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(Reduced for academic year 2021-22)
SYLLABUS

There will be two papers in the subject: 

Paper I - Theory: 3 hours ……80 marks

Paper II- Project Work ……20 marks

PAPER - I (THEORY) – 80 Marks

Part I (20 marks) will consist of compulsory short answer questions testing knowledge, application and 
skills relating to elementary/fundamental aspects of the entire syllabus.

Part II (60 marks) will consist of eight questions out of which candidates will be required to answer five 
questions, each carrying 12 marks.

Note: The syllabus is intended to reflect a study of the theory of Economics with specific reference to 
the Indian Economy. Therefore, examples and specific references to the Indian Economy must be made 
wherever relevant.

 1. Micro Economic Theory

 (i) Demand: meaning, factors affecting demand; Demand function; Law of Demand; derivation of 
demand curve; movement and shift of the demand curve; exceptions to the Law of Demand.

  Law of Diminishing Marginal Utility, Law of Equimarginal Utility, consumer’s equilibrium through utility 
approach (Cardinal) and indifference curve analysis (Ordinal).

  The concept of demand: meaning. A demand function to be specified incorporating the determinants 
of demand. Diagrams should be used in explaining the Law of Demand, reasons for downward slope 
of demand curve, its derivation using demand schedule. Derivation of market demand curve from 
individual demand curve.

  (a) Cardinal Utility Analysis: meaning of utility, total utility, marginal utility, relationship of TU and 
MU, Law of Diminishing Marginal Utility (schedule and diagram, Only assumptions to be taught, 
criticisms not required), Consumer’s equilibrium – one commodity (schedule and diagram), Law of 
Equimarginal Utility (statement, schedule) and conditions of consumer’s equilibrium using marginal 
utility; (b) Ordinal Utility Analysis: Indifference Curve – its meaning and properties (including MRS 
and DMRS), indifference map, consumer’s budget line, Consumer’s equilibrium – condition (to be 
explained with the help of a diagram).

 (ii) Elasticity of demand: meaning, types of elasticity of demand, measurement of elasticity of demand; 
factors affecting elasticity of demand.

  Various methods of measurement of the elasticity of demand: point method - percentage method, 
expenditure method and geometric method. (Numericals required on percentage method only). The 
cross and income elasticity of demand must be explained. Degrees of elasticity of demand to be 
explained. Use diagrams wherever necessary.
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 (iii) Supply: meaning; difference between stock and supply; determinants of supply; Law of Supply; 
movement and shift of the supply curve; elasticity of supply

  Difference between stock (intended supply) and supply (actual supply) with the help of relevant 
examples. A supply function should be specified and explained. Law of Supply: Meaning, supply 
schedule and supply curve. Derivation of market supply curve from individual supply curve. 
Movement and shift of the supply curve, exceptions to the Law of Supply. Elasticity of Supply: 
Meaning, degrees of elasticity of supply and measurement of elasticity of supply by percentage 
method and geometric method.

 (iv) Market Mechanism: Equilibrium and disequilibrium; Equilibrium price and effect of changes in 
demand and supply on the equilibrium price. Simple applications of tools of demand and supply.

  A basic understanding of the concept of equilibrium. The effects of changes in demand and supply - 
both along the curves and shift of the curves to be explained. Basic understanding of Price control, 
rationing, Price ceiling and Floor price with the help of demand and supply curves.

 (v) Concept of production and production function: (short run and long run production function), 
returns to a factor, returns to scale (meaning only) total, average and marginal physical products; 
Law of Variable Proportions and its three stages.

  A production function (concept only). Law of Variable Proportions: statement, assumptions, 
schedule (for the purpose of understanding and not for testing), diagram and explanation to the 
three stages.

 (vi) Cost and revenue: Basic concepts of cost; fixed cost, variable cost, total cost, marginal cost and 
average cost – their relationships; opportunity cost; short run cost curves. Revenue: meaning; average 
revenue, marginal revenue and total revenue and their relationships under perfect competition and 
imperfect competition, Producer’s equilibrium.

  Basic concepts – private cost, economic cost, social cost, money cost, real cost, explicit cost, implicit cost.
  Cost concepts – Fixed cost, variable cost, total cost, marginal cost, average cost with schedule and 

diagram; relationship between average cost, marginal cost, total cost (only short run cost curves, 
derivations not required). Opportunity cost – meaning only. Difference between accounting cost and 
opportunity cost.

  Revenue – Average revenue, marginal revenue, total revenue – concepts and relationships under 
perfect competition and imperfect competition. Producer’s equilibrium (Profit maximization goal) – 
meaning; conditions: MR and MC approach along with diagram.

 (vii) Main market forms: perfect competition, monopolistic competition, oligopoly, monopoly, monopsony; 
characteristics of the various market forms; equilibrium of a firm in perfect competition under short run.

  Features of perfect competition, monopolistic competition, oligopoly, monopoly and monopsony 
(meaning only). Equilibrium of a firm in perfect competition under short run by MR and MC approach 
(explanation and diagram, shut down point and break-even point).

 2. Theory of Income and Employment

Basic concepts and determination of Income and Employment
The concept of demand (exante) and effective (expost) demand. Aggregate demand and its components, 
propensity to consume and propensity to save (average and marginal), equilibrium output; investment 
multiplier (its meaning and mechanism).



GOYAL BROTHERS PRAKASHAN

GOYAL 
BROTHERS 
PRAKASHAN

Learn @ ` 1 Per Day

A DIGITAL LEARNING APP

 3. Money and Banking

 (i) Money: meaning, functions of money, supply of money.
  Meaning, kinds of money, functions of money (primary, secondary and contingent) to be explained; 

supply of money (only meaning of M0, M1, M2, M3 & M4). Inflation: meaning, demand pull and cost 
push (diagrams not required)

 (ii) Banks: functions of commercial bank; high powered money; Central Bank: functions.
  Basic understanding of the functions of commercial banks. The regulatory role of the Central Bank, 

its functions and the way it controls the flow of credit needs to be explained. A brief mention may 
be made of quantitative CRR, SLR, Bank Rate policy (repo rate and reverse repo rate) and Open 
Market Operations) and qualitative methods.

 4. Balance of Payment and Exchange Rate

Balance of Payment – meaning, components; foreign exchange – meaning, determination of exchange rate 
(Flexible).

Balance of Payment - Meaning and components; Causes of disequilibrium and how the disequilibrium can 
be corrected; Foreign Exchange Rate – meaning, meaning of fixed and flexible exchange rate, determination 
of exchange rate in a free market. Concepts of depreciation, appreciation, devaluation and revaluation 
(meaning only).

 5. Public Finance

 (i) Fiscal Policy: meaning and instruments of fiscal policy.
  Meaning and instruments of fiscal policy – Public Revenue: Meaning, taxes (Meaning and types), difference 

between direct and indirect taxes; Public Expenditure: Meaning and importance; Public Debt: Meaning 
and redemption; Deficit Financing: meaning.

 (ii) Government Budget: meaning, types and components.
  Meaning and types of Government budget – union, state; components – revenue and capital. Concept 

of deficit budget: revenue deficit, fiscal deficit, primary deficit meaning.

 6. National Income

 (i) Circular flow of Income.
  A simple model explaining the circular flow of income with two, three and four sector models with 

leakages and injections.

 (ii) Concepts and definition of NY, GNP, GDP, NNP; relationship between the income concepts.
  A brief understanding of the mentioned national income aggregates is needed. The concepts of 

GNP and NNP should be explained both at factor cost and market prices, real GDP and nominal 
GDP, GDP and Welfare, GDP as an indicator of Economic welfare.

 (iii) Methods of measuring National Income: product or value-added method; income method and 
expenditure method with simple numericals based on them (Numericals not required).

  Simple numericals based on all the methods to be covered for better understanding of the concept 
(Numericals not required). Precautions and difficulties of measuring National Income for each 
method.
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PAPER II – PROJECT WORK – 20 Marks

Candidates will be expected to have completed two projects from any topic covered in Theory.

The project work will be assessed by the teacher and a Visiting Examiner appointed locally and 
approved by the Council.

Mark allocation for each Project [10 marks]:

Overall format 1 mark

Content 4 marks

Findings 2 marks

Viva-voce based on the Project 3 marks

A list of suggested Projects is given below:

 1. Study a Public Sector Enterprise with reference to its relevance to the Indian Economy and its future 
prospects. Analyse the trend of its growth for the last ten years.

 2. Conduct a Socio-Economic survey of a locality (minimum sample size should be 30 households) 
with reference to:

  (a)  Demographic features.
  (b)  Consumption Pattern – Expenditure on necessities, comforts and luxuries.
  (c)  Occupational structure.
 3. Compare the contribution made by different sectors of the economy towards GDP growth during 

the planning period.
 4. Prepare a report on the competition in the Aviation Sector in India with reference to:
  (a)  Performance of the Public Sector and Private Sector.
  (b)  Operational strategies adopted by budget/low cost carriers.
 5. Make a comparative analysis of lending performance of five Commercial Banks in the past six years 

with reference to the changing CRR and SLR.
 6. Many thinkers believe that we are rapidly depleting our natural resources. Assume that there are 

only two inputs (labour and natural resources) producing two goods (wheat and gasoline) with no 
improvement in technology over time. Show what would happen to the Production Possibility Curve 
over time as natural resources are exhausted. How would invention and technological improvement 
modify your answer? On the basis of this example, explain why it is said “economic growth is a race 
between depletion and invention.”

 7. Make a comparative study of the allocation of financial resources of the Central Government Budget 
on Agriculture, Defence, Industry and Education in the last ten years. Prepare a report on your 
observations.

 8. Prepare a trend Analysis of Growth and Productivity of any one industry such as:
  Textile / Automobiles / Electronic and Tele-communication, etc. in India for the past ten years.
NOTE: No question paper for Project Work will be set by the Council.
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BIFURCATED SYLLABUS
(As per the Reduced Syllabus for ISC - Class XII Year 2022 Examination)

SEMESTER 1 
(Marks: 40)

SEMESTER 2
(Marks: 40)

UNIT 
NO. NAME OF THE UNIT UNIT 

NO. NAME OF THE UNIT

1. Micro Economic Theory 2. Theory of Income and Employment

3. Money and Banking

4. Balance of Payment and Exchange Rate

5. Public Finance

6. National Income
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Goyal's ISC Economics Question Bank with MTP Class 12 for Semester-2 Examination 1

Summary
  Economy must produce goods and services and general income for its citizens. For this it must 

provide employment opportunities. In this context if it is important to ask the question:

   How much output should be produced in the economy? 

   What should be produced in the economy? 

   What should be the level of income and employment?

  Aggregate Demand: Aggregate demand of an economy is defined as the total demand for good 
and services at a given price level. Prices are given or fixed because in a short-run period, 
prices of goods and services do not change. A measure of aggregate demand is the aggregate 
expenditure incurred by the different consuming sectors of the economy on consumption of goods 
and services at the prevailing price level. AD = C + I + G + (X – M). 

  Effective Demand: According to Keynes who gave the theory of equilibrium income. In other 
words, an effective demand in the economy refers to the point where aggregate demand equals 
the level of output in the short run, given the price level. This implies that the equilibrium level 
of income reflects the effective demand in the economy.

  Multiplier: It is the ratio of change in income to the initial change in investment expenditure. 
It given relationship between investment and income. It explains the number of times income 
changes due to change in investment.

  Let's understand the concept of multiplier with the help of a numerical procedure. Assume  that 
additional investment = `20 crores, MPC = 0.5.

Time Period ∆I ∆Y ∆C ∆S

1 20 20 10 10

2 — 10 5 5

3 — 5 2.5 2.5

4 — 2.5 1.25 1.25

↓ — ↓ ↓ ↓

  This process keeps on repeating till the additional income is generated in `40 crores.

  K = 
1

1 – MPC
 = 

1
1 – 0.5

 = 2

  ∆Y = ∆I × 2 = 20 × 2

  ∆Y = `40 crores

1 Theory of Income and 
Employment

Section A: Question Bank
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2 Goyal's ISC Economics Question Bank with MTP Class 12 for Semester-2 Examination

Propensity to Consume

APC MPC

APC + APS = 1

Propensity to Save

APS MPS

MPC + MPS = 1

  Ex-ante demand refers to the desired demand or planned demand during the period of one year. 
This is the market demand which is intended to be expected in the economy during the period 
of one year by the consumers.

  Ex-post demand refers to the actual demand in the economy during the period of one year. 
This aspect of demand is considered in the estimation of equilibrium price and output in 
the economy.

Question Bank

 A. Multiple Choice Questions [1 Mark]
 1. Multiplier is estimated as

 (a) 
1

MPC
 (b) 

1
1 + MPC

 (c) 
1

1 – MPC
 (d) 

1
1 – MPS

 2. Investment which is independent of the level of income is called
 (a) Autonomous investment   (b) Induced investment 
 (c) Fixed investment   (d) Inventory investment

 3. MPC + MPS = ?
 (a) – 1 (b) 2 (c) 1 (d) 0

 4. The main component of aggregate demand is
 (a) Individual consumption   (b) Public consumption 
 (c) Investment   (d) All of these

 5. If MPC = 0.5, then multiplier (K) will be
 (a) 1/4 (b) 0 (c) 1 (d) 2

 6. In Keynesian viewpoint, the equilibrium level of income and employment in the economy will 
be established where 

 (a) AD > AS (b) AD = AS (c) AS = AD (d) None of these

 7. An increase in aggregate demand of equilibrium level of income and employment causes an 
increase in

 (a) Employment (b) Production (c) Income (d) All of these

 8. Keynesian multiplier establishes a relationship between
 (a) Investment and income   (b) Income and consumption 
 (c) Saving and investment   (d) None of these

 9. Which of the following is correct?
 (a) MPC and multiplier have a direct relationship   
 (b) MPS and multiplier have an inverse relationship 

 (c) Both (a) and (b)   

 (d) None of these
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Goyal's ISC Economics Question Bank with MTP Class 12 for Semester-2 Examination 3

 10. The important factor influencing the propensity to consume in an economy is

 (a) The level of income (Y)  (b) The level of investment 

 (c) The level of consumption (d) The level of savings

 11. The average propensity to consume can be greater than one.

	 (a)	 False	 (b)	 True	 (c)	 Can't	 say	 (d)	 Insufficient

 12. What can be the minimum value of the investment multiplier? 

 (a) 0 (b) 1.0 (c) 2 (d) 3

 13. Average propensity to save (APS) is equal to

 (a) Y/S (b) ∆Y/∆S (c) S/Y (d) ∆S/∆Y

 14. According to Keynes, equality (equilibrium) between AD and AS can take place in a situation

 (a) Less than full employment (b) Full employment 

 (c) Beyond full employment  (d) All of these

 15. The relation between consumption and savings are

 (a) Inverse   (b) Direct 

 (c) Both (a) and (b)   (d) None of these

 16. If MPC is greater than MPS, the value of the multiplier will be

 (a) Greater than 2   (b) Equal to 2 

 (c) Less than 2   (d) Equal to 5

 17. Which is the determining factor for investment?

	 (a)	 Marginal	 efficiency	of	 capital	 (b)	 Interest	 rate	

 (c) Both (a) and (b)   (d) None of these

 18. The value of Keynesian investment multiplier depends on

 (a) Income level   (b) Marginal propensity to capital 

 (c) Marginal propensity to consume (d) Investment level

 19. The value of MPC is 

 (a) 1 (b) 0 (c) > 1 (d) ∞

 20. If MPC being equal to 0.5, what will be ∆I if income increases by ` 100?

 (a) ` 60 (b) ` 50 (c) ` 40 (d) ` 70

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

 B. Fill in the Blanks  [1 Mark]
 1. The maximum value of multiplier is _____________ when the value of MPC is ___________. 

(Infinity,	 one/Infinity,	 zero)
 Ans. Infinity,	 one
 2. Ex-ante savings refer to ___________ during the period of one year. (Desired/Planned/Actual 

saving)
 Ans. Desired/Planned saving

 3. Average propensity to consume can never be _____________. (Zero/one)
 Ans. Zero
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4 Goyal's ISC Economics Question Bank with MTP Class 12 for Semester-2 Examination

 4. Income and employment are determined by _____________. (By market demand/Total demand, 
Total supply)

 Ans. Total demand, Total supply

 5. If MPC is 40%, then MPS will be ___________. (40%/60%)

 Ans. 60%

 C. Very Short Answer Type Questions [1 Mark]
 1. Define investment multiplier. 
 Ans. Investment multiplier is the ratio of change in income to a given change in investment.

 2. How do you define equilibrium level of income?

 Ans. Equilibrium level of income is that level of income where AS = AD. Also, equilibrium income 
is struck when S = I.

 3. Define marginal propensity to consume.
 Ans. Marginal propensity to consume is the ratio of change in consumption expenditure to change in 

total income. Symbolically,

  MPC = ∆C
∆Y

 

 4. Define marginal propensity to save.
 Ans. Marginal propensity to save is the ratio of change in saving to change in income. Symbolically,

  MPS = ∆S
∆Y

 5. What is the value of MPC when MPS is zero?

 Ans. Value of MPC is 1 when MPS = 0.

 6. When APC and MPC will be equal?

 Ans. When APC is constant, then APC will be equal to MPC.

 7. When APS will be negative?

 Ans. When saving is negative or when consumption is greater than income.

 8. Define propensity to save.

 Ans. Propensity to save refers to the proportion of income which is kept as saving. It is measured as 
the ratio between S and Y.

 9. The disposable income is ` 1000 crores and level of consumption is ` 800 crores calculate average 
propensity to consume?

 Ans. APC = 800
1000

 = 0.8

 10. Define aggregate demand schedule.
 Ans. Aggregate demand schedule is a table showing AD (or aggregate expenditure) corresponding to 

different levels of income in the economy.

 11. Why cannot the value of MPC be greater than one?

 Ans. It is because change in consumption cannot be greater than change in income.

 12. What is average propensity to save?
 Ans. Average propensity to save is the ratio of aggregate saving to aggregate income.

  APS = 
S
Y
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Goyal's ISC Economics Question Bank with MTP Class 12 for Semester-2 Examination 5

 13. Define propensity to consume.

 Ans. Propensity to consume refers to the proportion of income used as consumption expenditure. It 
is measured as the ratio between C and Y.

 14. Can consumption be greater than income?

 Ans. Yes, consumption can be greater than income. There is always some minimum level of 
consumption even when income is zero, also known as autonomous consumption.

 15. How much is the MPS in an economy in which the MPC is 0.75?

 Ans. MPS = 0.25 since MPC + MPS = 1.

 16. If APC is constant, C and Y should also be constant–defend or refute.

 Ans. Constant APC only implies that the ratio 
C
Y

 is constant. Hence the above statement is 
incorrect.

 17. What is meant by an effective demand?

 Ans. Effective demand refers to that level of aggregate demand which is 'effective' which is equal to 
aggregate supply.

 18. What can be the maximum value of multiplier?

 Ans. The maximum value of multiplier can be	 infinity.	 It	 is	 possible	when	MPC	=	1.

 19. What is value of multiplier when MPS is zero?

 Ans. Multiplier (K) = 
1

MPS
 = 

1
0
	 =	 Infinity.

 20. What is the range of investment multiplier?
 Ans. One	 to	 infinity	 	 	 	 	 	 	 	 	 	 	 	 	 	

 D. Short Answer Type Questions  [2 Marks]
 1. Average propensity to save is always less than 1. How, explain it?

 Ans. The value of APS is always less than 1. Because a part of income (Y) must be consumed 
(C cannot be zero). Implying that only a part of Y is saved consequently; APS must always be 
less than 1.

 2. Calculate the value of multiplier if the (a) MPS is 0.40;  (b) Equal to MPC.

 Ans. (a) Multiplier (K) = 
1

MPS
 = 

1
0.40

 = 2.5

  (b) If MPS = MPC, then MPS = 0.5

      Multiplier (K) = 
1

MPS
 = 

1
0.5

 = 2

 3. Higher the value of MPC, more is the value of multiplier. Is it true?

 Ans. Yes, it is true. It happens because multiplier (K) is directly related to MPC, i.e.

  K = 
1

1 – MPC

 4. What is the relationship between the MPS and multiplier?

 Ans. The higher (MPS), the lower the value of multiplier, i.e. multiplier is inversely related to MPS, i.e

  Multiplier (K) = 
1

MPS
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6 Goyal's ISC Economics Question Bank with MTP Class 12 for Semester-2 Examination

 5. If MPS is 0.3 then what is the value of marginal propensity to consume?
 Ans. Here, MPS = 0.3

  Also, MPC = 1 – MPS

                = 1 – 0.3 = 0.7
  MPC = 0.7

 6. The value of MPC is double the value of MPS. Find the value of multiplier.
 Ans. Ratio of MPC and MPS is 2:1.

  So, MPC is 2
3

 and MPS is 1
3

  . 

  Multiplier = 
1

MPS
 = 

1
1
3

 = 3 or 
1

1 – MPC
  = 

1
     2
     3
1 –

 = 3.

 7. What are the components of aggregate demand?
 Ans. Aggregate demand = C + I + G + (X – M).

  where, C = Consumption expenditure
          I = Investment expenditure
          G = Government expenditure
          X – M = Net exports
  where, X = Exports
          M = Imports

 8. What is meant by an effective demand?

 Ans. Effective demand refers to the situation where aggregate demand is equal to aggregate supply 
in the economy which indicates that the total desired output in the economy matches the total 
expenditure in the economy through demand.

 9. What is meant by Ex-post demand?

 Ans. Ex-post	 demand	 means	 the	 amount	 of	 goods	 that	 the	 consumer	 actually	 buy	 during	 a	 specific	
time period.

 10. There is an increase in investment of ` 1000 crores in an economy. MPC is zero, what is the 
total increase in income? Calculate.

 Ans. ∆I = ` 1000 crores

	 	 MPC = 0, ∆Y = ?

	 	 K	=	
1

1 – MPC
 or 

	∆Y
∆I  = 

1
1 – MPC

	 	
∆Y

1000
 = 

1
1 – 0

 = ∆Y = 1,000 crores.

 11. Can an investment multiplier be infinity?

 Ans. Here, if MPC is 0, the value of investment multiplier will be 1 and if MPC is 1, the value of 
investment	multiplier	will	 be	 infinity	 (the	value	of	MPC	 ranges	 from	0	 to	 1).

 12. Explain investment expenditure (I), a component of AD?

 Ans. It	 refers	 to	 the	 total	 expenditure	 incurred	 by	 all	 private	 firms	 on	 capital	 goods.	 It	 includes	 an	
addition to the stock of physical capital assets such as machinery, equipment, buildings, etc., 
and change in inventory.
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 13. What is the aggregate demand in a two-sector model?

 Ans. Since the determination of income and employment is to be studied in the context of two-sector 
model	(households	and	firms),	the	third	and	fourth	components	of	AD	are not discussed. We will 
assume only consumption and investment expenditure in AD.

  AD	= C + I

 14. "Economists are generally concerned about the rising MPS in an economy". Explain, why?

 Ans. Economists	are	justified	in	being	concerned	about	the	rising	MPS	in	the	economy,	as	rising	MPS	
would be at the cost of falling MPC. This is a cause of grave concern as the proportion of 
additional income is going to lead to more saving and less consumption. Thus, fall in consumption 
will have an adverse impact on the economy, culminating in a fall in equilibrium level of income 
in the economy.

 15. Give the meaning of average propensity to save (APS) and average propensity to consume (APC). 
Can the value of APS be negative? If yes, when?

 Ans. Average propensity to save (APS) is the ratio of total savings to total income.

	 	 Symbolically, APS =	 S
Y

 

  Average propensity to consume (APC) is the ratio of total consumption to total income.

  APC =	C
Y

  The value of APS can be negative when consumption expenditure exceeds income. At lower 
levels of income, saving is negative. For example, if income is `1,000 and consumption 
expenditure is ` 1,200. Saving is –200. It means that APS = – 0.2.

  16. Complete the following table.

Income Savings MPC Average Propensity to Save

100 40 — 0.4

200 — 0.5 —

250 120 — —

Income Savings C = Y – S MPC = 
∆C
∆Y

APS = 
S
Y

100 40 60 — 40/100 = 0.4

200 100 100 0.5 100/200 = 0.5

250 120 130 20
50

 = 0.4
120/250 = 0.48

 17. As a result of increase in investment by ` 60 crores, national income rises to ` 240 crores, then 
calculate the MPC?

 Ans. ∆I = ` 60 crores, NI = ` 240 crores; MPC = ?

	 	 K	=	
∆Y
∆	I

 = 
240
60	  

 = 4
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	 	 ⇒	K	=	
1

1 – MPC
 = 4 = 

1
1 – MPC

  ⇒	4 – 4 MPC = 1

  4 MPC = 4 – 1, MPC = 
3
4	  

 = 0.75

 18. In India, propensity to consume is fairly high. Why is that the manufacturing sector in India 
shows a low rate of growth because of low demand?

 Ans. High propensity to consume in India is primarily because of low income of the people. When 
income is low, the bulk of it is used as expenditure on food and allied items. Having spent 
the bulk of these incomes on food (and related items), the people have limited capacity to buy 
manufacturing Sector goods. Thus, demand of manufacturing Sector goods remains low. That is 
why, manufacturing sector shows a low rate of growth.

 19. Given that, S = – 25 + 0.5y and I = 5000. Find equilibrium y and equilibrium C.
 Ans. In equilibrium, S = I

  So that, – 25 + 0.5Y = 5000

    0.5Y = 5000 + 25

    0.5Y = 5025

       ∴ Y = 
5025
0.5

 + 10,050

    S = – 25 + 0.5 (10,050)

      = – 25 + 5,025 = 5000

  We know that Y = C + S

    C = Y – S 

    C = 10,050 – 5,000 = 5,050

 20. Do you think that increase in MPS should be beneficial to the growth of GDP in India?

 Ans. Increase in MPS implies that people start saving more when their income rises. This is good 
for the GDP growth, provided people put their savings in the banks and the banks are able to 
convert savings into investment. However, in countries like India where banking habits of the 
people are yet not grown, savings may remain as idle cash balances with the people. Implying 
that additional income of the people is not converted into additional demand. This may cause 
deficiency	of	AD.	Deficient	AD may lead to economic slowdown.

 21. An economy is in equilibrium, calculate the marginal propensity to save from the following:

  National income = ` 500; Autonomous investment = ` 30; Investment expenditure = ` 70.

 Ans.  Given, National income (Y) = ` 500

   Autonomous consumption c� �  = ` 500

   Investment expenditure (I) = ` 70
  At the equilibrium level,

   S = I

   c  + MPS (Y) = I

   – 30 + MPS (500) = 70
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   500 (MPS) = 70 + 30

   500 (MPS) = 100

   MPS = 100
500

 = 0.2

 22. If the ratio of marginal propensity to consume and marginal propensity to save is 8:2, the value 
of investment multiplier will be 4.

 Ans. False, because if the ratio of MPC and MPS is 8:2, MPC will be 0.8 and MPS = 0.2 (because 
MPC + MPS = 1 and MPC is 4 times MPS. In such a case,

  K = 
1

1 – MPC

     = 1
1 – 0.8

= 
1

0.2
 = 5

  Explanation: Let us assume that MPC = 4x and MPS = 1x, as ratio of MPC and 

MPS = 4 : 1

  MPC + MPS = 1 ⇒ 4x + 1x = 1

  5x = 1 ⇒ x = 1
5

= 0.2

  Accordingly, MPC = 4 × 0.2 = 0.8

 23. Why should rising MPS be a cause of worry when it is a sign of rising GDP in the economy?

 Ans. Rising MPS implies falling MPC, as MPS + MPC = 1. It indicates that lesser proportion of 
the additional income goes to consumption expenditure. Implying a gradual shrinkage of AD 
(aggregate demand) in relation to Y (income), in such a state, it will be a cause of recession 

and economic slowdown.

 24. Calculate MPC from the following schedule:

Income (Y) Consumption (C)

0 60

100 110

200 150

300 180

400 200

 Ans. Calculations:

Income (Y) Consumption (C)

Change in
Consumption (∆C)

Change in
Income (∆Y)

MPC 

MPC ��
�
�

�
�
�

�
�
C

Y

0 60 — — —

100 110 50 100 0.50

200 150 40 100 0.40

300 180 30 100 0.30

400 200 20 100 0.20
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 25. Find consumption and saving when autonomous consumption is ` 40, MPC is 0.4 and income 
is ` 1,000. Is there greater increase in income as compared to consumption when income 
increases to ` 1,500?

 Ans. We know that: C = c  + b Y, where C is consumption.
  c  = Autonomous consumption, b is MPC, Y is income.
  Autonomous consumption, b is MPC, Y is income.
  When y = ` 1000 crores
  C = 40 + 0.4 (1,000) = ` 440 crores
  Saving (S) = Y – C = 1000 – 440 = ` 560 crores
  When y = ` 1500 crores
  C = 40 + 0.4 (1500) = ` 640 crores
  Increase in consumption = 640 – 440 = ` 220 crores. Yes, the increase in income is greater than 

increase in consumption when income rises from ` 1,000 crores to ` 1,500 crores.

 26. "The concept of multiplier is based on the fact that one person's expenditure is another person's 
income." Explain it.

 Ans. When investment is increased, it also increases the income of the people. People spend a part 
of this increased income on consumption. However, the amount of increased income spent on 
consumption depends on the value of MPC.

 (i) In case of higher MPC, people will spend a large proportion of their increased income on 
consumption. In such case, value of multiplier will be more.

 (ii) In case of low MPC, people will spend lesser proportion of their increased income on 
consumption. In such case, value of multiplier will be comparatively less.

  Thus, the value of multiplier depends upon the MPC. 

 27. Measure the level of ex-ante aggregate demand when autonomous investment and consumption 
expenditure (A) is `50 crores, and MPS is 0.2 and level of income (Y) is `4000 crores. State 
whether the economy is in equilibrium or not.

 Ans. Consumption expenditure (A)  = ` 50 crores.
   MPS = 0.2
   So, MPC = 1 – MPS
    = 1 – 0.2 = 0.8
  We know that AD	=  A + c Y                   ...(1)
  Putting the value in equation (1),
   AD = 50 + 0.8 × 4000
    = 50 + 3200
    = 3250 crores
  But ` 3250 < ` 4000
  It implies that AD	< Y
  Hence, the economy is not in equilibrium.

 28. In an economy, investment is increased by ` 2000 crores. Calculate the change in total income, 
if MPS is 0.25.

 Ans. Here, ∆	I = ` 2000 crores. MPS = 0.25

  Now, multiplier (K)  = 
1

MPS
 = 

1
0.25

 = 4 ⇒	K =  
∆Y
∆I

  ⇒ 4 = 
∆Y

2000
  ∆	Y = 2000 × 4 = 8000

  Change in total income (∆	Y) = `8000 crores. 
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 E. Long Answer Type Questions [4 Marks]
 1. What is an "effective demand"? How will you derive the autonomous expenditure multiplier 

when price of final goods and the rate of interest are given?

 Ans. Effective demand refers to a situation in which equilibrium output is determined solely by the 
level	of	aggregate	demand.	This	is	because	of	the	assumption	that	the	supply	is	infinitely	elastic	
and if there exists any inequality between the aggregate demand (AD) and the aggregate supply 
(AS),	then	the	equilibrium	output	will	only	be	influenced	by	AD.	The	concept	of	effective	demand	
can be explained with the help of given diagram.

E

G Income/Output

AS

AD

0

AD

X

y

  Autonomous expenditure multiplier is derived as

   Y = AD (at equilibrium)

   Y = A + CY (where AD = A + CY)

   Y – CY = A

   Y (1 – C) = A

    Y = 
A

1 – C

   Where, A = Autonomous expenditure

   C = MPC

   Y = Level of income

   
1

1 – C
 = Autonomous expenditure multiplier

  So, the autonomous expenditure multiplier is dependent on the income and MPC.

 2. Explain the comparison between APC and MPC.
 Ans. Differences between:

Basis APC MPC

Meaning It is the ratio of consumption 
e x p e n d i t u r e  ( C )  t o  t h e 
corresponding level of income 
(Y) at a point of time.

I t  is  the rat io of  change in 
consumption expenditure (∆C) to 
change in income (∆Y) over a 
period of time.

Value more than 
one

APC can be more than one as long as 
consumption is more than national 
income, i.e., till the break-even point.

MPC cannot be more than one as 
change in consumption cannot be 
more than change in income.
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Response to change 
in income 

When income increases, APC 
falls but at a rate less than that 
of MPC.

When income increases, MPC also 
falls but at a rate more than that of 
APC.

Formulae
APC = 

C
Y

       = 
Consumption

Income

MPC = 
∆C
∆Y

       = 
Change in Consumption

Change in Income

 3. (a) If MPC is one-third of MPS and consumption at zero-level of National Income is ` 40 crores, 
derive the consumption and saving function.

 Ans. Given that: MPC = 
1
3

 MPS                                                  ... (1)

  We know: MPC + MPS = 1                                                ... (2)

  Putting value of MPC from equation (1) in equation (2),

  We get, 
1
3

 MPS + MPS = 1

  MPS = 
3
4

 = 0.75

  MPC = 
1
3

 × 0.75 = 0.25             (Alternately MPC = 1 – MPS = 1 – 0.75 = 0.25)

  Consumption function is given as: C = c + b (Y)

  Autonomous consumption, c = `40 crores and b or MPC = 0.25

  Putting the values of b and c in the consumption function, we get

  C = 40 + 0.25 (∆Y)

  Saving function is given as: S = – c  + (1 – b) Y

  Putting the values of (1 – b) or

  MPS and – c , we get:

  S = – 40 + 0.75 (Y)

  (b) What are the two types of propensities to save?

 Ans. (i) APS (Average Propensity to Save): It refers to the ratio of saving (S) to the 
corresponding level of income (Y).

   i.e., APS = 
S
Y

 

  (ii) MPS (Marginal Propensity to Save): It refers to the ratio of change in saving (∆S) to 
change in total Income (∆Y).

   i.e., MPS = 
∆S
∆Y 

 4. The equilibrium level of income in an economy is ` 5,000 crores. The autonomous consumption 
expenditure is equal to ` 250 crores and investment expenditure ` 1,000 crores. Calculate:

 (i) Consumption expenditure at equilibrium level of national income 

 (ii) MPS    (iii) Saving function

 (iv) Investment multiplier   (v) Break-even level of income  
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 Ans. (i) Consumption expenditure at equilibrium level of national income or C + I = Y

    Investment expenditure = ` 1,000 crores

    Income expenditure = ` 5,000 crores

    C + 1000 = 5000

    C = 5000 – 1000 = 4,000 crores

  (ii) Consumption function is given as: C = c  + b (Y)

   Putting the values of C, c  and Y in the consumption function, we get:

 ⇒ 4,000 = 250 + 5,000 b
 ⇒ 5,000 b = 4000 – 250

 ⇒ 5000 b = 3750

   ⇒   b or MPC = 0.75

   MPS = 1 – MPC  = 1 – 0.75 = 0.25

  (iii) Saving function

   S = – c  + (1 – b) (Y)

   S = – 250 + 0.25 (Y)

  (iv) Investment multiplier (K) = 
1

MPS
  = 

1
0.25

 = 4

  (v) Break-even level of income

   At break-even point, C = Y

   Putting y = C in the consumption function, we get:

   ⇒	 Y = 250 + 0.75Y

   ⇒	0.25Y = 250

   ∴	 Y = 1,000

   Break-even level of income = ` 1,000 crores.

 5. (a) Briefly explain the multiplier process.

 Ans. The working of the multiplier assumes the following process:

  Change in investment
∆I

      
Change in income

∆y
 

  Change in consumption
∆C

      
Change in income

∆y
  Change in investment causes change in income. As a result, there is change in consumption. 

Consumption expenditure of one person is an income of the other. Hence, change in 
consumption leads to change in income. This process continues till ∆c reduces the zero. 
MPC is the core factor in the process of income generation. Higher the MPC, greater is the 
conversion of income into consumption expenditure. Accordingly, greater is the generation 
of income. Because, ultimately it is expenditure which is converted into income. Expenditure 
is an injection into the income generation process, saving is a leakage.

  (b) How does investment multiplier work through change in consumption?

 Ans. Initial increase in income due to initial investment expenditure causes increase in consumption 
which (because it is an expenditure) becomes somebody's income again. So, greater the 
additional consumption (∆C) out of additional income (∆Y), greater is the generation of income. 
Or, greater the marginal propensity to consume (∆C/∆Y), greater is the value of the multiplier.
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 6. (a) Complete the following table.

Level of Income (`) Consumption Expenditure MPC MPS

400 240 — —

500 320 — —

600 395 — —

700 465 — —

 Ans. Calculations:

Level of 
Income (`)

Consumption 
Expenditure

MPC
(MPC = ∆C ÷	∆Y)

MPS
(MPS = ∆S ÷	∆Y)

400 240 — —

500 320 0.80 (80 ÷	100) 0.20 (1 – 0.80)

600 395 0.75 (75 ÷	100) 0.25 (1 – 0.75)

700 465 0.70 (70 ÷	100) 0.30 (1 – 0.70)

  (b) Which of the following can have the value of more than one and less than zero?
  (i) APC          (ii) APS          (iii) MPC          (iv) MPS 
 Ans.  APC can be more than one as long as consumption is more than national income, i.e., 

before the break-even point, APC > 1.
   APS can be less than zero at income levels which are lower than the break-even point.
   Both MPC and MPS cannot be more than one or less than zero as change in consumption 

or saving cannot be more than change in income.

 7. Discuss the mechanism of investment multiplier with the help of numerical example.

 Ans. Investment multiplier refers to increase in national income as a multiple of a given increase in 
investment. Its value is determined by MPC. It is denoted by "K" where,

  ∆Y = additional income generated

  ∆I = additional investment

  Multiplier = 
1

1 – MPC
 = 

1
MPS

 

  where, MPC = Marginal propensity to consume
           MPS = Marginal propensity to save

  Suppose increase in investment is `1000 and MPC = 0.8. The increase in national income is 
represented in the following sequence.

  (i) Increase in investment raises income of those who supply investment goods by `1000. This 
is	 the	first	 round	 increase.

  (ii) Since MPC = 0.8, the income earners spend `800 on consumption. This raises the income 
of the suppliers of consumption goods by `800. This is the second round of increase.

  (iii) In the similar way, the third round increase is `640 = 800 × 0.8. In this way, national income 
goes on increasing round after round.

  (iv) The total increase in income is `5000.
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 8. What is meant by ex-ante demand and ex-post demand?

 Ans. Ex-ante demand refers to the desired demand or planned demand during the period of one year. 
This is the market demand which is intended to be expected in the economy during the period 
of one year by the consumers.

  Ex-post demand refers to the actual demand in the economy during the period of one year. 
This aspect of demand is considered in the estimation of equilibrium price and output in 
the economy.

  Ex-ante and ex-post are two Latin words used to predict the return against security. Moreover 
when transcribed from Latin, Ex-ante means 'before the event'. It provides predictions of a 
specific	 future	 event	 like	 a	 potential	 turnover	 of	 a	 company.	On	 the	 other	 hand,	ex-post stands 
for 'after the event' which means looking at an event after it is complete. Moreover, Ex-post 
offers an analysis of any occasion and encourages critical analysis and learning from it.

 9. An increase of `250 crores in investment in an economy resulted in total increase in income of 
`1,000 crores. Calculate the following:

 (a) MPC   (b) Change in saving

 (c) Change in consumption expenditure (d) Value of multiplier

 Ans. Multiplier (K) = 
Change in income (∆Y)

Change in investment (∆I)
 =  

1000
250

 = 4

  We know that, multiplier (K)  = 
1

1 – MPC

   4 = 
1

1 – 4

           1 – MPC = 
1
4

  Hence, MPC = 1 – 0.25 = 0.75

  MPC = 
Change in consumption (∆C)

Change in income (∆Y)

   0.75  = 
∆C

1000
 

  ∆C = 0.75 × 1000 = ` 750 crores
  So, change in consumption expenditure (∆C) = ` 750 crores
  Change in saving = change in income – change in consumption expenditure 
  So, change in saving = 1000 – 750 = ` 250 crores

  (a) MPC = 0.75.

  (b) Change in saving = ` 250 crores

  (c) Change in consumption expenditure = ` 750 crores

  (d) Value of multiplier = 4

 10. Assuming that increase in investment is ` 900 crores and marginal propensity to consume (MPC) 
is 0.6, explain the working of multiplier.

 Ans. Given that ∆I = ` 900 and MPC = 0.6. Increase in income is in the following sequence:

  (i) Increase in investment raises income of those who supply investment goods by ` 900. This 
is	first	 round	 increase.
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  (ii) Since MPC = 0.6, income earners spent ` 540 on consumption. This raises income by ` 540 
= 900 × 0.6 in the second round increase.

  (iii) In the similar way, third round increase in income is 324 = 540 × 0.6.

  (iv) In this way, income goes on increasing round by round with each round increase in income 
equal to 60 percent of the previous round increase.

  (v) The total increase in income is:

          ∆Y = ∆I × 
1

1 – MPC
 = 900 × 

1
1 – 0.6

              = `	2,250 crores

 F. Case Study Based Questions [4 Marks] 

Passage 1
Read the passage very carefully and answer the questions that follow. 
First increase since March: The combined consumption of petrol, diesel, liquefied petroleum gas, naphtha 
and pet coke, among others, was 84.1% of last years' level in April-October. That reflects the prolonged 
impact of one of the harshest lock-downs in the world to contain the pandemic.

 (i) Explain the concept of Aggregate supply? [1]
 Ans. Aggregate supply is the sum total of expenditure on the domestically produced goods and services 

during the period of an accounting year.

 (ii) Write and explain the component of AD. [2]
 Ans. C + I + G + (X – M)

 (iii) What is the slope of consumption function? [1]
 Ans. Marginal propensity to consume

Passage 2
Read the passage very carefully and answer the questions that follow.

Corona Virus Impact: RBI to infuse liquidity via OMO.

With the heightening of Covid-19 pandemic risks, certain financial market segments have been 
experiencing a tightening of financial conditions. After reviewing the current liquidity and financial 
conditions, the central bank has decided to conduct open market operations on March 20, 2020 in the 
form of purchase of an aggregate amount of `10,1000 crores of the Government securities through a 
multi-security auction.

 (i) Explain the concept of inflationary gap. [2]
 Ans. The difference by which actual aggregate demand exceeds the aggregate demand, required to 

establish full employment equilibrium is known as inflationary gap.

 (ii) Write and explain any two functions of RBI. [1]
 Ans. Sale and purchase of securities, to review the current liquidity and financial conditions

 (iii) Write about Aggregate demand. [1]
 Ans. Aggregate demand curve starts from point above the origin.
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Summary
  Definition: Money is defined as a standard of deferred payment and has some value which is 

accepted as a medium of exchange. 
  Functions: The functions of money can be classified into three categories.
 (i) Primary function: Medium of exchange and common unit of value.
 (ii) Secondary function: Store of value, transfer of value and standard of deferred payment.
 (iii) Contingent function: Liquidity, basis of credit, basis of price mechanism.
  Money supply: Money supply is defined as the sum total of all the currency as well as other 

liquid instruments in an economy at a given point of time. According to Money and Banking, 
the key question asked is "What are the measures of money supply".

  Measures of money supply: Currency held by public + net demand deposits held by commercial 
banks. 

  M1 = Currency in the hands of public + Demand deposits of public with banks + Other deposits.
  M2 = M1 + Post office saving deposits.
  M3 = M1 + Time deposits of commercial banks.
  M4 = M3 + Sum total of Post Office savings organization deposits excluding deposits on NSC.
  Features of money supply: The money supply is based on the stock concept which means it 

calculates the volume of money held by the public at a given point in time. It doesn't include 
any money held by the governments, commercial banks or central bank. 

  Banking: Commercial Banking: Commercial banks are defined as the financial institution which 
accepts deposits from the general public and then uses those funds to offer advance loans for 
various purposes with the objective of profit maximization. 

  Functions of Commercial Banks: Here are the primary and secondary functions of commercial 
banks.

 (i) Primary functions: It consists of:
  1. Accepting deposits    2. Discounting bill of exchange      3. Advancing loans.
 (ii) Secondary functions: Secondary functions of commercial banks can be classified further 

into two categories.

S. No Agency Functions General Utility Function
(i) Collection of funds Underwriting securities
(ii) Transfer of funds Issue traveler's cheque
(iii) Sale and purchase of shares as well as 

securities on behalf of their customers
Safe custody of goods in lockers

(iv) Payment of insurance premium and bills on 
behalf of their customers

2 Money and Banking
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Question Bank

 A. Multiple Choice Questions [1 Mark]
 1. Who regulates money supply in India?
 (a) Government of India   (b) Commercial Banks 
 (c) Reserve Bank of India   (d) Planning Commission

 2. Demand pull inflation may be caused due to
 (a) An increase in costs   (b) A reduction in interest rates
 (c) A reduction in government spending (d) An outward shift in aggregate supply

 3. How do banks create credit?
 (a) On the basis of their total assets (b) On the basis of their securities
 (c) On the basis of deposits  (d) Out of nothing

 4. Which is the most effective quantitative method to control inflation in the economy?
 (a) Bank rate policy   (b) Selective credit control 
 (c) Cash Reserve Ratio   (d) Both (a) and (c)

 5. Which of the following is most liquid measure of money supply in India?
 (a) M1   (b) M2 
 (c) M3   (d) M4

 6. Which of the following is known as Broad Money? 
 (a) M1   (b) M2 
 (c) M4   (d) M3

 7. Which is not a function of money?
 (a) Standard of deferred payments (b) Unit of account 
 (c) Means of consumption   (d) Store of value

 8. Which institution or system accepts deposits for lending purpose?
 (a) Commercial Bank   (b) Central Bank 
 (c) Government   (d) Public

 9. High powered money includes
 (a) C + DD + OD   (b) C + R + OD 
 (c) C + R + TD   (d) C + DD + TD

 10. The ratio of total deposits that a commercial bank has to keep with RBI is called
 (a) Statutory Liquidity Ratio  (b) Deposit Ratio 
 (c) Legal Reserve Ratio   (d) Cash Reserve Ratio

 11. Deposits accepted by the Commercial Banks
 (a) Current Deposits   (b) Time Deposits 
 (c) Saving Deposits   (d) All of these

 12. Monetary policy is related to 
 (a) Public expenditure   (b) Taxes 
 (c) Public debt   (d) Open market operations
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 13. M2 is defined as
 (a) M1 + Net time deposits   
 (b) M1 + Total deposit with Post Office
 (c) M1 + Saving deposit with Post Office 
 (d) Currency plus demand deposits in banks

 14. Which of the following will not come under narrow money?
 (a) Currency in circulation   (b) Demand deposit 
 (c) Time deposit   (d) None of these

 15. Money is most liquid of all assets because __________.
 (a) It has portability   (b) It can be easily stored 
 (c) It is readily convertible into other assets (d) It is generally acceptable

 16. When money value of money exceeds commodity value of money, it is called
 (a) Full bodied money   (b) Fiat money 
 (c) Credit money   (d) Fiduciary money

 17. The main aim of the commercial banks is
 (a) Social welfare   (b) To provide services to the people 
 (c) To earn profits   (d) None of these

 18. Which of the following is not the function of commercial bank?
 (a) To accept deposits   (b) To offer loans 

 (c) To fix CRR   (d) To provide overdraft facility

 19. Which of the following statement is correct? 
 (a) ` 1 note is issued by the RBI 

 (b) Coins are issued by the government of India
 (c) Both statements are false  
 (d) Both statements are true

 20. Which of the following are contingent functions of money?
 (a) Maximization of utility   (b) Employment of factor inputs 
 (c) Distribution of national income (d) All of these

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

 B. Fill in the Blanks  [1 Mark]
 1. High inflation levels in the economy leads to _____________ in the supply of money. 

(Increase/Decrease)
 Ans. Increase

 2. Purchasing power of money falls when _____________. (Price level decreases/Price 
level increases)

 Ans. Price level increases
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 3. M1 = _____________ + Deposits with public. (Currency/Post office savings)
 Ans. Currency

 4. Through the process of _____________ commercial banks are able to create credit, which is in 
for excess of initial deposits. (Advancing loans/Money creation)

 Ans. Money creation

 5. Money supply is a _____________ concept. (Flow/Stock)
 Ans. Stock

 C. Very Short Answer Type Questions [1 Mark]

 1. Which money is also known as transaction money? 
 Ans. M1 can be directly used for making transactions.

 2. What do you mean by open market operations?
 Ans. Open market operations refer to the sale and purchase of government securities in the open 

market by the central bank of the country

 3. What are the two essential conditions for a financial institution to become a bank?
 Ans. (i) Accepting deposits           
  (ii) Advancing of loans

 4. What will be the effect of a rise in the bank rate on money supply?
 Ans. Money supply will reduce.

 5. Name any two quantitative tools to control credit creation in an economy.
 Ans. (i) Cash Reserve Ratio                    
  (ii) Bank Rate

 6. How does inflation affect the price of the commodity?
 Ans. Prices of the commodities will increase with rise in cost of raw material. 

 7. What is cost-push inflation?
 Ans. Cost push inflation is leading to increase in prices of goods and services supplied.

 8. When does demand pull inflation arise?
 Ans. Demand pull inflation arises when the aggregate demand becomes more than the aggregate supply 

in the economy.

 9. Which measure of money supply is the most liquid?
 Ans. M1 is the most liquid of all and easiest for transactions.

 10. Which money supply measure is known aggregate monetary resources?
 Ans. M3 is the most commonly used aggregate monetary resources.

 11. What is M0 in money supply?
 Ans. M0 refers to the most liquid form of money cash that includes central bank notes and coins.

 12. What are the three functions of money?
 Ans. Functions of money: 
  (i) Medium of exchange            
  (ii) Store of value            
  (iii) Unit of account



GOYAL BROTHERS PRAKASHAN

GOYAL 
BROTHERS 
PRAKASHAN

Learn @ ` 1 Per Day

A DIGITAL LEARNING APP

Goyal's ISC Economics Question Bank with MTP Class 12 for Semester-2 Examination 21

 13. Who regulates the banking industry?
 Ans. The Federal Reserve supervises and regulates many large banking institutions.

 14. What is the purpose of regulation?
 Ans. The purpose of regulation is to keep individuals and/or the environment safe and to create 

innovative products or services to serve their communities.

 15. What happens when CRR is increased?
 Ans. If there is an increase in the Cash Reserve Ratio (CRR), a bank will have a low lending capacity in 

terms of funds.

 16. Can SLR be maintained in cash?
 Ans. SLR has to be maintained in the form of gold, cash or approved securities notified by RBI.

 17. What is meant by bank rate policy?
 Ans. The bank rate policy signifies manipulative of the rate of discount by the central bank.

 18. What is high-powered money?
 Ans. High-powered money is the sum of commercial bank reserves and currency held by the 

public.

 19. What do you mean by double coincidence of wants?
 Ans. Double coincidence of wants means, one person should be able to accept what other person is 

willing to give in exchange.

 20. What are the three parts of secondary functions of money?
 Ans. Secondary functions of money: 
  (i) Store of value         
  (ii) Standard of deferred payments         
  (iii) Transfer of value

 D. Short Answer Type Questions  [2 Marks]

 1. Commercial banks create credit only on the advice of the government. Is it true?
 Ans. No. Commercial banks do not create credit only on the advice of the government. How-

ever, their capacity to create credit depends on the credit policy of the central bank of 
the country.

 2. Define money supply?
 Ans. Money supply refers to the stock of money in circulation in an economy at a given point of 

time. Money supply of a country implies the stock of money at a specific point of time.

 3. What is narrow and broad definition of money based on?
 Ans. The narrow definition of money is based upon its medium of payment function. The broad 

definition of money is based upon its store of value function.

 4. What are the reasons for demand-pull inflation?
 Ans. Demand-pull inflation happens when the demand for certain goods and services is greater than the 

economy's ability to meet those demands. When this demand out spaces supply, there's upward 
pressure on prices causing inflation.
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 5. What is cost push inflation?
 Ans. Cost push inflation is the increase of prices when the cost of wages and materials goes up. 

These costs are often passed down to consumers in the form of higher prices for those goods 
and services.

 6. Briefly describe the Cash Reserve Ratio (CRR).
 Ans. Under Cash Reserve Ratio (CRR), the commercial banks have to hold a certain minimum 

amount of deposit as reserves with the central bank. The percentage of cash required to be kept 
as reserves with Central Bank is called the Cash Reserve Ratio.

 7. State the principal components of money supply.
 Ans. The principal components of money supply are:
  (i) Currency (notes + coin) held by public              
  (ii) Demand deposits of the people with the commercial banks and              
  (iii) Other deposits (demand deposits with RBI) of domestic and foreign institutions other than 

that of the government of the country and commercial banks within the country.

 8. Define term deposits.
 Ans. Term deposits are those deposits which cannot be withdrawn from the bank as and when needed 

or by writing a cheque any time. These deposits involve a lock-in period.

 9. Define M3 measurement of money supply.
 Ans. M3 is also a broader concept of money supply as compared to M1, besides all the components 

of M1. It also includes (Net) time deposits (or fixed deposits/term deposits) of the people with 
the commercial banks. Thus,

  M3 = M1 + Net time deposits with the commercial banks.

 10. If the commercial banks buy government securities, their capacity to create credit is reduced. 
Do you agree?

 Ans. Yes, the given statement is correct. By allowing or inducing the commercial banks to buy 
government securities, the central bank soaks cash balances of the commercial banks which they 
could use to create credit.

 11. What do you mean by M2 measurement?
 Ans. M2 is a broader concept of money supply as compared to M1, besides all the components of 

M1. It also includes savings of the people with the post offices. Thus,
  M1 = M1 + Deposits with post office saving bank account. 
 12. Who are the suppliers of money in India?
 Ans. The suppliers of money: 
  (i) The government of the country              
  (ii) The central bank of the country              
  (iii) The commercial banks

 13. Money supply includes demand deposits of the people with the commercial banks. Is it true?
 Ans. True. Demand deposits of the people with the commercial banks is a component of money supply. 

Because, these deposits are converted in cash just by writing a cheque.
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 14. Distinguish between Bank Rate and open market operations.
 Ans. Differences between:

Basis Bank Rate Open Market Operations

Meaning It refers to the rate at which the 
central bank grants loans to the 
commercial banks.

It refers to the buying and 
selling of government securities.

Influence on the interest 
rate and the money supply

If affects the rate of interest 
directly and the money supply 
indirectly.

It affects the rate of interest 
indirectly and the money supply 
directly.

 15. What are the two primary functions of money?
 Ans. Primary functions of money:
  (i) Money acts as a medium of exchange. The major function of money is to facilitate the 

process of exchange by removing the defects of the barter system.
  (ii) Money is the measure of value.              

 16. What are M1 M2 and M3?
 Ans. M1, M2 and M3 measurement of the money supply, known as the money aggregates. M1 

includes money in circulation plus checkable deposits in banks. M2 includes M1 plus saving 
deposits and the money market mutual funds. M3 includes M2 plus large time deposits in 
banks.

 17. "Use of money separates the act of sale and purchase". Explain.
 Ans. (i) Money as a medium of exchange enables a person to buy or sell at different points of time.
  (ii) It has separated the acts of sale and purchase.
  (iii) A buyer can buy goods through money, and the seller can sell goods for money.
  (iv) Buyers and sellers of goods and services can solve their purposes with the help of money 

by using it as a medium of exchange.

 18. What is a Commercial Bank?
 Ans. As per commercial bank meaning, the financial institution is an entity that offers essential 

monetary services to individuals and organizations alike. Commercial banks offer loans, deposits, 
saving accounts, etc. to their customers.

 19. Explain the functions of commercial banks?
 Ans. The primary function of a commercial bank is to accept deposits from customers and to provide 

line of credits to prospective borrowers. However, there are several other functions that a 
commercial bank can undertake. These include:

 (i) Credit creation (ii) Investment of funds
 (iii) Agency function (iv) Exchanging securities

 20. Do you consider a commercial bank is a "creator of money" in the economy?
 Ans. Commercial bank's primary role is money creation or credit creation in an economy. This is based 

on the assumption that not all the depositors will withdraw all their deposits at once from the 
bank. By this way the money can be used to provide credit to others and hence generate credit 
through demand deposits.
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 21. Difference between SLR and CRR.
 Ans. Cash Reserve Ratio (CRR) is the percentage of the deposits that a bank has to keep with the 

RBI. It is kept in the form of cash with the RBI. No interest is paid on such reserves.
  On the other hand, Statutory Liquidity Ratio (SLR) is the percentage of deposits that the banks 

have to keep as liquid assets in their own vault.

 22. Difference between demand-pull inflation and cost-push inflation.
 Ans. Demand pull inflation is the increase in aggregate demand, categorized by the four sections of 

the macro economy: households, business, governments and foreign buyers. Cost-push inflation 
leading to increase in prices of goods and services supplied.

 23. Give reason: "Money is the basis of credit".
 Ans. The commercial banks create credit in the economy through deposits. Money facilitates the 

functioning of credit instruments such as cheques, promissory notes, bills of exchange, etc. Such 
credit instruments facilitates transfer of value from one person to another. In this way, money 
forms the basis of credit.

 24. Explain the standard of deferred payment function of money.
 Ans. Money simplifies the mechanism of deferred payments by a great deal. Deferred payments mean 

future payment when we take a loan from somebody, we not only pay the principal amount but 
also the interest amount. Under barter system of exchange, it was very difficult to make such 
transactions. As money maintains a standard value over a period of time provided price remains 
constant deferred payments can be easily done.

 E. Long Answer Type Questions [4 Marks]

 1. How are term deposits different from demand deposits?
 Ans. Term deposits are different from demand deposits on the following grounds:
  (i) Term deposits are always used for a specific period of time like fixed deposits for a period 

of one year or two years. Demand deposits are not used for any specific period of 
time.

  (ii) Depositors cannot withdraw money (in fixed deposits) as and when needed. Money in demand 
deposits can be withdrawn as and when needed.

  (iii) Term deposits are not chequable deposits. Depositors cannot sign a cheque against these 
deposits. Demand deposits are chequable deposits. These are (a) saving account deposits and 
(b) current account deposits. Depositors cannot sign on a cheque and withdraw and transfer 
money from these accounts.

   Only demand deposits are considered as a part of money supply, not the term deposits. 
[Demand deposits = Saving account deposits + Current account deposits]

 2. (a) What are open market operations? How do these work as a method of credit control?
 Ans. Open market operations refer to the purchase and sale of government securities in the open 

market by the central bank.
  Functions of open market operations: When central bank of the country wants to increase 

the volume of credit, it starts purchasing securities from the market. These securities are 
generally bought at a higher price than the market price. As such, banks start selling them, 
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as a result of which their cash reserves increase, i.e., their liquid assets increase. As a result 
of this, banks now can create more credit. On the contrary, when central bank wants to 
control the volume of credit, it starts selling securities in the market which are bought by 
the commercial banks. With the result, their cash reserves are reduced and this adversely 
affects their power of creating credit.

  (b) State the four functions of money.
 Ans. Four functions of money are as follows:
   (i) Money serves as a medium of exchange.
   (ii) Money serves as a store of value.
   (iii) Money is a standard of deferred payment.
   (iv) Money serves as a unit of account.

 3. (a) Give three main functions of a commercial bank. Explain any one of them.
 Ans. The three main functions of a commercial bank are:
   (i) Accepting deposits             
   (ii) Advancing loans
   (iii) Agency functions like purchase and sale of securities and shares, transfer of funds, etc.
   Explanation: Advancing Loans: Extending loans is another important function of commercial 

banks. The deposits received by banks are not allowed to remain idle. So, after keeping 
certain cash reserves, the balance is given to needy borrowers and interest is charged from 
them. Loans and advances can be made in different terms like cash-credit, short–term loans, etc.

  (b) Explain the "Banker's Bank' function of the central bank.
 Ans. Central bank is the bank of all the commercial banks in the country. This signifies that it has 

the same relationship with the commercial banks in the country which the commercial banks 
have with their customers. It keeps their required cash in reserve, provides them financial 
securities, gives them advice and discounts their bills and securities. It also provides them 
with loans in times of emergency.

 4. (a) Explain the "store of value" function of money.
 Ans. Store of value: It was virtually impossible to store surplus value under-barter economy. The 

discovery of money has removed this difficulty. With the help of money, people can store 
surplus purchasing power and use it whenever they want. Saving in the form of money is 
not only secure but its possibility of being destroyed is very less. Besides, it can be used 
whenever they need to. By facilitating accumulation of money, money has become the only 
basis of promoting capital formation.

  (b) Explain the "Unit of Account" function of money.
 Ans. Money as a unit of account: Money measures the value of various goods and services 

which are produced in an economy. In other words, money works as unit of value or unit of 
account. In a barter economy, it was very difficult to decide as to how much volume of goods 
should be given in exchange of a given quantity of a commodity. Money, by performing 
the function of common measure of value, has saved the society from this performing the 
function of common measure of values has saved the society from this difficulty.
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 5. How is "bank rate" used by central bank in influencing credit creation by commercial banks? 
Explain.

 Ans. Bank rate is the rate at which central bank discounts first class bills and security of the commercial 
banks. In other words, the rate of interest which a central bank charges from the commercial 
banks, to give them credit can be called as bank rate.

  (i) When bank rate is higher, commercial banks will charge higher rate of interest from their 
customers. Therefore when bank rate increases, rate of interest on loans will also be more 
and so credit becomes expensive and the demand for credit is reduced. This results in credit 
control.

  (ii) With decrease in bank rate, interest rate on loans is also decreased, so credit becomes cheap 
and demand for credit increases. It is called credit expansion. In short, bank rate and volume 
of credit are inversely related and the effects of changes in the bank rate on the volume of 
credit is brought about through the changes in the rate of interest.

 6. (a) Explain the effect of CRR on credit creation by commercial banks.
 Ans. Cash reserve ratio refers to the minimum percentage of the total deposits of a bank which is 

required to be kept with the central bank. All the commercial banks have to keep a certain 
percentage of their deposits in the form of minimum cash reserve ratio with the central bank. 
For example, if the minimum reserve ratio is 10% and the total deposits of a commercial 
bank is ` 100 crores it will have to keep ` 10 crores with the central bank. If the minimum 
reserve ratio is 15%, the bank will have to keep ` 15 crores with the central bank. Thus, 
when cash reserve ratio is increased, availability of credit is reduced and when the cash 
reserve ratio is reduced, availability of credit is increased.

  (b) What are the measures of money supply and what do they include.
 Ans. (i) Reserve Money (M0): It is also known as narrow money, monetary base, money, etc.

  (ii) Narrow Money (M1): M2 = M1 + Saving deposits of post office saving bank.

  (iii) Broad Money (M3): M4 = M3 + All deposits with post office saving bank.

 7. (a) Explain why time deposits measures of M3 is less liquid than the demand deposits mea-
sure of M3.

 Ans. (i) It is generally thought that time deposits with the banks are not as liquid as demand 
deposits, because the time deposits are not chargeable. Deposits can be easily taken. 
Hence, they can be used in times of need.

  (ii) Moreover they can also be withdrawn at any time by forgoing some interest earned on 
them.

  (b) What are some of the factors that contribute to rise in inflation?
 Ans. Economists distinguish between two types of inflation that contribute to rise in inflation.
   (i) Demand-pull inflation: Demand pull inflation occurs when aggregate demand for goods 

and services in an economy rises more rapidly than an economy's productive capacity. 
One potential shock to aggregate demand might come from a central bank that rapidly 
increases the supply of money.

   (ii) Cost-push inflation: Cost-push inflation, on the other hand, occurs when prices of 
production process inputs increase. Rapid wage increases or rising raw material prices 
are common causes of this type of inflation.
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 8. What are the quantitative instruments of credit control?
 Ans. Quantitative instruments are those instruments of credit control which focus on the overall supply 

of money in the economy. Supply of money lowered to tackle inflation, and it is raised to tackle 
deflation. Following is a brief description of these instruments.

  (i) Bank Rate: Bank rate refers to the rate of interest at which the RBI lends money to the 
commercial banks. It relates to instant (immediate) loan requirement of the commercial 
banks. The increase in bank rate is often followed by increase in the market rate of 
interest.

  (ii) Open market operations: Open market operations refer to the sale and purchase of securities 
in the open market by the RBI on behalf of the government.

  (iii) Repo rate: The rate at which the RBI offers short-term loans to the commercial banks by 
buying the government securities in the open market is called Repo Rate.

  (iv) Reverse repo rate: the rate at which the RBI accepts deposits from the commercial banks 
is called reverse repo rate. It is also called Reverse Repurchase Rate.

  (v) CRR: It refers to the minimum percentage of a bank's total deposits required to be kept 
with the RBI. It is fixed by the RBI and is varied from time to time to regulate the supply 
of money.

  (vi) SLR: Every bank is required to maintain a fixed percentage of its assets in the form of 
liquid assets, called SLR.

 9. What are the qualitative instruments of credit control?
 Ans. Qualitative instruments are those instruments of credit control which focuses on selected 

sectors of the economy. These instruments are used to increase or decrease the supply of 
money to select sectors of the economy. Broadly, the qualitative instruments are placed in three 
categories, as under.

  (i) Margin Requirement: The margin requirement refers to the difference between the current 
value of the security offered for loan and the value of loan granted. The margin requirement 
is raised when the supply of money needs to be reduced. The margin requirement is lowered 
when the supply money is to be increased.

  (ii) Rationing of Credit: Rationing of credit refers to fixation of credit quotas for different 
business activities. Rationing of credit is introduced when the supply of credit is to be 
checked particularly for speculative activities in the economy. The RBI fixes credit quota 
for different business activities.

  (iii) Moral suasion: It is rendering an advice to the commercial banks by the RBI to follow its 
directives. The banks are advised to restrict loans duding inflation and be liberal in lending 
during inflation.

 10. What are the contingent functions of money?
 Ans. The various contingent functions of money are:
  (i) Distribution of national income: Money helps in optimum distribution of national income 

among different factors of production (land, labour, capital and enterprise). Total output of 
the country is jointly produced by these factors.
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  (ii) Maximization of satisfaction: Money helps the consumers and producers in maximizing 
their satisfaction. A consumer derives maximum satisfaction by equating the price (expressed 
in terms of money) of each commodity with its marginal utility (satisfaction).

  (iii) Basis of credit creation: Credit creation by commercial banks was not possible until money 
was introduced. Money as a store of value has encouraged savings by people in the form 
of demand deposits in banks. Such demand deposits are used by the commercial banks to 
create credit.

  (iv) Productivity of capital: Money increases the productivity of capital as it is the most liquid 
assets and can be put to any use. Due to liquidity of money capital can be easily transferred 
from less productive uses to more productive uses.

  (v) Bearer of option: Money provides purchasing power in the hands of the person holding it 
and he has numerous options for its use.

  (vi) Guarantee of solvency: Money serves as a guarantee of solvency for an individual of 
institution. If an individual has enough money, then he cannot be declared insolvent or 
bankrupt.

 F. Case Study Based Questions [4 Marks] 

Passage 1
Read the passage very carefully and answer the questions that follow.
In a 40-minute long speech, Prime Minister Narendra Modi announced the demonetization of existing 
notes of ` 500 and ` 1,000 during a televised address on Tuesday evening (November 8, 2016). Modi 
announced that the notes of ` 500 and ` 1000 "will not be legal tender from Midnight tonight" and those 
will be "just worthless pieces of paper". PM also urged people to join this Mahayojna against the ills 
of corruption.

 (i) The government of India also issues currency. Explain the type of currency issued by RBI. [1]
 Ans. Coins
 (ii) How does RBI Control inflation? [2]
 Ans. To control inflation, the RBI sells the securities in the money market which sucks out excess 

liquidity from the market. As the amount of liquid cash decreases, demand goes down. This part 
of monetary policy is called the open market operation.

 (iii) Which two currency denominations were demonetized? [1]
 Ans. ` 500 and ` 1000

Passage 2
Read the passage very carefully and answer the questions that follow.
The Reserve Bank of India (RBI) unexpectedly cut its key deposit rate, for the second time in three 
weeks, to discourage banks from parking idle funds with it and spur lending instead, to revive a flag-
ging economy amid the corona virus lock-down. This week, Prime Minister Narendra Modi extended 
until May 3 a lock-down of the population of 1.3 billion as India's tally of infections exceeded 10,000, 
despite the three week shutdown ordered from March 24, 2021.
The RBI cuts its Reverse Repo rate by 25 basis points (bps) to 3.75% with immediate effect, Governor 
Shaktikanta Das told a video conference. The rate had already been cut by 90 bps on March 27. "The 
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surplus liquidity in the banking system has risen significantly in the wake of government spending and 
the various liquidity enhancing measures undertaken by the RBI," he added. "In order to encourage 
banks to deploy these surplus funds in investments and loans in productive sectors of the economy. It 
has been decided to reduce the fixed rate reverse repo rate.

 (i) Name the Bank which controls money supply in the economy. [1]
 Ans. Reserve Bank of India

 (ii) How can RBI control credit by Reverse Repo Rate? [1]
 Ans. To discourage banks from parking idle funds with Reserve Bank of India 

 (iii) What is the difference between Repo Rate and Reverse Repo Rate? [2]
 Ans. Difference between:
  Repo rate: The rate at which the RBI offers short-term loans to the commercial banks by buying 

the government securities in the open market is called Repo Rate.
  Reverse repo rate: the rate at which the RBI accepts deposits from the commercial banks is 

called reverse repo rate. It is also called Reverse Repurchase Rate.

Passage 3
Read the passage very carefully and answer the questions that follow.
India officially enters technical recession, GDP contracts by 7.5 percent in quarter 2 of financial year 
2021. The Indian economy contracted by 7.5 percent in the second quarter of the Financial Year 2020-
21 (July to September), as per government data that was released on November 27, 2020. With this 
contraction, India officially entered a technical recession for the first time.
The contraction is a rebound from the earlier quarter of the fiscal year 2020-21. India's economy had 
contracted by 23.9 percent in the April to June quarter 1, financial year 2021, which marked the 
first contraction in more the 40 years as the Covid-19 pandemic majorly impacted consumer demand 
and private investments. According to the Ministry of Statistics and Programme Implementation, 
the gross value added (GVA) came in at minus 7 percent during the second quarter of Financial 
Year 2021. 

 (i) Briefly explain bank rate. [1]
 Ans. Bank rate refers to the rate of interest at which the RBI lends money to the commercial banks. 

 (ii) Write the effect of SLR on money supply in the economy. [1]
 Ans. Every bank is required to maintain a fixed percentage of its assets in the form of liquid assets, 

called SLR.

 (iii) What RBI can do to encourage the flow of goods and services. [2]
 Ans. To encourage the flow of goods and services, RBI should sale and purchase of securities in the 

open market by the RBI on behalf of the government.
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Summary
  Balance of Payment (BOP) is a statement designed to provide a comprehensive record of all the 

transactions between the country and the rest of the world. It is an international balance sheet 
of a country that contains the details of all the international transactions in goods, services, and 
assets over a financial year. BOP is usually maintained under the International Transactions 
Accounts in National Statistical Data. It is just like a balance sheet which records all the assets 
borrowed, acquired or sold. It is the most important tool as it concludes how the country's 
economy interacts with rest of the world. 

  Components of Balance of Payments:
  (a) Current Account (b) Capital Account 
  (c) Financial Account  (d) Reserves and related items, etc.
  Balance of Payment Accounting: The BOP accounts of a country are recorded on the basis 

of an accounting procedure known as ‘double-entry book-keeping’. Double-entry book-keeping 
system means that each international transaction is recorded two times, once as a credit entry 
and once as a debit entry of equal amount. As every transactions has two sides, which are credit 
and debit. 

  Foreign Exchange: Every country has its own currency to exchange goods and services. But 
the currency of one country is not acceptable in the other country. For this purpose, we need 
foreign exchange rate to convert the domestic currency into a foreign currency.

  Foreign Exchange Rate: It is the exchange rate at which one currency is exchanged for, 
another currency in the exchange rate market. It represents the price of one currency in 
terms of other currency. This exchange rate depends upon the demand and supply of foreign 
exchange with other countries indulged in exchanging, for example, the value of US $1 is 
equal to Indian ` 76.

Question Bank

 A. Multiple Choice Questions [1 Mark]
 1. Economic transactions in BOP are:
 (a) Visible items   (b) Capital transfers 
 (c) Invisible items   (d) All of these

 2. Component of current account in BOP is
 (a) Borrowing and lending   (b) Investments
 (c) Export and imports of goods (d) All of these

3 Balance of Payment and 
Exchange Rate



GOYAL BROTHERS PRAKASHAN

GOYAL 
BROTHERS 
PRAKASHAN

Learn @ ` 1 Per Day

A DIGITAL LEARNING APP

Goyal's ISC Economics Question Bank with MTP Class 12 for Semester-2 Examination 31

 3. When the supply of foreign exchange, increases the equilibrium exchange rate will
 (a) Rise (b) Fall (c) Both (a) and (b) (d) None of these

 4. Price of one currency in relation to other currencies in the international exchange market is 
known as

 (a) Equilibrium rate   (b) Fixed exchange rate 
 (c) Flexible exchange rate   (d) Exchange rate

 5. Due to depreciation of foreign currency, the supply of foreign currency in domestic economy will
 (a) Increase   (b) Decrease 
 (c) No change   (d) Both (a) and (b)

 6. If the value of visible exports is greater than the value of invisible imports, the balance relates to
	 (a)	 Current	 account	BOP	 	 	 (b)	 Trade	deficit	
 (c) Capital account BOP   (d) Can't be determined

 7. A company located in India receives a loan from a company located abroad. How is this 
transaction recorded in India's Balance of Payments Account?

 (a) Credit side of current account (b) Debit side of current account 
 (c) Credit side of capital account (d) Debit side of capital account

 8. When receipts of foreign exchange are more than payments of foreign exchange, BOP is
	 (a)	 Balanced	 (b)	 Deficit	 (c)	 Surplus	 (d)	 None	of	 these

 9. Export and import of goods is also known as
 (a) Invisibles trade   (b) One-sided transaction 
 (c) Balance of trade   (d) Unilateral transfers

 10. Decrease in foreign exchange reserve will be recorded on the 
 (a) Credit side of BOP   (b) Debit side of BOP 
 (c) Not added in BOP   (d) None of these

 11. Other things remaining the same, when in a country, the market price of foreign currency falls, 
national income is likely.

 (a) To rise   (b) To fall
 (c) Both (a) and (b)   (d) To remain unaffected

 12. Which of the following items raises the supply of foreign exchange?
 (a) Imports of goods from China 
 (b) Indian students going to USA for MBA education 
 (c) Donation of ` 50 million received from Microsoft company
 (d) Purchase of land in England

 13. Investment abroad in case of surplus BOP is an example of
 (a) Autonomous transactions  (b) Accommodating transactions 
 (c) Both (a) and (b)   (d) None of these

 14. Borrowing from International monetary find (IMF) is a part of
 (a) Current Account (b) Capital Account (c) Saving Account (d) Demat Account

 15. Dirty floating is related to
 (a) Fixed system of exchange rate (b) Flexible system of exchange rate 
 (c) Both (a) and (b)   (d) None of these
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 16. If ` 120 are required to buy US $1, instead of ` 100 earlier
 (a) Domestic currency has appreciated 
 (b) Domestic currency has depreciated 
 (c) Rupee value of import bill will increase 
 (d) Both (b) and (c)

 17. When domestic currency loses its value in relation to a foreign currency in the international 
money market, it is a situation of

 (a) Currency appreciation   (b) Currency depreciation 
 (c) Currency devaluation   (d) None of these

 18. A company located in India invests in a company located abroad. This transaction is entered in 
India's BOP Account on 

 (a) Credit side of current account (b) Debit side of current account
 (c) Credit side of capital account (d) Debit side of capital account

 19. The market where the national currencies are traded for one another is known as.
 (a) Domestic exchange market (b) Foreign exchange market 
 (c) Distribution of national income (d) None of these

 20. Increase in the value of foreign commodities is known as.
	 (a)	 Revaluation	 (b)	 Devaluation	 (c)	 Inflation	 (d)	 None	of	 these

ANSWERS

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

 B. Fill in the Blanks  [1 Mark]

 1. Disequilibrium	in	Balance	of	Payments	leads	to	________________	in	official	reserve	with	RBI.	
(Increase/Decrease/Debit/Credit)

 Ans. Increase/Decrease

 2. The rate which is determined by the government is known as ________________. (Flexible 
exchange rate/Fixed exchange rate)

 Ans. Fixed exchange rate

 3. Current accounts record all payments to rest of the world as ________ and all receipts from rest 
of the world as ___________. (Debit, Credit/Stock, Flow) 

 Ans. Debit, Credit

 4. Balance of Payments is a ____________ concept. (Stock/Flow)
 Ans. Flow

 5. "Make in India" will increase the balance of _______________.(Debit side of BOP/Credit side 
of BOP)

 Ans. Credit side of BOP

 6. ________________ is the situation when the imports of goods are more than the export of goods. 
(Trade	 surplus/Trade	deficit)

 Ans. Trade	deficit
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 C. Very Short Answer Type Questions [1 Mark]

 1. Define foreign exchange rate. 
 Ans. The rate at which one currency is exchanged for the other currency in the international money 

market is known as foreign exchange rate.

 2. What is flexible exchange rate?
 Ans. Flexible exchange rate is that rate which is determined by the demand for and supply of foreign 

exchange in the international money market.

 3. What is fixed exchange rate?
 Ans. Fixed exchange rate is a rate which is set and maintained by the government of a country.

 4. At what point, the equilibrium rate of exchange is determined?
 Ans. Equilibrium exchange rate is determined at the point where demand for foreign currency and 

supply of foreign currency are equal to each other.

 5. What is meant by balance of payments?
 Ans. Balance of Payments refer to the statement of accounts recording all economic transactions of 

a country with rest of the world during an accounting year.

 6. Which two transactions determine balance of trade?
 Ans. Balance of trade is determined by: 
  (i) Export of goods, 
  (ii) Import of goods.

 7. What are components of current account?
 Ans. The components of current account are: 
  (i) Exports and imports of goods 
  (ii) Exports and imports of services   
  (iii) Receipts and payments of unilateral transfers 
  (iv) Income from investment and work

 8. What is surplus of balance of payments?
 Ans. It	 refers	 to	 a	 situation	 when	 inflow	 of	 foreign	 exchange	 is	 more	 than	 outflow	 of	 foreign	

exchange.

 9. What is deficit in balance of payments?
 Ans. It refers to a situation when outflow of foreign exchange is more than inflow of foreign 

exchange.

 10. Is export of goods, an autonomous item?
 Ans. Yes,	 it	 an	 autonomous	 item	as	 it	 is	 determined	by	 the	motive	of	 profit	maximization.	

 11. How is current account BOP estimated?
 Ans. Current Account BOP = Trade Balance + Invisible balance + Unilateral transfers

 12. If balance of trade is in deficit, the balance of payments is also in deficit. True/False.
 Ans. False because balance of trade is only a part of BOP accounts.

 13. Give meaning of managed floating exchange rate.
 Ans. It refers to the exchange rate which	is	determined	by	the	market	forces	and	central	bank	influences	

it through intervention in the foreign exchange market.
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 14. Mention the effects of currency depreciation on exports.
 Ans. Currency depreciation leads to increase in exports.

 15. How can the Reserve Bank of India help in bringing down the foreign exchange rate which is 
very high?

 Ans. The Reserve Bank of India can increase the supply of foreign exchange by selling foreign ex-
change from its reserves to bring down its value.

 16. State with a reason, whether it is true or false:
 (i) The rising demand for foreign goods implies higher demand for foreign exchange.
 Ans. True. The rising demand for foreign goods implies greater imports and hence higher demand 

for foreign exchange.

 (ii)	 Flexible	 exchange	 rate	 is	 determined	by	 the	world	 trade	organization	 (WTO).
 Ans. False. Flexible exchange rate is determined by the forces of supply and demand in the in-

ternational money market.

 (iii) Trade of invisible items is a part of capital account of BOP.
 Ans. False. Capital account records all such transactions which cause a change in the ownership 

of assets between the domestic economy and rest of the world.

 (iv) Foreign private loans are not included in the BOP accounts.
 Ans. False. Foreign private loans are included in the capital account of balance of payments.

 (v) Import of machines is recorded in current account.
 Ans. True. All imports and exports of goods are recorded in trade account, which is a part of 

current account because it is simply an import/export of a good.

 D. Short Answer Type Questions  [2 Marks]

 1. Foreign exchange rate in India is on the rise recently. What impact is it likely to have on exports 
and how?

 Ans. Rise in foreign exchange rate means that one unit of foreign currency is worth more rupees 
than earlier, so one unit of foreign currency can now buy more goods and services from India. 
It makes Indian exports cheaper to foreign buyers. This is likely to increase exports.

 2. Would the central bank need to intervene in a managed floating system? Explain, why?
 Ans. In	 a	managed	floating	 system,	 foreign	 exchange	 rate	 is	 determined	by	market	 forces.	However,	

the	 central	 bank	 needs	 to	 intervene	 in	 this	 system	 in	 order	 to	 restrict	 the	 fluctuations	 in	 the	
exchange rate within certain limits. The aim is to keep exchange rate close to desired target 
values. For this, activity central bank maintains reserve of foreign exchange to ensure that the 
exchange rate stays within the targeted value.

 3. What is the major reason for rise in demand for foreign currency when its price rises?
 Ans. When price of foreign exchange falls, imports from that country become cheaper, when exchange 

rate falls from `50 to `40 for one dollar, it means less rupees are required to buy goods worth 
one dollar from the USA, and hence demand rises.

 4. What is parity value?
 Ans. In	a	fixed	exchange	rate	system,	the	value	of	a	currency	would	be	fixed	in	terms	of	other	currency	

or gold. This value is known as parity value.
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 5. What is the major reason for increase in supply of foreign currency when its price rises?
 Ans. When price of foreign exchange rises, exports are encouraged, as it makes Indian goods 

cheaper to other countries, for example, if exchange rate rises from ` 50 to ` 60 for one dollar 
it means people in the USA can buy more goods with one dollar, hence supply increases.

 6. What are the effects in BOP?
 Ans. The effects of disequilibrium are:
	 (i)	 It	reduces	economic	strength	of	a	country	as	outflow	is	more	than	inflow	of	foreign	exchange.					
 (ii) It hampers economic development of a country.
 (iii) It reduces foreign exchange reserves of a country.

 7. Value of rupee is falling against dollar. How is it negative for the economy?
 Ans. Falling value of rupee against dollar implies depreciation of domestic currency in terms of dollar. 

It means external purchasing power is low now, which will increase expenditure on imports from 
abroad, traveling to the abroad, investments in abroad, etc.

 8. Should a current account deficit be a cause for alarm? Explain.
 Ans. No,	 if	 the	 deficit	 in	 current	 account	 is	 offset	 by	 the	 capital	 account	 (autonomous	 transactions).	

Otherwise,	 such	deficit	 has	 to	 be	met	 by	 the	 following,	which	 is	 a	 cause	 for	 alarm.
  (i) Depleting foreign exchange reserves 
  (ii) Taking foreign loans.    

 9. What do you mean by Foreign Direct Investment (FDI)?
 Ans. It refers to purchase of an asset in the rest of the world, which gives full control to the 

buyer	 over	 the	 asset.	 For	 example,	 acquirement	 of	 a	 foreign	 firm	 by	 an	 ITC	 limited.	 This	
investment	 is	 foreign	 direct	 investment,	 as	 it	 gives	 direct	 or	 full	 control	 to	 the	 Indian	 firm	
over this asset.

 10. What do you mean by net inflow and outflow of foreign exchange?
 Ans. Surplus	 on	 current	 account	 implies	 net	 inflow	 of	 foreign	 exchange.	 Deficit	 on	 current	 account	

(when	debit	 items	 are	more	 than	 credit	 items)	 implies	 net	 outflow	of	 foreign	 exchange.	

 11. What is forward exchange rate?
 Ans. Forward exchange rate is that rate at which forward transactions are to be honoured. It is a sort 

of ‘contracted’ exchange rate to be applicable for the transactions which are signed today but 
are to be honoured sometime in the future.

 12. Can you think of a situation when Current Account Deficit (CAD) in India has improved even 
when the exchange rate has remained almost constant?

 Ans. It was in the latter half of the year 2014 that CAD in India improved even when exchange rate 
had remained almost constant. It happened in the wake of a drastic fall in the price of crude oil 
in the international market: the price slipping from US $110 to US $45 per barrel.

 13. Which transactions determine the balance of trade? When is balance of trade in surplus?
 Ans. The transactions involving export and import of goods, i.e. only the visible items of economic 

transactions, determine the Balance of Trade. Balance of Trade is in surplus, when the value of 
export of goods is more than the value of import of goods. 
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 14. Where will the sale of machinery to abroad be recorded in the balance of payment accounts? 
Give reasons.

 Ans. Reasons:
  (i) Sale of machinery to abroad is a part of current account.
  (ii) Current account records imports and exports of goods and services and unilateral transfers.
  (iii) Sale	of	machinery	 to	abroad	 leads	 to	 inflow	of	foreign	currency	and	receipt	 from	exports	 is	

shown on the positive side.

 15. Distinguish between devaluation and depreciation of domestic currency.
 Ans. When government or authorities reduce the price of domestic currency in terms of all foreign 

currencies is called devaluation. The fall in the market price of domestic currency (due to demand 
and supply in the market) in terms of a foreign currency is called depreciation. 

 16. How is appreciation of domestic currency likely to affect exports and imports of domestic 
economy?

 Ans. Appreciation of the domestic currency implies that the value of domestic currency rises in relation 
to a foreign currency (say, dollar). Now, less rupees are required to buy a dollar. This means 
that a dollar can buy lesser amount of goods in the domestic economy. Accordingly, exports of 
the country are likely to fall.

  Similarly, less rupees are now required to buy goods worth one dollar in the US market. 
Accordingly, imports are likely to rise.

 17. Will you always appreciate a rise in the exchange rate as a means to boost our exports?
 Ans. No, because a rise in exchange rate may not always lead to rise in our export earnings. A rise in 

exchange	 rate	 is	beneficial	only	when	elasticity	of	demand	for	our	exports	 is	greater	 than	unity.	
Because, it is only then that the total expenditure on our exports will rise in response to a fall 
in prices of domestic goods in terms of the foreign currency. In other words, a fall in prices of 
domestic goods (in terms of the foreign currency) yields greater revenue only when the elasticity 
of demand for our exports is greater than unity.

 18. What are the merits and demerits of flexible exchange rate system?
 Ans. Flexible exchange rate refers to a system in which exchange rate between currencies of different 

countries is determined by the market forces of demand and supply.
	 	 Merits	 of	flexible	 exchange	 rate	 system:
  (i) It solves the problem of over-valuation or undervaluation of currencies.
  (ii) There is no requirement of government to hold 100% gold reserves.
  (iii) It encourages venture capital.
	 	 Demerits	 of	flexible	 exchange	 rate	 system:
  (i) There	 is	no	 stability,	Flexible	 exchange	 rate	keeps	fluctuating	according	 to	demand	and	

supply.
  (ii) This discourages international trade and coordination of macro policies becomes 

inconvenient.

 19. Explain the impact of rise in exchange rate on national income.
 Ans. A rise in the foreign exchange rate implies that the price of foreign currency, in terms of domestic 

currency, has increased. Since domestic goods and services have become cheaper, the foreign 
country can now buy higher quantity from one unit of its currency.
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  This will result in increased demand for Indian exports. Moreover, the depreciation of 
domestic currency will make the imports from foreign countries more expensive. Thus, 
there will be an increase in exports and fall in imports, causing the net exports to rise. 
Consequently, the net aggregate demand for domestically produced goods will increase and 
so will the national income.

 20. Explain the effect of depreciation of domestic currency on exports.
 Ans. Depreciation of a currency means a decrease in the value of the domestic currency in terms of 

the foreign currency. The price of the domestic currency, in terms of a foreign currency, decreases 
and the foreign exchange rate increases. For instance, suppose rupee has depreciated in terms of 
pound.

  That is, the foreign exchange rate between India and UK has increased. The price of one pound 
has increased from ` 60 to `	70.	 It	 implies	 that	 UK	 citizens	 can	 buy	 ` 70 worth of goods by 
parting one pound compared to only ` 60 worth of goods prior to rise in exchange rate. Since 
Indian goods have become cheaper for UK, they will buy more of them, hence exports will rise.

 21. What are the causes of disequilibrium?
 Ans. Some causes of disequilibrium include: 
 (i) Fixed prices 
 (ii) Government intervention (tariffs)
 (iii) Current	 account	 deficit	
 (iv) Pegged currencies
 (v) Inflation	or	 deflation	
 (vi) Changing foreign exchange reserves
 (vii) Population growth 
 (viii) Political instability (trade wars and price wars)

 22. Explain four measures to correct disequilibrium in the balance of payment.
 Ans. Methods to correct disequilibrium in the balance of payments:
  (i) Export promotion: Exports should be encouraged by granting various countries to 

manufacturers and exporters. At the same time, imports should be discouraged by undertaking 
import substitution and imposing reasonable tariffs.

  (ii) Import: Restrictions and import substitution are other measures of correcting disequilibrium.
  (iii)	Reducing	 inflation:	 Inflation	 discourages	 exports	 and	 encourages	 imports.	 Therefore,	

government	 should	 check	 inflation	 and	 lower	 the	prices	 in	 the	 country.
  (iv) Exchange control: Government should control foreign exchange by ordering all exporters 

to surrender their foreign exchange to the central bank and then ration out among licensed 
importers.

 23. What are the advantages of fixed exchange rate?
 Ans. Fixed exchange rate is a system where a country ties the value of its currency with the currency 

of any other nation, or with any commodity.
  Advantages: 
  (i) Ensures certainty of the payment 
  (ii) Takes away exchange rate risk
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  (iii) Lower import cost 
  (iv) Raise export payment
  (v) Assist to get more foreign investment 
  (vi) Eliminate exchange market speculation

 24. How is exchange rate determined in a free market?
 Ans. In	 a	 free	 floating	 exchange	 rate	 system,	 exchange	 rates	 are	 determined	 by	 demand	 and	 supply.	

Exchange	rates	are	determined	by	demand	and	supply	in	a	managed	float	system,	but	governments	
intervene	 as	 buyers	 or	 sellers	 of	 currencies	 in	 an	 effort	 to	 influence	 exchange	 rates.

 25. Who supports free market?
 Ans. A country's decision to allow its currency value to change freely. The currency is not 

constrained by central bank intervention and does not have to maintain its relationship with 
another currency in a narrow band. One key factor that helps a free market economy to be 
the	successful	is	a	presence	of	financial	 institutions.	Banks	and	brokerages	exist	so	that	 they	
give individuals and companies the means to exchange goods and services, and to provide 
investment services.

 26. Why is it important to know the exchange rate?
 Ans. Even though most people purchase everything in dollars, the exchange rate is important because 

it determines the price of the imported goods they buy that is relative to domestic goods. The 
exchange rate also determines the price of US goods overseas, relative to the goods produced 
in those countries.

 27. What is BOP and explain the factors affecting BOP?
 Ans. Balance of Payment (BOP) of a country is a systematic record of all economic transactions 

between the residents of the reporting country and the residents of foreign countries during a 
given period of time. In other words, balance	of	payments	as	a	statement	of	 inflow	and	outflow	
payments for a particular country.

 E. Long Answer Type Questions [4 Marks]
 1. Differentiate between
  (a) Devaluation and Depreciation    
  (b) Revaluation and Appreciation
 Ans. (a) Devaluation and depreciation can be differentiated as follows:

S.No Devaluation Depreciation

(i) Devaluation refers to reduction in the 
value of domestic currency in terms 
of a foreign currency under fixed 
exchange rate regime.

Depreciation refers to the fall in value of 
domestic currency in terms of a foreign 
currency under flexible exchange rate 
regime.

(ii) It is done in a fixed exchange rate 
system.

It occurs in a flexible exchange rate 
system.

(iii) It is done by government deliberately 
to correct BOP situation in a country.

It takes place under the influence of 
change in demand for and supply of a 
currency.
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  (b) Difference between revaluation and appreciation of currency:

S.No Revaluation Appreciation

(i)  Revaluation refers to increase in the 
value of domestic currency in terms of 
a	 foreign	 currency	 under	 fixed	 exchange	
rate regime.

 Appreciation refers to rise in value of 
domestic currency in terms of a foreign 
currency	 under	 flexible	 exchange	 rate	
regime.

(ii) 	It	is	done	in	a	fixed	exchange	rate	system. 	Appreciation	occurs	 in	 a	flexible	
exchange rate system.

(iii) It is done by government deliberately to 
correct BOP situation.

 Appreciation takes place under the 
influence	of	change	in	demand	for	and	
supply of a currency.

 2. Explain the various components of the current account of balance of payments.
 Ans. Various components of current accounts of BOP: 
  (i) Merchandise: It refers to all such items of exports and imports which are visible and 

therefore also called ‘Visible Trade’ relating to exports and imports. Current account showing 
export and import of visible trade is often referred to as the balance of trade account.

  (ii)	 Invisible:	It refers to all such items which are rendered to rest of the world or revived from 
the rest of the world in the form of services. They include the following principal services 
like travel, transport alias insurance asking and services rendered to the rest of the world 
are treated like exports and the services received from the rest of the world are treated like 
imports.

  (iii) Transfers: It refers to unilateral transfers i.e., gifts or donations. These are broadly divided 
as	 (a)	Official	 transfer	 and	 (b)	Private	 transfers.

  (iv) Investment income: It	 refers	 to	 income	by	way	of	 rent,	 interest	 and	profit.	 Income	 earned	
by our country is shown as receipts, while income earned by the world from our country is 
shown as payments.

  (v) Compensation of employees: It refers to the income earned or paid to the rest of the world 
by way of wages and salaries.

 3. Distinguish between.
  (a) Balance of trade and balance of payments    
  (b) Current account and capital account
 Ans. (a) Differences between:

S.No Balance of Trade Balance of Payment

(i)  Balance of trade (BOT) refers 
to difference between amounts 
of exports and imports of visible 
items.

 Balance of Payment (BOP) is an accounting 
statement that provides a systematic record 
of all economic transactions between 
residents of a country and rest of the world 
in a given period of time.

(ii) BOT includes only visible items. BOP includes visible items, invisible items, 
unilateral transfers and capital transfers.

(iii)  It does not record any transactions 
of capital nature.

 It records all transactions of capital nature.
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  (b) Differences between:

S.No Current Account Capital Account

(i)  It records transactions relating to exports 
and imports of goods and services, unilateral 
transfers and international income.

 It records transactions relating to 
change	 in	 assets	 both	 financial	 and	
physical.

(ii)  They do not change the assets and future 
liabilities of the country.

 They increases or decreases the assets 
and future liabilities of the country.

(iii)  It is the value of exports minus value of 
imports, adjusted for international incomes 
and net transfers.

It is the record of short-term and long 
term capital transactions, both private 
and	official.

 4. Show with the help of a diagram, how exchange rate is determined under flexible exchange rate 
system.

 Ans. Flexible exchange rate system is determined by the interaction of the forces of demand and supply. 
The equilibrium exchange rate is determined at a level where demand for foreign exchange is 
equal to the supply of foreign exchange. This will be clear from the given diagram.
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  As seen in the diagram, demand and supply of foreign exchange are measured on the x-axis 

whereas rate of foreign exchange on the y-axis. DD is the downward sloping demand curve 
of foreign exchange and SS is the upward sloping supply curve of foreign exchange. Both the 
curves intersect each other at point 'E'. The equilibrium exchange rate is determined at OR and 
equilibrium quantity is determined at OQ.

 5. Give arguments in favour and against the fixed exchange rate.
	 Ans.	 Arguments	 in	 favour	of	fixed	 exchange	arte:
  (i) Encouragement to foreign trade:	 The	 system	 of	 fixed	 exchange	 rate	 provides	 suitable	

environment for foreign trade. The exporters and the importers have no fear of changes in 
the prices of goods, and it helps to promote the foreign trade.

  (ii) End to speculations: There is no uncertainty in the foreign exchange market under the 
system	of	fixed	exchange	 rate.	 It	helps	 to	bring	an	end	 to	 the	activities	of	speculations	as	a	
result of uncertainty.
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  (iii) Internal stability: Fixed exchange rate results in internal economic stability of a country. 
The	 fluctuations	 in	 the	 price	 level	 are	 reduced	 to	 the	 minimum	 on	 account	 of	 stability	 of	
exchange rate and the prices of imports and exports.

  (iv) Useful for small countries: For the small countries like Denmark, Belgium, etc., this system 
of exchange rate has turned out to be very useful.

	 	 Arguments	against	fixed	 exchange	 rate:
  (i) Monetary dependence:	 If	 the	 exchange	 rate	 is	 fixed	 then	 the	 unfavourable	 balance	 of	

payments of a country has an adverse effect on the level of domestic output and income. 
Such a situation, the government of a country will have to adopt such a monetary policy, 
which	 does	 not	 influence	 its	 exchange	 rate.	 Thus,	 the	 government	 is	 not	 free	 to	 formulate	
an independent monetary policy.

  (ii) Cost price relationship:	The	fixed	exchange	 rate	 is	not	determined	 in	accordance	with	 the	
value theory of price determination. Since economic policies of different countries are not 
alike,	 their	cost	price	relationships	do	not	remain	stable.	Thus,	fixed	exchange	rate	does	not	
enable us to analyse the changes in cost-price relations and their effect on exchange rate.

  (iii) Increase in demand for foreign exchange: The demand for foreign exchange in a country 
increases	 under	 the	 system	 of	 fixed	 exchange	 rate.	Therefore,	 the	 government	will	 have	 to	
accumulate the stock of foreign exchange and consequently, will have to bear the opportunity 
cost of foreign exchange.

 6. Explain four measures to correct the adverse balance of payments?
 Ans. A	number	of	steps	can	be	taken	to	solve	the	problem	of	deficits	in	the	balance	of	payments.	The	

main methods of correcting the adverse balance of payments are:
  (i) Devaluation:	 A	 country	 can	 devalue	 its	 currency	 to	 wipe	 out	 deficit	 in	 the	 balance	 of	

payments. This makes imports expensive to domestic consumers and its exports cheaper in 
foreign	 countries.	 If	 demand	 and	 supply	 elasticities	 are	 fairly	 high,	 this	will	 definitely	 lead	
to fall in imports and a rise in exports and thereby an elimination or reduction of balance 
of	 payments	 deficit.

  (ii) Depreciation:	 Under	 the	 flexible	 exchange	 rate	 system,	 changes	 in	 the	 rate	 of	 exchange	
will automatically adjust the balance of payments. Depreciation of the country's currency 
will	wipe	out	deficits	in	the	balance	of	payments.	Depreciation	of	currency	means	rise	in	
the price of foreign currency or, which is the same thing, fall in the price of domestic 
currency.

  (iii) Import control: Imports may be kept in check through the adoption of a wide variety of 
import control measures such as quotas and tariffs. Quotas limit the volume of imports by 
applying quantitative restrictions. The government may, for example, decide that only 90% of 
last year's volume of imports can be imported this year. The government may also increase 
the import duties or tariffs. This will raise the prices of imported goods and reduce imports. 
As a consequence, balance of payments	 deficit	 is	 reduced.

  (iv)	Production	of	import	substitutes: Steps may be taken to encourage the production of import 
substitutes. This will save foreign exchange in the short run by replacing the use of imports 
by their import substitutes. If the industries producing import develop ultimately because of 
various incentives provided to these industries, they may turn out to be export earners as well.
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 7. Discuss capital account and its components.
 Ans. Capital account is that account which records all such transactions amongst residents of a country 

and rest of the world that causes a change in the asset or liability status of residents of a country 
as its government.

  Components of Capital Account
  (a) Foreign Investment: It has two sub-components.
 (i) Foreign direct investment (FDI) refers to ownership of enterprises by the non-residents 

in the domestic economy like Walmart stores in India.
 (ii) Portfolio investment refers to Foreign Institutional Investment which is invested (FII) 

by the non-residents in shares and bands of the domestic companies.
  (b) Borrowing: It has two sub-components.
 (i)	External	 commercial	 borrowings: It refers to borrowings by a country (including 

government and private sector) from the international money market. This involves 
market rate of interest as compared to that prevailing in the open market.

 (ii) External assistances: External assistances are borrowings which are available at 
concessional rate of interest.

  (c) NRI (Non-Resident Indian) deposits is another important component of the capital account. 
Particularly in emerging economies like India where interest rates are high.

  (d) Banking capital is another important component of the capital account. It refers to the 
foreign asset holding of commercial banks.

  (e) Capital account BOP	also	 includes	 the	flow	of	 capital	 on	 account	 of	 short-term	debt.

 8. Explain what are the causes of disequilibrium in the balance of payment.
 Ans. Causes of disequilibrium in the balance of payment are as follows
  (i) Fall in foreign demand:	BOP	deficit	may	 arise	due	 to	 shift	 in	 foreign	demand	away	 from	

domestic goods to foreign products. This leads to decrease in exports making the BOP 
unfavourable.

  (ii)	 Inflationary	pressure	in	the	economy:	A	high	rate	of	inflation	at	home	encourages	imports	
by making it relatively cheaper leading to decrease in country's competitiveness in the world 
market and reduces exports.

  (iii) Developmental expenditure: Developing economics are poor. Hence, they have to depend 
upon the developed nations for the supply of machines, technology, etc. However, they cannot 
step	up	 their	 exports	 to	finance	 the	 increased	 imports,	 leading	 to	 a	 deficit.

  (iv) Increase in cost structure of export industries: It reduces the volume of exports by 
reducing the competitiveness of these industries in the world market. (It may arise due to 
higher	 wages,	 higher	 prices	 of	 raw	materials	 or	 inflation).	 Fall	 in	 exports	 makes	 the	 BOP	
unfavourable.

  (v) Decrease in supply: A fall in the supply at home e.g., agricultural production due to crop 
failure, or labour strike, shortage of raw materials, etc., leads to fall in exports and imports 
may increase to overcome the scarcity resulting to an adverse BOP.

  (vi) Appreciation in exchange rate: Appreciation increases the external value of currency, 
making imports cheaper and exports dearer, leading to an adverse BOP.
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  (vii) Increase	debt	burden: Developing countries import capital largely in the form of portfolio 
investment, creating a large debt burden. Hence, these countries are required to make large 
payments to the developed countries.

 (viii) Population pressure: A rapid increase in population in underdeveloped countries increases 
the demand for consumer goods. Hence, exports surplus has fallen resulting to an adverse 
effect on BOP.

 9. Give the meaning of foreign exchange and foreign exchange rate. Giving reasons, explain the 
relation between foreign exchange rate and demand for foreign exchange.

 Ans. Foreign exchange refers to any foreign currency. Thus, U.S. dollars and British Pounds are 
foreign exchange for India. Foreign exchange rate is the price of one currency in terms of 
another currency. It is the rate at which exports and imports of a country are valued during 
a period of time.

  There is an inverse relation between foreign exchange rate and demand for foreign exchange. 
Higher the foreign exchange rate, lower the demand for foreign exchange and lower the foreign 
exchange rate, higher the demand for foreign exchange. Suppose, the price of US dollar in India 
falls form `50 to `40. It means that earlier Indian people had to part with `50 to buy one dollar 
worth of goods from the USA. Now, they have to part with `40 to buy one dollar worth of 
goods. It implies that American goods have become cheaper for Indian buyers.

  At a lower price of US dollar, India is ready to buy more goods from the USA. This raises the 
demand for US dollars. So, lower the price of US dollar, higher is the demand for US dollars and 
vice versa. Graphically, the demand curve of foreign exchange is downward sloping signifying 
the inverse relation between foreign exchange rate and demand for foreign exchange.

	 	 In	 the	 figure,	 at	 price	 OP,	 the	 demand	 for	 foreign	 exchange	 is	 OF.	At	 a	 lower	 price	 OP0, the 
demand is OF1, i.e. higher price OP, demand is OF0, i.e., lower than OF.

Y

XO

Demand for foreign exchange

DS

DS

R
at

e 
o
f 

ex
ch

an
g
e

P1

P

P0

F0 F F1

 10. How does interest rate determine the exchange rate?
 Ans. In the short run interest rate differentiate (the difference between interest rates between countries) 

becomes an important factor in determining exchange rate movements. The huge funds possessed 
by	 private	 firms,	 households,	 banks,	 MNC's	 move	 around	 the	 world	 in	 search	 of	 the	 highest	
rates of interest. If it is assumed that government banks in country A pay 10% rate of interest, 
whereas equally safe bonds in the country B yield 12%, the interest rate differential is 2 per 
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cent. Investors from country A will be attracted by the higher interest rates in country B and 
will buy the currency of country B selling their own currency. At the same time, investors in 
country	B	will	also	find	investing	in	their	own	country	more	attractive	and	will	therefore	demand	
less of country A's currency. This means that the demand curve for country A's currency will 
shift to the left and the supply curve will shift to the right causing a depreciation of country, A's 
currency and an appreciation of country B's currency. Thus, a rise in the interest rates at home 
often leads to an appreciation of the domestic currency. Here, the implicit assumption is that no 
restrictions exist in buying bonds issued by foreign governments.

 F. Case Study Based Questions [4 Marks] 

Passage 1
Read the passage very carefully and answer the questions that follow.
The rupees depreciated by 6 paise to close at 73.02 (provisional) against the US dollar on Monday, 
tracking a rebound in the American currency overseas. At the Interbank Forex Market, the domestic unit 
opened at ` 72.89 against the US dollar and witnessed an intra-day high of ` 72.84, and a low of ` 73.15. 

The local unit finally settled at ` 73.02, registering a fall of 6 paise over its previous close, even 
as the domestic equity market settled with significant gains on budget day. On Friday, the rupee 
had closed at  ̀  72.96, against the American currency; meanwhile, the dollar index, which gauges 
the greenback's strength against a basket of six currencies, rose 0.21% of ` 90.78. On the domestic 
equity market front, the BSE sensex ended 2,314.84 points or 5% higher at 48,600.61 while the 
broader NSE Nifty advanced 646.60 points or 4.74% to 14,281.20. Foreign institutional investors 
were net sellers in the capital market as they off-loaded shares worth ` 5,930.66 on Friday, 
according to exchange data. Brent Crude Futures, the global oil benchmark, advanced 0.84% to 
USD 55.50 per barrel.

 (i) How will the devaluation of Indian rupee affect the imports? [1]
 Ans. Imports will fall

 (ii) How will the devaluation of Indian rupee affect the exports? [1]
 Ans. Exports will rise

 (iii) What is exchange rate? How is it determined in India? [2]
 Ans. Exchange rate represents the price of one currency in terms of other currency.  
  The exchange rate is determined in India:
 (a) By the government   
 (b) By the demand and supply of foreign currency 

Passage 2
Read the passage very carefully and answer the questions that follow.

New Delhi: India's balance of payments this year is going to be “very strong” on the back of significant 
improvement in exports and a fall in imports Commerce and Industry Minister Piyush Goyal said on Monday. 
He said that "good" green shoots are visible in the economy and exports have shown a "good" turnaround.
"We are in July at about 91% export level of July 2019 figures. Imports are still about 70–71% level of 
July 2019. So, broadly over balance of payments this year is going to be very very strong, that is why 
we feel confident that Indian industry will see opportunities for themselves and will see opportunities 
of growth" he said at a FICCI webinar.
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India's exports fell for the fourth straight month in June as shipments of key segments like petroleum 
and textiles declined but the country's trade turned surplus for the first time in 18 years as imports 
dropped by a steeper 47.59%.

 (i) Why is India having a very strong balance of payment? [1]
 Ans. Increase in exports, decrease in imports

 (ii) Difference between BOT and BOP. [2]
 Ans. Differences between:

Balance of Trade Balance of Payment

 Balance of Trade (BOT) refers 
to difference between amounts of 
exports and imports of visible items.

 Balance of Payment (BOP) is an accounting statement 
that provides a systematic record of all economic 
transactions between residents of a country and rest of 
the world in a given period of time.

 (iii) “Export of	final	 goods	 is	 good	 for	 economics”.	 Justify.	 [1]
 Ans. In the	process	of	final	goods	production,	employment	increases,	as	a	result	of	income	generation,	

poverty	 reduces.	 Export	 of	 final	 goods	 leads	 to	 earn	 foreign	 currency	 also	 contribute	 in	 the	
increase in GDP.

Passage 3
Read the passage very carefully and answer the questions that follow.
Economics say that rise in foreign exchange reserves in combination with benign oil prices and tepid 
imports, leading to a current account surplus, has helped the Indian rupee to remain broadly stable since 
mid-March 2020, despite deterioration in some of the other macro-parameters, such as retail inflation, 
fiscal deficits and negative GDP growth.
Experts say that in times of dwindling economic activity and growth, the rising forex reserves provide 
a lot of strength as they now cover one-year of import expenditure. It is important to note that gold, 
which was a big import component for India, witnessed a sharp decline in the quarter ended June 2020 
following the skyrocketing prices and the lock-down induced by the pandemic. As per World Gold 
Council, gold imports fell by 95% to 116 tonnes in the quarter as compared to 247.4 tonnes in the year 
ago due to logistical issue and poor demand. 

 (i) Briefly explain the concept of GDP. [1]
 Ans. Gross Domestic Product is the standard measure of the value added created through the production 

of goods and services. 

 (ii) Differentiate between fixed and flexible exchange rate. [2]
 Ans. Fixed exchange rate is a rate which is set and maintained by the government of a country. 

Flexible exchange rate is that rate which is determined by the demand for and supply of foreign 
exchange in the international money market.

 (iii) How does appreciation of domestic currency affect exports? [1]
 Ans. Exports will fall.
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Summary
  Public Finance: Public finance can be said to be the sequence of income and expenditure of 

the government. 
  Prof. Dalton defined public finance, "It is connected with the income and expenditure of public 

authorities and with adjustment to one another." 
  Fiscal Policy: Fiscal policy measures are employed by governments to stabilize the economy, 

specifically by adjusting the levels and allocation of taxes and government expenditures.
  When the economy is sluggish, the government may cut taxes, leaving taxpayers with extra cash 

to spend and thereby increasing levels of consumption. As increase in public works spending 
may likewise pump cash into the economy, having an expansionary effect.

  Conversely, a decrease in government spending or an increase in taxes tends to cause the economy 
to contract.

  Fiscal policy is more effective at stimulating a fagging economy than at cooling, an inflationary 
one, partly because spending cuts and tax increases are unpopular and partly because of the work 
of economic stabilizers.

  On the basis of form, taxes are classified into direct taxes and indirect taxes.
  Direct taxes refer to those taxes which are really paid by those on whom they are legally 

imposed.
  Indirect tax: Indirect tax refers to that tax which is imposed on one person but is paid partly 

or wholly by another.
  Government Budget: The term 'Budget' has been derived from the French word 'Bougette' which 

implies a small leather bag or a wallet.
  Budget can be defined as the detailed financial statement containing minutes of income and 

expenditure of the government.
  In a mixed economy, apart from the private sector, there is the government who plays a very 

important role.
  It tries to influence economic life through its budgetary measures.
  In a short, budget is a powerful weapon in the hands of government through which it can 

influence the formation, distribution and spending of national income.
  Budgetary policies are used for allocation of resources in the economy.
  Budget is an annual financial statement containing estimates of receipts and expenditures of the 

government for the coming financial year.

4 Public Finance
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Question Bank

 A. Multiple Choice Questions [1 Mark]
 1. Scope of public finance includes:
 (a) Public revenue (b) Public debt (c) Public expenditure (d) All of these

 2. Indirect taxes have an element of 
 (a) Equitable   (b) Certainty 
 (c) Economical   (d) Encourage honesty

 3. Who said, “It is connected with the income and expenditure of public authorities and with 
adjustment to one another”?

 (a) Prof. Dalton (b) Keynes (c) R.A. Musgrave (d) None of these

 4. The burden of long-term public debt is on
 (a) Present generation   (b) Past generation 
 (c) Future generation   (d) None of these

 5. Deficit financing includes
 (a) Borrowing from the central bank 
 (b) Issues of new currency by the government 
 (c) Withdrawal of past accumulated cash balance of the government. 
 (d) All of these

 6. The principal of judging fiscal measures by the way they work is called 
 (a) Personal Finance   (b) Functional Finance 
 (c) Public Finance   (d) Local Finance

 7. Fiscal policy is the policy of
 (a) RBI (b) Government (c) NABARD (d) All of these

 8. In the case of direct tax, impact and incidence falls on 
 (a) Deferent person (b) Same person (c) Sellers (d) None of these

 9. Deficit financing may lead to
	 (a)	 Poverty	 (b)	 Unemployment	 (c)	 Inflation	 (d)	 Deflation

 10. Redemption of public debt means
 (a) Repayment of debt   (b) Repayment of FDI 
	 (c)	 Additional	 borrowings	 	 	 (d)	 Deficit	financing

 11. The basic principle of public finance is
 (a) Maximum social advantage (b) Welfare of the government
 (c) Welfare of the individual  (d) All of these

 12. Ad valorem tax is are levied on
 (a) Length (b) Utilities (c) Weight (d) Value 

 13. Which of the following is the major source of revenue in India?
 (a) Direct tax (b) Capital levy (c) Grants in aid (d) Indirect tax
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 14. Borrowings are equivalent to
	 (a)	 Revenue	deficit	 	 	 (b)	 Primary	deficit	
	 (c)	 Fiscal	 deficit	 	 	 (d)	 None	of	 these

 15. Revenue deficit is equal to
 (a) Total expenditure – Revenue receipts (b) Revenue expenditure – Revenue receipts 
	 (c)	 Fiscal	 deficit	 –	 Interest	 payments	 (d)	 Fiscal	 deficit	 –	Revenue	 expenditure

 16. Primary deficit in a government budget is
 (a) Revenue expenditure – Revenue receipts (b) Total expenditure – Total receipts 
	 (c)	 Revenue	deficit	 –	 Interest	 payments	 (d)	 Fiscal	 deficit	 –	 Interest	 payments

 17. Which of the following are components of a budget?
 (a) Capital Budget   (b) Revenue Budget 
 (c) Both (a) and (b)   (d) None of these

 18. If borrowings and other liabilities are added to the budgetary deficit, we get
	 (a)	 Fiscal	 deficit	 	 	 (b)	 Primary	deficit	
	 (c)	 Capital	 deficit	 	 	 (d)	 Revenue	deficit

 19. Disinvestment is which type of receipt for the government?
 (a) Capital receipt   (b) Revenue receipt 
 (c) Both (a) and (b)   (d) None of these

 20. The sources to meet fiscal deficit are
 (a) Borrowings from public   (b) Borrowings from external sources 

 (c)	 Deficit	financing	 	 	 (d)	 All	 of	 these

 21. If the government estimated receipts are less than estimated expenditure, then it is termed as 
	 (a)	 Deficit	Budget   (b) Surplus Budget 
 (c) Balanced Budget   (d) All of these

ANSWERS

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

 B. Fill in the Blanks  [1 Mark]

 1. Formation of __________________ is the actual method of debt redemption. (Capital levy/
Sinking fund)

 Ans. Sinking fund

 2. In the case of regressive tax, the rate of tax ______________ as income increases. (Increases/
Decreases) 

 Ans. Decreases

 3. When the estimated receipt is equal to estimated expenditure, the budget is said to be a ________. 
(Surplus/Balanced)

 Ans. Balanced
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 4. Primary deficit in a government budget is zero, when ______________. (Net interest payments 
are	 zero/Fiscal	 deficit	 is	 equal	 to	 interest	 payment)

 Ans. Fiscal	 deficit	 is	 equal	 to	 interest	 payment.

 5. Direct tax is called direct because it is collected directly from ____________. (income earners/ 
buyers of goods)

 Ans. Income earners

 C. Very Short Answer Type Questions [1 Mark]

 1. What does fiscal deficit represent? 
 Ans. Fiscal	 deficit	 represents	 the	borrowing	 requirements	 of	 the	government.

 2. What does zero primary deficit mean?
 Ans. Zero	primary	deficit	means	that	the	government	has	to	resort	to	borrowings	only	to	meet	interest	

commitments on earlier loans.

 3. State one fiscal measure that can be used to reduce the gap between rich and poor.
 Ans. Increasing	 the	 taxes	 on	 rich	 and	using	 the	 same	 amount	 to	 benefit	 the	poor.

 4. What is revenue deficit?
 Ans. Revenue	deficit	 refers	 to	 the	 excess	 of	 revenue	 expenditure	over	 revenue	 receipts.
  Revenue	deficit	=	Revenue	 expenditure	–	Revenue	 receipts

 5. What is primary deficit?
 Ans. Primary	 deficit	 refers	 to	 the	 differences	 between	 fiscal	 deficit	 of	 the	 current	 year	 and	 interest	

payments on the previous borrowings.

 6. Define government budget?
 Ans. Government	 budget	 is	 an	 annual	 financial	 statement	 showing	 item-wise	 expected	 government	

receipts	 and	 expenditures	 during	 a	fiscal	 or	 a	financial	 year.

 7. Define fiscal policy.
 Ans. Fiscal	 policy	 can	 be	 defined	 as	 the	 policy	 of	 the	 government	 regarding	 changes	 in	 taxes,	

government spending and government borrowings to affect aggregate demand in the economy.

 8. What do you mean by deficit financing?
 Ans. Deficit	financing	 refers	 to	 the	process	 of	 printing	new	currency	 to	 cover	 budget	 deficit.																		

 9. What is a progressive tax?
 Ans. Progressive tax is a tax that causes relatively less real burden on the poor and more on the rich.                  

 10. Define revenue expenditure.
 Ans. Revenue expenditure is that expenditure of the government which neither creates assets for the 

government nor causes a reduction in liabilities of the government.

 11. Repayment of loan by the government is a capital expenditure. Is it true?
 Ans. True. Because repayment of loan causes reduction in liabilities of the government. Therefore, it 

is a capital expenditure.

 12. A regressive tax causes a greater real burden on rich. Is it true or false?
 Ans. False.	A	 regressive	 tax,	 by	definition,	 causes	 a	 greater	 burden	on	 the	poor.	
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 13. How is disinvestment by the government a capital receipt?
 Ans. Disinvestment by the government is a capital receipt as it leads to reduction in assets.

 14. Give two examples of capital expenditure.
 Ans. Examples of capital expenditure:
  (i) Expenditure on the purchase of land by the government
  (ii) Loans granted by the central government to state government

 15. Why are subsidies treated as revenue expenditure?
 Ans. Subsidies are treated as revenue expenditure by the government, because this expenditure:
  (i) does not reduce liability of the government
  (ii) nor adds to assets of the government

 16. What are the instruments of fiscal policy?
 Ans. Instruments	 of	fiscal	 policy	 are:
  (i) Public revenue (ii) Public expenditure
  (iii) Public	 debt	 (iv)	 Deficit	financing

 17. Is it true "Primary deficit does not include interest payments, while fiscal deficit does.”
 Ans. True.	Primary	deficit	 is	 the	difference	between	fiscal	 deficit	 and	 interest	 payments.
 18. How is construction of flyover a capital expenditure of the government?
 Ans. Construction	 of	 flyover	 is	 a	 capital	 expenditure	 of	 the	 government	 because	 it	 adds	 to	 assets	 of	

the government.

 19. Define public finance according to Prof. Dalton.
 Ans. According to Prof. Dalton, "It is connected with the income and expenditure of public authorities  

and with adjustment to one another".

 20. What are direct and indirect taxes.
 Ans. Direct taxes are imposed on income and wealth whereas indirect taxes are imposed on goods 

and services. 

 D. Short Answer Type Questions [2 Marks]

 1. What is the significance of measuring fiscal deficit?
 Ans. The	significance	of	measuring	fiscal	deficit	 is	 that	 it	 reflects	 total	borrowings	of	 the	government	

during	 the	 financial	 year.	Accumulated	 borrowings	 over	 the	 year	 reflect	 accumulated	 burden	 of	
national debt which is to be borne by the future generations.

 2. What is the significance of primary deficit?
 Ans. The	 significance	 of	 primary	 deficit	 is	 that	 it	 reflects	 borrowings	 on	 account	 of	 current	 year	

expenditure exceeding the current year receipts of the government. Interest payment on the 
accumulated borrowings is not accounted for.

 3. What is an indirect tax? How is it different from a direct tax?
 Ans. A	tax	levied	on	goods	and	services	rather	than	on	income	or	profit	is	called	indirect	tax.	A	direct	

tax cannot be shifted whereas indirect tax may be shifted. For example, GST is an indirect tax 
and it it can be shifted whereas income tax is a direct tax and cannot be shifted.

 4. What are the main objectives of fiscal policy?
 Ans. Objectives	of	fiscal	 policy:
  (i) To achieve economic stability
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  (ii) To achieve full employment
  (iii) To achieve higher rate of economic growth
  (iv) Reducing inequalities in the distribution of income and wealth
  (v) To attain equilibrium in the balance of payments

 5. What are the different ways of paying off a public debt?
 Ans. Different ways to pay public debt:
  (i) Repudiation (ii) Refunding (iii) Conversion 
  (iv) Deficit	financing	 (v)	 Sinking	 fund	 (vi)	 Terminable	 annuities
  (vii) Utilization of budgetary surplus 
  (viii) Capital levy

 6. What are the components of government budget?
 Ans. The components of the government budget:
  (i) Revenue Budget: Revenue budget contains the details of current receipts and current 

expenditure (for revenue expenditure) of the government.
  (ii) Capital Budget: Capital budget contains the capital receipts and capital expenditure of the 

government.

 7. What is meant by budgetary deficit?
 Ans. Budgetary	 deficit	 is	 the	 excess	 of	 all	 expenditures	 on	 both	 revenue	 and	 capital	 accounts,	 over	

all receipts on revenue and capital accounts, including borrowings by the central government.
	 	 Budgetary	deficit	=	TE	–	TR
	 	 where	TE	>	TR;	TR	=	Total	 receipts,	TE	=	Total	 expenditure.

 8. The fiscal deficit gives the borrowing requirement of the government. Elucidate.
 Ans. Fiscal	 deficit	 shows	 the	borrowing	 requirements	 of	 the	government	 during	 the	year.
	 	 Fiscal	 deficit	=	Total	 expenditure	–	 (Revenue	 receipts	+	Non-debt	 creating	 capital	 receipts)
  It indicates that the total borrowing requirements of the government from all sources. 

 9. Define revenue receipts in a government budget.
 Ans. The receipts which neither create any corresponding liability for the government nor create any 

reduction in asset, are termed as revenue receipts, e.g. tax receipts of government.

 10. “The budget is a monthly statement.” Is it true? 
 Ans. No,	it	is	not	true.	In	fact,	the	budget	is	an	annual	financial	statement	showing	item-wise	expected	

government	 receipts	 and	government	 payments	 during	 a	financial	 year.

 11. "Taxation is an effective tool to reduce the inequalities of income". Is it true? 
 Ans. Yes, it is true. Generally, the government collects higher taxes from the rich people and spend 

it on the welfare of the poor, thereby, reducing the inequalities of income.

 12. Classify the borrowings and recovery of loans into revenue and capital receipts of government 
budget. Give reason also.

 Ans. Borrowings are capital receipts because the government is under obligation to return the amount 
along with interest so it creates liability for the government. Recovery of loans are also capital 
receipts because these reduce assets of the government.
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 13. Why is tax treated as revenue receipt?
 Ans. Because tax neither creates a liability for the government nor reduces assets of the 

government.

 14. Do you approve of disinvestment as an appropriate policy of financing budgetary Deficit?
 Ans. Disinvestment occurs when the government choses to sell its stake in public sector or joint sector 

enterprises. This leads to privatization. Presently this seems to be the only effective remedy 
available	with	the	government	to	finance	the	deficit.	However,	the	government	should	be	careful	
about these two points: 

  (i) It	 should	 unload	 shares	 of	 only	 inefficient	 enterprises.	 Otherwise,	 it	 would	 not	 only	 be	
lowering its asset holding, but also closing a regular source of income.

  (ii) Money received through disinvestment should not be used for the purpose of political 
popularity. Instead, it should be used as productive investment.

 15. Explain three ways of redemption of public debt?
 Ans. The ways to redemption of public debt: 
  (i) Sinking fund approach: The government at the regular interval saves a certain amount of 

money from its budget to meet up the debt obligations and uses this fund for the same when 
they have accumulated enough money. 

  (ii) Conversion: Conversion of loan is another method of redemption of public debt. It means 
that an old loan is converted into a new loan. Under this system, high interest public debt 
is converted into a new loan. 

  (iii) Terminal annuity: In this method, government pays off the public debt on fee basis of 
terminal annuity into equal annual installments, including interest along with principal 
amount.

 16. Difference between direct and indirect taxes.
 Ans. Differences between:

Direct Taxes Indirect Taxes

(i)  Direct tax is imposed on income and 
wealth of the people.

 Indirect tax is imposed on commodities and 
services.

(ii)  Direct tax is paid by the person on whom 
it is imposed. Hence shifting of burden is 
not possible.

 Indirect tax is paid by the person other than 
or whom it is imposed.

(iii)  Direct tax is generally progressive, i.e, 
rate of tax increases with increase in 
income.

 Indirect tax is generally regressive, 
i.e.,  as their burden fall on person 
indiscriminately.

 17. Discuss the following methods of public debt:
 (i) Refunding (ii) Debt conversion
 Ans. Methods of Public Debt: 
  (i) Refunding: Refunding is the process by which the government raises new bonds to pay 

off the maturing bonds. Thus, the government takes a fresh loan to repay an old loan. 
In this case, the money burden of the debt is not liquidated but it is postponed to some 
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future date. Hence, the total burden of the debt continues to accumulate. Usually this 
method is adopted when the government is not in a position to repay its outstanding 
loans at present.

  (ii) Debt Conversion: Conversion of public debt means exchange of new debt for the old debt. 
In this method, the loan is actually not repaid but the form of debt is changed. The process 
of conversion consists of converting a high interest debt into a low interest debt. 

 18. Differentiate between fiscal deficit and Revenue deficit.
 Ans. Differences between:

Basis Fiscal Deficit Revenue Deficit

Meaning It shows the excess of total expenditure 
over total receipts excluding borrowings.

It shows the excess of revenue 
expenditure over the revenue receipts.

Formula Fiscal	deficit	=	Total	expenditure	–	Total	
receipts excluding borrowings

Revenue	 receip ts 	 = 	 Revenue	
expenditure Revenue – receipts

Indicator It  measures the total  borrowing 
requirements of the government.

It indicates inability of the government 
to meet its regular and recurring 
expenditure.

Sources of 
financing

Borrowing	 and	deficit	financing Tax and non-tax revenue

 19. What is meant by fiscal policy? Name any two instruments of fiscal policy.
 Ans. Fiscal	policy	is	defined	as	the	policy	under	which	the	government	uses	the	instruments	of	taxation,	

public spending and public borrowing to achieve various objectives of economic development 
like economic stability, high employment and accelerating economic growth.

  Two instruments of fiscal policy: 
  (i) Taxation policy 
  (ii) Public expenditure policy

 20. What are the implications of revenue deficit? Explain.
 Ans. Implications	of	 revenue	deficit:
  (i) Revenue	 deficit	 shows	 the	 inability	 of	 the	 government	 to	 meet	 its	 regular	 and	 recurring	

expenditure in the proposed budget.
  (ii) It implies that government is dis-saving, i.e government is using up savings of other sectors 

of	 the	 economy	 to	finance	 its	 consumption	 expenditure.
  (iii) It	 also	 implies	 that	 the	 government	 has	 to	 make	 up	 this	 deficit	 from	 capital	 receipts,	 i.e.,	

through borrowings or disinvestments.

 21. Define capital receipts. What are its components?
 Ans. Meaning: Government receipts which either create liabilities (of payment of loan) or reduce 

assets (on disinvestments).
  Components of capital receipts:
  (i) Borrowing: Borrowings	 are	 made	 to	 meet	 the	 financial	 requirements	 to	 the	 country.	 The	

government may borrow money from domestic as well as external sources.
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  (ii) Recovery of loans: It includes loans granted by the central government to state and union 
government.	 It	 is	 a	 capital	 receipt	 because	 it	 reduces	financial	 assets	 of	 the	government.

  (iii) Disinvestment: Government raises funds from disinvestment also. It means selling whole 
or a part of the shares of selected assets of sector enterprises held by the government.

 22. How is fiscal deficit financed?
 Ans. Fiscal	 deficit	 is	financed	 through	 following	ways:
  (i) Fiscal deficit can be financed by borrowing from domestic sources, e.g., public and 

commercial banks and also from external sources, e.g, borrowing from world bank, IMF 
and foreign banks.

  (ii) Fiscal	 deficit	 can	 also	be	met	 by	 selling	government	 equity	 in	 public	 sector	 undertakings.
  (iii) Another	 measure	 to	 meet	 fiscal	 deficit	 is	 done	 by	 borrowing	 from	 Reserve	 Bank	 of	

India (RBI). Government issues treasury bills which RBI buys in return for cash from 
the government. This cash is created by RBI by printing new currency notes against the 
government securities. 

 23. Define union budget and state budget.
 Ans. Union budget: Union budget is the budget prepared by the central government for the country 

as a whole.
  State budget: State budget is the budget prepared by the state government such as the budget 

of Uttar Pradesh West Bengal, Punjab governments, etc. Union budget was presented in two 
parts:

  (i) Railway budget 
  (ii) General budget
  However, the total of the receipts and expenditures are included in the union budget.

 E. Long Answer Type Questions [4 Marks]

 1. What is redemption of debt? What are its ways of paying off debt. 
 Ans. Redemption of debt means the repayment of a debt. There are several ways of paying it off a 

public debt. They are discussed below.
  (i) Repudiation: Repudiation means refusal to pay a debt by the government. It is  easiest way 

for the government to get rid of the burden of payment of a loan.
  (ii) Refunding: Refunding is the process by which the maturity bonds are replaced by new bonds. 

Sometimes, bonds may also be redeemed before the maturity date, when the government 
intends to rearrange the maturity of outstanding debts or when the current rate of interest is 
low.

  (iii) Conversion: Conversion of loans is another method of debt redemption. It means that an 
old loan is converted into new loan. In this method, when the rate of interest falls in the 
market, the government asks the lenders to take their money back. The government borrows 
more money to pay of old debts. In this way, high-burden debts are replaced by low-burden 
debts.

  (iv) Deficit financing: Government may borrow from Reserve Bank of India (RBI) against its 
securities to meet the budget deficit. RBI issues new currency for this purpose. This process 
is known as deficit financing.
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  (v) Sinking fund: In this method the government establishes a separate fund known as “sinking 
fund.” A fixed amount of money is credited by the government to this fund every year. By 
the time the debt matures, there is enough amount in the fund to pay off loans along with 
interest there upon.

  (vi) Terminable annuities: In this method, the fiscal authorities clear off a part of public debt 
every year by issuing terminable annuities to the bond-holders which mature annually. Thus, 
it is the method of redeeming debts in installments. By this method, the burden of debt goes 
on diminishing annually and by the time of maturity it is fully paid off. This is the easiest 
way of paying off public debt.

  (vii) Utilization of budgetary surplus: When the government of a country experiences surplus 
in its budget, it may utilize this budget surplus to pay off its debt of the people. Surplus in 
the budget occurs when public revenue exceeds the public expenditure.

  (viii) Capital levy: Capital levy refers to a very heavy tax on property and wealth. This method 
of debt redemption provides for imposing “all at once” tax on all the "capital asset" of the 
people.

 2. Define public expenditure and its importance.
 Ans. Public expenditure refers to the expenditure incurred by the government (i.e., central, state and 

local governments) for the satisfaction of collective needs of the people or for promoting their 
economic and social welfare. The government imposes taxes and earns revenue from other sources 
in	order	to	finance	its	expenditure	programmes.	In	all	modern	economies,	the	government	incurs	
a large amount of expenditure.

  Importance of public expenditure: Public expenditure is the most important form due to 
following reasons:

  (i) Importance in production: Public expenditure increases aggregate demand for goods and 
services, which in turn raises their level of output. Public expenditure programmes of the 
government generate income in the economy which creates more demand. The government 
directly creates demand when it purchases goods and services. Not only this, there are many 
heads	 of	 public	 expenditure	 that	 increase	 the	 efficiency	 of	 the	workers.	 Public	 expenditure	
on health and education are examples of this; hence, the productive capacity of the economy 
increases as a result of public expenditure.

  (ii) Importance in distribution: Public expenditure is also important because it affects 
distribution of income in the economy. For instance, by taking up various development 
programmes for the poor, the government can redistribute national income and reduce 
inequalities in the distribution of income; however, redistribution of income in favour of the 
poor may reduce the aggregate savings. 

 3. Define fiscal deficit, primary deficit and revenue deficit. Discuss their implications with reference 
to India.

 Ans. (i) Fiscal deficit:	 Fiscal	 deficit	 is	 the	 difference	 between	 the	 total	 expenditure	 and	 the	 sum	of	
revenue	 and	 capital	 receipts	 excluding	 borrowings.	 Thus,	 Fiscal	 deficit	 =	 Total	 budgetary	
expenditure – Revenue receipts – Capital receipts (excluding borrowings)

   Implications: It has serious implications for the economy. Government has to borrow 
money	 to	 meet	 this	 deficit,	 by	 increasing	 future	 liability	 in	 the	 form	 of	 interest	 payment	
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and repayment of loans. Payment of interest increases revenue expenditure by increasing the 
revenue deficit	 and	 thus	 leading	 to	more	borrowings	 and	more	 interest	 payments.	Hence,	 it	
is	 important	 to	 reduce	fiscal	 deficit	 for	 avoiding	 “debt	 trap”	 and	 smooth	 functioning	 of	 the	
economy.

  (ii) Primary deficit:	 Primary	 deficit	 refers	 to	 the	 difference	 between	 fiscal	 deficit	 and	 interest	
payments.	Thus,	 primary	deficit	=	Fiscal	 deficit	 –	 Interest	 payments.

   Implications: It indicates how much the government is borrowings to meet its expenses 
other	 than	 interest	 payments.	 It	 is	 a	measure	of	fiscal	 discipline	of	 the	government.

  (iii) Revenue deficit: It denotes the difference between the revenue receipts and revenue 
expenditure.	Thus	Revenue	deficit	Revenue	 expenditure-Revenue	 receipts.

   Implications: It	 indicates	 the	 government's	 current	 financial	 status.	 In	 India,	 the	 deficit	 on	
revenue	 account	 is	 very	 high.	 Revenue	 deficit	 means	 dis-saving	 on	 government	 account	
which imposes a burden on the future generation because they have to bear the pinch of 
the interest burden.

 4. What is the role of fiscal policy?
 Ans. Fiscal policy plays an important role in the economic and social development of a country. Its 

role	 is	 briefly	discussed	below.
  (i) Mobilization of resources: Fiscal policy helps to mobilize resources for financial 

development programmed through revenue from taxes and public debt. To promote savings, 
tax incentives may be provided to people.

  (ii) Diversion of resources: It helps in diversion of resources from socially undesirable channels 
to the desirable channels. Government can impose heavy taxes on production whom it wants 
to discourage. It may give tax concessions and subsidies to those productions whom it wants 
to encourage.

  (iii) Reduction in inequalities of income and wealth: Fiscal Policy can play an important role 
in reduction of inequalities of income and wealth. Through taxation policy, heavy taxes can 
be imposed on the richer section of society and on luxury goods. Relatively poor section 
of the society can be exempted. Similarly, through expenditure policy more money can be 
spent	 to	 benefit	 low	 income	people.

  (iv) Price stability:	 Fiscal	 policy	 helps	 in	 maintaining	 price	 stability.	 To	 control	 inflation,	
government can impose heavy taxes to discourage household consumption demand. Similarly 
to	 control	 deflation,	 government	 can	 reduce	 tax	 rates	 to	 encourage	 household	 consumption	
demand. Also government increases its spending on public works, such as construction of 
roads and building. 

  (v) Balanced regional growth: Fiscal policy helps in promoting development of backward 
regions. The private sector is given various tax incentives like tax holiday, tax concessions, 
etc., to set up industries in the backward regions.

  (vi) Generation of employment opportunities:	 Specified	 fiscal	 measures	 help	 in	 expanding	
employment	on	labour	intensive	public	works	such	as	construction	of	roads,	flyover,	bridges,	
school buildings, etc., help in generating employment opportunities.
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 5. (a) Giving reasons, categorize the following into direct tax and indirect tax.
 (i) Corporation tax (ii) Sales tax
 (iii) Wealth tax (iv) Service tax
 Ans. (i) Direct tax:	Corporation	tax	is	a	direct	tax	paid	by	the	companies	on	their	profit	earned.	

Here, the accountability to pay and the burden falls on the same entity, i.e. the given 
company	which	 earns	 the	 profit.

  (ii) Sales tax is an Indirect tax: The liability to pay it on the seller but it passes on the 
burden to the buyer of the product. Thus it is an indirect tax because the  liability to 
pay and the burden falls on different entities.

  (iii) Wealth tax is a direct tax, as it is directly levied on the wealth of a person. Thus the 
liability to pay and the burden of a tax falls on the same person, who thereby pays it.

  (iv) Service tax is an indirect tax. It is a tax levied on sale of certain services. It is 
indirect tax because the liability to pay and the incidence (burden) of the tax falls 
on different entities.

  (b) Explain revenue deficit in a government budget. What does it indicate?
 Ans. Revenue	deficit	refers	to	the	excess	of	total	revenue	expenditure	over	total	revenue	receipts.	

Those	 are	 two	 implications	 of	 revenue	 deficit.	 Firstly,	 a	 part	 of	 revenue	 deficit	 is	 financed	
through borrowed funds from the capital account. This indicates that government investment 
or	capital	expenditure	is	reduced	to	the	extent	of	deficit	on	the	revenue	account.	This	affects	
economic	growth	of	the	economy.	Secondly,	because	of	high	revenue	deficit,	government	has	
to borrow from the market, which reduces the resources available for private investments. 
This again lowers the rate of economic growth.

 6. (a) Difference between revenue receipt and capital receipt.
 Ans. Differences between:

Basis Revenue Receipt Capital Receipt

(i) Creation of 
liability

These receipts do not create 
any corresponding liability 
for the government, e.g. tax 
receipt, licence fees.

These receipts create 
corresponding liability for the 
government e.g. borrowings.

(ii) Reduction in 
assets

These do not cause any reduction 
in assets of the government, e.g., 
licence fees, gifts and grants, 
fines	 and	penalties,	 etc.

These cause reduction in 
assets of the government, 
e .g . ,  recovery of  loans, 
disinvestment.

(iii) Effect on assets 
and liabilities of 
government

Assets and liabilities of the 
government are not affected.

Assets and liabilities of the 
government are affected.

(iv) Nature These receipts are recurring in 
nature.

There receipts are non-
recurring in nature.
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  (b) Difference between revenue expenditure and capital expenditure.
 Ans. Differences between:

Basis Revenue Expenditure Capital Expenditure

(i) Creation of 
assets

These expenditures do not 
create assets for the government, 
e.g, expenditure on old age 
p e n s i o n ,  u n e m p l o y m e n t 
allowance.

These create assets for the 
government. e.g, expenditure 
on construction of building, on 
purchase of shares etc.

(ii) Reduction in 
liabilities

These do not cause any reduction 
in liability of the government, 
e.g. expenditure on salaries 
scholarship, subsidy, etc.

These cause reduction in 
liability of the government, 
e.g. repayment of loans.

(iii) Effect on assets 
and liabilities of 
government

Assets and liabilities of the 
government are not affected.

Assets and liabilities of the 
government are affected.

(iv) Nature These are recurring in nature. These are non-recurring in 
nature.

 7. (a) Distinguish between proportional taxes and progressive taxes. Give example.
 Ans. (i) Proportional taxes: A tax is called proportional when rate of taxation remains the same 

as the income of the taxpayers increases. Under the proportional tax system, all incomes 
are taxed at a uniform rate.

   Example: If the rate of income tax is 20% for every person whether his income is high 
or low, the tax liability increases in the same proportion.

  (ii) Progressive taxes: A tax is said to be progressive when the rate of tax increases as the 
taxpayers income increases. This means, under this system of taxation, the rise in tax 
liability is more than proportional to the rise in income. Conversely, as income decreases, 
the rates of tax also fall and the decrease in tax liability is more than proportional to 
the decrease in income.

   Example: If a person is earning an annual income of ` 5 lakhs taxed at the rate of 10% 
and he may be taxed at the rate of 20% when his income rises to ` 10 lakhs.

  (b) Difference between regressive tax and digressive tax.
 Ans. (i) Regressive tax: A tax will be regressive when the rate of tax decreases as the tax base 

(i.e., income) increases. Thus it is the direct opposite of progressive tax.
   Example: A person earning an annual income of ` 5 lakh may be taxed at the rate of 

20% while a person earning ` 10 lakh per annum may be taxed at the rate of 10%.
  (ii) Digressive taxes: The digressive tax system is a mixture of proportional and progressive 

tax system. Under this system, the rate of tax increases up to a certain limit but after 
that a uniform rate is charged. The result of this tax is that the higher income groups 
make	 less	 sacrifice	 than	 the	 lower	 income	groups.
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 8. What are the two components of a budget? Explain revenue budget.
 Ans. The two broad components of a budget are:
  (i) Revenue budget                 (ii) Capital budget
  (i) Revenue budget: Revenue budget includes revenue receipts and revenue expenditure of 

the government. Capital budget includes capital receipts and capital expenditure of the 
government. Revenue receipts and revenue expenditure of the government are shown in the 
revenue account while capital receipts and capital expenditure are shown in the capital account.

  (a) Revenue receipts: The revenue budget shows the revenue of the government and 
revenue expenditure that can be met from these receipt. Revenue receipt refers to those 
receipts of the government which neither create a liability nor lead to reduction in assets.

   For example, revenue from taxes is a revenue receipts as it does not involve any 
corresponding liability for the government. Tax is a unilateral compulsory payment by 
people to the government. Taxes do not have to be repaid by the government in future.

  (1) Tax revenue: Revenue Receipts are divided into tax and non-tax revenues. Tax 
revenue consists of the proceeds of taxes and other duties levied by the government. 
Tax revenues, an important component of revenue receipts, comprise of direct taxes 
which	fall	directly	on	individuals	(personal	income	tax)	and	firms	(corporation	tax),	
and indirect taxes like excise taxes, custom duties and service tax.

  (2) Non-tax revenue: Non-tax revenue of the government includes receipts from 
sources other than tax like tax revenue. Non-tax revenue does not create a liability 
for the government. It includes receipts in the form of commercial revenues, e.g. 
revenue in the form of prices paid for government supplied commodities interest and 
dividend on government investment, administrate revenues, e.g. fees School/college, 
fees,	 tuition	 fees,	 registration	 fees,	fines	 and	penalties.

  (b) Revenue expenditure: Broadly speaking, revenue expenditure refers to all those 
expenditures	of	the	government,	Which	do	not	result	in	creation	of	physical	or	financial	
assets. It relates to those expenses incurred for the normal functioning of the government, 
departments and provision of various services, interest payments on debt incurred by 
the government and grants given to state governments and other parties (even though 
some of the grants may be meant for creation of assets).

  (ii) Capital budget: Refer to Q.9 further.

 9. What do you mean by capital budget? Explain it.
 Ans. Capital budget consists of capital receipts and capital expenditure of the government.
  (i) Capital receipts: Capital	receipts	are	defined	as	any	receipt	of	the	government,	which	either	

creates a liability or leads to reduction in assets. In other words, when government raises 
funds either by including a liability or by disposing off its assets, it is called a capital receipt.

   Capital receipts include three items:
  (a) Recovery of loans
  (b) Other receipts (mainly through disinvestment)
  (c) Borrowings and other liabilities
   Remember, borrowing increases liability of the government whereas disinvestment reduces 

government assets.
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   Debt creating and non-debt creating capital receipts: Capital receipts may be debt creating 
or non-debt creating. Net borrowing by government at home, loans received from foreign 
governments, borrowings from Reserve Bank of India (RBI) are examples of debt creating 
capital receipts whereas recovery of loans proceeds from sale of public enterprises etc., are 
examples of non-debt creating capital receipts.

  (ii) Capital expenditure: An expenditure which either creates an asset or reduces liability is 
called capital expenditure. Capital expenditure consists mainly of expenditure on acquisition 
of assets like land, buildings, machinery, equipment, investments in shares, etc. and loans 
and advances granted by the central government to state and union territory governments, 
government companies, corporations and other parties. Capital expenditure like revenue 
expenditure, relates to central plan and central assistance for state and union territory plans. 
Non plan capital expenditure covers various general, social and economic services provided 
by the government.

   Revenue receipts neither create liabilities nor cause any reduction in assets, whereas capital 
receipts either create liabilities or reduce assets.

 10. Read the following statements carefully. Write true or false with reasons.
  (a) Can there be fiscal deficit without a revenue deficit?
 Ans. Yes,	fiscal	deficit	in	a	government	budget	can	emerge	without	a	revenue	deficit.	It	is	possible	

when	 (i)	 revenue	 budget	 is	 balanced	 and	 capital	 budget	 shows	 a	 deficit	 and	 (ii)	 deficit	 in	
capital budget is greater than the surplus in revenue budget.

  (b) Taxation is an effective tool to reduce the inequalities of income.
 Ans. True, generally government collects higher taxes from the rich people and spends it on the 

welfare of the poor, thereby reducing the inequalities of income.
  (c) Direct taxes have limited reach as compared to indirect taxes.
 Ans. True., it happens because direct taxes do not reach all sections of the society, while indirect 

taxes have a wide coverage as they reach all sections of the society.
  (d) GST is a direct tax.
 Ans. False, GST is an indirect tax because it is levied on goods and services, and its burden can 

be shifted from sellers to the buyers.
  (e) Disinvestment is a component of capital budget.
 Ans. True. Disinvestment causes reduction in assets of the government. Therefore, it is a capital 

receipt of the government.
  (f) Balanced budget is that budget in which revenue receipts are equal to revenue expenditure.
 Ans. False. Balanced budget is that budget in which total expenditure is equal to total receipts.
  (g) Tax is a capital receipt of the government.
 Ans. False. Tax is a revenue receipt of the government as it does not impact asset/liability status 

of the government.
  (h) Construction of school-building is a revenue expenditure of the government.
 Ans. False. Construction of school building is a capital expenditure because it creates an asset 

for the government.
  (i) Dividends on investment made by government is a revenue receipt.
 Ans. True., dividends on investment made by government is a revenue receipt as it does not add 

to liability or reduction in assets of the government.
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 F. Case Study Based Questions [4 Marks] 

Passage 1
Read the passage very carefully and answer the questions that follow.
Mumbai: Investors were relieved as the Finance Minister, Nirmala Sitharaman avoided an increase in 
the long term capital gains tax on equity investments and securities transaction tax in the Union Budget 
for 2021-22 announced today.  

Heading into the budget, most investors were concerned that the government may look at increasing 
the long-term capital gains tax or the securities transaction tax in oder to boost its revenues, especially 
as the stock market has witnessed a breakneck rally since the beginning of April.

In her budget speech in July 2019, the Finance Minister had re-introduced the long-term capital gains 
tax after 15 years. Currently, individuals who make capital gains of more than `1 lakh on their equity 
investment after a holding period of more than one year have to pay a tax of 10% on the capital gains.

However, the capital gains tax for individual in the highest bracket of earnings comes around 15 % 
inclusive of a cess. Money managers had said that the government needed to bring out an equity 
friendly budget, implying no changes in taxation related to the stock market, in order to ensure that its 
disinvestment plans went smoothly in the next fiscal year.

 (i) What type of tax is the capital Gains tax? [1]
 Ans. Direct tax

 (ii) What is tax? Why did government levy taxes? What is the reason behind increase in tax? [2]
 Ans. A	 tax	 is	 a	 financial	 charge	 levied	 by	 the	 government	 on	 an	 individual	 person	 or	 a	 company	 to	

collect revenue for public works. Government levied taxes to achieve the objective of equality 
in income distribution. An increase in taxes tends to cause the economy to contract.

 (iii) Why didn't the government say anything about the capitals gain tax? [1]
 Ans. To help the economy for economic growth

Passage 2
Read the passage very carefully and answer the questions that follow.
The Finance Minister Nirmal Sithaaraman has proposed a sharp 34.5% hike in capital expenditure to 
5.54 lakh crore in financial year 2022 in oder to punch growth. The massive increase comes at a time 
when country is looking to recover from the covid pandemic, as risking government spending is key 
to bringing the economy back on track.

The government will also provide an additional `2 lakh crores to states for capital expenditure over 
and a above its own commitment, “we will also worn out specific mechanism to nudge states to spend 
more of their budget on creation of infrastructure" MS Sitharaman said.

The Finance Minister said that government will Caunch a national asset monetization pipeline which 
includes a sale of oil and gas pipeline, power transmission lines and operation of toll roads under the 
National Highway Authority of India.

This year's budget, according to the government, rests on six pillars: well-being, physical and 
financial capital and infrastructure inclusive development for operational India, reinvigorating 
human capital, innovation and research and development, and "minimum government, maximum 
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governance, The Finance Minister asserted. Capital expenditure is an important component that 
drives the growth.

 (i) Why has the Finance Ministry hiked the capital expenditure? State any two reasons? [2]
 Ans. (a) To recover from the Covid 19 pandemic
  (b) To bring the economy back

 (ii) Which objective of the government budget does the increase in capital expenditure serve? [1]
 Ans. Generation of employment 

 (iii) Can fiscal deficit be zero? [1]
 Ans. Yes, it can be zero, if there is no provision for borrowings in the budget.  

Passage 3
Read the passage very carefully and answer the questions that follow.
India has scaled back expenditure, including on productive assets that aid economic growth, as the 
government is confronted with the risk of its budget deficit bowing out capital expenditure. The money 
spent on creating, maintaining, or improving fixed assets like roods and factories stood at 40% of the 
budgeted amount in 6 months to September, down from 55.5% in the year-ago period, data from the 
governments Controller General of Accounts show. The overall spending during the period was 49% 
of the budget aim compared to 53% last year. Thats despite prime/Mister Narendra Mod's government 
outlining measures worth more than 21 trillion rupees ($28 billion) to counter the economic and social 
fallout of the Covid-19 outbreak. A closer look at the number shows the bulk of the spending was 
directed towards the poor and the farmers, with crucial sectors such as coal, power, shipping and steel 
receiving than a third of their of annual budget allocation. Spending capital assess has so far trailed the 
so-called revenue expenditure that includes interest payments and overheads such as salaries, the data 
released last week showed. Modi’s government placed spending curbs on some ministries from April 
through December to mange its cash flow.

 (i) Briefly explain public finance. [1]
 Ans. Public	finance	 can	be	 said	 to	 be	 the	 sequence	of	 income	and	 expenditure	of	 the	government.	

 (ii) Briefly explain role of taxes in the growth of economy. [2]
 Ans. Generally, the government collects higher taxes from the rich people and spend it on the welfare 

of the poor, thereby, reducing the inequalities of income.

 (iii) Write few examples of overheads. [1]
 Ans. Overhead include insurance, interest, legal fees, labor burden, rent, repairs, supplies, taxes, tele-

phone bills, travel expenditures, and utilities. 
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Summary
  A flow refers to change in quantity of a variable over time. It is measured with reference to a 

specified period (length of time); e.g., per day per week, per month, per year, per decade, etc., 
For example, income is a flow. These are basically four kinds of incomes which can be received 
during the production of goods and services. These are:

	 (i)	 Wage	 (ii)	 Interest	 (iii)	 Rent	 (iv)	 Profit
  In a macro-economy, every economic decision of a sector is in response to that of another. 

The system of inter-relationships between the major sectors of economic activity is called 
circular flow of income and product. In simple words, the continuous flow of money income 
and flow of goods and services across different sectors of the economy is called circular 
flow of income. 

  There are three phases of circular flow of income: (1) production phase, (2) distribution 
phase, and (3) expenditure phase. In production phase, goods and services are produced by the 
producing sector (i.e., firms). Firms make use of factor inputs (e.g., land, labour, capital and 
enterpreneurship, etc., in the process of production.

  Firms make factor payments to the households for rendering factor services. In other words, 
households get factor payments in the form of rent, wage, interest and profit. Thus, in second 
phase of circular flow, there is generation of income. In the third phase, factor incomes are spent 
on the purchase of final goods (goods for final consumption and final investment).

  Circular flow models are important because they:
 (i) show interdependence between sectors, 
 (ii) provide knowledge of structure of the economy, 
 (iii) facilitate the estimation of national income, 
 (iv) gives information on important macro variables, and
 (v) give information about injections and withdrawals.

  National Income: National Income is the sum of total of factor incomes earned by the normal 
residents of a country in an accounting year. When goods and services produced in a year are 
valued at current prices, i.e., prices prevailing in that particular 
year, we get national income at current prices. It is called nominal 
national income. If goods and services produced are valued at 
constant prices, it is called national income at constant prices or 
real national income.

  The three flows: production, income and expenditure, become 
circular. They have been shown in the following diagram.

Circular
Flow
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E
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  There are three phases of flow of income, namely production phase – as a flow of goods and services; 
income or distribution phase – as a flow of income, and expenditure phase – as a flow of expenditure. 
Accordingly, national income of a country can be measured by three different methods:

 (i) Product method           (ii) Income method           (iii)  Expenditure method 
  Each method is important in its own ways as it refers to conceptually different activities in the 

economy and provides different ways to look at the same national income. However, it must be 
noted that all the three methods given the same value of nations income.

Question Bank

 A. Multiple Choice Questions [1 Mark]
 1. National income is equal to
 (a) Domestic product plus factor incomes earned from abroad 
 (b) Domestic product plus net factor incomes earned from abroad 
 (c) Domestic product minus factor incomes to abroad 
 (d) Domestic product plus export minus import

 2. GNP exceeds NNP by
 (a) Amount of total taxes   (b) Government expenditure
 (c) Transfer payments   (d) Difference between gross and net investments

 3. Net export is calculated as
 (a) Export + Import   (b) Export – Import 
 (c) Import – Export   (d) None of these

 4. National income can be calculated by three methods. By which method, we get the maximum 
value of national income?

 (a) Expenditure method   (b) Income method
 (c) Value-added method   (d) All of these

 5. National income includes
 (a) Transfer income (b) Factor income (c) Both (a) and (b) (d) None of these

 6. A growing country is one with 
 (a) Rising GNP at constant prices (b) Constant GNP at constant prices 
 (c) Rising GNP at current prices (d) None of these

 7. Which one of the following items is excluded in calculating national income? 
 (a) Services of a rental TV set (b) `10,000 won in a lottery

 (c) Imputed value of owner-occupied house (d) Salary of a housemaid

 8. Expenditure method focusses on measurement of national income at
 (a) Phase of production of goods and services (b) Phase of income distribution
 (c) Phase of income disposition (d) All of these

 9. Which of the following is not an economic activity and not included in national income?
 (a) Medical services rendered by a dispensary (b) A housewife doing household work
 (c) A lower doing his practice (d) A maid working full-time with a family
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 10. National Income is the sum of factors incomes accruing to:
 (a) Nationals   (b) Economic territory 
 (c) Residents   (d) None of these

 11. With a rise in real national income, welfare of the people
 (a) Rises   (b) Falls 
 (c) Remains unchanged   (d) None of these 

 12. Which one of the following is included in circular flow?
	 (a)	 Real	flow	 (b)	 Money	flow	 (c)	 Both	 (a)	 and	 (b) (d) None of these

 13. Which one is included in the three-sector model?
 (a) Family (b) Government (c) Firm (d) All of these

 14. Which one is included in the four-sector model?
	 (a)	 Family,	firm,	 industry	 	 	 (b)	 Family,	firm,	 government	
	 (c)	 Family,	firm,	 government,	 foreign	 sector	 (d)	 None	of	 these

 15. Which is the equilibrium condition of circular flow in the four-sector model?
 (a) C + I   (b) C + I + G 
 (c) C + I + G + (X – M)   (d) None of these

 16. The market price of all final goods of a country in a year is known as
 (a) GDPMP (b) GDPFC (c) NNPFC (d) None of these

 17. Which one is included in national income?
 (a) Rent, wage, interest   (b) Rent, wage, salary
	 (c)	 Rent,	 profit,	 interest	 	 	 (d)	 Rent,	wage,	 salary,	 interest,	 profit

 18. To include the value of goods or services more than one time, the calculating National Income 
is called

 (a) Single counting   (b) Double counting  
 (c) Multiple counting   (d) None of these

 19. Total national income divided by total population is known as
 (a) Private income   (b) Disposable income 

 (c) Personal income   (d) Per capita income

 20. Which one of the following is an intermediate expenditure?
	 (a)	 Expenditure	 on	maintenance	by	 a	firm	 (b)	 Purchase	of	 furniture	 by	 a	firm	
 (c) Purchase of tractor by a farmer (d) None of these

 21. Basis of the difference between the concepts of market price and factor cost is 
 (a) Direct taxes (b) Indirect taxes (c) Subsides (d) NIT

 22. Which of the following items is not included while estimating national income by income method?
 (a) Rent   (b) Mixed income 
	 (c)	 Fixed	 investment	 	 	 (d)	 Undistributed	profits

 23. Product method of calculating national income is also known as
 (a) Income method   (b) Value-added method 
 (c) Expenditure method   (d) None of these
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 24. Which sector contributes the most to India's economy?
 (a) Service sector   (b) Manufacturing sector 
 (c) Agricultural sector   (d) Small-scale industries
 25. Depreciation can never be:
 (a) Zero (b) Positive (c) Negative (d) None of these

ANSWERS

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

 B. Fill in the Blanks  [1 Mark]
 1. Measurement of national income at constant price constitutes its _____________ value. (Nominal 

value/Real value) 
 Ans. Real value
 2. Value added by a firm is the difference between _________ and _________. (Sales and Inter-

mediate consumption/Sales and profits)
 Ans. Sales and Intermediate consumption
 3. GNP at MP = __________. (GDPMP – NFIA/GDPMP – Depreciation) 
 Ans. GDPMP – Depreciation
 4. Production enterprises are divided in _____________ sectors. (Two/Three)
 Ans. Two
 5. As a result of double counting, national income is __________. (Over-estimated/Under-estimated)
 Ans. Over-estimated

 C. Very Short Answer Type Questions [1 Mark]

 1. When will GDP of an economy be equal to GNP? 
 Ans. GDP and GNP will be equal when the net factor income from abroad is zero.

 2. Expenditure on the construction of a flyover by the government. Is this item included in the 
national income?

 Ans. Yes, it is included in the national income as it is a part of gross domestic capital formation.

 3. Under what circumstances, net exports is negative?
 Ans. It happened when imports exceed exports.

 4. What is real gross domestic product (GDP)?
 Ans. When gross domestic product (GDP) of a given year is estimated on the basis of price of the 

base year.

 5. Why do exports form a part of national income?
 Ans. Exports are produced within the country's domestic territory; therefore, they form a part of 

national income.

 6. Why are imports not included in the estimation of national income?
 Ans. Imports are not produced within the domestic territory of the country, therefore they are not 

included in the estimation of national income.



GOYAL BROTHERS PRAKASHAN

GOYAL 
BROTHERS 
PRAKASHAN

Learn @ ` 1 Per Day

A DIGITAL LEARNING APP

Goyal's ISC Economics Question Bank with MTP Class 12 for Semester-2 Examination 67

 7. What is circular flow of income?
 Ans. Circular	 flow	 of	 income	 implies	 the	 flow	 of	 income	 and	 flow	 of	 goods	 across	 different	 sectors	

of the economy.

 8. What are the three phases of circular flow of income?
 Ans. The	 three	phases	 of	 circular	flow	of	 income:
  (a) Production phase          (b) Distribution phase          (c) Expenditure phase                  

 9. What is the role of households in a two-sector economy?
 Ans. The role of households in a two-sector economy: 
  (i) Households	 provide	 factor	 services	 to	 the	firms.
  (ii) They	 spend	 their	 entire	 income	on	goods	 and	 services	 produced	by	firms.

 10. Why is nominal gross domestic product?
 Ans. Gross domestic product, when measured at current prices, is called gross domestic product 

(GDP).

 11. Define value added.
 Ans. Value added refers to the difference between total value of output of a production unit and 

value inputs purchased by it from other production units.

 12. Define value of output.
 Ans. It	 refers	 to	 the	market	 value	of	 output	 produced	by	 a	firm	 is	 an	 accounting	year.	

 13. What is net factor income from abroad?
 Ans. It refers to the difference between the factor income received by normal residents of the country 

from the rest of the world and the factor income paid to the rest of the world.

 14. When does NFIA become positive or negative?
 Ans. Net Factor Income from Abroad (NFIA) is positive when the income earned by the normal 

residents of the country from abroad is more than the income earned by foreigners in India and 
vice-versa.

 15. What are final goods?
 Ans. Final	goods	 refer	 to	 those	goods	which	are	used	either	 for	final	consumption	or	 for	 investment.	

These are included in the national income.

 16. What are intermediate goods?
 Ans. Intermediate goods refer to those goods which are used either for resale or for further production.

 17. Define depreciation.
 Ans. Depreciation	refers	to	a	fall	in	the	value	of	fixed	assets	due	to	normal	wear	and	tear,	and	expected	

obsolescence.

 18. Give two examples of intermediate goods?
 Ans. Cloth purchased by tailor, machine purchased by a dealer of machines.

 19. What are retained earnings?
 Ans. Retained	earnings	refer	to	that	part	of	the	profit	which	is	kept	as	reserve	after	paying	the	corporate	

tax	 and	dividends	out	 total	 profits.

 20. What is real flow?
 Ans. Real	flow	refers	 to	flow	of	 factor	services	 from	households	 to	firms	and	 the	corresponding	flow	

of goods and services from	firms	 to	 households. 
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 D. Short Answer Type Questions  [2 Marks]

 1. "Flow of income is circular in a two-sector economy". Comment.
 Ans. The	 given	 statement	 is	 correct,	 i.e.	 flow	 of	 income	 is	 circular	 in	 a	 two-sector	 economy.	 The	

income	received	by	households	from	firms	for	their	factor	services	is	spent	by	them	on	purchase	
of	goods	and	services	produced	by	 the	firms.	Thus,	 income	goes	back	 from	where	 it	had	come.	
This	flow	of	 income	continues	 as	 production	 is	 a	 continuous	process.

 2. Explain the concept of 'leakages' and 'injections' in the circular flow of income.
 Ans. A	leakage	means	withdraw	of	part	of	income	(money)	from	circular	flow	of	income.	For	instance,	

savings	 and	 taxes	 by	 households	 and	 firms	 as	 well	 as	 import	 payments	 are	 forms	 of	 leakage.	
Injections	 are	 addition	 of	money	 to	 the	 circular	 flow	 of	 income,	 e.g.,	 investments,	 government	
expenditure, export payments.

 3. What is the role of government in a three-sector economy?
 Ans. Role of Government:
  (i) Government	 collects	 taxes	 from	households	 and	firms.
  (ii) It	makes	 transfer	 payments	 to	 households	 and	gives	 subsidies	 to	 the	firms.
  (iii) It saves and borrow money from the money market.

 4. Mention the situations in which fowling equations will hold true:
  (i) NDPFC = NDPMP               (ii) GNPFC < GDPFC
 Ans. (i) When undistributed and corporate taxes taken together are zero.
  (ii) When NFIA is negative.

 5. What is the difference between rent and royalty.
 Ans. Rent: Rent is a factor income earned from lending the services of land and building.
  Royalty: Royalty is income received by the landlord from granting leasing rights to sub-soil assets.

 6. Does increase in GDP mean increase in welfare of people?
 Ans. Although the GDP is an important indicator of economic growth, a country's good GDP doesn't 

necessarily translate to good welfare and well-being. Let's see why. First, if a country's GDP rises, 
it may not consequently increase the well-being of its people. The GDP rise may be distributed 
among a handful of companies.

 7. How can a country increase its GDP?
 Ans. The GDP of a country tends to increase when the total value of goods and services that domestic 

producers sell to foreign countries exceeds the total value of foreign goods and services that 
domestic consumers buy. When the situation occurs, a country is said to have a trade surplus.

 8. Name the four sectors of the economy.
 Ans. The four sectors of the economy are:
  (i) Household sector (ii) Producer sector
  (iii) Government sector (iv) External sector

 9. Only final goods and services are to be considered in the estimation of GDP, to avoid double 
counting? Is it true or false, explain with reason.

 Ans. True.	 Only	 final	 goods	 and	 services	 are	 to	 be	 considered	 to	 avoid	 double	 counting	 in	 the	
estimation	of	GDP.	Because,	final	goods	and	services do not require further value addition. These 
are outside the boundary line of production.
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 10. State the two basic principles of circular flow of income and product.
 Ans. The	 circular	flow	of	 income	and	product	works	on	 two	basic	 principles:
  (i) Money	flows	 are	 opposite	 to	 real	flows	 (in	 terms	of	 goods	 and	 services).
  (ii) Flow of income across different sectors always implies the identity between payments and 

receipts.

 11. "Lower capital formation leads to lower rate of GDP growth." Comment.
 Ans. Lower capital formation implies slower rise in production capacity of the economy. When 

production capacity rises at a slow rate, output is bound to rise at a slow rate. Slow rise in 
output implies a slow rise in GDP.

 12. The government claims that demonetization of `500 and `1,000 notes will lead to GDP growth. 
Do you agree?

 Ans. Demonetization will shrink the shadow economy (black money economy). Unaccounted GDP 
would now become accounted GDP. Accordingly, GDP growth would look to be higher than 
before, even when real output in the economy remains the same.

 13. What is meant by expenditure method? 
 Ans. Expenditure method is that method which measures national income in terms of the expenditure 

(consumption	expenditure	+	investment	expenditure)	on	the	purchase	of	final	goods	and	services	
produced in the economy during the period of an accounting year.

 14. How is net export different from net factor income from abroad?
 Ans. Net exports refer to the difference between exports and imports during an accounting year.
  Net Export = Exports – Imports.
  Net factor income from abroad refers to: Factor income earned by our residents from rest of the 

world – Factor income earned by non-residents from the domestic territory of our country.

 15. Draw a diagram to show the circular flow of income in a two-sector model with leakage and 
injection.

 Ans. The following diagram shows the	 circular	 flow	 of	 income	 in	 two-sector	 model.	 Savings	 are	
leakages and investment is injection.
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 16. State whether the following statements are true or false. Give reason for your answer.
  (i) Nominal GDP can never be less than real GDP.    
  (ii) Gross	 domestic	 capital	 formation	 it	 always	greater	 than	gross	fixed	 capital	 formation.
 Ans. (i) The statement is false. Nominal GDP can be less than real GDP when price of goods and 

service prevailing during the base year is greater than the price of goods and services 
prevailing during the current year.

  (ii) The	 statement	 is	 false.	Gross	 domestic	 capital	 formation	=	Gross	 fixed	 capital	 formation	+	
Change in stock.

 17. Explain, how the following are treated in national income:
  (i) Wheat grown by a farmer for self-consumption.    
  (ii) Earnings of the shareholders from the sale of shares.
  (iii) Services rendered by family members to each other.
 Ans. (i) Wheat grown by a farmer but used entirely for family's consumption is a part of the 

contribution by him to the value of goods produced. Therefore, this is included in national 
income. 

  (ii) Income from sales of shares will not be included as such transactions do not contribute to 
current	flow	of	goods	and	services.	These	financial	assets	are	mere	paper	claims	and	involves	
a change of title only. 

  (iii) Services rendered by family members to each other are not included in the estimating national 
income because family mentioners	are	not	paid	for	their	services.	Moreover,	it	 is	difficult	to	
the market value of their services.

 18. Draw a diagram to show the circular flow of income in a three-sector model.
 Ans. The following diagram shows the three-sector modal.
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 19. Define leakages and write example with different type of economies.
 Ans. Leakages: Leakages	 refer	 to	 withdrawal	 of	 money	 from	 the	 circular	 flow.	 When	 households	

and	 firms	 save	 a	 part	 of	 their	 incomes,	 it	 leads	 to	 a	 leakage	 from	 the	 circular	 flow	 of	 income.		
Leakage or withdrawal refers to that part of income, which does not pass through the circular 
flow	 of	 income.	As	 a	 result,	 it	 is	 not	 available	 for	 spending	 on	 currently	 produced	 goods	 and	
services. It means leakages reduce	 the	flow	of	 income.
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  Example of leakages in different types of economies:
  1. Two-sector	 economy	 (without	financial	market)	  No leakage
  2. Two-sector	 economy	 (with	financial	market)	  Savings
  3. Three-sector economy  Savings + Taxes
  4. Four-sector economy  Savings + Taxes + Imports

 20. From the following data, calculate GNPMP and NNPFC by expenditure method.

                                                                         (` in Crores)
 (i) Mixed income of self-employed 450
 (ii) Compensation of employees 550 
 (iii) Private final consumption expenditure 1000 
 (iv) Net factor income from abroad (–20) 
 (v) Net indirect taxes 150 
 (vi) Consumption of fixed capital 170
 (vii) Net domestic capital 380  
 (viii) Net exports (–30) 
 (ix) Profits 400 
 (x) Rent 150 
 (xi) Interest 200
 (xii) Government final consumption expenditure 550 

 Ans. Expenditure method:
GDPMP =	 Private	final	consumption	expenditure	+	Government	final	consumption	expenditure	

+ Gross domestic capital formation + Net export
 = 1000 + 550 + (380 + 170) + (–30) = `2,070
NNPFC = GDPMP – Depreciation + NFIA – NIT
 = 2,070 – 170 + (–20) – 150 = `1,730

 21. Distinguish between nominal GDP and real GDP. Which of these is the indicator of economy 
welfare?

 Ans. Differences between:
Basis Nominal GDP Real GDP

(i) Meaning It	 is	 the	 money	 value	 of	 all	 final	
goods and services produced in 
the domestic territory measured at 
current prices.

It	 is	 the	 money	 value	 of	 all	 final	
goods and services produced in 
the domestic territory of a country 
measured at base year prices.

(ii) Cause of change Nominal GDP is affected by:
(a) Change in prices and 
(b) Change in physical output of 
    goods and services. 

Real GDP is affected only by 
change in physical output.

(iii)  Comparison It cannot be compared with base 
year GDP.

It is comparable with the base 
year GDP.

  Real GDP is the indicator of economic welfare because it shows the availability of goods and 
services to the people of the country.
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 22. All machines are not capital goods. Justify.
 Ans. The end-use of the machine determines whether it a capital good or not. Capital goods are those 

fixed	 assets	 of	 the	producers	which	 are	 used	 in	 the	process	 of	 production	 for	 several	 years	 and	
which are of high value.

  Therefore, only those machines which are used in the process of production are considered to be 
capital goods. Those machines which are used by the households are not capital goods. Example: 
Computer used at home is a durable-use computer coaching class is a capital good.

 23. Profits earned by a company in India, which is owned by a non-resident is included in national 
income of India? Is it true?

 Ans. No.	Because	 this	 is	 the	 income	which	does	 not	 belong	 to	 the	 normal	 residents	 of	 India.	 Profits	
earned by a company in India, which is owned by a non-resident is a part of domestic factor 
income	of	India,	because	the	company	is	generating	profit	within	the	domestic	territory	of	India.	
But	 these	 profits	 are	 a	 part	 of	 income	 from	 domestic	 product	 occuring	 to	 rest	 of	 the	 world.	
Therefore,	 these	are	not	reflected	in	 the	estimation	of	national	 income.	These	are	deducted	from	
domestic income to national income.

 24. Explain the components of compensation of employees for calculation of national income by 
income method.

 Ans. Compensation of employees refer to amount paid to employees by employer for rendering 
productive services. It includes three elements:

  (i) Wages and salaries in cash:	 It	 includes	 all	monetary	 benefits,	 like	wages,	 salaries,	 bonus,	
dearness allowances, commission, etc. 

  (ii) Wages and salaries in kind: It	 includes	 all	 non-monetary	benefits	 like	 free	 residence,	 free	
car,	 free	medical	 and	 educational	 facilities,	 etc.	An	 imputed	 value	 of	 these	 benefits	 should	
be included in national income.  

  (iii) Employee's contribution to social security schemes: It includes contributions made by 
employer for the social security of employees. For example, contribution to provident fund, 
gratuity, labour welfare funds, retirement pension, etc. The aim of such contributions is to 
ensure safety and security of life of the employees. 

 25. "Income is a flow and flow of income is circular". Explain it.
 Ans. Income	is	a	flow	concept	as	it	is	estimated	per	unit	of	time	period.	For	example,	national	income	

is measured per year, income of a household is measured per month, etc. Thus, it is measured 
periodically.

  Flow	 of	 income	 is	 circular.	 It	 flows	 in	 a	 circular	 way	 across	 the	 different	 sectors	 of	 the	
economy. In a two-sector economy, income received by the owners of factors of production (i.e., 
households) is spent by them on the purchase of goods and services produced by the production. 
Thus, income goes back and where it had come.

	 	 This	flow	of	 income	 is	 circular	 forever	because	producers	would	 always	 require	 factor	 services	
from the households and the households would always depend upon the producers for the supply 
of goods and services for the satisfaction of their demand.

 26. What is inter-relationship between: (i) Gross versus Net and (ii) Market Price versus Factor Cost.
 Ans. (i) Gross versus Net: A 'gross' aggregate includes depreciation. So, net aggregate can be found 

by subtracting depreciation from it (i.e., gross aggregate) like-wise, we can obtain any gross 
aggregate by adding depreciation to net aggregate.
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   Examples:
    NDP = GDP – Depreciation
    GNP = NNP + Depreciation
  (ii) Market Price versus Factor Cost: A 'market price' aggregate includes net indirect taxes. 

So, by subtracting net indirect taxes, we can obtain the aggregate at factor cost. Similarly, 
by adding net indirect taxes to factor cost, we get market price.

   Examples:
    GDPFC = GDPMP – Net indirect taxes
    GDPMP = GDPFC + Net indirect taxes

 27. Distinguish between GDPMP and NNPFC.
 Ans. Differences between:

Gross Domestic Product at Market 
Price (GDPMP)

National Income 
(NNPFC)

(i) GDPMP is a territorial concept as it includes 
value	of	final	goods	and	services	produced	
within domestic territory of a country.

NNPFC is a national concept as it includes 
the	 net	 value	 of	 final	 goods	 and	 services	
produced by the normal residents in the 
entire world.

(ii)  It includes contributions of all the producers  
(residents and non-residents) within the 
domestic territory of the country.

It considers the producers who are normal 
residents of the country.

(iii) It is estimated at market price. It is estimated at factor cost.

(iv) It is inclusive of deprecation. It does not include depreciation.

 28. Calculate the gross value added at market prices (GVAMP) from the following data:
   S.No Particulars Amount (in ` lakhs)
 (i) Depreciation 20
 (ii) Domestic sales 200
 (iii) Change in stock (–10)
 (iv) Exports 10
 (v) Single use producer goods 120
 (vi) Net indirect taxes 20
 Ans. GVAMP (Gross value added at market prices)
 = Domestic sales + Exports + Change in stock – Single use of producer goods
 = 200 + 10 + (–10) – 120
 = 210 – 130
 = ` 80 lakhs

 E. Long Answer Type Questions [4 Marks]
 1. The growth of gross domestic product is not a real indicator of economic welfare. Discuss two 

reasons to justify the given statement. 
 Ans. (a) Externalities:
 (i) Externalities refer to benefits or harms of an activity caused by a firm or an individual, 

for which they are not paid or penalized.



GOYAL BROTHERS PRAKASHAN

GOYAL 
BROTHERS 
PRAKASHAN

Learn @ ` 1 Per Day

A DIGITAL LEARNING APP

74 Goyal's ISC Economics Question Bank with MTP Class 12 for Semester-2 Examination

 (ii) Externalities occur outside the market i.e., they affect people not directly involved in 
the production and/or consumption of a goods and services. They are also known as 
spill-over effects. Externalities are not taken into account while calculating GDP.

 (iii) For example, setting up industry in a town may add up to domestic product but while 
calculating GDP the pollution and its impact on society are not taken into account.

 (iv) The industrial growth and urbanization create problems like the industrial clumps dis-
eases and crime. The damage to physical and social environment has an adverse impact 
upon the health and welfare of the community. Thus despite an increase in GDP, no 
accurate conclusion can be drawn on the welfare level.

  (b) Distribution of GDP:
 (i) GDP shows the total value of goods and services produced in a country. However it 

does not exhibit how the GDP is distributed among the people. For example, GDP of 
India is rising but it is not being equally distributed among all the strata of people. The 
major share of increase is being grabbed only by the upper-middle class and share of 
poor of the poorer is decreasing.

 (ii) If with every increase in the level of GDP, distribution is getting more unequal, welfare 
level of society may not rise.

 (iii) No doubt, the GDP is a useful measure of the overall productive activities in a country, 
yet no welfare implications, on its basis, it can be derived, unless it is fairly divided 
among all the sections of the society.

 2. From the following data, calculate GNPMP and national income by using value-added method:
   (`  in crores)
 (i) Gross value of output in primary sector (at FC) 950
 (ii) Gross value of output in secondary sector (at FC) 470
 (iii) Gross value of output in tertiary sector (at FC) 500
 (iv) Value of intermediate goods in primary sector 360
 (v) Value of intermediate goods in secondary sector 200
 (vi) Value of intermediate goods in tertiary sector 175
 (vii) Depreciation 20
 (viii) Indirect tax 35
 (ix) Subsidy 10
 (x) Net factor income from abroad 4

 Ans.  GVO primary (FC) = 950
   GVO secondary (FC) = 470 
   GVO tertiary (FC) = 500 
   Value of intermediate goods in primary sector = 360 
   Value of intermediate goods in secondary sector = 200 
   Value of intermediate goods in tertiary sector = 175 
   Depreciation = 20 
   Indirect tax = 35 
   Subsidy = 10 
   NFIA = 4 
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  GVAFC = Gross value of output in each sector – Intermediate product in each sector
   = (950 – 360) + (470 – 200) + (500 – 175)
   = ` 1185 crores 
  GNPMP = GVAFC + Indirect tax – Subsidy + NFIA
   = 1185 + 35 – 10 + 4
   = ` 1214 crores
  National income (NNPFC) = GVAFC – Depreciation + NFIA
   = 1185 – 20 + 4
   = ` 1169 crores

 3. With the help of a diagram, show the circular flow of income in a two sector model with savings 
and investment.

 Ans. Two-sector	 economy	with	 savings	 and	 investment	 in	 the	 figure	we	 have	 considered	 two-sector	
economy	with	households	and	firms. It is assumed that household sector and producing sector do 
not save at all. However, in reality, households save a portion of their income for many reasons 
like precautionary purposes, transaction purposes, etc. On the other way, they borrow money 
from capital market for both development and non-development purposes.
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  Similarly,	 firms	 also	 save	 some	 part	 of	 their	 receipts	 for	 the	 expansion	 of	 business,	 transaction	
purposes,	 speculative	 purposes,	 precautionary	 purposes,	 etc.	Moreover,	 the	 firms	 also	 collect	 loans	
(i.e.,	 investment)	 from	both	banks	 and	non-banking	financial	 institutions	 to	 generate	 capital	 in	 their	
business.	Thus,	 inclusion	of	 saving	 (leakage,	 i.e.,	outflow	of	 income)	and	 investment	 (injection,	 i.e.,	
inflow	of	 income)	in	 the	two-sector	economy	with	capital	market	as	shown	in	figure	have	made	the	
two-sector economy more meaningful and modernized.

 4. (a) Does increase in domestic income always lead to increase in national income? If not, give an 
illustration in support of your answer. Also, write two suggestions to accelerate the growth 
of domestic income.

 Ans. No. Increase in domestic income may not always lead to increase in national income.
  Example: National income = Domestic income + Net factor income from abroad.
  Let us assume that domestic income increases from ` 160 crores to ` 200 crores. But net 

factor income from abroad decreases from ` 60 crores to ` 15 crores. Thus, domestic income 
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increases by ` 40 crores (` 200 crores – ` 160 crores = ` 40 crores). But net factor income 
from abroad decreases by ` 45 crores (` 15 crores – ` 60 crores = (–) ` 45 crores). So that, 
the sum total of domestic income and net factor income from abroad decreases by ` 5 crores 
(` 40 crores – ` 45 crores) = (–) ` 5 crores. This leads to a fall in national income ` 5 crores. 

  Suggestions:
  (i) The government must make substantial investment in infrastructural development. This 

is expected to induce domestic investment across all production activities. Accordingly, 
growth of domestic income will accelerate.

  (ii) The government should remove red-tapism (administrative-hurdles), and promptly 
grant green clearances (clearances related to environment) for FDI (Foreign Direct 
Investment). If FDI picks up, growth of domestic income will accelerate.

  (b) From the following data, calculate the GDP at both (a) Market price, and (b) Factor cost.

                        Items                                                    (` in crores)
 (i) Gross investment 90
 (ii) Net exports 10
 (iii) Net indirect taxes 5
 (iv) Depreciation 15
 (v) Net factor income from abroad (–5)
 (vi) Private consumption expenditure 350
 (vii) Government purchases of goods and services 100

 Ans. (a) GDPMP = Gross investment + Net exports + Private consumption expenditure + 
Government purchases of goods and services

    = ` 90 crores + ` 10 crores + ` 350 crores + ` 100 crores
   GDPMP = ` 550
  (b) GDPFC = GDPMP – Net indirect taxes
    = ` 550 crores – `5 crores
    = ` 545 crores

 5. Explain the precautions that should be taken while estimating national income by expenditure 
method.

 Ans. Precautions regarding calculation of national income by expenditure method.
  (i) Expenditure	 only	 on	 final	 goods	 and	 services	 should	 be	 included	 in	 the	 national	 income	

estimation while intermediate consumption expenditure should not be included.
  (ii) Similarly, expenditure on the purchase of second hand goods should not be included in the 

national income estimation of the current accounting year. This is because they have already 
been included in the national income of the accounting year in which they were originally 
purchased.

  (iii) Expenditure	 on	 shares	 and	 bonds	 is	 not	 included.	This	 is	 because	 there	 are	more	 financial	
assets	 and	do	not	 reflect	 any	production	 activity	of	 the	goods	 and	 services.

  (iv) Imputed value of the goods and services produced for self-consumption are included.
  (v) Expenditure on transfer payments by the government should not be included. This is because 

such payments are not related to any production activity is an economy.
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 6. Explain the circular flow of a income in four-sector economy.
 Ans. Circular	 flow	 of	 income	 in	 a	 four-sector	 economy	 consists	 of	 –	 households,	 firms,	 government	

and	 foreign	 sector.	This	 various	money	flows	 in	 each	 sector	 are:
  (i) Household sector: Households	provide	factor	services	to	the	firms,	government	and	foreign	

sector. In return, it receives factor payments. Households also receive transfer payments from 
the government and the foreign sector. Households spend their income on: 

   (a)	Payment	 for	 goods	 and	 services	 purchased	 from	firms.
   (b) Tax payments to government 
   (c) Payment for imports 
  (ii) Firms: Firms receive revenue from households, government and the foreign sector for sale 

of their goods and services. Firms also receive subsidies from the government. Firms make 
payments for:

   (a) Factor services to households
   (b) Taxes to the government 
   (c) Imports to the foreign sector.
  (iii) Government: Government	 receives	 revenue	 from	firms,	 households	 and	 the	 foreign	 sector	

for sale of goods and services, taxes, fees, etc.
  (iv) Foreign sector: Foreign	sector	receives	revenue	from	firms,	households	and	government	

for export of goods and services. It makes payments for import of goods and services 
from	 firms	 and	 the government. It also makes payment for the factor services to the 
households.
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 7. What precautions are needed to be considered while estimating national income by income 
method.

 Ans. Following precautions are needed to be considered while estimating national income by income 
method:

  (i) Transfer income: (e.g., scholarships, donations, charity, old-age pensions, etc.) are not 
included in the national income because such receipts are not connected with any productive 
activity and there is no value addition.

  (ii) Income from sale of second-hand goods will not be included: In national income as their 
original sale has already been counted. If they are included again, it would lead to double 
counting. 

   However, any brokerage or commission received by brokers or commission agents on sale 
of such goods, will be included as it is an income received for rendering productive service.

  (iii) Income from sale of shares, bonds and debentures will not be included: as such 
transactions	 do	 not	 contribute	 to	 current	 flow	 of	 goods	 and	 services.	There	 financial	 assets	
are mere paper claims and involves a change of title only.

  (iv) Windfall gains: (e.g., income from lotteries, horse race, etc.) are not included as there is 
no productive activity connected with them.

  (v) Payments out of past savings: (e.g., death duties, gift tax, interest tax, etc.), are not included 
in the national income because they are paid out of wealth or past savings and do not add 
to	 current	flow	of	 goods	 and	 services.

 8. What is the significance of value-added method and what precautions are required to take?
	 Ans.	 Significance:	 Value	 added	 or	 income	 generated	 is	 very	 significant	 in	 computation	 of	 national	

income because:
  (a) It is not the value of output but net value added at factor cost by the various producing units 

which is taken into account while calculating national income.
  (b) It is net value added at factor cost by an enterprise which is distributed among factors of 

production as remuneration for their contribution in the production process.
  (c) And	finally	 value	 added	 approach	 avoids	 the	problem	of	 double	 counting.
  Precautions: The following precautions are required to be taken while measuring national income 

by production methods:
  (a) Intermediate	 goods	will	 not	 be	 included,	 as	 they	 are	 already	 included	 in	 the	 value	 of	 final	

goods.
  (b) The sale and purchase of second-hand goods should not be included in national income. 

These goods should not be treated as fresh production, but commission or brokerage, if any 
earned by brokers of such goods is included because it facilitates a fresh production activity.

  (c) The value of production for self-consumption will be included because it contributes to current 
output. Its imputed value will be added, as it is not sold in the market. However, production 
for sell-consumption resulting form leisure time activities (e.g., growing vegetables in kitchen 
garden) will not be taken into account.

  (d) Imputed rent of owner-occupied houses will be industry as these house-rendered productive 
services.

  (e) Own-account	 production	 of	 fixed	 capital	 by	 households,	 firms	 and	 the	 government	 should	
be included.
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  (f) Domestic services (e.g., services of housewives, kitchen gardening, etc.) are not included in 
national income; however, production of such services by paid servants will be included.

  (g) Change in stock will be included, as it is a part of current production.

 9. What are the ways of avoiding double counting?
 Ans. There are two ways of avoiding double counting:
  (i) Final Output Method: According to this method, for avoiding double counting, only the 

value	of	final	goods	is	included	in	national	income.	In	the	Table 19.1 example (value added 
–	an	 illustration),	 the	bread	 sold	 to	 the	consumers	 is	 the	final	good.	Only	 the	value	of	final	
outputs, i.e., `6,000	will	be	included	in	national	income;	the	value	of	wheat,	flour	and	bread	
(i.e., `2,000, `3,000, and `4,500 = `9,500) are the value of intermediate goods. The valve 
of	 the	final	output	can	be	calculated	by	deducting	 the	value	of	 intermediate	goods	 from	the	
value	 of	 output	 as	 under:	Value	 of	 final	 output	 =	Value	 of	 output	 –	Value	 of	 intermediate	
goods = `15,500 – `9,500 = `6,000.

  (ii) Value Added Method: Under this method, value added or contribution of each production 
unit is considered. The sum total of value added by all the producing units within the domestic 
territory	of	 the	 country	 is	 equal	 to	final	 product.

   In our example Table 19.1 
  (a) Value added by farmer = `2,000
   (assuming that the farmer incurs no intermediate cost) 
  (b) Value added by miller  = `3,000 – `2,000 = `1,000 
  (c) Value added by baker  = `4,500 – `3,000 = `1,500 
  (d) Value added by retailer  = `6,000 – `4,500 = `1,500 
   Total value added = `2,000 + `1,000 + `1,500 + `1,500 = `6,000
   which	 is	 equal	 to	 the	value	of	final	 product	 sold	 to	final	 consumers.

 10. What are the components of final expenditure?
 Ans.  The components of final expenditure: 
	 	 (i)	Private	final	 consumption	expenditure	 (personal	 consumption	expenditure): It refers to 

the	expenditure	on	 the	purchase	of	goods	and	services	by	households	and	private	non-profit	
institutions serving households. It includes the following:

  (a) Expenditure on consumer goods: These goods include consumer durable goods. Such 
as T.V. sets, computers, cars, etc., non-durable goods such as vegetable butter milk, etc. 
Consumer services such as transport services, medical services, educational services.

  (b) Imputed value of production for self-consumption.
  (c) Imputed rent of owner-occupied houses.
  (ii)	Government	 final	 consumption	 expenditure	 (government	 expenditure	 on	 goods	 and	

services): Government here means general government. It spends on the purchase of goods 
and services for the satisfaction of collective wants such as defence, law and order, education, 
health care, etc. The cost of goods and services produced by the government mainly consists 
of two items:

   (a) Compensation of employees
   (b) Intermediate consumption
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  (iii) Gross domestic capital formation: It refers to the expenditure incurred by the producers 
on	 the	purchase	of	final	 goods.	These	 are	 two	 components:

  (a) Gross	 domestic	fixed	 capital	 formation
  (b) Inventory investment
  (iv) Net export (X – M): Net export is the difference between export (X) and import (M) of 

a country during the period of one year. Exports refer to expenditure by foreigners on 
purchase of domestic goods whereas imports refer to expenditure by residents on foreign 
goods. Hence exports are a part of domestic product.

 F. Case Study Based Questions [4 Marks] 

Passage 1
Read the passage very carefully and answer the questions that follow.
Atmanirbhar Bharat 3.0 takes overall economic support to 15% of GDP: Nirmala Sitharaman.  

Economists said the new package included the March allocation as well as liquidity measures announced 
by the Central Bank worth `6.5 lakh crores. Finance Minister, Nirmala Sitharaman announced a third 
set of measures under the government's Atmanirbhar Bharat package, aimed at rescuing the economy 
out of a historic contraction caused by Corona-19 Virus Pandemic. The latest steps including incentives 
on Job creation and measures for the ailing economy's key real estate and infrastructure sectors – are 
estimated to cost the government `2,65,080 crores. 

 (i) Write different ways to increase injection in the economy. [2]
 Ans. Injections in the economy are done by increased investments in
  (a) Employment generation sectors, 
  (b) Infrastructure sectors and 
  (c) Reality development sectors. 

 (ii) How do injections impact on the process of production on income generation? [1]
 Ans. Injections cause positive impact on the process of production on income generation 

 (iii) Briefly explain the concept of circular flow of income. [1]
 Ans. A	flow	 refers	 to	 change	 in	 quantity	 of	 a	 variable	 over	 time.	 It	 is	measured	with	 reference	 to	 a	

specified	period	 (length	 of	 time);	 e.g.,	 per	 day	 per	week,	 per	month,	 per	 year,	 per	 decade,	 etc.,	
For	 example,	 income	 is	 a	flow.

Passage 2
Read the passage very carefully and answer the questions that follow.
The latest increase in indirect taxes on commodities like diesel, petrol and alcohol by the central and 
various state governments is likely to lead to a further rise in the tax burden on India's Gross Domestic 
Product (GDP), In Financial Year 2019, indirect taxes (net of subsidies) accounted for nearly 10% 
of GDP, up form 9.3% a year ago and a low of 6% in Financial Year 2010. This, say economists, 
will negatively impact household disposable income and may hit consumer demand and savings and 
investments by the household.
A faster rise in tax burden led to a steady decline in the portion of gross domestic product that accrues 
to the household. Household disposable income was equivalent to around 85% of GDP in Financial 
Year 2019 down form 85.5% a year ago and a high of 90% in Financial Year 2009.
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In the same period, India's GDP at current prices grew at a Compound Annual Growth Rate (CAGR) 
of 11% while private final consumption expenditure grew at a CAGR of 11.7% and household savings 
grew at a CAGR of 8.6%.
"In general, household held-up the consumptions by cutting back of savings and increase in borrowings 
that showed up in a boom in retail credit in the economy," says Dhananjay Sinha, Head Research 
Systematix Group.

 (i) How does increase in indirect taxes affect the spending of disposable income of households? [1] 

Ans.  The increase in indirect taxes on goods will cause decrease in disposable income of households.

 (ii) What is subsidy? How does it help the society? [2]
 Ans. Subsidies are financial assistance by government to an enterprise:
  (a) As compensation for selling goods below open market price,
  (b) To encourage exports and
  (c) To encourage employment.

 (iii) How will net indirect taxes be calculated? [1]
 Ans. Net indirect taxes will be calculated by taking differences between indirect taxes and subsidies. 

Passage 3
Read the passage very carefully and answer the questions that follow.
The Prime Minister pledged to make a self-reliant India or Atmanirbhar Bharat in May while announcing 
a comprehensive economic package to arrest to economic slowdown. Since then the government has 
passed some key labours and farm reforms, among others. But much more is required to May in India 
a self-reliant and competitive economy in the medium to long term.

The bigger medium-term problem is the slowdown of aggregate demand – Private Final Consumption 
Expenditure (PFCE), investment and exports. The largest component of GDP, PFCE, has not only de-
clined as a share of GDP–68% in 1990 to 56% of GDP in 2019 – but also in terms of growth rates in 
recent years. The consumption of the top socio-economic declines has stagnated and the consumption 
demand of the rest of the demography – mostly in agriculture, small-scale manufacturing and self-em-
ployed – is not increasing due to low income growth. The investment slowdown is mostly due to a 
fall in household investment in the construction sector (almost 5% of GDP), affecting not only major 
industries like steel, cement and power but also income, employment and demand.

 (i) Briefly explain the concept of Private Final Consumption Expenditure (PFCE). [1]
 Ans. It is the expenditure incurred on final consumption of goods and services by the resident 

households and non-profit institutions serving households.

 (ii) How can the GDPMP be calculated? Write all three ways or methods. [1]
 Ans. The GDPMP	 can	 be	 calculated	 by	 measuring	 the	 final	 expenditure	 by	 households,	 producers,	

government and row in domestic territory.

 (iii) Write the causes of slowdown of aggregate demand. [2]
 Ans. The cause of slowdown of aggregate demand: 
  (a) Fall in consumption demand, 
  (b) Fall in investment demand and 
  (c) Fall in exports.
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SECTION A – 8 MARKS
Question 1
 (i) Firm A sells flour to firm B for ` 100/- Firm B sells biscuits to the wholesaler C for ` 160/- and 

Firm C sells biscuits to consumers for ` 200/. Hence, the gross value added is: [1]
 (a) ` 460/- (b) ` 305/- (c) ` 244/- (d) ` 200/-
 Ans. (d) ` 200 
 (ii) Medium of exchange and measure of value are: [1]
 (a) Primary functions of money (b) Secondary functions of money
 (c) Tertiary functions of money (d) Contingent functions of money
 Ans. (a) Primary functions of money
 (iii) Aggregate supply is equal to: [1]
 (a) C + I (b) C + S (c) I + C (d) S1 + S2
 Ans. (b) C + S
 (iv) Transfer earning in National income refers to: [1]
 (a) transfer of income from one person to another.
 (b) income received by selling goods.
 (c) unilateral payment received not related to any production.
 (d) earning received by offering services.
 Ans. (c) unilateral payment received not related to any production.
 (v) A consumer spending on purchase of goods regardless of the income in possession, is an example 

of _______ consumption. [1]
 Ans. autonomous consumption 
 (vi) _____________ is the creation of new currency to fill the gap between Government revenue and 

Government expenditure of the country. [1]
 Ans. Fiscal deficit 
 (vii) GNPFC = GNPMP – ______________ [1]
 Ans. Indirect taxes 
 (viii) Give one difference between a Direct tax and an Indirect tax. [1]
 Ans. Direct taxes are imposed on income and profits, indirect taxes are levied on goods and services. 

SPECIMEN QUESTION PAPER (Solved)
(For Semester - 2 Examination)

[Issued by CISCE]

Maximum Marks : 40
Time allowed: One and a half hour

Candidates are allowed an additional 10 minutes for only reading the paper.
They must NOT start writing during this time.

Answer all questions in Section A, Section B and Section C.
The intended marks for questions or parts of questions are given in brackets.[ ]

Section B: Specimen Question Paper
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SECTION B – 12 MARKS

Answer the following questions briefly.
Question 2 [2]
  Differentiate between CRR and SLR.
 Ans. CRR is the percentage of money, which a bank has to keep with RBI in the form of cash. On 

the other hand, SLR is the proportion of liquid assets to time and demand liabilities. CRR reg-
ulates the flow of money in the economy whereas SLR ensures the solvency of the banks.

Question 3 [2]
  Briefly explain two reasons for the adverse Balance of Payments in any economy.
 Ans. (i) Fall in export demand: BOP deficit may arise because of fall in demand of country’s 

goods and services abroad. This may be due to several factors like change in taste, fashion, 
income in other countries.

  (ii) Inflationary situation: Deficit in BOP may also result from domestic inflation, it leads to 
decrease in country's competitiveness in the world markets.

Question 4 [2]
  Draw a well labelled diagram of two sector model of circular flow of income including the 

financial sector.
 Ans. 

Financial Market SavingsHouseholds FirmsSavings

Factor Payments
(Rent, ages, Interest, Profit )W s

Consumption Loans Investment Loans

Household
Consumption Expenditure

  Circular flow of income including the financial sector.

Question 5 [2]
  Complete the following schedule:

Y C APC MPC
100 90 ? ?
120 108 ? ?

 Ans. Calculation:

Y C S(Y – C) APC = 
C
Y

MPC = ∆C
∆Y

100 90 10 0.90 –
120 108 12 0.90 0.90

Question 6 [2]
 (i) Differentiate between Cash Credit and Outright Loans.
 Ans. Cash Credit: Cash credit refers to a loan given to the borrower against this current assets 

like shares, stock, bonds etc. A credit limit is sanctioned and the amount is credited in his 
account.
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  Outright loans: An outright loan would be a lump sum of money that the borrower intended 
to use for sure.

OR
 (ii) How is Devaluation of currency different from Depreciation of currency? Give any two 

differences.
 Ans. Differences between:

Devaluation Depreciation

(i) Devaluation refers to reduction in price of 
domestic currency in terms of all foreign 
currencies under fixed exchange rate 
regime.

Depreciation refers to fall in market price 
of domestic currency in terms of a foreign 
currency under flexible exchange rate regime.

(ii) It takes place due to government. It takes place due to market forces of demand 
and supply.

Question 7 [2]
What is meant by the following functions of the Central bank:
 (i) Clearing house
 Ans. Clearing House: As the custodian of the cash reserves of the commercial banks, the central bank 

acts as the clearing house for these banks since all banks have their accounts with the central 
bank, the central bank can easily settle the claims of various banks against each other simply 
by book entries of transfers from and to their accounts.

 (ii) Lender of the last resort
 Ans. Lender of the last resort: Central Bank acts as the lender of the last resort. If a commercial 

bank is faced with a financial crisis, the only institution that can finally come to its rescue, is 
the central bank.

SECTION C – 20 MARKS
Question 8 [4]
 (i) What is meant by Equilibrium income? How is it determined by using Saving and Investment 

approach?
 Ans. According to S-I approach, equilibrium income is determined at a point where savings are equal 

to investment. Saving means withdrawal from the circular flow and investment means injection 
into the flow of income. Thus, the equilibrium condition is satisfied where S = I.

Y

XO

S

S

S
/I

E

I0

I0

YIncome
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  In the above figure I0I0 curve represents planned investment which is shown by a horizontal 
line. SS curve represents planned savings at different income levels.

  At OY income level, planned investment = planned saving. It means that an economy invests 
what it has saved. Thus OY is the equilibrium level of income.

OR
 (ii) Discuss the mechanism of investment multiplier with the help of a numerical.
 Ans. Investment multiplier refers to increase in national income as a multiple of a given increase in 

investment. Its value is determined by MPC. It is denoted by 'K' where, ∆Y = additional income 
generated and ∆I = additional investment.

  Multiplier = 
1

1 – MPC  = 
1

MPS ; 

  where MPC = Marginal propensity to consume; MPS = Marginal propensity to save.
  Suppose increase in investment is ` 1000 and MPC = 0.8, then there is an increase in national 

income in the following sequence.
 (i) Increase in investment raises income of those who supply investment goods by ` 1000. This 

is the first round increase.
 (ii) Since MPC = 0.8, the income earners spend ` 800 on consumption. This raises the income of 

the supplies of consumption goods by ` 800. This is the second round increase.  
 (iii) In the similar way, the third round increase is ` 640 = 800 × 0.8. In this way, national 

income goes on increasing round after round.  
 (iv) The total increase in income is ` 5000. The size of multiplier depends upon the size of 

MPC. The larger the MPC, the greater will be the size of multiplier and vice versa that is

  K = 
1

1 – MPC
  Multiplier works in both forward and backward directions.  
Question 9 [4]
  How is the rate of exchange determined in a flexible exchange rate system?
 Ans. Exchange rate is determined under flexible exchange rate system by the interaction of the forces 

of demand and supply. The equilibrium exchange rate is determined at a level where demand 
for foreign exchange is equal to the supply of foreign exchange. This is shown in the following 
diagram:

  In the diagram: Demand and supply 
of foreign exchange (say dollar) are 
measured along the X-axis. Exchange 
rate (Price of dollar in rupee) is shown 
on the Y-axis.

  Demand curve (DD) and supply curve 
(SS) intersect each other at point E.

  The equilibrium exchange rate is 
determined at OR. At this exchange 
rate, quantity demanded and quantity 
supplied of dollars are equal to OQ.
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Question 10 [4]
  Explain the steps involved in calculating the national income by income method.
 Ans. Income method measures national income from the perspective of factor incomes. Under this 

method, incomes received by all the residents of a country for their productive services during a 
year are added up to obtain the national income. According to this method, all the incomes that 
accrue to the factors of production by way of wages, profits, rent, interest, etc., are summed up 
to obtain the national income.

  Steps involved in income method:
 (i) First step is to identify and classify of producing units which employ factor inputs.
 (ii) Factor incomes paid by each sector are grouped into the following heads.
  (a) Compensation of employees      (b) Mixed income
 (iii) Then factor incomes of all the sectors are added to get domestic income.
  Domestic factor income (NDPFC) = Compensation of employees + Rent + Royalty + Interest 

+ Profit
 (iv) Finally, NFIA is added to domestic income to obtain national income.
Question 11 [4]
Explain the following methods of redemption of Public Debt:
 (i) Debt conversion 
 Ans. Redemption of debt means the repayment of a debt. There are several ways of paying off a 

public debt in which these are:
  Debt conversion: Conversion of loans is another method of debt redemption. It means that an 

old loan is converted into a new loan. In this method, when the rate of interest falls in the 
market, the government asks the lenders to take their money back. The government borrows 
more money to pay off the old debts. In this way high burden debts are replaced by low 
burden debts. In this method the lenders have to take either their money back or to get it 
renewed at a lower rate of interest. 

 (ii) Sinking fund
 Ans. Sinking fund: In this method, the government establishes a separate fund known as sinking 

fund. A fixed amount of money is credited by the government to this fund every year. By 
the time the debt matures and there is enough amount in the fund to pay off loans along 
with interest there upon.

Question 12 
Read the given extract carefully and answer the following questions.
Mr. X wanted to buy an expensive motorcycle for his son but he did not have sufficient money to 
buy it. He approached a public sector commercial bank for the loan. The bank asked Mr. X to deposit 
20% cash of the loan amount and rest 80% of the loan amount was given by the bank.

 (i) Briefly explain a Commercial Bank. [1]
 Ans. A commercial bank is an institution that deals in money and credit with a view to earn profit.
 (ii) What is the regulation of consumer credit in selective credit control? [2]
 Ans. These can be used in both a positive as well as a negative manner. In a positive manner, 

measures can be used to encourage credit to particular sectors, usually the priority sectors. And 
in a negative manner, measures can be used to restrict the flow of credit to particular sectors 
such as speculation.

 (iii) Name the bank which controls all the commercial banks and financial institutions in the 
country. [1]

 Ans. Central Bank
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MODEL TEST PAPER – 1 (Unsolved)

SECTION A – 8 MARKS
Question 1

 (i) If GDP at MP is `10,000 crores, intermediate consumption is `2,500 and the ratio of sales to 
change in stock is 2:1, then sales will be: [1]

 (a) `4,000  (b) `5,000 (c) `3,000  (d) `2,000 
 (ii) Monetary policy is the policy of                                                                                       [1]
 (a) Government (b) Central bank (c) Commercial bank  (d) NABARD 
 (iii) The level of equilibrium income is determined by: [1]
 (a) AD and national income  (b) AD and investment 
 (c) AD and consumption    (d) AD and AS 
 (iv) Nominal GNP is the same as, [1]
 (a) GNP at constant prices   (b) Real GNP 
 (c) GNP at current prices    (d) GNP less net factor income from abroad
 (v) AD curve is given by ________ + Income approach [1]
 (vi) ___________(Revenue receipts/Capital Receipts) are those receipts that do not lead to a claim on 

the government. They are non-redeemable.                                                                     [1]
 (vii) NDPMP = NNPMP +  _____________________ [1]

 (viii) State giving reason whether the following statement is true or false:                             [1]

  Public Sector Undertaking (PSU) disinvestment is an example of non-debt creating capital receipts.

SECTION B – 12 MARKS

Answer the following questions briefly.
Question 2 [2]
  What is meant by margin requirements?
Question 3 [2]
  Explain the structure of B.O.P.
Question 4 [2]
  Why does national income include only final goods?

Maximum Marks : 40
Time allowed: One and a half hour

Candidates are allowed an additional 10 minutes for only reading the paper.
They must NOT start writing during this time.

Answer all questions in Section A, Section B and Section C.
The intended marks for questions or parts of questions are given in brackets.[ ]

Section C: Model Test Papers
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Question 5 [2]
  An increase in investment by `400 crores leads to increase in national income by `1,600 crores. 

Calculate MPC.
Question 6 [2]
  Explain the components of legal reserve ratio.

OR
  What will be the effects of – Government of India has doubled the import duty on gold on 

exchange rate of India?
Question 7  [2]
  What is meant by the following functions of the central bank:
 (i) Currency Authority                (ii) Banker to the Government 

SECTION C – 20 MARKS
Question 8 [4]
  What is the relationship between APS and APC? Can the value of APS be negative? If yes, 

when?
OR

  In an economy, planned savings exceed planned investment. How will an equality between the 
two be achieved? Explain.

Question 9 [4]
  How does ‘interest rates’ and ‘level of income’ in an economy affects the foreign exchange rate?
Question 10 [4]
  Explain the steps involved in calculation of National Income by Value Added Method.
Question 11 [4]
  The Government under Ujjwala Yojana, is providing free LPG kitchen gas connections to the 

families ‘Below the Poverty Line’. What objective the government is trying to fulfil through the 
government budget and how? Explain.

Question 12
  When credit is to be expanded the central bank reduces the bank rate. By this central bank 

encourages the commercial banks to keep small proportion of their deposits as reserves in the 
borrowings from central bank is now less costly than before. This measure is also helpful in 
present COVID–19 situation also.

 (i) What is Bank Rate?                                                                                                         [1]
 (ii) By reducing bank rate what is the main purpose of Central bank. Explain.                 [2]
 (iii) How is decrease in bank rate helpful in COVID–19 situation?                                            [1]
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MODEL TEST PAPER – 2 (Unsolved)

SECTION A – 8 MARKS
Question 1
 (i) If net factor income to abroad is `(–)120 crores, factor income from abroad is `150 crores and 

domestic income is `4,500 crores. Find national income. [1]
 (a) `4,380 crores (b) `4,620 crores (c) `4,770 crores (d) `4,300 crores 
 (ii) The components of money supply are:                                                                             [1]
 (a) Currency held by the public 
 (b) Demand deposits of the public in commercial banks 
 (c) Other deposits with the RBI 
 (d) Currency held by the public and demand deposit of the public in commercial banks 
 (iii) In a two-sector economy, aggregate demand equals,                                                          [1]
 (a) Consumption + Private consumption expenditure 
 (b) Consumption + Exports   (c) Consumption + Investments 
 (d) Consumption + Government Expenditure
 (iv) An example of transfer payment is, [1]
 (a) Free meals in the company canteen (b) Employers’ contribution to social security 
 (c) Retirement pension   (d) Old age pension
 (v) Higher the value of MPC, _____ is the value of multiplier.                                            [1]
 (vi) When the government receives money by way of loans or from the sale of its assets, such receipts 

are called____________ in a government budget. [1]
 (vii) GDPMP = GDPFC +  _____________________                                                         [1]
 (viii) State giving reason whether the following statement is true or false:                               [1]
  Personal income tax and corporation tax are indirect taxes.

SECTION B – 12 MARKS

Answer the following questions briefly.
Question 2 [2]
  What is meant by Statutory Liquidity Ratio?
Question 3 [2]
  Explain the Current Account of B.O.P.

Maximum Marks : 40
Time allowed: One and a half hour

Candidates are allowed an additional 10 minutes for only reading the paper.
They must NOT start writing during this time.

Answer all questions in Section A, Section B and Section C.
The intended marks for questions or parts of questions are given in brackets.[ ]
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Question 4 [2]
  When does NFIA become positive or negative?
Question 5 [2]
  If MPC is 0.9. What is the value of multiplier?
Question 6 [2]
  What will be effect of a rise in the bank rate on money supply?

OR
  What will be the effects of - Government takes measures to restrict the autonomous imports of 

gold on exchange rate of India.
Question 7 [2]
  What is meant by the following functions of the central bank:
 (i) Banker’s Bank (ii) Clearing house function

SECTION C – 20 MARKS

Question 8 [4]
  Explain the concept of equilibrium level of income with the help of C + I curve. Can there be 

unemployment at equilibrium level of income? Explain.
OR

  A given increase in the autonomous investment will lead to a more than proportionate increase 
in income. Explain why?

Question 9 [4]
  What changes will takes place to the level of imports and exports and foreign exchange rate of 

an economy when the domestic currency of a country appreciates in comparison to the foreign 
currency?

Question 10 [4]
  Explain the steps involved in calculation of National Income by Expenditure Method.
Question 11 [4]
  The Government decides to give budgetary incentives to investors for making investments in 

backward regions. Explain these possible incentives and reason for the same.
Question 12
  Reserve Bank of India (RBI) is the central bank of the country. RBI is a statutory body. It is responsible 

for the printing of currency notes and managing the supply of money in the Indian economy.
  It plays multi-facet role by executing multiple functions such as overseeing monetary policy, issuing 

currency, managing foreign exchange, working as a bank of government and as banker of scheduled 
commercial banks, among others. It also works for overall economic growth of the country.

 (i) When commercial banks fail to meet their financial requirements from other sources, the 
central bank provides them funds through discounting of approved securities and due to this 
central bank is said to be the ____________                                                    [1]

 (ii) Write name of Apex financial institution of India. State its two functions also. [2]
 (iii) Who issues the one-rupee notes and coins in the country?                                            [1]
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MODEL TEST PAPER – 3 (Unsolved)

SECTION A – 8 MARKS
Question 1
 (i) If the national income is `2800 crores and domestic income is `3000 crores, which of the 

following option will be correct? [1] 
 (a) Factor income from abroad ` 500 and factor income to abroad is ` 200. 
 (b) Factor income from abroad ` 400 and factor income to abroad is ` 600.
 (c) Factor income from abroad ` 600 and factor income to abroad is ` 400. 
 (d) Factor income from abroad ` 700 and factor income to abroad is ` 700.
 (ii) Which one of the following is used for credit creation:                                                    [1]
      (a) K = 1/LRR (b) K = 1/SLR (c) K = 1/Bank Rate (d) K = 1/Repo Rate 
 (iii) C = a + b (Y)                                                                                                                       [1]
 (a) The algebraic function of the level of investment expenditure 
 (b) The linear function of the level of consumption expenditure 
 (c) The algebraic function of the level of consumption expenditure
 (d) The algebraic function of the level of capital expenditure
 (iv) A car is purchased by Travel Agency, it will be regarded as a:  [1]
 (a) Capital Goods (b) Intermediate Goods (c) Final Goods (d) Both (a) and (c)
 (v) Higher the value of MPS, _____ is the value of multiplier.                                              [1]
 (vi) ________ (Revenue expenditure/Capital expenditure) is expenditure incurred for purposes other 

than creation of physical or financial assets of the central government. [1]
 (vii) GDPFC = GDPMP –   _____________________                                                              [1]
 (viii) State giving reason whether the following statement is true or false:                                    [1]
  Receipts of Post-Office Savings Accounts, National Savings Certificates, etc. are capital receipts.

SECTION B – 12 MARKS

Answer the following questions briefly.
Question 2 [2]
  What is meant by cash reserve ratio?
Question 3  [2]
  Explain the Capital Account of B.O.P.

Maximum Marks : 40
Time allowed: One and a half hour

Candidates are allowed an additional 10 minutes for only reading the paper.
They must NOT start writing during this time.

Answer all questions in Section A, Section B and Section C.
The intended marks for questions or parts of questions are given in brackets.[ ]
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Question 4 [2]
  “All producer goods are not capital goods”. Comment.
Question 5 [2]
  If MPC = 0.5, find change in income, if investment increases by `400 crore.
Question 6 [2]
  How does a central bank act as a lender of last resort? 

OR
  What will be the effects of - Government is giving incentives on exports on exchange rate of India.
Question 7 [2]
  What is meant by the following functions of the commercial bank:
 (i) Accepting Deposits (ii) Advancing Loans

SECTION C – 20 MARKS
Question 8 [4]
  Outline the steps taken in deriving saving curve from consumption curve with the help of diagram?

OR
  How does an initial increase in investment affect the level of final income of the economy? 

Show its working with a suitable numerical example.
Question 9 [4]
  Foreign exchange rate in India is on rise. What will be the impact of this is likely to have on 

exports and imports?
Question 10 [4]
  Write in brief the precautions to be taken in calculation of National Income by Value Added method.
Question 11 [4]
  Categorise the following into revenue expenditure and capital expenditure. Give reasons.
 (i) Grants to state governments (ii) Payment of salaries to staff of government hospitals.
 (iii) Purchase of cranes for the construction of flyovers.
 (iv) Repayment of loan from IMF.
Question 12 
  Domestic Money Supply Up 11.60% on Year
  India's total Money Supply (M3) stood at `1,78,04,885 crores as on October 23rd 2020, recording 

a rise of 11.60% over the same time last year. Currency with the public stood at `26,19,612, up 
21.2% over the year and other deposits with RBI `40,717 crores.

  Demand deposits with banks were up 10% at `16,25,734 crores. Time deposits with banks were 
also up 10% at `1,35,18,822 crores. The bank credit to commercial sector rose 5.2% on year to 
`1,09,99,604 crores.

 (i) What are the measures of money supply?                                                                       [1]
 (ii) What is high powered money?                                                                                        [2]
 (iii) What can be included in broad money?                                                                           [1]
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MODEL TEST PAPER – 4 (Unsolved)

SECTION A – 8 MARKS

Question 1
 (i) Value of output is obtained by: [1]
 (a) The sum of domestic sales and closing stock 
 (b) The sum of total sales and change in stock 
 (c) The sum of export sales and closing stock 
 (d) The difference of total sales and change in stock
 (ii) Credit control means                                                                                                        [1]
 (a) Contraction of credit only (b) Extension and contraction of money supply 
 (c) Extension of credit only  (d) Supply of money remains the same 
 (iii) The average propensity to consume is measured by:                                                         [1]
 (a) C/Y (b) C × Y (c) Y/C (d) C + Y
 (iv) Salary paid to a workers is an example of [1]
 (a) Transfer income  (b) Govt. revenue   (c) Factor payment   (d) None of these 
 (v) If the value of MPS is equal to zero, the value of investment multiplier will be ________.  [1]
 (vi) Capital Receipts can be classified as _____ creating and ____ creating capital receipts. [1]
  (vii) GDPFC = GDPMP – _____________________                                                                [1]
 (viii) State giving reason whether the following statement is true or false: [1]
  Defence services expenditure is capital expenditure.

SECTION B – 12 MARKS

Answer the following questions briefly.

Question 2 [2]
  What is meant by legal reserve requirements?

Question 3 [2]
  Explain the causes of disequilibrium in the B.O.P.

Question 4 [2]
  Differentiate between nominal GDP and real GDP?

Maximum Marks : 40
Time allowed: One and a half hour

Candidates are allowed an additional 10 minutes for only reading the paper.
They must NOT start writing during this time.

Answer all questions in Section A, Section B and Section C.
The intended marks for questions or parts of questions are given in brackets.[ ]
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Question 5 [2]
  If MPS is 0.2, how much new investment is required to make the national income rise by `600 

crore?
Question 6 [2]
  What do you mean by bank of issue?

OR
  What will be the effects of - Government is giving incentives on imports on exchange rate of India.
Question 7 [2]
  What is meant by the following functions of the commercialbank:
 (i) Discounting Bills of Exchange (ii) Agency Functions

SECTION C – 20 MARKS
Question 8 [4]
  Outline the steps taken in deriving consumption curve from saving curve with the help of diagram?

OR
  What do you understand by ‘parametric shift of a line’? How does a line shift when (i) its slope 

decreases and (ii) its intercept increases?
Question 9 [4]
  How depreciation of domestic currency in terms of US dollars will affect your cost of education, 

if you are planning to go to US for higher studies?
Question 10 [4]
  Write in brief the precautions to be taken in calculation of National Income by Expenditure 

method.
Question 11 [4]
  Classify the following statements as revenue receipts or capital receipts. Give valid reasons in 

support of your answer:
 (a) Financial help from a multinational corporation for victim in a flood affected area.
 (b) Sale of share of a Public Sector Undertaking (PSU) to a private company, Y ltd.
 (c) Dividend paid to the Government by the State Bank of India.
 (d) Borrowings from International Monetary Fund (IMF).
Question 12
  Commercial banks demand deposits are apart of money supply. Commercial banks lend money 

to the borrowers by opening demand deposit account in their names. The borrowers are free 
to use this money by writing cheques. According to definition demand deposits are a part of 
money supply. Therefore, by creating additional demand deposits bank creates money. Money 
creation depends on two factors: Primary deposits and legal reserve ratio. Deposit multiplier 1/
LRR, Total deposit creation = Initial deposit × 1/LRR.

 (i) What are the components of Money Supply?                                                                 [1]
 (ii) How does LRR influence the process of credit creation?                                             [2]
 (iii) Calculate the LRR if the initial deposit of `10,000 crores lead to a creation of total deposits 

of `100,000 crores?   [1]
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MODEL TEST PAPER – 5 (Unsolved)

SECTION A – 8 MARKS
Question 1
 (i) Which of the following would be the normal resident of India? [1]
 (a) An Indian working in an American Embassy in India.
 (b) An Indian working in Singapore branch of an Indian Bank.
 (c) A team of German engineers in India on official job for six months.
 (d) Five Afghan student pursuing law in India for last four years.
 (ii) Which of the following will increase the supply of money? [1]
 (a) Fall in bank rate   (b) Sale of securities in open market 
 (c) Increase in the cash reserve ratio (d) Increase in repo rate 
 (iii) The marginal propensity to consume is equal to: [1]
 (a) Total spending/total consumption (b) Total consumption/total income 
 (c) Change in consumption/change in income (d) Change in consumption/change in savings
 (iv) Income of the family is an example of which variable: [1]
 (a) Stock variable (b) Flow variable (c) Inventory  (d) None of these 
 (v) If the value of MPC is zero , then the value of multiplier is ____________. [1]
 (vi) ____________ is an example of a non-tax receipt. [1]
 (vii) GDPFC = NDPFC +   _____________________  [1]
 (viii) State giving reason whether the following statement is true or false: [1]
  Construction of flyovers is a revenue expenditure of the government.

SECTION B – 12 MARKS

Answer the following questions briefly.
Question 2 [2]
  What is the meaning of open market operations?
Question 3 [2]
  Differentiate between Current account and Capital account of BOP.
Question 4  [2]
  What is double counting? How can it be avoided?
Question 5  [2]
  As a result of increase in investment by `60 crores, National income rises by `240 crores. Calculate MPC.

Maximum Marks : 40
Time allowed: One and a half hour

Candidates are allowed an additional 10 minutes for only reading the paper.
They must NOT start writing during this time.

Answer all questions in Section A, Section B and Section C.
The intended marks for questions or parts of questions are given in brackets.[ ]
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Question 6 [2]
  Explain the ‘Medium of Exchange’ function of money?

OR
  What will be the effects of - Frequent visit to foreign countries is on rise on exchange rate of India.
Question 7 [2]
  What is meant by the following functions of the central bank:
 (i) Lender of last resort (ii) Banker’s Supervisor

SECTION C – 20 MARKS
Question 8 [4]
  Briefly explain the concept of “inflationary gap” with the help of a graph. Also explain the 

monetary measures to correct it.
OR

  “Economists are generally concerned about the rising Marginal Propensity to Save (MPS) in an 
economy”. Explain, why?

Question 9 [4]
  What changes will takes place to the level of imports and exports and foreign exchange rate of an 

economy when the domestic currency of a country depreciates in comparison to the foreign currency?
Question 10 [4]
  Write, in brief, the precautions to be taken in calculation of national income by income method.
Question 11 [4]
  In the Government of India’s budget, the Finance Minister proposed to raise the excise duty on 

cigarettes. He also proposed to increase income tax on individual earning more than `1 crore 
per annum. Identify and explain the types of taxes proposed by finance minister. What possible 
welfare objectives could the Government be considering?

Question 12 
  Borrowers who are facing salary cut/jobless due to the novel Corona Virus Pandemic situation 

and were looking for some reduction in their equated monthly installment (EMI) burden will 
have to wait a little longer. On the other hand, no change in policy rates means good news for 
fixed deposit (FDs) investors as banks may go slow on cutting interest rates on FDs.

 (i) What is repo rate?                                                                                                             [1]
 (ii) Why are borrowers looking for reduction in EMI? [2]
 (iii) How does repo rate affect EMI?   [1]

ANSWERS TO MODEL TEST PAPERS
Model Test Paper – 1 (Section – A)

(i) (b), (ii) (b), (iii) (d), (iv) (c), (v) C, consumption, (vi) Revenue receipts, (vii) NFIA (viii) False

Model Test Paper – 2 (Section – A)
(i) (c), (ii) (d), (iii) (c), (iv) (d), (v) higher, (vi) Capital Receipts, (vii) Net Indirect Taxes or Indirect Taxes – Subsidies, 
(viii) False

Model Test Paper – 3 (Section – A)
(i) (b), (ii) (a), (iii) (b), (iv) (d), (v) Lower, (vi) Revenue expenditure, (vii) Net Indirect Taxes (NIT) or Indirect 
Taxes – Subsidies, (viii) True

Model Test Paper – 4 (Section – A)
(i) (b), (ii) (b), (iii) (a), (iv) (c), (v) Not defined or infinity, (vi) Debt, Non-debt (vii) Net Indirect 
Taxes (NIT), (viii) False

Model Test Paper – 5 (Section – A)
(i) (a), (ii) (a), (iii) (c), (iv) (b), (v) One,1, (vi) Fee/Fines/penalty/Escheat (any other) (vii) Depreciation, (viii) False
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