfers from govt administrative 90

14.corporation tax 25

Sol. (a) NNDI = national income +indirect taxes- subsidies+current transfers from rest-of-the-world

= 800+70-10+45
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=905 crores

(b) private income= national income – savings of non departmental enterprises-income from property and
entrepreneurship accruing to govt administrative

department+ national debt interest+current transfers rest-of-the-world

=800-30-60+50+45+90

=895 crores

Q8. From the following data,(a) personal disposable income and (b) national income.

Items

1. Private income 4000
2. Mixed income of self employed 1200
3. Net factor income from abroad (-)50
4. Compensation of employees 1300
5. Net retained earnings of private enterprises 200
6. Profit 800
7. Rent 600
8. Corporation tax 400
9. Interest 700
10. Net Indirect tax 500
11. Net exports (-)100
12. Direct tax paid by household 150
13. Consumption of fixed capital 180

Sol: a)Personal Disposable income=Private income-Corporation tax-Net retained earnings of private
enterprises-Direct taxes paid by households

=4000-400-200-150

=Rs3250 crores

b)National income=Compensation of employees+Profit+Rent+Intersest+Mixed Income of self employed+Net
factor income from abroad

=1300+800+600+700+1200+(-)50

=Rs 4550 crores

9. Calculate Net National Disposal Income from the following data:

(Rs. Crores)

(i) Gross domestic product at the market price. 1,500
(ii) Net factor income from abroad. (-)20
(iii) Consumption of fixed capital. 100
(iv) Net current transfers from rest of the world. (-)30
(v) Net indirect taxes. 120

(3 marks)
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Ans. NNDI = NNPmp + NCT R/W

= (GNPmp - CFC + NFIA) + NCT R/W

= i – iii + ii + iv

= 1500 + 100 + (-20) + (-30)

= Rs. 1350 crores.

10. Calculate (a) private income, and (b) personal disposable income from the following data:

(Rs. Crores)

(i) Income from property and entrepreneurship accruing to the 500
(ii) Savings of non-departmental enterprises. 100
(iii) Corporate tax. 80
(iv) Income from domestic product accruing to private sector. 4,500
(v) Current transfer form government administrative departments. 200
(vi) Net factor income from abroad. (-)50
(vii) Direct personal taxes. 150
(viii) Indirect tax. 220
(ix) Current transfers from rest of the world. 80
(x) Savings of private corporate sector. 500

(6 marks)

Ans: Pvt. Income = iv + v + ix + vi

= 4500 + 200 + 80 +(-50)

= 4500 + 200 +80 – 50 = Rs.4370 Crores

PDI = Pvt. Income – iii – x – vii

= 4730 - 80 - 500 - 150 = Rs.4000 Crores.

11. Calculate (a) private income, and (b) personal disposable income from the following data:

(Rs. Crores)

(i) Savings of private corporate sector. 500
(ii) Current transfers from rest of the world. 60
(iii) Corporate tax. 80
(iv) Current transfer form government administrative departments. 170
(v) Direct personal taxes. 150
(vi) Income from domestic product accruing to private sector. 4,500
(vii) Savings of non-departmental enterprises. 250
(viii) Net factor income from abroad. (-)30
(ix) Net exports (-)50

(6 marks)
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Ans: Pvt. Income = vi + viii + iv + ii

= 4500 + (-30) + 170 + 60

= 4500 – 30 + 170 + 60 = Rs.4700 Crores

Q12. Estimate the following with the help of given data:
(i) GDPMP ,
(ii) Net Value Added at factor cost; and (iii) prove that it is equal to the income generated.
(Rs. in Crores)
(i) Increase in the stock of unsold goods 1000
(ii) Sales 10,000
(iii) Net indirect tax 800
(iv) Purchase of raw materials from other firms 1650
(v) Purchase of fuel and power 850
(vi) Consumption of fixed capital 500
(vii) Rent 700
(viii) Wages and salaries 3500
(ix) Interest payment 1000
(x) Dividend 1500
(xi) Corporate gain tax 300
(xii) Undistributed profit 200

Solution: -
GDPMP = Sales + Increase in the stock - Purchase of raw materials - Purchase of fuel and power.
= 10,000 + 1000 -1650 -850
= 11,000 -2500
= 8500 Crores.
Net Value Added at factor cost = Sales + Increase in the stock - Purchase of raw materials –
Purchase of fuel and power - Consumption of fixed capital - Net indirect tax.
= 10,000 + 1000 - 1650 - 850 - 500 – 800
= 11,000 – 3800
= 7200 Crores.
Income generated = Rent + Wages and salaries + Interest + Dividend + Corporate gain tax +
Undistributed profit.
= 700 + 3500 + 1000 + 1500 + 300 + 200
= 7200 Crores.
Hence it is proved that Net Value Added at factor cost = Income Generated profit .

MCQ

1.Goods purchased for  satisfacation of wants are

a.Capital goods                b.Final goods. c. consumption goods. d. Intermediate goods

2.Which if the following will be included will not be included while calculating GDP mp

a. Private final consumption expenditure b. Consumption of fixed capital c. Government final consumption
expenditure d. Net exports

3. Value of output is equal to:

a. Sales +change in stocks b.Sales +closing Stock c. Sales + openong stock d. Sales - Opening Stock

4. NNP at fc is called:
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a.National income b.Domestic income c. Personal income d. Domestic income

5, Identify the stock variable

a. Wealth b. Income    c. Savings d, Capital Formation

6. NNDI is

a. GNP mp + Net current transfers from the rest of the world

b.GNP mp -Dep+ Net current transfers from the rest of the world

c.NNP fc + Net current transfers from the rest of the world

d.GNP fc + Net current transfers from the rest of the world

UNIT-VI: MONEY AND BANKING

Define Money: Money is anything which is generally accepted as medium of exchange, measure of value.

According to walker, “Money is what money does”.

Barter system: It implies the direct exchange of goods for goods without using money.

Drawbacks of barter system :

i) Lack of double coincidence of wants.
ii) Lack of common meaure of value.
iii) Lack of standard of deffered payments.
iv) Lack of store of value.

MONEY HAS OVERCOME THE DRAWBACKS OF BARTER SYSTEM:

1. Medium of Exchange: Money has removed the major difficulty of the double coincidence of wants.
2. Mesure of value: Money has become measuring rod to measure the value of goods and services and is

expressed in terms of price.
3. Store of value: It is very convenient, easy and economical to store the value and has got general

acceptability which was lacking in the barter system.
4. Standard of deffered payments: Money has simplified the borrowing and lending of operations which

were difficult under barter system.

MONEY SUPPLY: Refers to total volume of money held by public at a particular point of time in an economy.

M1= currency held by public+ Demand deposits+ other deposits with Reserve Bank of India.

M2= M1+ saving deposits with post office saving bank

M3= M1+ net time deposit with the bank.

M4= M3+ total deposits with post office saving bank excluding National Saving Certificate.

i) HIGH POWERED MONEY:
Refers to, currency with the public ( notes+coins) and cash reserves of banks.

ii) FIAT MONEY:
It is a representative money which is not convertible and which circulates by the order of the
government.
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Liabilities Assets

New Deposits 1000 New cash 1000

Total 1000 Total 1000

iii) LEGAL TENDER MONEY:
It is the money accepted as a means of payment by the public and the government. All notes and
coins issued by the government and the central bank are legal tender money.
CREDIT CREATION BY COMMERCIAL BANK
It is the unique function of commercial banks for accepting deposits and advancing loans, commercial
bank are able to create credit. They are able to lend more fund than they have actual cash deposits
or balances. This is called credit creation.
For instance, when a bank gives loan to a customer, it does not lend in cash but opens an account in
borrower’s name and credit the loan amount to this account. In such a way bank gives loan, it creates
an equal amount of demand deposits. Creation of such deposits is called credit creation.
The deposits of households and firms held by a bank are called primary deposits. The deposits
created by commercial banks are called derivative deposits. Let us suppose that every bank has to
keep cash reserve of 10% against its total deposits. Further, let us also suppose that the bank “A”
received primary deposit of Rs 1000/-, then the balance sheet of bank “A” will be as follows-
BALANCE SHEET OF BANK “A”-

Bank “A” keeps 10% cash reserve ie, 100 and lends out the balance amount of 900/- to the
borrowers. Then the balance sheet of bank “A” will be as follows-

Liabilities Assets

New Deposits 1000 Cash reserve 1000
Advances 900

Total 1000 Total 1000

It is expected that the borrower who recieves Rs 900/- from Bank “A” is to spend the same amount
and that will come back to Bank “B”. The balance sheet of bank “B” will be as follows-

Liabilities Assets

New Deposits 900 New cash 900

Total 900 Total 900
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Bank “B” keeps 10% of cash reserve ie, 90 and lend out the balance amount Rs 810/- to the borrower. Then
the balance sheet of Bank “B” will be as follows-

Liabilities Assets

New Deposits 900 Cash Reserve 90
Advances 810

Total 900 Total 900

This process is continued until exhausting the original deposits of Rs 100/-. This means the original deposits Rs
1000/- becomes additional deposits of 1000, 900, 8010, 729 and so on. If we add up all these, the total will be Rs
10,000/- ie, 10 times the original deposits. It is a self sustaning and continous process.

CENTRAL BANK

Meaning: An apex body that controls, operates, regulates and directs the entire banking and monetary structure
of the country.

Functions of Central Bank:

i) Currency authority : Central bank is the sole authority to issue currency in the country. Central bank
is obliged to back the currency with assets of equal value (usually gold coins, gold bullions, foreign
securities etc.)
Advantages of sole authority of note issue:
a) Uniformity in note circulation
b) Better supervision and control
c) It is easy to control credit
d) Ensures public faith
e) Stabilization of internal and external value of currency

ii) Banker to the Government:
1.As a banker it carries out all banking business of the Government .
2.It maintains current account for keeping cash balances of the government.
3.It also gives loans and advances to the government.

iii) Banker’s bank and supervisor: Acts as a banker to the other banks in the country-
a) Custudion of cash reserves: Commercial banks must keep a certain proportion of cash reserves

with central bank (CRR).
b) Lender of last resort: When commercial banks fail to need their financial requirements from

other sources, they approach Central Bank which gives loans and advances.
c) Clearing house: Since Central Bank holds the cash reserves of commercial banks it is easier and

more convinient to act as a clearing house of commercial banks.
iv) Controller of money supply and credit:- Central Bank or RBI plays an important role during the times

of economic fluctuations. It influences the money supply through the quantitative and qualitative
instruments. Former refers to the volume of credit and the latter refers to regulate the direction of
credit.

v) Custodian of foreign exchange reserves:
Central Bank acts as custodian of country’s stock of gold and foreign exchange reserves. It helps in
stabilizing the external value of money and maintaing favourable balance of payments in the
economy.
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QUANTITATIVE INSTRUMENTS:

i) Bank Rate policy: It refers to the rate at which the Central bank lends money to commercial banks as a
lender of the last resort.
Central bank increases the bank rate during inflation( excess demand) and reduces the same at the time
of deflation (deficient demand).

ii) Open Market Operations: It refers to the buying and selling of securities by the Central Bank from/ to
the public and commercial banks.
It sells government securities during inflation/ excess demands and buys the securities during deflation/
deficient demand.

iii) Legal Reserve Ratio:R.B.I can influence the credit creation power of commercial banks by making
changes in CRR and SLR.
Cash Reserve Ratio(CRR): It refers to the minimum percentage of net demand and time liabilities to be
kept by commercial banks with central bank.
Reserve Bank increases CRR during inflation and decreases the same during deflation.
Statutory Liquidity ratio (SLR): It refers to minimum percentage of net demand and time liabilities
which commercial banks required to maintain with themselves.
SLR is increased during inflation or excess demand and decreased during deflation or deficient demand.

QUALITATIVE INSTRUMENTS:

1. Margin requirements: it is the difference between the amount of loan and market value of the security
offered by the borrower against the loan.

2. Moral suasion:It is a combination of persuasion and pressure that Central Bank applies on other banks in
order to get them act in a manner in line with its policy.

3. Selective credit controls:Central bank gives direction to other banks to give or not to give credit for certain
purposes to particular sectors.

1. Define Central Bank.
2. Give the meaning of money.

SHORT AND LONG ANSWER QUESTIONS

3. Discuss the functions of money.
4. Describe how money comes over the problems of barter system?
5. What are the measures of money supply?
6. What do you mean by High powered money?
7. Describe the process of money creation or credit creation by commercial Banks.
8. Why only a fraction of deposits is kept as Cash Reserves?
9. Discuss the functions of Central Bank.
10. Bring out the role of central Bank as the controller of money supply or credit.
11. Explain the various qualitative and quantitative instruments used by the central bank in controlling the

money supply during the times of
a) Excess demand/inflation
b) Deficient demand/deflation.

MULTIPLE CHOICE QUESTIONS
1. Credit creattion is controlled by

a) Government
b) Central bank
c) Commercial Bank
d) All of the above

2. Central bank gives loans to-
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a) General public
b) Private companies
c)    Commercial Banks
d) All of the above.

3. The great depression of the world took place in-
a) 1920
b) 1925
c) 1930
d) 1935

4. How many alternative measures of money supply used in India by RBI?
a) 2
b)   3
c)  4
d) 1

5. Which is not the functions of a central bank-
a) Issue of currency
b) Banker to Government
c) Giving loans to public
d) Banker to banks

6. Which is not the quantitative instrument of monetary policy?
a) Bank Rate
b) Open Market Operations
c) Margin requirements
d) CRR

1. Define Money.
FREQUENTLY ASKED CBSE BOARD QUESTIONS

2. M1= …………………………………………..
3. What is meant by barter system?
4. Write two drawbacks of barter systems.
5. List out two main functions of money.
6. Define commercial bank.
7. Give the meaning of central bank.
8. What do you mean by creadit creation by commercial banks.
9. Define bank rate.
10. Define cash reserve ratio.
11. Give the meaning of statutory liquidity ratio.
12. What is meant by open market operations (OMO)?
13. Define money supply.
14. Write one difference between commercial bank and central bank.
15. Mention two important functions of central bank.

Three Marks Question (3M):
1. Explain briefly any two main functions of money.
2. How does the central bank apply bank rate as a measure of credit control?
3.State any THREE functions of central bank. Explain any one.
4. Explain the “ lender of last resort” function of central bank. 5. Explain briefly
any three drawbacks of barter system.
6. Explain the open market operations method of credit control used by the central bank.
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Four Marks Questions(4M)
1. Distinguish between the commercial banks and central bank.
2. Explain how money solves the drawbacks of barter exchange.
3. What is money multiplier? How will you determine its value?
4. Briefly explain any TWO quantitative measures of credit control by the central bank.
5. Explain briefly the credit creation by commercial banks with the help of an example.

HOTS – 3 &4 MARKS
1. Explain how do “open market operations” by the central bank affect money creation by

commercial banks?
2. Explain the lender of the last resort function of the central bank.
3. Explain the meaning of CRR and SLR.
4. Explain any two functions of money.
5. Give meaning of money supply. State its components.
6. Explain briefly the ‘ banker to the government’ function of the central bank.
7. How does a commercial bank create credit / money?
8. Distinguish between Repo rate and reverse repo rate?

Repo rate is the rate at which the Central Bank of a country ( RBI ) lends money to
commercial banks for a short period of time.

Reverse repo rate is the rate of interest at which the commercial banks keeps their surplus
funds with RBI for a short duration.

UNIT VII- DETERMINATION OF INCOME

According to Keynes employment depends on level of national income. If national income will be more,
employment will be more and vice- versa.

Natinal Income will be determined by Effective Demand. Effective demand is nothing but total of aggregate
demand (AD) and aggregate supply (AS).

Aggredate Demand- Aggregate Demand means total demand for goods and services in the economy. It is equal
to total expenditure.

Aggregate demand Schedule
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When the NI increases, aggregate demand also increases. There must be some amount of consumption even
though national income is zero. Investment is independent concept and it is constant at every level of output/ NI/
employment.
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Aggregate Supply- It means total supply of goods and services in the economy. It is always equal to National
Income.

Aggregate Supply Schedule

NI/ Employment Aggregate Supply
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Aggregate Supply curve will be 45° line because AS is always equal to NI.

INCOME DETERMINATION

In the above diagram AD is aggregate demand curve. It is total of consumption and investment. 45° line
represents aggregate supply curve. It shows the equality between income and production ( AS=NI). Both the
curves (AD and AS) are intersected at point E. point E indicates equilibrium employment

According to Keynes, equilibrium employment is not full employment. It is less than full employment or under
employment.

According to Keynes, effective Demand (either AD or AS or both) must be increased to achieve full employment.
AS is constant during short run because it depends on technology. Technology should not be changed during
short run.
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AD consists consumption and investment. Consumption is constant during short run as it depends on tastes and
habits of the people.

Investment is of 2 types-

i) Private Investment
ii) Government Investment

Private Investment doesn’t increase after achieving equilibrium employment because it depends on profit.
Therefore, government investment must be increased to achieve full employment. When government will make
investment, then AD curve shifted upwards to AD’. Then new Aggregate Demand curve (AD’) is intersected with
AS curve at E’. Point E’ indicates full employment.

INCOME DETERMINATION THROUGH SAVING AND INVESTMENT

The equilibrium level of income is determined at a point where saving= investment (S=I). Saving refers to that
portion of income which is not spent on consumption ie, the difference between consumption and income.
Investment is sort of expenditure that is made on creation of new capital assets like machines, machinery
equipments, buildings etc.

The equilibrium level of income through saving and investment can be shown with the help of table and graph.

NI/ Employment Consumption Saving Investment
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0

50

100

100

100

300 200 100 100

400 250 150 100

In the above table saving and investment were equal at national income at Rs 300/- crores. This is equilibrium
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level of income (S=I).

In the above graph II is Investment curve. It is parallel to X-axis because it remains constant at every level of
national income (output or employment).

SS is saving curve, it has positive slope because increase in income leads to increase in saving. Saving curve below
X-axis indicates negative saving ie, dissaving. Saving curve on X-axis indicates zero saving. Saving curve above X-
axis indicates positive slope as increasing saving.

At OY level of income there is equilibrium level of income where saving and investment were equal at point E.

At OY1 level of income planned savings are more than planned investment (S>I). At this situation there would be
increase in inventories (stock). As a result the producer will reduce the production. This process will continue
upto S=I.

At OY2 level of income, planned savings are less than plan investment (S<I). At this situation there would be
decrease in inventories (stock). As a result, the producer increases the production which leads to raise in
employment, income and savings. These changes will continue till savings are equal to investment.

PROPENSITY TO CONSUME AND PROPENSITY TO SAVE

 The relationship between consumption and income is called propensity to consume or consumption
function.
C= f(Y)

 Consumption function may be be represented by an equation.
C = a + b(Y)
C= Consumption, a= consumption at zero level of income, b= MPC (slope of the consumption curve), Y=
income.
The consumption equation shows the level of consumption for various levels of income.

 Propensity to consume is of two types-
A) Average propensity to consume (APC)
B) Marginal propensity to consume (MPC)

 APC is ratio of total consumption to total income.
APC = C/Y

 MPC = C/      Y
 Propensity to save indicates the tendency of the households to save at a given level of income. It shows

the relation between saving and income,
 Propensity to save is of two types-

A) Average propensity to save (APS)
B) Marginal propensity to save (MPS)

 Average propensity to save is the ratio of saving to income
APS= S/Y

 Marginal propensity to save is the ratio of change in saving to change in income.
MPS = S/ Y

 There is a relationship between APS and APC.
APC + APS = 1
APC= 1- APS

 There is a relationship between MPC and MPS.
MPC + MPS = 1
MPC= 1- MPS

Meaning of voluntary unemployment and involuntary employment
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at prevailing wage rate.
 Involuntary unemployment refers to a situation in which people are ready to work at prevailing wage

rate, but do not find work.
 Investment multiplier explains the relationship between increase in investment and the resultant

increase in income.
 Investment multiplier is the ratio of change in investment.

Multiplier (k) = Y/ l
 The value of multiplier depends on the value of marginal propensity to consume (MPC).

K= 1/(1- MPC)
 There is direct relationship between k and MPC.
 Multiplier also depends on the marginal propensity to save.

K= 1/MPS
 There is negative relationship between multiplier and MPS.

Ex- ante Saving- In an economy what we planned to save during a particular period is called ex- ante saving.
(Planned saving)

Ex-ante Investment- In an economy what we have actually invested duringa particular period is called ex- ante
investment.

MARGINAL EFFICIENCY OF CAPITAL (MEC)

Meaning- The additional rate of return from the additional investment. Marginal efficiency of capital depends on
rate of interest. If rate of interest is lower, marginal efficiency of capital will be higher and vice- versa.

INDUCED INVESTMENT- It is made with the profit motto and done in private sector. If NI raises, induced
investment will go up because increase in NI leads to increase in demand for goods and services.

AUTONOMOUS INVESTMENT- It is made with the welfare motto and done in government sector. Autonomous
investment is constant at every level of national income.

INFLATIONARY GAP (Excess Demand)

Meaning- When aggregate demand exceeds aggregate supply at full employment level, that demand is said to be
excess demand. The gap between excess demand and full employment is called inflationary gap.
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and services. The excess demand would cause for raise in prices which leads to inflationary pressures in the
economy.

MEASURE TO CONTROL INFLATIONARY GAP

 MONETARY POLICY

1. Bank rate- Bank rate is that rate at which the central bank lends to commercial bank. At time of excess
demand the central bank will increase the bank rate which in turn commercial bank will also increase
their rate of interest. Therefore, traders and other customers will take less loans from the bank. As a
result, the circulation of money will be reduced which leads to decrease in demand.

2. Open Market Operation- At the time of excess demand the central bank will sell government bonds and
shares to commercial bank. In such a way, the amount from commercial banks will be reached to central
bank and reduce the lending capacity of the commercial bank to the public.

3. Cash Reserve Ratio (CRR) - CRR means Commercial Bank must keep some portion of their deposits in
Central bank while taking loans. At the time of excess demand, Central bank will increase the cash
reserve ratio to decrease the circulation of money and credit in the economy.

4. Moral Suasion- This refers to oral instruction/ written instructions given by the central bank to
commercial bank to restrict the credit at the time of excess demand. This advice is generally followed by
commercial banks.

 FISCAL POLICY –
Fiscal policy means taxation policy of the government.

1. Government Expenditure- At the time of excess demand government must decrease her expenditure
on construction of roads, bridges and other developmental works. As a result, demand will be
reduced.

2. Collection of Taxes- Government must increase the taxes on various goods. When the tax rate is to
be increased, the price of commodity will be increased. As a result demand will be reduced.

3. Deficit Financing- It means printing of more currency. At the time of excess demand, the
government/ central bank will have to avoid deficit financing.

ONE MARK QUESTIONS WITH ANSWERS

1. What is the relation between APC and APS?
APC + APS = 1

2. What is the relation between MPC and MPS?
MPC + MPS = 1

3. If APC is 0.7 then how much will be APS?
1-0.7 = 0.3

4. If MPC= 0.75, what will be MPS?
MPC + MPS = 1
1-0.75= 0.25

5. What is equilibrium income?
The equilibrium income is the level of income where AD= AS and planned savings equals planned
investment.

6. Give the formula of investment multiplier in terms of MPC.
K = 1/(1 - MPC)

7. What can be the minimum value of investment multiplier?
One.

8. What is the maximum value of investment multiplier?
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9. Write down the equation of saving function?
S = - a + ( 1 – b) y

10. In case of deflationary gap at full employment level-
a) AD exceeds AS
b) AD < AS
c) AD = AS
d) None

11. If AD>AS at full employment level the gap between AS and AD is termed as
a) Inflationary gap
b) No gap
c) Underemployment
d) Deflationary gap

FREQUENTLY ASKED CBSE QUESTIONS ( 1 MARK )
1. Give the meaning of inflationary gap ( excess demand ).
2. Give the meaning of deflationary gap ( deficit demand ).
3. Give the meaning of APC.
4. Give the meaning of APS.
5. Give the meaning of MPC.
6. Give the meaning of MPS.
7. When is there the equilibrium level of NI?
8. Define Aggregate Demand.
9. Define Aggregate Supply.
10. Define voluntary unemployment.
11. Define involuntary unemployment.

HOTS 3 AND 4 MARKS QUESTIONS WITH ANSWERS

1. Can the value of APS be negative? If yes then when?
The value of APS can be negative when the value of consumption exceeds the value of income. At low
level of income saving is negative.
Ex- If income is Rs 1000 and consumption expenditure is Rs 1200
Y = C + S S = Y – C

1000 – 1200 = -200
APS = -200/1200 = 0.
APS= S/Y
APS = -0.2

2. Can the average propensity to consume be greater than one? Give the reason for your answer.
APC can be greater than one when the consumption exceeds the income. At that level APS will be
negative. When the APS is negative APC will be greater than one.
Ex- If the income is 1000 and the consumption is 1200, APC = 1200/1000 = 1.2.

3. When can the APC be equal to one? Give reason for your answer.
APC can be equal to one when APS= 0, ie, when consumption = income.
Ex- y = 1000, c = 1000
APC = C/Y= 1000/1000 = 1
APC = 1
APC + APS = 1
1 – APC + APS
1 – 1 = 0

4. Explain the meaning of investment multiplier? What can be its minimum value and why?
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is determined by the MPC. It is directly related to MPC.
K = 1/ ( 1 – MPC)
Minimum value of K is when minimum value of MPC = 0, the minimum value of K will be unit one.

5. Differentiate between ex ante and ex post investment.

6 MARKS QUESTIONS

1. Explain the equilibrium level of income, employment and output with saving and investment
approach. What happens when savings exceeds investment?

2. Explain the working of a multiplier with an example.
3. Explain with the help of a numerical example how an increase in investment in an economy

affects its level of income.
4. What is meant by investment multiplier? Explain the relationship between MPC and

investment multiplier.
5. Why must aggregate demand be equal to aggregate supply at the equilibrium level of income

and output? Explain with the help of a diagram.
6. Why should planned savings and planned investment be equal at equilibrium level of income?

Explain with the help of a diagram.

NUMERICALS

1. If in an economy investment increases by Rs 1000 crores and as a result total income
increases by 800 crores calculate capital MPS.
I = 1200- 1000 = 200 Y = 800

K = 800/200 = 4 K = 1/ MPS = 4
MPS = ¼ = 0.25

2. Suppose the consumption equals c = 40 + 0.75 y, Investment equals I = Rs60 and Y = C + I.
Find
i) Equlibrium level of income
ii) The level of consumption at equilibrium
iii) Level of saving at equilibrium

i) Y = C + I AS = AD
Substituting the value of c and I we get
Y = 40 + 0.75y + 60 Y = C + I I = 60
(1 – 0.75) Y = 100
0.25 Y = 100
Y = 100/ 0.25 = 400
Y = 400
Equilibrium level of income = Rs 400 cr.

ii) AS = AD
C = 40 + 0.75 y
Y = 400
C = 40 + 0.75 ( 400) = 340
C = 340

iii) Y = C + S
S  = 400- 340

= 60
S = 60 crores
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APPLICATION LEVEL QUESTIONS
MULTIPLIER

1. An increase in investment leads to total rise in national income by Rs. 500 crores. If MPC is
0.9, what is the increase in investment? Calculate.

2. If an economy the MPC is 0.75 and its investment is increased by Rs. 500 crores. Calculate
the total increase in income and consumption expendiyure.

3. Complete the table

Income MPC Saving APS
0 - -90 -

100 0.6 - -
200 0.6 - -

300 0.6 - -

4. In an economy S = -50 + 0.5 Y id the saving function ( Where S = saving and Y = National
income) and investment expenditure is 7000. Calculate
i) Equilibrium level of national income.
ii) Consumption expenditure at Equilibrium level of NI.

5. In an economy MPC is 0.75 if investment expenditure is increased by Rs. 500 crores.
Calculate the total increase in income and consumption expenditure.

6. Given consumption function C = 100 + 0.75Y ( where C = consumption expenditure and Y =
national income) and investment expenditure Rs. 2000. Calculate
i) Equilibrium level of national income
ii) Consumption expenditure at equilibrium level of national income.

7. In an economy S = -50 + 0.5 Y is the saving function ( where S = saving and Y = national
income) and investment expenditure is 9000. Calculate
I) Equilibrium level of national Income
II) Consumption expenditure at at equilibrium at equilibrium level of national income
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GOVERNMENT BUDGET AND THE
ECONOMY

• MEANING OF BUDGET:

• AN ANNUAL STATEMENT OF ESTIMATED
REVENUE AND EXPENDITURE OF THE
GOVERNMENT FOR A FINANCIAL YEAR( 1
APRIL-31MARCH).

III)
OBECTIVE OF GOVERNMENT BUDGET

1) Reallocation of resources. The government has to reallocate resources with social and economic
considerations.

2) Redistributive Activities-Government redistributes income and wealth to reduce inequalities.
3) Stabilizing Activities-The government tries to prevent business fluctuations and maintain economic

stability.
4) Management of Public Enterprises-Government undertakes commercial that are of the nature of natural

monopolies, heavy manufacturing etc, through its public enterprises.

Component(Classification) 0f Budget

1) Budget Receipts 2) Budget Expenditure

Budget Receipts may be classified as

a) Revenue receipts b) Capital receipts
b) Budget expenditure may be classified as

a) revenue expenditure b) Capital expenditure

REVENUE RECEIPTS

• THEY NEITHER CREAT LIABILITY (e.g. TAX
RECEIPTS) NOR REDUCE ASSETS (e.g.
FEES,FINES,GRANTS ETC.) STATUS OF THE GOVT.

• IT CONSISTS OF TAX REV. RECEIPTS (direct &
indirect taxes )

• IT CONSISTS OF NON TAX REVENUE
RECEIPTS(e.g. Fees, fines, grants etc.)

.
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CAPITAL RECEIPTS

• THEY INCREASE ASSET OR REDUCE  LIABILITY
STATUS OF THE GOVERNMENT.

FEATURES:
@ BORROWING(within or outside)- LIABILITY
within-public,RBI,ROW
@ RECOVERY OF LOANS- reduces assets(debtors r

assets of the govt.)
@ other receipts(disinvestment/privatisation)-

- reduces assets

b)

Revenue receipts may be classified as

1)Tax revenue and 2) Non –tax revenue

Tax Receipt-

a) Direct tax- These ar those taxes levied immediately on the property and income of persons, and those
that are paid directly by the consumers to the government e.g. income tax, wealth tax etc.

b) Indirect Taxes- these are those taxes that affect the income and property of persons through the
consumption expenditures. Indirect taxes are those taxes levied on one person but paid by another
person .e.g. sales tax, service tax etc.

NON TAX RECEIPTS

• RECEIVED FROM SOURCES OTHER THAN TAXES [e.g.
FEES,FINE, ESCHEAT etc.]

• Fees,licence n permit
• Special assessment
• Escheat(accrues out of the property which does nt hv

legal heir)
• Gifts n grants(received by govt. From within n outside)
• Income 4m public enterprises (railway , steel

BHEL,NTPC etc.)
• Forfeiture of bonds-(penalties imposed by courts 4

non-fulfilment of (orders, agreement etc)

Public expenditure is classified into two categories

a) Revenue expenditure
b) Capital Expenditure

Revenue expenditure – It is the expenditure incurred for the normal running of government departments and
provision of various services like interest charges on debt, subsidies etc.
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Capital Expenditure

• It is estimated expenditure of the government in a
Fiscal year which affects assets and liabilities status
of the government.

• This expenditue creates i] assets of the government
ii] causes reduction in liabilities of the government

• E.g. Purchase of shares of MNCs, construction of
dams and steel plants , repayment of loans etc.

Meanig of balanced, Surplus and Deficit budgets

a)Balanced Budget- It is one where the estimated revenue equals the estimated expenditure.

b) Surplus Budget- It is the one where the estimated revenue is greater than the estimated
expenditures.

c) Deficit budget- it is the one where the estimated revenue is less than the estimated expenditure.

Implications Of Revenue Deficit

@ Indicates inability of the government to meet the expenditure on routine functioning of the economy.

@ it implies dis- savings on government account because government is up savings of the other sectors of the
economy to cover the gap between revenue expenditure and revenue receipts

@ it implies that the government has to make up this deficit by disturbing its capital budget.

@ it can lead to inflationary situation due to use of capital receipt.

Measure to reduce Revenue deficit

@ Reduction in Government expenditure

@ Increase in government’s revenue

Fiscal Deficit

It refers to the excess of total expenditure over total receipts9 excluding borrowings) during the given fiscal year.

F.D. = Toatal expenditure –Total Recipts(excluding borrowings)

Or

F.D.= (Revenue expenditure + Capital expenditure) – ( Revenue receipts

+Capital receipts excluding borrowings)

Implications of Fiscal Deficit

@ Debt trap

@ Foreign Dependence
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@ Financial burden for further generations

Sources of Financing Fiscal Deficit

@ Borrowings

@ Deficit Financing

Measure to Reduce Fiscal Deficit

There are two measures

@ Measure to reduce Public expenditure

@ Measure to increase revenue

Primary Deficit

@ It refers to the difference between fiscal deficit of the current year and interest payments on the previous
borrowings

@ To calculate the amount of borrowings on account of current expenditure exceeding revenue , we need to
calculate the amount of the primary deficit . It is done by subtracting interest from fiscal deficit .

Measure to reduce Primary deficit

@ Primary Deficit indicates borrowings requirements of the government to meet deficit other than interest
payments , therefore efforts should be made to reduce fiscal deficit.

@ To  reduce fiscal deficit, interest payments should be reduced through repayment of loans as early as
possible.

Question bank( Budget)

VERY SHORT ANSWER TYPE QUESTIONS (1 MARK)

1. Define Budget.
2. What is meant by non-tax receipts?
3. What are revenue receipts?
4. What are capital receipts?
5. Give two examples of non-tax revenue receipts.
6. What are the two sources of capital receipts?
7. Define revenue deficit.
8. Define fiscal deficit.
9. Why is repayment of loan a capital expenditure?
10. Why is recovery of loan treated a capital receipt?
11. What is a balanced budget.
12. Define capital expenditure.
13. In a Govt. Budget primary deficit is Rs. 25,000 Cr. and interest payments
are Rs. 15,000 Cr. How much is the fiscal deficit?
14. Define a Tax.
15. What is Direct Tax
16. Define Primary Deficity
H.O.T.S.
17. What are Budget Receipts?
18. In a Govt. Budget, revenue deficit is Rs. 8,00,000 Cr. and borrowings are
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19. What is disinvestment?
20. What does zero primary deficit mean?

SHORT ANSWER TYPE QUESTIONS (3-4 MARKS)
1. Explain the allocation of resources objective of Govt. budget.
2. What is the difference between revenue budget and capital budget?
3. What is meant by revenue receipts? Explain the components of revenue
receipts of the Govt.
4. Distinguish between direct tax and indirect tax.
5. What do you mean by capital receipts? What are the main components of
the capital receipts?
6. Give the meaning of revenue deficit and fiscal deficit. What problems can
the fiscal deficit create?
7. What is fiscal deficit? What are its implications?
8. Distinguish between revenue expenditure and capital expenditure with an example of each.

9. Explain the .redistribution of income. objective of Govt. budget.
10. Explain the .Economic stability. objective of Govt. budget.
HOTS (3-4 MARKS)
11. Under which situations deficit budget is beneficial for the economy.
12. Are fiscal deficits necessarily inflationary? Give reasons in support of your
view.
13. Discuss the issue of deficit reduction.
14. How can surplus budget be used during inflation.
15. Giving reasons, classify the following as direct and indirect taxes.

(i) Entertainment tax (ii) Corporation tax
(iii) Excise tax (iv) Capital gains tax

16. Distinguish between :
(i) Capital expenditure and Revenue expenditure.

17)From the following data about government budget find

i) Revenue deficit ii) Fiscal Deficit iii) Primary deficit

S.No. Items Rs(in crores)
1 Tax Revenue 47
2 Capital receipt 34
3 Non tax revenue 10
4 Borrowings 32
5 Revenue expenditure 80
6 Interest payment 20
i) Revenue deficit = Revenue expenditure – Revenue receipts ( Tax revenue + Non tax revenue)

80-(47+10)=80-57= 23 crores

ii) Fiscal deficit= Borrowing=32 crores

Primary Deficit=Borrowing – interest Payments = 32-20=12 crores

MCQ

1) Which of the following is not direct tax?
i) Income tax ii)   Entertainment tax iii) profit tax iv) Wealth tax

2) Identify the following as Revenue Receipt
i) Loan from IMF     ii) Grants received from world bank iii) Borrowing from public

iv) Non of the above
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i) 1 April-31 March ii) 30 april- 30 March iii) 1 april-30 march iv) Non of the above

Unit- X

Balance of payments

Meaning of foreign exchange and foreign exchange rate

F.Exchange- It refers to the total of the stocks of

a) Foreign currencies b) Securities and Bonds issued by foreign corporate and government.

Foreign Exchange Rate

It is the price of one currency in terms of another .It can be defined in two alternative ways

i) It means the number of units of domestic currency required to buy a unit of foreign currency e.g.
$1=Rs 50 (Exchange Rate between India And America)

ii) It means the number of units of foreign currency that can be purchased in exchange for a unit of
domestic currency’
e.g. Rs1= 1/50 $
The rate at which currency of one country is converted into currency of the country, is called
Foreign rate of exchange or foreign exchange rate.

Types of Foreign Exchange Rate System

Types of foreign Exchange Rate system

1) Fixed ii) Flexible iii) Managed Floating
1)Fixed exchange rate System – Fixed Exchanged rate system refers to the system in which the rate of
exchange for a currency is fixed by the government. Under this system, government is responsible to
stabilise the exchange rate
There are two systems of exchange rate
a) Gold standard system of exchange rate – According to this system, gold was taken the common unit

of parity between currencies of different countries. Each country defined value of its currency in
terms of gold. E.g. 1 pound= 2g of gold and 1$=1g of gold

b) Then exchange rate would be 1 pound= 2 us $
c) b) The Bretton Woods system- Adopted to have transparency in the system. Under this system, all

currencies were related to U.S. dollar which ultimately was convertible into gold.
d) IMF worked as central institution in controlling the system.

Flexible exchange rate system-

i) It refers to a system in which exchange rate between currencies of different countries is determined by
the market forces of Demand and supply.

ii) No government intervention
iii) It is determined by the market
iv) The exchange rate at which demand for foreign currency is equal to its supply is called par rate of

exchange,Normal rate or equilibrium rate of foreign exchange
v) It is called flexible because it tends to change with changes in market forces of demand and supply.

Merits of flexible exchange rate system
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2- No requirement of government to hold 100% gold reserves.
3- It encourages venture capital

Demerits of flexible exchange rate system-

1- No stability.
2- Macro policies becomes inconvenient.

Managed Floating Rate System

1) It refers to a system in which foreign exchange rate is determined by market forces and central bank
stabilizes the exchange rate in case of appreciation or depreciation of domestic currency.

2) Central bank intervenes to control fluctuations
3) System of adjustment to influence the value of a country’s currency.
4) Also called as ‘hybrid system’ between fixed and flexible exchange rate.
5) Central bank monitors and regulates it

Determination of flexible Exchange Rate

It is the Rate which is determined by the demand and supply of the currencies in the foreign exchange market.

R= f(D,S) where R= exchange rate; D= demand of foreign currencies ; S= supply of foreign currencies

Sources of Demand for Foreign Exchange- The demand of foreign exchange arises in order to make payment
in foreign currency.It is demanded by domestic residents for the following reasons.

1) Import of goods and services ii) Tourism iii)Remittances by foreigners working in India
iv)Repayments of interest and loans v) Extension of loans to foreigners.
Sources of supply for foreign exchange

i)Export of goods and services ii) Foreign tourists in India iii) Remittances by Indian working abroad iv)
Foreign direct investment by multinational companies v) Purchase of shares by foreign investors vi)
Deposits by Non-resident Indians

Determination of equilibrium rate of Foreign exchange(Flexible)

equilibrium rate of exchange is established at a point where the quantity demanded and the quantity supplied
of foreign exchange are equal. This can be shown through the following diagram

Y S $

Rate of exchange

E

D $

O Demand and supply of $ X
Point E ‘ indicates equilibrium exchange rate where demand for dollar equals to that of the supply.

BALANCE OF PAYMENTS
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“Balance of payments is the difference between inflow of foreign exchange and outflow of foreign exchange on
account of economic transactions.”

Economic Transactions in BOP

Economic transactions in BOP , are broadly categorised as

a) current account
b) Capital account

Current account- It records the following items.

i)Visible items or goods- These includes export and import of physical goods . These are called ‘visible items” as
they are made of some material and can be seen , touched and measured.

ii) Invisible items or services- Invisible items of trade refer to export and import of services like shipping,
banking, insurence etc. These are called invisible items as they cannot be seen , touched or measured .

iii) Unilateral Transfer- Unilateral Transfers include receipts and payments of gifts , donations, remittances and
other ‘ one sided transactions’.

Iv ) Capital Transfer- capital transfers are related to capital receipts, e.g. , borrowings or sale of assets and capital
,e.g., repayments of loans or purchase of assets.

Capital account

Meaning and components of Capital account

Capital account of BOP records all those transactions between the residents of a country and the rest of the
world, which cause a change in the assets or liabilities of the residents of the country or its government. Capital
account is related to assets and liabilities of financial nature. The components of this type are

1) Borrowing and lending 2) Investments 3) Change in Foreign exchange reserves
1) Borrowing and lending- it involves transactions of loans. These may be
i) Private Transactions –These affects assets and liabilities of non- government entities or private

sector.
ii) Official Transactions- These affect assets and liabilities status of government of a country.

2) Investments-
It involves transactions of investments. These may be : private or Official Transactions . There are two
types of investments abroad.
a) Foreign Direct Investment
b) Portfolio Investment

3) Change in the foreign exchange Reserves: Foreign Exchange reserves are the financial assets of a country
held in the central bank. When addition to these reserves is made , it implies negative item and
entered in the debit side of BOP. Any withdrawl from these reserves is recorded on the positive (credit
)side of BOP.

Meaning of Autonomous and Accommodating Items

Autonomous Items
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maximising profits.
2) These are independent of the country’s BOP situation These are related to transactions which are

determined by profit maximisation. E.g. , if an MNCs is buying shares in India with the aim of earning
profit, then such a transaction is independent of the country’s BOP situation.

3) Autonomous transactions take place on both current and capital account.
4) These items are also known as “above the items.”

Accommodating Items

1) These types of items refer to transaction that are taken place in order to establish BOP identity.
2) These are conditioned by BOP status of the country. These are not related to those transactions which

are determined by profit maximisation. For example , if there is a current account deficit in the BOP,
then this deficit is financed by borrowing fro ROW.

3) Accommodating transactions take place on capital account.
4) These items are also known as ‘ below the line items’

Balance of payments (BOP) in accounting sense and operational sense

BOP in accounting sense refer to the BOP identity i.e. , equality of total receipts( inflow of foreign exchange) and
total payments ( out flow of foreign exchange ).

BOP in operational sense refers to the analysis of BOP accounts which reflects accommodating transactions
undertaken to offset either the surplus or deficit in BOP.

MCQ

1) When Foreign Exchange rate rises, the demand of foreign exchange
a) Rises b) falls c) Does not change d) None of these

2) Appreciation of domestic currency encourages
a) Imports b) Exports c) Foreign Trade d) All of these

3) Foreign exchange is determined by
a) Demand for foreign exchange b) Supply of foreign exchange c) Both a & b

d) Neither a & b.

5) Purchase of a firm by Reliance ltd. In japan is entered in BOP accounts of India

i) Debit item ii) Credit item iii) both I & ii ( iv) none of these

6..Foreign exchange is a stock of

a) Foreign currencies b) Securities issued by foreign corporate

c) bonds issued by foreign corporate d) All of these

Question bank
VERY SHORT ANSWER QUESTIONS.

1. Define foreign exchange rate.
Ans: Foreign exchange rate is the rate at which currency of one country can be exchanged
for currency of another country.
2. What do you mean by Foreign Exchange Market?
Ans: The foreign exchange market is the market where international currencies are traded for
one another.
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Ans: Fixed Rate of exchange is a rate that is fixed and determined by the government of a
country and only the government can change it.
4. What is equilibrium rate of exchange?
Ans: Equilibrium exchange rate occurs when supply of and demand for foreign exchange are
equal to each other.
5. Define flexible exchange rate.
Ans: Flexible rate of exchange is that rate which is determined by the demand and supply of
different currencies in the foreign exchange market.
6. What is meant by appreciation of currencies?
Ans: Appreciation of a currency occurs when its exchange value in relation
to currencies of other country increases.
7. Define Spot exchange rate.
Ans: The spot exchange rate refers to the rate at which foreign currencies are available on
the sport.

8. Define forward market.
Ans: Market for foreign exchange for future delivery is known as the forward market.
9. What is meant by balance of payments?
Ans: Balance of payments refers to the statement of accounts recording all economic
transactions of a given country with the rest of the world.
10. What do you mean by balance of trade?
Ans: Balance of trade is the difference between the value of imports and exports of only
physical goods.
11. The balance of trade shows a deficit of Rs. 600 crores, the value of exports is
Rs.1000 crores. What is value of Imports?
Ans: Balance of Trade = Exports of goods – import of goods
Import of good = Export of goods – (B.O.T)
= 1000- (-600)
= Rs. 1600.
12. What is the balance of visible items in the balance of payments account called?
Ans:- Balance of trade
13. What do you mean by disequilibrium in BOP?
Ans:- Disequilibrium in BOP is means either there is a surplus or deficit in balance of
payment account.
14. List two items of the capital account of BOP account.
Ans:- i) external assistance ii) commercial borrowing iii) foreign investment
15. Which transactions bring balance in the BOP account?
Ans:- Accommodating transactions bring balance in the BOP account.
16. Define autonomous items in BOP.
Ans:- Autonomous items in BOP refers to international economic transaction that take place
due to some economic motive such as profit maximization. These items are independent of
the state of the country balance of payments.
17. What is the other name of autonomous items in the BOP?
Ans:- The other name of autonomous items in BOP is above the line item.
18. When does a situation of deficit in BOP arises?
Ans:- A situation of deficit in BOP arise when autonomous receipts are less than autonomous
payments.
19. What is meant by managed floating?

Ans:- It is a system that allows adjustments in exchange rate according to a set of rules and
regulations which are officially declared in the foreign exchange market.
20. What is meant by dirty floating?
Ans:- Manipulate the exchange rate without following the guidelines issued by IMF is called
dirty floating.

ANSWER QUESTIONS (3 / 4 MARKS)
1. Why is foreign exchange demanded?
Ans:- Foreign exchange is demanded for the following purposes.
a) Payment of International loans
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c) Investment in rest of the world.
d) Direct purchases abroad for goods and services as well as imports from rest of the world.
2. What determines the flow of foreign exchange in to the country?
Ans: - Following factors contribute to the flow of foreign exchange in to the country.
a) Purchases of domestic goods by the foreigners
b) Direct foreign investment and portfolio investment in the home country.
c) Speculative purchase of foreign exchange.
d) When foreign tourists come to India.
3. Why does the demand for foreign exchange rise, when it price falls?
Ans:- With a fall in price of foreign exchange , the exchange value of domestic currency
increases and that of foreign currency falls. This implies that foreign goods become cheaper
and their domestic demand increases. The rising domestic demand for foreign goods implies
higher demand for foreign exchange. So there is inverse relationship between price and
demand for foreign exchange.
4. When price of a foreign currency falls, the supply of that foreign currency also fall
why?
Ans: When price of a foreign currency falls it makes exports, investment by foreign residents
costlier as a result supply of foreign currency falls.
5. Distinguish between autonomous and accommodating transaction of balance of
payment account.

Ans: Autonomous transactions are done for some economic consideration such as profit,
such transactions are independent of the state of B.O.P. Accommodating transactions are
under taken to cover the deficit/surplus in balance of payments.
Give two examples explain why there is a rise in demand for a foreign currency when its
price falls.
Ans:When price of foreign currency falls, imports are cheaper. So, more demand for foreign
exchange by importers.Tourism abroad is promoted as it becomes cheaper. So demand for foreign currency rises.
Distinguish between fixed and flexible foreign exchange rate.
Ans: When foreign exchange rate is fixed by Central Bank/government, it is called fixed
exchange rate. When foreign exchange rate is determined by market forces/mechanism, it is
flexible exchange rate.
When price of foreign currency falls, imports are cheaper. So, more demand for foreign
exchange by importers.
Tourism abroad is promoted as it becomes cheaper. So demand for foreign currency rises.
Distinguish between fixed and flexible foreign exchange rate.
Ans: When foreign exchange rate is fixed by Central Bank/government, it is called fixed
exchange rate. When foreign exchange rate is determined by market forces/mechanism, it is flexible exchange rate.
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BLUE – PRINT SET-I

Sl. No. Unit wise
content

VSA-
questions (1

mark)

SA-questions
(3 marks)

SA-questions
(4 marks)

LA-questions
(6 marks)

TOTAL

1 Unit -1 1(2) 4(1) _ 6(3)

2 Unit -2 1(1) 3(1) - 6(2) 16(4)

3 Unit-3 1(2) - 4(2) 6(1) 16(5)

4 Unit-4 - 3(2) _ 6(1) 12(3)

5 Unit-5 1(1) - 4(2) 6(1) 15(4)

6 Unit-6 1(2) _ _ 6(1) 8(3)

7 Unit-7 - _ - 6(2) 12(2)

8 Unit-8 1(1) 3(1) 4(1) _ 8(3)

9 Unit-9 1(1) 3(2) _ _ 7(3)

10 TOTAL 10(10) 18(6) 24(6) 48(8) 100(30)

N:B- Numbers within bracket indicate number of questions and outside bracket indicate marks.

Abbreviations used- SA(short answer questions), VSA(very short answer questions), LA ( long answer questions.

Std. - XIIth Time- 3 hrs.

Subject – Economics F.M. – 100

Instructions:

1. All questions in both sections are compulsory. However, there is internal choice in some questions.

2. Marks for questions are indicated against each question.

3. Question No.1-5 and 16-20 are very short answer questions carrying 1 mark each. They are required to be
answered in one sentence.

4. Question No.6-8 and 21-23 are short answer questions carrying 3 marks each. Answers to them should
not normally exceed 60 words each.

5. Question No.9-11 and 24-26 are also short answer questions carrying 4 marks each. Answers to them
should not normally exceed 70 words each.

6. Question No.12-15 and 27-30 are long answer questions carrying 6 marks each. Answers to them should
not normally exceed 100 words each

7. Answers should be brief and to the point and the above word limit be adhered to as far as possible.
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Q 1. Name any two subject matter of micro- economics. (1)

Q 2.If a supply curve starts from the negative side of X-axis then, what will be its elasticity of supply? (1)

(a) Less than 1 (b) Equal to 1

(c) Greater than 1 (d) infinite
Q 3.In Cardinal Utility Approach utility is measured in: (1)

(a) Rupees (b) Ranks

(c) Utils (d) None of the above

Q 4. What happens to TP when MP is zero ? (1)

Q 5.When will PPC shift to right ? (1)

Q 6.“Firms under Oligopoly are interdependent on each other”Explain the statement. (3)

Q 7.) What is meant by Consumer’s equilibrium?State its condition in case of a single commodity ?(3)
Or

State any three causes of shift of demand curve?

Q 8.)Explain the effects of a 'price ceiling'. (3)

OR

Explain the effects of a ‘price floor’.

Q 9.) Distinguish between ‘Change in supply’ and ‘Change in quantity supplied’ of a commodity. (4)

OR

Calculate MC and AC if total fixed cost is 40

Output 1 2 3 4 5 6

TVC 60 80 90 110 150 216

Q 10.) Explain the relationship between AR and MR with the help of diagram. (4)

Q 11.)Define Production Possibility Curve. Explain why it is downward sloping from left to right ?(4)

Q 12.)How is the equilibrium price and quantity of a normal commodity affected by decrease in demand of the
commodity? Explain the chain effect using diagram? (6)

Q 13.)Explain any three properties of Indifference curve? (6)

Q 14.)Find out equilibrium level of output and also give reason for your answer. (6)

Output 1 2 3 4 5
TR 7 14 21 28 35
TC 8 15 21 28 36
Q 15.)A consumer consumes only two goods. How will the consumer reach equilibrium? Explain by using IC
approach. (6)

OR
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of marginal utility schedule?

PART – B (Macro Economics)

16. Balance of Trade is calculated by considering -----. (1)

a) Invisible item of trade b) Visible item of trade c) Borrowing d)None of these

17 Direct exchange of goods for good is known as. (1)

a)Barter System b) Currency system c)Money system d)Market system

18. Who act as a custodian of foreign exchange reserve of India? (1)

a)Bank of India b) Reserve bank of India c)SEBI d)ICICI

19. Market Price and factor Cost will be equal when there is - (1)

(a)No direct tax (b) No indirect tax

(c) No subsidy (d) Both (b) and (c)

20. Fiscal deficit means: (1)

(a) Total Expenditure – Total Receipts (b)Total Expenditure – Interest payment

(c) Total Expenditure –Total Receipts excluding Borrowings (d) None of these
Q 21.)Explain the effect of depreciation of domestic currency on exports.

OR
Explain the effect of appreciation of domestic currency on imports. (3)
Q 22.)What is meant by “balance of payment” account? Distinguish between the "balance on current account"
and "balance of trade" account (3)
Q 23.)Classify the following as capital receipt or revenue receipt and give reason for your answer.

a)Tax receipt b)Disinvestment
(3)

Q 24.)State the various components of the Income Method that are used to calculate national income.
(4)

OR

State any four precautions that need to be kept in mind when using the value added method for calculating
national income.

Q 25.)Calculate a.) NDP at market price b.) NDP at factor cost .Given the following data : (4)

Items Rs. (In Crores)

i.) GNP at market price 97,503
ii.) Net Factor Income from Abroad 201
iii.) Net indirect taxes 10,576
iv.) Depreciation 5,699

Q 26.)What is a government budget? Give the meaning of : (4)

a) Revenue deficit
b) Fiscal deficit

Q 27.) Given below is the consumption function in an economy:C = 100 + 0.5Y
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Q 30.)Draw a straight line consumption curve. From it derive a saving curve. Explain the process of
derivation. Show in this diagram:

(a) The point at which the Average propensity to Consume is equal to one.
(6)

(b) Any point at which the Average Propensity to Save is negative.

With the help of a numerical example show that in this economy as income increases APC will decrease.
(6)

OR
The savings function of an economy is S = - 200 + 0.25Y. The economy is in equilibrium when income is equal to
2,000. Calculate:
(a) Investment expenditure at equilibrium level of income.
(b) Autonomous consumption.
(c) Investment multiplier
Q 28Explain the process of money creation by commercial banks. (6)

Q 29.)From the following data calculate National Income by Income and Expenditure methods: (6)

(i) Government final consumption expenditure 100
(Rscrores)

(ii) Subsidies 10
(iii) Rent 200
(iv) Wages and salaries 600
(v) Indirect taxes 60
(vi) Private final consumption expenditure 800
(vii) Gross domestic capital formation 120
(viii) Social security contributions by employers’ 55
(ix) Royalty 25
(x) Net factor income paid to abroad 30
(xi) Interest 20
(xii) Consumption of fixed capital 10
(xiii) Profit 130
(xiv) Net exports 70
(xv) Change in stock 50
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MARKING – SCHEME

Q.
N
o.

Expected Answer Marking

1 Consumer’s behaviour, Production Function etc ½ + ½ =1

2 C 1

3 C 1

4 Maximum 1

5 Growth of resources 1

6 When there are only a few firms in the market, it is likely that each firm has some knowledge
as to how its rivals operate. Each firm expects reactions from the rival firms. Therefore, each
firm in deciding price and output, takes into account the expected reactions by the rival firms.
In this way the firms are interdependent on each other.

3

7 Maximum Satisfaction from consumption with the given income and market prices.

Condition: MUx/Px =Mum

OR

Increase in Income , Positive Preferences of the consumer, increase in price of substitute
goods

2+1

1+1+1

8 'Price ceiling' is the maximum price that sellers can legally charge for a product or a service.

Since this price is below equilibrium price, there is excess demand in the
market. With shortages, sellers tend to hoard the product. It could also lead to
black marketing.

OR

‘Price floor’ is the minimum price fixed by the government at which sellers can legally sell
their product.

Since this price is above equilibrium price, there is excess supply in the market. Since
there is surplus, sellers can attempt to sell their product at a price below the floor
price.

(1+1+1)

9 Change in supply Change in quantity supplied 1+1+1+1
Definition-It refers to the situation when
quantity supply changes with the change in
other factors other than price of the
commodity.

Definition-It refers to the situation
when quantity supply changes with the
change in price of the commodity.



121
121
121Types-Increase in Supply and Decrease in

supply
Types-Extension in Supply and
Contraction in supply

Graph-Graph of any one type Graph-Graph of any one type
Schedule-Schedule of any one type Schedule-Schedule of any one type
Or,

Or,

2+2

Output 1 2 3 4 5 6

TVC 60 80 90 110 150 216
TFC 40 40 40 40 40 40
TC 100 120 130 150 190 256
AC 100 60 43.3 37.5 38 42.7

MC 60 20 10 20 40 66

10 1.When MR < AR, AR falls
2.When MR = AR, AR is constant
3.When MR > AR, AR rises
4.Diagram.

11 PPC is a curve showing different combination of two goods which can be produce with the
full utilization of given resources and available technology.

It is downward sloping because for production more of one commodity the economy has to
sacrifice some units of other commodity.

1+1+1+1

(2+2)

12

- OP1 is the equilibrium price and OQ1 is the equilibrium quantity. Demand decreases so that
demand curve shifts to the left. The new demand curve is D2
- This creates an excess supply (A1E1) at the existing price OP1.
- The excess supply creates competition among sellers, resulting in fall in price.
- Fall in price leads to rise in demand and fall in supply as indicated by the arrows.
- These changes continue till the market reaches new equilibrium at E2 with a lower price
OP2 and lower quantity OQ2.

13 The Three properties are (i) IC slopes downwards from left to right. (ii) IC is strictly convex
(iii) IC to the right has higher utility.
Explanation : (1) Slopes downward because to consume more of good X , the consumer must
give up some quantity of good Y so that the consumer remains on the same level of
satisfaction.
(2) Strictly convex because it is assumed that MRS continuously falls due to the law of
diminishing marginal utility.
(3) IC to the right has higher utility level because it is assumed that higher consumption means
higher utility.

2+4

3

1

1

1

14 Output 1 2 3 4 5 2+1+1+1+
1
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TC 8 15 21 28 36
MR 7 7 7 7 7
MC 8 7 6 7 8

The producer is in equilibrium at 4 units of output
Reason (1) MC = MR
(2) MC > MR after equilibrium
Profit = TR – TC =32- 31 = 1

15 Consumer equilibrium refers to the situation when consumer maximize his satisfaction out
of his given income and market price. Consumer will be in equilibrium only when following
conditions are satisfied

a) IC curve must be convex to the origin.

b)IC must tangent to the budget line.

Explain with diagram

OR

Meaning, Schedule ,diagram,Explanation

1+1+4

1+1+1+3

16 b) Visible item of trade 1

17 a)Barter System 1

18 b) Reserve bank of India 1

19 (d) Both (b) and (c 1

20 (c) Total Expenditure –Total Receipts excluding Borrowings 1

21 Depreciation of domestic currency mean a fall in the price of domestic currency
(say rupee) in terms of a foreign currency (say $). It means one $ can be
exchanged for more rupees. So with the same amount of dollars more of goods
can be purchased from India. It means exports to USA have become cheaper.
They may result in increase of exports to USA.
OR
Appreciation of domestic currency means a rise in the price of domestic
currency (say rupee) in terms of a foreign currency (say $) It means one rupee
can be exchanged for more $. So with the same amount of money (Rupees)
more goods can be purchased from USA. It means imports from USA have
become cheaper. They may result in increase of imports (from USA)

3

22 Balance of payment account records all economic transaction of resident of a country with
the rest of the world.

'Balance of Trade' is the difference between exports of goods and imports of goods
i.e. between visible inflows and visible outflows of foreign exchange. 'Balance on current

1+2
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Income consumption APC
400 300 0.75
500 350 0.7
600 400 0.67

account' is the difference between the sum of both visible and invisible (Service, income and
transfers) inflows and outflows of foreign currency.

23 a)Tax Receipts are revenue receipts because these neither create any liability nor reduce
asset.
b) Disinvestments are capital receipts because it reduces assets.

1.5+1.5

24 The various components that are used under the income method to calculate national
income are:

i) Compensation of employees which includes - wages and salaries in cash and kind
and employers' contribution to social security benefits.

ii) Operating surplus - which includes rent and royalties, interest and profit earned
by a firm.

iii) Mixed income of self employed which includes any income that has 2 or more
factor income, which cannot be accounted for separately.

iv) Net factor income from aboard, which in the difference between factor income
from aboard and factor income to abroad.

OR
The precautions that need to be kept in mind when using the value added method of
calculating national income are:
i) Avoid double counting of goods and services as these tend to inflate national

income estimates.
ii) Do not include the value of second hand goods being sold as their value was

accounted for at the time of first production.
iii) Include imputed value of own account production in total output as output

has been produced.
iv) Include the imputed value of owner occupied dwellings as houses provide

housing services.

1+1+1+1

Or,

1+1+1+1

25 a) NDPmp=GNPmp-NFIA.=97,503-201=97302
b) NDPfc=NDPmp-NIT=97302-10,576=86,726

2+2

26 Government budget is a statement of expected receipt and expenditure of the
government during a financial year.
(a) Revenue deficit is the excess of revenue expenditure over revenue
receipts
(b) Fiscal deficit is the excess of total expenditure over total receipts
excluding borrowings.

1

1.5

1.5

27 C = 100 + 0.5Y
Let us take Y as 400, 500, 600
When Y = 400
C = 100 + 0.5 x 400 = 300
When Y = 500
C = 100 + 0.5 x 500 = 350
When Y = 600
C = 100 + 0.5 x 600 = 400

Thus as income increases APC falls

2

3
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S = -200 + 0.25Y
(a) At equilibrium planned savings are equal to planned investment.
Equilibrium level of income is 2,000. Substituting the value of Y in the
savings function, we get;
S = - 200 + 0.25 x 2000
S = 300

Thus, investment expenditure at equilibrium level of income is 300.

(b) Consumption + Savings = Income
Autonomous consumption means the level of consumption expenditure
when income is zero.
When y = 0, Saving = -200
So autonomous consumption = 200

(c) Investment multiplier = 1/MPS
From the savings function, we know that MPS = 0.25
Investment multiplier = 1/0.25 = 4

1

2+2+2

28 Money creation (or deposit creation or credit creation) by the banks is
determined by (1) the amount of the initial fresh deposits and (2) the Legal
Reserve Ratio (LRR), the minimum ratio of deposit legally required to be kept
as cash by the banks. It is assumed that all the money that goes out of banks is
redeposited into the banks.
Let the LRR be 20% and there is a fresh deposit of Rs. 10,000. As required, the
banks keep 20% i.e. Rs. 2000 as cash. Suppose the banks lend the remaining Rs.
8000. Those who borrow use this money for making payments. As assumed
those who receive payments put the money back into the banks. In this way
banks receive fresh deposits of Rs. 8000. The banks again keep 20% i.e. Rs. 1600
as cash and lend Rs. 6400, which is also 80% of the last deposits. The money
again comes back to the banks leading to a fresh deposit of Rs. 6400. The
money goes on multiplying in this way, and ultimately total money creation is 5000

Given the amount of fresh deposit and the LRR, the total money creation is

Total money creation = Initial deposit /LRR

6

29 National Income = iv + viii + (iii + ix) + xi +xiii – x
= 600 + 55 + (200 +25) + 20 +130 -30
= Rs 1,000 crores
Expenditure Method
National Income = vi + i + vii + xiv – v + ii – xii – x
= 800 + 100 + 120 + 70 – 60 + 10 – 10 – 30
= Rs 1,000 crores

3+3
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Or,

2+3+1

Given consumption curve C intersecting 450 line at B. The steps in deriving saving curve
are:
(1) Take OA1, on the Y-axis below the point of origin as equal to OA on the Y-axis above the
point of origin because positive consumption expenditure at zero income must be equal to
negative saving at zero income. A1 is thus the starting point of the saving curve.
(2) Draw a perpendicular from B intersecting X-axis at B1. Saving at both B and B1 is zero. B1
is then another point on the Saving curve.
(3) Joint A1 and B1 and extend the same to get the Saving Curve S.

(i) APC = 1 at point B because consumption expenditure equals income.
(ii) APS <O at all the levels of income below the OB1 level of income.

KENDRIYA VIDYALAYA SANGATHAN

BLUE – PRINT SET-II
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Examination 2015-16

Std. - XIIth Time- 3 hrs.

Subject – Economics F.M. – 100

Instructions:

1. All questions in both sections are compulsory. However, there is internal choice in some questions.

2. Marks for questions are indicated against each question.

3. Question No.1-5 and 16-20 are very short answer questions carrying 1 mark each. They are required to be
answered in one sentence.

4. Question No.6-8 and 21-23 are short answer questions carrying 3 marks each. Answers to them should
not normally exceed 60 words each.

5. Question No.9-11 and 24-26 are also short answer questions carrying 4 marks each. Answers to them
should not normally exceed 70 words each.

6. Question No.12-15 and 27-30 are long answer questions carrying 6 marks each. Answers to them should
not normally exceed 100 words each

7. Answers should be brief and to the point and the above word limit be adhered to as far as possible.

PART- A (Micro Economics)

Q1)What happens to total expenditure on a commodity when its price falls and its demand is price elastic?
(1)

Q2) What is meant by cost in economics? (1)

Q3) What causes an upward movement along a demand curve of a commodity ? (1)

Q4. When will PPC shift to right ? (1)

Q5) Give the meaning of opportunity cost? (1)

Q6). St ate the ‘law of supply’. What is meant by the assumption ‘other things remaining the same’ on which the
law is based? (3)

Q7.Explain the implication of ‘product differentiation’ feature of monopolistic
competition. (3)

OR
Explain the implication of ‘homogenous product’ feature of perfect competition
Q8. “ Firms under Oligopoly are interdependent on each other” Explain the statement.

Q9. Explain why an indifference curve is convex to the origin? (4)
OR
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127A consumer consumes two goods X and Y. What will happen if MUx/Px is greater than MUy/Py?

Q10. Define Production Possibility Curve. Explain why it is downward sloping from left to right ?

(4)

Q11.Explain the effect of a rise in the prices of ‘related goods’ on the demand for a good X.
(4)

Q12. A consumer consumes only two goods. How will the consumer reach equilibrium?

Explain by using IC approach. (6)

OR

How does a consumer reach equilibrium position when he is buying only one commodity? Explain
with the help of marginal utility schedule?

Q13. Find out equilibrium level of output and also give reason for your answer. (6)

Output 1 2 3 4 5
TR 7 14 21 28 35
TC 8 15 21 28 36

Q14. Explain the likely behaviour of Total Product and Marginal Product when for increasing production only one
input is increased while all other inputs are kept constant. (6)

Q15. .) How is the equilibrium price and quantity of a normal commodity affected by andecrease in demand of
the commodity? Explain the chain effect using diagram? (6)

PART – B (Macro Economics)

Q16. Give the meaning of involuntary unemployment. (1)

Q17 What is the relationship between marginal propensity to save and marginalpropensity to consume?
(1)

Q18.State two sources of supply of foreign currency. (1)

Q19. State the two components of money supply. (1)

Q20. What is Cash Reserve Ratio? (1)

Q21. Distinguish between the current account and capital account of balance ofpayments account. Is import of
machinery recorded in current account or capitalaccount? Give reasons for your answer.

(3)

Q22. Explain the effect of depreciation of domestic currency on exports. (3)

OR
Explain the effect of appreciation of domestic currency on imports

Q23. From the following data relating to a firm, calculate its net value added at factor cost: (3)

(Rs in Lacs)
(i) Subsidy 40
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(iii) Depreciation 30
(iv) Exports 100
(v) Closing stock 20
(vi) Opening stock 50
(vii) Intermediate purchases 500
(viii) Purchase of machinery for own use 200
(ix) Import of raw material 60

Q24. Complete the following table: (4)

Income Saving MPC APS
0 -20 …… ……
50 - 10
100 0
150 30
200 60

Q25. Distinguish between revenue expenditure and capital expenditure in a
government budget. Give two examples of each. (4)

Q 26.)What is a government budget? Give the meaning of : (4)

a) Revenue deficit
b) Fiscal deficit

OR

Define revenue deficit. Write down any three implications of it.

Q27. Explain the meaning of underemployment equilibrium. State two policy measures that the government can
take to make the economy reach full employmentequilibrium. (6)

OR
The savings function of an economy is S = - 200 + 0.25Y. The economy is in equilibrium when income is equal to
2,000. Calculate:
(a) Investment expenditure at equilibrium level of income.
(b) Autonomous consumption.
(c) Investment multiplier

Q28. Calculate Gross National Disposable Income and Personal Income from the givendata: (6)

(i) Personal tax 120
(Rs crores)

(ii) Net indirect tax 100
(iii) Corporation tax 90
(iv) National income 1000
(v) Net factor income from abroad 5
(vi) Consumption of fixed capital 50
(vii) National debt interest 70
(viii) Retained earnings of private corporate sector 40
(ix) Net current transfers to the rest of the world (-)20
(x) Current transfers from government 30
(xi) Share of government in national income 80
Q29. State whether the following statements are true or false. Give reasons for youranswer: (6)

(a) Capital formation is a flow.
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(c) Nominal GDP can never be less than Real GDP.
(d) Gross domestic capital formation is always greater than gross fixed capital

formation.

Q30. Explain: (6)

a) The function of a Central Bank as a banker to the government

b) The open market operations method of credit control used by a CentralBank

MARKING – SCHEME

Q.
N
o.

Expected Answer Marking

1 Tot al expenditure will increase. ½ + ½ =1

2 Cost of producing a good is the sum of actual expenditure on inputs and the
imputed expenditure on the inputs supplied by the owner.

1

3 Rise in the price of the good 1

4 Growth of resources 1

5 Opportunity cost is the value of next best alternative use of resource. 1

6 According to the law there is a direct relation between price of the good and its supply, other
things remaining the same. Other things include all factors, other than the own price, which
can influence supply, like prices of inputs, taxes on production, prices of other goods, etc.

3

7 Product differentiation means that the buyers of a product differentiate between the
same product produced by different firms. Therefore, they are also willing to pay
different prices for the same product produced by different firms. This gives an
individual firm some monopoly power to influence market price of its product.
OR
Homogeneous product means that the buyers treat products of all the firms in the
industry as identical. Therefore, the buyers are willing to pay only the same price for
the products of all the firms in the industry. It also implies that no individual firm is
in a position to charge a higher price for its product. This ensures uniform price in the
market.

3

8 When there are only a few firms in the market, it is likely that each firm has some knowledge
as to how its rival firms operate. Each firm expects reactions from the rival firms. Therefore,
each firm is deciding price and output, takes into account the expected reactions by the rival
firms. In this way the firms are interdependent on each other. Cartels are formed in order to
coordinate the out and the price police.

(3)

9 An indifference curve is convex to the origin due to diminishing marginal rate of substitution
(MRS). Diminishing MRS means that the number of units of 'Good Y' that a consumer
wants to substitute for one extra unit of 'Good X' goes on decreasing as the
consumption of Good X increases. As consumption of Good X increases, the willingness
to pay for it diminishes (due to the law of diminishing marginal utility). This payment is
in terms of the units of Good Y sacrificed. Thus, MRS diminishes along an indifference
curve, which makes it convex to the origin.

1+1+1+1

Or,
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If MUx/Px is greater than MUy/Py, then it means that the satisfaction a consumer
derives from spending a rupee on Good x is greater than the satisfaction derived from
spending a rupee on Good Y.

The consumer will relocate her income – substitute Good X for Good Y.

As the consumption of Good X increases its marginal utility will fall. As the consumption
of Good Y decreases, it marginal utility will increase. This is due to the law of
diminishing marginal utility.

This process will continue till MUx/Px becomes equal to MUy/Py and the consumer is in
equilibrium.

2+2

10 PPC is a curve showing different combination of two goods which can be produced with the
full utilization of given resources and available technology.

It is downward sloping because for production more of one commodity the economy has to
sacrifice some units of other commodity.

1+1+1+1

11 Related goods can be substitutes or complementary to goods X.
Rise in the price of a substitute makes good X relatively cheaper. So X will be
substituted for this good. Hence demand for good X will increase.
Rise in price of complementary good will result in fall in its demand. As good X and its
complementary good are used together, demand for good X will decrease.

(2+2)

12 Consumer equilibrium refers to the situation when consumer maximize his satisfaction out
of his given income and market price. Consumer will be in equilibrium only when following
conditions are satisfied

a) IC curve must be convex to the origin.

b)IC must tangent to the budget line.(slope of the IC curve=Slope of budget curve)

Explain with diagram

OR

Meaning, Schedule ,diagram,Explanation

1+1+4

1+1+1+3

13 Output 1 2 3 4 5 2+1+1+1+
1TR 7 14 21 28 35

TC 8 15 21 28 36
MR 7 7 7 7 7
MC 8 7 6 7 8

The producer is in equilibrium at 4 units of output
Reason (1) MC = MR
(2) MC > MR after equilibrium
Profit = TR – TC =32- 31 = 1

14 The likely behavior of TP and MP is summed up as the Law of Variable proportions
and is :
Phase I :Initially TP increases at increasing rate i.e. MP rises. It is because initially the quantity

2+2+2
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input increases the fixed input is effectively utilized leading to rise in MP of the variable
input.
Phase II :After a certain level of output TP increases at a decreasing rate i.e. MP starts falling
but remaining positive. It is because now a pressure is being felt on fixed inputs as the
variable input is increased further. This leads to fall in MP of the variable input.
Phase III :
Ultimately TP starts falling and MP is negative and decreasing. It is because the quantity of
fixed input now becomes too small to accommodate the continuously rising variable input.
This makes MP of the variable input negative.(explain with diagram)

15

- OP1 is the equilibrium price and OQ1 is the equilibrium quantity. Demand decreases so that
demand curve shifts to the left. The new demand curve is D2
- This creates an excess supply (A1E1) at the existing price OP1.
- The excess supply creates competition among sellers, resulting in fall in price.
- Fall in price leads to rise in demand and fall in supply as indicated by the arrows.
- These changes continue till the market reaches new equilibrium at E2 with a lower price
OP2 and lower quantity OQ2.

1+1+4

1+1+1+3

16 In voluntary unemployment occurs when those who are able and willing to
work at the prevailing wage rate do not get work.

1

17 The sum of MPC and MPS is equal to one 1

18 Exports of goods; exports of services; remittances into a country; borrowings
from abroad, foreign direct investment; etc.(Any two)

1

19
The two components of money supply are:
(1) Currency held by public and (2) demand deposits with commercial banks.

1

20 Cash Reserve Ratio is the ratio of bank deposits that commercial banks must keep as
reserves with the central bank.

1

21 The current account records transactions relating to the export and import of
goods and services, income and transfer receipts and payments during a year.
The capital account records transactions affecting foreign assets and foreign
liabilities during a year.
Since import of machinery is an import of good, it is recorded in the current
account.

3

22 Depreciation of domestic currency mean a fall in the price of domestic currency
(say rupee) in terms of a foreign currency (say $). It means one $ can be
exchanged for more rupees. So with the same amount of dollars more of goods
can be purchased from India. It means exports to USA have become cheaper.
They may result in increase of exports to USA.
OR
Appreciation of domestic currency means a rise in the price of domestic
currency (say rupee) in terms of a foreign currency (say $) It means one rupee
can be exchanged for more $. So with the same amount of money (Rupees)
more goods can be purchased from USA. It means imports from USA have
become cheaper. They may result in increase of imports (from USA)

1+2
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= 800 + 20 - 50 – 500 – 30 + 40
= Rs 280 lakhs

1+1+1

24
Income ΔY Saving Consumption ΔC MPC APC
0 -20 20 - - --
50 50 -10 60 40 0.8 1.2
100 50 0 100 40 0.8 1
150 50 30 120 20 0.4 0.8
200 50 60 140 20 0.4 0.7

2+2

25 Revenue expenditure is the expenditure which does not lead to any creation of
assets or reduction in liabilities.
Examples: Expenditure or salaries, interest etc. (any two)
Capital expenditure is the expenditure that leads to creation of assets or leads
to production in liabilities.

Examples: Expenditure on buildings, shares etc. (any two)

2+2

26 Government budget is a financial statement of expected receipts and expenditure of
thegovernment during a financial year.
(a) Revenue deficit is the excess of revenue expenditure over revenue
receipts
(b) Fiscal deficit is the excess of total expenditure over total receipts
excluding borrowings.

OR

Meaning
Any three implications

1

1.5

1.5

1+3

27 An economy is in equilibrium when aggregate demand is equal to aggregate
supply. If aggregate demand is only sufficient to support a level of aggregate
supply at less than full employment, then the economy is in under full
employment equilibrium.(Use diagram to explain)
The two policy measures that the government can take are :
(i) Increase government expenditure
(j) Increase availability of credit

OR

S = -200 + 0.25Y
(a) At equilibrium planned savings are equal to planned investment.
Equilibrium level of income is 2,000. Substituting the value of Y in the
savings function, we get;
S = - 200 + 0.25 x 2000
S = 300

Thus, investment expenditure at equilibrium level of income is 300.

(b) Consumption + Savings = Income
Autonomous consumption means the level of consumption expenditure
when income is zero.
When y = 0, Saving = -200
So autonomous consumption = 200

(c) Investment multiplier = 1/MPS
From the savings function, we know that MPS = 0.25

2+2(diagr
am with
explainati
on)+2

3

1

2+2+2
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28 GNDI = iv + ii + vi – ix
= 1000 + 100 + 50 – (-20)
= Rs 1170 crores
Personal Income = (iv –xi) + (vii – ix + x) – viii – iii
= 1000 -80 + 70 – (- 20) + 30 – 40 – 90
= Rs 910 crores

3+3

29 (a) True. Capital formation is measured over a period of time.
(b) False. It depends on the use of bread. When it is purchased by a household,
it is a consumer good. If it is purchased by restaurant, it is a producer
(intermediate) good.
(c) False. Nominal GDP can be less than real GDP, if prices in the current year
are less than the prices in the base year.
(d) False. Gross domestic capital formation can be less than gross fixed capital
formation if change in stock is negative

1.5*4=6

30 a)The Central Bank acts as a banker to the Central government and state
governments. It carries out all the banking business of the government It
accepts receipts and makes payments for the government. It provides short
term credit to the government. It also advises the government on banking and
financial matters.

b) Buying and selling of government securities in the open market by the Central
Bank is called open market operations. When Central bank buys securities it
makes payments to the sellers who deposit the same in commercial banks. This
raises deposits with them and thus directly increases banks’ ability to give
credit. When central bank sells securities the buyers make payments by
cheques. As a result the deposits with the commercial banks decline, reducing
banks’ ability to give credit.

3

3
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of output (4)
OR
(i) at the same price.
(ii) only by lowering the price..

8 Unit-8 - - 4(2) _ 8(2)

9 Unit-9 1(1) 3(2) _ _ 7(3)

10 TOTAL 10(10) 18(6) 24(6) 48(8) 100(30)

N:B- Numbers within bracket indicate number of questions and outside bracket indicate marks.

Abbreviations used- SA(short answer questions), VSA(very short answer questions), LA ( long answer questions.

Examination 2015-16

Std. - XIIth Time- 3 hrs.

Subject – Economics F.M. – 100

Instructions:

8. All questions in both sections are compulsory. However, there is internal choice in some questions.

9. Marks for questions are indicated against each question.

10. Question No.1-5 and 16-20 are very short answer questions carrying 1 mark each. They are required to be
answered in one sentence.

11. Question No.6-8 and 21-23 are short answer questions carrying 3 marks each. Answers to them should
not normally exceed 60 words each.

12. Question No.9-11 and 24-26 are also short answer questions carrying 4 marks each. Answers to them
should not normally exceed 70 words each.

13. Question No.12-15 and 27-30 are long answer questions carrying 6 marks each. Answers to them should
not normally exceed 100 words each

14. Answers should be brief and to the point and the above word limit be adhered to as far as possible.

PART- A (Micro Economics)

Q 1.Define homogeneous product . (1)
Q 2. When the price of car rises the demand for petrol falls. How are they related? (1)
Q 3.Which cost remains unchanged with change in output. (1)
Q 4. What happens to TP when MP is zero ? (1)
Q 5.In which market form product AR and MR curve is perfectly elastic ? (1)
Q 6.Explain the shape of a production possibility frontier. (3)
Q 7.)Explain the Central problem “how to produce.” (3)
Q 8.)How does the nature of a commodity influence its price elasticity of demand? (3)
OR

A good is an “inferior‟ good for one and at the same time „normal‟ good for another consumer. Do you agree?
Explain

Q 9.)Explain the relation between marginal revenue and average revenue when a firm isable to sell more quantity
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‘Machine’ purchased is always a final good.’ Do you agree? Give reasons for your
answer.
Q 22.)Explain the meaning of deficit in Balance of Payments. (3)

Q 23.) Explain any three sources of demand for foreign exchange . (3)

Q 24.)Find (a) fiscal deficit and (b) primary deficit from the following:
(Rs.Crore)

(4)

Revenue expenditure 70,000
Borrowings 15,000
Revenue receipts 50,000

Explain the effect of the following on the supply of a commodity:
(a) Fall in the prices of factor inputs.
(b) Rise in the prices of other commodities

Q 10.)State law of variable factor proportion through TP and MP give reason for each stage. (4)

Q 11.)Explain the implications of freedom of entry and exit of firms under perfect competition. (4)

Q 12.)There is a simultaneous ‘decrease’ in demand and supply of a commodity.Explain its effect on equilibrium
price. (6)

Q 13.)Answer the following
(a ) What is a budget line? What does the point on it indicate in terms of prices?
(b) A consumer consumes only two goods X and Y. Her money income is Rs 24and the prices of Goods X and Y are
Rs 4 and Rs 2 respectively. Answer thefollowing questions:
(i) Can the consumer afford a bundle 4X and 5Y? Explain
(ii) What will be the MRSXY when the consumer is in equilibrium? Explain. (6)

Q 14.)What is meant by change in supply and change in quantity supplied? (6)

OR

Explain the conditions of equilibrium of a firm based on marginal cost and marginal revenue. Use diagram.
Q 15.)Explain the following: (6)

(a) Why is an indifference curve convex to the origin?

(b) Why does a higher indifference curve represent a higher level of satisfaction?

PART – B (Macro Economics)
Q 16.)What is meant by Money ? (1)
Q 17.) Name the institution, which acts as a custodian of nation’s foreign exchange reserves . (1)
Q 18.)Define Foreign Exchange. (1)
Q 19.)When will GDP at MP same as GDP at FC ? (1)
Q 20.)Give two example of intermediate goods? (1)

Q 21.) Find Net Value Added at Factor Cost: (3)

(i) Sales 100
(Rs. Lakh)

(ii) Closing Stock 20
(iii) Excise 15
(iv) Opening Stock 10
(v) Depreciation 12
(vi) Intermediate Consumption 50

OR
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Q 27.)State whether the following statements are true or false. Give reasons for your Answer
(a) Capital formation is a flow.

(6)

(b) Bread is always a consumer good.
(c) Nominal GDP can never be less than Real GDP.
(d) Gross Domestic Capital Formation is always greater than Gross Fixed Capital Formation.

OR
Calculate Gross National Product at market price and Personal Disposable
income from the following data:

(Rs crores)
(i) Subsidy 20
(ii) Net factor income from abroad (-) 60
(iii) Consumption of fixed capital
(iv) Personal tax
(v) Savings of private corporations

110
50

40
(vi) Dividend 20
(vii) Indirect tax 100
(viii) Corporation tax 90
(ix) Net national disposable income 1,000
(x) National debt interest
(xi) Net current transfers from abroad 20

30

(xii) Current transfers from government 50

Interest payments 25% of revenue deficit.
Q 25.)How can budgetary policy be used for reducing inequalities in income and wealth? (4)

OR
How can budgetary policy be used for allocation of resources in the economy?

Q 26) Give the meaning of Nominal GDP and Real GDP. Which of these is the indicatorof economic welfare?
(4)

(xiii) Miscellaneous receipts of the government administrative 30
departments
(xiv) Private income 700
(xv) Private final consumption expenditure 380

Q 28.)Explain (a) store of value and (b) measure of deferred payments functions of money. (6)
Q 29)Explain determination of equilibrium level of national income through saving and investment curves. And
also explain what will happen when economy is not in equilibrium? (6)
Q 30.)The savings function of an economy is S = - 200 + 0.25Y. The economy is in equilibrium when income is
equal to 2,000. Calculate: (6)
(a) Investment expenditure at equilibrium level of income.
(b) Autonomous consumption.
(c) Investment multiplier

MARKING – SCHEME

Q.
No.

Expected Answer Marking

1 The product which are same in shape, size, colour, quality, etc. 1

2 Complimentary goods. 1

3 Fixed cost 1

4 Maximum 1
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6 Production Possibility Frontier (PPF) is a downward sloping, concave curve. It shows
increasing Marginal Rate of Transformation (MRT) as more quantity of one good is
produced by reducing quantity of the other good. This behaviour of the MRT is based on
the assumption that all resources are not equally efficient in production of all goods. As
more of one good is produced, less and less efficient resources have to be transferred to
the production of the other good which raises
marginal cost i.e. MRT

3

7 ‘How to produce’ is the problem of choosing the technique of production. Techniques
are broadly classified into capital intensive and labour intensive. The problem is to use
capital intensive technique in which more of capital goods like machines, etc. are used,
or to use labour intensive technique in which more of labour is used.

3

8 A commodity for a person may be a necessity, a comfort or a luxury.
When a commodity is a necessity its demand is generally inelastic.
When a commodity is a comfort its demand is generally elastic.
When a commodity is a luxury its demand is generally more elastic that the demand for
comforts.
Or

Yes, the same good can be inferior for one and normal for another. Whether a good is
inferior or normal is determined by the income level of the consumer. A good which is a
normal good for the consumer having lower income, may become an inferior good for
the consumer having higher income. When a consumer moves to higher income, he/she
may consider some goods below their income status, and treats them as inferior.

1+1+1

9 (i) Price is constant. As price means average revenue, so average revenue is also
constant. Average revenue is constant only when marginal revenue is equal to average
revenue. Thus, when a firm is able to sell more quantity of output at the same price
marginal revenue is equal to average revenue.
(ii) If more can be sold only by lowering the price, it means that average revenue falls as
more is sold. Average revenue falls only when marginal revenue is less than average
revenue. Thus, when a firm is able to sell more quantity by lowering the price, marginal
revenue will be less than the average revenue.
Or,
(i) When the prices of factor inputs decreases, the cost of production decreases. Thus, it
becomes more profitable to produce the commodity and so its supply will increase.
(ii) When the prices of other goods rise, it becomes relatively more profitable to produce
these goods in comparison to the given good. This results in diversion of resources from
the production of given good to other goods. So, the supply of the given good decreases.

2+2

Or,

2+2

10 The Law of Variable Proportions states that as only one input is increased, others
remaining unchanged, Total Product (TP) changes in three phases.
Phase : I TP rises at an increasing rate.
Phase : II TP rises at decreasing rate
Phase : III TP falls
Reason : Phase : I TP rises at an increasing rate because in the beginning as the quantity
of the variable input is increased efficient utilization of fixed input takes places due to
specialization. This raises efficiency of the variable input.
Phase : II TP now rises at a decreasing rate because as the variable input is increased,
there is pressure on fixed inputs leading to decline in efficiency.
Phase : III TP starts falling because the quantity of the variable input becomes too much
in relation to the fixed input.

1+1+1+
1

11 Freedom of entry and exit of firms under perfect competition means that there are no
costs or barriers a firm faces to enter or exit the market. The implication of this is

2+2
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Suppose in the short run, existing firms are earning super normal profits, new firms
enter the industry as they are attracted by profits. This raises the market supply
and reduces the market price. As firms accept the lower market price, profits
reduces. This process continues till profits reduce to normal levels in the long run.

The opposite occurs if firms are earning losses as firms leave the industry. This
reduces market supply and raises market price till losses get wiped out and firms earn
only normal profit in the long run. .

12 There are three possible effects on the equilibrium price:
(i) If decrease in demand is equal to decrease in supply the equilibrium price remains
unchanged.
(ii) If decrease in demand is greater than the decrease in supply, equilibrium price will
fall.
(iii) If decrease in demand is less than the decrease in supply, equilibrium price will rise.
(Explain using diagram)

2+2+2

13 Budget line is the locus of points that show different possible combinations of the two
goods which a consumer can afford, given his income and the market prices of the two
goods.
In terms of prices, a point on the budget line represents the ratio of price of the good
shown on the X-axis to the price of the good shown on the Y-axis.
(b) (i) The cost of 4X + 5Y = (4x4) + (5x2) = Rs. 26
Since the income is only Rs. 24 the consumer cannot afford the bundle.
(ii) When the consumer is in equilibrium,
MRS = Px/Py
Substituting Px = 4, and Py = 2,
MRS = 4/2 = 2

2

2

2

14 Change in quantity supplied means when more is supplied at a higher price (expansion)
or when less is supplied at a lower price (contraction). It leads to an upward or
downward movement along the supply curve.

It is caused due to a change in the own price of the commodity, other factor
affecting supply are held constant.

Change in supply means more is supplied at the same price (increase) or less is
supplied at the same price (decrease).

It leads to a rightward or leftward shift of the supply curve.

It is caused due to a change in other factors affecting supply and not a change in
the own price of the commodity.(give diadram).

OR

A firm is in equilibrium, i.e. maximizes profits, when it produces that quantity of output
at which:
(1) MC = MR and
(2) MC becomes greater than MR if more output is produced

2+1+1+
2
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MC =MR but this is not equilibrium because beyond A, MC is lower than MR. It is in the
interest of the firm to produce more and add to profits. Therefore, only that output level
at which MC= MR, and beyond which MC >MR, is the equilibrium.

15 (a) The indifference curve being convex to origin means that Marginal Rate of
Substitution (MRS) between the two goods continuously falls. Let the two goods be X
and Y shown on the X-axis and the Y-axis respectively. It means that the consumer is
willing to sacrifice less and less of Y each time he obtains one more unit of X. Sacrifice of
Y is the price the consumer is willing to pay for obtaining X.
As he obtains more and more units of X marginal utility of X declines and therefore he is
willing to sacrifice only less of Y.
(b) Any point on a higher indifference curve means more of both the goods or the same
quantity of one good and more quantity of the other good. The indifference curve
analysis is based on the assumption that preference are monotonic which means that
consumption of more goods means more satisfaction. Therefore,
a higher indifference curve represents higher level of satisfaction.

3

3

16 Medium of Exchange 1

17 Central Bank of the Country 1

18 Name of the Foreign Currency with which the domestic currency is related. 1

19 When NIT=0 1

20 Wood for producing furniture ,cloth for producing shirts 1

21 NVA fc = (i) +(ii) –(iv)-(vi)-(v)-(iii)
= 100+20-10-50-12-15
= Rs. 33 lakh.

OR

Whether ‘machine’ is a final good or not depends on how it is being used.
If the machine is bought by a household, then it is a final good.
If the machine is bought by a firm for its own use, then also it is a final good.
If the machine is bought by a firm for re-sale then it is an intermediate good.

1.5
1
.5

22 When the total inflows on account of autonomous transactions is less than total
outflows on account of such transactions, there is a deficit in the balance of payments
account.

3
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2)Gifts and grants to rest of the world
2)Investment in rest of the world

1+1+1

24 (a) Fiscal deficit = Borrowings = Rs.15000 crore.
(b) Primary deficit = Fiscal deficit – Interest payments
=15000 – 25% of (70000 – 50000)
=15000 – 25% of 20000
= 15000 – 5000 = Rs.10000 crore.

1+3

25 To reduce inequalities in income and wealth government can use a progressive
taxation policy. The government puts a higher rate of taxation on rich people
and lower rates of taxation on lower income groups. This reduces disparities in
income and wealth.
The government can provide subsidies and other amenities to people whose
income levels are low. This increases their disposable income and thus reduces
the inequalities.
OR
There are certain goods and services in which the private sector shows little
interest due to huge investment required and lower profits, like sanitation,
roads, parks, etc. Government can undertake the production of these goods
and services. Alternatively, it can encourage private sector by giving tax
concessions and subsidies

2+2

26 N ominal GDP values the current year’s output in an economy at current year
prices.
Real GDP values the current year’s output in an economy at base year prices.
Real GDP is the indicator of economic welfare..

1.5+1.5
+1

27 (a) True. Capital formation is measured over a period of time.
(b) False. It depends on the use of bread. When it is purchased by a household,
it is a consumer good. If it is purchased by restaurant, it is a producer
(intermediate) good.
(c) False. Nominal GDP can be less than real GDP, if prices in the current year
are less than the prices in the base year.
(d) False. Gross domestic capital formation can be less than gross fixed capital
formation if change in stock is negative.

OR

GNP at market price = (ix) + (iii) – (xi)
= 1000 + 50 – 20
= Rs 1030 crores
Personal disposable income = (xiv) – (v) – (viii) – (iv) – (xiii)
= 700 – 40 – 90 – 110 – 30
= Rs 430 crores

1.5+1.5
+1.5+1.
5

28
(i) Store of value function means storing assets for use in future. Money performs this
function. An individual can hold his earnings until the time he wants to spend the same.
The main advantages of holding money, rather than goods, are: easily exchanged for
goods, easily portable and comes in convenient denominations.
(ii) Deferred payments means payments to be made in future. Money serves as a
standard of such payments e.g. repayment of loan, interest etc. This function has made
possible smooth working of the borrowing and lending activities.
.

3+3
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14129 The economy is in equilibrium at that income level at which saving = investment. The

equilibrium level of income is OM as at this level S=I When the economy is not in
equilibrium saving is not equal to investment : Suppose S > I. It means AD < AS. This
leads to piling up of inventories with the producers. In order to bring down inventories to
the desired level , producers cut down production which brings down AS. The trend
continues till AD = AS again and S = I where the economy is in equilibrium. Similarly if
S < I, then AD > AS. There is decrease in inventories. Producers increase production, AS
rises. This continues till AD = AS.

2+2

30 S = -200 + 0.25Y
(a) At equilibrium planned savings are equal to planned investment.
Equilibrium level of income is 2,000. Substituting the value of Y in the
savings function, we get;
S = - 200 + 0.25 x 2000
S = 300

Thus, investment expenditure at equilibrium level of income is 300.

(b) Consumption + Savings = Income
Autonomous consumption means the level of consumption expenditure
when income is zero.
When y = 0, Saving = -200
So autonomous consumption = 200

(c) Investment multiplier = 1/MPS
From the savings function, we know that MPS = 0.25
Investment multiplier = 1/0.25 = 4

2+2+2
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Instructions:

15. All questions in both sections are compulsory. However, there is internal choice in some questions.

16. Marks for questions are indicated against each question.

17. Question No.1-5 and 16-20 are very short answer questions carrying 1 mark each. They are required to be
answered in one sentence.

18. Question No.6-8 and 21-23 are short answer questions carrying 3 marks each. Answers to them should
not normally exceed 60 words each.

19. Question No.9-11 and 24-26 are also short answer questions carrying 4 marks each. Answers to them
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not normally exceed 100 words each

21. Answers should be brief and to the point and the above word limit be adhered to as far as possible.

PART- A (Micro Economics)

Q 1.) What does production at any point below PP Curve indicate? (1)

Q2.) Define budget line (1)

Q 3.)State the law of supply. (1)

Q4.)In which form of market products are sold at uniform price? (1)

Q 5.) In which market situation , the influence of an individual seller is zero ? (1)

Q 6.)How does the nature of a commodity influence its price elasticity of demand? (3)

Q 7.)What is market demand? State two factors causing increase in market demand. (3)

OR
Explain the influence of following on price elasticity of demand of a good:
(i) Substitute goods.

(ii) Own price of the good
Q 8.)Calculate the price elasticity of demand for a commodity when its price increases by 25% and quantity
demanded falls from 150 units to 120 units. (3)

Q 9.)Explain the effect of a rise in the prices of ‘related goods’ on the demand for a good X. (4)

Q 10.)Explain the concept of opportunity cost with the help of an example (4)

OR

Explain the central problem of distribution in an economy.

Q 11 Explain the changes that will take place in the market for a commodity if theprevailing market price is less
than the equilibrium price. (4)

Q 12.)A consumer consumes only two goods. Why is the consumer said to be in equilibrium when he buys only
that combination of the two goods which lies at that point on the Indifference curve where the budget line is
tangent to the indifference curve? Explain. Use diagram. (6)

Q 13. How is the equilibrium price and quantity of a normal commodity affected by an decrease in demand of the

commodity? Explain the chain effect using diagram? (6)

OR

There is a simultaneous ‘decrease’ in demand and supply of a commodity.Explain its effect on equilibrium price.

Q 14.)E xplain the likely behaviour of Total Product and Marginal Product when for increasing production only
one input is increased while all other inputs are kept constant.. (6)

Q 15.)Find out equilibrium level of output and also give reason for your answer. (6)

Output 1 2 3 4 5
MR 7 7 7 7 7
TC 8 15 21 28 36
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Q 16.) What is meant by Money ? (1)
Q 17.) Name the institution, which acts as a bankers to the Govt. (1)
Q 18.) What is Consumption Function ? (1)
Q 19.) State the relationship between mpc and multiplier (k). (1)
Q 20.)Give two example of intermediate goods? (1)
Q 21.)Calculate gross fixed capital formation from the following data: (3)

Rs crores
(i) Private final consumption expenditure
(ii) Government final consumption expenditure 500

1,000

(iii) Net exports
(iv) Net factor income from abroad

(-) 50
20

(v) Gross domestic product at market price 2,500
(vi) Opening stock 300
(vii) Closing stock 200
Q 22.)How can budgetary policy be used for reducing inequalities in income and wealth? (3)

OR
How can budgetary policy be used for allocation of resources in the economy?

Q 23.)Distinguish betweenAutonomous transactions and Accommodating transactions of BOP. (3)

Q 24.)Distinguish between revenue expenditure and capital expenditure in agovernment budget. Give two
examples of each..

(4)

Or

Distinguish betweenRevenue Receipt and Capital Receipt. Give two example of each.

Q 25.)Using the „saving and investment‟ approach explain how is the equilibrium level of national income
determined? Also explain what will happen if the equilibrium condition is not fulfilled . (4)

Q 26.)Distinguish between the current account and capital account of balance of payments account. Is import of
machinery recorded in current account or capital account? Give reasons for your answer. (4)

Q 27.)From the following data calculate National Income by Income and Expenditure methods: (6)
(Rs crores)

(i) Government final consumption expenditure 100
(ii) Subsidies 10
(iii) Rent 200
(iv) Wages and salaries 600
(v) Indirect taxes 60
(vi) Private final consumption expenditure 800
(vii) Gross domestic capital formation 120
(viii) Social security contributions by employers’ 55
(ix) Royalty 25
(x) Net factor income paid to abroad 30
(xi) Interest 20
(xii) Consumption of fixed capital 10
(xiii) Profit 130
(xiv) Net exports 70
(xv) Change in stock 50
Q 28.)while estimating national income, state with reason whether the following be included in national incone.

(6)
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(ii) Addition to stocks
(iii) Purchase of a taxi by taxi driver .

OR
Calculate Gross National Product at market price and Personal Disposable
income from the following data:
(Rs crores)
(i) Subsidy 20
(ii) Net factor income from abroad (-) 60
(iii) Consumption of fixed capital 50
(iv) Personal tax 110
(v) Savings of private corporations 40
(vi) Dividend 20
(vii) Indirect tax 100
(viii) Corporation tax 90
(ix) Net national disposable income 1,000
(x) National debt interest 30
(xi) Net current transfers from abroad 20
(xii) Current transfers from government50
(xiii) Miscellaneous receipts of the government administrative 30
departments
(xiv) Private income 700
(xv) Private final consumption expenditure 380

Q 29The savings function of an economy is S = - 200 + 0.25Y. The economy is in equilibrium when income is equal
to 2,000. Calculate: (6)

(a) Investment expenditure at equilibrium level of income.
(b) Autonomous consumption.
(c) Investment multiplier.

Q 30.) Define Money Supply. Explain different measures of money supply used (6)

KENDRIYA VIDYALAYA SANGATHAN

MARKING – SCHEME

Q.
No.

Expected Answer Marking

1 Underutilization of resources 1

2 It represents a set of two goods that can be purchased with given money income 1

3 Law of supply states that , “other things remaining constant the quantity supply of a
commodity increases with rise in its price and decreases with fall in its price”.

1

4 Perfect competition 1

5 Perfect Competition 1

6 A commodity for a person may be a necessity, a comfort or a luxury.
When a commodity is a necessity its demand is generally inelastic.
When a commodity is a comfort its demand is generally elastic.
When a commodity is a luxury its demand is generally more elastic that the

1+1+1mark
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7
Market demand means the quantity of a good, which all the buyers of that good are willing
to buy at a price during a period of time.

(1) Rise in income (normal good)
(2) Rise in the price of substitute good

OR

(a) More the number of substitutes of a good higher the price elasticity of demand for that
good. It is because when there is a price change the buyers can conveniently shift from one
substitute to another.

(b) Higher the own price of the good, higher is likely the price elasticity of demand for that
good. It is because a change in price of the higher price good has substantial effect on the
budget of the consumer.

1+2

1.5+1.5

8 Formula, step, correct answer(0.8) 1+1+1

9 Related goods can be substitutes or complementary to goods X.
Rise in the price of a substitute makes good X relatively cheaper. So X will be
substituted for this good. Hence demand for good X will increase.
Rise in price of complementary good will result in fall in its demand. As good X and its
complementary good are used together, demand for good X will decrease.

4

10 Opportunity cost refers to forgoing the next best opportunity in availing the best
opportunity. It can be defined as the value of next best use to which the resources
could be put. Suppose a producers has two options, to produce good X and earn
Rs.10000, produce Y and earn Rs. 7000. Producer choose X because it gives him more
profit. Then the opportunity cost of choosing to produce X is Rs.7000.

OR

The problem is related to distribution of goods and services produced in the economy. It
arises because the output produced is limited while the wants of people are unlimited. In
other words it is the problem of distribution of income because income gives the people
power to purchase these goods.

4

11 When price is lower than equilibrium price, market demand is greater than market supply.
This will result in competition among buyers. The price will rise.
A rise in price will reduce the demand and raise the supply. This will reduce the original gap
between market demand and market supply. These changes will continue till price rises to a
level at which market demand is equal to market supply. This is the equilibrium price.

a.) (1+1)

b.) (1+1)

12

Let the two goods be X and Y as shown in the diagram. The tangency is at point E where:
Slope of indifference curve = Slope of budget line

2+4
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The equilibrium purchase is Ox of X and Oy of Y on the indifference curve l2
The consumer cannot get satisfaction level higher than I2 because his income does not
permit him to move above the budget line AB. The consumer will not like to purchase any
other bundle on the budget line AB, for example the bundle at C and D, because they all lie
on the lower indifference curve, and give him lower satisfaction. Therefore, the equilibrium
choice is only at the tangency point E.

13

- OP1 is the equilibrium price and OQ1 is the equilibrium quantity. Demand decreases so
that demand curve shifts to the left. The new demand curve is D2
- This creates an excess supply (A1E1) at the existing price OP1.
- The excess supply creates competition among sellers, resulting in fall in price.
- Fall in price leads to rise in demand and fall in supply as indicated by the arrows.
- These changes continue till the market reaches new equilibrium at E2 with a lower price
OP2 and lower quantity OQ2.
OR
There are three possible effects on the equilibrium price:
(i) If decrease in demand is equal to decrease in supply the equilibrium price remains
unchanged.
(ii) If decrease in demand is greater than the decrease in supply, equilibrium price will fall.
(iii) If decrease in demand is less than the decrease in supply, equilibrium price will rise.
(Explain using diagram)

6

14 The likely behavior of TP and MP is summed up as the Law of Variable proportions
and is :
Phase I :Initially TP increases at increasing rate i.e. MP rises. It is because initially the
quantity of the variable input is too small in relation to the fixed input. As the quantity of
the variable input increases the fixed input is effectively utilized leading to rise in MP of the
variable input.
Phase II :After a certain level of output TP increases at a decreasing rate i.e. MP starts falling
but remaining positive. It is because now a pressure is being felt on fixed inputs as the
variable input is increased further. This leads to fall in MP of the variable input.
Phase III : Ultimately TP starts falling and MP is negative and decreasing. It is because the
quantity of fixed input now becomes too small to accommodate the continuously rising
variable input. This makes MP of the variable input negative.

2+2+2

15 Output 1 2 3 4 5 1+1+1+3

TR 7 14 21 28 35
TC 8 15 21 28 36
MR 7 7 7 7 7
MC 8 7 6 7 8

The producer is in equilibrium at 4 units of output
Reason (1) MC = MR
(2) MC > MR after equilibrium
Profit = TR – TC =32- 31 = 1
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17 Central Bank of the Country 1

18 Consumption is the function of Income C= f(Y) 1

19 k = 1/ (1-mpc) 1

20 Wood for producing furniture ,cloth for producing shirts 1

21 Gross fixed capital formation = (v) – (i) – (ii) – (iii) - (vii) + (vi)
= 2500 – 1000 – 500 – (-) 50 - 200 + 300
= Rs 1150 crores.

1+1+1

22 To reduce inequalities in income and wealth government can use a progressive
taxation policy. The government puts a higher rate of taxation on rich people
and lower rates of taxation on lower income groups. This reduces disparities in
income and wealth. The government can provide subsidies and other amenities to people
whose income levels are low. This increases their disposable income and thus reduces the
inequalities.
OR
There are certain goods and services in which the private sector shows little
interest due to huge investment required and lower profits, like sanitation,
roads, parks, etc. Government can undertake the production of these goods
and services. Alternatively, it can encourage private sector by giving tax
concessions and subsidies.

3

23 Autonomous transactions are those which are not influenced by other transactions in
Balance of Payment Account. Accommodating transactions are those which are
undertaken to cover deficit / Surplus in BOP.

3

24 Revenue expenditure is the expenditure which does not lead to any creation of
assets or reduction in liabilities.
Examples: Expenditure or salaries, interest etc. (any two)
Capital expenditure is the expenditure that leads to creation of assets or leads
to production in liabilities.
Examples: Expenditure on buildings, shares etc. (any two)
Or
Definition of Revenue and capital receipts. And example.

2+2

2+2

25 According to the „saving and investment‟ approach, at equilibrium .
Planned Saving = Planned Investment 1
Suppose planned saving is higher than planned investment. It means that aggregate supply
is greater than aggregate demand. In simple terms, it means that planned output is greater
than planned demand for this output. As a result the producers find that inventory level is
becoming higher than the planned level. To bring it back to the planned level, the producers
cut down production. This reduces aggregate supply. The process continues till aggregate
supply becomes equal to aggregate demand, i.e. till planned saving becomes equal to
planned investment. Opposite happens when planned saving is lower than planned
production.

4

26 The current account records transactions relating to the export and import of
goods and services, income and transfer receipts and payments during a year.
The capital account records transactions affecting foreign assets and foreign
liabilities during a year.
Since import of machinery is an import of good, it is recorded in the current

1+1+2
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27 National Income = iv + viii + (iii + ix) + xi +xiii – x
= 600 + 55 + (200 +25) + 20 +130 -30
= Rs 1,000 crores
Expenditure Method
National Income = vi + i + vii + xiv – v + ii – xii – x
= 800 + 100 + 120 + 70 – 60 + 10 – 10 – 30
= Rs 1,000 crores

6

28
(i) Bonus should be included because it is compensation paid to employees.
(ii) Addition to stocks should be included because it is investment a final

expenditure.
iii)Purchase of a taxi by taxi driver should be included because it is final expenditure
on investment.

OR
GNP at market price = (ix) + (iii) – (xi)
= 1000 + 50 – 20
= Rs 1030 crores
Personal disposable income = (xiv) – (v) – (viii) – (iv) – (xiii)
= 700 – 40 – 90 – 110 – 30= Rs 430 crores

(2+2+2)

29 S = -200 + 0.25Y
(a) At equilibrium planned savings are equal to planned investment. Equilibrium level of
income is 2,000. Substituting the value of Y in the savings function, we get;
S = - 200 + 0.25 x 2000
S = 300

Thus, investment expenditure at equilibrium level of income is 300.
(b) Consumption + Savings = Income
Autonomous consumption means the level of consumption expenditure
when income is zero.
When y = 0, Saving = -200
So autonomous consumption = 200
(c) Investment multiplier = 1/MPS
From the savings function, we know that MPS = 0.25
Investment multiplier = 1/0.25 = 4

2+2+2

30 Total money in circulation in the entire economy. Types : M1, M2, M3, M4. 2+4



150
150
150KENDRIYA VIDYALAYA SANGATHAN

BLUE – PRINT SET-IV

Sl. No. Unit wise
content

VSA-
questions (1

mark)

SA-questions
(3 marks)

SA-questions
(4 marks)

LA-questions
(6 marks)

TOTAL

1 Unit -1 1(2) 4(1) _ 6(3)

2 Unit -2 3(2) 4(1) 6(1) 16(5)

3 Unit-3 1(1) 3(1) 6(2) 16(4)

4 Unit-4 1(2) 4(1) 6(1) 12(3)

5 Unit-5 - 3(1) 6(2) 15(3)

6 Unit-6 1(2) _ _ 6(1) 8(3)

7 Unit-7 1(2) _ 4(1) 6(1) 12(4)

8 Unit-8 1(1) 3(1) 4(1) _ 8(3)

9 Unit-9 3(1) 4(1) _ 7(2)

10 TOTAL 10(10) 18(6) 24(6) 48(8) 100(30)

N:B- Numbers within bracket indicate number of questions and outside bracket indicate marks.

Abbreviations used- SA(short answer questions), VSA(very short answer questions), LA ( long answer questions.

Examination 2015-16

Std. - XIIth Time- 3 hrs.

Subject – Economics F.M. – 100

Instructions:
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not normally exceed 60 words each.

26. Question No.9-11 and 24-26 are also short answer questions carrying 4 marks each. Answers to them
should not normally exceed 70 words each.
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15127. Question No.12-15 and 27-30 are long answer questions carrying 6 marks each. Answers to them should

not normally exceed 100 words each

28. Answers should be brief and to the point and the above word limit be adhered to as far as possible.

PART- A (Micro Economics)

Q 1.) What does production at any point below PP Curve indicate? (1)
Q2.) Define budget line (1)
Q 3.)State the law of supply. (1)
Q4.)In which form of market products are sold at uniform price? (1)
Q 5.) In which market situation , the influence of an individual seller is zero ? (1)
Q 6.)How does the nature of a commodity influence its price elasticity of demand? (3)
Q 7.)What is market demand? State two factors causing increase in market demand. (3)

OR
Explain the influence of following on price elasticity of demand of a good:

(i) Substitute goods.

(ii) Own price of the good
Q 8.)Calculate the price elasticity of demand for a commodity when its price increases by 25% and quantity
demanded falls from 150 units to 120 units. (3)
Q 9.)Explain the effect of a rise in the prices of ‘related goods’ on the demand for a good X. (4)
Q 10.)Explain the concept of opportunity cost with the help of an example (4)
OR

Explain the central problem of distribution in an economy.
Q 11 Explain the changes that will take place in the market for a commodity if the prevailing market price is less
than the equilibrium price. (4)
Q 12.)A consumer consumes only two goods. Why is the consumer said to be in equilibrium when he buys only
that combination of the two goods which lies at that point on the Indifference curve where the budget line is
tangent to the indifference curve? Explain. Use diagram. (6)
Q 13. How is the equilibrium price and quantity of a normal commodity affected by an decrease in demand of the

commodity? Explain the chain effect using diagram? (6)

OR

There is a simultaneous ‘decrease’ in demand and supply of a commodity.Explain its effect on equilibrium price.

Q 14.)E xplain the likely behaviour of Total Product and Marginal Product when for increasing production only
one input is increased while all other inputs are kept constant.. (6)

Q 15.)Find out equilibrium level of output and also give reason for your answer. (6)

Output 1 2 3 4 5
MR 7 7 7 7 7
TC 8 15 21 28 36

PART – B (Macro Economics)

Q 16.) What is meant by Money ? (1)
Q 17.) Name the institution, which acts as a bankers to the Govt. (1)
Q 18.) What is Consumption Function ? (1)
Q 19.) State the relationship between mpc and multiplier (k). (1)
Q 20.)Give two example of intermediate goods? (1)
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(i) Subsidy 20
(ii) Net factor income from abroad (-) 60
(iii) Consumption of fixed capital 50
(iv) Personal tax 110
(v) Savings of private corporations 40
(vi) Dividend 20
(vii) Indirect tax 100

Q 21.)Calculate gross fixed capital formation from the following data: (3)
Rs crores

(i) Private final consumption expenditure
(ii) Government final consumption expenditure 500

1,000

(iii) Net exports
(iv) Net factor income from abroad

(-) 50
20

(v) Gross domestic product at market price 2,500
(vi) Opening stock 300
(vii) Closing stock 200
Q 22.)How can budgetary policy be used for reducing inequalities in income and wealth? (3)
OR
How can budgetary policy be used for allocation of resources in the economy?
Q 23.)Distinguish betweenAutonomous transactions and Accommodating transactions of BOP. (3)
Q 24.)Distinguish between revenue expenditure and capital expenditure in agovernment budget. Give two
examples of each.. (4)
Or
Distinguish between Revenue Receipt and Capital Receipt. Give two example of each.
Q 25.)Using the „saving and investment‟ approach explain how is the equilibrium level of national income
determined? Also explain what will happen if the equilibrium condition is not fulfilled . (4)
Q 26.)Distinguish between the current account and capital account of balance of payments account. Is import of
machinery recorded in current account or capital account? Give reasons for your answer. (4)
Q 27.)From the following data calculate National Income by Income and Expenditure methods: (6)

(Rs crores)
(i) Government final consumption expenditure 100
(ii) Subsidies 10
(iii) Rent 200
(iv) Wages and salaries 600
(v) Indirect taxes 60
(vi) Private final consumption expenditure 800
(vii) Gross domestic capital formation 120
(viii) Social security contributions by employers’ 55
(ix) Royalty 25
(x) Net factor income paid to abroad 30
(xi) Interest 20
(xii) Consumption of fixed capital 10
(xiii) Profit 130
(xiv) Net exports 70
(xv) Change in stock 50
Q 28.)while estimating national income, state with reason whether the following be included in national incone.

(6)
i.Bonus.
ii.Addition to stocks
iii.Purchase of a taxi by taxi driver .

OR
Calculate Gross National Product at market price and Personal Disposable
income from the following data:

(Rs crores)



153
153
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(ix) Net national disposable income 1,000
(x) National debt interest 30
(xi) Net current transfers from abroad 20
(xii) Current transfers from government 50
(xiii) Miscellaneous receipts of the government administrative 30
departments
(xiv) Private income 700
(xv) Private final consumption expenditure 380

Q 29The savings function of an economy is S = - 200 + 0.25Y. The economy is in equilibrium when income is equal
to 2,000. Calculate: (6)

(a) Investment expenditure at equilibrium level of income.
(b) Autonomous consumption.
(c) Investment multiplier.
Q 30.) Explain (a) store of value and (b) measure of deferred payments functions of money. (6)

KENDRIYA VIDYALAYA SANGATHAN

MARKING – SCHEME

Q.
No.

Expected Answer Marking

1 Underutilization of resources 1

2 It represents a set of two goods that can be purchased with given money income 1

3 Law of supply states that , “other things remaining constant the quantity supply of a
commodity increases with rise in its price and decreases with fall in its price”.

1

4 Perfect competition 1

5 Perfect Competition 1

6 A commodity for a person may be a necessity, a comfort or a luxury.
When a commodity is a necessity its demand is generally inelastic.
When a commodity is a comfort its demand is generally elastic.
When a commodity is a luxury its demand is generally more elastic that the
demand for comforts.

1+1+1mark

7
Market demand means the quantity of a good, which all the buyers of that good are willing
to buy at a price during a period of time.

(1) Rise in income (normal good)
(2) Rise in the price of substitute good

OR

(a) More the number of substitutes of a good higher the price elasticity of demand for that
good. It is because when there is a price change the buyers can conveniently shift from one
substitute to another.

1+2
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(b) Higher the own price of the good, higher is likely the price elasticity of demand for that
good. It is because a change in price of the higher price good has substantial effect on the
budget of the consumer.

1.5+1.5

8 Formula, step, correct answer(0.8) 1+1+1

9 Related goods can be substitutes or complementary to goods X.
Rise in the price of a substitute makes good X relatively cheaper. So X will be
substituted for this good. Hence demand for good X will increase.
Rise in price of complementary good will result in fall in its demand. As good X and its
complementary good are used together, demand for good X will decrease.

4

10 Opportunity cost refers to forgoing the next best opportunity in availing the best
opportunity. It can be defined as the value of next best use to which the resources
could be put. Suppose a producers has two options, to produce good X and earn
Rs.10000, produce Y and earn Rs. 7000. Producer choose X because it gives him more
profit. Then the opportunity cost of choosing to produce X is Rs.7000.

OR

The problem is related to distribution of goods and services produced in the economy. It
arises because the output produced is limited while the wants of people are unlimited. In
other words it is the problem of distribution of income because income gives the people
power to purchase these goods.

4

11 When price is lower than equilibrium price, market demand is greater than market supply.
This will result in competition among buyers. The price will rise.
A rise in price will reduce the demand and raise the supply. This will reduce the original gap
between market demand and market supply. These changes will continue till price rises to a
level at which market demand is equal to market supply. This is the equilibrium price.

a.) (1+1)

b.) (1+1)

12

Let the two goods be X and Y as shown in the diagram. The tangency is at point E where:
Slope of indifference curve = Slope of budget line
Or MRSxy = Px/Py
The equilibrium purchase is Ox of X and Oy of Y on the indifference curve l2
The consumer cannot get satisfaction level higher than I2 because his income does not
permit him to move above the budget line AB. The consumer will not like to purchase any
other bundle on the budget line AB, for example the bundle at C and D, because they all lie
on the lower indifference curve, and give him lower satisfaction. Therefore, the equilibrium
choice is only at the tangency point E.

2+4
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- OP1 is the equilibrium price and OQ1 is the equilibrium quantity. Demand decreases so
that demand curve shifts to the left. The new demand curve is D2
- This creates an excess supply (A1E1) at the existing price OP1.
- The excess supply creates competition among sellers, resulting in fall in price.
- Fall in price leads to rise in demand and fall in supply as indicated by the arrows.
- These changes continue till the market reaches new equilibrium at E2 with a lower price
OP2 and lower quantity OQ2.
OR

There are three possible effects on the equilibrium price:
(i) If decrease in demand is equal to decrease in supply the equilibrium price remains
unchanged.
(ii) If decrease in demand is greater than the decrease in supply, equilibrium price will fall.
(iii) If decrease in demand is less than the decrease in supply, equilibrium price will rise.
(Explain using diagram)

6

14 The likely behavior of TP and MP is summed up as the Law of Variable proportions
and is :
Phase I :Initially TP increases at increasing rate i.e. MP rises. It is because initially the
quantity of the variable input is too small in relation to the fixed input. As the quantity of
the variable input increases the fixed input is effectively utilized leading to rise in MP of the
variable input.
Phase II :After a certain level of output TP increases at a decreasing rate i.e. MP starts falling
but remaining positive. It is because now a pressure is being felt on fixed inputs as the
variable input is increased further. This leads to fall in MP of the variable input.
Phase III : Ultimately TP starts falling and MP is negative and decreasing. It is because the
quantity of fixed input now becomes too small to accommodate the continuously rising
variable input. This makes MP of the variable input negative.
(DIAGRAM&SCHEDULE)

2+2+2

15 Output 1 2 3 4 5 1+1+1+3

TR 7 14 21 28 35
TC 8 15 21 28 36
MR 7 7 7 7 7
MC 8 7 6 7 8

The producer is in equilibrium at 4 units of output
Reason (1) MC = MR
(2) MC > MR after equilibrium
Profit = TR – TC =32- 31 = 1
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15616 Medium of Exchange 1

17 Central Bank of the Country 1

18 Consumption is the function of Income C= f(Y) 1

19 k = 1/ (1-mpc) 1

20 Wood for producing furniture ,cloth for producing shirts 1

21 Gross fixed capital formation = (v) – (i) – (ii) – (iii) - (vii) + (vi)
= 2500 – 1000 – 500 – (-) 50 - 200 + 300
= Rs 1150 crores.

1+1+1

22 To reduce inequalities in income and wealth government can use a progressive
taxation policy. The government puts a higher rate of taxation on rich people
and lower rates of taxation on lower income groups. This reduces disparities in
income and wealth. The government can provide subsidies and other amenities to people
whose income levels are low. This increases their disposable income and thus reduces the
inequalities.
OR
There are certain goods and services in which the private sector shows little
interest due to huge investment required and lower profits, like sanitation,
roads, parks, etc. Government can undertake the production of these goods
and services. Alternatively, it can encourage private sector by giving tax
concessions and subsidies.

3

23 Autonomous transactions are those which are not influenced by other transactions in
Balance of Payment Account. Accommodating transactions are those which are
undertaken to cover deficit / Surplus in BOP.

3

24 Revenue expenditure is the expenditure which does not lead to any creation of
assets or reduction in liabilities.
Examples: Expenditure or salaries, interest etc. (any two)
Capital expenditure is the expenditure that leads to creation of assets or leads
to production in liabilities.
Examples: Expenditure on buildings, shares etc. (any two)

Or

Definition of Revenue and capital receipts. And example.

2+2

2+2

25 According to the „saving and investment‟ approach, at equilibrium .
Planned Saving = Planned Investment 1
Suppose planned saving is higher than planned investment. It means that aggregate supply
is greater than aggregate demand. In simple terms, it means that planned output is greater
than planned demand for this output. As a result the producers find that inventory level is
becoming higher than the planned level. To bring it back to the planned level, the producers
cut down production. This reduces aggregate supply. The process continues till aggregate
supply becomes equal to aggregate demand, i.e. till planned saving becomes equal to
planned investment. Opposite happens when planned saving is lower than planned
production.(DIAGRAM)

4

26 The current account records transactions relating to the export and import of
goods and services, income and transfer receipts and payments during a year.
The capital account records transactions affecting foreign assets and foreign
liabilities during a year.

1+1+2
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account

27 National Income = iv + viii + (iii + ix) + xi +xiii – x
= 600 + 55 + (200 +25) + 20 +130 -30
= Rs 1,000 crores
Expenditure Method
National Income = vi + i + vii + xiv – v + ii – xii – x
= 800 + 100 + 120 + 70 – 60 + 10 – 10 – 30
= Rs 1,000 crores

6

28
(iii) Bonus should be included because it is compensation paid to employees.
(iv) Addition to stocks should be included because it is investment a final

expenditure.
iii)Purchase of a taxi by taxi driver should be included because it is final expenditure
on investment.

OR
GNP at market price = (ix) + (iii) – (xi)
= 1000 + 50 – 20
= Rs 1030 crores
Personal disposable income = (xiv) – (v) – (viii) – (iv) – (xiii)
= 700 – 40 – 90 – 110 – 30

= Rs 430 crores

(2+2+2)

29 S = -200 + 0.25Y
(a) At equilibrium planned savings are equal to planned investment. Equilibrium level of
income is 2,000. Substituting the value of Y in the savings function, we get;
S = - 200 + 0.25 x 2000
S = 300

Thus, investment expenditure at equilibrium level of income is 300.
(b) Consumption + Savings = Income
Autonomous consumption means the level of consumption expenditure
when income is zero.
When y = 0, Saving = -200
So autonomous consumption = 200
(c) Investment multiplier = 1/MPS
From the savings function, we know that MPS = 0.25
Investment multiplier = 1/0.25 =

2+2+2

30 (i) Store of value function means storing assets for use in future. Money performs this
function. An individual can hold his earnings until the time he wants to spend the same.

The main advantages of holding money, rather than goods, are: easily exchanged for goods,
easily portable and comes in convenient denominations.
(ii) Deferred payments means payments to be made in future. Money serves as a standard
of such payments e.g. repayment of loan, interest etc. This function has made possible
smooth working of the borrowing and lending activities.

2+4
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