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Preface
Dear Students and Teachers,

•	 It gives us immense pleasure to present this most comprehensive and exhaustive learning guide as 

a mentor for +2 Economics.

•	 This guide presents a combination of depth in concepts, wider coverage of textbook and stupendous 

quality of content. 

•	 We have taken enormous care for the presentation of direct and easy to understand and learn 

answers in very short, short and long answers.

•	 Additional questions section is having interesting elements in area of concept based / higher order / 

creating thinking.

•	 This guide is motivated by the desire that we and others should have to further the evolution in 

understanding of the core concepts in +2 Economics.

•	 The presentation of answers is short and straight to keep our guide as a brilliantly exceptional one 

from others.

•	 Ultimately, crucial most distinction of this guide is that tremendous efforts put to keep our most 

talented	Economics	teachers	to	have	satisfied	both	in	terms	of	quality	and	quantity	of	content.

“Exams are a test of our hard work, perseverance and diligence.

We are so sure that everybody would pass with flying colors,

Having Surya’s mentor in your hands.”

All the best!
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1 Unit 1 : Introduction to Macro Economics

UNIT

1
INTRODUCTION TO

 MACRO ECONOMICS

INTRODUCTION

MACRO ECONOMICS : MEANING

 Macro economics deals with aggregates such as national income, employment and 
output. Macro Economics is also known as ‘Income TheoJry’.

WHAT MACROECONOMICS IS ABOUT?

 The study of structure and performance of national economies and government policies 
that aect economic performance.

ISSUES ADDRESSED BY MACROECONOMISTS:

	 Long-run economic growth 	 Unemployment 

	 Business cycles 	 Inflation

	 The international economy
 

MACROECONOMIC POLICY AGGREGATION: 

 From microeconomics to macroeconomics.

MACRO ECONOMIC THEORY

Theory of 
consumption 

function

Theory of 
Investment

Theory of income 
and Employment

Theory of 
General Price 

level and 
inflation 

Theory of Fluctuations 
(or Business cycles)

The theory of Economic 
Growth

Open economy Macro 
economics Balance of 
Payments and Foreign 

Exchange 

SYSTEM OF ECONOMY

 An economy is referred to any system or area where economic activities are carried out. 
Each economy  has its own character. Accordingly, the functions or activities also vary. 

 There are three major types of economic systems. 
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CAPITALISM

 The system where the means of production are privately ownedand market determines 
the economic activities.

SOCIALISM 

 A way of organizing a society in which major economic activities are owned and 
controlled by the government rather than by individual people and companies 

MIXEDISM

 An ideology that mixes or combines the principles of Capitalism (Private Role) and 
Socialism (Nation Role) in an economy.

GLOBALISM

 An economic system where the economic activities of a nation are inter connected and 
inter dependent on each other nation.

CIRCULAR FLOW

 It shows flows of income, goods and services and factors of production between economic 
agents such as firms, households, government and nations.  

Factor
market

Government 
expenditure

Investment
demandProduct 

market

Rest of the 
world

Wages & rents
Household savings

Income taxes Gov. savings

intermediate 
demants

Sales
 revenue

Private
 cons.

Export 
receipts (x)

Import 
Payments

Foreign Savings

Domestic demand for final goods
(C + I + G)

Producers Households Government
Savings / 

Investment

Factor 
cost
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BOOK EXERCISE QUESTIONS - MULTIPLE CHOICE QUESTIONS

PART - A
1. The branches of the subject Economics is 

……….
 a) Wealth and welfare 
 b) production and consumption 
 c) Demand and supply 
 d) micro and macro 

2. Who coined the word ‘Macro’? 
 a) Adam Smith  b) J M Keynes 
 c) Ragnar Frisch  d) Karl Marx 

3. Who is regarded as Father of Modern 
Macro Economics? 

 a) Adam Smith  b) J M Keynes 
 c) Ragnar Frisch  d) Karl Marx 

4. Identify the other name for Macro 
Economics. 

 a) Price Theory  b) Income Theory 
 c) Market Theory  d) Micro Theory 

5. Macro economics is a study of 
___________________. 

 a) individuals b) firms
 c) a nation d) aggregates

6. Indicate the contribution of J M Keynes 
to economics. 

 a) Wealth of Nations  b) General Theory 
 c) Capital  d) Public Finance 

7. A steady increase in general price level is 
termed as_____________. 

 a) wholesale price index 
 b) Business Cycle 
 c) Inflation 
 d) National Income 

8. Identify the necessity of Economic 
policies. 

 a) to solve the basic problems 
 b) to overcome the obstacles 
 c) to achieve growth 
 d) all the above 

9. Indicate the fundamental economic 
activities of an economy. 

 a) Production and Distribution 
 b) Production and Exchange 
 c) Production and Consumption 
 d) Production and Marketing 

10. An economy consists of 
 a) Consumption sector 
 b) Production sector 
 c) Government sector 
 d) All the above 

11. Identify the economic system where only 
private ownership of production exists. 

 a) Capitalistic Economy 
 b) Socialistic Economy 
 c) Globalised Economy 
 d) Mixed Economy 

12. Economic system representing equality 
in distribution is _________. 

 a) Capitalism b) Globalism 
 c) Mixedism d) Socialism 

13. Who is referred as ‘Father of Capitalism’? 
 a) Adam Smith  b) Karl Marx 
 c) Thackeray  d) J M Keynes 
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14. The country following Capitalism is 
________________ .

 a) Russia  b) America 
 c) India  d) China 

15. Identify The Father of Socialism. 
 a) J M Keynes b) Karl Marx 
 c) Adam Smith d) Samuelson

16. An economic system where the economic 
activities of a nation are done both by 
the private and public together is termed 
as_____________. 

 a) Capitalistic Economy
 b) Socialistic Economy 
 c) Globalised Economy 
 d) Mixed Economy 

17. Quantity of a commodity accumulated at 
a point of time is termed as ____________.

 a) production  b) stock
 c) variable d) flow

18. Identify the flow variable. 
 a) money supply 
 b) assets
 c) income
 d) foreign exchange reserves 

19. Identify the sectors of a Two Sector 
Model. 

 a) Households and Firms 
 b) Private and Public 
 c) Internal and External 
 d) Firms and Government 

20. The Circular Flow Model that represents 
an open Economy. 

 a) Two Sector Model 
 b) Three Sector Model 
 c) Four Sector Model 
 d) All the above

Answers
1 2 3 4 5 6 7 8 9 10
d c b b d b c d c d

11 12 13 14 15 16 17 18 19 20
a d a b b d b c a c

PART - B

Answer the following questions in one or 
two sentences

21. Define Macro Economics. 

	The word ‘Macro’ is derived from the 
Greek word ‘Makros’ meaning ‘large’.

	Hence, Macro Economics is the study of 
the economy as a whole.

	In other words, macro economics 
deals with aggregates such as national 
income, employment and output.

	Macro Economics is also known as 
‘Income Theory’.

(Or)
	Macro Economics is a branch of 

economics that studies the behavior and 
performance of an economy as a whole.

	Macroeconomics studies the behavior 
and performance of an economy as 
a whole. It covers the functioning, 
performance and growth of an economy.

22. Define the term ‘Inflation’. 

	Inflation refers to steady increase in 
general price level.

	Estimating the general price level 
by constructing various price index 
numbers such as Wholesale Price Index, 
Consumer Price Index, etc, are needed.

23. What is meant by an ‘Economy’?

	The term economy has been defined 
by A. J. Brown as, “A system by which 
people earn their living.”

(Or)
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	J. R. Hicks defined as, “An economy is a 
cooperation of producers and workers 
to make goods and services that satisfy 
the wants of the consumers.” 

(Or)
	an economy is referred to any system 

or area where economic activities are 
carried out. Each economy has its own 
character. Accordingly, the functions or 
activities also vary. 

24. Classify the economies based on status 
of development. 

 1. Developedeconomies
 2. Underdevelopedeconomies
 3. Undevelopedeconomies
 4. developing economies

25. What do you mean by Capitalism? 
	Adam Smith is the ‘Father of Capitalism’.
	Capitalistic economy is also termed as a 

free economy (Laissez faire, in Latin) or 
market economy where the role of the 
government is minimum and market 
determines the economic activities.

(Or )
	The system where the means of 

production are privately ownedand 
market determines the economic 
activities.

26. Define ‘Economic Model’. 
	A model is a simplified representation 

of real situation.
	Economists use models to describe 

economic activities, their relationships 
and their behaviour.

	A model is an explanation of how the 
economy, or part of the economy, works.

27. ‘Circular Flow of Income’ - Define.
	The circular flow of income is a model 

of an economy showing connections 
between different sectors of an economy.

	It shows flows of income, goods and 
services and factors of production 
between economic agents such as firms, 
households, government and nations.

	The circular flow analysis is the basisof 
national accounts and macroeconomics.

PART - C

Answer the following questions in 
about a paragraph

28. State the importance of Macro 
Economics. 

i. There is a need to understand the 
functioning of the economy at the 
aggregate level to evolve suitable 
strategies and to solve the basic 
problems prevailing in an economy. 

ii. Understanding the future problems, 
needs and challenges of an economy 
as a whole is important to evolve 
precautionary measures. 

iii. Macro economics provides ample 
opportunities to use scientific 
investigation to understand the reality. 

iv. Macro economics helps to make 
meaningful comparison and analysis of 
economic indicators. 

v. Macro economics helps for better 
prediction about future and to 
formulate suitable policies to avoid 
economic crises, for which Nobel Prize 
in Economic Sciences is awarded.

29. Describe the different types of economic 
systems. 

 Economic System refers to the manner 
in which individuals and institutions are 
connected together to carry out economic 
activities in a particular area.

 It is the methodology of doing economic 

www.kalvikural.com



XII - Economics Surya

6 Unit 1 : Introduction to Macro Economics

activities to meet the needs of the society.

 There are three major types of economic 
systems. They are: 

 1. Capitalistic Economy (Capitalism), 

 2. Socialistic Economy (Socialism)and

 3. Mixed Economy (Mixedism)

	Capitalism and socialism are two 
extreme and opposite approaches.

	In capitalism, there is total freedom 
and private ownership of means of 
production.

	In socialism, there is no freedom for 
private and there is public ownership of 
means of production.

	Mixedism denotes the Co-existence of 
capitalism and socialism.

30. Outline the major merits of capitalism. 

1. Automatic Working:
 Without any government intervention, the 
economy works automatically.

2. Efficient Use of Resources: 
 All resources are put into optimum use. 

3. Incentives for Hard work: 
 Hard work is encouraged and entrepreneurs 
get more profit for more efficiency.

4. Economic Progress: 
 Production and productivity levels are very 
high in capitalistic economies.

5. Consumers Sovereignty: 
 All production activities are aimed at 
satisfying the consumers. 

6. Higher Rates of Capital Formation:
 Increase in saving and investment leads to 

higher rates of capital formation. 

7. Development of New Technology: 
 As profit is aimed at, producers invest on 
new technology and produce quality goods.

31. Indicate the demerits of socialism. 

1. Red-Tapism and Bureaucracy: 

 As decision are taken by government 
agencies, approval of many officials and 
movement of files from one table to other takes 
time and leads to red tapism.

2. Absence of Incentive: 

 The major limitation of socialism is that 
this system does not provide any incentive for 
efficiency. Therefore, productivity also suffers.

3. Limited Freedom of Choice:

 Consumers do not enjoy freedom of choice 
over the consumption of goods and services.

4. Concentration of Power: 

 The State takes all major decisions. The 
private takes no initiative in making economic 
decisions. Hence, the State is more powerful 
and misuse of power can also take place.

32. Enumerate the features of mixed 
economy. 

1.  Ownership of Property and Means of 
Production

 The means of production and properties 
are owned by both private and public. Public 
and Private have the right to purchase, use or 
transfer their resources. 

2. Coexistence of Public and Private Sectors

 In mixed economies, both private and 
public sectors coexist. Private industries 
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undertake activities primarily for profit. Public 
sector firms are owned by the government with 
a view to maximize social welfare. 

3. Economic Planning

 The central planning authority prepares 
the economic plans. National plans are drawn 
up by the Government and both private and 
public sectors abide. In general, all sectors 
of the economy function according to the 
objectives, priorities and targets laid down in 
the plan. 

4. Solution to Economic Problems

 The basic problems of what to produce, 
how to produce, for whom to produce and 
how to distribute are solved through the price 
mechanism as well as state intervention.

5. Freedom and Control

 Though private has freedom to own 
resources, produce goods and services and 
distribute the same, the overall control on the 
economic activities rests with the government.

33. Distinguish between Capitalism and 
Globalism. 

Ba
si

s o
f 

D
iff

er
en

ce

Capitalism Globalism

Te
rm

 co
in

ed
 b

y Adam Smith 
is the ‘Father 
of Capitalism’ 
(1776). Capitalistic 
economy is also 
termed as a free 
economy (Laissez 
faire, in Latin) or 
market economy

The term coined 
by Manfred D 
Steger (2002) to 
denote the new 
market ideology 
of globalisation

Ba
si

s o
f 

D
iff

er
en

ce

Capitalism Globalism

M
ea

ni
ng The system where 

the means of 
production are 
privately owned 
and market 
determines 
the economic 
activities.

An economic 
system where 
the economic 
activities of a 
nation are inter 
connected and 
inter dependent 
on each other 
nation.

Fe
at

ur
e The role of the 

government is 
minimum and 
market determines 
the economic 
activities.

Connects 
nations together 
through 
international 
trade and 
aiming at global 
development. 
This ideology 
is also termed 
as ‘Extended 
Capitalism’.

34. Briefly explain the two sector circular 
flow model. 

 There are only two sectors namely, 
household sector and firm sector. 

(i) Household Sector: The household sector 
is the sole buyer of goods and services, and 
the sole supplier of factors of production, 
i.e., land, labour, capital and organisation. 
It spends its entire income on the purchase 
of goods and services produced by the 
business sector. The household sector 
receives income from firm sector by 
providing the factors of production owned 
by it. 
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(ii) Firms: The firm sector generates its 
revenue by selling goods and services to 
the household sector. It hires the factors 
of production, i.e., land, labour, capital 
and organisation, owned by the household 
sector. The firm sector sells the entire 
output to households.

Goods and services

Factors for production

Consumer expenditure

Wages, rent, dividends
Households Firms

  In a two-sector economy, production 
and  sales  are  equal  and  there  will  be  
a circular  flow  of  income  and  goods. 

  The  outer  circle  represents  real  flow  
(factors  and goods) and the inner circle 
represents the   monetary   flow   (factor   
prices   and   commodity  prices). 

  Real  flow  indicates  the  actor  services  
flow  from  household  sector  to  the  
business  sector,  and  goods  and 
services flow from business sector to 
the household.

	The basic identities of the two-sector 
economy are as under:

Y = C + I

Where Y is Income; is Consumption ; I is 
investment

PART - D

Answer the following questions in one 
page

35. Discuss the scope of Macro Economics. 

 The study of macro economics has wide 
scope and it covers the major areas as follows 

i. National Income: 
 Measurement of national income and 
its composition by sectors are the basic aspects 
of macroeconomic analysis. The trends in 
National Income and its composition provide a 
long term understanding of the growth process 
of an economy. 

ii. Inflation: 
 Inflation refers to steady increase in 
general price level. Estimating the general 
price level by constructing various price index 
numbers such as Wholesale Price Index, 
Consumer Price Index, etc, are needed. 

iii. Business Cycle: 
 Almost all economies face the problem 
of business fluctuations and business cycle. 
The cyclical movements (boom, recession, 
depression and recovery) in the economy need 
to be carefully studied based on aggregate 
economic variables. 

iv. Poverty and Unemployment: 
 The major problems of most resource 
- rich nations are poverty and unemployment. 
This is one of the economic paradoxes. A clear 
understanding about the magnitude of poverty 
and unemployment facilitates allocation of 
resources and initiating corrective measures. 

v. Economic Growth: 
 The growth and development of an 
economy and the factors determining them 
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could be understood only through macro 
analysis. 

vi. Economic Policies: 
 Macro Economics is significant for 
evolving suitable economic policies. Economic 
policies are necessary to solve the basic 
problems, to overcome the obstacles and to 
achieve growth. 

36. Illustrate the functioning of an economy 
based on its activities. 

Introduction

 Economic System refers to the manner 
in which individuals and institutions are 
connected together to carry out economic 
activities in a particular area.
 The functioning of an economy by its 
activities is explained in the following flow 
chart.

Growth

Production Activity Consumption Activity

Exchange Activity

Supporting Economic and Non-
Economic Activities of an Economy

External Activities (Activities of other Economies) 

  In an economy, the fundamental 
economic activities are production and 
consumption. These two activities are 
supported by several other activities. 

  The ultimate aim of these activities is to 
achieve growth. 

  The ‘exchange activity’ supports the 
production and consumption activities. 
These activities are influenced by 
several economic and non-economic 
activities. 

  The major economic activities include 
transportation, banking, advertising, 
planning, government policy and 
others. 

  The major non-economic activities 
are environment, health, education, 
entertainment, governance, regulations 
etc. 

  In addition to these supporting 
activities, external activities from other 
economies such as import, export, 
international relations, emigration, 
immigration, foreign investment, 
foreign exchange earnings, etc. also 
influence the entire functioning of the 
economy. 

37. Compare the features of capitalism and 
socialism.

S. 
No

Features Capitalism Socialism

1.
Ownership 
of Means of 
Production

Private 
Ownership

Public 
Ownership

2.
Economic 
Motive

Profit
Social 
Welfare

3.
Solution 
of Central 
Problems

Free Market 
System

Central 
Planning 
System

4.
Government 
Role

Internal 
Regulation 
only

Complete 
Involvement
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5.
Income 
Distribution

Unequal Equal

6.
Nature of 
Enterprise

Private 
Enterprise

Government 
Enterprise

7.
Economic 
Freedom

Complete 
Freedom

Lack of 
Freedom

8.
Major 
Problem

Inequality Inefficiency

38. Compare the feature among Capitalism, 
Socialism and Mixedism. 

S. 

No
Features Capitalism Socialism Mixedism

1.

Ownership 

of Means of 

Production

Private 

Ownership

Public 

Ownership

Private 

Ownership 

and Public 

Ownership

2.
Economic 

Motive
Profit

Social 

Welfare

Social 

Welfare 

and Profit 

Motive

3.

Solution 

of Central 

Problems

Free Market 

System

Central 

Planning 

System

Central 

Planning 

System and 

Free Market 

System

4.
Government 

Role

Internal 

Regulation 

only

Complete 

Involvement

Limited 

Role

5.
Income 

Distribution
Unequal Equal

Less 

unequal

6.
Nature of 

Enterprise

Private 

Enterprise

Government 

Enterprise

Both 

Private 

and State 

Enterprises

7.
Economic 

Freedom

Complete 

Freedom

Lack of 

Freedom

Limited 

Freedom

8.
Major 

Problem
Inequality Inefficiency

Inequality 

and 

Ineffiency

Additional One Marks

1. The subject Economics is classified into 
two branches, namely, 

 a. Micro Economics and Minor 
Economics

 b. Micro Economics and Macro 
Economics.

 c. Positive and Normative economics
 d. Deductive and inductive 

economics 

2. Who was the Norwegian economist and 
co-recipient of the first Nobel Prize?

 a. JM Keynes b. JR Hicks
 c. Ragnar Frisch d. Adam Smith

3. Macroeconomics in its modern form, 
began with John Maynard Keynes 
and his book “The General Theory 
of Employment, Interest and Money” 
published in …..?

 a. 1936 b. 1963 c. 1935 d. 1937
4. Identify which is not a  subject matters 

covered in Macro Economics 
 a. employment
 b. national income
 c. inflation, 
 d. Profit maximization 

5. Inflation refers to steady ……………….. 
in general price level.

 a. decrease b. increase
 c. constant d. flat

6. The growth and development of an 
economy and the factors determining 
them could be understood only 
through………...

 a. macro analysis b. micro analysis
 c. positive analysis d. rational analysis
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7. Who defined the following statement for 
an economy? “A system by which people 
earn their living.”

 a. J. R. Hicks b. A. J. Brown
 c. J. S. Mill d. J.M. Keynes

8. Who defined the following statement 
for an economy? “An economy is a 
cooperation of producers and workers to 
make goods and services that satisfy the 
wants of the consumers.”

 a. A. J. Brown b. J. R. Hicks
 c. J. S. Mill d. J.M. Keynes

9. What supports the production and 
consumption activities?

 a. production activity
 b. consumption activity
 c. distribution activity
 d. exchange activity

10. Identify which of the following is not an 
external activity?

 a. import and export
 b. international relations
 c. emigration and immigration
 d. central bank policy

11. How the economy is divided based 
Nature of Functioning?

 a. Static and Dynamic Economies
 b. Developed and underdeveloped  

economies
 c. Capitalist and Socialist economics
 d. None of above

12. Identify which is not a part of 
classification of economy based on 
Status of Development.

 a. Mixed Economy
 b. Developed and underdeveloped  

economies
 c. Undeveloped economies
 d. Developing economies

13.  Identify which is not a part of 
classification of economy based on 
System of Activities.

 a. Capitalistic Economies
 b. Institutional Economies
 c. Socialistic Economies
 d. Mixed Economies

14. Identify which is not a part of 
classification of economy based on Level 
of National Income

 a. Foreign Income Economies
 b. Low Income Economies
 c. Middle Income Economies
 d. High Income Economies.

15. What is the term coined by Manfred D 
Steger (2002) to denote the new market 
ideology of globalisation that connects 
nations together through international 
trade and aiming at global development?

 a. Extended Capitalism
 b. Confined Capitalism
 c. Favourable Capitalism
 d. None of above

16. Identify which is not an example of 
capitalistic economy.

 a. The USA economy
 b. Germany economy
 c. Indian economy
 d. Australia economy

17. What is considered as the heart of any 
capitalistic economy?

 a. Sales mechanism
 b. Price mechanism
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 c. Demand mechanism
 d. Exchange mechanism

18. Which of the following system leads 
to leads to frequent violent economic 
fluctuations and crises?

 a. Free market system
 b. Restricted market system
 c. Black market system
 d. New market system

19. ……………… used in economic analysis 
are classified as stock and flow.

 a. Models b. Variables
 c. Charts d. Equations

20. How many models of circular flow of 
economy are there?

 a. One b. Three
 c. Five d. Two

21. From the households sectors receives the 
income?

 a. households sector
 b. government expenditure
 c. external sector
 d. firm sector

22. The firm sector generates its 
……………… by selling goods and 
services to the household sector.

 a. revenue b. sales
 c. expenditure d. cost

23. Pick basic composition of two sector of 
model of economy.

 a. Y = C + I + G + (X – M)
 b. Y = C + I + G
 c. Y = C + S
 d. Y = C + I 

24. Pick basic composition of three sector of 
model of economy.

 a. Y = C + I + G + (X – M)
 b. Y = C + I + G
 c. Y = C + S
 d. Y = C + I 

25. Pick basic composition of three sector of 
model of economy.

 a. Y = C + I + G + (X – M)
 b. Y = C + I + G
 c. Y = C + S
 d. Y = C + I 

26. What shows flows of income, goods 
and services and factors of production 
between economic agents such as firms, 
households, government and nations.

 a. Circular Flow
 b. Regular Flow
 c. Cost Flow
 d. Expenditure Flow

27. Assertion (A):   The term coined by 
Manfred D Steger (2002) to denote the 
new market ideology of globalization.

 Reason (R):  The ideology connects nations 
together through international trade and 
aiming at global development. 

Codes:
 a. Both (A) and (R) are true and (R) is the 

correct explanation of (A).
 b. Both (A) and (R) are true, but (R) is 

not the correct explanation of (A).
 c. (A) is true, but (R) is false.
 d. (A) is false, but (R) is true.

28. Assertion (A):  Each individual and 
organization produce only those goods 
which ensure high profit.

 Reason (R):  Profit is the driving force 
behind all economic activities in a 
capitalistic economy.

Codes:
 a. Both (A) and (R) are true and (R) is the 
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correct explanation of (A).
 b. Both (A) and (R) are true, but (R) is 

not the correct explanation of (A).
 c. (A) is true, but (R) is false.
 d. (A) is false, but (R) is true.

29. The government has a limited role in a 
capitalistic economy.

 The government provides basic services 
such as, defense, public health, education, 
etc.

Codes:
 a. Both (A) and (R) are true and (R) is the 

correct explanation of (A).
 b. Both (A) and (R) are true, but (R) is 

not the correct explanation of (A).
 c. (A) is true, but (R) is false.
 d. (A) is false, but (R) is true.

30. Planning is an integral part of a Capitalist 
economy.

 In socialist system, all decisions are 
undertaken by the central planning 
authority.

Codes:
 a. Both (A) and (R) are true and (R) is the 

correct explanation of (A).
 b. Both (A) and (R) are true, but (R) is 

not the correct explanation of (A).
 c. (A) is true, but (R) is false.
 d. (A) is false, but (R) is true.

31. Match the items in the List – I with items 
in List – II. Select the correct answer 
from the code given below :

List – I List – II
I. Ownership of Means 

of Production 
1.Free market 

System
II. Economic Motives 2.Private Ownership
III. Solution of Central 

Problems
3.Internal 

Regulation Only
IV. Government Role 4. Profit

Codes:
I II III IV

a 3 2 1 4
b 2 4 1 3
c 2 3 4 1
d 3 4 1 2

32. Identify which of following is not a 
feature of mixed economy?

 a. Coexistence of Public and Private 
Sectors

 b. Solution to Economic Problems
 c. Equality of Income
 d. Freedom and Control

33. Find the odd one out.

 a. C + I 
 b. C + I + G + (X – M)
 c. C + I + G
 d. (X – M)

34. Find the missing flow from households 
to government in the diagram.

Income Taxes

? Demand
Govt 

Purchases

Households Government Firms

Wages, dividends, interest, profits and rent

Purchases of goods and services

Social 
Transfers

 a. Revenue b. Fees
 c. Taxes d. None of the above

35. Given the chart, find the missing system 
of economy.

 a. Pure Mixed
 b. Capitalist Learning
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 c. Mixed Learning
 d. Marxist

36. Given the chart, find the missing activity 
of an economy.

Growth

Production Activity Consumption Activity

?

Supporting Economic and Non-
Economic Activities of an Economy

External Activities (Activities of other Economies) 

 a. Foreign Activity
 b. Excess Activity
 c. Exchange Activity
 d. Government Activity

37. Find the incorrect match.

a. Capitalistic Economy Capitalism

b. Command Economy Socialism

c. Socialistic Economy Globalism

d. Mixed Economy Mixedism

38. Which of the following is not a macro-
economic goal?

 a. Full Employment
 b. Price Stability
 c. Economic Security
 d. All of the above are macro economic 

goals

39. Assertion (A) :The major problems of 
most resource - rich nations are poverty 
and unemployment.

 Reason (R) :A clear understanding 
about the magnitude of poverty and 
unemployment facilitates allocation 
of resources and initiating corrective 
measures.

 a.  Both A and R are true and R is the 
correct explanation of A.

 b. Both A and R are true but R is not the 
correct explanation of A.

 c. A is true but R is false.
 d. A is false but R is true.

40. Assertion (A) :Economic System refers 
to the manner in which individuals 
and institutions are connected together 
to carry out economic activities in a 
particular area. 

 Reason (R) :It is the methodology of doing 
economic activities to meet the needs of 
the society.

 a. Both A and R are true and R is the 
correct explanation of A.

 b. Both A and R are true but R is not the 
correct explanation of A.

 c. A is true but R is false.
 d. A is false but R is true.

41. Assertion (A) :The means of production 
in a capitalistic economy are publicly 
owned. 

 Reason (R) :Manufacturers produce 
goods and services with profit motive.

 a. Both A and R are true and R is the 
correct explanation of A.

 b. Both A and R are true but R is not the 
correct explanation of A.

 c. A is true but R is false.
 d. A is false but R is true.
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42. Assertion (A) :Each individual and 
organization produce only those goods 
which ensure high profit.

 Reason (R) :Profit is the driving force 
behind all economic activities in a 
capitalistic economy.

 a. Both A and R are true and R is the 
correct explanation of A.

 b. Both A and R are true but R is not the 
correct explanation of A.

 c. A is true but R is false.

 d. A is false but R is true.

43. Assertion (A) :In a mixed economy, all 
the resources are owned and operated by 
the government. 

 Reason (R) :Public welfare is the main 
motive behind all economic activities in 
mixed economy.

 a. Both A and R are true and R is the 
correct explanation of A.

 b. Both A and R are true but R is not the 
correct explanation of A.

 c. A is true but R is false.

 d. Both A and R arefalse

44. Assertion (A) :National plans are drawn 
up by the Government and both private 
and public sectors abide.

 Reason (R) :The central planning 
authority prepares the economic plans. 

 a. Both A and R are true and R is the 
correct explanation of A.

 b. Both A and R are true but R is not the 
correct explanation of A.

 c. A is true but R is false.

 d. A is false but R is true.

45. In a free-market economy the allocation 
of resources is determined by: 

 a.  Votes taken by consumers

 b. A central planning authority 

 c. By consumer preferences

 d. The level of profits of firms

46. The interaction of individuals and firms 
in a market can be described as a ---------
-------- of money, goods and services and 
resources through product and factor 
markets. 

 a. Constant flow

 b. Stable flow

 c. Circular Flow

 d. Regular Flow

47. The simple circular flow model shows 
that: 

 a. Households are on the buying side of 
both product and resource markets. 

 b.  Businesses are on the selling side of 
both product and resource markets. 

 c. Households are on the selling side of 
the resource market and on the buying 
side of the product market. 

 d. Businesses are on the buying side of 
the product market and on the selling 
side of the resource market.

48. Which of the following is a limitation of 
the simple circular flow model? 

 a. Product markets are ignored.

 b. Resource markets are ignored. 

 c. The determination of product and 
resource prices is not explained. 

 d. Households are included, but not 
businesses.
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49. Which of the following statements 
regarding the circular-flow diagram is 
true? 

 a. If Vijay works for XYZ Solutions Ltd. 
and receives a salary payment, the 
transaction takes place in the market 
for goods and services. 

 b. If XYZ Solutions Ltd. sells a military 
aircraft, the transaction takes place in 
the market for factors of production. 

 c. None of these answers. 
 d. The factors of production are owned 

by households. 

50. In the circular-flow diagram, 
 a. Firms are sellers in the resource market 

and the product market. 
 b. Households are sellers in the resource 

market. 
 c.  Firms are buyers in the product market. 
 d. Spending on goods and services flow 

from firms to households. 

51. In the circular-flow diagram, 
 a. Spending on goods and services flow 

from firms to households. 
 b.  Goods and services flow from 

households to firms. 

 c. Factors of production flow from firms 
to households. 

 d. Income from factors of production 
flows from firms to households.

52. Which of the following could not be 
considered a major economic system?

 a. capitalism.

 b. communism.

 c. socialism.

 d. secularism.

53. Unlike a market economy, a command 
economy uses

 a. more centralized planning in economic 
decision making

 b. consumer sovereignty to make 
production decisions

 c.  its resources more efficiently

 d. price signals in economic decision 
making

54. Which of the following is a basic 
characteristic of Capitalism? 

 a. economic decisions occur in markets.

 b. income is distributed on the basis of 
“need.” 

 c. private ownership of property is illegal. 

 d. none of the above answers are correct.

55. The government may impose industrial 
safety regulations and occupational 
licensing requirements in which of the 
following economic systems? 

 a. laissez-faire economy 

 b. pure capitalism 

 c. mixed market economy

 d. macroeconomic system

56. For an economy consisting of households 
and businesses only, which of the 
following is consistent with the circular 
flow of income and production?

 a. Households are producers of goods and 
services and consumers of resources.

 b. Households are users of resources, and 
businesses are sources of saving.

 c. Households are suppliers of resources 
and consumers of goods and services.

 d. Businesses are users of taxes, and 
households are sources of taxes.
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57. With what kinds of topics does 
macroeconomics concern itself? 

 a. Economic activities of individual firms, 
households, and other organizations

 b. Forces of supply and demand in a 
particular market

 c. Consumer behavior and firms output 
decisions

d.  Aggregate economic phenomena like 
the rate of unemployment and inflation.

58. Match the correct codes

1 “The General Theory 
of Employment, 
Interest and Money” 

i A. J.  
Brown

2 Globalism The term 
coined by Manfred D 
Steger

ii 1936

3 The word ‘Macro’ 
is derived from the 
Greek word ‘Makros’ 
meaning

iii 2002

4 “A system by which 
people earn their 
living.”

iv Large

Codes 

 a. (1) – (i) (2) – (ii) (3) – (iv) (4) – (iii)

 b. (1) – (ii) (2) – (iii) (3) – (iv) (4) – (i)

 c. (1) – (iv) (2) – (iii) (3) – (i) (4) – (ii)

 d. (1) – (i) (2) – (ii) (3) – (iii) (4) – (iv)

59. Match the correct codes

1 Profit i Capitalism
2 Social Welfare ii Socialism
3 Social Welfare 

and Profit Motive
iii Capitalist 

Economy
4 Free Market 

System
iv Mixed 

Economy

Codes 

 a. (1) – (i) (2) – (ii) (3) – (iii) (4) – (iv)

 b. (1) – (ii) (2) – (iii) (3) – (iv) (4) – (i)

 c. (1) – (iv) (2) – (iii) (3) – (i) (4) – (ii)

 d. (1) – (i) (2) – (ii) (3) – (iv) (4) – (iii)

60. Match the correct codes

1 Govt. Internal 
Regulation only 

i Capitalism

2 Complete Involvement 
of Gov.t

ii Socialism

3 Limited Role of 
Government

iii Mixed 
Economy

4 Government Enterprise 
Naure

iv Capitalist 
Economy

Codes 

 a. (1) – (i) (2) – (ii) (3) – (iv) (4) – (iii)

 b. (1) – (ii) (2) – (iii) (3) – (iv) (4) – (i)

 c. (1) – (iv) (2) – (iii) (3) – (i) (4) – (ii)

 d. (1) – (i) (2) – (ii) (3) – (iii) (4) – (iv)

61. Match the correct codes

1 Y = C + I i Don’t exist
2 Y = C + I + G ii Two Sector
3 Y = C + I + G + ( 

X – M)
iii Three Sector

4 Y = C iv Four Sector

Codes 

 a. (1) – (i) (2) – (ii) (3) – (iv) (4) – (iii)
 b. (1) – (ii) (2) – (iii) (3) – (iv) (4) – (i)
 c. (1) – (iv) (2) – (iii) (3) – (i) (4) – (ii)
 d. (1) – (i) (2) – (ii) (3) – (iii) (4) – (iv)

62. Match the correct codes

1 Wages, dividends, 
interest, profits and 
rent

i Towards 
Government
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2 Purchases of goods 
and Service

ii Towards 
households

3 Taxes iii Towards firm
4 Social Transfer iv Towards 

house hold 

Codes 

 a. (1) – (i) (2) – (ii) (3) – (iv) (4) – (iii)
 b. (1) – (ii) (2) – (iii) (3) – (iv) (4) – (i)
 c. (1) – (iv) (2) – (iii) (3) – (i) (4) – (ii)
 d. (1) – (i) (2) – (ii) (3) – (iii) (4) – (iv)

Answers
1 2 3 4 5 6 7 8 9 10
b c a d b a b b d d

11 12 13 14 15 16 17 18 19 20
a a b 4 a c b a b b

21 22 23 24 25 26 27 28 29 30
d a d b a a a a b d

31 32 33 34 35 36 37 38 39 40
b c d c b c c d b a

41 42 43 44 45 46 47 48 49 50
d a d b c c c c d b

51 52 53 54 55 56 57 58 59 60
a d a a c c d b d a

61 62
b c

Additional Two Marks(Chapter 1)

1. Why Keynes is considered as the father 
of modern macro economics?

	Macroeconomics in its modern form, 
began with John Maynard Keynes 
and his book “The General Theory 
of Employment, Interest and Money” 
published in 1936.

	Keynes offered an explanation for 
fallout from the Great Depression, when 
goods remained unsold and workers 
unemployed.

	Hence, Keynes is regarded as the ‘Father 
of Modern Macro Economics’.

2. What are the subject matters of macro-
economic theory?

MACROEONOMIC THEORY

Capitalist Economy

Theory of Fluctuations 
(or Business Cycles)

Theory of 
Consumption 
function

Theory of 
Investment

The Theory 
of Economic 
Growth

Open economy 
Macroeconomics 
Balance of Payments and 
Foreigh Exchange

Theory of General Price 
level and Inflation

3. Mention some of stages of business cycle

Bu
sin

es
s c

on
di

tio
n Prosperity

Recession
Recovery

Depression

TimeO

i. Boom   ii. Recession

iii. Depression  iv. Recovery

4.  Mention any two limitations of macro 
economics.

 Macro economics suffers from certain 
limitations. They are: 

1. There is a danger of excessive generalisation 
of the economy as a whole.
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2. It assumes homogeneity among the 
individual units. 

3. There is a fallacy of composition. What is 
good of an individual need not be good 
for nation and viceversa. And, what is 
good for a country is not good for another 
country and at another time. 

4. Many non - economic factors determine 
economic activities; but they do not find 
place in the usual macroeconomic books.

5. Mention  the classification of based on 
Level of National Income.

1. Low Income

2. Middle Income

3. High Income Economies

6.  What are the major types of economic 
systems.

 There are three major types of economic 
systems.

 1. Capitalistic Economy (Capitalism), 

 2. Socialistic Economy (Socialism)and

 3. Mixed Economy (Mixedism)

7. Define Globalism

	The term coined by Manfred D Steger 
(2002) to denote the new market 
ideology of globalisation that connects 
nations together through international 
trade and aiming at global development.

	This ideology is also termed as 
‘Extended Capitalism’ or Globalism.

8. How is socialism defined?

	Socialism is defined as a way of 
organizing a society in which major 
industries are owned and controlled by 
the government.

	A Socialistic economy is also known 
as ‘Planned Economy’ or ‘Command 
Economy’.

9. What is mixed economy?
	In a mixed economy system both 

private and public sectors co-exist 
and work together towards economic 
development.

	It is a combination of both capitalism 
and socialism.

10. What are flow variables?
	Flow variables are measured over a 

period of time.
	National Income, imports, exports, 

consumption, production, investment 
etc are examples of flow variables.

11. Draw the circular flow of a three sector 
economy.

Income Taxes

Taxes DemandGovt 
Purchases

Households Government Firms

Wages, dividends, interest, profits and rent

Purchases of goods and services

Social 
Transfers

12. Write a short note on household sector 
of circular flow of national income.
	The household sector is the sole buyer 

of goods and services, and the sole 
supplier of factors of production, i.e., 
land, labour, capital and organisation.

	It spends its entire income on the 
purchase of goods and services 
produced by the business sector.

13. Write a short note on firm sector of 
circular flow of national income.
	The firm sector generates its revenue 

by selling goods and services to the 
household sector.
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	It hires the factors of production, i.e., 
land, labour, capital and organisation, 
owned by the household sector.

	The firm sector sells the entire output 
to households.

14. What are the compositions of a four 
sector model of economy?
i. Households

ii. Firms
iii. Government
iv. External Sector

15. What is business cycle?
   The  Business Cycle, also called 

as  Economic Cycle  refers to the periodic 
booms and slumps in the economic 
activities reflected by the fluctuations 
in the aggregate economic magnitudes, 
including employment, investment, total 
production, wages, bank credits, etc.

16. Expand the given equation :Y = C + I + G 
+ (X-M).

 Y = National Income
 C  = Consumption Expenditure
 I = Investment Expenditure
 G = Government Expenditure
    (X – M) = Net Exports

17. What is the main point that we are 
supposed to glean from the circular flow 
diagram?
	We are supposed to recognize that one 

person’s expenditure is someone else’s 
income.

18. Which are the four components of the 
macroeconomy?

 Macroeconomics focuses on four 
groups: households and firms (the private 
sector), the government (the public sector), 
and the rest of the world (the external sector).

19. Identify the following topics which are 
predominantly macroeconomic.

(a) Provision by firms of medical benefits 
for employees

(b)  The demand for coffee
(c)  Unemployment
(d)  The price of a government bond 

relative to the price of IBM stock
(e) Unemployment among economics 

professors
(f)  The business cycle
(g)  Consumption spending by the 

household sector
(h) Rent controls in New York
(i) Inflation
(j) The money supply 

Macro Economic topics are as follow,
(c) Unemployment
(f) The business cycle
(g)  Consumption spending by the 

household sector
(i) Inflation
(j) The money supply 

20. Mention the any three Socialist Learning 
economies

 North Korea China Venezuela

21. Mention the any three Capitalist Learning 
economies

	France 	Sweden
	United States 	Japan

22. Draw the chart depicting various systems 
of economy

Economic Systems
Pure Free Market 

Economy

Pure 
CompetitionCommunism

Pure Planned 
Economy

Example 
Countries:

North 
Korea

China 
Venezuela

France 
Sweden

United States 
Japan

Mixed Economies
Socialist 
Learning

Capitalist 
Learning
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Three Marks Additional Question

1. What are limitations from which Macro 
economics suffer?

 Macro economics suffers from certain 
limitations. They are: 

1. There is a danger of excessive 
generalisation of the economy as a whole. 

2. It assumes homogeneity among the 
individual units. 

3.  There is a fallacy of composition. What is 
good of an individual need not be good 
for nation and viceversa. And, what is 
good for a country is not good for another 
country and at another time. 

4. Many non - economic factors determine 
economic activities; but they do not find 
place in the usual macroeconomic books.

2. Draw the flow chart of Functioning of an 
Economy Based on Activities

Growth

Production Activity Consumption Activity

Exchange Activity

Supporting Economic and Non-
Economic Activities of an Economy

External Activities (Activities of other Economies) 

3. Write the basis how Economies can be 
classified into different types.

 1. Status of Development: Developed, 
underdeveloped, undeveloped and 
developing economies. 

 2. System of Activities: Capitalistic, 

Socialistic and Mixed Economies.
 3. Scale of Activities: Small and Large 

Economies. 
 4. Nature of Functioning: Static and 

Dynamic Economies. 
 5. Nature of Operation: Closed and Open 

Economies. 
 6. Nature of Advancement: Traditional 

and Modern Economies. 
 7. Level of National Income: Low Income, 

Middle Income and High Income 
Economies.

4. Explain are the Demerits of Capitalism

 1. Concentration of Wealth and Income: 
Capitalism causes concentration of 
wealth and income in a few hands and 
thereby increases inequalities of income. 

 2. Wastage of Resources: Large amount 
of resources are wasted on competitive 
advertising and duplication of products. 

 3. Class Struggle: Capitalism leads to class 
struggle as it divides the society into 
capitalists and workers. 

 4. Business Cycle: Free market system 
leads to frequent violent economic 
fluctuations and crises.

 5. Production of non essential goods: 
Even the harmful goods are produced if 
there is possibility to make profit.

5. What are the Merits of Socialism?

 1. Reduction in Inequalities: No one is 
allowed to own and use private property 
to exploit others.

 2. Rational Allocation of Resources: The 
central planning authority allocates the 
resources in a planned manner. Wastages 
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are minimised and investments are 
made in a pre planned manner.

 3. Absence of Class Conflicts: As 
inequalities are minimum, there is no 
conflict between rich and poor class. 
Society functions in a harmonious 
manner.

 4. End of Trade Cycles: Planning 
authority takes control over production 
and distribution of goods and services. 
Therefore, economic fluctuations can be 
avoided.

 5. Promotes Social Welfare: Absence of 
exploitation, reduction in economic 
inequalities, avoidance of trade cycles 
and increase in productive efficiency 
help to promote social welfare.

6. Draw the flow chart of four sector model.

The External 
Trade 

Sector of the 
Economy

The Domestic 
Ciruclar Flow 

of Income

Made up of

Households
Government

Firms

Imports

Income Taxes

Taxes DemandGovt 
Purchases

Households Government Firms

ExportsRest 
of the 
World

Wages, dividends, interest, profits and rent

Purchases of goods and services

Social 
Transfers

Additional Questions Five Marks

1. Explain the three sector model of 
economy with chart.

	In addition to household and firms, 
inclusion  of the government sector 
makes this model a three-sector  model.

	The government levies taxes on 
households and firms,purchases goods 

and services from firms, and receive 
factors of production from household 
sector.

	On the other hand, the government also 
makes social transfers such as pension, 
relief, subsidies to the households.

	Similarly, Government pays the firms 
for the purchases of goods and services.

	The Flow Chart illustrates three- sector 
economy model.

Income Taxes

Taxes DemandGovt 
Purchases

Households Government Firms

Wages, dividends, interest, profits and rent

Purchases of goods and services

Social 
Transfers

Under three sector model, national income 
(Y) is obtained by adding Consumption 
expenditure (C), Investment expenditure (I) 
and Government expenditure (G). 

Therefore:
Y = C + I + G

2. Explain the four sector model of economy 
with chart.

	In a four-sector economy, in addition 
households, firms and government, a 
fourth sector namely, external sector is 
included.

	In the real life, only four-sector economy 
exists. This model is composed of four 
sectors namely,

1. Households
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2. Firms
3. Government
4. External Sector

The external sector comprises exports and 
imports. It is illustrated in the Flow Chart.

The External 
Trade 

Sector of the 
Economy

The Domestic 
Ciruclar Flow 

of Income

Made up of

Households
Government

Firms

Imports

Income Taxes

Taxes DemandGovt 
Purchases

Households Government Firms

ExportsRest 
of the 
World

Wages, dividends, interest, profits and rent

Purchases of goods and services

Social 
Transfers

 In four-sector economy, expenditure 
for the entire economy include domestic 
expenditure (C+I+G) and net exports (X-M). 

Therefore,
Y = C + I + G + (X-M)

3. Discuss the features of Capitalist economy.

1. Private Ownership of Property and Law of 
Inheritance: 

 The basic feature of capitalism is that 
all resources namely, land, capital, machines, 
mines etc. are owned by private individuals. 
The owner has the right to own, keep, sell or 
use these resources according to his will. The 
property can be transferred to heirs after death.

2. Freedom of Choice and Enterprise: 

 Each individual is free to carry out any 
occupation or trade at any place and produce 
any commodity. Similarly, consumers are free 
to buy any commodity as per their choice.

3. Profit Motive: 

 Profit is the driving force behind all 
economic activities in a capitalistic economy. 
Each individual and organization produce 
only those goods which ensure high profit. 
Advance technology, division of labour, and 
specialisation are followed. The golden rule for 
a producer under capitalism is ‘to maximize 
profit.’

4. Free Competition: 

 There is free competition in both 
product and factor market. The government or 
any authority cannot prevent firms from buying 
or selling in the market. There is competition 
between buyers and sellers. 

5. Price Mechanism:

 Price mechanism is the heart of any 
capitalistic economy. All economic activities 
are regulated through price mechanism i.e, 
market forces of demand and supply. 

6. Role of Government: 

 As the price mechanism regulates 
economic activity, the government has a limited 
role in a capitalistic economy. The government 
provides basic services such as, defense, public 
health, education, etc. 

7. Inequalities of Income:

  A capitalist society is divided into two 
classes – ‘haves’ that is those who own property 
and ‘have-nots’ who do not own property and 
work for their living. The outcome of this 
situation is that the rich become richer and 
poor become poorer. Here, economic inequality 
goes on increasing.
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4. Explain the concepts of macro economics.

 The important concepts used in macro economics are presented below:

	Stock and Flow Variables :Variables used in economic analysis are classified as stock and 
flow. Both stock and flow variables may increase or decrease with time.

	Stock :refers to a quantity of a commodity measured at a point of time. In macro economics, 
money supply, unemployment level, foreign exchange reserves, capital etc are examples of 
stock variables. 

	Flow variables :are measured over a period of time. National Income, imports, exports, 
consumption, production, investment etc are examples of flow variables. 

	Economic Models :A model is a simplified representation of real situation. Economists use 
models to describe economic activities, their relationships and their behaviour. A model is 
an explanation of how the economy, or part of the economy, works. Most economic models 
are built with mathematics, graphs and equations, and attempt to explain relationships 
between economic variables. The commonly used economic models are the supply-
demand models and circular flow models and Smith models.

www.kalvikural.com



XII - Economics Surya

25 Unit 2 : National Income

UNIT

2 National Income

INTRODUCTION

NATIONAL INCOME : MEANING

 National Income means the total money value of all final goods and services produced 
in a country during a particular period of time (one year).

IMPORTANCE OF NATIONAL INCOME ESTIMATES:

	Indicator of Economic Progress; 	 Significance for Trade Unions;

	 Measure of Economic Growth; 	 Knowledge of Structural Changes;

	 Comparison with other Countries; 	 Signification for Economic Analysis, 
etc.

	Significance in Business Policy Making;

ACCOUNTING YEAR:

 The financial year which the flow of income in an economy is recorded.

FINAL GOODS:

 Goods which directly satisfies human wants.

INTERMEDIATE GOODS: 

 Goods which are used in the production process to produce other goods.

PER CAPITA INCOME:

 This is the average income of the citizens of a country obtained after dividing national 
income by living population.

SUBSIDIES: 

 economic assistance given to the producing unit by the state for compensating the cost 
of product so that it is available to consumers at affordable prices.

AGGREGATES RELATED TO NATIONAL INCOME:

 Gross National Product (GNP), Net National Product (NNP), Gross and Net Domestic 
Product (GDP and NDP) – at market price, at factor cost; National Disposable Income (gross 
and net), Private Income, Personal Income and Personal Disposable Income; Real and Nominal 
GDP.
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TERM AND THEIR EQUATIONS

Gross Domestic Product at Market Price (GDPMP); GDPMP = C + I + G

Gross Nation Product at Market Price (GNPMP);GNPMP = GDPMP + NFIA   

Net Domestic Product at Market Price (NDPMP); NDPMP = GDPMP – D

Net Nation Product at Market Price (NNPMP); NNPMP = GNPMP – D

Gross Domestic Product at Factor Cost (GDPFC); GDPFC = Domestic Factor Income 
+ Consumption of Fixed 
Capital

Or 

GDPFC = GDPMP – IT + S

Gross Nation Product at Factor Cost (GNPFC); GNPFC = GNPMP – IT + S

Or
 GNPFC = Domestic Factor Income + NFIA + Consumption of fixed capital.

Net Domestic Product at Factor Cost (NDPFC); NDPFC = NDPMP – IT + S

Net Nation Product at Factor Cost (NNPFC); NNPFC = NDPFC + NFIA

Or
NNPFC = Net Domestic Income + NFIA

Personal Income; Personal Income = Private Income – Corporate Taxes – Corporate Savings

Personal Disposable Income = Personal Income – (Direct Taxes + Fines, Fees, etc. + Social Security 
Contributions by Employees)

Net National Disposable Income = National Income + Net Indirect Taxes + Net Capital Transfers 
from the rest of the World

Gross Domestic Saving = Personal Savings + Private Corporate Savings + Public Savings.

PCI = (National Income (NNPat Factor Cost))/Population

GDP Deflator = (Nominal GDP)/(Real GDP)× 100

VARIOUS METHODS / APPROACHES OF CALCULATION OF NATIONAL INCOME
GDP - By Sum of Spending, Factor Incomes or Output

GDP Expenditure GDP (Factor Incomes ) GDP (Value of Output)
•	 consumption
•	 Government spending
•	 Investment spending
•	 Change in value of STOCKS
•	 Exports
•	 Imports
•	 = GDP (known as aggregate 

demand)

•	 Income form peopple in 
jobs and in self employment 
(e.g wages and salaries)

•	 Profits of private sector 
businesses

•	 Rent income from the  
ownership of land

•	 Value added from each 
of the main economic 
sectors

•	 These sectors are 
•	 Primary
•	 Secondary 
•	 Manufacturing
•	 Quaternary
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BOOK EXERCISE QUESTIONS - MULTIPLE CHOICE QUESTIONS

PART - A

1. Net National product at factor cost is 
also known as 

 (a) National Income 

 (b) Domestic Income

 (c) Per capita Income 

 (d) Salary. 

2. Primary sector is ………………….. 

 (a) Industry  (b) Trade 

 (c) Agriculture  (d) Construction. 

3. National income is measured by using 
……….. methods.  

 (a) Two  (b) Three

 (c) Five  (d) Four 

4. Income method is measured by summing 
up of all forms of ……………

 (a) Revenue  (b) Taxes 

 (c) expenditure (d) Income

5. Which is the largest figure? 

 (a) Disposable income 

 (b) Personal Income 

 (c) NNP 

 (d) GNP

6. Expenditure method is used to estimate 
national income in ………….. 

 (a) Construction sector

 (b) Agricultural Sector 

 (c) Service sector

 (d) Banking sector 

7. Tertiary sector is also called as ………. 
sector 

 (a) Service  (b) Income

 (c) Industrial (d) Production

8. National income is a measure of the 
……… performance of an economy. 

 (a) Industrial (b) Agricultural

 (c) Economic (d) Consumption 

9. Per capita income is obtained by dividing 
the National income by ………… 

 (a) Production

 (b) Population of a country

 (c) Expenditure

 (d) GNP 

10. GNP = ………. + Net factor income from 
abroad. 

 (a) NNP (b) NDP 

 (c) GDP (d) Personal income 

11. NNP stands for ………. 

 (a) Net National Product

 (b) National Net product

 (c) National Net Provident

 (d) Net

12. ……… is deducted from gross value to 
get the net value. 

 (a) Income (b) Depreciation

 (c) Expenditure (d)Value of final goods 

www.kalvikural.com



XII - Economics Surya

28 Unit 2 : National Income

13. The financial year in India is …… 

 (a) April 1 to March 31 

 (b) March 1 to April 30 

 (c) March 1 to March 16

 (d) January 1 to December 31

14. When net factor income from abroad is 
deducted from NNP, the net value is 

 (a) Gross National Product 

 (b) Disposable Income

 (c) Net Domestic Product

 (d) Personal Income 

15. The value of NNP at production point is 
called …… 

 (a) NNP at factor cost 

 (b) NNP at market cost

 (c) GNP at factor cost

 (d) Per capita income

16. The average income of the country is …. 

 (a) Personal Income

 (b) Per capita income

 (c) Inflation Rate

 (d) Disposal Income 

17. The value of national income adjusted 
for inflation is called ….

 (a) Inflation Rate 

 (b) Disposal Income

 (c) GNP

 (d) Real national income

18. Which is a flow concept ? 

 (a) Number of shirts

 (b) Total wealth

 (c) Monthly income

 (d) Money supply 

19. PQLI is the indicator of ……………… 

 (a) Economic growth

 (b) Economic welfare

 (c) Economic progress

 (d) Economic development 

20. The largest proportion of national 
income comes from ……. 

 (a) Private sector

 (b) Local sector

 (c) Public sector

 (d) None of the above

Answers
1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20
a c b d d a a c b c a b a c a b c c b a
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PART - B

Answer the following questions in one or two sentences

21. Define National Income. 

 According to Alfred Marshall, “The labour and capital of a country acting on its natural 
resources produce annually a certain net aggregate of commodities, material and immaterial 
including services of all kinds. This is the true net annual income or revenue of the country or 
national dividend”

22. Write the formula for calculating GNP. 

 GNP at Market Prices  = GDP at Market Prices + Net Factor income from Abroad.

23. What is the difference between NNP and NDP?

Basis of Difference NNP NDP

Meaning

Net National Product refers to 
the value of the net output of the 
economy during the year. NNP is 
obtained by deducting the value 
of depreciation, or replacement 
allowance of the capital assets from 
the GNP.

NDP is the value of net output of 
the economy during the year. Some 
of the country’s capital equipment 
wears out or becomes outdated each 
year during the production process.

Formula
NNP = GNP – depreciation 
allowance.

Net Domestic Product = GDP - 
Depreciation. 

 

24. Trace the relationship between GNP and NNP. 

Basis of Relationship GNP NNP

At Market price

GNP is the total measure of the 
flow of final goods and services 
at market value resulting from 
current production in a country 
during a year, including net 
income from abroad.

Net National Product refers to 
the value of the net output of the 
economy during the year. NNP is 
obtained by deducting the value 
of depreciation, or replacement 
allowance of the capital assets from 
the GNP.

Formula
GNP at Market Prices = GDP at 
Market Prices + Net Factor income 
from  Abroad.

NNP = GNP – depreciation 
allowance.
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25. What do you mean by the term ‘Personal Income’? 

	Personal income is the total income received by the individuals of a country from all 
sources before payment of direct taxes in a year.

	Personal income is never equal to the national income, because the former includes the 
transfer payments whereas they are not included in national income.

	 Personal Income = National Income – (Social Security Contribution and undistributed 
corporate profits) +Transfer payments

26. Define GDP deflator.  

	 GDP deflator is an index of price changes of goods and services included in GDP.

	It is a price index which is calculated by dividing the nominal GDP in a given year by the 
real GDP for the same year and multiplying it by 100.

GDP deflator  = Nominal GDP
Real GDP

 × 100

27. Why is self-consumption difficult in measuring national income?

	 Farmers keep a large portion of food and other goods produced on the farm for self-
consumption.

	 The problem is whether that part of the produce which is not sold in the market can be 
included in national income or not.

PART - C

Answer the following questions in one Paragraph.

28. Write a short note on per capita income. 

	The average income of a person of a country in a particular year is called Per Capita 
Income. Per capita income is obtained by dividing national income by population.

	Per Capita income = National Income /  Population.

29. Differentiate between personal and disposable income. 

Basis of 
Difference

Personal Income Disposable Income

Meaning

Personal income is the total income 
received by the individuals of a country 
from all sources before payment of 
direct taxes in a year.

Disposable Income is also known as 
Disposable personal income. It is the 
individuals income after the payment 
of income tax.
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Basis of 
Difference

Personal Income Disposable Income

Implication

Personal income is never equal to 
the national income, because the 
former includes the transfer payments 
whereas they are not included in 
national income.

This is the amount available for 
households for consumption.

Formula

Personal Income = National Income 
– (Social Security Contribution and 
undistributed corporate profits) + 
Transfer payments

Disposable Income = Personal income 
– Direct Tax. As the entire disposable 
income is not spent on consumption, 
Disposal income = consumption + 
saving.

30. Explain briefly NNP at factor cost.  
	NNP refers to the market value of output.
	Whereas NNP at factor cost is the total of income payment made to factors of production.
	Thus from the money value of NNP at market price or NNI, we deduct the amount of 

indirect taxes and add subsidies to arrive at the net national income at factor cost.
	NNP at factor cost = NNP at Market prices – Indirect taxes + Subsidies.

31. Give short note on Expenditure method. 
	Under this method, the total expenditure incurred by the society in a particular year is 

added together.
	To calculate the expenditure of a society, it includes personal consumption expenditure, 

net domestic investment, government expenditure on consumption as well as capital 
goods and net exports.

Symbolically,
 GNP = C + I + G + (X-M)
 C - Private consumption expenditure
 I - Private Investment Expenditure
 G - Government expenditure
 X-M = Net exports

32. What is the solution to the problem of double counting in the estimation of national 
income? 
	To avoid double counting, either the value of the final output should be taken into the 

estimate of GNP or the sum of values added should be taken.
	Double counting is to be avoided under value added method.

25. What do you mean by the term ‘Personal Income’? 

	Personal income is the total income received by the individuals of a country from all 
sources before payment of direct taxes in a year.

	Personal income is never equal to the national income, because the former includes the 
transfer payments whereas they are not included in national income.

	 Personal Income = National Income – (Social Security Contribution and undistributed 
corporate profits) +Transfer payments

26. Define GDP deflator.  

	 GDP deflator is an index of price changes of goods and services included in GDP.

	It is a price index which is calculated by dividing the nominal GDP in a given year by the 
real GDP for the same year and multiplying it by 100.

GDP deflator  = Nominal GDP
Real GDP

 × 100

27. Why is self-consumption difficult in measuring national income?

	 Farmers keep a large portion of food and other goods produced on the farm for self-
consumption.

	 The problem is whether that part of the produce which is not sold in the market can be 
included in national income or not.

PART - C

Answer the following questions in one Paragraph.

28. Write a short note on per capita income. 

	The average income of a person of a country in a particular year is called Per Capita 
Income. Per capita income is obtained by dividing national income by population.

	Per Capita income = National Income /  Population.

29. Differentiate between personal and disposable income. 

Basis of 
Difference

Personal Income Disposable Income

Meaning

Personal income is the total income 
received by the individuals of a country 
from all sources before payment of 
direct taxes in a year.

Disposable Income is also known as 
Disposable personal income. It is the 
individuals income after the payment 
of income tax.
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	Any commodity which is either raw 
material or intermediate good for the 
final production should not be included.

	For example, value of cotton enters 
value of yarn as cost, and value of yarn 
in cloth and that of cloth in garments.

	At every stage value added only should 
be calculated.

33. Write briefly about national income and 
welfare 
	National Income is considered as an 

indicator of the economic wellbeing of 
a country.

	The economic progress of countries is 
measured in terms of their GDP per 
capita and their annual growth rate.

	A country with a higher per capita 
income is supposed to enjoy greater 
economic welfare with a higher standard 
of living.

	But the rise in GDP or per capita income 
need not always promote economic 
welfare.

34. List out the uses of national income. 

i. To know the relative importance of the 
various sectors of the economy and 
their contribution towards national 
income

ii. To formulate the national policies such 
as monetary policy, fiscal policy and 
other policies

iii. To formulate planning and evaluate 
plan progress

iv. To build economic models both in 
short - run and long - run.

v. To make international comparison, 
inter - regional comparison and inter - 
temporal comparison of growth of the 
economy during different periods.

vi. To know a country’s per capita income 
which reflects the economic welfare of 
the country

vii. To know the distribution of income for 
various factors of production in the 
country.

viii. To arrive at many macro economic 
variables like Tax – GDP ratio.

PART - D

Answer the following questions in 
about a page.

35. Explain the importance of national 
income.

 National income is of great importance for 
the economy of a country. Nowadays the 
national income is regarded as accounts of 
the economy, which are known as social 
accounts. 

It enables us,
9. To know the relative importance of the 

various sectors of the economy and their 
contribution towards national income; 
from the calculation of national income, 
we could find how income is produced, 
how it is distributed, how much is spent, 
saved or taxed.

10. To formulate the national policies such as 
monetary policy, fiscal policy and other 
policies; the proper measures can be 
adopted to bring the economy to the right 
path with the help of collecting national 
income data.

11. To formulate planning and evaluate plan 
progress; it is essential that the data 
pertaining to a country’s gross income, 
output, saving and consumption from 
different sources should be available for 
economic planning.

12. To build economic models both in short - 
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run and long - run.
13. To make international comparison, inter - 

regional comparison and inter - temporal 
comparison of growth of the economy 
during different periods.

14. To know a country’s per capita income 
which reflects the economic welfare of 
the country (Provided income is equally 
distributed)

15. To know the distribution of income for 
various factors of production in the 
country.

16. To arrive at many macro economic 
variables namely, Tax – GDP ratio, Current 
Account Deficit - GDP ratio, Fiscal Deficit 
- GDP ratio, Debt - GDP ratio etc.

36. Discuss the various methods of estimating 
the national income of a country.

Introduction
	National Income can be computed at 

any of three levels, viz., production, 
income and expenditure.

	Accordingly, there are three methods 
that are used to measure national 
income.

1. Production or value added method
2. Income method or factor earning method
3. Expenditure method And if these methods 
are done correctly, the following equation must 
hold

Output = Income = Expenditure

1 Product Method
 Product method measures the output of 
the country. It is also called inventory method.
 Under this method, the gross value of 
output from different sectors like agriculture, 
industry, trade and commerce, etc., is obtained 

for the entire economy during a year. The value 
obtained is actually the GNP at market prices. 
Care must be taken to avoid double counting.
Steps Involved
 The value of the final product is derived 
by the summation of all the values added in the 
productive process. To avoid double counting, 
either the value of the final output should be 
taken into the estimate of GNP or the sum of 
values added should be taken.
Precautions
1. Double counting is to be avoided under 

value added method.
2. The value of output used for self 

consumption should be counted while 
measuring national income.

3. In the case of durable goods, sale and 
purchase of second hand goods (for 
example pre owned cars) should not be 
included.

2. Income Method (Factor Earning Method)
 This method approaches national 
income from the distribution side. Under 
this method, national income is calculated by 
adding up all the incomes generated in the 
course of producing national product.
Steps involved
1. The enterprises are classified into various 

industrial groups.
2. Factor incomes are grouped under labour 

income, capital income and mixed income.
i) Labour income - Wages and salaries, fringe 

benefits, employer’s contribution to social 
security.

ii) Capital income – Profit, interest, dividend 
and royalty iii) Mixed income – Farming, 
sole proprietorship and other professions.

3. National income is calculated as domestic 
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factor income plus net factor incomes 
from abroad. In short,

Y = w + r + i + π + (R-P)

w = wages, r = rent, i = interest, π = profits,
Precautions
Items not to be included
1. Transfer payments are not to be included 

in estimation of national income
2. The receipts from the sale of second hand 

goods should not be treated as part of 
national income

3. Windfall gains such as lotteries are also 
not to be included

4. Corporate profit tax should not be 
separately included

Items to be included
1. Imputed value of rent for self occupied 

houses or offices is to be included.
2. Imputed value of services provided by 

owners of production units (family labour) 
is to be included.

37. What are the difficulties involved in the 
measurement of national income?

1  Transfer payments
 Government makes payments in the 
form of pensions, unemployment allowance, 
subsidies, etc. These are government 
expenditure. But they are not included in the 
national income. Because they are paid without 
adding anything to the production processes.

2 Difficulties in assessing depreciation 
allowance

 The deduction of depreciation allowances, 
accidental damages, repair and replacement 
charges from the national income is not an easy 
task. It requires high degree of judgment to assess 

the depreciation allowance and other charges.
3. Unpaid services
 A housewife renders a number of useful 
services like preparation of meals, serving, 
tailoring, mending, washing, cleaning, bringing 
up children, etc. She is not paid for them and 
her services are not directly included in national 
income. Such services performed by paid servants 
are included in national income.

4 Income from illegal activities
 Income earned through illegal activities 
like gambling, smuggling, illicit extraction of 
liquor, etc., is not included in national income.

5 Production for self-consumption and 
changing price

 Farmers keep a large portion of food 
and other goods produced on the farm for self 
consumption. The problem is whether that part 
of the produce which is not sold in the market 
can be included in national income or not.

6 Capital Gains
 The problem also arises with regard to 
capital gains. Capital gains arise when a capital 
asset such as a house, other property, stocks or 
shares, etc. is sold at higher price than was paid 
for it at the time of purchase. Capital gains are 
excluded from national income.

7 Statistical problems
 There are statistical problems, too. 
Great care is required to avoid double counting. 
Statistical data may not be perfectly reliable, 
when they are compiled from numerous sources.

38. Discuss the importance of social 
accounting in economic analysis.

National Income and Social Accounting
	National income is also being measured 

by the social accounting method.
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	Under this method, the transactions 
among various sectors such as firms, 
households, government, etc., are 
recorded and their interrelationships 
traced.

	Social Accounting and Sector Under 
this method, the economy is divided 
into several sectors. 

	A sector is a group of individuals or 
institutions having common interrelated 
economic transactions.

The economy is divided into the following 
sectors
 (i) Firms, (ii) Households, (iii) Government, 
(iv) Rest of the world and (v) Capital sector.

The Importance of social accounting are as 
follows:
(1) In Classifying Transactions:
 Economic activity in a country involves 
innumerable transactions relating to buying 
and selling, paying and receiving income, 
exporting and importing, paying taxes, etc. 
The great merit of social accounting lies in 
classifying and summarising these different 
kinds of transactions properly, and deriving 
from such aggregates.

(2) In Understanding Economic Structure:
 Social accounting helps us to understand 
the structure of the body economic. 

(3) In Understanding Different Sectors and 
Flows:

 Social accounts throw light on the 
relative importance of the different sectors and 
flows in the economy. They tell us whether 
the contribution of the production sector, the 
consumption sector, the investment sector or 
the rest of the world sector is greater than the 
other sectors in the national accounts.

(4) In Clarifying Relations between 
Concepts:

 Social accounts help in clarifying the 
relationships between such related concepts as 
net national product at factor cost and gross 
national product at market prices.

(5) In Guiding the Investigator:
 Social accounts are a guide for the 
economic investigator by indicating the type of 
data which might be collected for analysing the 
behaviour of the economy. 

(6) In Explaining Trends in Income 
Distribution:

 Variations in the components of social 
accounts are a guide to the trends in income 
distribution within the economy.

(7)  In Explaining Movements in GNP:
 Movements in gross national product 
valued at constant prices and expressed per 
head of population indicate changes in the 
standard of living. 

(8) Provide a Picture of the Working of 
Economy:

 Social accounts provide an ex post 
picture of the working of the economy. Social 
accounts ensure consistency of forecasts, both 
internally and in relation to other known facts.”

(9)  In Explaining Interdependence of 
Different Sectors of the Economy:

 Social accounts also provide an insight 
into the interdependence of the different 
sectors of the economy. This can be known 
from a study of the matrix of social accounts.

(10) In Estimating Effects of Government 
Policies:

 The importance of social accounts lies 
in estimating the effects of government policies 
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on different’ sectors of the economy and in 
formulating new policies in keeping with 
changes in economic conditions, as revealed by 
national income accounts.

Additional One marks

1. Who was the Nobel laureate first 
introduced the concept of national 
income? 

 a. Quasney b. Keynes
 c. Simon Kuznets d. Adam Smith

2. ……………… means the total money 
value of all final goods and services 
produced in a country during a particular 
period of time.

 a. State Revenue
 b. National Income
 c. Local Expenditure 
 d. International Income

3. Find who said the following statement? 
“The labour and capital of a country 
acting on its natural resources produce 
annually a certain net aggregate of 
commodities, material and immaterial 
including services of all kinds”

 a. Adam Smith b. Alfred Marshall
 c. Lionel Robins d. Ricardo

4. (X – M) is net export which can 
be……….? 

 a. positive or negative
 b. positive
 c. negative
 d. none of the above

5. Which of the following includes five 
types of final goods and services?

 a. GNP b. GDP

 c. NDP d. NNP

6. Find the missing term in the following 
equation.

 NNP at factor cost = NNP at Market prices 
–…………………+ Subsidies.

 a. Direct taxes 
 b. Income of residents
 c. Income of residents abroad
 d. Indirect taxes

7. Personal income is derived from national 
income by ………….undistributed 
corporate profit, and employees’ 
contributions to social security schemes 
and adding transfer payment.

 a. adding b. deducting
 c. multiplying d. subtracting

8. Disposable Income is also known 
as……………..?

 a. Disposable private income
 b. Disposable personal income
 c. Deductible personal income
 d. None of the above

9.  Which of the following amount is 
available for households for their 
consumption?

 a. Disposable Income
 b. Personal Income
 c. Percapita Income
 d. None of above

10. GDP deflator is an ………………..of 
goods and services included in GDP

 a. index of cost changes
 b. index of GDP growth
 c. index of price changes
 d. index of wages
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11. Find the odd one out.
 a. Production or value added method
 b. Deductive method
 c. Income method or factor earning  

method 
 d. Expenditure method
12. Double counting is to be avoided 

under…………..

 a. product method
 b. value added method
 c. income method
 d. expenditure method

13. In the context of Labour income, which 
of the following is wrong?

 a. Wages and salaries
 b. fringe benefits
 c. employer’s contribution to social  

security
 d. state insurance

14. Given the equation, which of the 
following is wrong? Y = w + r + i + π + 
(R-P)

 a. w = wages b. r = rent,
 c. i = interest d. π = income

15. Windfall gains such as lotteries are also 
not to be included as they do not represent 
receipts from any ……………….. 
productive activity.

 a. current
 b. previous
 c. future
 d. none of the above

16. In case of transfer payments of nation 
income, expenditures towards payment 
incurred by the government like old age 
pension…………..?

 a. should be included
 b. should not be included
 c. both
 d. none

17. Which one of the following is not a 
macro economic variables

 a. Input – Output ratio
 b. Tax – GDP ratio
 c. Current Account Deficit - GDP ratio
 d. Fiscal Deficit - GDP ratio
18.  Find the incorrect one in the context of 

Income from illegal activities

 a. gambling
 b. arbitration
 c. smuggling
 d. illicit extraction of liquor

19. (i) Firms, (ii) Households, (iii) 
Government, (iv) Rest of the world and 
(v) Capital sector. are different elements 
of ………………?

 a. social accounting method
 b. private accounting method
 c. public accounting method
 d. social accounting model

20………………. refers to saving and 
investment activities?

 a. Firm sector
 b. Household sector
 c. Capital sector
 d. Corporate sector

21. “The Government sector” refers to the 
economic transactions of …………..at 
all levels, centre, state and local?

 a. firms
 b. public bodies

www.kalvikural.com



XII - Economics Surya

38 Unit 2 : National Income

 c. society
 d. Non-governmental organisations

22. Assertion (A) :National Income is 
considered as an indicator of the 
economic wellbeing of a country.

 Reason (R) :The economic progress of 
countries is measured in terms of their 
GDP per capita and their annual growth 
rate

 a. Both (A) and (R) are true and (R) is the 
correct explanation of (A).

 b. Both (A) and (R) are true, but (R) is 
not the correct explanation of (A).

 c. (A) is true, but (R) is false.
 d. (A) is false, but (R) is true.
23. Assertion (A) : Double counting is to be 

included under value added method.

 Reason (R) : Any commodity which is either 
raw material or intermediate good for the 
final production should not be included.

 a. Both (A) and (R) are true and (R) is the 
correct explanation of (A).

 b. Both (A) and (R) are true, but (R) is 
not the correct explanation of (A).

 c. (A) is true, but (R) is false.
 d. (A) is false, but (R) is true.

24. What is the formula for value of output?

 a. Price x Quantity Sold
 b. Profit x Quantity Sold
 c. Revenue x Quantity Sold
 d. Cost x Quantity Sold

25. What we can get by deriving the following 
equation? Private Final Consumption 
+ Government Final Consumption 
Expenditure + Gross Domestic Capital 
Formation + Net Exports (Exports – 
Imports)

 a. GNPMP b. NDPFP
 c. GDPMP d. NDPFP

26. Find the incorrect match.

 a. Firms Productive Activities
b. Households Employment generation
c. Government Public bodies
d. Capital sector Savings and Investment

27. Which one of the following doesn’t 
include ‘income of residents’?

 a. GDP
 b. NNP
 c. GNP
 d. None of the above

28. Remittances made by NRIs to India in the 
context of national income accounting 
iscalled as….?

 a. Remittance Income
 b. NRI Income
 c. Factor Payments
 d. All of the above

29. Who first introduced the concept of 
circular flow of income?

 a. William Petty b. Adam Smith
 c. David Ricardo d. Fancois Quesnay 

30. Which one of the following is roughly 
equal to national income?

 a. GDP b. NNP
 c. GNP d. SDP

31. Why do not the sale or purchase of used 
goods are not included in the GDP?

 a. Used goods have only limited life
 b. Used goods are not fresh production
 c. Used goods are included in the previous 

GDP calculations
 d. All the above
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32. Investment is reckoned by which method 
for computing GDP:

 a. Income Method
 b. Product method
 c. Expenditure Method
 d. Value added Method

33. Inventories are unsold goods produced 
by a firm, then why do they are included 
in GDP?

 a. Inventories represent value
 b. Inventories add to the stock of the firm
 c. They are purchases by the firm itself
 d. All the above

34. The value of ‘intermediate goods’ are 
excluded from GDP calculation because:

 a. It will increase the GDP unduly
 b. It results in double counting of same 

value
 c. Intermediate goods are not important
 d. All the above

35. Value added at each stage of production 
means:

 a. Value of output minus value of input
 b. Total value added by that stage
 c. Total value produced at that stage
 d. All of the above

36. Imputed value of good is added to the 
GDP because:

  a. Value of output minus value of input
 b. Total value added by that stage
 c. Total value produced at that stage
 d. All of the above

37. GDP Deflator is also called as:
 a. Implicit Cost Deflator
 b. GDP at Factor Cost
 c. Implicit Wage Deflator
 d. Implicit Price Deflator

38. Personal Income includes:
 a. Dividend distributed
 b.  Social insurance contributions
 c. Corporate profit
 d. None of the above

39. Disposable Income does not include:
 a. Excise duty paid
 b. Income tax
 c.  Customs duty paid
 d.  None of the above.

40 Assertion (A) : When Indian national 
income is expressed in terms of US$, the 
former looks very low. 

 Reason (R) : If Purchasing Power Parity 
(PPP) method is adopted India looks better.

 a. Both (A) and (R) are true and (R) is the 
correct explanation of (A).

 b. Both (A) and (R) are true, but (R) is 
not the correct explanation of (A).

 c. (A) is true, but (R) is false.

 d. (A) is false, but (R) is true.

41. Assertion (A) :The growth of an economy 
is measured by the rate at which its real na-
tional income grows over time.

 Reason (R) : National income thus serves as 
an instrument of economic planning.

 a. Both A and R are true and R is the 
correct explanation of A.

 b. Both A and R are true but R is not the 
correct explanation of A.

 c. A is true but R is false.
 d. A is false but R is true.
42. Assertion (A) :Personal income is the 

total income received by the individuals 
of a country from all sources before 
payment of direct taxes in a year. 
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 Reason (R) :Personal income is never equal 
to the national income, because the former 
includes the transfer payments whereas they 
are not included in national income.

 a. Both A and R are true and R is the 
correct explanation of A.

 b. Both A and R are true but R is not the 
correct explanation of A.

 c. A is true but R is false.

 d. A is false but R is true.

43. Assertion (A) :Double counting is to be 
avoided under value added method.

 Reason (R) :Any commodity which is either 
raw material or intermediate good for the fi-
nal production should not be included.

 a. Both A and R are true and R is the 
correct explanation of A.

 b. Both A and R are true but R is not the 
correct explanation of A.

 c.  A is true but R is false.

 d.  A is false but R is true.

44. Assertion (A) :Transfer payments are not 
to be included in estimation of national 
income.

 Reason (R) :These payments are not received 
for any services provided in the current year 
such as pension, social insurance etc.

 a. Both A and R are true and R is the 
correct explanation of A.

 b. Both A and R are true but R is not the 
correct explanation of A.

 c. A is true but R is false.

 d. A is false but R is true.

45. Assertion (A) :The receipts from the sale of 
second hand goods should not be treated 
as part of national income.

 Reason (R) :They do create new flow of 
goods or services in the current year.

 a. Both A and R are true and R is the  
correct explanation of A.

 b. Both A and R are true but R is not the 
correct explanation of A.

 c.  A is true but R is false.

 d.  A is false but R is true.

46. Assertion (A) :The deduction of 
depreciation allowances, accidental 
damages, repair and replacement charges 
from the national income is not an easy 
task.

 Reason (R) :It requires high degree of judg-
ment to assess the depreciation allowance 
and other charges.

 a. Both A and R are true and R is the 
correct explanation of A.

 b. Both A and R are true but R is not the 
correct explanation of A.

 c. A is true but R is false.
 d. A is false but R is true.

47. Assertion (A) :National income by 
product method is measured by the value 
of final goods and services at current 
market prices.

 Reason (R) : Economists calculate the real 
national income at a constant price level by 
the consumer price index.

 a. Both A and R are true and R is the 
correct explanation of A.

 b. Both A and R are true but R is not the 
correct explanation of A.

 c. A is true but R is false.
 d. A is false but R is true.
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48. Assertion (A) :National Income is 
considered as an indicator of the 
economic wellbeing of a country. 

 Reason (R) :The economic progress of coun-
tries is measured in terms of their GDP per 
capita and their annual growth rate.

 a. Both A and R are true and R is the 
correct explanation of A.

 b. Both A and R are true but R is not the 
correct explanation of A.

 c. A is true but R is false.
 d. A is false but R is true.
49. Which of the following is a better 

measure of economic development? 
 a. National income 
 b. Rural consumption 
 c. Size of exports 
 d. Employment 

50. The market value of all final goods 
and services produced within domestic 
territory of the country during a year is 
known as-------------

 a. GDPMP b. GDPFC

 c. GNPMP d. GNPFC

51. The money value of all final goods 
and services produced in the domestic 
territory of a country during a year 
plus Net factor income from abroad is 
called------------

 a. GDPMP b. GDPFC

 c. GNPMP d. GNPFC

52. The difference between the income 
received from abroad for rendering 
factor services by the normal residents 
of the country to the rest of the world 
and income paid for the factor services 
rendered by nonresidents in the domestic 
territory of a country is known as-------

 a. Net Factor Income from Abroad

 b.  Capital Consumption Allowances
 c. Depreciation
 d. None of these

53. Net National Product at Factor Cost 
(NNPFC) is also known as------------

 a. Net Factor Income from Abroad
 b. National Income
 c. National cost
 d. Net Indirect Tax.

54. That part of personal income which 
is actually available to households 
for consumption and saving is 
called-----------

 a. National Disposable Income
 b. Personal Disposable Income
 c.  Personal Income
 d. None.

55. Real and nominal income is calculated 
respectively at-------------

 a. Current price and Constant Price
 b. Constant price and Current price
 c. Current price and Current price
 d. Constant price and Constant price.

56. GDP Deflator is equal to-----------
 a.   (Nominal GDP)

(Real GDP)
× 100

 b. 
(Nominal GDP)

(Real GDP)
× 100

 c. (Nominal GNP)

(Real GNP)
× 100

 d. 
(Nominal NDP)

(Real NDP)
× 100
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57. Sum of all kinds of income received 
by the individuals from all sources is 
called---------

 a. Personal Income

 b. Private Income

 c. Personal Disposable Income

 d. None

58. GNPMP is equal to 

 a. GDPMP + NFIA  

 b. GDPMP - NFIA  

 c. GDPMP – D

 d. None

59. Which of the following would be 
included in the income approach to 
measure GDP? 

 a. Wages, profits, rents

 b. Wages, profits, investment spending 

 c. Wages, rents, investment spending, 
consumption spending

 d. The value added in production 

60. Match the correct codes

1 Simon Kuznets i Creator of GDP

2 Disposal income ii consumption + 
saving

3 NNP at factor 
cost iii

NNP at Market pric-
es – Indirect taxes + 
Subsidies

4 Y  iv w + r + i + π + (R-P)

Codes 

 a. (1) – (i) (2) – (ii) (3) – (iv) (4) – (iii)

 b. (1) – (ii) (2) – (iii) (3) – (iv) (4) – (i)

 c. (1) – (iv) (2) – (iii) (3) – (i) (4) – (ii)

 d. 1) – (i)   (2) – (ii) (3) – (iv) (4) – (iii) 

61. Match the correct codes

1 GNP i FC + Indirect Taxes - 
Subsidies

2 X-M ii MP - Indirect Taxes + 
Subsidies

3 MP iii C + I + G + (X-M)
4 FC iv Net exports

 a. (1) – (i) (2) – (ii) (3) – (iv) (4) – (iii)
 b. (1) – (ii) (2) – (iii) (3) – (iv) (4) – (i)
 c. (1) – (iv) (2) – (iii) (3) – (i) (4) – (ii)
 d. (1) – (i) (2) – (ii) (3) – (iii) (4) – (iv)

62. Match the correct codes

1 Net Indirect Taxes i Indirect tax 
– Subsidies

2 Value of Output ii
Price x 
Quantity 
Sold

3
Relates to international 
economic transactions of 
the country.

iii Households

4

Consuming entities and 
represent the factors of 
production, who receive 
payment for services ren-
dered by them to firms.

iv Rest of the 
world sector

Codes
 a. (1) – (i) (2) – (ii) (3) – (iv) (4) – (iii)
 b. (1) – (ii) (2) – (iii) (3) – (iv) (4) – (i)
 c. (1) – (iv) (2) – (iii) (3) – (i) (4) – (ii)
 d. (1) – (i) (2) – (ii) (3) – (iii) (4) – (iv)

63. Match the correct codes

 1

The total measure of the 
flow of final goods and 
services at market value 
resulting from current 
production in a country 
during a year, including 
net income from abroad.

i
Per 
Capita 
Income

2 The market value of out-
put. ii GNP
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3

The total income received 
by the individuals of a 
country from all sources 
before payment of direct 
taxes in a year.

iii NNP

4
The average income of a 
person of a country in a 
particular year.

iv Personal 
income

Codes 
 a (1) – (i) (2) – (ii) (3) – (iv) (4) – (iii)
 b. (1) – (ii) (2) – (iii) (3) – (iv) (4) – (i)
 c. (1) – (iv) (2) – (iii) (3) – (i) (4) – (ii)
 d. (1) – (i) (2) – (ii) (3) – (iii) (4) – (iv)
64. Match the correct codes

1 The output of the 
country. i Product 

Method

2

This method ap-
proaches national 
income from the 
distribution side.

ii Income 
Method

3

Under this meth-
od, the total ex-
penditure incurred 
by the society in a 
particular year is 
added together.

iii Social 
Accounting

4

Under this meth-
od, the economy 
is divided into 
several sectors.

iv Expenditure 
Method

Codes 
 a. (1) – (i) (2) – (ii) (3) – (iv) (4) – (iii)
 b. (1) – (ii) (2) – (iii) (3) – (iv) (4) – (i)
 c. (1) – (iv) (2) – (iii) (3) – (i) (4) – (ii)
 d. (1) – (i) (2) – (ii) (3) – (iii) (4) – (iv)

Answers
1 2 3 4 5 6 7 8 9 10
c b b a a d b b a c

11 12 13 14 15 16 17 18 19 20

b b d d a b a b a c
21 22 23 24 25 26 27 28 29 30
b b d a c b d c d a

31 32 33 34 35 36 37 38 39 40
d c c b a b d a b b

41 42 43 44 45 46 47 48 49 50
a b a a c a b b a a

51 52 53 54 55 56 57 58 59 60
c a b b a a a c a d

61 62 63 64
b a b a

Additional Two Marks

1. Write the basic concepts of national 
income.
	 GDP

	NNP

	NNP at factor cost

	Personal Income

	Disposable Income

	Per capita Income

	Real Income

	GDP deflator

2. Give an example of how real GDP could 
be increased even though no more output 
is produced.
	Real GDP could be increased even 

though there is no more output produced 
if output that is currently produced 
in the home or in the underground 
economy is included.

	If activities that are currently illegal are 
declared legal, real GDP could increase.

3. Write the formula for calculating Market 
Price and factor cost.

 Market Price = MP = FC + Indirect Taxes - 
Subsidies
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 Factor Cost = FC = MP - Indirect Taxes + 
Subsidies

4. What is the formula for calculating GDP 
at Market Price

 GDPMP = Private Final Consumption 
+ Government Final Consumption 
Expenditure + Gross Domestic Capital 
Formation + Net Exports (Exports – 
Imports)

5. Mention the examples of factor costs.
 There are three major types of economic 

systems.
	 The factor cost refer to the cost of 

production such as the cost of renting 
machines, purchasing machinery and 
land, paying salaries and wages, cost of 
obtaining capital, and the profit margins 
that are added by the entrepreneur.

6. What are unpaid services?
	A housewife renders a number of useful 

services like preparation of meals, 
serving, tailoring, mending, washing, 
cleaning, bringing up children, etc.

	She is not paid for them and her services 
are not directly included in national 
income. Such services performed by 
paid servants are included in national 
income.

	They are called unpaid services.

7. List some limitations of GDP as a 
measurement of social welfare.
	 GDP is not necessarily a good 

measure of social welfare because it 
doesn't adjust production for negative 
externalities, home production is not 
included, all activity produced in the 
underground economy is excluded, and 
it tells us nothing about how the output 
is distributed.

8. What is the underground economy and 
what is its relationship if any to the value 
of GDP?
	The underground economy is the part 

of the economy in which transactions 
take place and income is generated that 
is unreported and therefore not counted 
in GDP.

	Examples include such illegal activity as 
gambling, extortion and the narcotics 
trade and legal production done "off the 
books" to avoid income taxes.

9. If nominal GDP is $8 trillion and real 
GDP is $5 trillion, calculate the value of 
the GDP deflator.

Real GDP  = Nominal GDP
Price Deflator

 × 100

 Therefore the GDP Deflator = Nominal 
GDP / Real GDP x 100 = $8 trillion / $5 
trillion x 100 = 160.

10. Why social accounting is considered 
as most useful tool of national income 
calculation?
	The social accounting framework is 

useful for economists as well as policy 
makers, because it represents the 
major economic flows and statistical 
relationships among various sectors of 
the economic system.

	It becomes possible to forecast the 
trends of economy more accurately.

11. Mention the sector divided in social 
accounting method.
	(i) Firms, (ii) Households, (iii) 

Government, (iv) Rest of the world and 
(v) Capital sector.

12. Mention the factors included in PQLI

	The Physical Quality of Life Index 
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(PQLI) is considered a better indicator 
of economic welfare.

	It includes standard of living, life 
expectancy at birth and literacy.

13. What are capital gains?

	Capital gains arise when a capital asset 
such as a house, other property, stocks 
or shares, etc. is sold at higher price than 
was paid for it at the time of purchase.

	Capital gains are excluded from national 
income.

14. If NNP is $7 trillion, net investment is 
$500 billion and gross investment is $1 
trillion determine the level of GNP.

 GNP = NNP + depreciation; depreciation 
= gross investment - net investment ($1 trillion 
- $500 billion)

Therefore GNP = $7 trillion + $500 billion

= $7.5 trillion.

15. Next to each of the following items 
indicate in the table which items belongs 
to GDP and which to GNP.

Rent paid to an Indian who owns land in 
America
Salary paid to foreigners working in the 
India for a Indian - owned company
Interest paid on a bond in a foreign-owned 
company to a Indian citizen
Profits earned in India by a foreign-owned 
company

Answer

Rent paid to an Indian who owns land 
in America

GNP

Salary paid to foreigners working in the 
India for a Indian - owned company

GDP

Interest paid on a bond in a foreign-
owned company to a Indian citizen

GNP

Profits earned in India by a foreign-
owned company

GDP

16. Compare and contrast the terms nominal 
GDP and real GDP.

 Nominal GDP measures gross domestic 
product in current rupees. Real GDP measures 
gross domestic product by adjusting Nominal 
GDP for price changes.

17. Explain the four main categories of 
expenditures used in calculating GDP.

 The four main expenditure categories 
are consumption, investment, government 
spending, and net exports.

18. When net factor payments to the rest of 
the world is a positive figure what does 
this mean?

 It simply means that Indian payments of 
factor income to the rest of the world exceeded 
Indian receipts of factor income from the rest of 
the world. 

19. Explain what is meant by the concept of 
"value added" and how it can be used to 
calculate GDP.

	Value added simply refers to the 
difference between the value of goods 
as they leave a stage of production and 
the cost of the goods as they entered 
that stage.

	If you add up the "value added" at each 
stage of the production process, the 
final value is equal to GDP.

20. Define GDP in broad terms.
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	GDP stands for Gross Domestic 
Product. It represents the total market 
value of a country's output.

	It is the market value of all final goods 
and services produced within a given 
period of time by factors of production 
located within a country.

21. What are Difficulties in assessing 
depreciation allowance?

	The deduction of depreciation 
allowances, accidental damages, repair 
and replacement charges from the 
national income is not an easy task.

	It requires high degree of judgment to 
assess the depreciation allowance and 
other charges.

22. Mention any two statistical problems 
as Difficulties in Measuring National 
Income.

1. Accurate and reliable data are not 
adequate, as farm output in the 
subsistence sector is not completely 
informed.

2. Different languages, customs, etc., 
also create problems in computing 
estimates.

23. What is the features of GDPMP?

 The main features of GDPMP are: 

	It includes only final goods and services 
produced in the domestic territory of a 
country;

	It includes consumption of fixed capital 
(depreciation);

	It is estimated at the prevailing prices.

BASIS FOR 
COMPARI-

SON

NOMINAL 
GDP

REAL GDP

Meaning The aggregate 
market 
value of the 
economic 
output 
produced 
in a year 
within the 
boundaries of 
the country 
is known 
as Nominal 
GDP.

Real GDP refers 
to the value 
of economic 
output produced 
in a given 
period, adjusted 
according to the 
changes in the 
general price 
level.

What is it? GDP without 
the effect of 
inflation.

Inflation 
adjusted GDP

Expressed in Current year 
prices

Base year prices 
or constant 
prices.

Value Higher Generally, lower.

24. What is Gross Nation Product at Market 
Price (GNPMP)?

 Gross National Product at market price 
is Gross Domestic Product at market price plus 
net factor income from abroad. 

 GNPMP is the money value of all final 
goods and services produced in the domestic 
territory of a country during a year plus Net 
factor income from abroad. i.e.,

GNPMP = GDPMP + (X-M)   

Where,

GNPMP = Gross National Product at market 
price

GDPMP = Gross Domestic Product at market 
price
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(X-M) = Net factor income from abroad

25. What do you understand by Net Factor 
Income from Abroad (X-M)?

 Net factor income from abroad is the 
difference between the income received from 
abroad for rendering factor services by the 
normal residents of the country to the rest 
of the world and income paid for the factor 
services rendered by nonresidents in the 
domestic territory of a country.

Additional Three marks

1. What are the five types of final goods 
and services that GNP includes?

(1) value of final consumer goods and 
services produced in a year to satisfy 
the immediate wants of the people 
which is referred to as consumption 
(C);

(2) gross private domestic investment in 
capital goods consisting of fixed capital 
formation, residential construction 
and inventories of finished and 
unfinished goods which is called as 
gross investment (I) ;

(3) goods and services produced or 
purchased by the government which is 
denoted by (G) ; and

(4) net exports of goods and services, i.e., 
the difference between value of exports 
and imports of goods and services, 
known as (X-M)

(5) GNP at market prices means the gross 
value of final goods and services 
produced annually in a country plus 
net factor income from abroad (C + I 
+ G + (X-M) + (R-P)).

2. Compare and contrast different measures 
of GDP calculations

GDP (Expen-
diture)

GDP (Factor 
Incomes)

GDP (Value 
of Output)

  Consump-
tion

  Govern-
ment 
spending

  Invest-
ment 
spending

  Change in 
value of 
stocks

  Exports
  Imports
  GDP 

(Know as 
aggregate 
demand)

  Income 
from Peo-
ple in jobs 
and in self 
employ-
ment (eg. 
wages and 
Salaries)

  Profit of 
private 
sector 
business

  Rent 
income 
from the 
ownership 
of land

  Value add-
ed from 
each of 
the main 
economic 
sectors

  These sec-
tors are

  Primary 
  Secondary
  Manufac-

turing 
  Quater-

nary

  Govern-
ment 
spending

  Profits of 
private 
sector 
business

3. How the gross value of the farm output is 
obtained In India?

 (i) Total production of 64 agriculture 
commodities is estimated. The output 
of each crop is measured by multiplying 
the area sown by the average yield per 
hectare.

(ii) The total output of each commodity is 
valued at market prices.

(iii) The aggregate value of total output 
of these 64 commodities is taken to 
measure the gross value of agricultural 
output.

(iv) The net value of the agricultural output 
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transactions.
vii. The economy is divided into the 

following sectors (i) Firms, (ii) 
Households, (iii) Government, (iv) 
Rest of the world and (v) Capital 
sector.

8. Why does depreciation is added to 
national income to calculate GDP when 
using the income approach but do not do 
so when using the expenditure approach?

	To measure income from all sources 
including income that results from 
the replacement of existing plant and 
equipment.

	Since national income includes 
corporate profit after depreciation it 
must be added in to reconcile it in the 
GDP accounts with the expenditure 
approach.

	The expenditure approach does not 
leave depreciation out. It is included in 
gross investment.

Additional Five Marks

1. Explain the basic concepts of national 
income

 The following are some of the concepts 
used in measuring national income.

	GDP
	NNP
	NNP at factor cost
	Personal Income
	Disposable Income
	Per capita Income
	Real Income
	GDP deflator

Gross Domestic Product (GDP)

 GDP is the total market value of final 

is measured by making deductions 
for the cost of seed, manures and 
fertilisers, market charges, repairs and 
depreciation from the gross value.

4. What are the steps involved in income 
method?

 1. The enterprises are classified into 
various industrial groups.

 2. Factor incomes are grouped under 
labour income, capital income and 
mixed income.

 i) Labour income - Wages and 
salaries, fringe benefits, employer’s 
contribution to social security.

 ii) Capital income – Profit, interest, 
dividend and royalty

 iii) Mixed income – Farming, sole 
proprietorship and other professions.

 3. National income is calculated as 
domestic factor income plus net factor 
incomes from abroad.

5. What are the items should not be 
included while estimating national 
income through income method?

 1. Transfer payments are not to be 
included in estimation of national 
income as these payments are not 
received for any services provided 
in the current year such as pension, 
social insurance etc.

 2. The receipts from the sale of second 
hand goods should not be treated as 
part of national income as they do not 
create new flow of goods or services in 
the current year.

 3. Windfall gains such as lotteries are 
also not to be included as they do not 

represent receipts from any current 
productive activity.

 4. Corporate profit tax should not be 
separately included as it has been 
already included as a part of company 
profit.

6. What are the items should be included 
while estimating national income 
through income method?

 1. Imputed value of rent for self occupied 
houses or offices is to be included. 

 2. Imputed value of services provided 
by owners of production units (family 
labour) is to be included.

7. Write a note on social account method of 
national income.

 i. National income is also being 
measured by the social accounting 
method.

ii. Under this method, the transactions 
among various sectors such as firms, 
households, government, etc., are 
recorded and their interrelationships 
traced.

iii. The social accounting framework is 
useful for economists as well as policy 
makers,

iv. Because it represents the major 
economic flows and statistical 
relationships among various sectors of 
the economic system.

v.  It becomes possible to forecast the 
trends of economy more accurately.

vi. Social Accounting and Sector Under 
this method, the economy is divided 
into several sectors. A sector is a group 
of individuals or institutions having 
common interrelated economic 
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transactions.
vii. The economy is divided into the 

following sectors (i) Firms, (ii) 
Households, (iii) Government, (iv) 
Rest of the world and (v) Capital 
sector.

8. Why does depreciation is added to 
national income to calculate GDP when 
using the income approach but do not do 
so when using the expenditure approach?

	To measure income from all sources 
including income that results from 
the replacement of existing plant and 
equipment.

	Since national income includes 
corporate profit after depreciation it 
must be added in to reconcile it in the 
GDP accounts with the expenditure 
approach.

	The expenditure approach does not 
leave depreciation out. It is included in 
gross investment.

Additional Five Marks

1. Explain the basic concepts of national 
income

 The following are some of the concepts 
used in measuring national income.

	GDP
	NNP
	NNP at factor cost
	Personal Income
	Disposable Income
	Per capita Income
	Real Income
	GDP deflator

Gross Domestic Product (GDP)

 GDP is the total market value of final 

goods and services produced within the 
country during a year. This is calculated at 
market prices and is known as GDP at market 
prices.

Net Domestic Product (NDP)

 NDP is the value of net output of the 
economy during the year. Some of the country’s 
capital equipment wears out or becomes 
outdated each year during the production 
process.

Gross National Product (GNP)

 GNP is the total measure of the flow 
of final goods and services at market value 
resulting from current production in a country 
during a year, including net income from 
abroad.

Net National Product (NNP)(at Market price)

 Net National Product refers to the value 
of the net output of the economy during the 
year. NNP is obtained by deducting the value 
of depreciation, or replacement allowance of 
the capital assets from the GNP.

NNP at Factor cost

 NNP refers to the market value of 
output. Whereas NNP at factor cost is the 
total of income payment made to factors of 
production.

Personal Income

 Personal income is the total income 
received by the individuals of a country from 
all sources before payment of direct taxes in 
a year. Personal income is never equal to the 
national income, because the former includes 
the transfer payments whereas they are not 
included in national income.
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Disposable Income
 Disposable Income is also known as 
Disposable personal income. It is the individuals 
income after the payment of income tax. This 
is the amount available for households for 
consumption.

Per Capita Income

 The average income of a person of a 
country in a particular year is called Per Capita 
Income. Per capita income is obtained by 
dividing national income by population.

Real Income

 Nominal income is national income 
expressed in terms of a general price level of a 
particular year in other words, real income is 
the buying power of nominal income.

GDP deflator

 GDP deflator is an index of price 
changes of goods and services included in 
GDP. It is a price index which is calculated by 
dividing the nominal GDP in a given year by 
the real GDP for the same year and multiplying 
it by 100.

2. Discuss the concept of “Factor Cost”.

	There are a number of inputs that are 
included into a production process 
when producing goods and services. 
These inputs are commonly known 
as factors of production and include 
things such as land, labour, capital and 
entrepreneurship.

	Producers of goods and services 
incur a cost for using these factors of 
production. These costs are ultimately 
added onto the price of the product.

	The factor cost refer to the cost of 
production that is incurred by a firm 
when producing goods and services.

	Examples of such production costs 
include the cost of renting machines, 
purchasing machinery and land, paying 
salaries and wages, cost of obtaining 
capital, and the profit margins that are 
added by the entrepreneur.

	The factor cost does not include the 
taxes that are paid to the government 
since taxes are not directly involved in 
the production process and, therefore, 
are not part of the direct production 
cost.

	However, subsidies received are 
included in the factor cost as subsidies 
are direct inputs into the production.

3. Given the table, calculate GNP, NNP, 
National Income, Personal Income and 
Disposable income.

Billions of 
Dollars

GDP 8,000
Receipts of factor income from the 
rest of the world

250

Payment of factor income to the 
rest of the world

300

Depreciation 900
Indirect taxes minus subsidies 500
Corporate profits minus dividends 500
Social insurance payments 700
Personal interest income received 
from the government and con-
sumers

300

Transfer payments to persons 1100
Personal taxes 1000
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GNP = 8000 + 250 – 300 = 7950

NNP = 7950 – 900   = 7050

NI = 7050 – 500   = 6550

PI = 6550 – 500 – 700 + 300 + 1100  
 = 6750

DI = 6750 – 1000 

 = 5750

4. Consider the following are the only 
transactions take place in an economy:

(i) Industry A imports goods worth Rs. 100. 
It sells goods worth Rs. 400 to industry 
B, 'goods worth Rs. 200 to industry C, 
and goods worth Rs. 1,000 for private 
consumption.

(ii) Industry B sells goods worth Rs. 500 to 
industry C and goods worth Rs. 800 for 
private consumption. 

(iii) Industry C sells goods worth Rs. 600 to 
private consumption. and exports goods 
,valUed at Rs. 500. 

(iv) Depreciation cost during the year 
amounts to Rs. 100, 

(v) Government realises taxes of the value of 
Rs. 100.

 Calculate the following with the help of 
net value added method from the data 
given above

 (a) GNPMP (b) GNPFC 

 (c) NNPMP and (d) NNPFC

Answers

(A) GNPMP = Sum of net value added by all 
the industries 

(i) value-added by industry A . 

 = Sale of goods to industry B 

 + Sale of goods to industry C 

 − Value of imports 

 Sale of goods to consumers = Rs. 400 + Rs. 
200 

 + Rs. 1,000 − Rs. 100 

 = Rs. 1,590. 

(ii) Value-added by industry B 

 = Sale of goods to industry C 

 + Sale of goods to consumers. 

 − Purchase of goods from industry A 

 = Rs. 500+Rs. 800 − Rs. 400 

 = Rs. 900. 

(iii) Value-added by industry C 

 = Sale of goods to consumers 

 + Exports − (purchase of goods from 
industry A+purchase

 of goods from industry B) 

 = Rs. 600+Rs. 500-Rs. 200-Rs. 500 

 = Rs. 400. 

Gross National Product at market prices, or 
GNPMP equals 

 Rs. 1,500+Rs. 900+Rs. 400 

 =Rs. 2,800 

Gross National Product at factor cost or 
GNPFC equals 

 GNPMP − Indirect taxes + Subsidies 

 = Rs. 2,800 − Rs. 100 + Rs. 50 

 = Rs. 2,750. 

Net National Product at market prices, or 
NNPMP equals '. 

 GNPMP − Depreciation 

 = Rs. 2,800 − Rs. 100 

 = Rs. 2,700. 
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Net National Product at factor cost or NNPFC equals 

 NNPMP - Indirect.taxes + Subsidies 

 = Rs. 2,700-Rs. 100 + Rs. 50 

 = 2,650.

 as factors of production and include things such as land, labour, capital and entrepreneurship.

 Producers of goods and services incur a cost for using these factors of production. These 
costs are ultimately added onto the price of the product.

 The factor cost refer to the cost of production that is incurred by a firm when producing 
goods and services.

 Examples of such production costs include the cost of renting machines, purchasing 
machinery and land, paying salaries and wages, cost of obtaining capital, and the profit margins 
that are added by the entrepreneur.

 The factor cost does not include the taxes that are paid to the government since taxes 
are not directly involved in the production process and, therefore, are not part of the direct 
production cost.

 However, subsidies received are included in the factor cost as subsidies are direct inputs 
into the production.
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INTRODUCTION

FULL EMPLOYMENT

Full employment refers to a situation in which every able bodied person who is willing to work 
at the prevailing wage rate, is employed. In other words full employment means

UNEMPLOYMENT

Unemployment is problem faced when there are people, who are willing to work and able to 
work but cannot find suitable jobs.

MAJOR TYPES OF UNEMPLOYMENT

Cyclical Unemployment, Seasonal Unemployment, Frictional Unemployment, Educated Un-
employment, Technical Unemployment, Structural Unemployment, Disguised Unemployment

CLASSICAL MACRO ECONOMICS AND EMPLOYMENT THEORY

Classical macroeconomics relied on the unfettered market mechanism to resolve the problem 
of unemployment. Any involuntary unemployment according to the classics is a short run phe-
nomenon in nature and any policy to correct the situation would lead to worse economic out-
come 

SAY’S MARKET LAW :Supply creates its own demand

Output Income

Supply of good and services

Demand for good and service

Income

Consumption
Investment Savings

Firms Households

KEYNESIAN ECONOMICS AND EMPLOYMENT DETERMINATION

	 Keynesian economics is based on the book The General Theory of Employment, 
Interest and Money" written by John M Keynes published in 1936. 

	 The book was written in the backdrop of great depression the first global economic 
crisis of the industrial society. 

UNIT

3
Theories of Employment 

and Income
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	 The great depression saw widespread unemployment in the western world which raised 
some serious questions about the classical macroeconomics. 

EFFECTIVE DEMAND

Effective demand signifies the money spent on consumption of goods and services and on invest-
ment. The total expenditure is equal to the national income, which is equivalent to the national 
output”.

ED = Y = C + I = OUTPUT = EMPLOYMENT

In Keynes’s macroeconomic theory, effective demand is the point of equilibrium where aggregate 
demand = aggregate supply. The importance of Keynes’ view is that effective demand may be insuf-
ficient to achieve full employment due to unemployment and workers without income to produce 
unsold goods.

DETERMINATION OF INCOME AND EMPLOYMENT.

	The determination of income and employment in the Keynesian theory depends on the 
level of AD and AS.

	Equilibrium level of income and output is determined where,

	1) AD=AS, 2) Planned saving =planned investment.                                                                                                                                                                                                                    

	In a two sector economy AD=C+I, AS=Y, Y=C+I.

CLASSICAL –VS- KEYNESIAN THEORY

	Keynes refuted Classical economics' claim that the Say's law holds.

	The strong form of the Say's law stated that the "costs of output are always covered in 
the aggregate by the sale-proceeds resulting from demand".

	Keynes argues that this can only hold true if the individual savings exactly equal the 
aggregate investment.

	Classical economists believed in the long run and aimed to provide long run solutions 
at short run losses. 

	Keynes was completely opposed to this, and believed that it is the short run that should 
be targeted first
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BOOK EXERCISE QUESTIONS - MULTIPLE CHOICE QUESTIONS

PART - A

1. Every able bodied person who is willing 
to work at the prevailing wage rate is 
employed called as ………. 

(a) Full employment 
(b) Under employment 
(c) Unemployment 
(d) Employment opportunity

2. Structural unemployment is a feature in a 
……….. 

(a) Static society 
(b) Socialist society 
(c) Dynamic society 
(d) Mixed economy

3. In disguised unemployment, the marginal 
productivity of labour is …..  

(a) Zero (b) One 
(c) Two (d) Positive

4. The main concention of the Classical 
Economic Theory is ……..

(a) Under employment 
(b) Economy is always in the state of 

equilibrium 
(c) Demand creates its supply 
(d) Imperfect competition

5. J.B. Say is a ……………………. 

(a) Neo Classical Economist 
(b) Classical Economist 
(c) Modern Economist 
(d) New Economist

6. According to Keynes, which type of 
unemployment prevails in capitalist 
economy ? 

(a) Full employment 
(b) Voluntary unemployment 

(c) Involuntary unemployment 
(d) Under employment 

7. The core of the classical theory of 
employment is ………… 

(a) Law of Diminishing Return 
(b) Law of Demand
(c) Law of Markets 
(d) Law of Consumption

8. Keynes attributes unemployment to 
………….. 

 (a) A lack of effective supply 
 (b) A lock of effective demand 
 (c) A lack of both 
 (d) None of the above

9. ………. Flexibility brings equality between 
saving and investment. 

(a) Demand  (b) Supply 
(c) Capital  d) Interest

10. …………… theory is a turning point in 
the development of modern economic 
theory. 

(a) Keynes’  (b) Say’s 
(c) Classical  (d) Employment

11. The basic concept used in Keynes 
Theory of Employment and Income 
is……………. 

(a) Aggregate demand 
(b)Aggregate supply 
(c) Effective demand 
(d) Marginal Propensity Consume

12. The component of aggregate demand is 
…………. 

(a) Personal demand 
(b) Government expenditure 
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(c) Only export 
(d) Only import

13. Aggregate supply is equal to …………. 

(a) C + I + G 

(b) C + S + G + (x-m) 

(c) C + S + T + (x-m) 

(d) C + S + T + Rf

14. Keynes theory pursues to replace laissez 
faire by …………

(a) No government intervention 

(b) Maximum intervention 

(c) State intervention in certain situation 

(d) Private sector intervention

15. In Keynes theory of employment and 
income, …………..is the basic cause of 
economic depression. 

(a) Less production 

(b) More demand 

(c) Inelastic supply 

(d) Less aggregate demand in relation to 
productive capacity.

16. Classical theory advocates …… 

(a) Balanced budget 

(b) Unbalanced budget 

(c) Surplus budget 

(d) Deficit budget 

17. Keynes theory emphasized on …… 
equilibrium.

(a) Very short run  (b) Short run 

(c) Very long run  (d) Long run

18. According to classical theory, rate of 
interest is a reward for …… 

(a) Investment  (b) Demand 

(c) Capital  (d) Saving

19. In Keynes theory , the demand for and 
supply of money are determined by …. 

(a) Rate of interest 

(b) Effective demand 

(c) Aggregate demand 

(d) Aggregate supply 

20. Say’s law stressed the operation of 
…………. in the economy. 

(a) Induced price mechanism 

(b) Automatic price mechanism 

(c) Induced demand 

(d) Induced investment

Answers
1 2 3 4 5 6 7 8 9 10
a c a b b d c b d a

11 12 13 14 15 16 17 18 19 20
c b d c d a b d a b

PART - B

Answer the following questions in one or 
two sentences

21. Define full employment. 

	 Full employment refers to a situation in 
which every able bodied person who is 
willing to work at the prevailing wage 
rate, is employed.

	Keynes defines full employment as the 
absence of involuntary unemployment.

	Lerner defines full employment as 
“that level of employment at which any 
further increase in spending would 
result in an inflationary spiral of wages 
and prices”.

22. What is the main feature of rural 
unemployment?

	 India’s rural economy has both 
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unemployment and underemployment.

	The main feature of rural unemployment 
is the existence of unemployment in the 
form of disguised unemployment and 
seasonal unemployment.

23. Give short note on frictional 
unemployment.

	 Frictional unemployment arises due to 
imbalance between supply of labour 
and demand for labour.

	This is because of immobility of labour, 
lack of necessary skills, break down of 
machinery, shortage of raw materials 
etc.

24. Give reasons for labour retrenchment at 
present situation.

	 The Industrial Dispute Act, 1947 states 
that ‘retrenchment means termination 
of service of a workman by an employer 
for any reason whatsoever.

	 Now a days, invention and innovations 
lead to the adoption of new techniques 
there by the existing workers are 
retrenched (eliminated). 

	Labour saving devices are responsible 
for technological unemployment.

25. List out the assumptions of Say’s law.

1. No single buyer or seller of commodity 
or an input can affect price.

2. Full employment.

3. People are motivated by self interest 
and self – interest determines economic 
decisions.

4. The laissez faire policy is essential for an 
automatic and self adjusting process of 
full employment equilibrium. 

5. There will be a perfect competition in 
labour and product market.

6. There is wage-price flexibility.

7. Money acts only as a medium of 
exchange.

8. Long - run analysis.

9. There is no possibility for over 
production or unemployment.

26. What is effective demand ?
 Effective demand denotes money 
actually spent by the people on products of 
industry. The money which entrepreneurs 
receive is paid in the form of rent, wages, 
interest and profit. Therefore effective demand 
equals national income.

ED = Y = C + I = Output = Employment

27. What are the components of aggregate 
supply ?

1. Aggregate (desired) consumption 
expenditure (C)

2. Aggregate (desired) private savings (S)

3. Net tax payments (T) (Total tax payment 
to be received by the government 
minus transfer payments, subsidy and 
interest payments to be incurred by the 
government) and

4. Personal (desired) transfer payments 
to the foreigners (Rf)(eg. Donations to 
international relief efforts)

 Aggregate Supply = C + S + T + Rf = 
Aggregate income generated in the economy
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PART - C

Answer the following questions in one 
Paragraph.

28. Explain the following in short 

(i) Seasonal unemployment

 This type of unemployment occurs 
during certain seasons of the year. In agriculture 
and agro based industries like sugar,production 
activities are carried out only in some seasons. 
These industries offer employment only during 
that season in a year.

(ii) Frictional unemployment 

 Frictional unemployment arises 
due to imbalance between supply of labour 
and demand for labour. This is because of 
immobility of labour, lack of necessary skills, 
break down of machinery, shortage of raw 
materials etc.

(iii) Educated unemployment 

 Sometimes educated people are 
underemployed or unemployed when 
qualification does not match the job. Faulty 
education system, lack of employable skills, 
mass student turnout and preference for white 
collar jobs are highly responsible for educated 
unemployment in India.

29. Write short note on the implications of 
Say’s law.

1. There is no possibility for over 
production or unemployment.

2. If there exist unutilized resources in the 
economy, it is profitable to employ them 
up to the point of full employment.

3. As automatic price mechanism operates 
in the economy, there is no need for 
government intervention.

4. Interest flexibility brings about equality 
between saving and investment.

5. Money performs only the medium of 
exchange function in the economy, as 
people will not hold idle money.

30. Explain Keynes’ theory in the form of 
flow chart.

   

Aggregate Supply Function

Consumption Function
Investment Function

Size of 
Income Marginal 

Efficiency 
of Capital 

(MEC)

Propensity 
to 

Consume 
(MPC)

Rate of 
Interest

Prospective Yield 
From Capital

Supply Price of 
Capital

Liquidity preference of 
the public

Precautionary
Motive

Speculative 
Motive

Supply of Money 
in the Economy

Aggregate Demand Function

Transaction 
motive

Essence of Keynesian Theory of 
Employment and Income Effective Demand 

= Output = Income = Employment

31. What do you mean by aggregate demand? 
Mention its components.  
	The aggregate demand is the amount of 

money which entrepreneurs expect to 
get by selling the output produced by 
the number of labourers employed.

	Therefore, it is the expected income 
or revenue from the sale of output at 
different levels of employment.

	Aggregate demand has the following 
four components:

	Consumption demand 2. Investment 
demand 3. Government expenditure 
and 4. Net Export ( export – import )
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AD = C + I + G + (X – M)

32. Explain about aggregate supply with the 
help of diagram.
	Aggregate supply function is an 

increasing function of the level of 
employment.

	Aggregate supply refers to the value 
of total output of goods and services 
produced in an economy in a year.

	In other words, aggregate supply is 
equal to the value of national product, 
i.e., national income.

Aggregate Supply = C + S + T + Rf = Aggregate 
income generated in the economy

Nf

Z1

z

x

y

Ex
pe

ct
ed

 P
ro

ce
ed

s

Employment

0

i. The above figure shows the shape of the 
two aggregate supply curves drawn for 
the assumption of fixed money wages and 
variable wages.

ii. Z curve is linear where money wages 
remains fixed;

iii. Z1 curve is non - linear since wage rate 
increases with employment.

iv. When full employment level of Nf is 
reached it is impossible to increase output 
by employing more men. So aggregate 
supply curve becomes inelastic (Vertical 
straight line).

v. The slope of the aggregate supply curve 
depends on the relation between the 
employment and productivity.

vi. the aggregate supply depends on the 
relationship between price and wages.

vii. If prices are high and wages low, the 
producers will try to employ labourers.

viii. Thus aggregate supply is an important 
factor in determining the level of economic 
activity

33. Write any five differences between 
classism and Keynesianism.

Sl.  
No Keynesianism Classicism

1. Short-run 
equilibrium

Long-run 
equilibrium

2. Saving is a vice Saving is a social 
virtue.

3. The function 
of money is 
a medium of 
exchange on the 
one side and a 
store of value on 
the other side.

The function of 
money is to act 
as a medium of 
exchange.

4. Macro approach to 
national problem 

Micro foundation to 
macro problems

5. State intervention 
is advocated

Champions of 
Laissez-fair policy

6. Applicable to all 
situations - full 
employment and 
less than full 
employment.

Applicable only to 
the full employment 
situation.

7. Capitalism 
has inherent 
contradictions

Capitalism is well 
and good.

8. Budgeting should 
be adjusted to the 
requirements of 
economy.

Balanced budget.
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PART - D

Answer the following questions in 
about a page.

35. Describe the types of unemployment.

Introduction

 Unemployment is problem faced when 
there are people, who are willing to work and 
able to work but cannot find suitable jobs.

Types of unemployment

 In developing countries like India, the 
nature of unemployment is different from 
that of developed countries.in the developing 
countries, it is largely structural unemployment 
which is due to slow rate of capital formation.

Cyclical Unemployment

Seasonal Unemployment

Frictional Unemployment

Educated Unemployment

Technical Unemployment

Structural Unemployment

Disguised Unemployment

Ty
pe

s o
f u

ne
m

pl
oy

m
en

t

1. Cyclical Unemployment

 This unemployment exists during the 
downturn phase of trade cycle in the economy. 
In a business cycle during the period of 
recession and depression, income and output 
fall leading to widespread unemployment.

2. Seasonal Unemployment

 This type of unemployment occurs 
during certain seasons of the year. In agriculture 
and agro based industries like sugar,production 
activities are carried out only in some seasons. 
These industries offer employment only during 
that season in a year

3. Frictional Unemployment (Temporary 
Unemployment)

 Frictional unemployment arises 
due to imbalance between supply of labour 
and demand for labour. This is because of 
immobility of labour, lack of necessary skills, 
break down of machinery, shortage of raw 
materials etc.

4. Educated Unemployment
 Sometimes educated people are 
underemployed or unemployed when 
qualification does not match the job. Faulty 
education system, lack of employable skills, 
mass student turnout and preference for white 
collar jobs are highly responsible for educated 
unemployment in India.

5. Technical Unemployment
 Modern technology being capital 
intensive requires lesslabourers and contributes 
to technological unemployment.

6. Structural Unemployment
 Structural unemployment is due to 
drastic change in the structure of the society. 
Lack of demand for the product or shift in 
demand to other products cause this type of 
unemployment.

7. Disguised Unemployment
 Disguised unemployment occurs 
when more people are than what is actually 
required. Even if some workers are withdrawn, 
production does not suffer. This type of 
unemployment is found in agriculture.

36. Critically explain Say’s law of market.
Introduction
 Say’s law of markets is the core of the 
classical theory of employment. J.B.Say (1776 
– 1832) was a French Economist and an 
industrialist.
Say’s Market Law
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 J.B. Say enunciated the proposition 
that “Supply creates its own demand”. Hence 
there cannot be general over production or the 
problem of unemployment in the economy.
Explanation of Say’s Market Law
	 According to Say, “When goods are 

produced by firms in the economy, they 
pay reward to the factors of production.

	The households after receiving rewards 
of the factors of production spend the 
amount on the purchase of goods and 
services produced by them.

	Therefore, each product produced in 
the economy creates demand equal to 
its value in the market.

Output Income

Supply of good and services

Demand for good and servic
e

Assumptions of Say’s law. 
1. No single buyer or seller of commodity or 

an input can affect price.

2. Full employment.

3. People are motivated by self interest 
and self – interest determines economic 
decisions.

4. The laissez faire policy is essential for an 
automatic and self adjusting process of 
full employment equilibrium. 

5. There will be a perfect competition in 
labour and product market.

6. There is wage-price flexibility.

7. Money acts only as a medium of exchange.

8. Long - run analysis.

9. There is no possibility for over production 
or unemployment.

Implications of Say’s law.

1. There is no possibility for over production 
or unemployment.

2. If there exist unutilized resources in the 
economy, it is profitable to employ them 
up to the point of full employment.

3. As automatic price mechanism operates 
in the economy, there is no need for 
government intervention.

4. Interest flexibility brings about equality 
between saving and investment.

5. Money performs only the medium of 
exchange function in the economy, as 
people will not hold idle money.

Criticisms of Say’s Law

1. According to Keynes, supply does not 
create its demand. It is not applicable 
where demand does not increase as much 
as production increases.

2. Automatic adjustment process will not 
remove unemployment.

3. Money is not neutral. Individuals hold 
money for unforeseen contingencies 
while businessmen keep cash reserve for 
future activities.

4. Say’s law is based on wrong proposition 
that supply creates its own demand and 
there is no over production.

5. Keynes regards full employment as a 
special case because there is under - 
employment in capitalist economies.

6. The need for state intervention arises in 
the case of general over production and 
mass unemployment.
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37. Narrate the equilibrium between ADF and ASF with diagram.
Introduction
 The relationship between employment and output of an economy depends upon the level 
of effective demand which is determined by the forces of aggregate supply and aggregate demand.
Effective Demand : Equilibrium between ADF and ASF
Effective Demand 
 Effective demand denotes money actually spent by the people on products of industry. 
The money which entrepreneurs receive is paid in the form of rent, wages, interest and profit. 
Therefore effective demand equals national income.

ED = Y = C + I = Output = Employment

Aggregate Demand Function (ADF)
 In the Keynesian model, output is determined mainly by aggregate demand. The aggregate 
demand is the amount of money which entrepreneurs expect to get by selling the output produced 
by the number of labourers employed.
 Aggregate demand has the following four components:
1. Consumption demand 2. Investment demand 3. Government expenditure and 4. Net Export ( 
export – import )

AD = C + I + G + (X – M)

Employment
x

y

0

AD

A
gg

re
ga

te
 D

em
an

d

i.  Figure explains that aggregate demand price increases or decreases with an increase or 
decrease in the volume of employment.

ii. Aggregate demand curve increases at an increasing rate in the beginning and then increases 
at a decreasing rate.

Aggregate supply function
 Aggregate supply function is an increasing function of the level of employment. Aggregate 
supply refers to the value of total output of goods and services produced in an economy in a year. 
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In other words, aggregate supply is equal to the value of national product, i.e., national income.

Aggregate Supply = C + S + T + Rf = Aggregate income generated in the economy
i. The above figure shows the shape of the 

two aggregate supply curves drawn for 
the assumption of fixed money wages and 
variable wages.

ii. Z curve is linear where money wages remains 
fixed;

iii. Z1 curve is non - linear since wage rate 
increases with employment.

iv. When full employment level of Nf is reached 
it is impossible to increase output by 
employing more men. So aggregate supply 
curve becomes inelastic (Vertical straight 
line).

Nf

Z1

z

x

y

Ex
pe

ct
ed

 P
ro

ce
ed

s

Employment

0

v. The slope of the aggregate supply curve depends on the relation between the employment 
and productivity.

vi. The aggregate supply depends on the relationship between price and wages. If prices are 
high and wages low, the producers will try to employ labourers.

vii. Thus aggregate supply is an important factor in determining the level of economic activity

viii. Equilibrium between ADF and ASF

ix. Under the Keynes theory of employment, a simple two sector economy consisting of the 
household sector and the business sector is taken to understand the equilibrium between 
ADF and ASF.

i. In the figure, the aggregate demand and 
aggregate supply reach equilibrium at point 
E. The employment level is No at that point.

ii. At ON1 employment, the aggregate supply 
is N1 R1 .

iii. But they are able to produce M1 N1. The 
expected level of profit is M1 R1 .

iv. To attain this level of profit, entrepreneurs 
will employ more labourers. The tendency 
to employ more labour will stop once they 
reach point E.
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v.    It is important to note that the equilibrium level of employment need not be the full 
employment level (N1 ) from the Figure, it is understood that the difference between No – 
Nf is the level of unemployment.
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38. Explain the differences between classical theory and Keynes theory.

	Classical economists stressed the self-adjusting tendencies of the economy. They expressed 
that if there are no government policies, economy would achieve full employment and full 
potential

	 On the other hand, Keynesians view the economy as unstable as a result of instability of 
aggregate demand, primarily due to private investment component.

	A summary of the differences between the two theories is shown in table.

S. 
NO

BASIS OF 
DIFFERENCES

CLASSICAL THEORY KEYNES THEORY

1 Equilibrium Long-run equilibrium Short-run equilibrium
2 Savings and 

Investment
Saving and investment 
equilibrium through 
interest rate

Saving and investment 
equilibrium through income 
levels

3 Money The function of money is to 
act as a medium of exchange

The function of money is a 
medium of exchange on the 
one side and a store of value 
on the other side.

4 Approach Micro foundation to macro 
problems

Macro approach to national 
problems

5 Intervention No government intervention Government intervention is 
necessary for stabilization of 
economy

6 Employment Full employment (under 
employment is voluntary 
and temporary)

Unemployment and under 
employment are possible

7 Output Supply determined (Say’s 
Law: Supply creates 
demand)

Aggregate demand 
determined (Demand creates 
supply. Model based on 
concept of aggregate demand)

8 Budget Balanced budget Budgeting should be adjusted 
to the requirements of 
economy.

9 Capitalism Capitalism is well and good Capitalism has inherent 
contradictions

10 Economic System Laissez faire policy, self 
adjusting and self stabilizing

Discard Laissez faire and 
approves stabilizing measures 
by the government
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Additional One marks

1. A situation in which every able 
bodied person who is willing to 
work at the prevailing wage rate, is 
employed…………..?

a. Less than full employment

b. Full employment

c. underemployment

d. structural employment

2. Who said this? “that level of employment 
at which any further increase in spending 
would result in an inflationary spiral of 
wages and prices”

a.J.S.Mill b.J.M.Keynes

c. Lerner d.Pigou

3. Assertion (A) The concept of full 
employment generally refers to full 
employment of labour force of a country  
Reason (R) Every economy in the world 
aims at attaining the level of full employment 
equilibrium where all its available resources 
are fully and efficiently employed to achieve 
maximum level of output.

a. Both (A) and (R) are true and (R) is the 
correct explanation of (A).

b. Both (A) and (R) are true, but (R) is not 
the correct explanation of (A).

c. (A) is true, but (R) is false.

d. (A) is false, but (R) is true.

4. Which of the following economies have 
the unemployment is purely temporary or 
cyclical or frictional?

a. Developed Economies 

b. Underdeveloped economies

c. Developing economies

d. None of the above

5. Which of the following economies largely 
structural unemployment which is due to 
slow rate of capital formation?

a. Developing economies

b. Underdeveloped economies

c. Developed economies

d. None of the above

6. ……………………….can be cured by 
public investment or expansionary 
monetary policy.

 a. Frictional unemployment

 b. Structural unemployment

 c. Cyclical unemployment

 d. educational unemployment

7. Find the unsuitable example for Seasonal 
unemployment

 a. ice cream industry

 b. doctors

 c. holiday resorts

 d. farmers

8. Which of the following is not responsible 
for educated unemployment in India?

 a. Faulty education system

 b. lack of employable skills

 c. Foreign Education

 d. mass student turnout 
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9. Structural unemployment results from 
massive and deep rooted changes in 
……………?

 a. political structure
 b. economic structure
 c. social structure
 d. cultural structure

10. Identify the odd one.
a. David Ricardo b. J. M. Keynes
c. J. S. Mill, d. J. B. Say

11. Find the incorrect assumption of Say’s 
Law.

a. No single buyer or seller of commodity 
or an input can affect price.

b. government intervention
c. Full employment.
d. There is wage-price flexibility.

12. Find the author of book, “The General 
Theory of Employment, Interest and 
Money” published in 1936.

a. David Ricardo b. J. S. Mill,
c. J. M. Keynes d. J. B. Say

13. What is considered as the starting point 
of Keynes theory of employment and 
income?

a. The principle of effective demand
b. The principle of effective supply
c. The principle of effective equilibrium
d. Say’s Market Law

14. Find the odd one with the context of 
aggregate demand.

a. Consumption demand 
b. Investment demand
c. Government expenditure 
d. interest is equilibrating factor

15. Assertion (A) Aggregate demand curve 
increases at an increasing rate in the 
beginning and then increases at a 
decreasing rate.

 Reason (R) Aggregate demand shows 
that as income increases owing to increase 
in employment, expenditure of the economy 
increases at a decreasing rate.

a. Both (A) and (R) are true and (R) is the 
correct explanation of (A).

b. Both (A) and (R) are true, but (R) is not 
the correct explanation of (A).

c. (A) is true, but (R) is false.
d. (A) is false, but (R) is true.

16. Consider the following diagram.
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Assertion (A) Z curve is linear where money 
wages remains fixed; Z1 curve is non - linear 
since wage rate increases with employment.

Reason (R) The slope of the aggregate supply 
curve depends on the relation between the 
employment and productivity

a. Both (A) and (R) are true and (R) is the 
correct explanation of (A).

b. Both (A) and (R) are true, but (R) is not 
the correct explanation of (A).

c. (A) is true, but (R) is false.
d. (A) is false, but (R) is true.
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17. Consider the following diagram.
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 What do you understand about the 
difference between No – Nf ?

a. the level of employment
b. the level of unemployment
c. the level of underemployment
d. none of the above

18. Which of the following is not an 
assumption of classical theory?

a. Price flexibility
b. Unemployment
c. Say’s law
d. Neutrality of money

19. Which of the following is not an obstacle 
to full employment in classical theory?

a. Excess of saving over investment
b. Liquidity trap
c.  Price rigidity
d. Wage Flexibility

20. In classical theory of employment, there 
is the possibility of:

a. Voluntary unemployment
b. No unemployment
c. Involuntary unemployment
d. Disguised unemployment

21. The idea that a general cut in wages will 
finally lead to a state of full employment 
was suggested by :

a. Keynes b. Marshall
c. J.B.Say d. A.C.Pigou

22. Say’s law of market says:
a. Supply creates its own demand
b. Demand creates supply
c. Income generates demand
d. Savings create demand

23. In the classical theory, one of the following 
is an important assumption: 

a. Wages and prices are inflexible 
b. There is full employment
c. Agents are price setters
d. Adjustment is through quantity.

24. “Supply creates its own demand “is a law 
of:

a. Investment   b. Inflation
c. Consumption  d. Market

25. In classical system which of the following 
keeps the economy at full employment:

a. Level of saving 
b. Increase in money supply 
c. Adjustment in investment 
d. Adjustment in money wages

26. In classical theory which of the following 
is found in the economy:

a. Unemployment 
b. Involuntary unemployment
c. Less than full employment 
d. Full employment

27. Frictional unemployment exists:
a. When there is a decrease in real GDP
b. Because it takes time to find a job when 

one is first entering the labour force
c. As a result of technological change
d. When an individual retires
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28. The natural rate of unemployment 
equals the sum of those who are:

a. Frictionally and structurally unemployed
b. Frictionally and cyclically unemployed
c. Structurally and cyclically unemployed
d. Frictionally structurally and cyclically 

unemployed

29. The concept of effective demand is 
associated with the name of

a. Marshall  b. Keynes
c. Krugman  d. Say 

30. In the Keynesian two sector economy, 
AD>AS, then

a. S=I b. S>I c. S<I d. S=0

31. In the Keynesian two sector economy, 
AD<AS, then

a. S=I b. S>I c. S<I d. S=0

32. In the classical theory the equlity between 
saving and investment is brought about 
by:

a. Income b. Rate Interest
c. Consumption d. None of these

33. Find the incorrect match with context of 
classical theory

a. Equilibrium - Short-run equilibrium

b. S & I -
Saving and investment 
equilibrium through 
interest rate

c. Money -
The function of money 
is to act as a medium of 
exchange

d. Approach - Micro foundation to 
macro problems

34. A positively sloped aggregate supply 
curve indicates that

a. An increase in aggregate demand will 
be associated with an increase in the 

price level and no change in equilibrium 
output.

b.  An increase in aggregate demand will be 
associated with an increase in both the 
price level and equilibrium output.

c. An increase in aggregate demand will 
be associated with an increase in 
equilibrium output and no change in the 
price level.

d.  None of the above.

35. Which of the following are true of 
disguised unemployment?

I. It represents potential savings.
II. The marginal productivity of labour is 

zero or extremely low.
III. It is due to the existence of joint family 

system.
IV. It is confined to the rural areas.

Codes:
 (A) II and IV
 (B) III and IV
 (C) I, II and III
 (D) I, II, III and IV

36. Suppose there is full employment and 
vertical aggregate supply schedule. An 
increase in the nominal money supply

a.  reduces the rate of interest and changes 
the composition of output

b.  causes a proportional increase in real 
output

c.  has no effect on the real money supply 
or the composition of output

d.  causes the real money supply to increase, 
which changes composition of output

37. Assertion (A) :In developing countries 
like India, the nature of unemployment is 
different from that of developed countries.
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 Reason (R) :In developed countries, the 
unemployment is purely temporary or 
cyclical or frictional.

a.  Both A and R are true and R is the 
correct explanation of A.

b.  Both A and R are true but R is not the 
correct explanation of A.

c.  A is true but R is false.
d.  A is false but R is true.

38. Assertion (A) :Structural unemployment 
is due to drastic change in the structure 
of the society.

 Reason (R) :Lack of demand for 
the product or shift in demand to 
other products cause this type of 
unemployment.

a.  Both A and R are true and R is the 
correct explanation of A.

b.  Both A and R are true but R is not the 
correct explanation of A.

c.  A is true but R is false.
d.  A is false but R is true.

39. Assertion (A) :The theory of Keynes was 
against the belief of classical economists 
that the market forces in capitalist 
economy adjust themselves to attain 
equilibrium. 

 Reason (R) :Keynes not only criticized 
classical economists but also advocated 
his own theory of employment.

a Both A and R are true and R is the correct 
explanation of A.

b.  Both A and R are true but R is not the 
correct explanation of A.

c.  A is true but R is false.
d.  A is false but R is true.

40. Assertion (A) :The starting point of 
Keynes theory of employment and 
income is the principle of market law. 

 Reason (R) :Market Law denotes money 
actually spent by the people on products 
of industry.

a.  Both A and R are true and R is the 
correct explanation of A.

b.  Both A and R are true but R is not the 
correct explanation of A.

c.  A is true but R is false.
d. Both A and R are false

41. Assertion (A) :Effective demand 
determines the level of unemployment 
in the economy. 

 Reason (R) :When effective demand 
increases, employment will increase. 
When effective demand decreases, the 
level employment will decline.

a.  Both A and R are true and R is the 
correct explanation of A.

b.  Both A and R are true but R is not the 
correct explanation of A.

c.  A is true but R is false.
d.  A is false but R is true.

42. Assertion (A) :Aggregate supply function 
is an increasing function of the level of 
employment. 

 Reason (R) :Aggregate supply refers to 
the value of total output of goods and 
services produced in an economy in a 
year.

a.  Both A and R are true and R is the 
correct explanation of A.

b. Both A and R are true but R is not the 
correct explanation of A.

c.  A is true but R is false.
d.  A is false but R is true.
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43. Assertion (A) : The slope of the aggregate 
supply curve depends on the relation 
between the employment and productivity. 

 Reason (R) :The capital stock is often fixed 
and hence the law of diminishing marginal 
returns takes place as more workers are 
employed.

a.  Both A and R are true and R is the 
correct explanation of A.

b.  Both A and R are true but R is not the 
correct explanation of A.

c.  A is true but R is false.
d.  A is false but R is true.

44. The total demand for goods and services 
in an economy is known as: 

a. Aggregate demand.
b. Gross national product. 
c. Economy-wide demand.
d. National demand. 

45. Unemployment means that: 
a.  People are not willing to work at the 

going wage rate. 
b.  At the going wage rate, there are people 

who want to work but cannot find work. 
c.  There are some people who will not 

work at the going wage rate. 
d.  There is excess demand in the labour 

market.

46. Which of the following was not a classical 
economist?

a. Adam Smith.
b. Thomas R. Malthus.
c. John Stuart Mill.
d. John Maynard Keynes.

47. The Keynesian remedy for unemployment 
is to 

a. decrease aggregate demand. 
b.  reduce tax rates or lower interest rates.

c.  decrease government spending. 
d.  decrease private consumption and 

investment.

48. Mohan used to work as an autoworker, 
and due to the decline of the Indain 
auto industry, is now unemployed and 
thinking about retraining as a bicycle 
assembler. What type of unemployment 
is he experiencing? 

a. frictional unemployment 
b. structural unemployment
c. cyclical unemployment 
d. natural unemployment

49. Thalib lost his job during the last 
recession. What type of unemployment 
is he experiencing? 

a. frictional unemployment 
b. structural unemployment 
c. cyclical unemployment
d. natural unemployment 

50. After raising two children, Ancy has 
started looking for a job and sent out 
a few job applications. What type of 
unemployment is she experiencing? 

a.  frictional unemployment
b.  structural unemployment 
c.  cyclical unemployment 
d.  natural unemployment 

51. In the classical model: 
a. flexible markets will keep the economy 

at a full-employment level of spending 
and output.

b. both households’ saving activity and 
firms’ investment activity are quite 
sensitive to changes in the interest rate. 

c.  adjustments in the interest rates quickly 
correct any imbalances between saving 
and investment. 

d. all of the above.
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52. Match the correct codes

1 J.B. Say’s 
Market Law

i A person receives 
his income from 
production which is 
spent on the purchase 
of goods and services 
produced by others

2 Keynes 
theory of 
employment

ii Denotes money 
actually spent by the 
people on products of 
industry

3 Market Law 
Meaning

iii Effective demand 
signifies the 
money spent on 
consumption of 
goods and services 
and on investment

4 Effective 
demand

iv Supply creates its own 
demand

Codes 

 a. (1) – (i) (2) – (ii) (3) – (iv) (4) – (iii)
 b. (1) – (ii) (2) – (iii) (3) – (iv) (4) – (i)
 c. (1) – (iv) (2) – (iii) (3) – (i) (4) – (ii)
 d. (1) – (i) (2) – (ii) (3) – (iv) (4) – (iii)

53. Match the correct codes
1 “An Enquiry into the 

Nature and Causes of 
the Wealth of Nations”

i 1776

2 “The General Theory of 
Employment, Interest 
and Money”

ii 1936

3 Market Law iii ADF equals 
ASF

4 Effective Demad iv S equals D
Codes 
 a. (1) – (i) (2) – (ii) (3) – (iv) (4) – (iii)
 b. (1) – (ii) (2) – (iii) (3) – (iv) (4) – (i)
 c. (1) – (iv) (2) – (iii) (3) – (i) (4) – (ii)
 d. (1) – (i) (2) – (ii) (3) – (iii) (4) – (iv)

54. Match the correct codes

1 This unemployment 
exists during the 
downturn phase of trade 
cycle in the economy.

i Cyclical Un
employment

2 This type of 
unemployment occurs 
during certain seasons 
of the year.

ii Seasonal Un
employment

3 Frictional 
unemployment arises 
due to imbalance 
between supply of 
labour and demand for 
labour.

iii Temporary 
Un
employment

4 Sometimes 
educated people are 
underemployed or 
unemployed when 
qualification does not 
match the job.

iv Educated Un
employment

Codes 
 a. (1) – (i) (2) – (ii) (3) – (iv) (4) – (iii)
 b. (1) – (ii) (2) – (iii) (3) – (iv) (4) – (i)
 c. (1) – (iv) (2) – (iii) (3) – (i) (4) – (ii)
 d. (1) – (i) (2) – (ii) (3) – (iii) (4) – (iv)

55. Match the correct codes

1 Modern technology 
being capital 
intensive requires 
slanderousness 
contributes to 
technological 
unemployment.

i Technical 
Unemployment

2 Due to drastic change 
in the structure of the 
society.

ii Structural 
Unemployment

3 Occurs when more 
people are than what 
is actually required.

iii Seasonal 
Unemployment

4 ice cream industry, 
holiday resorts etc.

iv Disguised 
unemployment
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Codes 

 a. (1) – (i) (2) – (ii) (3) – (iv) (4) – (iii)
 b. (1) – (ii) (2) – (iii) (3) – (iv) (4) – (i)
 c. (1) – (iv) (2) – (iii) (3) – (i) (4) – (ii)
 d. (1) – (i) (2) – (ii) (3) – (iii) (4) – (iv)

56. Match the correct codes

1 AD i C + S + T + Rf
2 ED ii Supply = Demand

Occurs when 
more people 
are than what is 
actually required.

iii Seasonal 
Unemployment

3 AS iii Y = C + I = 
Output = 
Employment 

4 Market Law iv C + I + G + (X – 
M)

Codes 

 a. (1) – (i) (2) – (ii) (3) – (iv) (4) – (iii)
 b. (1) – (ii) (2) – (iii) (3) – (iv) (4) – (i)
 c. (1) – (iv) (2) – (iii) (3) – (i) (4) – (ii)
 d. (1) – (i) (2) – (ii) (3) – (iii) (4) – (iv)

Answers
1 2 3 4 5 6 7 8 9 10
b c b a a c b c b b

11 12 13 14 15 16 17 18 19 20
b c a d a a b b d a

21 22 23 24 25 26 27 28 29 30
d a b d d d b a b c

31 32 33 34 35 36 37 38 39 40
b b a b d c b a b d

41 42 43 44 45 46 47 48 49 50
d b b a b d b b c a

51 52 53 54 55 56
d c a d a c

Additional Two Marks

1. List various types of unemployment.

i. Cyclical Unemployment

ii. Seasonal Unemployment

iii. Frictional Unemployment

iv. Educated Unemployment

v. Technical Unemployment

vi. Structural Unemployment

vii. Disguised Unemployment

2. What is Cyclical Unemployment?

	Cyclical unemployment exists during 
the downturn phase of trade cycle in 
the economy.

	In a business cycle during the period 
of recession and depression, income 
and output fall leading to widespread 
unemployment.

3. Write a short note on Seasonal 
Unemployment.

i. Seasonal Unemployment type of 
unemployment occurs during certain 
seasons of the year.

ii. In agriculture and agro based 
industries like sugar,production 
activities are carried out only in some 
seasons.

iii. These industries offer employment 
only during that season in a year.

4. Write the meaning of Temporary 
Unemployment.

i. Temporary unemployment arises due 
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to imbalance between supply of labour 
and demand for labour.

ii. This is because of immobility of labour, 
lack of necessary skills, break down of 
machinery, shortage of raw materials 
etc.

5. What is Technical Unemployment?

i. Modern technology being capital 
intensive requires lesslabourers 
and contributes to technological 
unemployment.

ii. Now a days, invention and innovations 
lead to the adoption of new techniques 
there by the existing workers are 
retrenched.

6. Mention few names of Classical theory.

 David Ricardo, J.S.Mill, J.B.Say and 
A.C.Pigou.7. List some limitations of GDP as a 
measurement of social welfare.

7. Write any two Criticisms of Say’s Law.

The following are the criticisms against Say’s 
law: 

1. According to Keynes, supply does not 
create its demand. It is not applicable 
where demand does not increase as 
much as production increases. 

2. Automatic adjustment process will not 
remove unemployment. Unemployment 
can be removed by increase in the rate 
of investment.

8. Write the equation of effective demand.

ED = Y = C + I = Output = Employment

9. Draw the diagram of effective demand.
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10. Write the equation of Aggregate Supply.

 Aggregate Supply = C + S + T + Rf = 
Aggregate income generated in the economy.

11.  What is Aggregate supply?

  The value of total output of goods and 
services produced in an economy in a year.

12.  What is Aggregate demand?

 The amount that households, firms, the 
governments and the foreign purchasers would 
like to spend on domestic output..

13. Write a note on “wage-price flexibility” of 
classicals.

i. According to the classicals, the wages 
and prices are flexible.

ii. This flexibility ensures equilibrium in 
market. In other words, demand will be 
equal to supply in all markets.

iii. All disequilibrium conditions in the 
market will be corrected with the wage-
price flexibility.

14. Write a note on “wage-price rigidity” 
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Keynes.

i. According to Keynes there is wage-
price rigidity.

ii. In the real world it is not possible 
to reduce the wages on account of 
government policy and due to the 
existence of trade unions.

iii. So the wages are more or less rigid 
rather than flexible.

15. Comment : “Self-Adjustment not 
Possible”

i. According to Say‘s Law, full 
employment is maintained by an 
automatic and self adjustment 
mechanism in the long run.

ii. But Keynes had no patience to wait for 
the long period for he believed that – 
In the long run we are all dead.

iii. It is not the automatic adjustment 
process which removes unemployment.

iv. But unemployment can be removed by 
increase in the rate of investment.

16. What is the main criticism of Keynes on 
Classicals?

i. Keynes did not accept the classical 
view that reduction in money wages 
led to full employment.

ii. He emphasized that unemployment 
could be removed by raising the 
effective demand. 

iii. According to Keynes, a cut in money 
wages applied to the economy as a 
whole reduces employment rather 
than increasing it.

Additional Three Marks

1. Distinguish between Fictional and 
Structural unemployment.

Fictional 
unemployment

Structural 
unemployment

1 Frictional 
unemployment arises 
due to imbalance 
between supply of 
labour and demand 
for labour.

Structural 
unemployment 
is due to drastic 
change in the 
structure of the 
society.

2 This is because of 
immobility of labour, 
lack of necessary 
skills, break down of 
machinery, shortage 
of raw materials etc.

Lack of demand 
for the product 
or shift in 
demand to other 
products cause 
this type of 
unemployment.

3 The persons who lose 
jobs and in search of 
jobs are also included 
under frictional 
unemployment.

This kind of 
unemployment 
results from 
massive and deep 
rooted changes 
in economic 
structure.

2. Comment - “Ex ante and Ex post in Says’ 
Law

	The statement that supply creates 
own demand or equivalently that the 
aggregate in investment equals the 
aggregate saving always holds good in 
the ex post sense since it is simply an 
accounting identity.

	Say’s la of markets, however, states that 
these two are equal in ex ante sense, i.e., 
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the total quantity which people produce 
i.e., aggregate supply must be equal to 
the total quantity which they plan to 
buy i.e., aggregate demand.

3. Write a note of John Maynard Keynes

	John Maynard Keynes was one of the 
most influential economists of the 20th 
century.

	He was born in Cambridge in1883. In 
addition to his work as an economist he 
held position as civil servant a director 
of the Bank of England, and leader of 
British delegation of negotiators at the 
Bretton Woods conference at points in 
his career.

	Economic theory based on his idea 
is known as Keynesian economics, 
and remain highly influential 
today, particularly in the field of 
macroeconomics.

4. Aggregate Demand Function (ADF) – 
Explain.

	In the Keynesian model, output is 
determined mainly by aggregate 
demand.

	The aggregate demand is the amount of 
money which entrepreneurs expect to 
get by selling the output produced by 
the number of labourers employed.

 Aggregate demand has the following 
four components: 1. Consumption demand 2. 
Investment demand 3. Government expenditure 
and 4. Net Export ( export – import )

AD = C + I + G + (X – M)

Employment
x

y

0

AD

A
gg

re
ga

te
 D

em
an

d

i. Figure explains that aggregate demand 
price increases or decreases with an 
increase or decrease in the volume of 
employment.

ii. Aggregate demand curve increases at 
an increasing rate in the beginning 
and then increases at a decreasing rate.

5. Explain how it might be possible for the 
unemployment rate to decline even though 
the number of unemployed is growing.
 i. This may be possible if the number 

of new entrants into the labor force 
is increasing at a greater rate than the 
number of people who are becoming 
unemployed.

ii. Since the unemployment rate is a ratio 
and the numerator is growing more 
slowly than the denominator then the 
unemployment rate will fall.

6. What are the economic costs of 
unemployment?

 i. Whenever resources are unemployed 
there is always some sort of waste.

ii. In the case of unemployment it 
manifests itself in the potential 
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production of goods and services 
irretrievably lost.

iii. There are also other costs such as 
increased burdens to taxpayers to 
fund unemployment compensation 
programs and the individual cost 
in terms of a loss of self esteem and 
dignity.

Additional Five Mark

1. Classify the following as either employed, 
unemployed or not in the labor force.

An individual who has 
been temporarily absent 
due to caring for an elderly 
relative whether they are 
paid or not.
A  person 18 years old or 
older who works without 
pay for 15 or more hours 
per week in a family 
enterprise.
Someone who works for 
pay in his or her own 
business.
A woman who spends 
five hours a week sending 
bills to her husband's 
clients. She is not paid 
for her work. Otherwise 
she performs non-market 
work at home.
A retired person
A person who quits one 
job in favor of looking for 
work elsewhere but has yet 
to find work.

Answers

An individual who has been 
temporarily absent due to 
caring for an elderly relative 
whether they are paid or not.

Employed

A  person 18 years old or older 
who works without pay for 15 
or more hours  wper week in a 
family enterprise.

Employed

Someone who works for pay in 
his or her own business. Employed

A woman who spends five 
hours a week sending bills to 
her husband's clients. She is not 
paid for her work. Otherwise 
she performs non-market work 
at home.

Not in the 
labour force

A retired person Not in the 
labour force

A person who quits one job 
in favor of looking for work 
elsewhere but has yet to find 
work.

Unemployed

 2. In each of the following scenario, 
classify the individual as frictionally,  
structurally,  or cyclically unemployed. 
Explain your classification.

 (a)  There has been a general economic 
slow down. Because of weak demand, 
Kumar has lost his portering job at the 
railway station.

 (b) Sathish, a newly qualified dental 
graduate, is looking for a place to set 
up practice.

 (c) Latha is thrown out of work by the 
introduction of a more mechanized 
production process.

 (d) Devi, a computer programmer 
with a large bank, quit her job two 
months ago in search of a better-paid 
programming position. She is still 
looking.
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Answers

 (a) Kumar is cyclically unemployed. He has lost his job as a result of he general economic 
recession.

 (b) Sathish is frictionally unemployed. Job openings exist for him. It is merely a case of 
tracking down a position.

 (c) Latha is structurally unemployed. Unemployment due to technological change in an 
industry is classified as structural.

 (d) Devi, is frictionally unemployed. Job openings exist for her.

3. State the ‘Full Employment’ in The Classical view.

i.  The classical economists always believed in the existence of full employment in the 
economy.

ii. To them full employment was a normal situation and any deviation from this was 
regarded as something abnormal.

iii. According to Pigou, the greatest exponent of the classical view, the tendency of the 
economic system was to automatically provide full employment in the labour market.

iv. Full employment exists “when everybody who at the running rate of wages wishes to be 
employed”.

v.  Those who are not prepared to work at the existing wage rate are not unemployed in the 
Pigovian sense because they are voluntarily unemployed.

 vi. There is, however, no possibility of involuntary unemployment in the sense that people 
are prepared to work but they do not find work.
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UNIT

4
Consumption and Investment 

Functions
INTRODUCTION

CONSUMPTION FUNCTION

 The consumption function or propensity to consume refers to income consumption 
relationship. It is a “functional relationship between two aggregates viz., total consumption and 
gross national income.” Symbolically, the relationship is represented as C= f (Y).

PROPENSITY TO CONSUME AND PROPENSITY TO SAVE.

	The relationship between consumption and income is called propensity to consume 
or consumption function.

	C=F(Y).
	Consumption function may be represented by an equation.
	C=a+b(Y)
	C=consumption, a =consumption at zero level of income=MPC (slope of the 

consumption curve) Y=income.
	The consumption equation shows the level of consumption for various level of income.
	Propensity to consume is of two types 
	Average propensity to consume (APC)
	Marginal propensity to consume (MPC).
	APC= ratio of total consumption to total income.
	APC=C/Y.
	MPC=∆C/∆Y.
	Propensity to save indicates the tendency of the households to save at a given level of 

income. It shows the relation between saving and income. 
	Propensity to save is also of two types.
	Average propensity to save (APC)
	Marginal propensity to save.(MPC) 

THE RELATIONSHIP BETWEEN APC AND MPC

	 APC means the ratio of total consumption to total income i.e. APC =    and MPC is 

the ratio of change in consumption to change in income i.e. MPC = ∆y
∆c  .

c
y
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	If consumption functions be liner with positive expenditure at 0 income level. Its equation is 
C =  a + by and APC is falling while MPC is constant. And APC is always greater than MPC.

PROPENSITIES AND MULTIPLIER

	Average propensity to save is the ratio of saving to 
income

	 APC=S/Y.

	 Marginal propensity to save is the ratio of change in 
saving to change in income

	 MPS=∆S/∆Y.

	 There is relationship between APC and APS. 	APC+APS=1
	 APC=1-APS. 	 There is relationship between 

MPC and MPS.
	 MPC+MPS=1 	1-MPC=MPS.
	 Multiplier K K=∆Y/∆C or K=1/MPS or K=I/I-MPC

INVESTMENT FUNCTION:

 Investment function refers to inducement to invest or investment demand. Classical 
economist considered investment demand simply as a decreasing function of interest rate. 
Hence,

where I = induced investment, r = rate of interest

MEANING OF MARGINAL EFFICIENCY OF CAPITAL

(MEC) is the rate of discount which makes the discounted present value of expected income 
stream equal to the cost of capital.

MEANING OF MARGINAL EFFICIENCY OF INVESTMENT

 (MEI) is the expected rate of return on investment as additional units of investment are made 
under specified conditions and over a period of time.

THE MULTIPLIER EFFECT

	A.  Changesin spending ripple through the economy to generate event larger changes 
in real GDP.  This is called the multiplier effect.

	Multiplier = change in real GDP / initial change in spending. 
	Alternatively, it can be rearranged to read: Change in real GDP = initial change in 

spending x multiplier.

THREE POINTS TO REMEMBER ABOUT THE MULTIPLIER:

	The initial change in spending is usually associated with investment because it is 
so volatile, but changes in consumption (unrelated to income), net exports, and 
government purchases also are subject to the multiplier effect.
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	 The initial change refers to an upward shift or downward shift in the aggregate 
expenditures schedule due to a change in one of its components, like investment.

	 The multiplier works in both directions (up or down).

THE MULTIPLIER IS BASED ON TWO FACTS.

	Any change in income will cause both consumption and saving to vary in the same 
direction as the initial change in income, and by a fraction of that change.

	The fraction of the change in income that is spent is called the marginal propensity 
to consume (MPC).

	The fraction of the change in income that is saved is called the marginal propensity 
to save (MPS).

	The size of the MPC and the multiplier are directly related; the size of the MPS and 
the multiplier are inversely related.  

In equation form Multiplier = 1 / MPS or   1 / (1-MPC).

THE PRINCIPLE OF ACCELERATOR

The principle of acceleration is based on the fact that the demand for capital goods is derived 
from the demand for consumer goods. In other words, acceleration is the ratio between induced 
investment and initial change in consumption. Symbolically

   β =  ∆C
∆I

  When, β = acceleration 
      = change in induced investment 
      = change in consumption
Hicks has broadly explained the concept of acceleration as the ratio of induced investment to 
change in income or output. 

CONCEPT OF SUPER MULTIPLIER

The concept of super multiplier was developed by J. R Hicks. Super multiplier refers interaction 
between acceleration and multiplier. It shows the effect on equilibrium income, output and em-
ployment.

Y= C + IA + IP
Y = Aggregate income. 
C = Consumption expenditure 
IA= autonomous investment 
IP= induced private investment

Hicks has combined the k and β mathematically and given it the name of the Super Multiplier. 
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BOOK EXERCISE QUESTIONS - MULTIPLE CHOICE QUESTIONS

PART - A

1. The average propensity to consume is 
measured by 

a) C/Y b) CxY c) Y/C d) C+Y

2. An increase in the marginal propensity to 
consume will: 

a) Lead to consumption function becoming 
steeper 

b) Shift the consumption function upwards 
c) Shift the consumption function 

downwards 
d) Shift savings function upwards

3. If the Keynesian consumption function 
is C=10+0.8 Y then, if disposable income 
is Rs 1000, what is amount of total 
consumption?  

a) Rs. 0.8 b) Rs. 800 c) Rs. 810 d) Rs. 0.81

4. If the Keynesian consumption function is 
C=10+0.8Y then, when disposable income 
is Rs 100, what is the marginal propensity 
to consume?
a) Rs. 0.8 b) Rs. 800 c) Rs. 810 d) Rs. 0.81

5. If the Keynesian consumption function is 
C=10+0.8 Y then, and disposable income 
is Rs.100, what is the average propensity 
to consume? 

a) Rs. 0.8 b) Rs. 800 c) Rs. 810 d) Rs.0.9

6. As national income increases 
a) The APC falls and gets nearer in value to 

the MPC. 
b) The APC increases and diverges in value 

from the MPC. 
c) The APC stays constant 
d) The APC always approaches infinity. 

7. As increase in consumption at any given 
level of income is likely to lead 

a) Higher aggregate demand 
b) An increase in exports 
c)A fall in taxation revenue 
d) A decrease in import spending

8. Lower interest rates are likely to : 
 a) Decrease in consumption 
 b) increase cost of borrowing 
 c) Encourage saving 
 d) increase borrowing and spending

9. The MPC is equal to : 
a) Total spending / total consumption 
b) Total consumption/total income 
c) Change in consumption /change in 

income 
d) none of the above.

10. The relationship between total spending 
on consumption and the total income is 
the ___________________ 

a) Consumption function 
b) Savings function 
c) Investment function 
d) aggregate demand function

11. 11. The sum of the MPC and MPS is 
_______ 

a)1 b) 2  c) 0.1 d) 1.1 

12. 12. As income increases, consumption 
will _________ 

a)fall b) not change 
c) fluctuate d) increase
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13. When investment is assumed autonomous 
the slope of the AD schedule is determined 
by the _____ 

a) marginal propensity to invest 
b) disposable income 
c) marginal propensity to consume 
d) average propensity to consume

14. The multiplier tells us how much 
__________ changes after a shift in

a) Consumption , income 
b) investment, output 
c) savings, investment 
d) output, aggregate demand

15. The multiplier is calculated as 
a) 1/(1-MPC) b) 1/MPS 
c) 1/MPC d) a and b

16. It the MPC is 0.5, the multiplier is 
____________ 

a) 2 b)1/2  c) 0.2 d) 20

17. In an open economy import _________ 
the value of the multiplier

a) Reduces b) increase
c) does not change d) changes

18. According to Keynes, investment is a 
function of the MEC and _____ 

a) Demand b) Supply 
c) Income  d) Rate of interest

19. The term super multiplier was first used 
by 

a) J.R.Hicks b) R.G.D. Allen 
c) Kahn d) Keynes

20. The term MEC was introduced by 
a) Adam Smith  b) J.M. Keynes 
c) Ricardo  d) Malthus

Answers
1 2 3 4 5 6 7 8 9 10
a a c a d a a d c a

11 12 13 14 15 16 17 18 19 20
a d c d d a a d a b

PART - B
Answer the following questions in one or 
two sentences

21. What is consumption function? 
	 The consumption function or 

propensity to consume refers to income 
consumption relationship.

	It is a “functional relationship between 
two aggregates viz., total consumption 
and gross national income.”

	Symbolically, the relationship is 
represented as

C= f (Y)

 Where, C = Consumption Y = Income f 
= Function

22. What do you mean by propensity to 
consume? 
	Propensity to consume refers to income 

consumption relationship.
	It is a “functional relationship between 

two aggregates viz., total consumption 
and gross national income.”

23. Define average propensity to consume 
(APC).

 The average propensity to consume is 
the ratio of consumption expenditure to any 
particular level of income.” Algebraically it 
may be expressed as under:

APC  = C
Y

 

Where, 
C = Consumption Y = Income

www.kalvikural.com



XII - Economics Surya

Unit 4: Consumption and Investment Functions83

24. Define marginal propensity to consume 
(MPC).

 The marginal propensity to consume 
may be defined as the ratio of the change in 
the consumption to the change in income. 
Algebraically it may be expressed as under:

MPC  = ΔC
ΔY

 

Where, 
DC = Change in Consumption
DY = Change in Income
MPC is positive but less than unity

25. What do you mean by propensity to save? 

	The propensity to save refers to income 
savings relationship.

	Saving function is a “functional 
relationship between two aggregates 
viz., total savings and gross national 
income.”

 Symbolically, the relationship is 
represented as

S = f (Y)

Where, S = Savings Y = Income f = Function

26. Define average propensity to save (APS).

	 The average propensity to save is the 
ratio of saving to income.

	APS is the quotient obtained by dividing 
the total saving by the total income. 
In other words, it is the ratio of total 
savings to total income.

 It can be expressed algebraically in the 
form of equation as under

APC  = S
Y

Where, 
S = Saving
Y = Income

27. Define Marginal Propensity to Save 
(MPS).
	Marginal Propensity to Save is the 

ratio of change in saving to a change in 
income. 

	MPS is obtained by dividing change in 
savings by change in income. 

MPS  = DS
DY

DS – Change in Saving
DY – Change in Income
Since MPC + MPS -1
MPS = MPC and MPC =1 – MPS
 Generally the average ie APC is expressed in 
percentage and the MPC in fraction.

28. Define Multiplier.
	 The multiplier is defined as the ratio of 

the change in national income to change 
in investment.

	If ΔI stands for increase in investment 
and ΔY stands for resultant increase in 
income, the multiplier K =ΔY/ΔI.

	Since ΔY results from ΔI, the multiplier 
is called investment multiplier.

29. Define Accelerator.
 Accelerator is the numerical value of the 
relation between an increase in consumption 
and the resulting increase in investment.

Accelerator (β)  = ΔI
ΔC

ΔI = Change in investment outlays (Say 100)
ΔC = Change in consumption demand (Say 

50)
 The accelerator expresses the ratio 
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of the net change in investment to change in 
consumption.

PART - C

Answer the following questions in one 
Paragraph.

30. State the propositions of Keynes’s 
Psychological Law of Consumption 

(1) When income increases, consumption 
expenditure also increases but by a 
smaller amount. The reason is that as 
income increases, our wants are satisfied 
side by side, so that the need to spend 
more on consumer goods diminishes. So, 
the consumption expenditure

(2) The increased income will be divided in 
some proportion between consumption 
expenditure and saving. This follows 
from the first proposition because when 
the whole of increased income is not spent 
on consumption, the remaining is saved.

(3) Increase in income always leads to 
an increase in both consumption 
and saving. This means that increased 
income is unlikely to lead to fall in 
either consumption or saving. Thus with 
increased income both.

31. Differentiate autonomous and induced 
investment.

Basics Autonomous 
Investment

Induced 
Investment

Meaning Independent Planned
Elasticity Income inelastic Income elastic
Motive Welfare motive Profit Motive

Diagram

Income0

I I’

x

In
ve

st
m

en
t

Autonomous Investmenty

0

Id

GNP

Induced Investment

In
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t

y
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32. Explain any three subjective and objective 
factors influencing the consumption 
function.

A) Subjective Factors 
 Subjective factors are the internal factors 

related to psychological feelings. Major 
subjective factors influencing.

1. The motive of precaution: To build up a 
reserve against unforeseen contingencies. 
Eg. Accidents, sickness

2.  The motive of foresight: The desire to 
provide for anticipated future needs. Eg. 
Old age

3.  The motive of calculation: The desire to 
enjoy interest and appreciation.

4.  The motive of improvement: The desire 
to enjoy for improving standard of living.

5.  The motive of financial independence. 
6.  The motive of enterprise (desire to do 

forward trading).
7.  The motive of pride.(desire to bequeath 

a  fortune)
8. The motive of avarice.(purely miserly 

instinct)
B) Objective Factors 
 Objective factors are the external factors 
which are real and measurable.
1) Income Distribution 
 If there is large disparity between rich 

and poor, the consumption is low because 
the rich people have low propensity to 
consume and high propensity to save.

2) Price level 
 Price level plays an important role in 

determining the consumption function. 
When the price falls, real income goes up; 
people will consume more and propensity 
to save of the society increases.
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3) Wage level 

 Wage level plays an important role in 
determining the consumption function and 
there is positive relationship between wage and 
consumption.

4) Interest rate 

 Rate of interest plays an important role in 
determining the consumption function.

5) Fiscal Policy 

 When government reduces the tax the 
disposable income rises and the propensity to 
consume of community increases.

6) Consumer credit 

 The availability of consumer credit at easy 
installments will encourage households to buy 
consumer durables like automobiles, fridge, 
computer. This pushes up consumption.

7) Demographic factors 

 Ceteris paribus, the larger the size of 
the family, the grater is the consumption. 
Besides size of family, stage in family life cycle, 
place of residence and occupation affect the 
consumption function.

8) Duesenberry hypothesis 

 Duesenberry has made two observations 
regarding the factors affecting consumption.

a) The consumption expenditure depends 
not only on his current income but also 
past income and standard of living.

b) Consumption is influenced by 
demonstration effect. The consumption 
standards of low income groups are 
influenced by the consumption standards 
of high income groups.

9) Windfall Gains or losses 

 Unexpected changes in the stock market 
leading to gains or losses tend to shift the 
consumption function upward or downward.
33. Mention the differences between 

accelerator and multiplier effect

S. 
No BASIS ACCELERA-

TOR
MULTI-
PLIER

1 Meaning The 
accelerator 
coefficient 
is the ratio 
between 
induced 
investment 
and an initial 
change in 
consumption

The 
multiplier is 
defined as 
the ratio of 
the change 
in national 
income to 
change in 
investment.

2 Effect Change in 
consumption 
expenditure 
forms the 
effect

Change in 
Investment 
forms the 
effect

3 Formula β= ΔI /ΔC K =ΔY/ΔI

4 Other Name The 
accelerator 
coefficient

Investment 
multiplier

5 Vital 
Assumption

Absence 
of excess 
capacity in 
consumer 
goods 
industries.

There is no 
induced 
investment

34. State the concept of super multiplier. 

Meaning of Super Multiplier

	In order to measure the total effect of 
initial investment on income, Hicks has 
combined the k and β mathematically 
and given it the name of the Super 
Multiplier.
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	The super multiplier is worked out by 
combining both induced consumption 
and induced investment.

	The combined name of the super 
multiplier and the accelerator is also 
called the leverage effect.

Leverage Effect

 The combined effect of the multiplier and 
the accelerator is also called the leverage effect 
which may lead the economy to very high or 
low level of income propagation. 

Symbolically

Y= C + IA + IP

Y = Aggregate income.

C = Consumption expenditure

IA= autonomous investment

IP= induced private investment

 The super – multiplier, tells us that if 
there is an initial increase in autonomous 
investment, income will increase by K times 
the autonomous investment.
35. Specify the limitations of the multiplier.

 The multiplier assumes that those who 
earn income are likely to spend a proportion of 
their additional income on consumption. But in 
practice, people tend to spend their additional 
income on other items. Such expenses are 
known as leakages. These leakages are the 
limitations of the multiplier.

	Payment towards past debts.

	 Purchase of existing wealth

	Import of goods and services

	Non availability of consumer goods

	Full employment situation
PART - D

Answer the following questions in about 
a page.

36. Explain Keynes psychological law of 
consumption function with diagram.

Introduction
 Keynes propounded the fundamental 
Psychological Law of Consumption which 
forms the basis of the consumption function.
Meaning of Psychological law of consumption

 The law implies that there is a tendency on 
the part of the people to spend on consumption 
less than the full increment of income.
Assumptions:

1. The other variables such as income 
distribution, tastes, habits, social customs, 
price movements, population growth, etc. 
do not.

2. Existence of Normal Conditions: The 
law holds good under normal conditions. 
People may spend the whole of increased 
income on consumption.

3. Existence of a Laissez-faire Capitalist 
Economy: The law operates in a rich 
capitalist economy where there is no 
government intervention.

Propositions of the Law:

(1) When income increases, consumption 
expenditure also increases but by a smaller 
amount.

(2) The increased income will be divided in 
some proportion between consumption 
expenditure and saving.

(3) Increase in income always leads to an 
increase in both consumption and saving.
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The three propositions of the law

Income 
Y

Consump-
tion C

Savings 
S = Y =C

120 120 0

180 170 10

240 220 20

Diagrammatically, the three propositions are 
explained in the following figure

0
45o

170

120

20

120 180 x

y c = y

c
S

B

Income

C
on

su
m

pt
io

n

Explanations

Proposition (1): 

 When income increases from 120 to 180 
consumption also increases from 120 to 
170 but the increase in consumption is less 
than the increase in income, 10 is saved.

Proposition (2): 

 When income increases to 180 and 240, 
it is divided in some proportion between 
consumption by 170 and 220 and saving 
by 10 and 20 respectively.

Proposition (3): 

 Increases in income to 180 and 240 lead to 
increased consumption 170 and 220 and 
increased saving 20 and 10 than before.

37. Briefly explain the subjective and objective 
factors of consumption function?

 J.M Keynes has divided factors influencing 
the consumption function into two.

A) Subjective Factors 
 Subjective factors are the internal factors 
related to psychological feelings. Major 
subjective factors influencing.

1. The motive of precaution: To build up a 
reserve against unforeseen contingencies. 
Eg. Accidents, sickness 

2. The motive of foresight: The desire to 
provide for anticipated future needs. Eg. 
Old age

3. The motive of calculation: The desire to 
enjoy interest and appreciation. 

4. The motive of improvement: The desire to 
enjoy for improving standard of living.

5. The motive of financial independence. 
6. The motive of enterprise (desire to do 

forward trading).
7. The motive of pride.(desire to bequeath a 

fortune)
8. The motive of avarice.(purely miserly 

instinct)
 The Government, institutions and 
business corporations and firms may also 
consume mainly because of the following four 
motives:
1. The motive of enterprise
2. The motive of liquidity
3. The motive of improvement
4. The motive of financial prudence

B) Objective Factors 
 Objective factors are the external factors 

which are real and measurable.
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1) Income Distribution 
 If there is large disparity between rich and 
poor, the consumption is low because the rich 
people have low propensity to consume and 
high propensity to save.
2) Price level 
 Price level plays an important role in 
determining the consumption function. When 
the price falls, real income goes up; people will 
consume more and propensity to save of the 
society increases.
3) Wage level 
 Wage level plays an important role in 
determining the consumption function and 
there is positive relationship between wage and 
consumption.
4) Interest rate 
 Rate of interest plays an important role in 
determining the consumption function.
5) Fiscal Policy 
 When government reduces the tax the 
disposable income rises and the propensity to 
consume of community increases.
6) Consumer credit 
 The availability of consumer credit at easy 
installments will encourage households to buy 
consumer durables like automobiles, fridge, 
computer. This pushes up consumption.
7) Demographic factors 
 Ceteris paribus, the larger the size of 
the family, the grater is the consumption. 
Besides size of family, stage in family life cycle, 
place of residence and occupation affect the 
consumption function.
8) Duesenberry hypothesis 
 Duesenberry has made two observations 
regarding the factors affecting consumption.
 a) The consumption expenditure depends 

not only on his current income but also 
past income and standard of living.

 b) Consumption is influenced by 
demonstration effect. The consumption 
standards of low income groups 
are influenced by the consumption 
standards of high income groups.

9) Windfall Gains or losses 
 Unexpected changes in the stock market 
leading to gains or losses tend to shift the 
consumption function upward or downward.
namely: Subjective factors and Objective 
factors
38. Illustrate the working of Multiplier
Definition of Multiplier
	 The multiplier is defined as the ratio of 

the change in national income to change 
in investment.

	If ΔI stands for increase in investment 
and ΔY stands for resultant increase in 
income, the multiplier K =ΔY/ΔI.

	 Since ΔY results from ΔI, the multiplier 
is called investment multiplier.

The value of multiplier depends on MPC

Multiplier K = 1/1-MPC

	The multiplier is the reciprocal of one 
minus marginal propensity to consume. 
Since marginal propensity to save is 1 - 
MPC. (MPC+MPS =1).

	Multiplier is 1/ MPS. The multiplier is 
therefore defined as reciprocal of MPS. 
Multiplier is inversely related to MPS 
and directly with MPC.

Working of Multiplier – Illustration

	Suppose the Government undertakes 
investment expenditure equal to Rs.100 
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crore on some public works, by way of 
wages, price of materials etc.

	Thus income of labourers and suppliers 
of materials increases by Rs.100 crore. 
Suppose the MPC is 0.8 that is 80 
%.A sum of Rs.80 crores is spent on 
consumption (A sum of Rs.20 Crores is 
saved).

	As a result, suppliers of goods get an 
income of Rs.80 crores. They inturn 
spend Rs.64 crores (80% of Rs.80 cr).

	In this manner consumption 
expenditure and in crease in income act 
in a chain like manner.

The final result isΔY 

= 100+100×4/5+100 ×[4/5]2+100×[4/5]3or,

ΔY = 100+100×0.8+100× (0.8)2 + 100 ×(0.8)3 

 = 100 + 80 + 64 + 51.2...

 = 500 

that is 100×1/1-4/5 

100×1/1/5 

100×5 = Rs.500 crores

For instance if C = 100 + 0.8Y, I = 100, 

Then Y = 100 + 0.8Y + 100 

0.2Y = 200 

Y = 200/0.2 = 1000→Point B 

If I is increased to 110, then 

0.2Y =210 

Y = 210/0.2 = 1050→Point D 

For Rs.10 increase in I, Y has increased by Rs.50. 

This is due to multiplier effect. 

At point A, Y = C = 500 

C = 100 + 0.8 (500) = 500; S=0 

At point B, Y = 1000 

C = 100 + 0.8 (1000) = 900; S = 100 = I 

At point D, Y = 1050 

C = 100 + 0.8 (1050) = 940; S = 110 = I 

When I is increased by 10, Y increases by 50. 

This is multiplier effect (K = 5)

K = 1 /  0.2 = 5

39. Explain the operation of the Accelerator.
Meaning of Accelerator

 
Accelerator (β)  = ΔI

ΔC

DI = Change in investment outlays (say 100)
DC = Change in consumption demand (Say 
50)
The accelerator expresses the ratio of the net 
change in investment to change in consumption.

Operation of the Acceleration Principle
 i. Let us consider a simple example. The 

operation of the accelerator may be 
illustrated as follows.

 ii. Let us suppose that in order to produce 
1000 consumer goods, 100 machines are 
required. Also suppose that working life 
of a machine is 10 years. 

 iii. This means that every year 10 machines 
have to be replaced in order to maintain 
the constant flow of 1000 consumer 
goods. This might be called replacement 
demand. 

 iv. Suppose that demand for consumer 
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goods rises by 10 percent (ie from 1000 
to 1100). This results in increase in 
demand for 10 more machines.

 v. So that total demand for machines is 20. 
(10 for replacement and 10 for meeting 
increased demand). It may be noted 
here a 10 percent increase in demand for 
consumer goods causes a 100 percent 
increase in demand for machines (from 
10 to 20).

 vi. So we can conclude even a mild change 
in demand for consumer oods will lead 
to wide change in investment.

Diagrammatic illustration:
Operation of Accelerator.
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I4 I4
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S

I3 I3

I2 I2

Y1 Y2 Y3 x
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Income
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vi

ng
 an

d 
In
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m
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t

0

	 SS is the saving curve. II is the investment 
curve. At point E1, the economy is in 
equilibrium with OY1 income. Saving and 
investment are equal at OI2. 

	 Now, investment is increased from OI2 to 
OI4. This increases income from OY1 to 
OY3, the equilibrium point being E3. If the 
increase in investment by I2 I4 is purely 
exogenous, then the increase in income by 
Y1 Y3 would have been due to the multiplier 
effect. 

	 But in this diagram it is assumed that 
exogenous investment is only by I2 I3 and 
induced investment is by I3 I4. 

	 Therefore, increase in income by Y1 Y2 is 
due to the multiplier effect and the increase 
in income by Y2 Y3 is due to the accelerator 
effect. MPC is positive but less than unity.

40. What are the differences between MEC 
and MEI.

	 Meaning of Marginal Efficiency of 
Capital (MEC) is the rate of discount 
which makes the discounted present 
value of expected income stream equal 
to the cost of capital.

	 Meaning of Marginal Efficiency of 
Investment is the expected rate of return 
on investment as additional units of 
investment are made under specified 
conditions and over a period of time.

Marginal Efficiency 
of Capital (MEC)

Marginal Efficiency 
of Investment (MEI)

1. It is based on a given 
supply price for 
capital.

1.It is based on the 
induced change 
in the price due 
to change in the 
demand for capital.

2. It represents the 
rate of return on 
all successive units 
of capital without 
regard to existing 
capital.

2. It shows the rate of 
return on just those 
units of capital 
over and above 
the existing capital 
stock.

3. The capital stock is 
taken on the X axis 
of diagram.

The amount of 
investment is taken 
on the X-axis of 
diagram.

4. It is a "Stock" concept. 4. It is a "flow" concept. 
5. It determines the 

optimum capital 
stock in an economy 
at each level of 
interest rate.

5. It determines the net 
investment of the 
economy at each 
interest rate given 
the capital stock.
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Additional One marks

1. What is the primary macroeconomic 
objective?
a. acceleration of growth of national 

income
b. acceleration of growth of state income
c. acceleration of growth of private 

income
d. acceleration of growth of internationl 

income

2. The value of multiplier itself depends 
on ……………………or marginal 
propensity to consume.
a. savings function
b. investment function
c. consumption function
d. interest function

3. The ratio of consumption expenditure to 
any particular level of income is called 
as..?
a. The average propensity to consume
b. The average propensity to saving
c. The average propensity to investment
d. The marginal propensity to consume

4. The ratio of the change in the 
consumption to the change in income is 
called…?
a. The average propensity to consume
b. The marginal propensity to consume
c. The marginal propensity to save
d.  none of the above

5. When MPC+MPS=1, which one of the 
following is wrong?
a.  MPS = MPC
b.  MPC+MPC >1
c.  MPS=1-MPC
d.  MPC = 1-MPS

6. The average APC is expressed in 
…………….and the MPC in…………. ?
a. percentage and ratio
b. ratio and fraction
c. percentage and fraction
d. none of the above

7. What is not the nature of other variables 
such as income distribution, tastes, 
habits, social customs, price movements, 
population growth, etc. in the context of 
consumption function? 
a. other things being constant
b. ceteris paribus
c. constant extraneous variables
d. dynamic variables postulate

8. What is not a proposition of the Law:
a. When income increases, consumption 

expenditure also increases but by a 
smaller amount.

b. The increased income will be 
divided in some proportion between 
consumption expenditure and saving.

c. Excess capacity in capital goods 
industries is assumed

d. Increase in income always leads to 
an increase in both consumption and 
saving.

9. Assertion (A)When income increases, 
consumption expenditure also increases 
but by a smaller amount.

 Reason (R) As income increases, our 
wants are satisfied side by side, so that the need 
to spend more on consumer goods diminishes.

a. Both (A) and (R) are true and (R) is 
the correct explanation of (A).

b. Both (A) and (R) are true, but (R) is 
not the correct explanation of (A).

c. (A) is true, but (R) is false.
d. (A) is false, but (R) is true.
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10. Find the missing value.

Income 
Y

Consumption 
C

Savings 
S = Y =C

120 120 0
180 170 10
240 ? 20

a. 220 b. 290  c. 0 d. 20

11. Find the odd on out with context 
of subjective factor of consumption 
function
a. The motive of precaution
b. The motive of foresight
c. The motive of calculation
d. The Average Propensity to Save

12.  Find the odd on out with context 
of objective factor of Consumption 
function
a. Price level  b. Wage level
c. The motive of pride d. Interest rate

13. Who is the proponent of the following 
statement? “The community with more 
equal distribution of income tends to 
have high propensity to consume.”
a. Keynes b. V.K.R.V. Rao
c. Hicks d. Say

14. Who is the proponent of the following 
statement? “Consumption is 
influenced by demonstration effect. 
The consumption standards of low 
income groups are influenced by the 
consumption standards of high income 
groups”
a. J.R. Hicks  b. J. B. Say
c. Duesenberry  d. J.M. Keynes

15. Find what is associated with the 
following: Construction of road, bridges, 
School, Charitable houses.

a. Induced Investment
b. Private Investment
c. Autonomous Investment
d. None

16. What is the nature of the relationship 
between the national income and 
induced investment?
a. positive b. negative
c. zero d. infinite

17. Which is not a Determinants of 
Investment Function
a. Rate of interest
b. Level of uncertainty
c. Political environment
d. Taste and preferences

18. Contended that business expectations 
and profits are more important in 
deciding investment?
a. Hicks b. Keynes 
c. Keats d. Joan

19. What is relevant in the context of MEC?
I. The prospective yield from a capital 

asset.
II. The supply price of a capital asset.
a. I only relevant
b. II only relevant
c. Both I and II are relevant
d. Both are irrelevant

20. Who was first developed the concept of 
multiplier?
a. J.A.Schumpeter b. J.M.Keynes
c. R.F. Khan d. Learner

21. 21. Which one of the following factor 
that is not taken into consideration while 
making any investment decision
a. The cost of the capital asset
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b. The expected rate of return from 
during its lifetime

c. The Marginal propensity to save
d. The market rate of interest

22. 22. Find the value of K, if MPC is 0.75, 
MPS is 0.25.
a. 8 b. 4 c. 1 d. 2

23. ………………………..is otherwise 
known as simultaneous multiplier, 
timeless multiplier, and logical 
multiplier 
a. Dynamic multiplier
b. Super multiplier
c. Static multiplier
d. Government multiplier

24. ………………………. is also known as 
‘sequence multiplier’. In real life, income 
level does not increase instantly with 
investment
a. Dynamic multiplier   
b. Super multiplier
c. Static multiplier  
d. Government multiplier

25. Which of the following is not a kind of 
multiplier?
a. Tax multiplier
b. Employment multiplier
c. Foreign Trade multiplier
d. Technical Multiplier

26. Which of the following economist is not 
associated with accelerator
a. Aftalion b. Hawtrey
c. Ricardo d. Bickerdike 

27. The systematic development of the 
simple accelerator model was made 
by…………?

a. J.M.Clark b.J.M.Keynes
c. R.F. Khan d. Learner

28. 28. Arrange the order of  accelerator 
effects

 Increase in consumer demand
 Films get close to fill capacity 
 Films invest to meet rising demand

a. I, II, III b. II, I, III 
c. III, II, I d. III,I,II

29. 29. Which of the is not aAssumptions?
a. Formulating Government policies
b. Absence of excess capacity in consumer 

goods industries.
d. Supply of funds and other inputs is 

quite elastic

30. 30. If there is ……………. in the consumer 
goods industry, the accelerator principle 
would not work.
a. Full capacity 
b. unused or excess capacity
c. No capacity 
d. None

31. The slope of the consumption function 
is called
a. MPC b. MPS c. APC d. APS

32. In a closed economy, the value of 
multiplier, when MPC is 0.90
a. 25 b. 90 c. 10 d.  9

33. Ratio of consumption expenditure to 
any particular level of income
a. MPS  b. APS c. APC  d.  MPC

34. Psychological law of consumption states 
that the value of MPC is lies between 
zero and
a. 1  b. 2 c. 3   d.  4

www.kalvikural.com



XII - Economics Surya

Unit 4: Consumption and Investment Functions94

35. When MPS = 0.2, MPC will be
a. 0.8   b. 0.2 c. 1.2    d.  20

36.  In the linear consumption function C = a 
+ bY, coefficient ‘a’ denotes
a. MPC  
b. APC
c. Autonomous consumption    
d. Induced consumption

37. When MPC = 0.5, the value of multiplier 
is
a. 5 b. 0.5 c. 2 d. 4

38. Autonomous investment is
a. Income inelastic  
b. Instable
c. Interest elastic    
d. Income elastic

39. MEC for a capital good was found out to 
be 10% and the market rate of interest is 
9%, then the investment is
a. Not profitable
b. Profitable
c. Breakeven    
d. Cannot say

40. Value of MPC is
a. >1 b. <1 c. 0    d. 0≤ MPC ≥1

41. Schedule that expresses relationship 
between rate of interest and 
corresponding amount of investment
a. MEI  
b. MEC
c. Effective Demand
d. Aggregate Demand

42. MEC is directly related to
a. Prospective yield b. Supply price
c. Rate of interest d. All of the above

43.  According to Keynes the most important 
determinant of consumption
a. Rate of interest
b. Saving
c. Income    
d. Investment

44.  In the equation C = 60 + 0.6 Y, MPC is
a. 60 b. 0.6 c. 0    d.1

45. Keynes assumed the presence of -------
-- economy for the fundamental law of 
consumption.
a. Capitalistic b. Socialistic
c. Planned    d. None of the above

46. According to Keynes the most important 
determinant of investment
a. MEC
b. Effective demand
c. Aggregate demand
d. Rate of interest

47. In Keynesian terminology, investment 
means:
a. Financial investment
b. Real investment
c. Induced investment
d. None of the above

48. Rate of change in savings to change in 
income:
a. APS b. APC c. MPS d. MPC

49. Which of the following can cause shifts 
in consumption function:
a. Psychological attitude
b. Social practices
c. Business motives 
d. Changes in price level
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50. APC is determined by the following 
equation:
a. C/Y b. S/Y
c. ΔC/ΔY d. ΔS/ΔY

51. Which of the following is not correct:
a. MPC declines as income increases
b. MPC is positive but less than one
c. MPS is always positive 
d. All the above

52.  According to Keynes, saving is:
a. Private virtue but not social virtue
b. Private and social virtue
c. Is neither private virtue nor social virtue
d. Is either social virtue or private virtue

53. MEC is inversely related to:
a. Prospective yield
b. Supply price
c. Investment
d. Rate of interest

54. Keynes considered subjective and 
objective factors:
a. Important determinants of consumption
b. Unimportant determinants of 

consumption
c. Determinants of investment
d. Determinants of business’s willingness 

to pay

55. The sum of marginal propensity to 
consume plus marginal propensity to 
save must equal to:
a. 0 b. 1 c. 100 d. 1000

56. Which of the following is correct?
a. 1+MPS = MPC  
b. 1- MPC = MPS
c. MPC + MPS >1 

d. MPC+ MPS<1
57. As the value of MPC increases, the value 

of multiplier
a. Decreases b. Increases
c. Constant d. Cannot say

58. If MPC = 4/5, then value of the multiplier 
is:
a. 20   b. 5
c. 0.80  d. 1.25

59. The marginal propensity to save is 
defined as:
a. 1-ΔC/ΔY  b. S/Y
c. Y/S   d.  Y/ΔS

60. Which of the following is Keynesian 
saving function?
a. S = f(i)  b. S = f(P)
c. S = f (Y)  d. S = f (W)

61. 1- C/Y is defined as:
a. Average propensity to consume
b. Marginal propensity co consume
c. Average propensity to save 
d. Marginal propensity to save

62. Assertion (A) :The multiplier is directly 
related to MPC and inversely related to 
MPS.:

 Reason (B) :The accelerator principle 
explains the effect of changing 
consumption expenditure upon volume of 
investment.
a. Both (A) and (R) are true and (R) is 

the correct explanation of (A).
b. Both (A) and (R) are true, but (R) is 

not the correct explanation of (A).
c. (A) is true, but (R) is false.
d. (A) is false, but (R) is true.

63. Match the items in the List – I with items 
in List – II. Select the correct answer 
from the code given below :
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List – I List – II
I. Y 1. C + IA + IP
II. (β)  2. ΔI  / ΔC
III. K 3. 1/1- MPC
IV. MPS 4. ΔS / ΔY

I II III IV
a. 3 2 1 4
b. 2 4 1 3
c. 2 4 1 3
d. 2 3 4 1

64. Assertion (A) : The multiplier refers to 
the change in national income resulting 
from change in investment.

 Reason (R) : The value of multiplier itself 
depends on consumption function or 
marginal propensity to consume.
a. Both A and R are true and R is the 

correct explanation of A.
b.  Both A and R are true but R is not the 

correct explanation of A.
c.  A is true but R is false.
d.  A is false but R is true.

65. Assertion (A) : Consumption is an 
increasing function of income because 
consumption expenditure increases with 
increase in income.

 Reason (R) : When income is negative, 
people spend out of their past savings on 
consumption because they must eat in 
order to live.
a.  Both A and R are true and R is the 

correct explanation of A.
b.  Both A and R are true but R is not the 

correct explanation of A.
c.  A is true but R is false.
d.  A is false but R is true.

66. Assertion (A) :J.B. Say propounded 
the fundamental Psychological Law of 
Consumption which forms the basis of 

the consumption function.
 Reason (R) :The law implies that there is 

a tendency on the part of the people to 
spend on consumption less than the full 
increment of income.
a.  Both A and R are true and R is the 

correct explanation of A.
b.  Both A and R are true but R is not the 

correct explanation of A.
c.  A is true but R is false.
d.  A is false but R is true.

67. Assertion (A) :Subjective factors are the 
internal factors related to psychological 
feelings. 

 Reason (R) :Major subjective factors 
influencing consumption function are 
MPC and MPS.
a. Both A and R are true and R is the 

correct explanation of A.
b. Both A and R are true but R is not the 

correct explanation of A.
c.  A is true but R is false.
d.  A is false but R is true.

68. Assertion (A) : The progressive tax system 
increases the propensity to consume of the 
people by altering the income distribution 
in favour of poor.

 Reason (R) : When government reduces 
the tax the disposable income rises and 
the propensity to consume of community 
increases.
a.  Both A and R are true and R is the 

correct explanation of A.
b.  Both A and R are true but R is not the 

correct explanation of A.
c.  A is true but R is false.
d.  A is false but R is true.

69. Assertion (A) : Consumption is influenced 
by demonstration effect. 
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 The consumption standards of low income 
groups are influenced by the consumption 
standards of high income groups.
a.  Both A and R are true and R is the 

correct explanation of A.
b.  Both A and R are true but R is not the 

correct explanation of A.
c.  A is true but R is false.
d.  A is false but R is true.

70. Assertion (A) : The marginal efficiency 
of capital is also affected by waves of 
optimism and pessimism in the business 
cycle. 

 Reason (R) : If businessmen are optimistic 
about future, the MEC will be likely to be 
high. During periods of pessimism the 
MEC is under estimated and so will be 
low.
a.  Both A and R are true and R is the  

correct explanation of A.
b.  Both A and R are true but R is not the 

correct explanation of A.
c.  A is true but R is false.
d.  A is false but R is true.

71. Assertion (A) : Additional investment 
will lead to inflation only, rather than 
generation of additional real income 
during full employment.

 Reason (R) : Under conditions of full 
employment, resources are almost already 
fully employed.
a.  Both A and R are true and R is the 

correct explanation of A.
b.  Both A and R are true but R is not the 

correct explanation of A.
c.  A is true but R is false.
d.  A is false but R is true.

72. The marginal propensity to consume is: 

a.  increasing if the marginal propensity 
to save is increasing.

b.  the proportion of total disposable 
income that the average family 
consumes.

c.  the change in consumer spending 
divided by the change in aggregate 
disposable income.

d.  the change in consumer spending 
minus the change in aggregate 
disposable income.

73. A high marginal propensity to consume 
implies which of the following?
a. A small change in consumption when 

income changes
b.  A high savings rate
c.  A high marginal tax rate
d.  A low marginal propensity to save

74. The marginal propensity to consume 
(mpc): 
a. stands for the portion of every 

additional dollar of aggregate income 
that goes to consumption spending. 

b.  is equal to the change in consumption  
(C) divided by the change in aggregate 
income (Y). 

c.  is equal to 1 – mps. 
d.  all of the above.

75. Assume a simple, closed economy with 
no government. The marginal propensity 
to consume (mpc) = 0.75. Then the value 
of the multiplier is: 
a. 1.34  b. 0.57  c. 4 d. 1.75 

76. Match the correct codes

1 Consumption Function i f (Y)

2 The Marginal Propensity to 
Consume ii ΔC/ ΔY
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3 The Average Propensity to 
save iii S/ Y

4 The Marginal Propensity to 
Save iv ΔS / ΔY

Codes 
 a. (1) – (i) (2) – (ii) (3) – (iv) (4) – (iii)
 b. (1) – (ii) (2) – (iii) (3) – (iv) (4) – (i)
 c. (1) – (iv) (2) – (iii) (3) – (i) (4) – (ii)
 d. (1) – (i) (2) – (ii) (3) – (iii) (4) – (iv)

77. Match the correct codes
1 The desire to obtain 

resources to carry out 
further capital invest-
ment without incur-
ring debt.

i The motive of 
enterprise

2 The desire to secure 
liquid resources to 
meet emergencies, and 
difficulties.

ii The motive of 
liquidity

3 The desire to secure a 
rising income and to 
demonstrate successful 
management.

iii The motive of 
improvement

4 The desire to ensure 
adequate financial
provision against de-
preciation and obsoles-
cence and to discharge 
debt.

iv The motive 
of financial 
prudence

Codes 
 a. (1) – (i) (2) – (ii) (3) – (iv) (4) – (iii)
 b. (1) – (ii) (2) – (iii) (3) – (iv) (4) – (i)
 c. (1) – (iv) (2) – (iii) (3) – (i) (4) – (ii)
 d. (1) – (i) (2) – (ii) (3) – (iii) (4) – (iv)

78. Match the correct codes

1
The average 
propensity to 
consume 

i

The ratio of 
change in saving 
to a change in 
income.

2
The marginal 
propensity to 
consume.

ii
The ratio 
of saving to 
income

3 Marginal Propensity 
to Save iii

Defined as the 
ratio of the 
change in the 
consumption to 
the change in 
income

4 The average 
propensity to save iv

The ratio of 
consumption 
expenditure to 
any particular 
level of income

Codes 
 a. (1) – (i) (2) – (ii) (3) – (iv) (4) – (iii)
 b. (1) – (ii) (2) – (iii) (3) – (iv) (4) – (i)
 c. (1) – (iv) (2) – (iii) (3) – (i) (4) – (ii)
 d. (1) – (i) (2) – (ii) (3) – (iii) (4) – (iv)

79. Match the correct codes
1 The motive of precau-

tion
i The desire 

to enjoy 
interest and 
appreciation

2 The motive of foresight ii The desire 
to enjoy for 
improving 
standard of 
living.

3 The motive of calcula-
tion

iii The desire to 
provide for 
anticipated 
future needs. 
Eg. Old age

4 The motive of improve-
ment

iv To build up 
a reserve 
against 
unforeseen 
contingencies. 
Eg. Accidents, 
sickness

Codes 
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 a. (1) – (i) (2) – (ii) (3) – (iv) (4) – (iii)
 b. (1) – (ii) (2) – (iii) (3) – (iv) (4) – (i)
 c. (1) – (iv) (2) – (iii) (3) – (i) (4) – (ii)
 d. (1) – (i) (2) – (ii) (3) – (iii) (4) – (iv)

80. Match the correct codes

1 The motive of enter-
prise i

desire to 
do forward 
trading

2 The motive of pride ii
desire to 
bequeath a 
fortune

3 The motive of avarice iii purely miserly 
instinct

4 The motive of finan-
cial independence iv Economic 

Freedom
Codes 
 a. (1) – (i) (2) – (ii) (3) – (iv) (4) – (iii)
 b. (1) – (ii) (2) – (iii) (3) – (iv) (4) – (i)
 c. (1) – (iv) (2) – (iii) (3) – (i) (4) – (ii)
 d. (1) – (i) (2) – (ii) (3) – (iii) (4) – (iv)

Answers
1 2 3 4 5 6 7 8 9 10
a c a b b c d c a a

11 12 13 14 15 16 17 18 19 20
d d b c c a d b c c

21 22 23 24 25 26 27 28 29 30
c b c a d c a a a b

31 32 33 34 35 36 37 38 39 40
a c c a a c c a b d

41 42 43 44 45 46 47 48 49 50
a a c b a a b c d a

51 52 53 54 55 56 57 58 59 60
c a a b b b b b a c

61 62 63 64 65 66 67 68 69 70
c b d b c d a a a b

71 72 73 74 75 76 77 78 79 80
a c d d c a a c c a

Additional Two Marks

1. Find the missing value in the given 
schedule of consumption function.

Question
Income Consumption Savings

Y C S
0 20 -20

60 70 -10
120 120 ?
180 170 10
240 ? 20
300 270 ?
360 320 ?

Answer
Income Consumption Savings

Y C S
0 20 -20

60 70 -10
120 120 0
180 170 10
240 220 20
300 270 30
360 320 40

2. Write the formulas of APC, MPC, APS 
and MPS

(i) The Average Propensity to Consume  = 
c
y

 

(ii) The Marginal Prosperity to Consume = 
Dc
Dy

 

(iii) The average Propensity to Save = s
y

 

(iv) The Marginal Propensity to Save = s
y

3. What are Ceteris paribus (constant 
extraneous variables?

 The constant extraneous variables such 
as income distribution, tastes, habits, 
social customs, price movements, 
population growth, etc. do not change and 
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consumption depends on income alone.

4. When income increases, consumption 
expenditure also increases but by a 
smaller amount. Justify.
	The reason is that as income increases, 

our wants are satisfied side by side, 
so that the need to spend more on 
consumer goods diminishes.

	So, the consumption expenditure 
increases with increase in income but 
less than proportionately.

5. Increase in income always leads to 
an increase in both consumption and 
saving. – Explain.

 This means that increased income is 
unlikely to lead to fall in either consumption 
or saving. Thus with increased income 
both consumption and saving increase.

6. What are Subjective Factors?
i. Subjective factors are the internal factors 

related to psychological feelings.
ii. According to Keynes, the subjective factors 

do not change in the short run and hence 
consumption function remains stable in 
the short period.

7. Write a note on motives of precaution and 
foresight.

1. The motive of precaution: To build 
up a reserve against unforeseen 
contingencies. Eg. Accidents, sickness 

2. The motive of foresight: The desire to 
provide for anticipated future needs. Eg. 
Old age

8. Objective Factors – Define.
 Objective factors are the external factors 

which are real and measurable. These 
factors can be easily changed in the long 
run.

9. State the Duesenberry hypothesis.
 Duesenberry has made two observations 

regarding the factors affecting 
consumption.

a. The consumption expenditure depends 
not only on his current income but also 
past income and standard of living.

b. Consumption is influenced by 
demonstration effect. The consumption 
standards of low income groups 
are influenced by the consumption 
standards of high income groups.

10. Define Investment Function
 The investment function refers to 

investment -interest rate relationship. 
There is a functional and inverse 
relationship between rate of interest and 
investment.

I = f (r)
I= Investment (Dependent variable) 
r = Rate of interest (Independent variable)

11. Write the meaning of investment.
 The term investment means purchase of 

stocks and shares, debentures, government 
bonds and equities. According to Keynes, 
it is only financial investment and not real 
investment.

12. Write a note on autonomous investment
	Autonomous investment is the 

expenditure on capital formation, 
which is independent of the change in 
income, rate of interest or rate of profit. 

	Examples : Construction of road, 
bridges, School, Charitable houses

13. Draw the diagram of autonomous 
investment
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Income0

I I’

x

In
ve

st
m

en
t

Autonomous Investmenty

14. Define Induced investment.
	Induced investment is the expenditure 

on fixed assets and stocks which are 
required when level of income and 
demand in an economy goes up. 

	Induced investment is profit motivated. 
It is related to the changes of national 
income. The relationship between 
the national income and induced 
investment is positive.

	So the wages are more or less rigid 
rather than flexible.

15. Draw the diagram of induced investment.

0

Id

GNP

Induced Investment
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ve

stm
en

t

y

x

16. Write the Relationship between rate of 
interest and Investment:
	Higher interest rates reduce investment, 

because higher rates increase the cost 
of borrowing and require investment 
to have a higher rate of return to be 

profitable.
	If interest rates rise from 5% to 8 %, 

then we get a fall in the amount of 
investment

	If interest rates are increased then it will 
tend to discourage investment because 
investment has a higher opportunity 
cost.

17. What is the Meaning of Marginal 
Efficiency of Capital (MEC)?

 The rate of discount which makes the 
discounted present value of expected 
income stream equal to the cost of capital.

18. What are the factors MEC depends on?
1. The prospective yield from a capital 

asset. 
2. The supply price of a capital asset.

19. Mention the Factors Affecting MEC:
i. The cost of the capital asset 
ii. The expected rate of return from during 

its lifetime 
iii. The market rate of interest

20.  Define - Marginal Efficiency of 
Investment

 MEI is the expected rate of return 
on investment as additional units of 
investment are made under specified 
conditions and over a period of time.

21. How do you calculate the value of 
multiplier?

 The value of multiplier depends on MPC
 Multiplier  =(K) = 1/1-MPC

22. How can investment (I) = Saving (S) be a 
possible?

 Y = C + S
 Or 
 Y = C + I
 Since,
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 C + S = C + I
 Answer :S = I

23. What are positive and negative 
multipliers?

Positive Multiplier 
 When an initial increases in an injection 

(or a decrease in a leakage ) leads to a 
greater final increase in real GDP.

Negative Multiplier
 When an initial increases in an injection 

(or an increase in a leakage ) leads to a 
greater final decrease in real GDP.

24. What is a static multiplier?
	 Under static multiplier the change in 

investment and the resulting change in 
income are simultaneous. There is no 
time lag.

	 There is also no change in MPC as the 
economy moves from one equilibrium 
position to another.

25. Write a short note on Dynamic multiplier.
	 Dynamic multiplier is also known as 

‘sequence multiplier’.
	In real life, income level does not 

increase instantly with investment.
	In fact, there is a time lag between 

increase in income and consumption 
expenditure.

26. What are the “Leakages of Multiplier?
Leakages of multiplier 

i. The multiplier assumes that those 
who earn income are likely to spend a 
proportion of their additional income 
on consumption.

ii. But in practice, people tend to spend 
their additional income on other items. 
Such expenses are known as leakages. 

27. Mention any two uses of multiplier 

concept.
1. Multiplier highlights the importance of 

investment in income and employment 
theory. 

2. The process throws light on the different 
stages of trade cycle. 

3. It also helps in bringing the equality 
between S and I. 

4. It helps in formulating Government 
policies. 

5. It helps to reduce unemployment and 
achieve full employment.

28. Write the channel of effects of accelerator
i. Increase in consumer demand 
ii. Films get close to fill capacity 
iii. Films invest to meet rising demand.

29. What is Definition of “The accelerator 
coefficient”?

 “The accelerator coefficient is the ratio 
between induced investment and an initial 
change in consumption.”

30. Mention any two limitations of accelerator 
principle

Limitations
1. The assumption of constant capital-

output ratio is unrealistic. 
2. Resources are available only before full 

employment. 
3. Excess capacity in capital goods 

industries is assumed. 
4. Accelerator will work only if the 

increased demand is permanent. 

5. Accelerator will work only when credit 
is available easily.

31. “Super Multiplier” – Define.

	Hicks has combined the k and β 
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mathematically and given it the name 
of the Super Multiplier.

	The super multiplier is worked out by 
combining both induced consumption 
and induced investment.

32. Write the definition of “Leverage Effect”.

 The combined effect of the multiplier and 
the accelerator is also called the leverage 
effect which may lead the economy to very 
high or low level of income propagation.

Symbolically,
Y= C + IA + IP

Y = Aggregate income. 

C = Consumption expenditure 

IA= autonomous investment 

IP= induced private investment

33. Assume a consumption function that 
takes on the following algebraic form: C 
= Rs.100 +0.8Y. Assume that Y = Rs.1000 
what is the level of consumption at this 
income level.

 C = Rs.100 + 0.8(Rs.1000) = Rs.100 + 
Rs.800 = Rs.900.

34. Compare and contrast the MPC and the 
MPS. Also explain what these two figures 
must always add up to.

i. The MPC is the marginal propensity to 
consume.

ii. It is the fraction of an increase in income 
that is consumed.

iii. The MPS is the marginal propensity to 
save.

iv. It is the fraction of an increase in income 
that is saved.

v. The MPC and the MPS must always sum 
to 1 since there are only two things that 
one can do with one's income - consume 
and save.

35. Assume a consumption function of the 
form C = 200 + 0.8Y. Derive the saving 
function and write out the algebraic 
representation.

S = Y - C

Therefore,

  S = Y - (200 + 0.8Y)

  = - 200 + .2Y

36. Why doesn't the multiplier process go on 
forever?

i. Only a fraction of the increase in income 
is consumed in each spending round.

ii. Successive increases in income become 
smaller and smaller in each round of the 
multiplier process until equilibrium is 
restored.

37. Explain how the following two equations 
can both be true: Multiplierk  = 1/MPS     
Multiplier  k = 1/1-MPC.

 The reason that both equations are true 
is because of the identity MPS + MPC = 
1. This is true because there are only two 
things that one can do with one's income - 
consume and save.
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Additional Three Marks

1. Draw the diagram of consumption function
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2. Draw the diagram depicting the 
psychological law of consumption.
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3. Given the table, write the proposition for 
consumptions function (value in crores).

Income Consumption Savings

120 120 0
180 170 10
240 220 20

Proposition (1): 
 Income increases by Rs. 60 crores and 
the increase in consumption is by Rs. 50 crores.

Proposition (2): 
 The increased income of Rs. 60 crores in 

each case is divided in some proportion 
between consumption and saving 
respectively. (i.e., Rs. 50crores and Rs. 10 
crores).

Proposition (3): 
 As income increases consumption as well 

as saving increase. Neither consumption 
nor saving has fallen.

4.  Given the diagram, write the proposition 
for consumptions function.

0

240

240

220
180

180
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120

c = yy

c = 20 + 5/6 y

x
450

Proposition (1): 
 When income increases from 120 to 180 
consumption also increases from 120 to 170 
but the increase in consumption is less than the 
increase in income, 10 is saved.
Proposition (2): 
 When income increases to 180 and 
240, it is divided in some proportion between 
consumption by 170 and 220 and saving by 10 
and 20 respectively. 
Proposition (3): 

 Increases in income to 180 and 240 
lead to increased consumption 170 and 220 
and increased saving 20 and 10 than before. 
It is clear from the widening area below the С 
curve and the saving gap between 45° line and 
С curve.
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5. State Duesenberry hypothesis.
 Duesenberry has made two observations 
regarding the factors affecting consumption.

a) The consumption expenditure depends 
not only on his current income but also 
past income and standard of living. 
As the individuals are accustomed to 
a particular standard of living, they 
continue to spend the same amount on 
consumption even though the current 
income is reduced.

b) Consumption is influenced by 
demonstration effect. The consumption 
standards of low income groups 
are influenced by the consumption 
standards of high income groups. In 
other words, the poor people want to 
imitate the consumption pattern of rich. 
This results in spending beyond their 
income level.

6.  Draw the diagram of induced investment 
and autonomous investment
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7. Mention any five Determinants of 
Investment Function.

1. Rate of interest 
2. Level of uncertainty 
3. Political environment 
4. Rate of growth of population 
5. Stock of capital goods 
6. Necessity of new products 
7. Level of income of investors 
8. Inventions and innovations 
9. Consumer demand 
10. Policy of the state 
11. Availability of capital 
12. Liquid assets of the investors.

8. Draw the diagram depicting the 
Relationship between rate of interest 
and Investment.
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Amount (Volume)
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Interest Rate %
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9. Explain any three short fun factors of 
MEC.

Short - Run Factors 

(i) Demand for the product: If the market 
for a particular good is expected to grow 
and its costs are likely to fall, the rate of 
return from investment will be high. If 
entrepreneurs expect a fall in demand for 
goods and a rise in cost, the investment 
will decline. 
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(ii) Liquid assets: If the entrepreneurs are 
holding large volume of working capital, 
they can take advantage of the investment 
opportunities that come in their way. The 
MEC will be high. 

(iii) Sudden changes in income: The MEC 
is also influenced by sudden changes 
in income of the entrepreneurs. If the 
business community gets windfall profits, 
or tax concession the MEC will be high 
and hence investment in the country will 
go up. On the other hand, MEC falls with 
the decrease in income.

10. Explain any three long run factors of 
MEC.

(i) Monetary and Fiscal policies: Cheap 
money policy and liberal tax policy pave 
the way for greater profit margin and so 
MEC is likely to be high. 

(ii) Political environment: Political stability, 
smooth administration, maintenance of 
law and order help to improve MEC. 

(iii) Resource availability: Cheap and 
abundant supply of natural resources, 
efficient labour and stock of capital 
enhance the MEC.

11. Draw the diagram of Multiplier in an 
economy.
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12. Explain any three leakages of multiplier
1. Payment towards past debts. 
 If a portion of the additional income is 

used for repayment of old loan, the MPC 
is reduced and as a result the value of 
multiplier is cut. 

2. Purchase of existing wealth 
 If income is used in purchase of existing 

wealth such as land, building and shares 
money is circulated among people and 
never enters into the consumption stream. 
As a result the value of multiplier is 
affected. 

13. List of uses of multiplier.
Uses of multiplier 

1. Multiplier highlights the importance of 
investment in income and employment 
theory. 

2. The process throws light on the different 
stages of trade cycle. 

3. It also helps in bringing the equality 
between S and I. 

4. It helps in formulating Government 
policies. 

5. It helps to reduce unemployment and 
achieve full employment.

14. What are the limitations of accelerator.
1. The assumption of constant capital-

output ratio is unrealistic. 
2. Resources are available only before full 

employment. 
3. Excess capacity in capital goods 

industries is assumed. 
4. Accelerator will work only if the 

increased demand is permanent. 
5. Accelerator will work only when credit 

is available easily. 
6. If there is unused or excess capacity 

in the consumer goods industry, the 
accelerator principle would not work.
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15. Using the below table, calculate the 
marginal propensity to consume 
between the aggregate income levels of 
Rs.80 and Rs.100. Also explain why this 
consumption function is linear.

Aggregate 
Income

Aggregate 
Consumption

0 200
80 260

100 275
200 350

i. The marginal propensity to consume is 
equal to Rs.15/Rs.20 = 0.75.

ii. The consumption function is linear 
because the marginal propensity to 
consume is constant and therefore the 
slope is the same throughout all income 
levels.

16. Fill in the table below assuming the con-
sumption function has the following 
form: C = 500 + .9Y. 

Income Consumption

Rs.  0
100
200
300

Answer

Income Consumption

Rs.  0 500
100 590
200 680
300 770

17. Assume the following saving function and 
investment function: S = -200 + .25Y and 
I = 25. Calculate the equilibrium output 
level.

	Equilibrium output condition is S = I.
	Therefore -200 + 0.25Y = 25. 

Rearranging terms 0.25Y = 225.
	Multiplying both sides by 4, Y = 900.

18. Assume the level of saving that would take 
place in an economy is - Rs.200 even when 
aggregate output is zero. Also assume 
that the marginal propensity to save is 
0.1. Derive the algebraic expression for 
the saving function and the consumption 
function.
	The saving function is S = - 200 + 0.1Y.
	Since Y = C + S then C = Y - (-200 + 

0.1Y).
	This reduces to C = 200 + .9Y.

Additional Five Mark

1. Draw  a consumption table where 
autonomous consumption is Rs.200 and 
the marginal propensity to consume is 
.8. Make sure to start with an income 
level of Rs.0 and increase by Rs.100 each 
time up to an income level of Rs.400. 
Without completing the table any further 
determine the level of income where 
consumption and income are equal. Prove 
this algebraically.

Answer

Income Consumption

Rs.0 Rs.200
Rs.100   280
Rs.200   360
Rs.300   440
Rs.400   520

	The consumption function is C = 200 
+ .8Y

	Therefore if C = Y we can write Y = 200 
+ .8Y.

	After rearranging terms this yields .2Y 
= 200.

	Solving for Y gives us 1000.
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2. Explain the concept of super multiplier.
Meaning of Super Multiplier

	In order to measure the total effect of 
initial investment on income, Hicks has 
combined the k and β mathematically 
and given it the name of the Super 
Multiplier.

	The super multiplier is worked out by 
combining both induced consumption 
and induced investment. The combined 
name of the super multiplier and the 
accelerator is also called the leverage 
effect

Components of Super Multiplier

 The super multiplier is greater than 
simple multiplier which includes only 
autonomous investment and no induced 
investment, while super multiplier includes 
induced investment.

The Leverage Effect 

 The combined effect of the multiplier 
and the accelerator is also called the leverage 
effect which may lead the economy to very 
high or low level of income propagation. 

 Symbolically,

Y= C + IA + IP

Y = Aggregate income. 

C = Consumption expenditure 

IA= autonomous investment 

IP= induced private investment

 The super – multiplier, tells us that 
if there is an initial increase in autonomous 
investment, income will increase by K times 
the autonomous investment.

3. Explain Multiplier with help of suitable 
diagram.

Definition

	The multiplier is defined as the ratio of 
the change in national income to change 
in investment.

	If ΔI stands for increase in investment 
and ΔY stands for resultant increase in 
income, the multiplier K =ΔY/ΔI.

Assumptions of Multiplier

1. There is change in autonomous 
investment. 

2.  There is no induced investment 

3. The marginal propensity to consume is 
constant. 

4. Consumption is a function of current 
income. 

5. There are no time lags in the multiplier 
process. 

6. Consumer goods are available in 
response to effective demand for them. 

7. There is a closed economy unaffected by 
foreign influences. 

8. There are no changes in prices. 

9. There is less than full employment level 
in the economy.

The value of multiplier depends on MPC

Multiplier  K = 1/1-MPC

	The multiplier is the reciprocal of one 
minus marginal propensity to consume. 
Since marginal propensity to save is 1 - 
MPC. (MPC+MPS =1).

	Multiplier is 1/ MPS. The multiplier is 
therefore defined as reciprocal of MPS. 
Multiplier is inversely related to MPS 
and directly with MPC.
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 Numerically, if MPC is 0.75, MPS is 
0.25 and k is 4.

 Using formula k = 1/1- MPC

 1/1-0.75 =1/0.25 =4
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Diagrammatic Explanation.
	At 45° line y = C+ S 
	It implies the variables in axis and axis 

are equal. 
	The MPC is assumed to be at 0.8 (C = 

100 + 0.8y) 
	The aggregate demand (C+I) curve 

intersects 45° line at point E.
	The original national income is 500. (C 

= 100 + 0.8y = 100 + 0.8(500) = 500) 
	When I is 100, y = 1000, C = 900; S = 

100 = I 
	The new aggregate demand curve is 

C+I’ = 100 + 0.8y + 100 +10
	Y = 210 / 0.2 = 1050
	C = 940; S = 110 = I

4. State the Relationship between rate of 
interest and Investment:
	Higher interest rates reduce investment, 

because higher rates increase the cost 
of borrowing and require investment 
to have a higher rate of return to be 
profitable.

	If interest rates rise from 5% to 8 %, 
then we get a fall in the amount of 
investment

	from Rs. 100 cr to Rs. 80 cr.

	If interest rates are increased then it will 
tend to discourage investment because 
investment has a higher opportunity 
cost.

80
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5%

100

Amount (Volume)
of Investment

Interest Rate %

y

x0

 If interest rates are increased then it 
will tend to discourage investment because 
investment has a higher opportunity cost. 

1. With higher rates, it is more expensive 
to borrow money from a bank. 

2. Saving money in a bank gives a higher 
rate of return. Therefore, using savings 
to finance investment has an opportunity 
cost of lower interest payments.

 If interest rates rise, firms will need to 
gain a better rate of return to justify the cost of 
borrowing using savings.
5. Explain the short and long run factors of 

MEC.

a) Short - Run Factors 

(i) Demand for the product:
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 If the market for a particular good is 
expected to grow and its costs are likely to fall, 
the rate of return from investment will be high. 
If entrepreneurs expect a fall in demand for 
goods and a rise in cost, the investment will 
decline. 

(ii) Liquid assets:
 If the entrepreneurs are holding large 
volume of working capital, they can take 
advantage of the investment opportunities that 
come in their way. The MEC will be high. 

(iii) Sudden changes in income:
 The MEC is also influenced by sudden 
changes in income of the entrepreneurs. If the 
business community gets windfall profits, or 
tax concession the MEC will be high and hence 
investment in the country will go up. On the 
other hand, MEC falls with the decrease in 
income. 

(iv) Current rate of investment:
 Another factor which influences MEC 
is the current rate of investment in a particular 
industry. If in a particular industry, much 
investment has already taken place and the 
rate of investment currently going on in that 
industry is also very large, then the marginal 
efficiency of capital will be low. 

(v) Waves of optimism and pessimism:
 The marginal efficiency of capital is also 
affected by waves of optimism and pessimism 
in the business cycle. If businessmen are 
optimistic about future, the MEC will be likely 
to be high. During periods of pessimism the 
MEC is under estimated and so will be low.

b)Long - Run Factors 

 The long run factors which influence 
the marginal efficiency of capital are as follows: 

(i) Rate of growth of population: 
 Marginal efficiency of capital is also 
influenced by the rate of growth of population. 
If population is growing at a rapid speed, it is 
usually believed that the demand of various 
types of goods will increase. So a rapid rise 
in the growth of population will increase the 
marginal efficiency of capital and a slowing 
down in its rate of growth will discourage 
investment and thus reduce marginal efficiency 
of capital. 

(ii) Technological progress:
 If investment and technological 
development take place in the industry, 
the prospects of increase in the net yield 
brightens up. For example, the development 
of automobiles in the 20th century has greatly 
stimulated the rubber industry, the steel and 
oil industry etc. So we can say that inventions 
and technological improvements encourage 
investment in various projects and increase 
marginal efficiency of capital. 

(iii) Monetary and Fiscal policies:
 Cheap money policy and liberal tax 
policy pave the way for greater profit margin 
and so MEC is likely to be high. 

(iv) Political environment:
 Political stability, smooth 
administration, maintenance of law and order 
help to improve MEC. 

(v) Resource availability:
 Cheap and abundant supply of natural 
resources, efficient labour and stock of capital 
enhance the MEC.

6. Derive the value of the multiplier assuming 
the basic form of the consumption function 
as C = a + bY where "a" is autonomous 
consumption and "b" is the marginal 
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propensity to consume. You may assume a 
two-sector economy.

Since Y = C + I we can write Y = a + bY + I. 

This equation can be rearranged to yield 

Y - bY = a + I
Y(1-b) = a + I

We can then solve for Y in terms of I by dividing 
through by (1 - b):

Y = (a + I) (1/1 - b)

Now we can see that an increase in I will 
increase Y by

DY = DI x (1/1 - b)

Since b D  MPC, the expression becomes 

DY = DI x 1/(1 - MPC)

 Therefore, the multiplier is 1/1 - MPC 
or 1/MPS.

7. Use the table below (for a simple economy 
with no foreign sector or government) to 
answer the questions that follow.

(1)
Income

(Y)

(2)
Con-

sumption
(C)

(3)
Invest-
ment

(l)

(4)
Aggregate De-

mand
AD=C+1

=Column(2) + 
Column(3)

0 30 (a) 50
300 300 20 (b)
400 (c) 20 410
500 480 20 500
600 (d) 20 (e)

 Fill in the missing numbers in the 
spaces marked (a)-(c). Determine the 
consumption function, and use the result to fill 
in the remaining missing numbers (d)-(e). (f ) 
Determine the equilibrium output level.

Solution

(1)
In-

come
(Y)

(2)
Con-

sump-
tion
(C)

(3)
Intended

Invest-
ment

(l)

(4)
Aggrcgate 
Demand

AD = C + 1
=Column(2) 
+ Column(3)

0 30 20 50
300 300 20 320
400 390 20 410
500 480 20 500
600 570 20 590

Using AD = C + II, 

(a) 50 = 30 + 20
(b) 320 = 300 + 20
(c) 410 = 390 + 20 Deriving the 

consumption function: 

  Autonomous consumption = 30 (from 
the first row where Y = 0). 

 To find the mpc, calculate a change 
in C (e.g. 390 – 300 = 90), and divide by the 
corresponding change in Y (400 – 300 = 100). 

 So the mpc = ∆C/∆Y = 90/100 = 0.9 

Hence, the consumption function is C = 30 + 
0.9Y To fill in 

(d), C = 30 + .9(600) = 30 + 540 = 570. 

(e) follows from 590 = 570 + 20. 

f. Equilibrium is where Y = AD, which is at 500 
(see shaded row).
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UNIT

5 Monetary Economics

INTRODUCTION

MEANING OF MONEY  

 Money is anything which is generally accepted as medium of exchange, measure of val-
ue, store of value and as means of standard of deferred payment.

FUNCTIONS OF MONEY

 Functions of money can be classified into Primary and Secondary

Primary/Basic functions
	 Medium of Exchange: - It can be used in making payments for all transactions of 

goods and services.

	 Measure /Unit of value: - It helps in measuring the value of goods and services.  
The value is usually called as price.  After knowing the value of goods in single unit 
(price) exchanges become easy.

Secondary functions:-  
	 Standard of deferred payments:-   Deferred payments referred to those payments 

which are to be made in near future.

MONEY ACTS AS A STANDARD DEFERRED PAYMENT DUE TO THE FOLLOWING 
REASONS:

	 Value of money remains more or less constant compared to other commodities.

	 Money has the merit of general acceptability.

	 Money is more durable compare to other commodity.

	 Store of value:  Money can be stored and does not lose value

MONEY ACTS AS A STORE OF VALUE DUE TO THE FOLLOWING REASONS:

	 It is easy and economical to store.

	 Money has the merit of general acceptability.

	 Value of money remains relatively constant

MONEY HAS OVER COME THE DRAW BACKS OF BARTER SYSTEM:

	 Medium of Exchange:  Money has removed the major difficulty of the double 
coincidence of wants.  
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	 Measure of value:  Money has become measuring rod to measure the value of goods 
and services and is expressed in terms of price.

	 Store of value:  It is very convenient, easy and economical to store the value and has 
got general acceptability which was lacking in the barter system.

RBI publishes information for four alternative measures of Money supply, namely M1,M2,M3 
and M4. 

	 M1 = Currency, coins and demand deposits 

	 M2 = M1 + Savings deposits with post office savings banks 

	 M3 = M2 + Time deposits of all commercial and cooperative banks

	 M4 = M3 + Total deposits with Post offices. 

	 M1 and M2 are known as narrow money 

	 M3 and M4 are known as broad money
QUANTITY THEORY OF MONEY

	 In monetary economics, the quantity theory of money is the theory that money supply 
has a direct, positive relationship with the price level.

	 The theory was challenged by Keynesian economics, but updated and reinvigorated 
by the monetarist school of economics.

	 This approach first emerged in Fisher’s book The Purchasing Power of Money (1911). 

	 For most economists of that period, money was viewed solely as a means of exchange. 
The only reason for holding money was to facilitate transactions. 

	 Fisher’s analysis commences with a simple identity (a statement that is by definition 
true), sometimes referred to as the equation of exchange.

MV = PT    where

	 M = Money Supply
	 V = Transactions Velocity of Circulation of money (the number of times the money 

stock changes hands per period).
	 P = Price level.
	 T = The number of Transactions undertaken per period

NOTE THAT 

MV   = money stock * number of times the money stock is spent per period
 =  total spending per period.
PT     =  Price of goods & services * volume of goods & services bought per period
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 = total expenditure per period.
Fisher restated his equation of exchange to incorporate the banking sector. Thus,
PT = MV + M’V’
Where M is quantity of currency (termed primary money by Fisher)
 V is the velocity of circulation of currency
 M’ is the quantity of bank deposits
and V’ is the velocity of circulation of deposit money

CAMBRIDGE APPROACH (CASH BALANCES APPROACH) 

I) MARSHALL’S EQUATION 

The Marshall equation is expressed as: 

M = KPY 
Where 
M is the quantity of money 
Y is the aggregate real income of the community 
P is Purchasing Power of money 
K represents the fraction of the real income which the public desires to hold in the form of 
money. 
Thus, the price level P = M/KY or the value of money (The reciprocal of price level) is 1/P = 
KY/M

II) KEYNES’ EQUATION 

Keynes equation is expressed as: 
n = pk (or) p = n / k 
Where 
nis the total supply of money 
pis the general price level of consumption goods 
kis the total quantity of consumption units the people decide to keep in the form of cash, 
Keynes indicates that K is a real balance, because it is measured in terms of consumer goods.

MEANING OF INFLATION 

 Inflation is a consistent and appreciable rise in the general price level. In other words, 
inflation is the rate at which the general level of prices for goods and services is rising and 
consequently the purchasing power of currency is falling.

TYPES OF INFLATION ON THE BASIS OF SPEED

(i) Creeping inflation (ii) Walking inflation (iii) Running inflation and (iv) Galloping inflation 
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or Hyper inflation.

DEMAND-PULL VS COST-PUSH INFLATION I) DEMAND-PULL INFLATION:

	 Demand and supply play a crucial role in deciding the inflation levels in the society 
at all points of time.

	 When the cost of raw materials and other inputsrises inflation results. Increase in 
wages paid to labour also leads to inflation.

IS INFLATION GOOD FOR THE ECONOMY?

	 Yes and No. 

	 Yes because Inflation helps producers realize better margins.

	 This incites them to do better and produce more. No because it reduces the buying 
power of the consumer in real terms.

DEFLATION

	The essential feature of deflation is falling prices, reduced money supply and 
unemployment. Though falling prices are desirable at the time of inflation, such a 
fall should not lead to the fall in the level of production and employment.

MEANING OF TRADE CYCLE 

	A Trade cycle refers to oscillations in aggregate economic activity particularly in 
employment, output, income, etc. It is due to the inherent contraction and expansion 
of the elements which energize the economic activities of the nation.

PHASES OF TRADE CYCLE 

	The four different phases of trade cycle is referred to as (i) Boom (ii) Recession (iii) 
Depression and (iv) Recovery
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BOOK EXERCISE QUESTIONS - MULTIPLE CHOICE QUESTIONS

PART - A
1. The RBI Headquarters is located at 

a) Delhi b) Chennai 
c) Mumbai  d) Bengaluru

2. Money is 
a) acceptable only when it has intrinsic 

value 
b) constant in purchasing power 
c) the most liquid of all assets 
d) needed for allocation of resources

3. Paper currency system is managed by the  
a) Central Monetary authority 
b) State Government 
c) Central Government 
d) Banks

4. The basic distinction between M1 and M2 
is with regard to
a) post office deposits 
b) time deposits of banks 
c) saving deposits of banks
d) currency

5. Irving Fisher’s Quantity Theory of Money 
was popularized in 
a) 1908  b) 1910  c) 1911 d) 1914

6. MV stands for 
a) demand for money 
b) supply of legal tender money 
c) Supply of bank money 
d) Total supply of money 

7. Inflation means 
a) Prices are rising 
b) Prices are falling 
c) Value of money is increasing 

d) Prices are remaining the same

8. _________ inflation results in a serious 
depreciation of the value of money. 

a) Creeping b) Walking 
c) running   d) Hyper

9. _________ inflation occurs when general 
prices of commodities increases due to 
increase in production costs such as wages 
and raw materials. 

a) Cost-push b) demand pull 
c) running   d) galloping

10.  During inflation, who are the gainers? 
a) Debtors 
b) Creditors 
c) Wage and salary earners 
d) Government

11. ___________ is a decrease in the rate of 
inflation. 
a)  Disinflation b) Deflation 
c) Stagflation d) Depression 

12. Stagflation combines the rate of inflation 
with 

a) Stagnation b) employment 
c) output d) price

13.  The study of alternating fluctuations 
in business activity is referred to in 
Economics as 
a) Boom b) Recession 
c) Recovery d) Trade cycle

14. During depression the level of economic 
activity becomes extremely
a) high b) bad 
c) low d) good'
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15. “Money can be anything that is generally 
acceptable as a means of exchange and 
that thesame time acts as a measure and a 
store of value”, This definition was given 
by 
a) Crowther b) A.C.Pigou 
c) F.A.Walker d) Francis Bacon

16. Debit card is an example of  
a) currency b)paper currency 
c) plastic money d) money

17. Fisher’s Quantity Theory of money is 
based on the essential function of money 
as
a) measure of value 
b) store of value 
c) medium of exchange
d) standard of deferred payment

18. V in MV = PT equation stands for 
a) Volume of trade 
b) Velocity of circulation of money 
c) Volume of transaction
d) Volume of bank and credit money

19.  When prices rise slowly, we call it 
a) galloping inflation 
b) mild inflation 
c) hyper inflation
d) deflation

20.  __________ inflation is in no way 
dangerous to the economy. 
a) walking b) running 
c) creeping  d) galloping

Answers
1 2 3 4 5 6 7 8 9 10
c c a b c b a d a a

11 12 13 14 15 16 17 18 19 20
a a d c a c c b b c

PART - B
Answer the following questions in one or 
two sentences

21. Define Money.
 Definitions of Walker and Crowther are 

given below 
	“Money is, what money does” - Walker.
	“Money can be anything that is generally 

acceptable as a means of exchange and 
atthe same time acts as a measure and a 
store of value”. –Crowther.

22. What is barter? 
	Exchange of goods for goods is known 

as “Barter Exchange” or “Barter System”.
	In a barter system, the commodities 

and services were directly exchanged 
for other commodities and services.

	Goods like furs, skins, salt, rice, wheat, 
utensils, weapons, etc. were commonly 
used as money.

23. What is commodity money?
	In the past, most societies used a 

commodity with some intrinsic value 
for money.

	In order to function as money, the 
commodity had to be widely acceptable, 
which means that everyone had to be 
willing to accept it as a payment for 
goods or services.

	Examples : They have been popular 
commodity monies because they 
could be used for various purposes – 
jewellery, dental fillings etc. - as well as 
for transactions.

24. What is gold standard?
	Gold Standard is a system in which 

the value of the monetary unit or the 
standard currency is directly linked 

www.kalvikural.com



XII - Economics Surya

118 Unit 5: Monetary Economics

with gold.
	The monetary unit is defined in terms 

of a certain weight of gold.

25. What is plastic money? Give example.  
	The latest type of money is plastic 

money.
	Plastic money is a term that is used 

predominantly in reference to the hard 
plastic cards used every day in place of 
actual bank notes.

	Plastic money can come in many 
different forms such as Cash cards, 
Credit cards, Debit cards, Pre-paid 
Cash cards, Store cards, Forex cards and 
Smart cards.

26. Define inflation. 
 Definitions of Coulbourn and Gregorye 

are given below,
	“ Too much of Money chasing too few 

goods” - Coulbourn 
	“A state of abnormal increase in 

the quantity of purchasing power”- 
Gregorye

27. What is Stagflation? 
	Stagflation is a combination of stagnant 

economic growth, high unemployment 
and high inflation.

	It is the co-existence of a high rate of 
unemployment and inflation. (derived 
from stag(nation) and (in) flation).

Economic 
Growth

InflationStagflation

Unemployment

PART - CAnswer the following questions in one 
Paragraph.

28. Write a note on metallic money.  
	 Under metallic standard, some kind 

of metal either gold or silver is used 
to determine the standard value of the 
money and currency.

	Standard coins made out of the metal 
are the principal coins used under the 
metallic standard.

	These standard coins are full bodied or 
full weighted legal tender. Their face 
value is equal to their intrinsic metal 
value.

29. What is money supply?
	Money supply means the total amount 

of money in an economy.
	It refers to the amount of money which 

is in circulation in an economy at any 
given time.

	Money supply plays a crucial role in the 
determination of price level and interest 
rates.

	Money supply viewed at a given point of 
time is a stock and over a period of time 
it is a flow.

30. What are the determinants of money 
supply?

1.  Currency Deposit Ratio (CDR); It is 
the ratio of money held by the public 
in currency to that they hold in bank 
deposits. 

2.  Reserve deposit Ratio (RDR); Reserve 
Money consists of two things (a) vault 
cash in banks and (b) deposits of 
commercial banks with RBI. 

3.  Cash Reserve Ratio (CRR); It is the 
fraction of the deposits the banks must 
keep with RBI. 

4. Statutory Liquidity Ratio (SLR); It is the 
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fraction of the total demand and time 
deposits of the commercial banks is the 
form of specified liquid assets.

31. Write the types of inflation.  

On the basis of speed:
(i) Creeping inflation
(ii) Walking inflation
(iii) Running inflation and

(iv) Galloping inflation or Hyper-inflation.

On the basis of demand and cost:
(i) Demand-Pull Inflation
(ii) Cost-Push Inflation

On The Basis Of Inducement:
(i) Currency inflation
(ii) Credit inflation
(iii) Deficit induced inflation
(iv) Profit induced inflation
(v) Scarcity induced inflation
(vi) Tax induced inflation

32. Explain Demand-pull and Cost push 
inflation.

(i) Demand-Pull Inflation: 

	Demand and supply play a crucial role 
in deciding the inflation levels in the 
society at all points of time. For instance, 
if the demand is high for a product and 
supply is low, the price of the products 
increases.

(ii) Cost-Push Inflation: 

	When the cost of raw materials and 
other inputsrises inflation results. 
Increase in wages paid to labour also 
leads to inflation.

33. State Cambridge equations of value of 
money. 

i) Marshall’s Equation 
The Marshall equation is expressed as: 

M = KPY  
Where 
M is the quantity of money 
Y is the aggregate real income of the community 
P is Purchasing Power of money 
K represents the fraction of the real income 
which the public desires to hold in the form of 
money. 
Thus, the price level P = M/KY or the value of 
money (The reciprocal of price level) is 1/P = 
KY/M

ii) Keynes’ Equation 
Keynes equation is expressed as: 
n = pk (or) p = n / k 
Where 
n is the total supply of money 
p is the general price level of consumption 
goods 
k is the total quantity of consumption units the 
people decide to keep in the form of cash, 
Keynes indicates that K is a real balance, 
because it is measured in terms of consumer 
goods.

34. Explain disinflation. 
i. Disinflation is the slowing down the rate 

of inflation by controlling the amount of 
credit (bank loan, hire purchase) available 
to consumers without causing more 
unemployment.

ii. Disinflation may be defined as the process 
of reversing inflation without creating 
unemployment or reducing output in the 
economy.
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PART - D

Answer the following questions in 
about a page.

35. Illustrate Fisher’s Quantity theory of 
money. 

Introduction:
	 The credit for popularizing this theory 

in recent years rightly belongs to the 
well-known American economist, 
Irving Fisher who published his book, 
‘The Purchasing Power of Money” in 
1911.

	He gave it a quantitative form in terms 
of his famous “Equation of Exchange”.

The general form of equation given by Fisher:

MV = PT

 Fisher points out that in a country 
during any given period of time, the total 
quantity of money (MV) will be equal to the 
total value of all goods and services bought and 
sold (PT). 
MV = PT

Supply of Money = Demand for Money

This equation is referred to as “Cash 
Transaction Equation”.

Where M = Money Supply/quantity of Money
V = Velocity of Money
P = Price level
T = Volume of Transaction.
 It is expressed as P = MV / T which 
implies that the quantity of money determines 
the price level and the price level in its turn 
varies directly with the quantity of money, 
provided ‘V’ and ‘T’ remain constant. 
Extended Form of equation
 Fisher extended his original equation of 
exchange to include bank deposits M1 and its 
velocity V1. The revised equation was:

PT = MV + M1V1

P  = MV + M1V1

T
 From the revised equation, it is evident, 
that the price level is determined by (a) the 
quantity of money in circulation ‘M’ (b) the 
velocity of circulation of money ‘V’ (c) the 
volume of bank credit money M1 (d) the 
velocity of circulation of credit money V1 and 
the volume of trade (T)

0

(A)

P4

P2

P

M M2 M4

y P=f (M)

Pr
ic

e L
ev

el

x

0

(B)
I/P

I/P2

I/P4

M M2 M4

I/P=f (M)

Quantity of Money

Va
lu

e o
f M

on
ey

x

y

i. Figure (A) shows the effect of changes in 
the quantity of money on the price level. 
When the quantity of money is 0M, the 
price level is 0P.

ii. When the quantity of money is doubled 
to 0M2 , the price level is also doubled to 
0P2.

iii. Further, when the quantity of money is 
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increased four-fold to 0M4 , the price level 
also increases by four times to 0P4. 

iv. Figure (B) shows the inverse relation 
between the quantity of money and the 
value of money, where the value of money 
is taken on the vertical axis.

v. With the quantity of money increasing by 
four-fold to 0M4, the value of money is 
reduced by 0I / P4.

vi. This inverse relationship between the 
quantity of money and the value of money 
is shown by downward sloping curve 1 / 
0P = f(M).

36. Explain the functions of money. 
Functions of Money

Primary 
Functions

1. Medium of 
Exchange 
2. Measure of 
Value

1. Standard 
for Deferred.
2. Store of 
Value 
3. Transfer of 
Value

1.Distribution 
Of Income
2. Giving a 
General
Form to Capital
3. Basis of 
Credit
4. Maximum 
Satisfaction

1. Liquity
2. Bearer of 
options
3. Guarantor 
Solvency

Secondary
Functions

Contingent 
functions

Primary 
Functions

1.  Primary Functions
i)  Money as a medium of exchange: This 

is considered as the basic function of 
money. Money has the quality of general 
acceptability, and all exchanges take place 
in terms of money.

ii)  Money as a measure of value: The second 

important function of money is that it 
measures the value of goods and services.

2.  Secondary Functions:
i)  Money as a Store of value: Savings done in 

terms of commodities were not permanent. 
But, with the invention of money, this 
difficulty has now disappeared and savings 
are now done in terms of money.

ii) Money as a Standard of Deferred Payments: 
Borrowing and lending were difficult 
problems under the barter system. In the 
absence of money, the borrowed amount 
could be returned only in terms of goods 
and services.

iii) Money as a Means of Transferring 
Purchasing Power: The field of exchange 
also went on extending with growing 
economic development. The exchange of 
goods is now extended to distant lands.

3.  Contingent Functions: 
i)  Basis of the Credit System: Money is 

the basis of the Credit System. Business 
transactions are either in cash or on credit.

ii)  Money facilitates distribution of 
National Income: The task of distribution 
of national income was exceedingly 
complex under the barter system.

iii) Money helps to Equalize Marginal 
Utilities and Marginal Productivities: 
Consumer can obtain maximum utility 
only if he incurs expenditure on various 
commodities in such a manner as to 
equalize marginal utilities accruing from 
them.

iv) Money Increases Productivity of Capital: 
Money is the most liquid form of capital. 
In other words, capital in the form of 
money can be put to any use.

4.  Other Functions: 
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i)  Money helps to maintain Repayment 
Capacity: Money possesses the quality 
of general acceptability. To maintain its 
repayment capacity, every firm has to keep 
assets in the form of liquid cash.

ii) Money represents Generalized 
Purchasing Power: Purchasing power 
kept in terms of money can be put to any 
use.

iii)  Money gives liquidity to Capital: Money 
is the most liquid form of capital. It can be 
put to any use.

37. What are the causes and effects of inflation 
on the economy?

Meaning of Inflation
 Inflation is the rate at which the general 
level of prices for goods and services is rising 
and consequently the purchasing power of 
currency is falling.
The main causes of inflation in India are as 
follows: 
i)  Increase in Money Supply: Inflation is 

caused by an increase in the supply of 
money which leads to increase in aggregate 
demand.

ii) Increase in Disposable Income: When the 
disposable income of the people increases, 
it raises their demand for goods and 
services.

iii) Increase in Public Expenditure: 
Government activities have been 
expanding due to developmental activities 
and social welfare programmes.

iv) Increase in Consumer Spending: The 
demand for goods and services increases 
when they are given credit to buy goods on 
hire-purchase and installment basis.

v) Cheap Monetary Policy: Cheap monetary 

policy or the policy of credit expansion 
also leads to increase in the money supply

vi) Deficit Financing: In order to meet its 
mounting expenses, the government 
resorts to deficit financing by borrowing 
from the public and even by printing more 
notes. 

vii) Black Assets, Activities and Money: The 
existence of black money and black assests 
due to corruption, tax evasion etc., increase 
the aggregate demand. People spend such 
money, lavishly.

viii)  Repayment of Public Debt: Whenever 
the government repays its past internal 
debt tothe public, it leads to increase in the 
money supply with the public.

ix)  Increase in Exports: When exports are 
encouraged, domestic supply of goods 
decline. So prices rise.

Effects of Inflation 
The effects of inflation can be classified into 
two heads: 
 (1) Effects on Production and 
 (2) Effects on Distribution.
1. Effects on Production: 
 When the inflation is very moderate, it 
acts as an incentive to traders and producers.
The profit due to rising prices encourages 
and induces business class to increase 
their investments in production, leading to 
generation of employment and income.
i)  However, hyper-inflation results in a 

serious depreciation of the value of money 
and it discourages savings

ii)  When the value of money undergoes 
considerable depreciation, this may even 
drain out the foreign capital

iii)  With reduced capital accumulation, the 
investment will suffer a serious set-back 
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which may have an adverse effect on the 
volume of production

iv) Inflation also leads to hoarding of essential 
goods both by the traders as well as the 
consumers and thus leading to still higher 
inflation rate.

v) Inflation encourages investment in 
speculative activities rather than 
productive purposes.

2. Effects on Distribution 

i)  Debtors and Creditors: During inflation, 
debtors are the gainers while the creditors 
are losers.

ii) Fixed-income Groups: The fixed income 
groups are the worst hit during inflation 
because their incomes being fixed do not 
bear any relationship with the rising cost 
of living.

iii) Entrepreneurs: Inflation is the boon 
to the entrepreneurs whether they are 
manufacturers, traders, merchants or 
businessmen, because it serves as a tonic 
for business enterprise.

iv.  Investors: The investors, who generally 
invest in fixed interest yielding bonds 
and securities have much to lose during 
inflation.

38. What are the causes and effects of inflation 
on the economy?

Meaning of Trade Cycle 

 A Trade cycle refers to oscillations in ag-
gregate economic activity particularly in employ-
ment, output, income, etc.

Phases of Trade Cycle 

 The four different phases of trade cycle is 
referred to as (i) Boom (ii) Recession (iii) De-

pression and (iv) Recovery.
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i) Boom or Prosperity Phase: The full 
employment and the movement of the 
economy beyond full employment is 
characterized as boom period. During this 
period, there is hectic activity in economy.
Money wages rise, profits increase and 
interest rates go up.

ii) Recession: The turning point from boom 
condition is called recession. This happens 
at higher rate, than what was earlier. 
Generally, the failure of a company or 
bank bursts the boom and brings a phase 
of recession.

iii) Depression: During depression the level of 
economic activity becomes extremely low. 
Firms incur losses and closure of business 
becomes a commonfeature and the 
ultimate result is unemployment. Interest 
prices, profits and wages are low.

iv.  Recovery: After a period of depression, 
recovery sets in. This is the turning 
point from depression to revival towards 
upswing. It begins with the revival of 
demand for capital goods. Autonomous 
investments boost the activity. The 
demand slowly picks up andin due course 
the activity is directed towards the upswing 
with more production, profit, income, 
wages and employment.

www.kalvikural.com



XII - Economics Surya

124 Unit 5: Monetary Economics

Additional One marks

1. ……………………..is a branch of 
economics that provides a framework for 
analyzing money.
a. Fiscal Economics
b. Micro Economics
c. Monetary Economics
d. International Economics

2. “ …………….. can be anything that 
is generally acceptable as a means of 
exchange and atthe same time acts as 
a measure and a store of value”. What 
Crowther denotes as ‘anything’ in the 
definition given?
a.  Money b.  Assets
c. Gold d.  Vehicles

3. Which of the following is not an example 
of barter system? 
 a. furs, skins, utensils, weapons
 b. furs, skins, utensils, but not weapons
 c. automated teller machine
 d. none of the above

4. Gold Standard is a system in which the 
value of the monetary unit or the standard 
currency is ………….. linked with gold
a.  directly b.  indirectly
c. positively d.  negatively

5. ……………. is a monetary arrangement 
in which a country’s Government allows 
conversion of its currency into fixed 
amount of silver.
a. The Gold Standard
b. The silver standard
c. The Metallic standard
d. None of the above

6. Which of the following is note an example 
of Plastic money?

 a. Credit cards

 b. Debit cards

 c. Pre-paid Cash cards

 d. Bonds

7. Identify anexample of digital currency.

 a. crypto currencies

 b. ATM

 c. Legal Tender Money

 d. None of the above

8. Assertion (A)Money has the quality of 
general acceptability, and all exchanges 
take place in terms of money.

 Reason (R) On account of the use of 
money, the transaction has now come to be 
divided into two parts.

a. Both (A) and (R) are true and (R) is the 
correct explanation of (A).

b. Both (A) and (R) are true, but (R) is not 
the correct explanation of (A).

c. (A) is true, but (R) is false.

d. (A) is false, but (R) is true. 

9. What is the basis of the Credit System.?

a.  State b.  Computer

c. PAYTM d.  Money

10. In India, ……………...are issued by 
the Reserve Bank of India (RBI) and 
………….are issued by the Ministry of 
Finance, Government of India (GOI).

 a. coins and currency notes

 b. currency notes and coins

 c. currency notes and pass books

 d. none of the above
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11. Match the items in the List – I with items 
in List – II. Select the correct answer from 
the code given below :

List – I List – II
I. M1 - 1. Currency, coins and demand 

deposits
II. M2 - 2. M1 + Savings deposits with 

post office savings banks
III. M3 - 3. M2 + Time deposits of all 

commercial and cooperative 
banks

IV.  M4 - 4. M3 + Total deposits with 
Post offices.

Codes :
 I II III IV

a. 3 2 1 4
b. 2 4 1 3
c. 2 3 4 1
d. 1 2 3 4

12.  ………….and ………………. are known 
as narrow money.
a. M2 and M3 b. M3 and M4
c. M1 and M2 d. M1 and M4

13. ………………. and ……………. are 
known as broad money.
a. M2 and M3 b. M3 and M4
c. M1 and M2 d. M1 and M4

14. The new symbol designed by D.Udaya 
Kumar, a post graduate of IIT Bombay 
was finally selected by the Union cabinet 
on ……………
a. 15th July, 2010 b. 16th July, 2010
c. 15th July, 2011 d. 25th July, 2010

15. The new symbol of Rupee is an 
amalgamation of Devanagri ‘Ra’ and the 
………….without the stem.
a. Arial ‘R’ b. Roman ‘R’
c. Italian ‘R’ d. Greek Script ‘R’

16. The symbol of India rupee came into use 
on ………?
a. 25th July, 2010 b. 16th July, 2010
c. 15th July,2010 d. None of the above

17. Which of following country do not to 
accept a unique currency symbol?
a. China b. America
c. Britain d. Japan

18. Expand the CDR.
a. Cash Deposit Ratio (CDR)
b. Currency Digital Ratio (CDR)
c. Currency Deposit Ratio (CDR)
d. Currency Deposit Ration (CDR)

19. Expand the RDR
a. Renew deposit Ratio (RDR)
b. Reserve development Ratio (RDR)
c. Rational deposit Ratio (RDR)
d. Reserve deposit Ratio (RDR)

20. Expand the CRR
a. Capital Reserve Ratio (CRR)
b. Cash Reserve Ratio (CRR)
c. Government Reserve Ratio (CRR)
d. Cash Revised Ratio (CRR)

21. Expand the SLR
a. Statutory Liquidity Ratio (SLR)
b. State Liquidity Ratio (SLR)
c. Small Liquidity Ratio (SLR)
d. Statutory Liquid Ratio (SLR)

22. What is SLR?
a. It is the fraction of the total demand and 

time deposits of the commercial banks is 
the form of specified liquid assets. 

b. Reserve Money consists of two things (a) 
vault cash in banks and (b) deposits of 
commercial banks with RBI.
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c. It is the fraction of the deposits the banks 
must keep with RBI.

d. It is the ratio of money held by the public 
in currency to that they hold in bank 
deposits.

23. Who published the book, ‘The Purchasing 
Power of Money” in 1911 
a. Arthur   b. Hicks
c. Irving Fisher  d. Pigou

24. Who gave a quantitative form in terms of 
his famous “Equation of Exchange”?
a. Irving Fisher   b. J.M.Keynes
c. J.A. Schumpeter  d. R.F.Kahn

25. Given the equation , V1 represents ...?PT 
= MV + M1V1

(a) the quantity of money in circulation

(b) the velocity of circulation of money

(c) the volume of bank credit money

(d)the velocity of circulation of credit 
money

26. What is the other name of Cambridge 
Approach?
a. Quantity theory of money
b. Cash Balances Approach
c. Modern theory of Money Approach
d. Classical Approach

27. Given the equation, M = KPY, which is 
wrongly denoted?
a. M is the quantity of money 
b. Y is the aggregate real income of the 

community 
c. K represents the fraction of the real 

income which the public desires to hold 
in the form of money.

d. None of the above

28. According to Marshall’s equation, the 
value of money is influenced not only by 
changes in M, but also by changes in 
a. K b. P c. Kl d. Pl

29. In Keynes’ extended equation:  n = p 
(k + rk') or p = n/(k + rk'), which one is 
wrongly denoted?
a. n = total money supply 
b. p = price level of consumer goods 
c. k = peoples' desire to hold money in hand 

(in terms of consumer goods) in the total 
income of them 

d. r = community’s total money deposit in 
banks, in terms of consumers goods.

30. Who said the following statement? “A 
state of abnormal increase in the quantity 
of purchasing power”
a. Fisher b. Gregorye
c. Marshall d. Keynes

31. Find the missing type of inflation
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a. Walking Inflation

b. Running Inflation

c. Creeping Inflation

d. Hyper Inflation

www.kalvikural.com



XII - Economics Surya

127 Unit 5: Monetary Economics

32. ………………….. is also known as mild 
inflation or moderate inflation.
a. Walking Inflation
b. Running Inflation
c. Creeping Inflation
d. Hyper Inflation

33. …………………… can be possible When 
prices rise moderately and the annual 
inflation rate is a single digit ( 3% - 9%).
a. Walking Inflation
b. Running Inflation
c. Creeping Inflation
d. Hyper Inflation

34. When prices rise rapidly like the running 
of a horse at a rate of speed of …………..
per annum, it is called running inflation.
a. 1% - 2 % b. 100% - 200 %
c. 10% - 20% d. None of the above

35. By Galloping inflation, the percentage 
of the same is almost ………… from an 
overall perspective.
a. 1% - 2 % b. 100% - 200 %
c. 10% - 20% d. 20% to 100%

36. In which country the first hyper inflation 
of the 21st century took place?
a. Zimbabwe b. Namibia
c. Venezuela d. India

37. Scarcity induced inflation has happened 
in Venezula of the year ………..
a. 2017 b. 2018
c. 2016 d. 2008

38. Assertion (A) : Reduced capital 
accumulation may discourage entrepreneurs 
and business men from taking business 
risk.

 Reason (R) With reduced capital 
accumulation, the investment will suffer a 
serious set-back which may have an adverse 
effect on the volume of production in the 

country.
a. Both (A) and (R) are true and (R) is the 

correct explanation of (A).
b. Both (A) and (R) are true, but (R) is not 

the correct explanation of (A).
c. (A) is true, but (R) is false.
d. (A) is false, but (R) is true.

39. Find which is not a an example of Fixed-
income Groups?
a. wages b. salary
c. pension d. organization

40. Which is not a major anti-inflationary 
fiscal measures: are the following
a. Reduction of Government Expenditure 
b. Public Borrowing
c. Augmenting Foreign Investment
d. Enhancing taxation.

41. Stagflation is a combination of stagnant 
economic growth, high unemployment 
and high inflation………….?
a. high inflation b. low inflation
c. no inflation d. disinflation

42. After a period of depression……………. 
sets in. 
a. recovery b. prosperity
c. boom d. trough

43. Assertion (A) : When the disposable 
income of the people increases, it raises 
their demand for goods and services.

 Reason (R) : Disposable income may 
increase with the rise in national income or 
reduction in taxes or reduction in the saving of 
the people.

a. Both (A) and (R) are true and (R) is the 
correct explanation of (A).

b. Both (A) and (R) are true, but (R) is not 
the correct explanation of (A).

c. (A) is true, but (R) is false.
d. (A) is false, but (R) is true.
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44. Equation of exchange is associated with: 
a. Pigou b. J.B.Say
c. Marshall d. Irving Fisher

45.  The theory explaining the direct 
relationship between the price level and 
quantity of money is known as :
a. Quantity theory of money  
b. Say’s law of markets
c.  Real theory of interest
d. None of these

46.  Equation of exchange is converted into 
the quantity theory of money by assuming 
the following variables as constants:
a. V and T b. M and V
c. M and P d. V and P

47. Fisher’s Equation of quantity theory 
states that :
a. P varies directly with income   
b. P varies directly with M
c. P and M are constants
d. None of the above

48. In the Cambridge equation of M = kPY, 
the value of k is:
a. M/V
b. 1/V
c.  V in Fisher’s equation
d. None of these

49. In the Fisher’s extended equation of 
exchange MI VI represents:
a. Credit money 
b. Primary money
c.  Both primary and credit money
d. General price level

50. In Fisher’s transaction velocity model, 
one of the following is not an assumption:
a. Velocity of circulation of money is 

constant
b. The volume of transactions is constant
c.  Full employment
d. P is considered as an active factor

51. In the equation MV+ MI VI = PT, ‘M 
‘denotes:
a. Velocity of money
b. Money in circulation
c.  Bank deposit
d. None of these

52. The Cambridge version of the quantity 
theory of money was developed by:
a. Fisher b. Alfred Marshall
c. Pigou d. Keynes

53. In Fisher’s equation of exchange MV=PT, 
the variation of which produces a 
proportional change in price:
a. M b. V c. P d. T

54. In MV=PT, if M doubles and V and T 
remain constant, then P will:
a. Double b. 1/2 c. 1 d. 4

55. Assertion (A) :Gold Standard is a system in 
which the value of the monetary unit or the 
standard currency is directly linked with 
gold.

 Reason (R) :The monetary unit is defined 
in terms of a certain weight of gold.
a.  Both A and R are true and R is the correct 

explanation of A.
b.  Both A and R are true but R is not the 

correct explanation of A.
c.  A is true but R is false.
d.  A is false but R is true.
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56. Assertion (A) : Fisher extended his 
original equation of exchange to include 
bank deposits M1 and its velocity V1.

 Reason (R) : In a modern economy, bank’s 
demand deposits or credit money and its 
velocity play a vital part in business.

a.  Both A and R are true and R is the correct 
explanation of A.

b. Both A and R are true but R is not the 
correct explanation of A.

c.  A is true but R is false.
d.  A is false but R is true.

57.  Assertion (A) :When the disposable 
income of the people decreases, it raises 
their demand for goods and services.

 Reason (R) : Disposable income may 
increase with the rise in national income 
or reduction in taxes or reduction in the 
saving of the people.

a.  Both A and R are true and R is the correct 
explanation of A.

b.  Both A and R are true but R is not the 
correct explanation of A.

c.  A is true but R is false.
d.  A is false but R is true.

58. Assertion (A) :During inflation, debtors are 
the gainers while the creditors are losers.

 Reason (R) :The debtors had borrowed 
when the purchasing power of money was 
high and now repay the loans when the 
purchasing power of money is low due to 
falling prices.

a.  Both A and R are true and R is the correct 
explanation of A.

b.  Both A and R are true but R is not the 
correct explanation of A.

c.  A is true but R is false.
d.  A is false but R is true.

59. Money is 
a.  Backed by gold in Fort Knox
b.  The same as income. 
c. The value of all coins and currency in 

circulation at any time. 
d. Anything that is generally accepted as a 

medium of exchange.

60. The development of money as a medium 
of exchange has facilitated the expansion 
of trade because 
a.  Holding money increases people's 

income
b. No other mediums of exchange are 

available 
c.  Money eliminates the "double coincidence 

of wants" problem 
d.  Holding money increases people's wealth

61. A recession is: 
a. A period of declining unemployment.
b. A period of declining prices 
c. A period during which aggregate output 

declines
d. A period of very rapidly declining prices.

62. Inflation is measured by the
I.   consumer price index (CPI).
II.  GDP deflator.
III.  current account.
IV.  depreciation.
a. I and II only.
b. I and III only.
c. III and IV only.
d. I, II and III.

63. During stagflation 
I.  an increase in aggregate spending will 

eliminate the recession.

II.  a decrease in aggregate spending will 
reduce inflation.
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III.  government faces contradictory goals.

IV . The central bank decreases money 
supply to reduce inflation.

a.  I and II only.

b.  III and IV only.

c. I, II and III only.

d. I, II, III and IV.

64. Which of the following are costs of 
inflation?
I.  Inflation weakens the creation of credit 

and capital markets.

II.  Inflation distorts business behavior, 
especially investment behavior.

III. Inflation increases 
the prices of foreign goods relative to 
domestic goods.

IV.  Inflation imposes a 
tax on the holders of money.

a.  I and II only.

b.  III and IV only.

c.  I, II and IV only.

d.  I, II and III only.

65. Demand pull inflation results from 
a. demand for government spending on 

public goods goes down due to lack of 
financial backup through tax collection.

b. consumer, business, and government 
demand for goods and services in excess 
of an economy's capacity to produce.

c.  a shortage of demand for good and 
services in excess of supply during 
depression.

d.  demand for public goods is greater than 
demand for consumer goods.

66. What problems are we most likely to see 
at which stage of the business cycle? 
a. High inflation during recessions. 
b. High unemployment during booms. 
c. Low inflation during booms. 
d. High unemployment during recessions. 

67. Match the correct codes

1 Gold Standard i

Refers to the 
monetary system 
in which the paper 
currency notes issued 
by the Treasury or 
the Central Bank 
or both circulate 
as unlimited legal 
tender.

2 The silver stan-
dard ii

Such as Bitcoin now 
provide an outlet for 
Personal Wealth that 
is beyond restriction 
and confiscation

3 The paper cur-
rency standard iii

A monetary system 
in which the 
standard economic 
unit of account is a 
fixed weight of silver.

4
Decentralised 
crypto curren-
cies 

iv

A system in which 
the value of the 
monetary unit or the 
standard currency is 
directly linked with 
gold.

Codes

 a. (1) – (i) (2) – (ii) (3) – (iv) (4) – (iii)

 b. (1) – (ii) (2) – (iii) (3) – (iv) (4) – (i)

 c. (1) – (iv) (2) – (iii) (3) – (i) (4) – (ii)

 d. (1) – (i) (2) – (ii) (3) – (iii) (4) – (iv)
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68. Match the correct codes

1

It is the ratio of money held 
by the public in currency 
to that they hold in bank 
deposits

i CRR

2

Reserve Money consists of 
two things (a) vault cash in 
banks and (b) deposits of 
commercial banks with RBI

ii SLR

3
It is the fraction of the de-
posits the banks must keep 
with RBI

iii RDR

4

It is the fraction of the total 
demand and time deposits 
of the commercial banks is 
the form of specified liquid 
assests

iv CDR

Codes

 a. (1) – (i) (2) – (ii) (3) – (iv) (4) – (iii)
 b. (1) – (ii) (2) – (iii) (3) – (iv) (4) – (i)
 c. (1) – (iv) (2) – (iii) (3) – (i) (4) – (ii)
 d. (1) – (i) (2) – (ii) (3) – (iii) (4) – (iv)

69. Match the correct codes

1 MV = PT i
Fisher’s Quantity 
Theory of 
Money:

2 Revised equa-
tion of fisher ii PT = MV + 

M1V1

3 Marshall’s 
Equation iii M = KPY

4 Keynes equa-
tion iv n = pk (or) p = 

n / k

Codes
 a. (1) – (i) (2) – (ii) (3) – (iv) (4) – (iii)

 b. (1) – (ii) (2) – (iii) (3) – (iv) (4) – (i)

 c. (1) – (iv) (2) – (iii) (3) – (i) (4) – (ii)

 d. (1) – (i) (2) – (ii) (3) – (iv) (4) – (iii)

70. Match the correct codes

1 “Too much of Money 
chasing too few goods” i Walker

2
“A state of abnormal 
increase in the quantity 
of purchasing power”

ii Crowther

3 “ Money is, what money 
does” iii Gregorye

4
“Money can be anything 
that is generally accept-
able…”

iv Coulbourn

Codes
 a. (1) – (i) (2) – (ii) (3) – (iv) (4) – (iii)
 b. (1) – (ii) (2) – (iii) (3) – (iv) (4) – (i)
 c. (1) – (iv) (2) – (iii) (3) – (i) (4) – (ii)
 d. (1) – (i) (2) – (ii) (3) – (iii) (4) – (iv)
71. Match the correct codes

1 Creeping inflation i

Points out to 
unmanageably 
high inflation 
rates that run 
into two or three 
digits.

2 Walking or trolling 
inflation ii Slow-moving and 

very mild.

3 Running inflation iii

When prices 
rise moderately 
and the annual 
inflation rate is a 
single digit  3% - 
9%)

4 Galloping inflation 
or hyper inflation iv

When prices 
rise rapidly like 
the running of a 
horse at a rate of 
speed of 10% - 
20% per annum,

Codes
 a. (1) – (i) (2) – (ii) (3) – (iv) (4) – (iii)
 b. (1) – (ii) (2) – (iii) (3) – (iv) (4) – (i)
 c. (1) – (iv) (2) – (iii) (3) – (i) (4) – (ii)
 d. (1) – (i) (2) – (ii) (3) – (iii) (4) – (iv)
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Answers
1 2 3 4 5 6 7 8 9 10
c a c a b d a a d b

11 12 13 14 15 16 17 18 19 20
d c b a b d a c d b

21 22 23 24 25 26 27 28 29 30
a a c a d b d b d b

31 32 33 34 35 36 37 38 39 40
a c a c d a b a d c

41 42 43 44 45 46 47 48 49 50
a a b c a a b b a d

51 52 53 54 55 56 57 58 59 60
b c a a b a d c d c

61 62 63 64 65 66 67 68 69 70
c a d c b d c c a c

71
b

Additional Two Marks

1. What is Monetary Economics?
	Monetary Economics is a branch of 

economics that provides a framework 
for analyzing money and its functions 
as a medium of exchange, store of value 
and unit of account.

2. Write a brief history of barter system
i. Barter system was introduced by 

Mesopotamia tribes. 
ii. Phoenicians adopted bartering of 

goods with various other cities across 
oceans.

iii. Babyloninan’s also developed an 
improved barter system, where goods 
were exchanged for goods.

3. Write a short note on silver standard.
	The silver standard is a monetary system 

in which the standard economic unit of 
account is a fixed weight of silver.

	The silver standard is a monetary 
arrangement in which a country’s 
Government allows conversion of its 
currency into fixed amount of silver.

4. Define paper currency.
 The paper currency standard refers to the 
monetary system in which the paper currency 
notes issued by the Treasury or the Central 
Bank or both circulate as unlimited legal 
tender.

5. What do you know about crypto currencies?
 Decentralised crypto currencies such as 
Bitcoin now provide an outlet for Personal 
Wealth that is beyond restriction and 
confiscation.

6. Write about“Money as a Standard of 
Deferred Payments” in short.
	 Borrowing and lending were difficult 

problems under the barter system.
	In the absence of money, the borrowed 

amount could be returned only in terms 
of goods and services.

	But the modern money-economy has 
greatly facilitated the borrowing and 
lending processes.

7.  Write about Money as a Means of 
Transferring Purchasing Power in short.
	The field of exchange also went on 

extending with growing economic 
development.

	The exchange of goods is now extended 
to distant lands.

8.  Write about Money Increases Productivity 
of Capital in short.

 Money is the most liquid form of capital. In 
other words, capital in the form of money can 
be put to any use.
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9.  Mention the components of Money 
Supply in India.

M1 = Currency, coins and demand deposits
M2 = M1 + Savings deposits with post office 

savings banks
M3 = M2 + Time deposits of all commercial 

and cooperative banks
M4 = M3 + Total deposits with Post offices.

10. What are the other names for M1,  M2, 
M3 nd M4 Money?

	M1 and M2 are known as narrow money 

	M3 and M4 are known as broad money

11. Write a note on “New Rupee on India”

	The new symbol, is an amalgamation 
of Devanagri ‘Ra’ and the Roman ‘R’ 
without the stem.

	The symbol of India rupee came into 
use on 15thJuly,2010.

	After America, Britain, Japan, Europe 
Union. India is the 5th country to accept 
a unique currency symbol.

12. What is Currency Deposit Ratio (CDR)?

  It is the ratio of money held by the public 
in currency to that they hold in bank 
deposits. 

13. What is the meaning of Cash Reserve 
Ratio (CRR)?

  It is the fraction of the deposits the banks 
must keep with RBI. 

14. What is Reserve deposit Ratio (RDR)?

 Reserve Money consists of two things (a) 
vault cash in banks and (b) deposits of 
commercial banks with RBI. 

15.Define the “Statutory Liquidity Ratio”?

 SLR or “Statutory Liquidity Ratio”is the 

fraction of the total demand and time 
deposits of the commercial banks is the 
form of specified liquid assests.

16. State the terms of “MV = PT”
 Fisher points out that in a country during 

any given period of time, the total quantity 
of money (MV) will be equal to the total 
value of all goods and services bought and 
sold (PT). 

MV = PT

Supply of Money = Demand for Money
This equation is referred to as “Cash Transaction 

Equation”.
17. Write the Fisher’s Extended Form of 

equation
 Fisher extended his original equation of 

exchange to include bank deposits M1 and 
its velocity V1. The revised equation was:

PT = MV + M1V1

T
18. Express the terms of Marshall’s Equation.
 The Marshall equation is expressed as: 

M = KPY

Where 
M is the quantity of money 
Y is the aggregate real income of the community 
P is Purchasing Power of money 
K represents the fraction of the real income 

which the public desires to hold in the 
form of money.

19. Present the version of Keynes extended 
equation.

 Keynes extended his equation in the 
following form: 

n = p (k + rk') or p = n/(k + rk')

Where, 
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n = total money supply 
p = price level of consumer goods 
k = peoples' desire to hold money in hand (in 
terms of consumer goods) in the total income 
of them 
r = cash reserve ratio 
k' = community’s total money deposit in banks, 
in terms of consumers goods

20. Draw the diagram of inflation on the 
basis of speed.
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21.  Write the meaning of Galloping inflation.
	Galloping inflation or hyper inflation 

points out to unmanageably high 
inflation rates that run into two or three 
digits.

	By high inflation the percentage of the 
same is almost 20% to 100% from an 
overall perspective. 

22. What is “Wage-Price Spiral”?
  Wage-price spiral is used to explain the 
cause and effect relationship between rising 
wages and rising prices or inflation. 

23.  Write a note on Scarcity induced 
inflation.
	Scarcity of goods happens either due to 

fall in production (eg. farm goods) or 
due to hoarding and black marketing.

	This also pushes up the price.
	This has happened is Venezula in the 

year 2018.

24. Write a note on Tax induced inflation.
  Increase in indirect taxes like excise 
duty, custom duty and sales tax may lead to 
rise in price (eg. petrol and diesel). This is also 
called taxflation.

25.State the Monetary Measures for Inflation.
i. These measures are adopted by the 

Central Bank of the country.
ii. They are (i) Increase in Bankrate 

(ii) Sale of Government Securities in 
the Open Market (iii) Higher Cash 
Reserve Ratio (CRR) and Statutory 
Liquidity Ratio (SLR) (iv) Consumer 
Credit Control and (v) Higher margin 
requirements (vi) Higher Repo Rate 
and Reverse Repo Rate. 

26.  State the Fiscal Measures for Inflation.
	Fiscal policy is now recognized as an 

important instrument to tackle an 
inflationary situation.

	The major anti-inflationary fiscal 
measures are the following: Reduction 
of Government Expenditure and Public 
Borrowing and Enhancing taxation. 

27.  What is deflation?
	The essential feature of deflation is 

falling prices, reduced money supply 
and unemployment.

	Though falling prices are desirable at the 
time of inflation, such a fall should not 
lead to the fall in the level of production 
and employment.  
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28.  Write the meaning of Depression.
	During depression the level of economic 

activity becomes extremely low.
	Firms incur losses and closure of 

business becomes a common  feature and 
the ultimate result is unemployment. 
Interest prices, profits and wages are 
low.

	The agricultural class and wage earners 
would be worst hit. 

29.  Compare and contrast fiat money and 
commodity money.
	Fiat money includes items that 

are designated as money that are 
intrinsically worthless.

	Commodity money are things like gold 
or silver which have alternative uses 
other than money.

	They can be used in dental fillings or as 
jewelry.

30.  Answer the questions below using the 
following information:

All figures are in billions of dollars.

Currency held outside banks Rs.800

Demand Deposits   1000
Traveler's Checks     100
Other checkable deposits     200
Savings accounts     300
Money market accounts     100
Other near monies     200

a. What is the value of M1?
b. What is the value of M2?

Answers:
a. Value of M1 = 800 + 

1000 + 100 + 200 
= Rs.2100 billion.

b. Value of M2 =  2100 
(M1) + 300 + 100 + 
200  

= Rs.2700 billion.

31. What is Token money?
  Token money is a form of money in 
which the metallic value of which is much less 
than itsreal value (or face value). Rupees and 
all other coins in India are all token money.

32.  Write Fisher’s words on money and its 
effect on economy.
	According to Fisher, “other things 

remaining the same, as the quantity of 
money in circulation increases, the price 
level also increases in direct proportion 
and the value of money decreases and 
vice versa”.

	If the quantity of money doubled, the 
price level also double and the value of 
money will be one half.

33.  Explain the term “Demand for Money” 
	Demand for money means the demand 

to hold money, that is, to keep one’s 
resources in liquid form instead of in 
some form of investment. 

	It means the desire to hold money in 
liquid cash as against spending the 
money.

34. Use the graph below to answer the 
following questions:

A B

D

Y

G
D

P

Year

C C

a. Mention the phases of the “points mentioned” 
in business cycle graph. 
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A: ___________ B:___________ 
C: ___________  D: ___________

Answers:

A: Recession B: Recovery
C: Prosperity D: Depression

Additional Three Marks

1. Write a note on Metallic Money.

	After the barter system and commodity 
money system, modern money systems 
evolved. Among these, metallic standard 
is the premier one.

	Under metallic standard, some kind 
of metal either gold or silver is used 
to determine the standard value of the 
money and currency.

	Standard coins made out of the metal 
are the principal coins used under the 
metallic standard.

	These standard coins are full bodied or 
full weighted legal tender. Their face 
value is equal to their intrinsic metal 
value.

2. Explain the concept of Plastic Money.

	The latest type of money is plastic 
money.

	Plastic money is one of the most evolved 
forms of financial products. Plastic 
money is an alternative to the cash or 
the standard “money”.

	Plastic money is a term that is used 
predominantly in reference to the hard 
plastic cards used every day in place of 
actual bank notes.

	Plastic money can come in many 
different forms such as Cash cards, 
Credit cards, Debit cards, Pre-paid 

Cash cards, Store cards, Forex cards 
and Smart cards. They aim at removing 
the need for carrying cash to make 
transactions.

3. Explain the primary function of money.

1.Primary Functions

i) Money as a medium of exchange: 
This is considered as the basic function 
of money. Money has the quality of 
general acceptability, and all exchanges 
take place in terms of money.

ii) Money as a measure of value: The 
second important function of money 
is that it measures the value of goods 
and services.

4. Explain the three secondary function of 
money.

i)  Money as a Store of value: Savings 
done in terms of commodities 
were not permanent. But, with the 
invention of money, this difficulty has 
now disappeared and savings are now 
done in terms of money.

ii)  Money as a Standard of Deferred 
Payments: Borrowing and lending 
were difficult problems under the 
barter system. In the absence of 
money, the borrowed amount could be 
returned only in terms of goods and 
services.

iii)  Money as a Means of Transferring 
Purchasing Power: The field of 
exchange also went on extending with 
growing economic development. The 
exchange of goods is now extended to 
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distant lands.

5. What are the Contingent Functions?
 i. Basis of the Credit System: Money is 

the basis of the Credit System. Business 
transactions are either in cash or on 
credit.

ii) Money facilitates distribution 
of National Income: The task of 
distribution of national income was 
exceedingly complex under the barter 
system.

iii) Money helps to Equalize Marginal 
Utilities and Marginal Productivities: 
Consumer can obtain maximum 
utility only if he incurs expenditure 
on various commodities in such 
a manner as to equalize marginal 
utilities accruing from them.

iv)  Money Increases Productivity of 
Capital: Money is the most liquid 
form of capital. In other words, capital 
in the form of money can be put to any 
use.

6. Draw the diagram of Fisher’s Quantity 
theory of money.
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7. Explain “The Keynes Equation” Keynes 
equation is expressed as: 

n = pk (or) p = n / k

Where 
n is the total supply of money 

p is the general price level of consumption 
goods 

k is the total quantity of consumption units the 
people decide to keep in the form of cash, 

Keynes indicates that K is a real balance, 
because it is measured in terms of consumer 
goods. 

 According to Keynes, peoples’ desire to hold 
money is unaltered by monetary authority. So, 
price level and value of money can be stabilized 
through regulating quantity of money (n) by 
the monetary authority. 

 Later, Keynes extended his equation in the 
following form: 

n = p (k + rk') or p = n/(k + rk') 

Where, 

n = total money supply 

p = price level of consumer goods 
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k = peoples' desire to hold money in hand (in 
terms of consumer goods) in the total income 
of them 

r = cash reserve ratio 

k' = community’s total money deposit in banks, 
in terms of consumers goods.

8. Explain any three main causes of 
inflation in India.

i)  Increase in Money Supply: Inflation 
is caused by an increase in the supply 
of money which leads to increase in 
aggregate demand.

ii)  Increase in Disposable Income: When 
the disposable income of the people 
increases, it raises their demand for 
goods and services.

iii) Increase in Public Expenditure: 
Government activities have been 
expanding due to developmental 
activities and social welfare 
programmes.

9. Explain Effects on Production of Inflation.

 When the inflation is very moderate, it 
acts as an incentive to traders and producers. 
The profit due to rising prices encourages and 
induces business class to increase their invest-
ments in production, leading to generation of 
employment and income.

i)  However, hyper-inflation results in 
a serious depreciation of the value of 
money and it discourages savings

ii)  When the value of money undergoes 
considerable depreciation, this may 
even drain out the foreign capital

iii)  With reduced capital accumulation, 
the investment will suffer a serious 
set-back which may have an adverse 
effect on the volume of production

10. What is money? Explain the three 
functions that money performs. Which 
one is the primary function of money? 

i)  Money is anything that is generally 
accepted as a medium of exchange.

ii. Money must be able to act as a 
medium of exchange, a store of value, 
and a unit of account. For money to 
act as a medium of exchange, sellers 
must generally accept and buyers must 
generally use it to pay for goods and 
services.

iii. For money to serve as a store of value, 
it can be used to transport purchasing 
power from one period of time to 
another.

iv. For money to serve as a unit of account, 
it must function as a consistent way of 
quoting prices. 

v. The primary function of money is to 
serve as a medium of exchange. 

10. Fill in the following table by indicating 
whether the proposed Central Bank 
action will increase or decrease the 
money supply. If the action is not a 
Central Bank power then write not 
applicable.

Action Effect on money 
supply

A decrease in central 
spending

A decrease in the 
required reserve ratio

A sale of government 
debt

A lowering of the 
discount rate

Buying government debt

A decrease in taxes
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Answers

Action Effect on money 
supply

A decrease in central 
spending

not applicable

A decrease in the 
required reserve ratio

increase

A sale of government 
debt

decrease

A lowering of the 
discount rate

increase

Buying government debt increase

A decrease in taxes not applicable

Additional Five Mark

1. Compare and contrast inflation and 
deflation.
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Meaning When the value of 
money decreases 
in the international 
market, then this 
situation is termed 
as inflation.

Deflation is 
a situation, 
when the value 
of money 
increases in the 
international 
market.

Effects Increase in the 
general price level

Decrease in the 
general price 
level

National 
income

Does not declines Declines

Gold prices   Falls Rises
Classification Demand pull 

inflation, cost 
push inflation and 
stagflation.

Debt deflation, 
money supply 
side deflation, 
credit 
deflation.
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Good for Producers Consumers
Consequences Unequal 

distribution of 
income.

Rise in the 
level of 
unemployment

Which is 
Good?

A little bit of 
inflation is 
a symbol of 
economic growth 
of the country.

Deflation is 
not good for 
an economy.

2. Explain the evolution of money.
BARTER SYSTEM
	Exchange of goods for goods was known 

as “Barter Exchange” or “Barter System”.
	In a  barter system, the commodities 

and services were directly exchanged 
for other commodities and services.

	Goods like furs, skins, salt, rice, wheat, 
utensils, weapons, etc. were commonly 
used as money.

METALLIC MONEY
	Under metallic standard, some kind 

of metal either gold or silver is used 
to determine the standard value of the 
money and currency.

	Standard coins made out of the metal 
are the principal coins used under the 
metallic standard.

	These standard coins are full bodied or 
full weighted legal tender.

	Their face value is equal to their 
intrinsic metal value.

GOLD STANDARD
	Gold Standard is a system in which 
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the value of the monetary unit or the 
standard currency is directly linked 
with gold.

	The monetary unit is defined in terms 
of a certain weight of gold.

SILVER STANDARD
	The silver standard is a monetary system 

in which the standard economic unit of 
account is a fixed weight of silver.

	The silver standard is a monetary 
arrangement in which a country’s 
Government allows conversion of its 
currency into fixed amount of silver.

PAPER CURRENCY
 The paper currency standard refers 
to the monetary system in which the paper 
currency notes issued by the Treasury or the 
Central Bank or both circulate as unlimited 
legal tender.

PLASTIC MONEY
	The latest type of money is plastic 

money.
	Plastic money is a term that is used 

predominantly in reference to the hard 
plastic cards used every day in place of 
actual bank notes. 

	Plastic money can come in many 
different forms such as Cash cards, 
Credit cards, Debit cards, Pre-paid 
Cash cards, Store cards, Forex cards and 
Smart cards.

CRYPTO CURRENCIES
	Decentralised crypto currencies such 

as Bitcoin now provide an outlet 
for Personal Wealth that is beyond 
restriction and confiscation.

3. Explain the supply of Money and 

determinants of money supply in India.
Money Supply in India 
 Money supply is a stock variable. RBI 
publishes information for four alternative 
measures of Money supply, namely M1,M2,M3 
and M4. 

M1 = Currency, coins and demand deposits 
M2 = M1 + Savings deposits with post office 

savings banks 
M3 = M2 + Time deposits of all commercial 

and cooperative banks
M4 = M3 + Total deposits with Post offices. 

M1 and M2 are known as narrow money 
M3 and M4 are known as broad money

Determinants of Money Supply

1. Currency Deposit Ratio (CDR); It is 
the ratio of money held by the public 
in currency to that they hold in bank 
deposits. 

2. Reserve deposit Ratio (RDR); Reserve 
Money consists of two things (a) vault 
cash in banks and (b) deposits of 
commercial banks with RBI. 

3. Cash Reserve Ratio (CRR); It is the 
fraction of the deposits the banks must 
keep with RBI. 

4.  Statutory Liquidity Ratio (SLR); It is 
the fraction of the total demand and 
time deposits of the commercial banks 
is the form of specified liquid assets.

4. Explain Measures to Control Inflation 

 Keynes and Milton Friedman together 
suggested three measures to prevent and control 
of inflation.

(1) Monetary measures,

(2) Fiscal measures (J.M. Keynes) and 
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(3) Other measures.

1. Monetary Measures: These measures 
are adopted by the Central Bank of the 
country. They are (i) Increase in Bankrate 
(ii) Sale of Government Securities in the 
Open Market (iii) Higher Cash Reserve 
Ratio (CRR) and Statutory Liquidity Ratio 
(SLR) (iv) Consumer Credit Control and 
(v) Higher margin requirements (vi) 
Higher Repo Rate and Reverse Repo Rate. 

2. Fiscal Measures: Fiscal policy is now 
recognized as an important instrument 
to tackle an inflationary situation. The 
major anti-inflationary fiscal measures are 
the following: Reduction of Government 
Expenditure and Public Borrowing and 
Enhancing taxation.

3. Other Measures: These measures can be 
divided broadly into short-term and long-
term measures. 

i) Short-term measures can be in regard 
to public distribution of scarce essential 
commodities through fair price shops 
(Rationing). In India whenever shortage of 
basic goods has been felt, the government 
has resorted to import so that inflation may 
not get triggered. 

ii) Long-term measures will require 
accelerating economic growth especially of 
the wage goods which have a direct bearing 
on the general price and the cost of living. 
Some restrictions on present consumption 
may help in improving saving and investment 
which may be necessary for accelerating the 
rate of economic growth in the long run.

5. List the problems in defining Money 
Supply

i. First, in an advanced and more important 
an evolving-financial system, it was not 

possible to define the tock of Money in an 
unambiguous way

ii. At least there were a number of different but 
equally valid definitions of the money supply 
and there was no strong reason for choosing 
one in preference to any other.

iii. As we have seen, money can be defined 
either narrowly or broadly.

iv. However, there are or have been within 
the some institutional context a number of 
different definitions of the money supply.

v. The definitions change frequently as does 
the popularity of one measure over another 
which partly illustrates the difficulty in 
trying to pin down the concept.

6. Distinguish between Fisher’s and 
Cambridge Equation.
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Fisher's 
Equation

Cambridge's 
Equaiton

1.Flow 
and stock 
of Money

Fishers's 
equation gives 
importance to 
flow of money.

Cambridge's 
equation stress 
on stock of 
money.

2.  Natural 
of Price 
Level

P represents 
the average 
price level of 
all goods and 
services.

P represents 
the price of 
consumer 
goods.

3.  Stress 
on 
Demand 
Supply

Firsher's view 
point stress 
on supply of 
money

Cambridge's 
view point 
stresses on 
demand of 
money

4. Time
It is associated 
with period of 
time

Ii is associated 
with point of 
time
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Cambridge's 

Equaiton

5. 
Demand 
of Money 

Assording to 
Fisher., the 
Demand of 
money  is 
for actual 
transactions.

According to 
Cambridge 
ideology, 
demand of 
money is for 
storage of 
meoney.

7. Consider M = Rs. 1000. M’ = Rs. 500, V 
= 3, V’ = 2, T = 4000 goods and Find the 
value of money using Fisher’s quantity 
theory of 

P   =  MV + M1V1

T  
P   =  (1000 × 3) + (500 × 2)

4000  
  =  Re. 1 Per good
Value of money (1/p) = 1
If the supply of money is doubled
P   =  (2000 × 3) + (1000 × 2)

4000
   =  Rs. 2 Per good
Value of money (1/p) = 1/2

 Thus, when money supply in doubled, i.e., 
increases from Rs. 4000 to 8000, the price level 
is doubled. i.e., from Re. 1 per good to Rs. 2 per 
good and the value of money is halved, i.e., from 
1 to 1/2.

P   =  (500× 3) + (250 × 2)
4000  

   =  Rs. 1 Per good
Value of money (1/p) = 1/2

 Thus, when money supply is halved, i.e., 
decreases from Rs. 4000 to 2000, the price level is 

halved, i.e., from 1 to 1/2, and the value of money 
is doubled, i.e., from 1 to

8. Solve and discuss the following using 
Marshall “Cash Balance Approach”. 
Suppose money supply in cash and bank 
deposits (M) = Rs. 1,000.(ii) The total 
annual national income (R) = 10,000 
units.(iii) The goods (income) which the 
community wants to hold in money (K), 
say one-fifth of Y = 2,000 units

Marshall’s Equation

The Marshall equation is expressed as: 

M = KPY

the price level P = M/KY or

the value of money = The reciprocal of price level 
is 1/P = KY/M

the value of money (one rupee) = 2,000 units

 = (KY /M)= two units of goods, or

Prices level P = (M/KY)

= 1/2 = 0.50 paise per unit.

 It is, therefore, clear that the value of 
money (its purchasing power) is found by dividing 
the total amount of goods, which the community 
wants to hold out of the total income (KY), by the 
amount of the supply of the money held by the 
public (M), and the price level (P) is found out by 
dividing the money supply (M) by the amount of 
goods which the community wants to hold (KY), 
as the price level is the opposite of the value of 
money.
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UNIT

6 Banking

INTRODUCTION 
BANK 
 A bank is generally understood as an institution which provides fundamental financial 
services such as accepting deposits and lending loans.

QUANTITATIVE CREDIT CONTROL
To control the flow of quantum of credit, RBI adopts the measures which are given below:

Primary/Basic functions:-

	Bank Rate – It is the rate at which, RBI charges interest from the schedule banks on the 
loans (without security) given to them. It is also known as Re discount Rate.

	Differential Rates of Interest - If any bank borrows before fixed quota, then it has to 
pay higher interest rate than prevailing bank rate.

	Open Market Operations – It controls the flow of credit through sale and purchase of 
government securities in open market.

	Cash Reserve Ratio – It is the amount of funds that the banks have to keep with the 
RBI.

	Statutory Liquidity Ratio – It is the ratio of liquid asset, which all Commercial Banks 
keep in the form of cash, gold and unencumbered approved securities not more than 
40 % of their demand and time deposits liabilities

QUALITATIVE CREDIT CONTROL

	Change in Margin Requirement on Loans – It can direct the bank to change the 
margin requirement on loan from time to time.

	Margin Requirement on Loans – It is the percentage value of security that can be used 
as collateral (additional) security at the time of loan.

	Maximum Limit of Loans - RBI fix the maximum limit of loan by the Commercial 
Banks.

	Rationing of Credit – RBI fix credit quota for member banks as well as their limits for 
the payment of bills.

	Moral Suasion - RBI holds meeting with member banks and seek their cooperation in 
controlling the monetary system of country.

Unit 6 : Banking

www.kalvikural.com



XII - Economics Surya

144 Unit 6 : Banking

IMPORTANT RATES DETERMINED BY RBI

BANK RATE :

 It is the rate at which, RBI charges interest from the schedule banks on the loans 
(without security) given to them. It is also known as Rediscount Rate.\

EFFECT:

 When Bank Rate will increase then commercial bank’s interest rate will also increase 
which will result in decrease in demand and thus decrease in prices. (Decrease in inflation) 
and vice-versa

REP RATE : 

 It is the rate at which RBI lends money for short term against securities.  It was 
introduced in December, 1992

EFFECT :

 If there will be increase in Repo rate than it will decrease the amount of funds with 
the banks or loans will be available at higher rate which will reduce the demand and thus 
decrease in the prices (Decrease in inflation) and vice-versa.

REVERSE REPO RATE :

 It is the rate at which RBI borrows money from Commercial Banks.

CASH RESERVE RATIO: 

 It is the amount of funds that the banks have to keep with the RBI.

EFFECT :  
 If CRR will be increase by the RBI than Banks have to keep more funds with RBI 
i.e. Banks will have less money to lend, which will result in decrease in demand and thus 
decrease in prices. (Decrease in inflation) and vice-versa

STATUTORY LIQUIDITY RATIO :
 It is the ratio of liquid asset, which all Commercial Banks keep in the form of cash, 
gold and unencumbered approved securities not more than 40 % of their demand and time 
deposits liabilities.

EFFECT : 
 If there will be increase the SLR, the bank will have to keep more money, this will 
result in decrease in the lending of money and thus decrease the demand of the people 
which will lead to decrease in the prices and thus decrease the inflation and vice-versa.

IMPORTANT BANKS OF INDIA

	The Agricultural Refinance Development Corporation (ARDC)

www.kalvikural.com



XII - Economics Surya

145 Unit 6 : Banking

	 Regional Rural Banks (RRBs)

	 NABARD

	 Industrial Finance Corporation of India (IFCI) 

	 Industrial Credit and Investment Corporation of India (ICICI) 

	 Industrial Development Bank of India (IDBI)

	 State Financial Corporations (SFCs) 

	 State Industrial Development Corporation (SIDCs)

MONETARY POLICY

 Monetary policy is control over the money supply Central bank (CB) determines 
monetary policy When the CB wants to increase the money supply, it buys government 
bonds → bonds enters the CB → money leaves the CB ⇒ quantity of money held by the 
public expands When the CB wants to decrease the money supply, it sells government bonds 
→ bonds leave the CB → money enteres the CB ⇒ quantity of money held by the public falls

THE SPECIFIC OBJECTIVES OF MONETARY POLICY 

1. Neutrality of Money 2. Stability of Exchange Rates
3.Price Stability 4.Full Employment
5.Economic Growth 6. Equilibrium in the Balance of Payments

RECENT ADVANCEMENTS IN BANKING SECTOR

	E- Banking 	Paytm
	 RTGS and NEFT 	Debit card and Credit Card
	ATM (Automated Teller Machine) 	Merger of Banks

DEMONITISATION

 Demonitisation is the act of stripping a currency unit of its status as legal tender. It 
occurs whenever there is a change of national currency. The current form or forms of money is 
pulled from circulation, often to bereplaced with new coins or notes. s.

DEMONITISATION IN INDIA

 On 8 November 2016, the Indian Prime Minister announced the demonetization of all 
Rs.500 and Rs.1000 bank notes of the Mahatma Gandhi Series. However, more than 99% of 
those currencies came back to the RBI. 
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BOOK EXERCISE QUESTIONS - MULTIPLE CHOICE QUESTIONS

PART - A

1. A Bank is a
a) Financial institution 
b) Corporate
c) An Industry
d) Service institutions 

2. A Commercial Bank is an institutions 
that provides services 
a) Accepting deposits 
b) Providing loans
c) Both a and b
d) None of the above

3. The Functions of commercial banks are 
broadly classified into  
a) Primary Functions
b) Secondary functions  
c) Other functions  
d) a, b, and c 

4. Bank credit refers to 
a) Bank Loans  
b) Advances 
c) Bank loans and advances
d) Borrowings

5. Credit creation means. 
a) Multiplication of loans and advances  
b) Revenue
c) Expenditure
d)Debt

6. NBFI does not have. 
a) Banking license 
b) government approval 
c) Money market approval 
d) Finance ministry approval 

7. Central bank is --------------- authority of 
any country. 
a) Monetary 
b) Fiscal 
c) Wage 
d) National Income

8. Who will act as the banker to the 
Government of India?
a) SBI b) NABARD 
c) ICICI   d) RBI

9. Lender of the last resort is one of the 
functions of.
a) Central Bank
b) Commercial banks
c) Land Development Banks
d) Co-operative banks

10. Bank Rate means. 
a) Re-discounting the first class securities
b) Interest rate 
c) Exchange rate 
d) Growth rate

11. Repo Rate means. 
a) Rate at which the Commercial Banks are 

willing to lend to RBI

b) Rate at which the RBI is willing to lend 
to commercial banks 

c) Exchange rate of the foreign bank 
d) Growth rate of the economy

12. 12. Moral suasion refers.
a) Optimization b) Maximization 
c) Persuasion d) Minimization
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13.  ARDC started functioning from 

a) June 3, 1963 b) July 3, 1963 

c) June 1, 1963 d) July 1, 1963

14. NABARD was set up in.

a) July 1962 b) July 1972 

c) July 1982 d) July 1992

15. EXIM bank was established in. 

a) June 1982 b) April 1982  

c) May 1982 d) March 1982

16. The State Financial Corporation Act was 
passed by  

a) Government of India 

b) Government of Tamilnadu 

c) Government of Union Territories

d) Local Government.

17. Monetary policy his formulated by.

a) Co-operative banks 

b) Commercial banks 

c) Central Bank

d) Foreign banks

18. Online Banking is also known as. 

a) E-Banking b) Internet Banking  

c) RTGS d) NEFT

19. Expansions of ATM. 
a) Automated Teller Machine 

b) Adjustment Teller Machine 

c) Automatic Teller mechanism

d) Any Time Money

20. 2016 Demonetization of currency 
includes denominations of 

a) Rs.500 and Rs.1000 

b) Rs.1000 and Rs.2000 

c) Rs.200 and Rs.500

d) All the above

Answers
1 2 3 4 5 6 7 8 9 10
a c d c a a a d a a

11 12 13 14 15 16 17 18 19 20
b c d c d a c b a a

PART - B

Answer the following questions in one or 
two sentences

21. Define Commercial banks.

 Commercial bank refers to a bank, or a 
division of a large bank, which more specifically 
deals with deposit and loan services provided 
to corporations or large/ middle-sized business 
- as opposed to individual members of the 
public/small business.

22. What is credit creation?  

	Credit Creation means the 
multiplication of loans and advances.

	Commercial banks receive deposits 
from the public and use these deposits 
to give loans. However, loans offered 
are many times more than the deposits 
received by banks. This function of 
banks is known as ‘Credit Creation’.

23. Define Central bank.

	A central bank, reserve bank, or 
monetary authority is an institution 
that manages a state’s currency, money 
supply, and interest rates.

	Central banks also usually oversee the 
commercial banking system of their 
respective countries.
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24. Distinguish between CRR and SLR.
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Meaning

CRR is the 
percentage of 
money which 
the bank has to 
keep with the 
Central Bank 
of India in the 
form of cash.

The bank 
has to keep 
a certain 
percentage of 
their Net Time 
and Demand 
Liabilities in 
the form of 
liquid assets 
as specified by 
RBI.

Form
Cash

Cash and 
other assets 
like gold and 
government 
securities 
viz. Central 
and State 
government 
securities.

Effect

It controls 
excess money 
flow in the 
economy.

It helps in 
meeting 
out the 
unexpected 
demand of 
any depositor 
by selling the 
bonds.

Maintenance 
with

Central Bank of 
Indi. Ex.: RBI.

Bank itself

Regulates
Liquidity in the 
economy.

Credit 
growth in the 
economy.

25. Write the meaning of Open market 
operations.

 In narrow sense, the Central Bank 
starts the purchase and sale of Government 
securities in the money market.

 In Broad Sense, the Central Bank 
purchases and sells not only Government 
securities but also other proper eligible 
securities like bills and securities of private 
concerns.

26. What is rationing of credit?

	This is the oldest method of credit 
control.

	It aims to control and regulate the 
purposes for which credit is granted by 
commercial banks. It is generally of two 
types.

a) The variable portfolio ceiling:

b) The variable capital asset ratio

27. Mention the functions of agriculture 
credit department. 

a) To maintain an expert staff to study all 
questions on agricultural credit; 

b) To provide expert advice to Central and 
State Government, State Co-operative 
Banks and other banking activities. 

c) To finance the rural sector through 
eligible institutions engaged in the 
business of agricultural credit and to co-
ordinate their activities.
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PART - C

Answer the following questions in one 
Paragraph.

28. Write the mechanism of credit creation 
by commercial banks.   

i. Credit Creation means the multiplication 
of loans and advances. 

ii. Banks have the power to expand or 
contract demand deposits and they 
exercise this power through granting 
more or less loans and advances and 
acquiring other assets.

iii. This power of commercial bank to 
create deposits through expanding their 
loans and advances is known as credit 
creation.

iv. The modern banks create deposits in 
two ways. They are primary deposit 
and derived deposit.

v. When a customer gives cash to the bank 
and the bank creates a

vi. book debt in his name called a deposit, 
it is known as a “primary deposit’.

vii. But when such a deposit is created, 
without there being any prior payment 
of equivalent cash to the bank, it is 
called a ‘derived deposit’.

29. Give a brief note on NBFI. 
 A non-banking financial institution 
(NBFI) or non-bank financial company 
(NBFC) is a financial institution that does not 
have a full banking license or is not supervised 
by the central bank.

Example: GIC Re, UTI Mutual Funds
	The NBFIs do not carry on pure banking 

business, but they will carry on other 
financial transactions.

	they are institutions which undertake 
borrowing and lending. They operate in 
both the money and the capital markets.

	NBFIs can be broadly classified into two 
categories. Viz.., (1) Stock Exchange; 
and (2) Other Financial institutions.

30. Bring out the methods of credit control. 

Methods of Credit Control

General

(Quantitative)

1. Bank Rate

2. Open Market

 Operations

3. Variable Cash

 Reserve Ratio

Selective

(Quantitative)

1. Rationing of

 Credit

2. Direct Action

3. Moral suasion

4.  Publicity

5. Regulation of

 Consumer's 

 Credit

6.  Marginal

 Requirements

31. What are the functions of NABARD?  
(i)  NABARD acts as a refinancing 

institution for all kinds of production 
and investment credit to agriculture, 
small-scale industries, cottage and 
village industries, handicrafts

(ii)  It provides short-term, medium-term 
and long-term credits to state co-
operative Banks (SCBs), RRBs, LDBs
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(iii)  NABARD gives long-term loans (upto 
20 Years) to State Government to enable 
them to subscribe to the share capital of 
co-operative credit societies.

(iv) NABARD gives long-term loans to any 
institution approved by the Central 
Government  or any institution 
concerned with agriculture and rural 
development.

(v)  NABARD has the responsibility of co-
ordinating the activities of Central and 
State Governments, NITI Aayog

(vi)  It has the responsibility to inspect RRBs 
and co-operative banks, other than 
primary co-operative societies.

(vii)  It maintains a Research and 
Development Fund to promote research 
in agriculture and rural development.

32. Specify the functions of IFCI. 

i) Long-term loans; both in rupees and 
foreign currencies. 

ii) Underwriting of equity, preference and 
debenture issues. 

iii) Subscribing to equity, preference and 
debenture issues. 

iv) Guaranteeing the deferred payments 
in respect of machinery imported from 
abroad or purchased in India; and 

v) Guaranteeing of loans raised in foreign 
currency from foreign financial 
institutions.

33. Distinguish between money market and 
capital market.  

BA
SI

S 
FO

R
 

C
O

M
PA

R
IS

O
N

M
O

N
EY

 
M

A
R

K
ET

C
A

PI
TA

L 
M

A
R

K
ET

Meaning

The mechanism 
through which 
short term funds 
are loaned and 
borrowed.

System which is 
concerned with 
raising capital 
by dealing in 
shares, bonds and 
other long term 
investments.

Nature of 
Market

 Informal Formal

Financial 
instruments

Treasury Bills, 
Commercial 
Papers, Certificate 
of Deposit, Trade 
Credit etc.

Shares, 
Debentures, 
Bonds, Retained 
Earnings, Asset 
Securitization, 
Euro Issues etc.

Institutions

Central bank, 
Commercial 
bank, non-
financial 
institutions, 
bill brokers, 
acceptance 
houses, and so on.

Commercial 
banks, Stock 
exchange, 
non-banking 
institutions 
like insurance 
companies etc.

Liquidity High Low

Purpose
To fulfill short 
term credit needs 
of the business.

To fulfill long 
term credit needs 
of the business.

Time Limit Within a year More than a year

Merit
Increases liquidity 
of funds in the 
economy.

Mobilization of 
Savings in the 
economy.

Return on 
Investment

Less
Comparatively 

High
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34. Mention the objectives of demonetizations. 

Meaning of Demonitisation
 Demonitisation is the act of stripping 
a currency unit of its status as legal tender. It 
occurs whenever there is a change of national 
currency.
Objectives of Demonetisation

1. Removing Black Money from the country. 
2. Stopping of Corruption. 
3. Stopping Terror Funds. 
4. Curbing Fake Notes

PART - D

Answer the following questions in 
about a page.

35. Explain the role of Commercial Banks in 
economic development.

1. Capital Formation
 Banks play an important role in capital 
formation, which is essential for the economic 
development of a country. They mobilize the 
small savings of the people scattered over a 
wide area through their network of branches 
all over the country and make it available for 
productive purposes.

2. Creation of Credit
 Banks create credit for the purpose of 
providing more funds for development projects. 
Credit creation leads to increased production, 
employment, sales and prices and thereby they 
bring about faster economic development.

3.  Channelizing the Funds towards 
Productive Investment

 Banks invest the savings mobilized by them 
for productive purposes. Capital formation is 
not the only function of commercial banks. 

Pooled savings should be allocated to various 
sectors of the economy with a view to increase 
the productivity. Then only it can be said 
to have performed an important role in the 
economic development.

4. Encouraging Right Type of Industries 

 Many banks help in the development of 
the right type of industries by extending loan 
to right type of persons. In this way, they help 
not only for industrialization of the country 
but also for the economic development of the 
country.

5. Banks Monetize Debt 
 Commercial banks transform the loan to 
be repaid after a certain period into cash, which 
can be immediately used for business activities. 
Manufacturers and wholesale traders cannot 
increase their sales without selling goods on 
credit basis. But credit sales may lead to locking 
up of capital.

6. Finance to Government 
 Government is acting as the promoter of 
industries in underdeveloped countries for 
which finance is needed for it. Banks provide 
long-term credit to Government by investing 
their funds in Government securities and 
short-term finance by purchasing Treasury 
Bills.

7. Employment Generation 
 After the nationalization of big banks, 
banking industry has grown to a great extent. 
Bank’s branches are opened frequently, which 
leads to the creation of new employment 
opportunities. 

8. Banks Promote Entrepreneurship 
 In recent days, banks have assumed the role 
of developing entrepreneurship particularly in 
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developing countries like India by inducing new 
entrepreneurs to take up the well-formulated 
projects and provision of counseling services 
like technical and managerial guidance.

36. Elucidate the functions of Commercial 
Banks. 

Functions of Commercial Banks
 Commercial banks are institutions 
that conduct business with profit motive by 
accepting public deposits and lending loans for 
various investment purposes.

Functions of 
Commercial Banks

Primary
functions

Secondary
Functions

Other
Functions

Functions of Commercial Banks

(A) PRIMARY FUNCTIONS:

1. Accepting Deposits

 It implies that commercial banks are 
mainly dependent on public deposits. There 
are two types of deposits, which are discussed 
as follows

(i) Demand Deposits

 It refers to deposits that can be withdrawn 
by individuals without any prior notice 
to the bank. In other words, the owners 
of these deposits are allowed to withdraw 
money anytime by writing a withdrawal 
slip or a cheque at the bank counter or 
from ATM centres using debit card.

(ii) Time Deposits

 It refers to deposits that are made for 
certain committed period of time. Banks 
pay higher interest on time deposits. These 
deposits can be withdrawn only after a 
specific time period by providing a written 
notice to the bank.

2. Advancing Loans

 It refers to granting loans to individuals 
and businesses. Commercial banks grant 
loans in the form of overdraft, cash credit, and 
discounting bills of exchange.

(B) SECONDARY FUNCTIONS

 The secondary functions can be classified 
under three heads, namely, agency functions, 
general utility functions, and other functions.

1. Agency Functions

 It implies that commercial banks act 
as agents of customers by performing various 
functions.

(i) Collecting ChequesBanks collect cheques 
and bills of exchange on the behalf of 
their customers through clearing house 
facilities provided by the central bank.

(ii) Collecting Income Commercial banks 
collect dividends, pension, salaries, rents, 
and interests oninvestments on behalf of 
their customers. A credit voucher is sent 
to customers for information when any 
income is collected by the bank. 

(iii) Paying Expenses Commercial banks 
make the payments of various obligations 
of customers, such as telephone bills, 
insurance premium, school fees, and rents. 
Similar to credit voucher, a debit voucher 
is sent to customers for information when 
expenses are paid by the bank. 
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(2) General Utility Functions

 It implies that commercial banks 
provide some utility services to customers by 
performing various functions. 

(i) Providing Locker Facilities 

 Commercial banks provide locker facilities 
to its customers for safe custody of jewellery, 
shares, debentures, and other valuable items. 
This minimizes the risk of loss due to theft at 
homes. Banks are not responsible for the items 
in the lockers. 

(ii) Issuing Traveler’s Cheques

 Banks issue traveler’s cheques to 
individuals for traveling outside the country. 
Traveler’s cheques are the safe and easy way to 
protect money while traveling. 

(iii) Dealing in Foreign Exchange 

 Commercial banks help in providing 
foreign exchange to businessmen dealing in 
exports and imports. However, commercial 
banks need to take the permission of the 
Central Bank for dealing in foreign exchange.

3. Transferring Funds 

 It refers to transferring of funds from 
one bank to another. Funds are transferred 
by means of draft, telephonic transfer, and 
electronic transfer. 

4. Letter of Credit 

 Commercial banks issue letters of 
credit to their customers to certify their 
creditworthiness. 

(i) Underwriting Securities 

 Commercial banks also undertake the 
task of underwriting securities. As public has 

full faith in the creditworthiness of banks, 
public do not hesitate in buying the securities 
underwritten by banks. 

(ii) Electronic Banking 

 It includes services, such as debit cards, 
credit cards, and Internet banking. 

(C) OTHER FUNCTIONS: 

(i) Money Supply 

 It refers to one of the important functions 
of commercial banks that help in increasing 
money supply. For instance, a bank lends Rs.5 
lakh to an individual and opens a demand 
deposit in the name of that individual. Bank 
makes a credit entry of Rs.5 lakh in that 
account. This leads to creation of demand 
deposits in that account. The point to be noted 
here is that there is no payment in cash. Thus, 
without printing additional money, the supply 
of money is increased. 

(ii) Credit Creation 

 Credit Creation means the multiplication 
of loans and advances. Commercial banks 
receive deposits from the public and use these 
deposits to give loans. However, loans offered 
are many times more than the deposits received 
by banks. This function of banks is known as 
‘Credit Creation’. 

(iii) Collection of Statistics: 

 Banks collect and publish statistics relating 
to trade, commerce and industry. Hence, they 
advice customers and the public authorities on 
financial matters.

www.kalvikural.com



XII - Economics Surya

154 Unit 6 : Banking

37. Describe the functions of Reserve Bank of 
India.

Introduction RBI

 The Reserve Bank of India (RBI) is 
India’s central banking institution, which 
controls the monetary policy of the Indian 
rupee. It commenced its operations on 1 April 
1935 in accordance with the Reserve Bank of 
India Act, 1934. Following India’s independence 
on 15 August 1947, the RBI was nationalised 
on 1 January 1949.

1. Monetary Authority: It controls the supply 
of money in the economy to stabilize 
exchange rate, maintain healthy balance of 
payment, attain financial stability, control 
inflation, strengthen banking system. 

2. The issuer of currency: The objective is to 
maintain the currency and credit system of 
the country. It is the sole authority to issue 
currency. It also takes action to control the 
circulation of fake currency.

3. The issuer of Banking License: As per Sec 
22 of Banking Regulation Act, every bank 
has to obtain a banking license from RBI 
to conduct banking business in India.

4. Banker to the Government: It acts as 
banker both to the central and the state 
governments. It provides short-term credit. 
It manages all new issues of government 
loans, servicing the government debt 
outstanding and nurturing the market 
for government securities. It advises the 
government on banking and financial 
subjects. 

5.  Banker’s Bank: RBI is the bank of all banks 
in India as it provides loan to banks, accept 
the deposit of banks, and rediscount the 
bills of banks. 

6.  Lender of last resort: The banks can 
borrow from the RBI by keeping eligible 
securities as collateral at the time of need 
or crisis, when there is no other source.

7.  Act as clearing house: For settlement of 
banking transactions, RBI manages 14 
clearing houses. It facilitates the exchange 
of instruments and processing of payment 
instructions. 

8.  Custodian of foreign exchange reserves: 
It acts as a custodian of FOREX. It 
administers and enforces the provision 
of Foreign Exchange Management Act 
(FEMA), 1999. RBI buys and sells foreign 
currency to maintain the exchange rate of 
Indian rupee v/s foreign currencies. 

9.  Regulator of Economy: It controls the 
money supply in the system, monitors 
different key indicators like GDP, Inflation, 
etc.

10. Managing Government securities: RBI 
administers investments in institutions 
when they invest specified minimum 
proportions of their total assets/liabilities 
in government securities. 

11. Regulator and Supervisor of Payment 
and Settlement Systems: The Payment 
and Settlement Systems Act of 2007 (PSS 
Act) gives RBI oversight authority for the 
payment and settlement systems in the 
country. RBI focuses on the development 
and functioning of safe, secure and efficient 
payment and settlement mechanisms. 

12. Developmental Role: This role includes 
the development of the quality banking 
system in India and ensuring that credit is 
available to the productive sectors of the 
economy. 
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13. Publisher of monetary data and other 
data: RBI maintains and provides all 
essential banking and other economic data, 
formulating and critically evaluating the 
economic policies in India. RBI collects, 
collates and publishes data regularly. 

14. Exchange manager and controller: 
RBI represents India as a member of the 
International Monetary Fund [IMF]. Most 
of the commercial banks are authorized 
dealers of RBI.

15. Banking Ombudsman Scheme: RBI 
introduced the Banking Ombudsman 
Scheme in 1995. Under this scheme, the 
complainants can file their complaints 
in any form, including online and can 
also appeal to the Ombudsman against 
the awards and the other decisions of the 
Banks. 

16. Banking Codes and Standards Board 
of India: To measure the performance of 
banks against Codes and standards based 
on established global practices, the RBI has 
set up the Banking Codes and Standards 
Board of India (BCSBI).

38. What are the objectives of Monetary 
Policy? Explain.

Meaning of Monetary Policy 

 Monetary Policy is the macroeconomic 
policy being laid down by the Central Bank to-
wards the management of money supply and in-
terest rate.

The specific objectives of monetary policy are:

(i) Neutrality of money
(ii) Stability of exchange rates
(iii) Price stability

(iv) Full Employment
(v) Economic Growth

(vi) Equilibrium in the Balance of Payments.
1. Neutrality of Money
 Economists like Wicksteed, Hayek and 
Robertson are the chief exponents of neutral 
money. They hold the view that monetary 
authority should aim at neutrality of money in 
the economy. Monetary changes could be the 
root cause of all economic fluctuations.

2. Exchange Rate Stability 
 Exchange rate stability was the 
traditional objective of monetary authority. 
This was the main objective under Gold 
Standard among different countries. When 
there was disequilibrium in the balance of 
payments of the country, it was automatically 
corrected by movements.

3. Price Stability 
 Economists like Crustave Cassel and 
Keynes suggested price stabilization as a main 
objective of monetary policy. Price stability 
is considered the most genuine objective of 
monetary policy. Stable prices repose public 
confidence. 

4. Full Employment 
 During world depression, the problem 
of unemployment had increased rapidly. It was 
regarded as socially dangerous, economically 
wasteful and morally deplorable. Thus, full 
employment was considered as the main goal 
of monetary policy.

5. Economic Growth 
 Economic growth is the process 
whereby the real per capita income of a country 
increases over a long period of time. It implies 
an increase in the total physical or real output, 
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production of goods for the satisfaction of 
human wants.

6. Equilibrium in the Balance of Payments 

 Equilibrium in the balance of payments 
is another objective of monetary policy which 
emerged significant in the post war years. This 
is simply due to the problem of international 
liquidity on account of the growth of world 
trade at a more faster speed than the world 
liquidity.

. Additional One marks

1. ………………….is generally understood 
as an institution which provides 
fundamental financial services such as 
accepting deposits and lending loans.
a. A Central Bank
b. A bank
c. An agency finance
d. Finance company

2. Which had sprung from a private bank 
established in 1656 is the oldest central 
bank in the world?
a. The Ricks Banks of Sweden
b. The Ricks Banks of Spain
c. The Royal Banks of Switzerland
d. The Ricks Board of Sweden

3. The fundamentals of the art of banking 
have been developed by ………….as the 
first bank of issues. 
 a. The Bank of Baroda
 b. The Bank of India
 c. Federal Bank of America
 d. The Bank of England

4. The first International Finance 
Conference held at Brussels in …………?
a.  1922 b.  1920    c. 1921 d.  1932

5. Match the items in the List – I with items 
in List – II. Select the correct answer from 
the code given below :

List – I List – II
I. The Central Bank of 

China       
- 1. 1935

II. The Reserve Bank of 
New Zealand

-   1934

III. The Reserve Bank of 
India 

- 3. 1928

IV.  Central Bank of Cey-
lon  

- 4. 1950

Codes :
 I II III IV

a.  3 2 1 4
b. 2 4 1 3
c. 2 3 4 1
d. 1 2 3 4

6. What is the name of first bank of India?
 a. Indian Bank

 b. SBI

 c. Bank of Hindustan

 d. Imperial Bank

7. Before independence, there were 
…………. Presidency Banks.
a.  two b.  three c. one d.  five

8. Identify the odd one.
a. Bank of Imperial (1921)

b. Bank of Bengal (1809)

c. Bank of Bombay (1840)

d. Bank of Madras (1843) 

9. Demand Deposits refers to deposits that 
can be withdrawn by individuals …………
to the bank.
a. without any prior notice

b. with prior notice

c. both a and b are correct

d. none of the above 
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10. In which of the following, the owners of 
these deposits are allowed to withdraw 
money anytime by writing a withdrawal 
slip or a cheque at the bank counter or 
from ATM centres using debit card?
 a. Saving Deposits
 b. Demand Deposits
 c. Time deposits
 d. None of the above

11. 11. What deposits can be withdrawn only 
after a specific time period by providing a 
written notice to the bank?
 a. Saving Deposits
 b. Demand Deposits
 c. Statutory Deposits
 d. Time Deposits

12. Find the suitable match :Commercial 
banks act as agents of customers by 
performing various functions.
 a. Primary Function
 b. Secondary Function
 c. Other Function
 d. None of the above

13. ………………………. implies that 
commercial banks provide some utility 
services to customers by performing 
various functions.
 a. Moral Suasion
 b. General Utility Functions
 c. Open market operation
 d. Credit rationing

14. Pick the financial tool which are the safe 
and easy way to protect money while 
traveling
 a. Demand Draft b. ATM
 c. Master Card d. Traveller’sCheque

15. Which of the following is not a scheme of 
Electronic Banking?
a. debit cards
b. demand draft
c. credit cards
d. Internet banking.

16. The modern banks create deposits in two 
way,they are ………. deposit and ……..
deposit
a. primary, derived
b. secondary, derived
c. primary, divided
d. preventable, divided

17. Which of the following statement is 
wrong?
a. It is out of these primary deposits that 

the bank makes loans and advances to its 
customers.

b. The initiative is taken by the customers 
themselves. In this case, the role of the 
bank is passive.

c. So these deposits are also called “Passive 
deposits”

d. None of the above

18. ……………insists the banks to maintain 
a ratio between the total deposits they 
create and the cash in their possession
a. New Bank of India
b. Central Bank
c. Development Bank
d. Federal Bank

19. Find the incorrect answer.
a. A non-banking financial institution 

(NBFI) and non-bank financial company 
(NBFC) are same.

b. A non-banking financial institution 
(NBFI) and non-bank financial company 
(NBFC) are not same, both are financial 
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intermediaries.
c. A non-banking financial institution 

(NBFI) and non-bank financial company 
(NBFC) are not financial intermediaries.

d. All the above are incorrect

20. The NBFIs do not carry on pure …………..
business, but they will carry on other 
financial transactions.
a. banking

b. financing
c. cooperating
d. none of the above

21. Which of the following is not a NBFI?
a. insurance firms
b. pawn shops
c. currency exchanges
d. gramin bank

22. RBI commenced its operations on 
…………….?
a. 10 April 1925
b. 1 April 1835
c. 10 April 1930
d. 1 April 1935

23.  Which of these terms are/is appropriate 
for RBI? 
a. Banker’s Bank
b. Banker’s to the Government 
c. Both
d. None

24. Following India’s independence on 15 
August 1947, the RBI was nationalised 
on…………?
a. 1 January 1949
b. 10 January 1949
c. 1 January 1959

d. 11 January 1949

25.  Under which Act, every bank has to obtain 
a banking license from RBI to conduct 
banking business in India.
a. Sec 32 of Banking Regulation Act

b. Baking Act of Parliament 

c. Sec 22 of Banking Regulation Act

d. None of the above

26.  ……………….. was introduced by Sher 
Shah Suri based on a ratio of 40 copper 
pieces (paisa) per rupee.
a.The first currency

b. The first rupee

c. The first money

d. The first transaction

27. Each ………… has its amount written in 
17languages (English and Hindi on the 
front and 15 other on the back) illustrating 
the diversity of the country.
a. rupee b. coins

c. demand drafts d. bank note

28. Who is “Lender of Last Resort”?
a. World Bank b. Government

c. RBI d. Private Bank

29. Expand FEMA.
a. Factory Exchange Management Act

b. Foreign Exchange Management Act

c. Foreign Economic Management Act

d. Foreign Exchange Maintenance Act

30. Expand PSS.
a. The Payment and Settlement Systems Act

b. The Payment and Service Systems Act

c. The Portfolio and Settlement Systems Act
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d. The Payment and Settlement Sanctions 
Act

31. Find the odd one.
a. Rationing of Credit 

b. Bank Rate 

c. Open Market Operations 

d. Variable Cash Reserve Ratio

32. Variable Cash Reserve Ratio as an 
objective of monetary policy was first 
suggested by…………….
a. J.R. Hicks

b. J.M. Keynes

c. J.S. Mill

d. J.A. Schumpeter

33. ……………… and ………………..are the 
frequently used tools with which the RBI 
can control the availability and the supply 
of money in the economy.
a. The Repo Rate and the Reverse Repo Rate

b. CRR, SLR

c. Moral Suasion, Credit Ceiling

d. The Reverse Repo Rate, The Repo Rate

34. Which is not a Function of Agriculture 
Credit Department:
a) To maintain an expert staff to study all 

questions on agricultural credit; 

b) To provide expert advice to Central and 
State Government, State Co-operative 
Banks and other banking activities. 

c) To finance the rural sector through 
eligible institutions engaged in the 
business of agricultural credit and to co-
ordinate their activities.

d) it provides loan to banks, accept the 

deposit of banks, and re-discount the 
bills of banks.

35. Expand ARDC
a. The Agricultural Restructure 

Development Corporation
b.  The Agricultural Refinance 

Departmental Corporation
c.  The Agricultural Refinance Development 

Company
d.  The Agricultural Refinance Development 

Corporation

36. Expand NABARD
a. National Bank for Agriculture and 

Regional Development
b. National Bank for Agriculture and 

Restructure Development
c. National Bank for Agriculture and Rural 

Development
d. National Bank for Agriculture and Rural 

Department

37. Find the missing tier of NABARD

NABARD

State Cooperative Bank

?

Primary Cooperative Society

a. Central Commercial Bank
b. Central Cooperative Bank
c. National Co-operative Bank
d. Regional Rural Bank

38. Expand IFCI
a. Industrial Finance Corporation of India
b. Investment Finance Corporation of India
c. Industrialisation Finance Committee of 
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India
d. Industrial Formation Corporation of 

India

39. Expand SIDC
a. State Industrial Development Company
b. Small Industrial Development 

Corporation
c. State Investment Development 

Corporation
d. State Industrial Development 

Corporation

40. Expand ICICI
a. Investment Credit and Industrial 

Corporation of India
b. Industrial Credit and Investment 

Corporation of India
c. Industrial Credit and Investment 

Committee of India
d. Industrial Committee and Investment 

Corporation of India

41.  Expand IDBI
a. Industrial Department Bank of India
b. Investment Development Bank of India
c. Industrial Development Bank of India
d. Industrial Development Body of India

42. ………………. is the macroeconomic 
policy being laid down by the Central 
Bank towards the management of money 
supply and interest rate
a. Narrow Money Policy
b. Dear Money Policy
c. Fiscal Policy
d. Monetary Policy

43. Expansionary policy is …………………… 
when a monetary authority uses its tools 
to stimulate the economy
a. Fiscal Policy

b. cheap money policy
c. monetary policy
d. Tax policy

44. The Contractionary monetary policy 
is……………….., which maintains short-
term interest rates higher than usual 
or which slows the rate of growth in the 
money supply or even shrinks it 
a. dear money policy
b. federal policy
c. fiscal policy
d. monetary policy

45. The specific objectives of monetary policy 
are
a. Neutrality of money
b. Tax control
c. Stability of exchange rates
d. Price stability

46.  Online banking, also known as 
………………..
a. internet banking
b. Web banking
c.  Mobile banking
d. speed banking

47. …………….have only an internet 
presence, which enables them to lower 
costs than traditional brick-and-mortar 
banks
a. indirect banks
b. development bank
c. cooperative bank
d. direct banks

48. Expand NEFT
a. National electronic Fund Transfer
b. National electric Fund Transfer
c. National electronic Finance Transfer
d. National electronic Fund Transmission

49. Expand RTGS
a. Read Time Gross Settlement
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b. Real Time Gross Settlement
c. Real Time Cross Settlement
d. Recovery Time Gross Settlement

50.  Expand ATM
a. Any Time Money
b. Automated Telling Machine
c. Automated Teller Machine
d. Automated Teller Machanism

51.  In August 2015, ………….received a 
license from RBI to launch a payments 
bank.
a. Uber b. Paytm
c. RuPay d. IndPay

52. The Paytm Payments Bank is a separate 
entity in which founder Vijay Shekhar 
Sharma will hold…………..?
a. 51% share b. 50% share
c. 41% share d. 25% share

53.  A Debit cardis a card allowing the holder 
to transfer money ………… from their 
bank account when making a purchase.
a. automatically b. electronically
c. technically d. none of the above

54. A …………….. is a payment card issued 
to users (cardholders) to enable the 
cardholder to pay a merchant for goods 
and services.
a. Debit Card b. Swipe card
c. Punch Card d. credit card

55.  During 2018 - 19, the GOI has infused 
……………… into the banking system.
a. Rs.78,000crores
b. Rs.88,000crores
c. Rs.68,000crores
d. Rs.66,000crores

56.  The RBI uses three policy tools to 
manipulate the money supply: _____, 

which affect reserves and the monetary 
base; changes in _____, which affect 
reserves and the monetary base by 
influencing the quantity of discount 
loans; and changes in _____, which affect 
the money multiplier. 
a.  market operations; the discount rate; 

margin requirements 
b. open market operations; the discount 

rate; reserve requirements 
c. the discount rate; open market operations; 

margin requirements
d. the discount rate; open market operations; 

reserve requirements

57. The RBI uses three policy tools to 
manipulate the money supply: open 
market operations, which affect the 
_____; changes in the discount rate, 
which affect the _____ by influencing the 
quantity of discount loans; and changes 
in reserve requirements, which affect the 
_____. 
a. money multiplier; monetary base; 

monetary base
b. monetary base; money multiplier; 

monetary base
c. monetary base; monetary base; money 

multiplier
d. money multiplier; money multiplier; 

monetary base

58.  Of the three policy tools that the RBI can 
use to change the money supply, the one 
that does not affect the monetary base is
a. open market operations
b. changes in the discount rate
c. changes in the federal funds rate
d. reserve requirements

59.  India‘s first women ‘ s bank The 
BharatiyaMahila Bank was inaugurated 
in which city ? 
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a. Mumabi b. Delhi
c. Kolkata d. Chennai

60. Current deposit is also known as ………. 
a. Savings deposit
b. demand deposit
c. time deposit
d. recurring deposit

61.  …………… is a credit facility granted 
by commercial banks to current account 
holders
a. Cash credit
b. overdraft
c. discounting of bills of exchange
d. demand loans

62. The process of …………. begins with 
banks lending money out of primary 
deposit.
a. credit creation
b. cash credit
c. debit creation
d. over draft

63. State which of the following statements 
are True and which are false. Write ‘T’ for 
True and ‘F’ for a False statement:
(a) Loans and advances are both granted by 

banks to customers for a long period of 
time.

(b)Banks keep our jewellery and important 
documents safe with them.

(c) Banks grant loans to students for their 
studies at reasonable interest rate.

(d)Discounting of bills is done by banks 
free of cost.

(e) Through overdraft, a customer can 
withdraw more money than the amount 
in his/her bank account

a. (a) F (b) F (c) T (d) T (e) F
b. (a) T (b) F (c) T (d) F (e) T

c. (a) F (b) T (c) T (d) F (e) T
d. (a)T (b) F (c) T (d) F (e) F

64.  Which bank was introduced first ATM 
machine in India? 
a. RBI b. HSBC
c. PNB d. ICICI bank

65. Which among the following is a qualitative 
tool of monetary policy? 
a. Bank Rate 
b. Credit Ceiling
c. Credit rationing
d. Cash Reserve Ratio

66.  Which among the following defines Repo 
Rate?
a. The rate at which banks place their 

surplus funds with the RBI
b. The rate at which banks can borrow 

against their excess SLR securities to 
meet additional liquidity requirements

c. The rate at which the Reserve Bank is 
prepared to buy or re-discount bills of 
exchange or other commercial paper 
eligible for purchase

d. The rate at which banks borrow funds 
from the Reserve Bank against eligible 
collaterals

67. Which of the following is not the work of 
RBI?
a. Bank of the banks
b. Credit controller
c. Custodian of foreign currency
d.  Allocating funds directly to the farmers 

for agricultural development

68. Cash reserve ratio is maintained in the 
form of
a. Government securities  
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b. Balance with RBI  
c. Balance with state bank of India 
d. All of the above 

69. Manipulation in CRR enables the RBI to 
…….
a. Influence the lending ability of the 

commercial banks
b. Check unemployment growth
c. Check poverty
d. Increase GDP

70. How does a commercial bank create 
money
a. By printing money
b. By lending a part of its deposits
c. By issuing ATM cards
d. Accepting deposits

71.  Who is associated with the doctrine of 
“monetarism” and who received Nobel 
prize in 1976?
a. Milton Friedman
b. Joseph Schumpeter
c. John Stuart Mill
d. Keynes

72. Match the statement in column A with the 
word(s) / terms in column B: 

Column A Column B
(a) The banking fa-

cility that helps 
us to make

(i) ATM payments 
out of our bank-
account without 
actually carrying 
money  with us.

(b) The banking 
facility enabling 
us to deposit

(ii) Phone Banking or 
withdraw cash 24 
hours a day

(c) The facility that 
helps us to per-
form banking

(iii) Credit Card trans-
actions over the 
Internet.

(d) We can get in-
formation about 
the balance in

(iv) Debit Card our 
bank account over 
the mobile phone 
using this facility

(e) The facility that 
enables us to 
make payment 
for

(v) Net Banking 
purchase of goods 
bytaking credit 
from the bank

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

73. Assertion (A) :Banks issue traveler’s 
cheques to individuals for traveling outside 
the country. 

 Reason (R) :Traveler’s cheques are the 
safe and easy way to protect money while 
traveling.

a.  Both A and R are true and R is the correct 
explanation of A.

b.  Both A and R are true but R is not the 
correct explanation of A.

c.  A is true but R is false.
d.  A is false but R is true.

74. Assertion (A) :The power of commercial 
bank to create deposits through expanding 
their loans and advances is known as credit 
creation.

 Reason (R) :Banks have the power to 
expand or contract demand deposits and 
they exercise this power through granting 
more or less loans and advances and 
acquiring other assets. 

a.  Both A and R are true and R is the correct 
explanation of A.

b.  Both A and R are true but R is not the 
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correct explanation of A.
c.  A is true but R is false.
d.  A is false but R is true.

75. Assertion (A) :Now-a-days, banks offer 
very attractive schemes to induce the people 
to save their money with them and bring 
the savings mobilized to the organized 
money market.

 Reason (R) : If the banks do not perform 
this function, savings either remains idle 
or used in creating other assets,(eg.gold) 
which are low in scale of plan priorities.

a. Both A and R are true and R is the correct 
explanation of A.

b. Both A and R are true but R is not the 
correct explanation of A.

c.  A is true but R is false.
d.  A is false but R is true.

76. Assertion (A) :Many banks help in the 
development of the right type of industries 
by extending loan to right type of persons.

 Reason (R) :In this way, they help not only 
for industrialization of the country but 
also for the economic development of the 
country.

a.  Both A and R are true and R is the correct 
explanation of A.

b.  Both A and R are true but R is not the 
correct explanation of A.

c.  A is true but R is false.
d.  A is false but R is true.

77.  Assertion (A) :Whenever banks have any 
shortage of funds they can borrow from the 
RBI, against securities. 

 Reason (R) : If the RBI increases the Repo 
Rate, it makes borrowing expensive for 
banks and vice versa.

a. Both A and R are true and R is the correct 
explanation of A.

b. Both A and R are true but R is not the 
correct explanation of A.

c.  A is true but R is false.
d.  A is false but R is true.

78. Assertion (A) :If the RBI increases the 
reverse repo rate, it means that the RBI is 
willing to offer lucrative interest rate to 
banks to park their money with the RBI.

 Reason (R) :This results in a decrease in 
the amount of money available for banks 
customers as banks prefer to park their 
money with the RBI as it involves higher 
safety

a.  Both A and R are true and R is the correct 
explanation of A.

b. Both A and R are true but R is not the 
correct explanation of A.

c.  A is true but R is false.
d.  A is false but R is true.

79. Which of the following is not included as 
“money” in M1? 
a. Currency in circulation 
b. Checkable deposits 
c. Traveler’s checks 
d. The use of a credit card

80.  An open market purchase by the Central 
bank 
a.  increases bank reserves, loans, and 

deposits, and thus increases the money 
supply. 

b.  decreases bank reserves, loans, and 
deposits, and thus decreases the money 
supply. 

c.  increases bank reserves, loans, and 
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deposits, and thus decreases the money 
supply. 

d.  decreases bank reserves, loans, and 
deposits, and thus increases the money 
supply

81. Which of the following is not one of the 
Central bank’s monetary policy tools? 
a.  Buying bonds on the open market
 b. Selling bonds on the open market 
c.  Raising or lowering taxes
d.  Raising or lowering the reserve 

requirement ratio 

82. Suppose the Central bank wanted to 
engage in an expansionary monetary 
policy. Which of the following should it 
do? 
a. Sell bonds on the open market. 
b. Increase the reserve requirement ratio. 
c. Increase the discount rate. 
d. Buy bonds on the open market

83. When credit rationing occurs, 
a.  banks keep their interest rates below 

what the market would bear, and deny 
loans to some potential borrowers. 

b.  Banks lend to only those customers 
deemed to be creditworthy and less risky. 

c. Smaller and less well-known firms may 
be more disadvantaged than bigger firms 
with well-established reputations. 

d. All of the above.

84. Match the correct codes
1 The Ricks Banks of Sweden i 1656
2 Bank of England ii 1864

3 Finance Conference held at 
Brussels iii 1920

4 The Central Bank of China iv 1928

Codes
 a. (1) – (i) (2) – (ii) (3) – (iv) (4) – (iii)
 b. (1) – (ii) (2) – (iii) (3) – (iv) (4) – (i)
 c. (1) – (iv) (2) – (iii) (3) – (i) (4) – (ii)
 d. (1) – (i) (2) – (ii) (3) – (iii) (4) – (iv)
85. Match the correct codes
1 Bank of Bengal i 1843
2 Bank of Bombay ii 1921
3 Bank of Madras iii 1840
4 All Merged iv 1809

Codes

 a. (1) – (i) (2) – (ii) (3) – (iv) (4) – (iii)
 b. (1) – (ii) (2) – (iii) (3) – (iv) (4) – (i)
 c. (1) – (iv) (2) – (iii) (3) – (i) (4) – (ii)
 d. (1) – (i) (2) – (ii) (3) – (iii) (4) – (iv)

86. Match the correct codes

1

It implies that 
commercial banks are 
mainly dependent on 
public deposits.

i
Agency 
Functions

2

It refers to deposits that 
can be withdrawn by 
individuals without any 
prior notice to the bank.

ii
Accepting 
Deposits

3

It refers to deposits that 
are made for certain 
committed period of 
time.

iii
Demand 
Deposits

4
It implies that 
commercial banks act as 
agents of customers

iv
Time 
Deposits

Codes
 a. (1) – (i) (2) – (ii) (3) – (iv) (4) – (iii)
 b. (1) – (ii) (2) – (iii) (3) – (iv) (4) – (i)
 c. (1) – (iv) (2) – (iii) (3) – (i) (4) – (ii)
 d.  (1) – (i) (2) – (ii) (3) – (iii) (4) – (iv)

87. Match the correct codes

www.kalvikural.com



XII - Economics Surya

166 Unit 6 : Banking

1

Commercial banks issue 
letters of credit to their 
customers to certify their 
creditworthiness

i
Issuing 
Traveler’s 
Cheques

2

It includes services, such 
as debit cards, credit 
cards, and Internet bank-
ing

ii
General 
Utility 
Functions

3

Banks issue traveler’s 
cheques to individuals 
for traveling outside the 
country

iii
Electronic 
Banking 

4

It implies that commer-
cial banks provide some 
utility services to custom-
ers by performing various 
functions

iv
Letter of 
Credit 

Codes

 a. (1) – (i) (2) – (ii) (3) – (iv) (4) – (iii)
 b. (1) – (ii) (2) – (iii) (3) – (iv) (4) – (i)
 c. (1) – (iv) (2) – (iii) (3) – (i) (4) – (ii)
 d. (1) – (i) (2) – (ii) (3) – (iii) (4) – (iv)

88.  Match the correct codes

1
The rate at which the RBI is 
willing to lend to commercial 
banks

i RRR

2

The amount which a bank has 
to maintain
in the form of cash, gold or 
approved securities

ii CRR

3
The rate at which the RBI is 
willing to borrow from the 
commercial banks

iii SLR

4
Under this system the Central 
Bank controls credit by chang-
ing the Cash Reserves Ratio

iv RR

Codes
 a. (1) – (i) (2) – (ii) (3) – (iv) (4) – (iii)

 b. (1) – (ii) (2) – (iii) (3) – (iv) (4) – (i)

 c. (1) – (iv) (2) – (iii) (3) – (i) (4) – (ii)

 d. (1) – (i) (2) – (ii) (3) – (iii) (4) – (iv)

Answers
1 2 3 4 5 6 7 8 9 10
b a d b a c b a a b

11 12 13 14 15 16 17 18 19 20
d b b d b a d b a a

21 22 23 24 25 26 27 28 29 30
d d c a c b d c b a

31 32 33 34 35 36 37 38 39 40
a b a d d c b a d b

41 42 43 44 45 46 47 48 49 50
c d b a b a d a b c

51 52 53 54 55 56 57 58 59 60
b a b d c b c d a b

61 62 63 64 65 66 67 68 69 70
b a c b c d d b a b

71 72 73 74 75 76 77 78 79 80
a c a a a a b a d a

81 82 83 84 85 86 87 88
c d d d c b c c

Additional Two Marks
1. Mention the names of Presidency Banks
	1. Bank of Bengal (1809)
	 2. Bank of Bombay (1840)
	 3. Bank of Madras (1843)

2. What are Demand Deposits?
	It refers to deposits that can be 

withdrawn by individuals without any 
prior notice to the bank. 

	In other words, the owners of these 
deposits are allowed to withdraw money 
anytime by writing a withdrawal slip or 
a cheque at the bank counter or from 
ATM centres using debit card.
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3. What are Time Deposits?
	It refers to deposits that are made for 

certain committed period of time. 
	Banks pay higher interest on time 

deposits. 
	These deposits can be withdrawn only 

after a specific time period by providing a 
written notice to the bank.

4. Write a note on “Providing Locker 
Facilities”of banks.
	 Commercial banks provide locker 

facilities to its customers for safe custody 
of jewellery, shares, debentures, and other 
valuable items. 

	This minimizes the risk of loss due to 
theft at homes. Banks are not responsible 
for the items in the lockers.

5. Write a short on - Traveler’sCheque
 Banks issue traveler’s cheques to individuals 
for traveling outside the country. Traveler’s 
cheques are the safe and easy way to protect 
money while traveling.

6. Write few examples of NBFI
	a. insurance firms

	b. pawn shops

	c. currency exchanges

7.  Write a brief history of RBI

	RBI commenced its operations on 
1 April 1935 in accordance with the 
Reserve Bank of India Act, 1934.

	The original share capital was divided 
into shares of Rs.100 each fully paid, 
which were initially owned entirely by 
private shareholders.

	Following India’s independence on 15 

August 1947, the RBI was nationalised 
on 1 January 1949.

8.  Mention few major functions of RBI

	 - Issues currency 

	- Banker to the government 

{It collects receipts of funds and makes 
payments on behalf of the government} 

	- Regulator of Indian Banking system 

	- Custodian of Forex

	- Controller of credit

9.  Comment on RBI as “Lender of last 
resort”

 The banks can borrow from the RBI by 
keeping eligible securities as collateral at the 
time of need or crisis, when there is no other 
source.

10. What is “Banking Ombudsman Scheme”

	RBI introduced the Banking 
Ombudsman Scheme in 1995.

	Under this scheme, the complainants 
can file their complaints in any form, 
including online and can also appeal to 
the Ombudsman against the awards and 
the other decisions of the Banks.

11. Write a brief note on Bank Rate Policy

	The bank rate is the rate at which the 
Central Bank of a country is prepared 
to re-discount the first class securities.

	It means the bank is prepared to 
advance loans on approved securities to 
its member banks.
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12. Write a brief note on Statutory Liquidity 
Ratio.

  Statutory Liquidity Ratio (SLR) is the 
amount which a bank has to maintainin the 
form of cash, gold or approved securities.

13. List the frequent methods of credit 
control under selective method.

  The following are the frequent methods of 
credit control under selective method: 

1. Rationing of Credit 

2. Direct Action 

3. Moral Persuasion 

4. Method of Publicity 

5. Regulation of Consumer’s Credit 

6. Regulating the Marginal Requirements 
on Security Loans

14. What is Moral Suasion?
i. This method is frequently adopted by 

the Central Bank to exercise control 
over the Commercial Banks.

ii. Under this method Central Bank gives 
advice, then requests and persuades 
the Commercial Banks to co-operate 
with the Central Bank in implementing 
its credit policies.

15.How NABARD complemented RBI?
	 With the establishment of National Bank 

for Agriculture and Rural Development 
(NABARD), all the functions of the 
RBIrelating to agricultural credit had 
been taken over and looked after by 
NABARD since 1982.

	Since then, all activities relating to 
rural credit are entirely looked after by 
NABARD.

16. List any two of concessions RBI to RRBs.
(a) They are allowed to maintain cash 

reserve ratio at 3 per cent and statutory 
liquidity ratio at 25 per cent; and 

(b) They also provide refinance facilities 
through NABARD.

17. What are the All-India Level Institutions 
for industrial finance?
	- Industrial Finance Corporation of 

India (IFCI) 

	- Industrial Credit and Investment 
Corporation of India (ICICI) 

	- Industrial Development Bank of India 
(IDBI)

18. What are the State Level Institutions for 
industrial finance?
	- State Financial Corporations (SFCs) 

	- State Industrial Development 
Corporation (SIDCs)

19. List the functions of ICICI as an 
industrial finance bank.

i. Assistance to industries 

ii. Provision of foreign currency loans 

iii. Merchant banking

iv. Letter of credit

v. Project promotion 

vi. Housing loans 

vii.  Leasing operations

20. List the functions of IDBI as an industrial 
finance bank

The functions of IDBI fall into two groups,

 (i) Assistance to other financial 
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institutions; and 

(ii) Direct assistance to industrial concerns 
either on its own or in participation 
with other institutions.

21.  Write a brief note on SFCs.

	The government of India passed in 1951 
the State Financial Corporations Act 
and SFCs were set up in many states. 

	SFCs are mainly intended for the 
development of small and medium 
industrial units within their respective 
states. 

22. What is monetary policy?
 Monetary Policy is the macroeconomic 
policy being laid down by the Central Bank 
towards the management of money supply and 
interest rate. 

23.  Expansionary policy – Define.
	Expansionary policy is cheap money 

policy when a monetary authority uses 
its tools to stimulate the economy.

	An expansionary policy maintains 
short-term interest rates at a lower than 
usual rate or increases the total supply 
of money in the economy more rapidly 
than usual.

24. Define contractionary monetary policy.
	The Contractionary monetary policy 

is dear money policy, which maintains 
short-term interest rates higher than 
usual or which slows the rate of growth 
in the money supply or even shrinks it. 

	This slows short-term economic growth 
and lessens inflation.

25.Write a note on Paytm.
	Paytm Payments Bank. In August 2015, 

Paytm received a license from RBI to 
launch a payments bank.

	The Paytm Payments Bank is a separate 
entity in which founder Vijay Shekhar 
Sharma will hold 51% share, One97 
Communications holds 39% and 10% 
will be held by a subsidiary of One97 
and Sharma.

26.  What is a credit card?
 A credit card is a payment card issued 
to users (cardholders) to enable the cardholder 
to pay a merchant for goods and services based 
on the cardholder’s promise to the card issuer 
to pay them for the amounts so paid plus the 
other agreed charges. 

27.  What is a debit card?
 A Debit card is a card allowing the 
holder to transfer money electronically from 
their bank account when making a purchase.  

28.  Write a short meaning of Money market.
	Money market is the mechanism 

through which sthort term funds are 
loaned and borrowed. 

	It designates financial instittutions 
which handle the purchase, sale 
and transfer of short term credit 
instruments. 

29.  What do you mean by Capital Market?

	Capital Market is a part of financial 
system which is concerned with raising 
capital by dealing in shares, bonds and 
other long term investments. 

	The market where investment 
instruments like bonds, equities and 
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mortgages are traded is known as the 
capital market

30.  Write a brief note on Demonetisation of 
2016.

 Demonitisation is the act of stripping a 
currency unit of its status as legal tender. 
	It occurs whenever there is a change of 

national currency. 
	The current form or forms of money 

is pulled from circulation, often to 
bereplaced with new coins or notes. 

	On 8 November 2016, the Indian Prime 
Minister Mr. NarendraModi announced 
the demonetization of all Rs.500 and 
Rs.1000 bank notes of the Mahatma 
Gandhi Series.

31. Define a financial intermediary.
	 A financial intermediary is a bank or 

other institution that serves as a link 
between lenders and borrowers.

	They typically accept savings deposits 
from consumers and then lend money 
to consumers and businesses to finance 
purchases of goods and services or for 
investment purposes.

32.  What is the meaning of money multiplier?
	The money multiplier represents the 

multiple by which deposits can increase 
for every dollar increase in reserves.

	Thus, the entire banking system has the 
capacity to expand the nation's money 
supply by the multiple of its initial 
reserve balance.

33.  What are Development Banks? 
	To achieve economic development for 

the country, investment in industries 
and infrastructure is required. 

	To make such thing possible there are 
development banks in India. 

	These banks provide credit for a long 
period to private business companies 
and public sector units who want 
to establish industries and create 
infrastructure.

34.  Differential in short – NEFT and RTGS.

BASIS NEFT RTGS 

Meaning

NEFT is a 
system of 
online money 
transfer where 
the payment is 
made in near 
real time basis.

RTGS is an 
electronic 
payment 
system where 
the funds are 
transferred 
at the same 
time when the 
transaction 
took place.

Introduced 
in 2005 2004

Ceiling 
limit

No such 
limit, but the 
maximum 
amount per 
transaction is 
restricted to Rs. 
50,000 

Minimum 
- 2 lakh, 
Maximum - 
No limit

Appropriate 
for

 Small value 
transaction

High value 
transaction

Processing Comparatively 
Slow

Fast

Additional Three Marks

1. Discuss the Primary Functions.
Accepting Deposits
 It implies that commercial banks are 
mainly dependent on public deposits. 

There are two types of deposits, which are 
discussed as follows

(i) Demand Deposits 
 It refers to deposits that can be 
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withdrawn by individuals without any prior 
notice to the bank. In other words, the owners 
of these deposits are allowed to withdraw 
money anytime by writing a withdrawal slip 
or a cheque at the bank counter or from ATM 
centres using debit card.

(ii) Time Deposits

 It refers to deposits that are made for 
certain committed period of time. Banks 
pay higher interest on time deposits. These 
deposits can be withdrawn only after a specific 
time period by providing a written notice to 
the bank.

2. General Utility Functions of RBI – 
Discuss.

 It implies that commercial banks 
provide some utility services to customers by 
performing various functions. 

(i) Providing Locker Facilities 

 Commercial banks provide locker 
facilities to its customers for safe custody 
of jewellery, shares, debentures, and other 
valuable items. This minimizes the risk of loss 
due to theft at homes. Banks are not responsible 
for the items in the lockers. 

(ii) Issuing Traveler’s Cheques 

 Banks issue traveler’s cheques to 
individuals for traveling outside the country. 
Traveler’s cheques are the safe and easy way to 
protect money while traveling. 

(iii) Dealing in Foreign Exchange 

 Commercial banks help in providing 
foreign exchange to businessmen dealing in 
exports and imports. However, commercial 
banks need to take the permission of the 
Central Bank for dealing in foreign exchange.

3. Write a brief note on “The First Rupee”

	The first rupee was introduced by Sher 
Shah Suri based on a ratio of 40 copper 
pieces (paisa) per rupee. The name was 
derived from the Sanskrit word Raupya, 
meaning silver. 

	Each banknote has its amount written 
in 17languages (English and Hindi on 
the front and 15 other on the back) 
illustrating the diversity of the country.

4. Differentiate CRR and SLR.

BASIS CRR SLR

Meaning

CRR is the 
percentage of 
money which 
the bank has 
to keep with 
the Central 
Bank of India 
in the form of 
cash.

The bank has to 
keep a certain 
percentage of 
their Net Time 
and Demand 
Liabilities in 
the form of 
liquid assets as 
specified by RBI.

Form

Cash
Cash and other 
assets like gold 
and government 
securities 
viz. Central 
and State 
government 
securities.

Effect

It controls 
excess money 
flow in the 
economy. 

It helps in 
meeting out 
the unexpected 
demand of any 
depositor by 
selling the bonds.
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BASIS CRR SLR

Maintenance 
with

Central Bank 
of India i.e. 
RBI.

Bank itself.

Regulates
Liquidity in 
the economy.

Credit growth in 
the economy.

5. How does the IFCI provides assistance to 
the industrial?
 i) Long-term loans; both in rupees and 

foreign currencies. 

ii) Underwriting of equity, preference 
and debenture issues. 

iii) Subscribing to equity, preference and 
debenture issues. 

iv) Guaranteeing the deferred payments 
in respect of machinery imported 
from abroad or purchased in India; 
and 

v) Guaranteeing of loans raised in foreign 
currency from foreign financial 
institutions.

6. Compare the dissimilarities of Repo 
Rate and Reverse Repo Rate.

BASIS REPO RATE
REVERSE 

REPO RATE

Meaning

Repo rate is the 
rate at which 
the Central 
bank of India 
grants loan to 
the commercial 
banks for a 
short period 
against 
government 
securities.

Reverse repo 
rate is the rate 
at which the 
commercial 
banks grant 
loan to the 
Central Bank 
of India.

BASIS REPO RATE
REVERSE 

REPO RATE

Purpose
To fulfill the 
deficiency of 
funds.

To ensure 
liquidity in the 
economy.

Rate
High Comparatively 

less.

Controls
Inflation Money 

supply in the 
economy.

Charged on
Repurchase 
Agreement

Reverse 
Repurchase 
Agreement

7. Discuss the Agency Functions of RBI.

Agency Functions implies that commercial 
banks act as agents of customers by performing 
various functions.

(i) Collecting Cheques Banks collect 
cheques and bills of exchange on the 
behalf of their customers through 
clearing house facilities provided by 
the central bank.

(ii) Collecting Income Commercial banks 
collect dividends, pension, salaries, 
rents, and interests on investments 
on behalf of their customers. A 
credit voucher is sent to customers 
for information when any income is 
collected by the bank. 

(iii) Paying Expenses Commercial 
banks make the payments of various 
obligations of customers, such as 
telephone bills, insurance premium, 
school fees, and rents. Similar to 
credit voucher, a debit voucher is sent 
to customers for information when 
expenses are paid by the bank.
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8. What are the key difference between 
Credit and Debit Card?

BASIS CREDIT CARD DEBIT CARD

Meaning

A credit card is 
a payment card 
issued to users 
(cardholders) 
to enable the 
cardholder to 
pay a merchant 
for goods and 
services based on 
the cardholder’s 
promise to the 
card issuer to 
pay them for the 
amounts so paid 
plus the other 
agreed charges.

A Debit card 
is a card 
allowing 
the holder 
to transfer 
money 
electronically 
from their 
bank account 
when making 
a purchase.

Implies Pay later Pay now

Bank 
Account

The bank account 
is not prerequisite 
for issuing a credit 
card.

The bank 
account is 
a must for 
issuing a debit 
card.

Bill

The holder of the 
card has to pay 
the credit card bill 
within 30 days of 
every month.

There is no 
such bill, 
the amount 
is directly 
deducted from 
the customer's 
account.

Interest

Interest is charged 
when payment 
is not made to 
the bank within 
a specified time 
period.

No interest is 
charged.

9. State the implications of ATM.
	ATMs transformed the bank tech 

system when they were first introduced 
in 1967.

	The next revolution in ATMs is likely to 
involve contactless payments.

	Much like Apple Pay or Google Wallet, 
soon we will be able to conduct 
contactless ATM transactions using a 
smartphone.

	Some ATM innovations are already 
available overseas. 

	For example, biometric authentication 
is already used in India, and its 
recognition is in place at QatarNational 
Bank ATMs. These technologies can 
help overall bank security by protecting 
against ATM hacks.

Additional Five Mark

1. Compare and contrast RBI and other 
Commercial Banks.

BASIS RBI COMMERCIAL 
BANK

Meaning

The bank 
which looks 
after the 
monetary 
system of 
the country 
is known as 
Central Bank.

The 
establishment, 
which provides 
banking 
services to the 
public is known 
as Commercial 
Bank.

Role

It is a banker 
to the banks 
and the 
government 
of the country.

It is the banker 
to the citizens 
of the nation.

Established 
by

Reserve Bank 
of India Act, 
1934.

Banking 
Regulation Act, 
1949.
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BASIS RBI COMMERCIAL 
BANK

Ownership Public Public or Private

Monetary 
Authority

It is the 
supreme 
monetary 
authority with 
wide powers.

No such 
authority.

Objective
Public welfare 
and economic 
development.

Earning Profits

Money 
supply

Ultimate 
source of 
money 
supply in the 
economy.

No such 
function is 
performed by it.

Right 
to print 
and issue 
currency 
notes

Yes No

Deals with Banks and 
Governments General Public

How many 
banks are 
there?

Only one Many

2.  Discuss Cheap and Dear Money policy.

A. Monetary Policy: Expansionary Vs. 
Contractionary

Expansionary policy 

i. Expansionary policy is cheap money 
policy when a monetary authority uses 
its tools to stimulate the economy. 

ii. An expansionary policy maintains 
short-term interest rates at a lower 
than usual rate or increases the total 
supply of money in the economy more 
rapidly than usual. 

iii. It is traditionally used to try to combat 

unemployment by lowering interest 
rates in the hope that less expensive 
credit will entice businesses into 
expanding. 

iv. This increases aggregate demand 
(the overall demand for all goods and 
services in an economy), which boosts 
short-term growth as measured by 
gross domestic product (GDP) growth. 

The Contractionary

i. The Contractionary monetary policy 
is dear money policy, which maintains 
short-term interest rates higher than 
usual or which slows the rate of growth 
in the money supply or even shrinks it. 

ii. This slows short-term economic 
growth and lessens inflation. 

iii. Contractionary monetary policy can 
lead to increased unemployment and 
depressed borrowing and spending 
by consumers and businesses, which 
can eventually result in an economic 
recession if implemented too 
vigorously.

B. The Two Faces of Monetary Policy

Cheap Money 
Policy for Inflation

Dear Money Policy 
for Recession

1. Borrowing is 
easy

1. Borrowing is 
difficult

2. Consumers buy 
more

2. Consumers buy less

3. Businesses 
expand

3. Businesses 
Postpone expansion

4. More people are 
employed

4. Unemployment 
increases
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5. People spend 
more

5. Production is 
reduced

3. Distinguish between NBFC and Other 
Commercial Bank.

BASIS NBFC BANK
Meaning An NBFC is 

a company 
that provides 
banking 
services to 
people without 
holding a bank 
license.

Bank is a 
government 
authorized 
financial 
intermediary 
that aims at 
providing 
banking services 
to the general 
public.

Demand 
Deposit

Not Accepted Accepted

Payment and 
Settlement 
system

Not a part of 
system.

Part of the 
system.

Maintenance 
of Reserve 
Ratios

Not required Compulsory

Deposit 
insurance 
facility

Not available Available

Credit 
creation

NBFC do not 
create credit.

Banks create 
credit.

Transaction 
services

Not provided by 
NBFC.

Provided by 
banks.

4. Write the History, Administration and 
Brief Functions of RBI.

History: 

- Formed on April 1, 1935 in accordance 

with the RBI Act, 1934 
-  Nationalized on January 1, 1949 (Fully 

owned by GOI) 
- Headquarter moved from Calcutta to 

Mumbai in 1937 
-  Osborne Smith was the first Governor of 

RBI
Administration: 

- It is the Central Bank/ Regulator for all 
bank in India 

- Also called “Lender of Last Resort” 
- Governors and 4 Deputy Governors along 

with a central board of directors appointed 
by the GOI.

Functions: 
- Issues currency 
- Banker to the government 
{It collects receipts of funds and makes 

payments on behalf of the government} 
- Regulator of Indian Banking system 
- Custodian of Forex
- Controller of credit

5. Explain the chain of events that results 
from an expansionary monetary policy.

1. The money supply increases which places 
downward pressure on the interest rate.


2. The lower interest rate stimulates planned 

investment and aggregate output.


3. This in turn increases the amount of money 
demand.


4. This in turn may cause interest rates to fall 

by less than they otherwise would had 
there been


5. No feedback effect from the increased 

demand for money henceforth
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UNIT

7 INTERNATIONAL ECONOMICS

INTERNATIONAL ECONOMICS : 

MEANING

 International Economics is that branch 
of economics which is concerned with the 
exchange of goods and services between two 
or more countries. 

SUBJECT MATTER OF INTERNATIONAL 
ECONOMICS 

	 Pure Theory of Trade 

	 Policy Issues

	 International Cartels and Trade Blocs 

	 International Financial and Trade 
Regulatory Institutions 

MEANING OF TRADE 

 Trade is one of the powerful forces of 
economic integration. The term ‘trade’ means 
exchange of goods, wares or merchandise 
among people. 
Trade is of two types. They are: 
a) Internal Trade and b) International Trade.

TRADE THEORIES :

MERCANTILISM

	 Takes an us-versus - them view of 
trade 

	 Other country's gain is our country's 
loss 

FREE TRADE THEORIES

	 Absolute Advantage (Adam Smith, 
1776) 

	 Comparative Advantage (David 
Ricardo, 1817) 

	 Specialization of production and 
free flow of goods benefit all trading 
partner's economies 

FREE TRADE REFINED 

	 Factor - proporations (Heckscher - 
Ohlin, 1919) 

	 International Product life cycle (Ray 
Vernon, 1966) 

FACTOR ENDOWMENT MODEL 

	 Developed by Heckscher and Ohlin 

	 Countries with a relative factor 
abundance can specialise and trade 

 Abundance of skilled labour → special-
isation → export → exchange for goods are ser-
vices produced by countries with abundance 
of unskilled labour

	 Exports embody the abundant factor 

	 Imports embody the scarce factor 

	 Assumes a high degree of factor 
mobility 

TERMS OF TRADE :

 It is the rate at which the goods of one 

INTRODUCTION
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country are exchanged for goods of another 
country. It is expressed as the relation between 
export prices and import prices. 

Terms of 
Trade = 

Index of Export Prices x 
100Index of Import Prices 

VARIOUS KINDS

	 Net Barter Terms of Trade - Taussig ; 
Tn= (Px / Pm) x 100

	 Gross Barter Terms of Trade - Taussig: 
Tg= (Qm/Qx) x 100

	 Income Terms of Trade - G.S.Dorrance 
:  Ty = (Px / Pm)Qx

BALANCE OF PAYMENTS: MEANING 
AND COMPONENTS

MEANING:  
 The balance of payments of a country is 
a systematic record of all economic transactions 
between residents of a country and residents 
of foreign countries during a given period of 
time.

BALANCE OF TRADE AND BALANCE OF 
PAYMENTS

BALANCE OF TRADE:  
 Balance of trade is the difference 
between the money value of exports and 
imports of material goods (visible item)

BALANCE OF PAYMENTS:  
 Balance of payments is a systematic 
record of all economic transactions between 
residents of a country and the residents of 
foreign countries during a given period of 
time.  

BALANCE OF PAYMENT (BOP) AC-
COUNT CHART

Credit (Receipts) – Debit (Payments) = Balance 
[Deficit (-) , Surplus (+)]

B.O.P DISEQUILIBRIUM

Occurs when: Disequilibrium Demand ≠ 
Supply Debit > Credit → Deficit

DEVALUATION:

  It means official reduction in the 
value of a currency in terms of gold or other 
currencies.

MEANING OF FOREIGN EXCHANGE 
(FOREX)

 FOREX refers to foreign currencies. 
The mechanism through which payments are 
effected between two countries having different 
currency systems is called FOREX system .

FOREIGN DIRECT INVESTMENT (FDI) 

 (FDI) means an investment in a 
foreign country that involves some degree 
ofcontrol and participation in management. 
It corresponds to the investment made by a 
multinational enterprise in a foreign country.

FOREIGN PORTFOLIO INVESTMENT 
(FPI) 

 (FPI)  means the entry of funds into 
a nation where foreigners deposit money in a 
nation’s bank or make purchase in the stock 
and bond markets, sometimes for speculation.

FOREIGN INSTITUTIONAL INVEST-
MENT (FII) 

 (FII) is an investment in hedge funds, 
insurance companies, pension funds and 
mutual funds.
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BOOK EXERCISE QUESTIONS - MULTIPLE CHOICE QUESTIONS

PART - A

1. Trade between two countries is known as 
………….trade 
a) External b) Internal 

c) Inter-regional   d) Home  

2. Which of the following factors influence 
trade? 
a) The stage of development of a product 

b) The relative price of factors of productions

c) Government

d) All of the above

3. International trade differs from domestic 
trade because of   
a) Trade restrictions

b) Immobility of factors  

c) Different government policies  

d) All the above

4. In general, a primary reason why nations 
conduct international trade is because 
a) Some nations prefer to produce one 

thing while others produce another

b) Resources are not equally distributed 
among all trading nations

c) Trade enhances opportunities to 
accumulate profits

d) Interest rates are not identical in all 
trading nations

5. Which of the following is a modern theory 
of international trade?
a) absolute cost  

b) comparative cost

c) Factor endowment theory

d) none of these

6. Exchange rates are determined in 
a) money market

b) foreign exchange market 

c) stock market 

d) capital market

7. Exchange rate for currencies is determined 
by supply and demand under the system 
of
a) Fixed exchange rate

b) Flexible exchange rate

c) Constant

d) Government regulated

8. Net export equals …… 
a) Export x Import

b) Export + Import

c) Export – Import

d) Exports of services only

9. Who among the following enunciated the 
concept of single factoral terms of trade?
a) Jacob Viner b) G.S.Donens 

c)Taussig   d) J.S.Mill 

10.  Terms of Trade of a country show 
…………… 
a) Ratio of goods exported and imported

b) Ratio of import duties

c) Ratio of prices of exports and imports

d) Both (a) and (c)

11. Favourable trade means value of exports 
are ……. Than that of imports.
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a) More b) Less 

c) More or Less d) Not more than

12. If there is an imbalance in the trade 
balance (more imports than exports), it 
can be reduced by
a) decreasing customs duties 

b) increasing export duties  

c) stimulating exports 

d) stimulating imports

13. BOP includes
a) visible items only 

b) invisible items only  

c) both visible and invisible items 

d) merchandise trade only

14. Components of balance of payments of a 
country includes
a) Current account 

b) Official account  

c) Capital account 

d) All of above

15. In the case of BOT,
a) Transactions of goods are recorded. 

b) Transactions of both goods and services 
are recorded.

c) Both capital and financial accounts are 
included.

d) All of these

16. Tourism and travel are classified in which 
of balance of payments accounts?  
a) merchandise trade account

b) services account 

c) unilateral transfers account

d) capital account

17. Cyclical disequilibrium in BOP occurs 
because of
a) Different paths of business cycle. 

b) The income elasticity of demand or price 
elasticity of demand is different. 

c) long-run changes in an economy 

d) Both (a) and (b). 

18. Which of the following is not an example 
of foreign direct investment?
a) the construction of a new auto assembly 

plant overseas 

b) the acquisition of an existing steel mill 
overseas 

c) the purchase of bonds or stock issued by 
a textile company overseas 

d) the creation of a wholly owned business 
firm overseas

19. Foreign direct investments not permitted 
in India 
a) Banking

b) Automic energy

c) Pharmaceutical

d)Insurance

20. Benefits of FDI include, theoretically
a) Boost in Economic Growth 

b) Increase in the import and export of 
goods and services 

c) Increased employment and skill levels 

d) All of these

Answers
1 2 3 4 5 6 7 8 9 10
a d d b c b b c a c

11 12 13 14 15 16 17 18 19 20
a c c d a b d c b d
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PART - B

Answer the following questions in one or 
two sentences

21. What is International Economics? 

	 International Economics is that branch 
of economics which is concerned with 
the exchange of goods and services 
between two or more countries.

	Hence the subject matter is mainly 
related to foreign trade.

22. Define international trade.  

	International trade refers to the trade or 
exchange of goods and services between 
two or more countries.

	In other words, it is a trade among 
different countries or trade across 
political boundaries.

	It is also called as ‘external trade’ or 
‘foreign trade’ or ‘inter-regional trade’.

23. State any two merits of trade. 

	Trade is one of the powerful forces of 
economic integration.

	International trade helps a country 
to export its surplus goods to other 
countries and secure a better market for 
it.

	Similarly, international trade helps a 
country to import the goods which 
cannot be produced at all or can be 
produced at a higher cost.

24. What is the main difference between 
Adam Smith and Ricardo with regard to 
the emergence of foreign trade? 

	According to Ricardo, a country can 
gain from trade when it produces at 
relatively lower costs.

	Even when a country enjoys absolute 
advantage in both goods, the country 
would specialize in the production 
and export of those goods which are 
relatively more advantageous.

25. Define Terms of Trade. 
	 Terms of Trade is the rate at which the 

goods of one country are exchanged for 
goods of another country.

	It is expressed as the relation between 
export prices and import prices.

× 100
 Index of Export prices
Index of Import prices

Terms of Trade 
(TOT) =

26. What do you mean by balance of 
payments? 
	Balance of payment is a systematic 

record of a country’s economic and 
financial transactions with the rest of 
the world over a period of time.

	When a payment is received from a 
foreign country, it is a credit transaction 
while a payment to a foreign country is 
a debit transaction.

27. What is meant by Exchange Rate? 

	Exchange rate may be defined as the 
price paid in the home currency (say ₹ 
75) for a unit of foreign currency (say 1 
US $).

	The transactions in the exchange market 
are carried out at exchange rates. It is 
the external value of domestic currency.
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PART - C

Answer the following questions in one 
Paragraph.

28. Describe the subject matter of 
International Economics.   

1. Pure Theory of Trade 

 This component explains the causes 
for foreign trade, composition, direction and 
volume of trade, determination of the terms 
of trade and exchange rate, issues related to 
balance of trade and balance of payments. 

2. Policy Issues 

 Under this part, policy issues such as 
free trade vs. protection, methods of regulating 
trade, capital and technology flows, use of 
taxation, subsidies and dumping, exchange 
control and convertibility, foreign aid, external 
borrowings and foreign direct investment, 
measures of correcting disequilibrium in the 
balance of payments etc are covered. 

3. International Cartels and Trade Blocs 

 This part deals with the economic 
integration in the form of international cartels, 
customs unions, monetary unions, trade blocs, 
economic unions and the like.It also discusses 
the operation of Multi National Corporations 
(MNCs). 

4. International Financial and Trade 
Regulatory Institutions 

 The financial institutions like 
International Monetary Fund IMF, IBRD, WTO 
etc which influence international economic 
transactions and relations shall also be the part 

of international economics.

29. Compare the Classical Theory of 
international trade with Modern Theory 
of International trade.  

S. 
No

Classical Theory of 
International Trade

Modern Theory 
of International 

Trade
1. The classical theory 

explains the phenom-
enon of international 
trade on the basis 
of labour theory of 
value.

The modern 
theory explains 
the phenomenon 
of international 
trade on the basis 
of general theory 
of value.

2. It presents a one fac-
tor (labour) model

In presents a 
multi-factor (la-
bour and capital) 
model.

3. It attributes the 
differences in the 
comparative costs 
to difference in the 
productive efficiency 
of workers in the two 
contries.

It attributes the 
differences in 
comparative costs 
to the differences 
in factor endow-
ments in the two 
countries.

30. Explain the Net Barter Terms of Trade 
and Gross Barter Terms of Trade.  

1. Net Barter Terms of Trade

 This type was developed by Taussig in 
1927.The ratio between the prices of exports 
and of imports is called the “net barter terms of 
trade’. It is named by Viner as the ‘commodity 
terms of trade’. It is expressed as:

Tn= (Px / Pm) x 100

Where, 

 Tn = Net Barter Terms of Trade 

www.kalvikural.com



XII - Economics Surya

182 Unit 7 : International Economics

 Px = Index number of export prices 

 Pm = Index number of import prices

2. Gross Barter Terms of Trade 

 This was developed by Taussig in 1927 
as an improvement over the net terms of trade. 
It is an index of relationship between total 
physical quantity of imports and the total 
physical quantity of exports.

Tg= (Qm/Qx) x 100

Where, Qm = Index of import quantities 

Qx = Index of export quantities

31. Distinguish between Balance of Trade 
and Balance of Payments. 
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Meaning

Balance of 
Trade (BOT) 
refers to the 
total value of 
a country’s 
exports of 
commodities 
and total value 
of imports of 
commodities.

BoP is a 
systematic 
record of a 
country’s 
economic 
and financial 
transactions 
with the rest of 
the world over a 
period of time.

Records

Transactions 
related to 
goods only.
vwww

Transactions 
related to both 
goods and 
services are 
recorded.
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Capital 
Transfers

Are not 
included in 
the Balance of 
Trade.

Are included 
in Balance of 
Payment.

Limit

It gives a 
partial view of 
the country's 
economic 
status.

It gives a full 
view of the 
economic 
position of the 
country.

Effect

It can be 
Favorable, 
Unfavorable or 
balanced.

Both the 
receipts and 
payment sides 
tallies.

Component

It is a 
component 
of Current 
Account of 
Balance of 
Payment.

Current 
Account 
and Capital 
Account.

32. What are import quotas?

 i. Meaning 

	The import quota means physical 
limitation of the quantities of different 
products to be imported from foreign 
countries within a specified period of 
time, usually one year. 

	The import quota may be fixed either 
in terms of quantity or the value of the 
product.

 ii. Example

	For instance, the government may 
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specify that 60,000 colour T.V. sets may 
be imported from Japan. 

	Alternatively, it may specify that T.V. 
sets of the value of Rs. 50 crores can be 
imported from that country during a 
given year.

33. Write a brief note on flexible exchange 
rate.  

	Under the flexible exchange rate (also 
known as floating exchange rate) system, 
exchange rates are freely determined 
in an open market by market forces of 
demand and supply.

	The economic position of the country 
determines the market demand and 
supply for its currency.

	In this system, the currency price is 
market determined, concerning other 
currencies, i.e. the higher the demand 
for a particular currency, the higher 
is its exchange rate and the lower the 
demand, the lesser is the value of 
currency compared to other currencies.

	Therefore, the exchange rate is not 
under the control of the government or 
central bank.

34. State the objectives of Foreign Direct 
Investment.

FDI has the following objectives. 

1. Sales Expansion 

2. Acquisition of resources 

3. Diversification 

4. Minimization of competitive risk.

PART - D

Answer the following questions in about 
a page.

35. Discuss the differences between Internal 
Trade and International Trade. 

Sl. 
No.

Internal Trade
International 

Trade

1.

Trade takes place 
between different 
individuals and firm 
within the same 
nation.

Trade takes place 
between different 
individuals and 
firms in different 
countries.

2.

Labour and capital 
move freely from one 
region to another.

Labour and capital 
do no move easily 
from one nation to 
another.

3.

There will be freef 
flow of goods and 
services since there 
are no restrictions.

Goods and services 
do not easily move 
from one country 
to another since 
there are a number 
of restrictions like 
tariff and quota.

4. There is only one 
common currency.

There are different 
currencies.

5.

The physical and 
g e o g r a p h i c a l 
conditions of a 
country are more or 
less similar.

There are differences 
in physical and 
g e o g r a p h i c a l 
conditions of the 
two countries.

7.

Trade and financial 
regulations are more 
or less the same

Trade and financial 
regulations such as 
interest rate, trade 
laws differ between 
countries.

8.

There is no 
difference in 
political afiliations, 
customs and habits 
of the people and 
government policies.

Differences are 
pronounced in 
political affilitations, 
habit and customs 
of the people 
and government 
policies.
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36. Explain briefly the Comparative Cost 
Theory.  

Introduction
 David Ricardo , the British economist 
in his ‘Principles of Political Economy and 
Taxation’ published in 1817, formulated a 
systematic theory called ‘Comparative Cost 
Theory’.
Meaning of Comparative Cost
 Ricardo demonstrates that the basis 
of trade is the comparative cost difference. In 
other words, trade can take place even if the 
absolute cost difference is absent but there is 
comparative cost difference.
Explanation
i. According to Ricardo, a country can gain 

from trade when it produces at relatively 
lower costs.

ii. Even when a country enjoys absolute 
advantage in both goods, the country 
would specialize in the production and 
export of those goods which are relatively 
more advantageous. 

iii. Similarly, even when a country has absolute 
disadvantage in production of both goods, 
the country would specialize in production 
and export of the commodity in which it is 
relatively less disadvantageous.

Assumptions 

1. There are only two nations and two 
commodities (2x2 model) 

2. Labour is the only element of cost of 
production. 

3. All labourers are of equal efficiency. 
4.  Labour is perfectly mobile within the 

country but perfectly immobile between 
countries.

5. Production is subject to the law of constant 
returns. 

6. Foreign trade is free from all barriers. 

7. No change in technology. 
8. No transport cost. 
9. Perfect competition. 
10. Full employment. 
11. No government intervention.
Table and Diagrammatic Illustration

Country Cloth Wheat Domestic Ex-
change ratios

America 100 120 1 wheat = 1.2 cloth 
India 90 80 1 wheat = 0.88cloth

y

120

90

80 100 x0

America

Labour required for none unit of cloth

La
bo

ur
 re

qu
ire

d 
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r 
on

e 
un

it 
of

 w
he

al

Note: Slopers are not equal

India

 It is evident from the example that India 
has an absolute advantage in production of 
both cloth and wheat.

Diagrammatic Explanation

i. However, India should concentrate on the 
production of wheat in which she enjoys 
a comparative cost advantage. (80/120 < 
90/100).

ii. For America the comparative cost 
disadvantage is lesser in cloth production.

iii. Hence America will specialize in the 
production of cloth and export it to India 
in exchange for wheat. (Any exchange 
ratio between 0.88 units and 1.2 units of 
cloth against one unit of wheat represents 
gain for both the nations).
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iv. With trade, India can get 1 unit of cloth 
and 1 unit of wheat by using its 160 labour 
units. In the absence of trade, for getting 
this benefit, India will have to use 170 
units of labour. America also gains from 
this trade.

v. With trade, America can get 1 unit of cloth 
and one unit of wheat by using its 200 
units of labour.

vi. Otherwise, America will have to use 220 
units of labour for getting 1 unit of cloth 
and 1 unit of wheat.

37. Discuss the Modern Theory of 
International Trade. 

Introduction 

 The modern theory of international 
trade was developed by Swedish economist 
Eli Heckscher and his student Bertil Ohlin in 
1919. This model was based on the Ricardian 
theory of international trade.

Meaning

 This theory says that the basis 
forinternational trade is the difference in factor 
endowments. It is otherwise called as ‘Factor 
Endowment Theory’.

The Factor endowment model

	Developed by Heckscher and Ohlin 

	Countries with a relative factor 
abundance can specialise and trade 

	Abundance of skilled labour → 
specialisation → export → exchange 
for goods are services produced by 
countries with abundance of unskilled 
labour

The Theory

 The modern theory of international 
trade explains the causes for such comparative 
cost difference. This theory attributes 

international differences in comparative costs 
to: 

i) difference in the endowments of factors of 
production between countries, and 

ii) differences in the factor proportions 
required in production.

Assumptions 

1. There are two countries, two commodities 
and two factors. (2x2x2 model)

2. Countries differ in factor endowments. 

3. Commodities are categorized in terms of 
factor intensity. 

4. Countries use same production technology.

5. Countries have identical demand 
conditions. 

6. There is perfect competition in both 
product and factor markets in both the 
countries.

Explanation 

 According to Heckscher - Ohlin, “a 
capital-abundant country will export the 
capital –intensive goods, while the labour-
abundant country will export the labour-
intensive goods”. A factor is regarded abundant 
or scare in relation to the quantum of other 
factors. A country can be regarded as richly 
endowed with capital only if the ratio of capital 
to other factors is higher than other countries.

Particulars India America
Supply of Labour 50 24
Supply of Capital 40 30
Capital-Labour 
Ratio

40/50= 0.8 30/24=1.25

 In the above example, even though India 
has more capital in absolute terms, America is 
more richly endowed with capital because the 
ratio of capital in India is 0.8 which is less than 
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that in America where it is 1.25. The following 
diagram illustrates the pattern of word trade.

H-O: Illustration Chart

Capital 
abundant
country.

Labour
abundant
country.

Export of labour
-intensive goods

Export of Capital
-intensive goods

38. Explain the types of Terms of Trade given 
by Viner. 

1. Net Barter Terms of Trade or Commodity 
terms of trade.
 This type was developed by Taussig in 
1927.The ratio between the prices of exports and 
of imports is called the “net barter terms of trade’. 
It is named by Viner as the ‘commodity terms of 
trade’. It is expressed as:

Tn= (Px / Pm) × 100

Where, 
Tn = Net Barter Terms of Trade 
Px = Index number of export prices 
Pm = Index number of import prices 
This is used to measure the gain from interna-
tional trade. If ‘Tn’ is greater than 100, then it is 
a favourable terms of trade which will mean that 
for a rupee of export, more of imports can be re-
ceived by a country.
2. The Single Factoral Terms of Trade 
 Viner has devised another concept 
called ‘‘the single factoral terms of trade’’ as 
an improvement upon the commodity terms 
of trade. It represents the ratio of export-price 
index to the import-price index adjusted for 
changes in the productivity of a country’s factors 

in the production of exports. Symbolically, it 
can be stated as

Tn= (Px / Pm) × 100

 Where, Tf stands for single factoral 
terms of trade index. Fx stands for productivity 
in exports (which is measured as the index of 
cost in terms of quantity of factors of production 
used per unit of export). 

3. Double Factoral Terms of Trade 
 Viner constructed another index called 
‘‘Double factoral terms of Trade’’. It is expressed 
as

Tff = (Px / Pm) (Fx / Fm)

which takes into account the productivity in 
country’s exports, as well as the productivity of 
foreign factors.

 Here, Fm represents import index 
(which is measured as the index of cost in terms 
of quantity of factors of production employed 
per unit of imports).

39. Bring out the components of balance of 
payments account. 

Components of BOPs 

 The credit and debit items are shown ver-
tically in the BOP account of a country. Horizon-
tally, they are divided into three categories, i.e. a) 
The current account, b) The capital account and 
c) The official settlements account or official re-
serve assets account.

a) The Current Account:

 It includes all international trade transac-
tions of goods and services, international service 
transactions (i.e. tourism, transportation and 
royalty fees) and international unilateral transfers 
(i.e. gifts and foreign aid).
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b) The Capital Account: 

 Financial transactions consisting of di-
rect investment and purchases of interest- bear-
ing financial instruments, non- interest bearing 
demand deposits and gold fall under the capital 
account.

c) The Official Reserve Assets Account:

 Official reserve transactions consist of 
movements of international reserves by govern-
ments and official agencies to accommodate im-
balances arising from the current and capital ac-
counts.

40. Discuss the various types of disequilibrium 
in the balance of payments.  

Occurs when: Disequilibrium Demand ≠ Supply 
Debit > Credit → Deficit

Types BOP Disequilibrium: 

There are three main types of BOP Disequilibri-
um, which are discussed below. 

(a) Cyclical Disequilibrium, 

(b) Secular Disequilibrium, 

(c) Structural Disequilibrium.

a) Cyclical Disequilibrium: 

 Cyclical disequilibrium occurs because of 
two reasons. First, two countries may be passing 
through different phases of business cycle. Sec-
ondly, the elasticities of demand may differ be-
tween countries. 

b) Secular Disequilibrium: 

 The secular or long-run disequilibrium in 
BOP occurs because of long-run and deep seated 
changes in an economy as it advances from one 
stage of growth to another. In the initial stages of 
development, domestic investment exceeds do-

mestic savings and imports exceed exports, as it 
happens in India since 1951. 

c) Structural Disequilibrium: 

 Structural changes in the economy may 
also causesuch structural changes include devel-
opment of alternative sources of supply, develop-
ment of better substitutes, exhaustion of produc-
tive resources or changes in transport routes and 
costs.

41. How the Rate of Exchange is determined? 
Illustrate. 

The equilibrium rate of exchange is determined 
in the foreign exchange market in accordance 
with the general theory of value, i.e., by the 
interaction of the forces of demand and supply. 
Thus, the rate of exchange is determined at the 
point where demand for forex is equal to the 
supply of forex.
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•	  In the above diagram, Y axis represents 
exchange rate, that is, value of rupee in 
terms of dollars. 

•	  X axis represents demand and supply of 
forex. 

•	 E is the point of equilibrium where DD 
intersects SS. 

•	  The exchange rate is P2.
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42. Explain the relationship between 
Foreign Direct Investment and economic 
development

1. FDI may help to increase the investment 
level and thereby the income and 
employment in the host country. 

2. Direct foreign investment may facilitate 
transfer of technology to the recipient 
country. 

3. FDI may also bring revenue to the 
government of host country when it taxes 
profits of foreign firms or gets royalties 
from concession agreements. 

4.  A part of profit from direct foreign 
investment may be ploughed back into the 
expansion, modernization or development 
of related industries. 

5.  It may kindle a managerial revolution in 
the recipient country through professional 
management and sophisticated 
management techniques. 

6. Foreign capital may enable the country 
to increase its exports and reduce import 
requirements. And thereby ease BoP 
disequilibrium. 

7. Foreign investment may also help 
increase competition and break domestic 
monopolies. 

8. If FDI adds more value to output in the 
recipient country than the return on 
capital from foreign investment, then the 
social returns are greater than the private 
returns on foreign investment. 

9. By bringing capital and foreign exchange 
FDI may help in filling the savings gap 

and the foreign exchange gap in order 
to achieve the goal of national economic 
development.

10.  Foreign investments may stimulate 
domestic enterprise to invest in ancillary 
industries in collaboration with foreign 
enterprises. 

11.  Lastly, FDI flowing into a developing 
country may also encourage its 
entrepreneurs to invest in the other LDCs. 
Firms in India have started investing in 
Nepal, Uganda, Ethiopia and Kenya and 
other LDCs while they are still borrowing 
from abroad. Larger FDI to India comes 
from a small country (Mauritius).

Additional One marks

1. International economics first originated 
in ……………….on account of increasing 
importance of foreign trade in that part 
of the world. 
a. Eastern Europe
b. Western Europe
c. North America
d. None

2. Who is not associated with those who 
shaped the subject matter of International 
Economics.
a.  F.W. Taussig b.  Haberler
c. BelaBalassa d.  J.M. Keynes

3. Which of the following is not a subject 
matter of economics?
a. Pure Theory of Trade
b. International Cartels and Trade Blocs
c.  Fiscal Federalism
d. International Financial and Trade 

Regulatory Institutions 
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4. Identify the odd one out.
a.  IMF b.  IBRD

c. WTO d.  RBI

5. Which of the following is not an another 
term used for Internal Trade?
a. ‘domestic trade’ 

b. ‘home trade’

c. ‘external trade;

d. ‘intra-regional trade’.

6. Which of the following is not an another 
term used for International Trade?
a. ‘inter-home trade’

b. ‘external trade’

c. ‘foreign trade’ 

d. ‘inter-regional trade’.

7. Mercantilism
a. Is the philosophy of free international 

trade.

b. Was a system of export promotion 
and barriers to imports practiced by 
governments.

c. Was praised by Adam Smith in The 
Wealth of Nations.

d. Both (a) and (c).

8. Match the items in the List – I with items 
in List – II. Select the correct answer from 
the code given below :

List – I List – II
I. Absolute Advantage - 1. Ray Vernon
II. Factor - propor-

tions 
- 2. Adam Smith

III. Comparative Ad-
vantage 

- 3. Heckscher – 
Ohlin

IV.  International Prod-
uct life cycle 

- 4. David Ricar-
do

Codes :
 I II III IV

a.  3 2 1 4
b. 2 4 1 3
c. 2 3 4 1
d. 1 2 3 4

9. 9. Who is the author of ‘Principles of 
Political Economy and Taxation’?
a.  David Ricardo b.  J.S Mill
c. Marshall d.  Taussig

10. 10.  Assertion (A)A country can 
gain from trade when it produces at 
relatively lower costs. 

 Reason (R) When a country enjoys absolute 
advantage in both goods, the country would 
specialize in the production and export 
of those goods which are relatively more 
advantageous.

a. Both (A) and (R) are true and (R) is the 
correct explanation of (A).

b. Both (A) and (R) are true, but (R) is not 
the correct explanation of (A).

c. (A) is true, but (R) is false.
d. (A) is false, but (R) is true.

11. Find the missing flow of concept of H-O 
Theorem. Abundance of skilled labour → 
specialisation → ………?……..→ exchange 
for goods are services produced by 
countries with abundance of unskilled 
labour
a. import b. export
c. devaluation d. factor endowment

12. The modern theory of international trade 
explains the causes for …………….?
a. comparative cost difference
b. absolute cost difference
c. comparative cost similarities
d. absolute cost similarities
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13. Which is of the following statement is 
modern theory of trade

a. It presents a one factor (labour) model

b. It attributes the differences in the 
comparative costs to differences in the 
productive efficiency of workers in the 
two countries.

c. the phenomenon of international trade 
on the basis of labour theory of value

d. It presents a multi - factor (labour and 
capital) model

14.  The different concepts of terms of trade 
were classified by ……………?

a. Gerald M.Meier

b. Morris D. Morris

c. John M. Keynes

d. Joseph A. Schumpeter

15. Find the incorrect representation. Net 
Barter Terms of TradeTn= (Px / Pm) x 100 

a. Tn = Net Barter Terms of Trade 

b. Px = Index number of export prices 

c. Pm = Index number of import prices

d. Tn = Gross Barter Terms of Trade

16. Find the correct representation. Gross 
Barter Terms of Trade, Tg= (Qm/Qx) x 
100 

a. Qm = Index of import quantities 

b. Qx = Index of net export quantities

c. Qm = Index of net import quantities

d. None of the above

17. The income terms of trade was given by 
………………?

a. G.S.Dorrance b. J.S Mill

c. Marshall d. Taussig

18. Movements of goods (export and 
imports of commodities) are also known 
as…………
a. invisible trade
b. visible trade
c. new trade
d. conventional trade

19. The principal items shown on 
the………………are exports of goods and 
services, transfer receipts in the form of 
gift etc.
a. BoT side b. debite side
c. credit side d. BoP side

20. The principal items on the …………. 
include imports of goods and services, 
transfer payments to foreigners, lending 
to foreign countries.
a. BoT side b. debite side
c. credit side d. BoP side

21. Find the odd one out with respect to 
components of BoP.
a. The current account
b. The capital account 
c. The official settlements account or 

official reserve assets account.
d. The export import account

22. How many main types of BOP 
Disequilibrium are there?
a. Three b. Two c. Five d. Six

23. …………………………..in BOP occurs 
because of long-run and deep seated 
changes in an economy as it advances 
from one stage of growth to another.
a. The structural disequilibrium
b. The secular disequilibrium
c. The cyclical disequilibrium
d. The seasonal disequilibrium
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24. Assertion (A)If the market forces of 
demand and supply are allowed to play 
freely, equilibrium will be automatically 
restored in course of time. 

 Reason (R) Under the free exchange rate 
system, the automatic adjustments of the 
balance of payments can take place through 
changes in the variables like price, interest, 
income and capital flows.

a. Both (A) and (R) are true and (R) is the 
correct explanation of (A).

b. Both (A) and (R) are true, but (R) is not 
the correct explanation of (A).

c. (A) is true, but (R) is false.
d. (A) is false, but (R) is true.

25. Devaluation means deliberate reduction 
of the  official rate at  which……………….?
a. domestic currency is exchanged for 

another currency
b.  domestic currency is blocked for another 

currency
c.  domestic import is exchanged for 

another import
d. none of the above

26. Find the incorrect one with respect to 
Indian rupee devaluation.
a. On 29th September, 1949
b. On 6th June, 1966 
c. On 1st July, 1991
d. On 9st August, 1990

27. Whose statement is this? “The equilibrium 
exchange rate is that rate, which over a 
certain period of time, keeps the balance 
of payments in equilibrium”.
a. Gunnar Mirdal b. RagnerNurkse
c. Schumpeter d. Bertil Ohlin

28.  ……………………………. means the 
entry of funds into a nation where 
foreigners deposit money in a nation’s 
bank or make purchase in the stock and 
bond markets, sometimes for speculation.
a. Foreign Government Investment
b. Foreign Portfolio Investment
c. Foreign Institutional Investment
d. Foreign Direct Investment

29. ……………………………………is an 
investment in hedge funds, insurance 
companies, pension funds and mutual 
funds.
a. Foreign Institutional Investment
b. Foreign Portfolio Investment
c. Foreign Institutional Investment
d. Foreign Direct Investment

30. Suppose the exchange rate between Indian 
Currency and US Dollar is Rs.1= $65. If it 
changes to Rs.1 = $55, the value of which 
currency increased and decreased?
a. both currency value will increase
b. both currency value will decrease
c. Indian currency value will increase and 

US Dollar Value will decrease
d. Indian currency value will decrease and 

US Dollar Value will increase

31. Suppose a doctor from England is invited 
to diagnose the health status of a VIP in 
our State. The fees which we pay to the 
doctor are entered in to which account of 
the BOPs Account?
a. The current account
b. The capital account
c. State account of expenses
d. The official settlements account or 

official reserve assets account.
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32. The trade balance of a country is 
represented by
a) the difference between imports and 

exports
b) the total imports and exports
c) the report between imports and exports
d) the difference between income and 

expenditure

33. When there is a chronic imbalance in 
the trade balance (more imports than 
exports), it can theoretically be reduced 
by means of a package of tax measures
a. decrease of customs duties
b. increase of customs duties
c.stimulating imports.
d. stimulating exports

34. A main advantage of specialization results 
from
a. Economics of large scale production
b. The specializing country behaving as a 

monopoly
c. Smaller production runs resulting in 

lower unit costs
d. High wages paid to foreign workers

35. International trade in goods and services 
is sometimes used as a substitute for all of 
the following except
a. International movements of capital.
b. International movements of labor.
c. International movements of technology
d. Domestic production of different goods 

and services

36. If a nation has an open economy it means 
that the nation
a. Allows private ownership of capital
b. Has flexible exchange rates
c. Has fixed exchange rates 
d. Conducts trade with other countries

37. International trade forces domestic firms 
to become more competitive in terms of
a. The introduction of new products
b. Product design and quality
c. Product price 
d. All of the above

Use the information in the table below to 
answer the next six questions (38 to 43)

Country Tons of steel DVDs
China 80 40
India 20 20

38. The opportunity cost of one DVD in India 
is
a. One ton of steel
b. Two tons of steel
c. Three tons of steel
d. Four tons of steel

39. The opportunity cost of one DVD in 
China is
a. One-half ton of steel
b. One ton of steel
c. One and one-half tons of steel
d. Two tons of steel

40. According to the principle of absolute 
advantage; India should
a. Export steel
b. Export DVDs
c.  Export steel and DVDs
d. There is no basis for gainful specialization 

and trade

41. According to the principle of comparative 
advantage
a. China should export steel
b. China should export steel and DVDs
c. India should export steel
d. India should export steel and DVDs
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42. With international trade, what would be the 
maximum amount of steel that China would 
be willing to export to India in exchange for 
each DVD

a. One-half ton of steel

b. One ton of steel

c. Two tons of steel

d. Two and one-half tons of steel

43. With international trade, what would be the 
maximum number of DVDs that India would 
be willing to export to China in exchange for 
each ton of steel

a. One DVD b. Two DVDs

c. Three DVDs d. Four DVDs

44. The earliest statement of the principle of 
comparative advantage is associated with 

a. Adam Smith b. David Ricardo

c. Eli Heckscher d. Bertil Ohlin

45. If the international terms of trade settle 
at a level that is between each country’s 
opportunity cost

a. There is no basis for gainful trade for either 
country

b. Both countries gain from trade

c. Only one country gains from trade

d. One country gains and the other country 
loses from trade

46. The classical trade theories of Smith and 
Ricardo predict that

a. Countries will completely specialize in the 
production of export goods.

b. Considerable trade will occur between 
countries with different levels of technology

c. Small countries could obtain all of the gains 
from trade when trading with large countries

d. All of the above.

47. According to the classical theory of 
international trade:

a. Only countries with low wages will export

b. Only countries with high wages will import

c. Countries with high wages will have higher 
prices

d. All the above are false

48. 48. In the classical model of Ricardo, the 
direction of trade is determined by:

a. absolute advantage

b. comparative advantage

c. physical advantage

d. which way the wind blows

49. 49. Absolute advantage is determined by:
a. actual differences in labor productivity 

between countries.

b. relative differences in labor productivity 
between countries.

c. both (a) and (b)

d. neither (a) nor (b)

50. Comparative advantage is determined by:
a. actual differences in labor productivity 

between countries.

b. relative differences in labor productivity 
between countries.

c. both (a) and (b)

d. neither (a) nor (b)

51. The Heckscher-Ohlin theory explains 
comparative advantage as the result of 
differences incountries’:
a. Economies of large-scale production.

b. Relative abundance of various resources.

c. Relative costs of labor.

d. Research and development expenditures.
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52.  The factor endowment model of 
international trade was developed by
a. Adam Smith
b. David Ricardo
c. John Stuart Mill
d. Eli Heckscher and Bertil Ohlin

53. According to the factor endowment 
model of Heckscher and Ohlin, countries 
heavily endowedwith land will:
a. Devote excessive amounts of resources to 

agricultural production.
b. Devote insufficient amounts of resources to 

agricultural production.
c. Export products that are land-intensive.
d. Import products that are land-intensive.

54. According to the Heckscher-Ohlin model, 
the source of comparative advantage is a 
country’s:
a. technology
b. advertising
c. factor endowments
d. both (a) and (c)

55. The Heckscher-Ohlin model rules out 
the classical model’s basis for trade by 
assuming that________ is (are) identical 
between countries.
a. factor endowments
b. factor intensities
c. technology
d. opportunity costs

56. The comparative advantage model of 
Ricardo was based on 
a. intraindustry specialization and trade
b. interindustry specialization and trade
c. demand conditions underlying specialization 

and trade
d. income conditions underlying specialization 

and trade

57. The Heckscher-Ohlin theorem states that 
a country will have comparative advantage 
in the goodwhose production is relatively 
intensive in the ________ with which the 
country is relativelyabundant.

a. tastes b. technology

c. factor/resource d. opportunity cost

58. The Heckscher-Ohlin assumes that 
_______ are identical between countries.

a. tastes and preferences 

b. technology levels

c. factor endowments

d. both (a) and (b)

59. According to the Heckscher-Ohlin model

a. everyone automatically gains from trade

b. the gainers from trade outnumber the losers 

from trade

c. the scarce factor necessarily gains from trade

d. none of the above

60. Assume that Country A is relatively 
abundant in labor and Country B is 
relatively abundant inland. Note that 
wages are the returns to labor and rents 
are the returns to land. According to 
thefactor price equalization theorem, 
once Country A begins specializing 
according to comparative advantage and 
trading with Country B. 

a. wages and rents should fall in Country A

b. wages and rents should rise in Country A

c. wages should rise and rents should fall in 

Country A

d. wages should fall and rents should rise in 

Country A
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61.  The most widely traded currency in the 
foreign exchange market is the
a. euro b. Chinese yuan

c. British pound d. U.S. dollar

62. Which among the following are the major 
assumptions of Absolute advantage 
theory?
a. There are two countries and two commodities 

and one country has absolute advantage in 
one commodity and the second country has 
advantage in another commodity.

b. Labour is the only factor of production and 
labour is homogeneous, that means each 
unit of labour produces same level of output. 
Value of a commodity is measured in terms 
of its labour content

c. Labour is perfectly mobile within the 
country but perfectly immobile between 
the countries. It means that workers are 
free to move between industries within the 
nation but migration to other countries is 
impossible.

d. All the above

63.  Which among the following is NOT an 
assumption of H-O Theorem
a. There are two countries involved. Each 

country has two factors (labour and capital) 
and produce two commodities either labour 
intensively or capital intensively.

b. There is no perfect competition in both 
commodity and factor markets. All 
production functions are hertogenious. 
Production function is subject to increasing 
or decreasing returns to scale.

c. There are no transportation costs.

d. Factors are freely mobile within a country 
but immobile between countries.

64.  The foreign exchange rate is NOT
a. The price of one currency expresses in terms 

of another.

b. Rate at which of one commodity expresses 
in terms of another.

c. The value of one currency in terms of 
another 

d. Fixed for ever.

65. Under a fixed exchange rate system, 
____________________are official 
changes in the value of a country's 
currency relative to other currencies.
a. devaluation

b. Depreciation and appreciation

c. revaluation

d. Both a and b.

66. Assertion (A) :According to Adam Smith, 
the basis of international trade was absolute 
cost advantage. 

 Reason (R) :Trade between two countries 
would be mutually beneficial when one 
country produces a commodity at an 
absolute cost advantage over the other 
country which in turn produces another 
commodity at an absolute cost advantage 
over the first country.

a. Both A and R are true and R is the correct 
explanation of A.

b. Both A and R are true but R is not the correct 
explanation of A.

c. A is true but R is false.

d. A is false but R is true.

67. Assertion (A) :According to HO theorem, 
a country can gain from trade when it 
produces at relatively lower costs.

 Reason (R) :Even when a country enjoys 
absolute advantage in both goods, the 
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country would specialize in the production 
and export of those goods which are 
relatively more advantageous.

a.  Both A and R are true and R is the correct 
explanation of A.

b. Both A and R are true but R is not the correct 
explanation of A.

c. A is true but R is false.

d. A is false but R is true.

68. Assertion (A) : The classical theory 
argued that the basis for foreign trade 
was comparative cost difference and it 
considered only labour factor. 

 Reason (R) : But the modern theory of 
international trade explains the causes 
for such comparative cost difference.

a.  Both A and R are true and R is the correct 
explanation of A.

b.  Both A and R are true but R is not the correct 
explanation of A.

c.  A is true but R is false.

d.  A is false but R is true.

69. Assertion (A) : International trade helps a 
country to export its surplus goods to other 
countries and secure a better market for it.

 Reason (R) : International trade doesn’t 
helps a country to import the goods 
which cannot be produced at all or can be 
produced at a higher cost.

a.  Both A and R are true and R is the correct 
explanation of A.

b.  Both A and R are true but R is not the correct 
explanation of A.

c.  A is true but R is false.

d.  A is false but R is true.

70. Assertion (A) : Viner has devised another 
concept called ‘‘the single factoral terms 

of trade’’ as an improvement upon the 
commodity terms of trade. 

 Reason (R) : It represents the ratio of export-
price index to the import-price index 
adjusted for changes in the productivity 
of a country’s factors in the production of 
exports.

a.  Both A and R are true and R is the correct 
explanation of A.

b.  Both A and R are true but R is not the correct 
explanation of A.

c.  A is true but R is false.

d.  A is false but R is true.

71. The economist who said that international 
trade was based upon the concept of 
absolute advantage was: 
a. David Ricardo 

b. Adam Smith 

c. J.S.Mill

d. Bertil Ohlin 

72.  In a portfolio investment
a.  investors are directly involved in managing 

the operations.

b.  as in direct investment, investors export 
goods and services abroad.

c. investors transfer the technology to local 
investors.

d. investors have no control over operations.

73. The balance on current account
I equals the absolute value of the balance on 

capital account.

II is financed by savings.

III is net grants minus remittances.

IV includes goods, services, and unilateral 
transfers.

a. I and II only.
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b. II and III only.

c. I and IV only.

d. None of the above.

74.  Use the following Table to answer the next 
three questions

 TABLE 1 Comparative Costs of Textiles 
and Steel in India and Japan

            India Japan
Textiles (price 
per meter)

Rs. 50 Y300

Steel (price per 
ton)

Rs. 200 Y400

 The ratio of the price of steel to that of 
textiles is ________in Japan and _______
in India.

a. 4:3;   4:1.
b. 3:4;   1:4.
c. 0.75; 0.25.
d. cannot be determined.

75. India has a comparative cost advantage in
a. textiles. b. steel.
c. both of them d. none of them

76.  Japan has comparative cost in
a. steel.
b. textiles.
c. both of them.
d. cannot be determined.

77. Assume a foreign exchange market with 
a flexible exchange system. Suppose the 
demand for a country’s currency decreases. 
This results in a _______________ in its 
currency. 
a. depreciation b. appreciation 
c. devaluation  d. revaluation 

78. If the value of a country’s currency falls, 
what is the effect on exports and imports, 
assuming all else remains unchanged? 

a. Exports will fall, and imports will rise. 
b. Exports and imports will both fall. 
c. Exports will rise, and imports will fall.
d. Exports and imports will both rise.

79. Match the correct codes

1 Mercantilism i
Takes an us-
versus - them 
view of trade

2 Free Trade theories ii Absolute 
Advantage

3 Free Trade refined iii David Ricardo

4 Comparative 
Advantage iv Heckscher - 

Ohlin
Codes 

 a. (1) – (i) (2) – (ii) (3) – (iv) (4) – (iii)
 b. (1) – (ii) (2) – (iii) (3) – (iv) (4) – (i)
 c. (1) – (iv) (2) – (iii) (3) – (i) (4) – (ii)
 d.  (1) – (i) (2) – (ii) (3) – (iii) (4) – (iv)
80. Match the correct codes

1 Absolute Advantage - Adam 
Smith i 1966

2 Comparative Advantage - 
David Ricardo ii 1776

3 Factor –proporations- 
Heckscher - Ohlin iii 1817

4 International Product life 
cycle - Ray Vernon iv 1919

Codes 
 a. (1) – (i) (2) – (ii) (3) – (iv) (4) – (iii)
 b. (1) – (ii) (2) – (iii) (3) – (iv) (4) – (i)
 c. (1) – (iv) (2) – (iii) (3) – (i) (4) – (ii)
 d.  (1) – (i) (2) – (ii) (3) – (iii) (4) – (iv)

81. Match the correct codes

1 Tff i (Qm/Qx) x 100
2 Tn ii (Px / Pm) Fx
3 Tg iii (Px / Pm) x 100
4 Tf iv (Px / Pm) (Fx / Fm)
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Codes 
 a. (1) – (i) (2) – (ii) (3) – (iv) (4) – (iii)
 b. (1) – (ii) (2) – (iii) (3) – (iv) (4) – (i)
 c. (1) – (iv) (2) – (iii) (3) – (i) (4) – (ii)
 d. (1) – (i) (2) – (ii) (3) – (iii) (4) – (iv)

82. Match the correct codes

1

The BoP is said to 
be balanced when 
the receipts (R) and 
payments (P) are just 
equal

i R / P =1.

2
When receipts exceed 
payments, the BoP is said 
to be favourable

ii R / P > 1.

3

When receipts are less 
than payments, the BoP 
is said to be unfavourable 
or adverse

iii R / P < 1. 

4 BOP Disequilibrium iv R / P ≠1
Codes 
 a. (1) – (i) (2) – (ii) (3) – (iv) (4) – (iii)

 b. (1) – (ii) (2) – (iii) (3) – (iv) (4) – (i)

 c. (1) – (iv) (2) – (iii) (3) – (i) (4) – (ii)

 d. (1) – (i) (2) – (ii) (3) – (iii) (4) – (iv)

83. Match the correct codes

1 Monetary measures i Import Duties
2 Export Promotion ii Foreign Loans

3 Import Control iii
Abolition / 
reduction of 
duties

4 Miscellaneous 
Measures iv

Monetary 
Contraction / 
Expansion

Codes 
 a. (1) – (i) (2) – (ii) (3) – (iv) (4) – (iii)
 b. (1) – (ii) (2) – (iii) (3) – (iv) (4) – (i)
 c. (1) – (iv) (2) – (iii) (3) – (i) (4) – (ii)
 d. (1) – (i) (2) – (ii) (3) – (iii) (4) – (iv)

Answers
1 2 3 4 5 6 7 8 9 10
b d c d c a b c a b

11 12 13 14 15 16 17 18 19 20
b a d a d a a b c b

21 22 23 24 25 26 27 28 29 30
d a b a a d b b a c

31 32 33 34 35 36 37 38 39 40
a a b a d d d a d d

41 42 43 44 45 46 47 48 49 50
a c a b b d d b a b

51 52 53 54 55 56 57 58 59 60
b d c c c b c d b c

61 62 63 64 65 66 67 68 69 70
d d b a a a d b c b

71 72 73 74 75 76 77 78 79 80
b d c a a a a c a b

81 82 83
c a c

Additional Two Marks

1. Mention the subject matter of 
international economics.
1. Pure Theory of Trade
2. Policy Issues
3. International Cartels and Trade Blocs
4. International Financial and Trade 

Regulatory Institutions

2. What are the types Trade?
	a) Internal Trade and 
	b) International Trade.

3. What are the other names of internal 
trade?
	Domestic trade
	Home trade
	Intra-regional trade
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4. What are the other names of international 
trade?
1. External trade

2. Foreign trade

3. Inter-regional trade

5. What is the view of Mercantilism about 
trade?
	 Takes an us-versus - them view of trade 
	Other country's gain is our country's 

loss
6. What are the Free Trade theories ?
	Absolute Advantage (Adam Smith, 

1776) 
	Comparative Advantage (David 

Ricardo, 1817)

7. List different approaches of Classical 
Trade Theories.
	Mercantilism (pre - 16th century)
	Free Trade theories
	Free Trade refined

8. List the assumption of Adam smith trade 
theory.
1. There are two countries and two 

commodities (2 x 2 model). 

2. Labour is the only factor of production. 

3. Labour units are homogeneous. 

4. The cost or price of a commodity is 
measured by the amount of labour 
required to produce it. 

5. There is no transport cost.

9. Draw a diagram for the given data of 
absolute advantage.

Particulars India America

Supply of Labour 50 24

Supply of Capital 40 30

Capital-Labour 
Ratio

40/50= 
0.8

30/24=1.25

India

20

14

8

0 6

y

x

China

Cloth

W
he

at
10. What are the criticisms of Ricardian 

theory?
1. Labour cost is a small portion of the 

total cost. Hence, theory based on 
labour cost is unrealistic. 

2. Labourers in different countries are not 
equal in efficiency.

11. Draw a diagram for the given data of 
Ricardo’s Theory of Comparative Cost 
Advantage.

Country Cloth Wheat Domestic Ex-
change ratios

America 100 120 1 wheat = 1.2 cloth 
India 90 80 1 wheat = 0.88cloth

y

120

90

80 100 x0

America

Labour required for none unit of cloth

La
bo

ur
 re

qu
ire

d 
fo

r 
on

e 
un

it 
of

 w
he

al

Note: Slopers are not equal

India
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12. How Modern theory of International 
Trade attributes international differences 
in comparative costs to?
 i) difference in the endowments of factors 

of production between countries, and 

ii) differences in the factor proportions 
required in production.

13. Draw the chart depicting H-O Theorem.

"A capital abundant country will 
export the capital - intensive 
good,while the labor - abundant 
country will export the labor - 
intensive good."

(H-O theorem)

A country exports those 
commodities produced with 
relatively large quantities of the 
country's relatively abunddant 
factor.

Exports

Factor proportions model which 
links exports and imports to factor 
endowments.

Factor

14. What is “The Single Factoral Terms of 
Trade”?
	Viner has devised another concept 

called ‘‘the single factoral terms of 
trade’’ as an improvement upon the 

commodity terms of trade. 

	It represents the ratio of export-
price index to the import-price index 
adjusted for changes in the productivity 
of a country’s factors in the production 
of exports. 

	Symbolically, it can be stated as

Tf = (Px / Pm) Fx

15. Double Factoral Terms of Trade 
 Viner constructed another index called 
‘‘Double factoral terms of Trade’’. It is expressed 
as

Tff = (Px / Pm) (Fx / Fm)

16. Define - Favourable BOT.
 When the total value of commodity 
exports of a country exceeds the total value of 
commodity imports of that country, it is said 
that the country has a ‘favourable’ balance of 
trade.

17. Define - Unfavourable BOT.

 If total value of commodity exports of a 
country is less than the total value of commodity 
imports of that country, that country is said to 
have an ‘unfavourable’balance of trade.

18. Write a brief note on The Official Reserve 
Assets Account

 Official reserve transactions consist 
of movements of international reserves 
by governments and official agencies to 
accommodate imbalances arising from the 
current and capital accounts.
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19. Write the Balance of Payment (BOP) 
Account Chart.

 Credit (Receipts) – Debit (Payments) = 
Balance [Deficit (-) , Surplus (+)]

20. What is FavourableBoP?
When receipts exceed payments, the BoP is 

said to be favourable. That is, 

R / P > 1.

21. What is Unfavourable BOP?
 When receipts are less than payments, the 
BoP is said to be unfavourable or adverse.That 
is

R / P < 1.

22. What are the main types of BOP 
Disequilibrium?
(a) Cyclical Disequilibrium, 
(b) Secular Disequilibrium, 
(c) Structural Disequilibrium.

23. Write a short note on Automatic 
Correction.
	If the market forces of demand and 

supply are allowed to play freely, 
equilibrium will be automatically 
restored in course of time.

	Under the free exchange rate system, the 
automatic adjustments of the balance 
of payments can take place through 
changes in the variables like price, 
interest, income and capital flows.

24.  List the Monetary measures for Correction 
of Balance of payment Disequilibrium.
1. Monetary Contraction / Expansion 
2. Devaluation/ revaluation 
3. Exchange Control

25. Mention the Import Control measures 
for Correction of Balance of payment 

Disequilibrium.
1. Import Duties 

2. Import Quotas 

3. Import Prohibition

26. Mention the Export Promotion measures 
for Correction of Balance of payment 
Disequilibrium.

1. Abolition / reduction of duties 

2. Export Subsidies 

3. Export Incentives

27. Mention the dates of devaluation of 
Indian Rupee.

 Indian rupee was devalued three times 
since 1947.

1. On 29th September, 1949.

2. On 6th June, 1966

3. On 1st July, 1991 

28. FOREX – Define.
 “FOREX is the system or process of 
converting one national currency into another, 
and of transferring money from one country to 
another”. 

29. Define “Equilibrium Exchange Rate”
 “The equilibrium exchange rate is that 
rate, which over a certain period of time, keeps 
the balance of payments in equilibrium”.

30. What are the Fixed Exchange Rates ?
	Countries following the fixed exchange 

rate (also known as stable exchange rate 
and pegged exchange rate) system agree 
to keep their currencies at a fixed rate as 
determined by the Government.

	Under the gold standard, the value of 
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currencies was fixed in terms of gold.

31. What is Flexible Exchange Rate?
 Under the flexible exchange rate (also 
known as floating exchange rate) system, 
exchange rates are freely determined in an 
open market by market forces of demand and 
supply.

32. List the Types of Exchange Rates Exchange 
rates 
(a) Nominal exchange rate
(b) Real exchange rate
(c) Nominal Effective Exchange Rate (NEER) 

and
(d) Real Effective Exchange Rate (REER)

33. What is Foreign Portfolio Investment 
(FPI)

 Foreign Portfolio Investment (FPI) 
means the entry of funds into a nation where 
foreigners deposit money in a nation’s bank or 
make purchase in the stock and bond markets, 
sometimes for speculation. FPI is part of capital 
account of BoP.

34. List the limitations of Modern theory of 
international trade.
1. Factor endowment of a country may 

change over time. 

2. The efficiency of the same factor 
(say labour) may differ in the two 
countries. For example, America may 
be labour scarce in terms of number of 
workers. But in terms of efficiency, the 
total labour may be larger.

35. Mention the Similarities of Internal and 
International Trade.
	Specialization is the basis of both, 

domestic as well as foreign trade.

	Both have same requisites, viz., two parties, 

two commodities and determination of 
relativeprices.

	Gains or benefits, is the primary concern 
of the regions or nations involved in trade.

36. What is Foreign Institutional Investment 
(FII)? 
	Foreign Institutional Investment (FII) is 

an investment in hedge funds, insurance 
companies, pension funds and mutual 
funds. 

	Foreign institutional investment is a 
common term in the financial sector of 
India.

	For example, a mutual fund in the United 
States can make investment in an India-
based company.

37.  Write the latest trend of FDI in India ?
i. FDI inflow in India has increased from $97 

million in 1990-91 to $5,535 million in 2004-
2005.

ii. It amounted to $32,955 million in 2011-
2012.

iii. UNCTAD’s World Investment Report 2018 
reveals that FDI to India declined to $40 
billion in 2017 from $44 billion in 2016.

38.  List the sectors which are not allowed for 
FDI in India.

FDI is not permitted in the industrial sectors like,
(i) Arms and ammunition 

(ii) atomic energy, 

(iii) railways,

(iv) coal and lignite and 

(v) mining of iron, manganese, chrome, 
gypsum, sulphur, gold, diamonds, 
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copper etc.,

39.  What is the significant difference 
between FDI and FII?
	Foreign Direct Investment or FDI is 

defined as the investment made by a 
company in the company situated outside 
the country.

	Foreign Institutional Investor or FII is 
when investors, most commonly in the 
form of institutions that invest in the 
country’s financial market.

Additional Three Marks

1. List the assumption of Comparative 
advantage theory of international trade.

1. There are only two nations and two 
commodities (2x2 model) 

2. Labour is the only element of cost of 
production. 

3. All labourers are of equal efficiency. 

4. Labour is perfectly mobile within the 
country but perfectly immobile 
between countries. 

5. Production is subject to the law of 
constant returns. 

6. Foreign trade is free from all barriers. 
7. No change in technology. 
8. No transport cost. 
9. Perfect competition. 
10. Full employment. 
11. No government intervention.

2. General Utility Functions of RBI – 
Discuss.
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Meaning

An account 
which records 
the export 
and import of 
merchandise 
and unilateral 
transfers done 
during the year 
by a nation are 
known as Current 
Account.

An account 
which records 
the trading of 
foreign assets 
and liabilities 
during the year 
by a country 
is known as 
Capital Account.

Reflects
Net Income of 
the country.

Net change in 
ownership in 
national assets.

Deals with

Receipt and 
disbursements of 
cash and non-
capital items.

Sources and 
application of 
capital.

Components

Trade in goods 
and services, 
investment 
income, 
unrequited 
transfers.

Foreign Direct 
Investment, 
Portfolio 
Investment, 
Government 
loans etc.

3. List the “Role of a state” according to 
mercantilists?

i. Stimulate exports and export more 
goods than import. This approach will 
provide the gold inflow;

ii. Restrict the importation of goods, 
especially luxury goods that will 
provide export balance of trade;

iii. Forbid the production of the final 
products in its colonies;

iv. Forbid the exportation of raw 
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materials from the parent states to the 
colonies and allow free importation of 
raw materials, which are not obtained 
within the country;

v. Stimulate an export of mainly cheap 
raw commodities from the colonies;

vi. Forbid any trade of its colonies with 
other countries, except the parent 
state, which can resell the colonial 
goods abroad by itself.

4. Mention the difference between FDI and 
FII
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Meaning

When a company 
situated in one 
country makes an 
investment in a 
company situated 
abroad, it is 
known as FDI.

FII is when 
foreign 
companies 
make 
investments 
in the stock 
market of a 
country.

Entry and Exit Difficult Easy

What it brings? Long term capital Long/Short 
term capital

Transfer of

Funds, resources, 
technology, 
strategies, know-
how etc.

Funds only.

Economic 
Growth Yes No

Consequences

Increase in 
country's Gross 
Domestic Product 
(GDP).

Increase in 
capital of the 
country.
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M
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R
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I
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Target

Specific Company No such target, 
investment 
flows into 
the financial 
market.

Control over a 
company Yes No

5. Mention the difference between FDI and 
FPI
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Meaning

FDI refers to 
the investment 
made by 
the foreign 
investors 
to obtain a 
substantial 
interest in 
the enterprise 
located in 
a different 
country.

When an 
international 
investor, invests 
in the passive 
holdings of 
an enterprise 
of another 
country, i.e. 
investment in 
the financial 
asset, it is 
known as FPI.

Degree of 
control

High Very less

Term
Long term Short term

Investment in
Physical assets Financial assets

Entry and exit
Difficult Relatively easy.

Results in

Transfer 
of funds, 
technology and 
other resources.

Capital inflows
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6. Write a brief note on HO - Factor 
endowment model theorem.

	Developed by Heckscher and Ohlin 

	Countries with a relative factor abundance 
can specialise and trade 

	Abundance of skilled labour → 
specialisation → export → exchange for 
goods are services produced by countries 
with abundance of unskilled labour

	Exports embody the abundant factor 

	Imports embody the scarce factor 

	Assumes a high degree of factor mobility

7. What are the assumption of Modern 
theory international trade?

1. There are two countries, two 
commodities and two factors. (2x2x2 
model)

2. Countries differ in factor endowments. 

3. Commodities are categorized in terms 
of factor intensity. 

4. Countries use same production 
technology.

5. Countries have identical demand 
conditions. 

6. There is perfect competition in both 
product and factor markets in both the 
countries.

8. List the General Advantages of 
International Trade.

1. Availability of variety of goods for 
consumption.

2. Generation of more employment 
opportunities.

3. Industrialization of backward nations.

4. Improvement in relationship among 
countries (However, in reality it has not 
happened).

5. Division of labour and specialisation.

6. Expansion in transport facilities.

9. Discuss the elements of Automatic 
Correction in trade disequilibrium.

1. Price Adjustments

 As a result of foreign exchange outflow 
from a deficit country to a surplus country, 
there will be a fall in the money supply in the 
deficit country and increase in the money 
supply in the surplus country.

2. Interest Rate Adjustments 

 The contraction or expansion of money 
supply resulting from the BoP deficit or surplus 
leads to a rise or fall in the interest rates. A 
rise in interest rate in the deficit country will 
encourage investors to withdraw their funds 
from abroad and invest in their home country.

3. Income Adjustments 

 A nation with payments surplus will 
experience rising income which will increase 
imports and thereafter equilibrium is restored 
in Balance of Payments.

4. Capital Flows 

 Changes in the interest rate consequent 
to the BoP disequilibrium will encourage 
capital flows from the surplus nations to 
deficit nations helping restoration of the BoP 
equilibrium.

10. State the Correction of Balance of 
payment Disequilibrium - Trade 
Measures.
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 Trade measures include measures to 
promote exports and to reduce imports.

1. Export Promotion 

 Exports may be encouraged by i).reducing 
or abolishing export duties, ii). providing export 
subsidy, iii).encouraging export production by 
giving monetary, fiscal, physical and institutional 
incentives. (Then local people and domestic 
industries would suffer)

2. Import Control 

 Imports may be controlled by i).imposing 
or enhancing import duties, ii).restricting 
imports through import quotas, iii).licensing and 
even prohibiting altogether the import of certain 
non- essential items. But this would encourage 
smuggling.

11. List the major sectors benefited from FDI 
in India.

(i) financial sector (banking and non-
banking) 

(ii) insurance
(iii) telecommunication
(iv) hospitality and tourism 
(v) pharmaceuticals and 

(vi) software and information technology. 

Additional Five Mark

1. Explain the determinants of Equilibrium 
Exchange Rate.

Determinants of Exchange Rates 

 Exchange rates are determined by 
numerous factors and they are related to the 
trading relationship between two countries.

1. Differentials in Inflation

 Inflation and exchange rates are inversely 

related. A country with a consistently lower in-
flation rate exhibits a rising currency value, as its 
purchasing power increases relative to other cur-
rencies.

2. Differentials in Interest Rates 

 There is a high degree of correlation be-
tween interest rates, inflation and exchange rates. 
Central banks can influence over both inflation 
and exchange rates by manipulating interest 
rates. Higher interest rates attract foreign capital 
and cause the exchange rate to rise and vice versa. 

3. Current Account Deficits

 A deficit in the current account implies 
excess of payments over receipts. The country re-
sorts to borrowing capital from foreign sources 
to make up the deficit. Excess demand for foreign 
currency lowers a country’s exchange rate. 

4. Public Debt 

 Large public debts are driving out foreign 
investors, because it leads to inflation. As a result, 
exchange rate will be lower. 

5. Terms of Trade 

 A country’s terms of trade also deter-
mines the exchange rate. If the price of a coun-
try’s exports rises by a greater rate than that of its 
imports, its terms of trade will improve. Favor-
able terms of trade imply greater demand for the 
country’s exports and thus BoP becomes favor-
able. 

6. Political and Economic Stability 

 If a nation’s political climate is stable and 
economic performance is good, its currency val-
ue will be appreciated by attracting more foreign 
capital
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7. Recession 
 Interest rates are low during the recession 
phase. This will decrease inflow of foreign capital. 
As a result, a currency will be depreciated against 
other currencies, thereby lowering the exchange 
rate. 
8. Speculation 
 If a country’s currency value is expected 
to rise, investors will demand more of that cur-
rency in order to make a profit in the near future. 
This results in appreciation of the exchange rate. 
Beside the above determinants, relative domi-
nance in the global politics and the power to an-
nounce economic sanctions over other countries 
also determine exchange rates.
2.  What are the disadvantages of FDI?

1. Private foreign capital tends to flow to 
the high profit areas rather than to the 
priority sectors. 

2.  The technologies brought in by the 
foreign investor may not be appropriate 
to the consumption needs, size of the 
domestic market, resource availabilities, 
stage of development of the economy, 
etc. 

3.  Foreign investment, sometimes, have 
unfavorable effect on the Balance of 
Payments of a country because when 
the drain of foreign exchange by way 
of royalty, dividend , etc. is more than 
the investment made by the foreign 
concerns. 

4.  Foreign capital sometimes interferes in 
the national politics. 

5.  Foreign investors sometimes engage in 
unfair and unethical trade practices.

6.  Foreign investment in some cases leads 
to the destruction or weakening of small 
and medium enterprises. 

7. Sometimes foreign investment can 
result in the dangerous situation of 
minimizing / eliminating competition 

and the creation of monopolies or 
oligopolistic structures. 

8. Often, there are several costs associated 
with encouraging foreign investment.

3. Discuss the state of FDI in India.
Introduction
	The early 1990s witnessed reforms in the 

economic policy. This helped to open up 
Indian markets to FDI. 

	FDI in India has increased over the years. 
	In India, FDI has been advantageous in 

terms of free flow of capital, improved 
technology, management expertise and 
access to international markets. 

The major sectors benefited from FDI in 
India are: 

(i) financial sector (banking and non-
banking) 

(ii) insurance
(iii)  telecommunication
(iv)  hospitality and tourism 
(v)  pharmaceuticals and 
(vi)  software and information technology. 

FDI is not permitted in the industrial sectors 
like 

(i)  Arms and ammunition 
(ii)  atomic energy, 
(iii)  railways,
(iv)  coal and lignite and 
(v) mining of iron, manganese, chrome, 

gypsum, sulphur, gold, diamonds, 
copper etc., 

Latest trend of FDI in India
i. FDI inflow in India has increased 

from $97 million in 1990-91 to $5,535 
million in 2004-2005. 

ii. It amounted to $32,955 million in 
2011-2012. 

iii. UNCTAD’s World Investment Report 
2018 reveals that FDI to India declined 
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to $40 billion in 2017 from $44 billion 
in 2016.

4. State the importance of the comparative 
advantage of international trade.
	The balance of aggregate demand and 

aggregate supply was first described. 
	The cost of goods is determined by the 

ratio of aggregate demand and supply for 
them, both domestically and from abroad;

	He theory is true regarding any quantity 
of goods and any number of countries, as 
well as for the analysis of trade between 
different entities.

	In this case, country specialization in 
some goods depends on the ratio of wage 
levels in each country;

	The theory based the existence of benefits 
from trade for all countries, taking part in 
it;

	There become possible to develop 
foreign economic policy on the scientific 
foundation.

5. Explain Adam Smith’s Theory of 
Absolute Cost Advantage.

 Adam Smith argued that all nations 
can be benefitted when there is free trade and 
specialisation in terms of their absolute cost 
advantage. 
The Theory 
	According to Adam Smith, the basis of 

international trade was absolute cost 
advantage. 

	Trade between two countries would be 
mutually beneficial when one country 
produces a commodity at an absolute cost 
advantage over the other country which 
in turn produces another commodity at 
an absolute cost advantage over the first 
country.

Assumptions 
1. There are two countries and two 

commodities (2 x 2 model). 
2.  Labour is the only factor of production. 
3.  Labour units are homogeneous. 
4.  The cost or price of a commodity is 

measured by the amount of labour 
required to produce it. 

5.  There is no transport cost. 
Illustration 

Absolute cost advantage theory can be 
illustrated with the help of the 
following example.

Country India China
(Output per unit of 

labour)
Wheat 20 8
Cloth 6 14
y

20

8

6 14 x0

America

Cloth

W
he

at

India

	From the illustration, it is clear that 
India has an absolute advantage in the 
production of wheat over China and 
China has an absolute advantage in the 
production of cloth over India.

	Therefore, India should specialize in the 
production of wheat and import cloth 
from China. China should specialize in 
the productionof cloth and import wheat 
from India.

	This kind of trade would be mutually 
beneficial to both India and China.

6. Elaborate  variousGains from 
International Trade?

Introduction
	International trade helps a country to 

export its surplus goods to other countries 
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and secure a better market for it. 

	Similarly, international trade helps a 
country to import the goods which cannot 
be produced at all or can be produced at 
a higher cost. 

	The gains from international trade may 
be categorized under four heads. 

I. Efficient Production 
 International trade enables each 
participatory country to specialize in the 
production of goods in which it has absolute 
or comparative advantages.International 
specialization offers the following gains. 

1. Better utilization of resources. 
2. Concentration in the production of goods 

in which it has a comparative advantage. 
3. Saving in time. 
4. Perfection of skills in production. 
5. Improvement in the techniques of 

production. 
6. Increased production. 
7. Higher standard of living in the trading 

countries.

II. Equalization of Prices between Countries
 International trade may help to equalize 
prices in all the trading countries.

 1. Prices of goods are equalized between the 
countries (However, in reality it has not 
happened).

2. The difference is only with regard to the cost 
of transportation.

3. Prices of factors of production are also 
equalized (However, in reality it has not 
happened). 

III. Equitable Distribution of Scarce Materials 
 International trade may help the trading 
countries to have equitable distribution of scarce 
resources.
IV. General Advantages of International Trade 

1. Availability of variety of goods for 
consumption. 

2. Generation of more employment 
opportunities. 

3. Industrialization of backward nations. 
4. Improvement in relationship among 

countries (However, in reality it has not 
happened). 

5. Division of labour and specialisation. 

6. Expansion in transport facilities.

7. Compare and contrast fixed and flexible 
exchange rates.
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Meaning

Fixed exchange 
rate refers to a 
rate which the 
government sets 
and maintains at 
the same level.

Flexible 
exchange 
rate is a rate 
that varies 
according to 
the market 
forces.

Determined 
by

Government or 
central bank

Demand and 
Supply forces

Changes in 
currency 
price

Devaluation and 
Revaluation

Depreciation 
and 
Appreciation

Speculation

Takes place when 
there is rumor 
about change 
in government 
policy.

Operates 
to remove 
external 
instability 
by change in 
Forex rate.

Self-
adjusting 
mechanism

Operates through 
variation in 
supply of money, 
domestic interest 
rate and price.

www.kalvikural.com



XII - Economics Surya

210 Unit 7 : International Economics

8. List the offers of International specialization.

1. Better utilization of resources. 
2. Concentration in the production of goods in which it has a comparative advantage. 
3. Saving in time. 
4. Perfection of skills in production. 
5. Improvement in the techniques of production. 
6. Increased production. 

7. Higher standard of living in the trading countries.

9. Draw the chart depicting correction of balance of payment disequilibrium.

Correction of Balance of payment Disequilibrium

Trade Measures

Automatic Correction Deliberate Measures

Monetary measures
1. Monetary Contraction / Expansion
2.Devaluation / revaluation
3.Exchange Control

Export Promotion
1. Abolition / reduction of duties
2.Export Subsidies
3.Export Incentives

Import Control
1. Import Duties
2.Import Quotas
3.Import prohibition

Miscellaneous Measures
1. Foreign Loans
2.Incentives for Foreign inverstment
3.Tourism Development
4.Incentives for foreign remittances
5. Import Substitution
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UNIT

8
International Economic 

Organisations

INTRODUCTION

ADVENT OF INTERNATIONAL ECONOMIC ORGANISATION

	 The Brettonwoods Conference proposed IMF, World Bank and International Trade 
Organisation (ITO) in 1944. The IMF and World Bank were started in 1945. 

	 Instead of ITO, an interim arrangement was made and named GATT (General 
Agreement on Tariff and Trade). 

	 The GATT was transformed into WTO (World Trade Organisation) from 1995. The 
IMF, IBRD and WTO headquarters are presented in the table.

THE INTERNATIONAL MONETARY FUND

	 The IMF promotes itself as “an organization of 189 countries, working to foster 
global monetary cooperation, secure financial stability, facilitate international trade, 
promote high employment and sustainable economic growth, and reduce poverty 
around the world.” 

	 It was created in 1944, while World War II was still raging, as part of the Bretton 
Woods Agreement. 

	 The agreement sought to create a monetary and exchange rate management system 
that might prevent a repeat of the currency devaluations that contributed to the 
economic challenges of that period.

SPECIAL DRAWING RIGHTS

 International monetary reserve currency created by the International Monetary Fund 
(IMF) that operates as a supplement to the existing money reserves of member countries. 

TRADE RELATED INTELLECTUAL PROPERTY RIGHTS (TRIPS):

  TRIPs include copy right, trade mark, patents, geographical indications, industrial 
designs and invention of microbial plants. 
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TRADE RELATED INVESTMENT RIGHTS (TRIMS):

 TRIMs are related to conditions or restrictions imposed in respect of foreign investment 
in the country.

THE WORLD BANK

	 The World Bank Group, like the IMF, was created at Bretton Woods in 1944. Its goal 
is to provide “financial and technical assistance to developing countries around the 
world” in an effort to “reduce poverty and support development.” 

	 It consists of five underlying institutions, the first two of which are collectively 
referred to as The World Bank.

i. INTERNATIONAL BANK FOR RECONSTRUCTION AND DEVELOPMENT 
(IBRD). This is the IMF's lending arm. It provides financial assistance to credit-worthy, 
middle- and low-income nations.

ii. INTERNATIONAL DEVELOPMENT ASSOCIATION (IDA). IDA provides loans and 
grants to poor countries. 

iii. INTERNATIONAL FINANCE CORPORATION (IFC). In contrast to the World Bank, 
which focuses its efforts on governments, the IFC provides money and advice to private 
sector entities.

iv. MULTILATERAL INVESTMENT GUARANTEE AGENCY. (MIGA) seeks to 
encourage foreign direct investment in developing nations.

v. INTERNATIONAL CENTRE FOR SETTLEMENT OF INVESTMENT DISPUTES. 
(ICSID) provides physical facilities and procedural expertise to help resolve the inevitable 
disputes that arise when money is at the heart of a disagreement between two parties.

WORLD TRADE ORGANISATION

	 Officially founded in 1995, the WTO traces its roots back to Bretton Woods where 
the General Agreement on Trade and Tariffs (GATT) was crafted in an effort to 
encourage and support trade between nations. 

	 Following up on GATT, the 1986-1994 Uruguay Roundtable trade negotiations 
resulted in the formal creation of the WTO. The WTO headquarters is located in 
Geneva, Switzerland. Like the IMF and the World Bank, the WTO is funded by its 
members.
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SAARC

	 In the South Asian content this Regional Co-operation has made a start in the form 
of SAARC comprising Bangladesh, Bhutan, India, Maldives, Nepal, Pakistan, Sri 
Lanka and very recently Afghanistan. 

	 South Asian Association for Regional Co-operation (SAARC) is considered to 
be a dynamic institution of regional co-operation in South Asia, perceived as the 
economic grouping to work together for accelerating the pace of socio – economic 
and cultural developmentSAARC is a regional organization. 

	 The basic aim of SAARC is to accelerate the process of economic and social 
developments in the member states through joint action in certain agreed areas of 
cooperation.

ASSOCIATION OF SOUTH EAST ASIAN NATIONS (ASEAN) 

	 ASEAN was established on 8 August 1967 in Bangkok by the five original member 
countries: Indonesia, Malaysia, Philippines, Singapore and Thailand. 

	 Later Brunei Darussalam, Vietnam, Laos and Myanmar and Cambodia joined. 
Besides ten members of the ASEAN, there are six “dialogue partners” which have 
been participating in its deliberations. They are China, Japan, India, South Korea, 
New Zealand and Australia.

	 The common historical and cultural background made the membercountries to 
maintain their unity and solidarity by establishing a trade block. Foreign trade 
is the life blood of the ASEAN countries following globalization and prudent 
macroeconomic policies.

The BRICS

	 BRICS is the acronym for an association of five major emerging national economies: 
Brazil,Russia,India,China and South africa. Originally the first four were grouped as 
"BRIC" (or "the BRICs"), before the induction of South Africa in 2010.

	 The five nations if combined would be the largest entity on the global stage, according 
to Goldman Sachs, which has continued to monitor the four countries since 2001. 
They are considered among the biggest and fastest growing emerging markets, or 
those markets still developing.
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BOOK EXERCISE QUESTIONS - MULTIPLE CHOICE QUESTIONS

PART - A

1. International Monetary Fund was an 
outcome of 

 a) Pandung Conference 
 b) Dunkel Draft 
 c) Bretton Woods Conference 
 d) Doha Conference 

2. International Monetary Fund is having its 
headquarters at 

 a) Washington D.C b) New York 
 c) Vienna d) Geneva  

3. IBRD is otherwise called 
 a)  IMF 
 b) World Bank 
 c) ASEAN
 d) International Finance Corporation  

4. The other name for Special Drawing Rights 
is  

 a)  Paper gold
 b) Quotas 
 c) Voluntary Export Restrictions 
 d) None of these  

5. The organization which provides long term 
loan is  

 a)World Bank 
 b) International Monetary Fund 
 c) World Trade Organisation  
 d) BRICS  

6. Which of the following countries is not a 
member of SAARC?  

 a) Sri Lanka   b) Japan 
 c) Bangladesh d) Afghanistan 

7. International Development Association is 
an affiliate of 

 a) IMF b) World Bank 
 c) SAARC d) ASEAN 

8. ---------- relates to patents, copyrights, trade 
secrets, etc., 

 a) TRIPS b) TRIMS 
 c) GATS  d)  NAMA  

9. The first ministerial meeting of WTO was 
held at 

 a) Singapore b) Geneva
 c) Seattle   d)  Doha   

10. ASEAN meetings are held once in every 
__________ years 

 a) 2  b) 3 c) 4   d)  5 

11. Which of the following is not the member 
of SAARC? 

 a) Pakistan  b) Sri Lanka
 c) Bhutan  d)  China   

12. SAARC meets once in ----------- years. 
 a) 2  b) 3 c) 4 d)  5 

13. The headquarters of ASEAN is 
 a) Jaharta b) New Delhi
 c) Colombo d) Tokyo 

14. The term BRIC was coined in 
 a) 2001 b) 2005 c) 2008 d) 2010 

15. ASEAN was created in 
 a) 1965 b) 1967 c) 1972 d) 1997 

16. The Tenth BRICS Summit was held in July 
2018 at 

 a) Beijing  b) Moscow
 c) Johannesburg d) Brasilia
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17. New Development Bank is associated with 
 a) BRICS  b) WTO
 c) SAARC  d) ASEAN 

18. Which of the following does not come un-
der ‘Six dialogue partners’ of ASEAN? 

 a) China  b) Japan
 c) India  d) North Korea 

19. SAARC Agricultural Information Centre 
(SAIC) works as a central information in-
stitution for agriculture related resources 
was founded on 

 a) 1985 b) 1988 c) 1992 d)1998

20. BENELUX is a form of 
 a) Free trade area
 b) Economic Union
 c) Common market 
 d) Customs union

Answers
1 2 3 4 5 6 7 8 9 10
c a b a a b b a a b

11 12 13 14 15 16 17 18 19 20
d a a a b c a d b d

PART - B

Answer the following questions in one or two 
sentences

21. Write the meaning of Special Drawing 
rights.
	Special Drawing Rights are a form of 

international reserves created by the 
IMF in 1969 to solve the problem of 
international liquidity.

	They are allocated to the IMF members in 
proportion to their Fund quotas.

	SDRs are used as a means of payment 
by Fund members to meet balance of 
payments deficits and their total reserve 

position with the Fund.
	Thus SDRs act both as an international 

unit of account and a means of payment. 
	Special Drawing Rights (SDRs) is 

otherwise called as ‘Paper Gold’.

22. Mention any two objectives of ASEAN. 
(write any two)
i. To accelerate the economic growth, 

social progress and cultural development 
in the region;

ii. To promote regional peace and stability 
and adherence to the principles of the 
United Nations Charter; 

iii. To promote cooperation among the 
members of ASEAN through the 
exchange of knowledge and experience 
in the field of public sector auditing.

iv. To provide a conducive environment 
and facilities for research, training, and 
education among the members 

v. To serve as a centre of information 
and as an ASEAN link with other 
international organizations.

23. Point out any two ways in which IBRD lends 
to member countries.

 The Bank advances loans to members in 
three ways 
 i) Loans out of its own fund, 
 ii) Loans out of borrowed capital and 
 iii) Loans through Bank’s guarantee.

24. Define Common Market. 
	Common market is established through 

trade pacts.
	A group formed by countries within a 

geographical area to promote duty free 
trade and free movement of labour and 
capital among its members.
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	E.g. European Common Market (ECM)

25. What is Free trade area? 

	A free trade area is the region 
encompassing a trade bloc whose 
member countries have signed a free-
trade agreement (FTA).

	Such agreements involve cooperation 
between at least two countries to reduce 
trade barriers. E.g. SAFTA, EFTA.

26. When and where was SAARC Secretariat 
established? 

 The SAARC Secretariat was established 
in Kathmandu (Nepal) on 16th January 1987.

27. Specify any two affiliates of World Bank 
Group.  (write any two)

	International Bank for Reconstruction 
and Development (IBRD)

	International Development Association 
(IDA)

	International Finance Corporation (IFC)

	Multilateral Investment Guarantee 
Agency (MIGA)

	International Centre for Settlement of 
Investment Disputes (ICSID)

PART - C

Answer the following questions in about a 
paragraph

28. Mention the various forms of economic in-
tegration.  
i. Economic integration takes the form 

of Free Trade Area, Customs Union, 
Common Market and Economic Union.

ii. A free trade area is the region 

encompassing a trade bloc whose 
member countries have signed a 
free-trade agreement (FTA). Such 
agreements involve cooperation 
between at least two countries to reduce 
trade barriers. e.g. SAFTA, EFTA. 

iii. A customs union is defined as a type of 
trade block which is composed of a free 
trade area with no tariff among members 
and (zero tariffs among members) 
with a common external tariff. e.g. 
BENELUX (Belgium, Netherland and 
Luxumbuarg). 

iv. Common market is established 
through trade pacts. A group formed 
by countries within a geographicalfree 
movement of labour and capital among 
its members. e.g. European Common 
Market (ECM)

v. An economic union is composed of a 
common market with a customs union. 
The participant countries have both 
common policies on product regulation, 
freedom of movement of goods, services 
and the factors of production and a 
common external trade policy. (e.g. 
European Economic Union)

EU > CM > CU > FTA

29. What are trade blocks? 

	Trade blocks are a set of countries which 
engage in international trade together 
and are usually related through a free 
trade agreement or other associations.

	Trade blocks cover different kinds 
of arrangements between or among 
countries for mutual benefit.

	Some countries create business 
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opportunities for themselves by integrating 
their economies (through trade blocks) in 
order to avoid unnecessary competition 
among them.

30. Mention any three lending programmes of 
IMF. (write any three headings) 

 The IMF has created several new 
credit facilities (lending programmes) for its 
members.

Chief among them are:

(i) Basic Credit Facility:
  The IMF provides financial assistance 

to its member nations to overcome their 
temporary difficulties relating to balance 
of payments. A member nation can 
purchase from the Fund other currencies 
or SDRs, in exchange for its own currency, 
to finance payment deficits.

(ii) Extended Fund Facility
  Under this arrangement, the IMF provides 

additional borrowing facility up to 140% 
of the member’s quota, over and above the 
basic credit facility.

(iii) Compensatory Financing Facility
  IMF established compensatory financing 

facility to provide additional financial 
assistance to the member countries, 
particularly primary producing countries 
facing shortfall in export earnings.

(iv) Buffer Stock Facility
  The purpose of this scheme was to help 

the primary goods (food grains) producing 
countries to finance contributions to buffer 
stock arrangements for the stabilisation of 
primary product prices.

(v) Supplementary Financing Facility
  Under the supplementary financing facility, 

the IMF makes temporary arrangements to 
provide supplementary financial assistance 
to member countries facing payments 
problems relating to their present quota 
sizes.

(vi) Structural Adjustment Facility
  The purpose of Structural Adjustment 

Facility (SAF) and Enhanced Structural 
Adjustment Facility (ESAF) is to 
force the poor countries to undertake 
strong macroeconomic and structural 
programmes to improve their balance of 
payments positions and promote economic 
growth.

31. What is Multilateral Agreement? 
	Multilateral Agreementsor Multilateral 

Trade Agreements are trade 
agreementsbetween three or more 
nations.

	The agreements reduce tariffs and make 
it easier for businesses to import and 
export.

	Since they are among many countries, 
they are difficult to negotiate. 

	It is a multi national legal or trade 
agreements between countries. It is 
an agreement between more than two 
countries but not many.

32. Write the agenda of BRICS Summit, 2018. 

	The agenda for BRICS summit 2018 
includes,

	Inclusive growth,

	Trade issues,

	Global governance,

	Shared Prosperity,

	International peace and security.
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 The Tenth BRICS summit hosted by South 
Africa at Johanesberg in July 2018. The agenda 
of BRICS as follow, as per the declaration - Press 
Information Bureau, Government of India

i. Strengthening multilateralism, 
reforming global governance and 
addressing common challenges

ii. Strengthening and consolidating BRICS 
cooperation in international peace and 
security

iii. BRICS partnership for global 
economic recovery, reform of financial 
and economic global governance 
institutions, and the fourth industrial 
revolution

iv. People-to-people cooperation

33. State briefly the functions of SAARC. 
1. Maintenance of the co operation in the 

region

2. Prevention of common problems 
associated with the member nations. 

3. Ensuring strong relationship among the 
member nations. 

4. Removal of the poverty through various 
packages of programmes. 

5. Prevention of terrorism in the region.

34. List out the achievements of ASEAN. 

	The main achievement of ASEAN has 
been the maintenance of an uninterrupted 
period of peace and stability during which 
the individual Member Countries have 
been able to concentrate on promoting 
rapid and sustained economic growth 
and modernization.

	ASEAN’s modernization efforts have 
brought about changes in the region’s 

structure of production.

	ASEAN has been the fourth largest 
trading entity in the world after the 
European Union, the United States and 
Japan.

	Industrial and service sectors have rapidly 
become the region’s major sources of 
employment.

	These developments have advanced 
ASEAN members’ efforts to attain a status 
of newly-industrializing economies.

PART - D

Answer the following questions in one 
page

35. Explain the objectives of IMF. 
i. To promote international monetary 

cooperation among the member 
nations.

ii. To facilitate faster and balanced growth 
of international trade.

iii. To ensure exchange rate stability 
by curbing competitive exchange 
depreciations. iv) To eliminate or reduce 
exchange controls imposed by member 
nations.

iv. To establish multilateral trade and 
payment system in respect of current 
transactions instead of bilateral trade 
agreements.

v. To promote the flow of capital from 
developed to developing nations.

vi. To solve the problem of international 
liquidity.

36. Bring out the functions of World Bank. 
1. Investment for productive purposes 
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 The World Bank performs the function 
of assisting in the reconstruction and 
development of territories of member nations 
through facility of investment for productive 
purposes. It also encourages the development 
of productive facilities and resources in less 
developed countries. 

2. Balanced growth of international trade 
 Promoting the long range balanced 
growth of trade at international level and 
the maintaining equilibrium in BOPs of 
member nations by encouraging international 
investment. 

3. Provision of loans and guarantees 
 Arranging the loans or providing 
guarantees on loans by various other channels 
so as to execute important projects. 

4. Promotion of foreign private investment 
 The promotion of private foreign 
investment by means of guarantees on loans 
and other investment made by private investors. 
The Bank supplements private investment by 
providing finance for productive purpose out 
of its own resources or from borrowed funds. 

5. Technical services 
 The World Bank facilitates different kinds 
of technical services to the member countries 
through Staff College and experts.

37. Discuss the role of WTO in India’s socio 
economic development. 

 India benefited from WTO on follow-
ing grounds:

1. By reducing tariff rates on raw materials, 
components and capital goods, it was 
able to import more for meeting her 
developmental requirements. India's 
imports go on increasing. 

2. India gets market access in several 

countries without any bilateral trade 
agreements.

3. Advanced technology has been obtained 
at cheaper cost. 

4. India is in a better position to get quick 
redressal from the trade disputes. 

5. The Indian exporters benefited from 
wider market information

38. Write a note on a) SAARC b) BRICS

SAARC
i. The South Asian Association for Regional 

Co-operation (SAARC) is an organisation 
of South Asian nations, which was 
established on 8 December 1985.

ii. The SAARC Group (SAARC) comprises of 
Bangaladesh, Bhutan, India, The Maldives, 
Nepal, Pakistan and Sri Lanka. In April 
2007, Afghanistan became its eighth 
member.

iii. The basic aim of the organisation is to 
accelerate the process of economic and 
social development of member states 
through joint action in the agreed areas of 
cooperation.

iv. The SAARC Secretariat was established in 
Kathmandu (Nepal) on 16th January 1987.

BRICS

i. BRICS is the acronym for an association of 
five major emerging national economies: 
Brazil, Russia, India, China and South 
Africa.

ii. Originally the first four were grouped 
as "BRIC" beforethe induction of South 
Africa in 2010. The term ‘BRIC’ was 
coined in 2001.

iii. It’s headquarters is at Shanghai, China. The 
New Development Bank (NDB) formerly 
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referred to as the BRICS Development 
Bank was established by BRICS States.

iv. The BRICS countries make up 21 percent 
of global GDP. They have increased their 
share of global GDP threefold in the past 
15 years. 

v. The BRICS are home to 43 percent of the 
world's population. 

vi. The BRICS countries have combined 
foreign reserves of an estimated $4.4 
trillion

Additional One Marks

1. The Great Depression of 1930s and World 
War II led to purely …………… in which 
almost every country imposed trade re-
strictions, exchange controls and exchange 
depreciation.
a. global policies
b. local policies
c. nationalistic policies
d. none of above

2. ……………………………..are“founding 
fathers” of both the World Bank and the In-
ternational Monetary Fund (IMF).
a. John Maynard Keynes and Harry Dexter 

White
b. John Stuart Mill and Paul A Samuelson
c. Amartya Kumar Sen and JagadishBaga-

wathi
d. Milton Friedman and Simon Kuznuts

3. What was the name of the conference that 
laid the foundations for the creation of the 
WTO, the IMF and the World Bank Group?
a. The Doha Conference
b. The Bretton woods Conference
c. The Tokyo Protocol
d. The Shangai Summit

4. Expand the term GATT.
a. General Agreement on Tariff and Trade
b. Joint Agreement on Tariff and Trade
c. General Arrangement on Tariff and Trade
d. General Agreement on Travel and Trade

5. What was the initial term proposed for the 
coining of GATT?

 a. OTP b. ITP c. SAF d.  SDR

6. When was the International Monetary 
Fundestablished ……….?

 a. 1946 b. 1945 c. 1995 d.1969

7. When was the World Bank established 
……….?

 a. 1945 b.  1935 c. 1955 d. 1947

8. Pick the year of establishment of World 
Trade Organisation. Pick the year of estab-
lishment of World Trade Organisation.

 a. 1945 b.  2001 c. 1995 d. 1996

9. Which is latest member of IMF as 
189thmember

 a. Czech Republic b. Afganistan
 c. Uruguay d. Republic of Nauru

10. Find the correct answer
 I. Financial – Assistance to correct short 

and medium term deficit in BOP; 
 II. Regulatory – Counseling and technical 

consultancy
 III. Consultative - Code of conduct and
 a. All are correctly matched
 b. II only correctly matched
 c. All are incorrectly matched
 d. I only correctly matched

11. What is known as ‘Paper Gold’?
 a. Gold Bonds
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 b. Special Drawing Rights
 c. Sovereign Investments
 d. Gold Reserve of nations

12. The achievements of the fund can be 
summed up as ‘Fund is like an Internation-
al Reserve Bank.’ Who said this

 a. Haien b. Firedman
 c. Arrow d. Lancaster

13. Expand the term ESAF.
 a. Enhanced Structural Adjustment Faculty
 b. Enhanced Structural Arrangement 

Facility
 c. Enhanced Standard Adjustment Faculty
 d. Enhanced Structural Adjustment Facility

14. Why Was the SDR Created? 
 a. To assist developed nations
 b. To improve FOREX imbalances
 c. To be the World Reserve Currency
 d. none of the above

15. What was the initial value of SDR? 
 a. equivalent to 2.33 dollar
 b. equivalent to 0.888671 grams gold
 c. equivalent to 500gm of silver
 d. none of the above

16. India’s current quota in the IMF is SDRs 
(Special Drawing Rights)………..?

 a. 5,821.5 million b. 6,821.5 million
 c. 5,621.5 million d. 8,821.5 million

17. India is the ……………….quota hold-
ing country at IMF with shareholdings of 
2.44%.

 a. 2nd Largest b. 3rd Smallest
 c. 13th largest d. 14th Smallest

18. Which of following together forms “The 
World Bank”

 I. International Bank for Reconstruction 

and Development (IBRD)
 II. International Development Association 

(IDA)
 III. International Finance Corporation (IFC)
 IV. Multilateral Investment Guarantee 

Agency (MIGA)
 V. International Centre for Settlement of 

Investment Disputes (ICSID)
 a. IV and V b. I and II
 c. III and I d. I, II and II

19. Expand the term MIGA.
 a. Multilateral Investment Guarantee 

Agreement
 b. Multilateral International Guarantee 

Arrangement
 c. Multilateral Investment Guarantee 

Agency
 d. Multilateral International Guarantee 

Agency

20. As of now, The IBRD has …………..mem-
ber countries.

 a. 188 b. 189 c. 35 d. 210

21. The name “International Bank for Recon-
struction and Development” was first sug-
gested by ………………… to the drafting 
committee.

 a. China b. USA c. Japan d.India

22. Until………………….became the member 
of World Bank in 1980, India was the largest 
beneficiary of the World Bank assistance.

 a. South Africa b. China
 c. Nepal d. Indonesia

23. In which of following establishment, India 
is not a member?

 a. International Development Association 
(IDA, 1960) 

 b. International Finance Corporation (IFC, 
1956) 
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 c. Multilateral Investment Guarantee 
Agency (MIGA, 1958) 

 d. International Centre for Settlement of 
Investment Disputes (ICSID, 1966) 

24. India became a member of MIGA in 
……………..?

 a. 1994 b. 1995 c.1996 d. 1997

25. Where did the “The first WTO conference” 
held?

 a. Singapore b. Thailand
 c. Sumathra Island d. India

26. WTO is planned to organize 12th ministe-
rial conference at ……………. in 2020.

 a. Russia b. China
 c. Kazakhstan d. South Africa

27. Expand the term TRIPs.
 a. Tradition Related Intellectual Procedural 

Rights
 b. Trade Related Intellectual Property 

Rights
 c. Tourism Related Intellectual Procedural 

Rights
 d. Travel Related Intellectual Property 

Rights

28. Expand the term TRIMs.
 a. Tradition Related Investment Movements
 b. Travel Related Investment Measures
 c. Trade Related Investment Movements
 d. Trade Related Investment Measures

29. The multi-fiber agreement governed the 
world trade is related to …..?

 a. textiles and garments industry
 b. optic fiber industry
 c. fiber rich food industry
 d. software and technological industry

30. In WTO,………………………..puts an end 
to procedural delays.

 a. Agreement on Agriculture
 b. The Disputes Settlement Body
 c. Phasing out of Multi Fibre Agreement
 d. None of the above

31. Match the items in the List – I with items in 
List – II. Select the correct answer from the 
code given below :

 a. Free Trade Area
 b. Customs Union
 c. Common Market
 d. Trade Barriers

32. What are the BENELUX countries? 
 a. Brazil, Nigeria and Luxumburag
 b. Belgium, Netherland and Luxumbuarg
 c. Bay of Jamaica, Norway and Luxumbuarg
 d. None of the above

33. Expand the term ECM
 a. European Common Market
 b. Equal Common Market
 c. East Asian Common Market
 d. EnglandCustom Market

34. Which of the following is correct represen-
tation in terms of trade agreement?

 a. EU < CM > CU > FTA
 b. EU > CM > CU > FTA
 c. EU > CM< CU > FTA
 d. EU< CM < CU < FTA

35. Where is the head-quarter of South Asian 
Association for Regional Cooperation 
(SAARC) located?

 a. Kathmandu b. Bangok
 c. New Dehli d. Shangai

36. Where is the head-quarter of ASEAN locat-
ed?

 a. Bangkok b. Chili
 c. New Dehli d. Shangai
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37. Where is the head-quarter of BRICS locat-
ed?

 a. Peru b. Shangai
 c. Sydney d. Kahmandu

38.  Which is not a member state of SAARC?
 a. The Maldives b. Nepal
 c. Pakistan d.  Japan

39. Expand the term SAPTA.
 a. SAARC Preferential Trading Agency
 b. SAARC Preferential Trading 

Arrangement
 c. SAARC Preferential Trading Agreement
 d. SAARC Pricing and Trading Agency

40. Expand the term SAIC.
 a. American Information Centre
 b. Agricultural Information Centre
 c. Agrarian Information Centre
 d. Agricultural Investment Centre

41. Expand the term SADF.
 a. South Asian Divisional Fund
 b. South Asian Development Force
 c. South Asian Development Fund
 d. South East Asian Development Force

42. Who are ASEAN initial original member 
countries?

 a. India, China, Russia, Japan and Australia
 b. Indonesia, Malaysia, Philippines, 

Singapore and Thailand
 c. Pakistan, Srilanka, Bangladesh and 

Philippines 
 d. Brunei Darussalam, Vietnam, Laos and 

Myanmar and Cambodia joined.

43. India’s relationship with ASEAN started in 
1992 when India became a ………..?

 a. sectoral dialogue partner
 b. founding member
 c. observer
 d. permanent member.

44. Find the right combination of BRICS.
 a. Brazil, Russia, India, China and South 

Africa.
 b. Britain, Russia, Indonesia, China and 

Sweden
 c. Belgium, Russia, India, Chili, Spain
 d. None of the above

45. The BRICS countries make up …………. of 
global GDP.

 a. 1 Percent b. 21 percent
 c. 51 percent d.  one third

46. The BRICS are home to ………………. of 
the world's population.

 a. two third b. 3 percent
 c. three fourth d. 43 percent

47. In …………….. BRICS summit in Brazil, 
the member countries, signed an agree-
ment to create a development bank (New 
Development Bank) with headquarters at 
Shangai, China in 2015.

 a. the first b. the second
 c. the sixth d. the latest

48. The European Union is an example of a/an
 a. customs union
 b. economic union
 c. common market
 d. free trade area 

49. When several countries jointly impose 
common external tariffs, eliminate tariffs 
on each other,and eliminate barriers to 
the movement of labor and capital among 
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themselves, they have formeda/an
 a. free trade area
 b. customs union
 c. common market
 d. economic union 

50. Suppose that tomatoes from India face a 20 
percent tariff in the China and a 25 percent-
tariff in Pakistan. If the China and Pakistan 
maintain free trade between each other, the 
these two countries belong to a

 a. free-trade area b.  customs union
 c. common market d. monetary union 

51. Which statement is not true about SAARC?
 a. Currently there are 8 members of SAARC
 b. It was established in Bangladesh in 1964
 c.  Its first meeting was held in Danka
 d. It aims to promote mutual cooperation 

among members in South Asia

52. Who issues the Special Drawing Rights 
(SDR) in the following?

 a. World Bank
 b. World Trade Organization
 c. Asian Development Bank
 d. International Monetary Fund

53. Which of the followings are called Bretton-
woods Twins?

 a. IMF & International Bank for 
Reconstruction and Development 
(IBRD)

 b. IMF & World Trade Organisation
 c. IBRD & World Trade Organisation
 d. None of the above

54. Which of the following statements is not 
correct?

 a. Both the IMF & IBRD have headquarters 
in Washington

 b. Both IMF & IBRD are the Constituent 
organizations of United Nations 
Organization

 c. IBRD is also called World Bank
 d. India's vote share in the International 

Monetary Fund is 10%

55. Which of the following institution is associ-
ated with Dunkel Proposals?

 a. World Bank 
 b.  International Monetary Fund
 c. World Trade Organization
 d. United Nations Organization

56. Which of the following institutions is not 
part of the World Bank community?

 a. IBRD b. WTO
 c. IDA D. IFC

57. The SAARC movement was launched for 
….

 a. political alliances 
 b. regional cooperation
 c. cultural exchanges 
 d. military strategy 

58. Expand the term MFN.
 a. Multilateral Financial Nations
 b. Most Favoured Nation
 c. Mutual Financial Nation
 d. Movements of Foreign Nations

59. WTO is serving as the successor to which of 
the following organisations?

 a. General Agreement on Trade and Tariffs
 b. General Arrangement on Trade and 

Tariffs
 c. World Health Organisation
 d. UN Development Programme
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60. Assertion (A) : The Brettonwoods Confer-
ence proposed IMF, World Bank and Interna-
tional Trade Organisation (ITO) in 1944.

 Reason (R) : Instead of ITO, an interim 
arrangement was made and named GATT 
(General Agreement on Tariff and Trade).

 a.  Both A and R are true and R is the correct 
explanation of A.

 b.  Both A and R are true but R is not the 
correct explanation of A.

 c.  A is true but R is false.
 d.  A is false but R is true.

61. Assertion (A) : IMF enforces the system of 
determination of par values of the currencies 
of the member countries. 

 Reason (R) :According to the Articles of 
Agreement of the IMF, every member nation 
should declare the par value of its currency in 
terms of gold or US dollars.

 a. Both A and R are true and R is the correct 
explanation of A.

 b.  Both A and R are true but R is not the 
correct explanation of A.

 c. A is true but R is false.
 d. A is false but R is true.

62. Assertion (A) :SDRs act both as an interna-
tional unit of account and a means of pay-
ment.

 Reason (R) :SDRs are used as a means of 
payment by Fund members to meet balance 
of payments deficits and their total reserve 
position with the Fund.v

 a.  Both A and R are true and R is the correct 
explanation of A.

 b. Both A and R are true but R is not the 
correct explanation of A.

 c.  A is true but R is false.
 d.  A is false but R is true.

63. Assertion (A) :The World Bank has given 
large financial assistance to India for eco-
nomic development. 

 Reason (R) :Special mention may be made of 
the assistance World Bank has given to India 
in the development of infrastructure such as 
electric power, transport, communication, 
irrigation projects and steel industry.

 a.  Both A and R are true and R is the correct 
explanation of A.

 b.  Both A and R are true but R is not the 
correct explanation of A.

 c.  A is true but R is false.
 d.  A is false but R is true.

64. Assertion (A) :The ASEAN nations are ex-
pected to benefit from the FTA as it will re-
duce tariff and non-tariff barriers.

 Reason (R) :The common historical and 
cultural background made the member 
countries to maintain their unity and 
solidarity by establishing a trade block.

 a.  Both A and R are true and R is the correct 
explanation of A.

 b.  Both A and R are true but R is not the 
correct explanation of A.

 c.  A is true but R is false.

 d.  A is false but R is true.

65. Which of the following is not one of the in-
ternational institutions established in the 
late 1940s? 

 a.  The General Agreement on Tariffs and 
Trade (GATT)

 b. The World Bank

 c. The International Monetary Fund (IMF) 

 d.  The World Trade Organization
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66. Match the correct codes

1 IBRD i 1956
2 IDA ii 1958
3 IFC iii 1960
4 MIGA iv 1945

Codes 
 a. (1) – (i) (2) – (ii) (3) – (iv) (4) – (iii)
 b. (1) – (ii) (2) – (iii) (3) – (iv) (4) – (i)
 c. (1) – (iv) (2) – (iii) (3) – (i) (4) – (ii)
 d. (1) – (i) (2) – (ii) (3) – (iii) (4) – (iv)

67. Match the correct codes

WTO 
Ministerial 
Conference

Venue and Date

1 09 i Singapore, 9-13 
December 1996

2 06 ii Bali, 3-6 December 
2013

3 03 iii Hong Kong, 13-18 
December 2005

4 01 iv Seattle, November 30 – 
December 3 1999

Codes 
 a. (1) – (i) (2) – (ii) (3) – (iv) (4) – (iii)
 b. (1) – (ii) (2) – (iii) (3) – (iv) (4) – (i)
 c. (1) – (iv) (2) – (iii) (3) – (i) (4) – (ii)
 d. (1) – (i) (2) – (ii) (3) – (iii) (4) – (iv)

68. Match the correct codes

WTO 
Ministerial 
Conference

Venue and Date

1 09 i Singapore, 9-13 
December 1996

2 06 ii Bali, 3-6 December 
2013

3 03 iii Hong Kong, 13-18 
December 2005

4 01 iv Seattle, November 30 
– December 3 1999

Codes 
 a. (1) – (i) (2) – (ii) (3) – (iv) (4) – (iii)

 b. (1) – (ii) (2) – (iii) (3) – (iv) (4) – (i)

 c. (1) – (iv) (2) – (iii) (3) – (i) (4) – (ii)

 d. (1) – (i) (2) – (ii) (3) – (iii) (4) – (iv)

69. Match the correct codes

1 SAARC i
Bangaladesh, Bhutan, 
India, The Maldives, Nepal, 
Pakistan and Sri Lanka.

2 ASEAN ii
Indonesia, Malaysia, 
Philippines, Singapore and 
Thailand

3 BRICS iii Brazil, Russia, India, China 
and South Africa

4 BENELUX iv Belgium, Netherland and 
Luxumbuarg

Codes 
 a. (1) – (i) (2) – (ii) (3) – (iv) (4) – (iii)
 b. (1) – (ii) (2) – (iii) (3) – (iv) (4) – (i)
 c. (1) – (iv) (2) – (iii) (3) – (i) (4) – (ii)
 d. (1) – (i) (2) – (ii) (3) – (iii) (4) – (iv)

70. Match the correct codes

1
It is composed of a 
common market with 
a customs union

i Economic 
Union

2

Free trade area 
(zero tariffs among 
members) with a 
common external tariff

ii Customs 
Union

3

A region 
encompassing a trade 
bloc whose member 
countries have signed 
a free-trade agreement

iii
Multilateral 
trade 
agreement

4

It is a multi national 
legal or trade 
agreements between 
countries

iv Free Trade 
Area
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Codes 
 a. (1) – (i) (2) – (ii) (3) – (iv) (4) – (iii)

 b. (1) – (ii) (2) – (iii) (3) – (iv) (4) – (i)

 c. (1) – (iv) (2) – (iii) (3) – (i) (4) – (ii)

 d. (1) – (i) (2) – (ii) (3) – (iii) (4) – (iv)

Answers
1 2 3 4 5 6 7 8 9 10
c a b a b b a c d d

11 12 13 14 15 16 17 18 19 20
b a d c b a c b c b

21 22 23 24 25 26 27 28 29 30
b d d a a c b d a b

31 32 33 34 35 36 37 38 39 40
d b a b a a b d c b

41 42 43 44 45 46 47 48 49 50
c b a a b d c c c a

51 52 53 54 55 56 57 58 59 60
b d a d c b b b a b

61 62 63 64 65 66 67 68 69 70
a a a a d c b a a a

Additional Two Marks

1. Who are the founding fathers of 
Brettenwoods twin?

	John Maynard Keynes and Harry Dexter 
Whiteare the “founding fathers” of both 
the World Bank and the International 
Monetary Fund (IMF) which came as an 
outcome of Brettenwoods conference.

2. What was proposed in The Brettonwoods 
Conference?

	The Brettonwoods Conference proposed 
IMF, World Bank and International Trade 
Organisation (ITO) in 1944.

3. Mention the year of year establishment of 
the following ,

a) International Monetary Fund
b) World Bank
c) World Trade Organisation
a. International Monetary Fund - 1945
b. World Bank   - 9145
c. World Trade Organisation - 1995

4. What is the key difference between GATT 
and WTO?

	GATT refers to an international 
multilateral treaty, signed by 23 nations 
to promote international trade and 
remove cross-country trade barriers. 
On the contrary, WTO is a global body, 
which superseded GATT and deals with 
the rules of international trade between 
member nations.

	While GATT is a simple agreement, there 
is no institutional existence, but have 
a small secretariat. Conversely, WTO 
is a permanent institution along with a 
secretariat.

5. List any two major objectives of IMF.

i) To promote international monetary 
cooperation among the member nations.

ii) To facilitate faster and balanced growth of 
international trade.

6. What are the major functions of IMF?

	BoP crisis assistance
	Exchange Stability
	Foster sustainable economic growth.
	Facilitate international trade
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7. How the function of IMR are grouped?

	The functions of the IMF are grouped 
under three heads. 

1. Financial – Assistance to correct short 
and medium term deficit in BOP; 

2. Regulatory – Code of conduct and 

3. Consultative - Counseling and technical 
consultancy.

8. Write a brief note on “Compensatory 
Financing Facility”

	In 1963, IMF established compensatory 
financing facility to provide additional 
financial assistance to the member 
countries, particularly primary producing 
countries facing shortfall in export 
earnings.

9. Write a brief note on “Buffer Stock Facility”

	The buffer stock financing facility was 
started in 1969. The purpose of this 
scheme was to help the primary goods 
(food grains) producing countries to 
finance contributions to buffer stock 
arrangements for the stabilisation of 
primary product prices.

10. Write about the Supplementary Financing 
Facility of IMF.

	Under the supplementary financing 
facility, the IMF makes temporary 
arrangements to provide supplementary 
financial assistance to member countries 
facing payments problems relating to 
their present quota sizes.

11. Write a short note on “Structural 
Adjustment Facility”

	The purpose of Structural Adjustment 

Facility (SAF) and Enhanced Structural 
Adjustment Facility (ESAF) is to 
force the poor countries to undertake 
strong macroeconomic and structural 
programmes to improve their balance 
of payments positions and promote 
economic growth.

12. What are the achievements of IMF/?

i) Establishment of monetary reserve fund
ii) Monetary discipline and cooperation
iii)Special interest in the problems of UDCs

13. How is the SDR Valued? 

	The value of the SDR was initially 
defined as equivalent to 0.888671 grams 
of fine gold - which, at the time, was also 
equivalent to one U.S. dollar.

14. Mention various agencies of the World 
Bank group.

International Bank 
for Reconstruction 
and Development

International 
Development 
Association

International 
Finance 

Corporation
Multilateral 
Investment 
Guarantee 

Agency International 
Centre for 

Settlement of 
Investment 

Disputes

World Bank Group

15. List the major objectives of World Bank.

1. Reconstruction and Development

2. Encouragement to Capital Investment
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3. Encouragement to International Trade

4. Establishment of Peace-time Economy

5. Environmental Protection

16. Write a note how World Bank us associated 
with rural areas?

 The bank now also takes interest in the 
activities of the development of rural areas such 
as: 

a) spread of education among the rural people 

b) development of roads in rural areas and 

c) electrification of the villages.

17. List the highlights of relationship between 
India and World Bank.

	The name “International Bank for 
Reconstruction and Development” was 
first suggested by India to the drafting 
committee.

	Since then the two have developed close 
relationship with each other from framing 
the policies of economic development in 
India to financing the implementation of 
these policies. 

	The World Bank has given large financial 
assistance to India for economic 
development.

	The World Bank has assisted a number of 
projects in India.

18. Expand the term TRIPS and TRIMS

 i. Agreement on Trade Related 
Intellectual Property Rights (TRIPs)

 ii. Agreement on Trade Related 
Investment Measures (TRIMs)

19. What are the restrictions on foreign 
investment on following grounds are to be 
removed under TRIMs?

 TRIMs were widely employed by 
developing countries. Restrictions on foreign 
investment on following grounds are to be 
removed.

i. No restriction on area of investment. 

ii. No binding on use of local material. 

iii. No mandatory exports. 

iv. No restriction on repatriation of 
royalty, dividend and interest. 

v. No trade balancing requirement, i.e. 
imports not exceeding exports.

20. What is the multi fibre agreement?

	Multi fibre agreement governed the world 
trade in textiles and garments since 1974.

	It imposed quotas on export of textiles 
by developing nations to the developed 
countries.

	This quota system was to be phased 
out over a period of ten years. This was 
beneficial to India.

21. Write a note on WTO’s Dispute Settlement 
Body

	The Disputes Settlement Body puts an 
end to procedural delays.

	It is mandatory to settle any dispute 
within 18 months.

	The disputes are resolved through 
multilateral trading system.

22. What are the major WTO functions?
i. Administering WTO trade 

agreements 
ii. Forum for trade negotiations 
iii. Handling trade disputes 
iv. Monitoring national trade policies 
v. Technical assistance and training for 
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developing countries 
vi. Cooperation with other international 

organizations

23. Write the venue and dates of any two WTO 
Ministerial Conferences. (write any two)
12. Kazakhstan - 2020 
11. Buenos Aires, 10-13 December 2017
10. Nairobi, 15-18 December 2015
09. Bali, 3-6 December 2013

08. Geneva, 15-17 December 2011

07. Geneva, 30 November - 2 December 
2009

06. Hong Kong, 13-18 December 2005

05. Cancún, 10-14 September 2003

04. Doha, 9-13 November 2001

03. Seattle, November 30 – December 3 
1999

02. Geneva, 18-20 May 1998 and

01. Singapore, 9-13 December 1996

24. Write the meaning of a free trade area.

	A free trade area is the region 
encompassing a trade bloc whose 
member countries have signed a free-
trade agreement (FTA).

	Such agreements involve cooperation 
between at least two countries to reduce 
trade barriers. e.g. SAFTA, EFTA.

25. What is an economic union?

	An economic union is composed of a 
common market with a customs union.

	The participant countries have both 
common policies on product regulation, 
freedom of movement of goods, services 
and the factors of production and a 

common external trade policy.

	E.g. European Economic Union

26. Mention the year of establishment of the 
following organization.

 South Asian Association for Regional 
Cooperation (SAARC), ASEAN and BRICSs

1. SAAR - 1985

2. ASEAN - 1967

3. BRICS - 2001

27. List t the members of The SAARC Group

 The SAARC Group (SAARC) comprises 
of Bangaladesh, Bhutan, India,The Maldives, 
Nepal, Pakistan and Sri Lanka. In April 2007, 
Afghanistan became its eighth member.

28. What is the basic aim of SAARC 
organisation?

 The basic aim of the organisation is to 
accelerate the process of economic and social 
development of member states through joint 
action in the agreed areas of cooperation.

29. List the members of BRICS.

 Brazil, Russia, India, China and South 
Africa

30. Write a short note on BRICS.

	The BRICS countries make up 21 percent 
of global GDP. They have increased their 
share of global GDP threefold in the past 
15 years. 

	The BRICS are home to 43 percent of the 
world's population. 

	The BRICS countries have combined 
foreign reserves of an estimated $4.4 
trillion
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31. What is MFN?

	The Most Favoured Nation clause is the 
first clause in the General Agreement on 
Tariffs and Trade (GATT) by the World 
Trade Organisation (WTO).

	It is a treatment accorded by one state to 
another to ensure non-discriminatory 
trade practices between the two countries

32. What are major difference between IMF 
and World Bank?
 The following are the major differences 
between IMF and World Bank:

	The International Monetary Fund is 
a controller of the world’s monetary 
system. World Bank is a global financial 
institution.

	The IMF focuses on bringing economic 
stability, whereas the World Bank laid 
emphasis on economic growth of the 
developing nations.

33. What are The Three Regulatory Pillars of 
the “World Economic Order”?
 The Bretton Woods system gave birth 
to three international organisations of 
paramount importance for International 
Economic affairs.

These are:

1. The World Trade Organization (WTO) 
(the successor of the General Agreement 
on Tariffs and Trade)

2. The International Monetary Fund (IMF)

3. The World Bank Group

 These are generally perceived as the 
three main organisations regulating the 
international economic order. 

Additional Questions Three  Marks

1. List the important objectives of IMF.
i) To promote international monetary 

cooperation among the member 
nations.

ii) To facilitate faster and balanced 
growth of international trade.

iii) To ensure exchange rate stability 
by curbing competitive exchange 
depreciations.

iv) To eliminate or reduce exchange 
controls imposed by member 
nations.

2. Write briefly about “Structural Adjustment 
Facility”
	The IMF established Structural 

Adjustment Facility (SAF) in March 1986 
to provide additional balance of payments 
assistance on concessional terms to the 
poorer member countries. 

	In December 1987, the Enhanced 
Structural Adjustment Facility (ESAF) 
was set up to augment the availability of 
concessional resources to low income 
countries. 

	The purpose of SAF and ESAF is to 
force the poor countries to undertake 
strong macroeconomic and structural 
programmes to improve their balance 
of payments positions and promote 
economic growth.

3. Write briefly about “Structural Adjustment 
Facility”
i. Till 1970, India stood fifth in the 

Fund and it had the power to appoint 
a permanent Executive Director. 
India has been one of the major 
beneficiaries of the Fund assistance.
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ii. It has been getting aid from the 
various Fund Agencies from time to 
time and has been regularly repaying 
its debt.

iii. India’s current quota in the IMF 
is SDRs (Special Drawing Rights) 
5,821.5 million, making it the 13th 
largest quota holding country at IMF 
with shareholdings of 2.44%.

iv. Besides receiving loans to meet 
deficit in its balance of payments, 
India has benefited in certain other 
respects from the membership of the 
Fund.

4. What are the constituents of the World 
Bank Group where India is a member?
	International Bank for Reconstruction 

and Development(IBRD, 1945) 

	International Development Association 
(IDA, 1960) 

	International Finance Corporation (IFC, 
1956) 

	Multilateral Investment Guarantee 
Agency (MIGA, 1958)

5. What are the major objectives of WTO?
i) To ensure reduction of tariff and 

other barriers. 
ii) To eliminate discrimination in trade. 
iii) To facilitate higher standard of 

living. 
iv) To facilitate optimal use of world’s 

resources. 
v) To enable the LDCs to secure fair 

share in the growth of international 
trade. 

vi) To ensure linkages between trade 
policies, environmental policies and 
sustainable development.

6. Write a note on TRIPs.
Agreement on Trade Related Intellectual 

Property Rights (TRIPs)

	Intellectual Property Rights include copy 
right, trade marks, patents, geographical 
indications, trade secrets, industrial 
designs, etc.

	TRIPS Agreement provides for granting 
product patents instead of process patents.

	The period of protection will be 20 years 
for patents, 50 years for copy rights, 7 
years for trade marks and 10 years for 
layout designs.

	As a result of TRIPS, the dependence of 
LDCs on advanced countries for seeds, 
drugs, fertilizers and pesticides has 
increased. Farmers are depending on the 
industrial firm for their seeds.

7. Write a short note on TRIMs
Agreement on Trade Related Investment 

Measures (TRIMs)

	TRIMs are related to conditions or 
restrictions in respect of foreign 
investment in the country. 

	It calls for introducing equal treatment for 
foreign companies on par with national 
companies. TRIMs were widely employed 
by developing countries.

8. Explain the “General Agreement on Trade 
in Services (GATS)”
The important concepts used in macro 

economics are presented below:

	GATS is the first multilateral set of 
rules covering trade in services like 
banking, insurance, transportation, 
communication, etc.,

	All members countries are supposed to 
extend MFN (Most Favoured Nation) 
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status to all other countries without any 
discrimination.

	Transparency should be maintained 
by publishing all relevant laws and 
regulations over services.

9. Distinguish between IMF and World Bank.

BA
SI

S 
FO

R
  

C
O

M
PA

R
IS

O
N

IM
F

W
O

R
LD

  
BA

N
K

Meaning

An inter-
national 
organization 
maintaining 
the global 
monetary 
system is the 
International 
Monetary 
Fund.

A global 
organization 
established to 
finance and 
advice the 
developing na-
tions, in order 
to make them 
economically 
developed is 
World Bank.

Focus on Economic 
Stability

Economic 
Growth

Organizational 
Structure

It is a single 
organization 
with four 
credit lines.

It has two ma-
jor institutions, 
namely Inter-
national Bank 
for Recon-
struction and 
Development 
(IBRD) and 
the Interna-
tional Devel-
opment Asso-
ciation (IDA).

Operations Provides 
assistance

Facilitates 
lending

Objective

To deal with 
all the issues 
related to the 
financial sec-
tor and macro 
economics.

To lessen 
poverty and 
promote the 
long term de-
velopment of 
the economy.

10. What are the major achievements of WTO?
1) Use of restrictive measures for BoP 

problems has declined markedly; 
2) Services trade has been brought 

into the multilateral system and 
many countries, as in goods, are 
opening their markets for trade and 
investment; 

3) The trade policy review mechanism 
has created a process of continuous 
monitoring of trade policy 
developments. 

Additional Questions Five  Marks

1. Differentiate the GATT with WTO by the 
help of a table

BA
SI

S 
FO

R
 C

O
M

-
PA

R
IS

O
N

G
AT

T

W
TO

Meaning GATT can be 
described as 
a set of rules, 
multilateral 
trade 
agreement, that 
came into force, 
to encourage 
international 
trade and 
remove cross-
country trade 
barriers.

WTO is an 
international 
organization, 
that came 
into existence 
to oversee 
and liberalize 
trade between 
countries.

Institution It does not 
have any 
institutional 
existence, but 
have a small 
secretariat.

It has 
permanent 
institution 
along with a 
secretariat.
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Participant 
nations

Contracting 
parties Members

Commitments Provisional Full and 
Permanent

Application

The rules of 
GATT are only 
for trade in 
goods.

The rules 
of WTO 
includes 
services and 
aspects of 
intellectual 
property 
along with 
the goods.

Agreement Its agreement 
are originally 
multilateral, 
but plurilateral 
agreement are 
added to it later.

Its 
agreements 
are purely 
multilateral.

Domestic 
Legislation

Allowed to 
continue

Not allowed 
to continue

Dispute 
Settlement 
System

Slow and 
ineffective

Fast and 
effective

2. Discuss the major functions of IMF

i) Bringing stability in exchange rate 

 The IMF is maintaining exchange rate 
stability and emphasising devaluation criteria, 
restricting members to go in for multiple exchange 
rates and also to buy or sell gold at prices other 
than declared par value. 

ii) Correcting BOP Disequilibrium 

 The IMF is helping the member countries 
in eliminating or minimizing the short-period 
disequilibrium in their balance of payments 
either by selling or lending foreign currencies to 
the member nation. 

iii) Determining par values 

 IMF enforces the system of determination 
of par values of the currencies of the member 
countries. According to the Articles of Agreement 

of the IMF, every member nation should declare 
the par value of its currency in terms of gold or US 
dollars. Under this article, IMF ensures smooth 
working of the international monetary system, in 
favour of some developed countries. 

iv) Balancing demand and supply of currencies 

 IMF is entrusted with the important 
function of maintaining balance between demand 
and supply of various currencies. The Fund (IMF) 
can declare a currency as scarce currency which 
is in great demand and can increase its supply 
by borrowing it from the country concerned or 
by purchasing the same currency in exchange of 
gold. 

v) Reducing trade restrictions 

 The Fund also aims at reducing tariffs 
and other trade barriers imposed by the 
member countries with the purpose of removing 
restrictions on remittance of funds or to avoid 
discriminating practices. 

vi) Providing credit facilities 

 IMF is providing different borrowing and 
credit facilities with the objective of helping the 
member countries. These credit facilities offered 
by it include basic credit facility, extended fund 
facility for a period of three years, compensatory 
financing facility and structural adjustment 
facility. 

3. Explain in detail about the facilities offered 
by IMF to its member nations?

(i) Basic Credit Facility: 

 The IMF provides financial assistance to 
its member nations to overcome their temporary 
difficulties relating to balance of payments. A 
member nation can purchase from the Fund 
other currencies or SDRs, in exchange for its own 
currency, to finance payment deficits.
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(ii) Extended Fund Facility 

 Under this arrangement, the IMF provides 
additional borrowing facility up to 140% of the 
member’s quota, over and above the basic credit 
facility.

(iii) Compensatory Financing Facility

 IMF established compensatory financing 
facility to provide additional financial assistance 
to the member countries, particularly primary 
producing countries facing shortfall in export 
earnings.

(iv) Buffer Stock Facility

 The purpose of this scheme was to help 
the primary goods (food grains) producing 
countries to finance contributions to buffer stock 
arrangements for the stabilisation of primary 
product prices.

(v) Supplementary Financing Facility

 Under the supplementary financing 
facility, the IMF makes temporary arrangements 
to provide supplementary financial assistance 
to member countries facing payments problems 
relating to their present quota sizes.

(vi) Structural Adjustment Facility

 The purpose of Structural Adjustment 
Facility (SAF) and Enhanced Structural 
Adjustment Facility (ESAF) is to force the poor 
countries to undertake strong macroeconomic 
and structural programmes to improve their 
balance of payments positions and promote 
economic growth.

4. Narrate the achievements of IMF 

The main achievements of International 
Monetary Fund are as follows: 

i) Establishment of monetary reserve fund: 

 The Fund has played a major role in 
achieving the sizeable stock of the national 
currencies of different countries. To meet the 
foreign exchange requirements of the member 
nations, IMF uses its stock to help the member 
nations to meet foreign exchange requirements. 

ii) Monetary discipline and cooperation 

 The IMF has shown keen interest in 
maintaining monetary discipline and cooperation 
among the member countries. To achieve this 
objective, it has provided assistance only to those 
countries which make sincere efforts to solve 
their problems. 

iii) Special interest in the problems of UDCs 

 The notable success of the Fund is the 
maintenance of special interest in the acute 
problems of developing countries. The Fund has 
provided financial assistance to solve the balance 
of payment problem of UDCs. However, many 
UDCs continue to be UDCs, while the developed 
countries have achieved substantial growth.

5. List the major objectives of World Bank

 The following are the objectives of the 
World Bank:

1. To help member countries for economic 
reconstruction and development.

2. To stimulate long-run capital investment 
for restoring Balance of Payments (BoP) 
equilibrium and thereby ensure balanced 
development of international trade among 
the member nations.

3. To provide guarantees for loans meant for 
infrastructural and industrial projects of 
member nations.

4. To help war ravaged economies transform 
into peace economies. 
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5. To supplement foreign private investment 
by direct loans out of its own funds for 
productive purposes.

6. Discuss the Achievements of World Bank.

i) It is noted that the Bank’s membership has 
increased from the initial number of 30 
countries to 68 countries in 1960 and to 
151 countries in 1988. The IBRD has 189 
member countries. 

ii) The Bank grants medium and long-term 
loans (i.e., payable over a period of 15-20 
years) for reconstruction and development 
purposes to the member countries. The 
actual term of a loan depends upon the 
estimated useful life of the equipment or 
plant financed. 

iii) Initially the World Bank’s loans were 
mainly directed at the European countries 
for financing their programmes of 
reconstruction. Later it changed its 
development loan strategy and lays more 
emphasis of financing schemes for the poor 
masses of the developing countries. 

iv) The World Bank grants loans to member 
countries only for productive purposes 
particularly for agriculture, irrigation, 
power and transport. In other words, the 
Bank strengthens infrastructure needed for 
further

v) The International Development Association 
(IDA), the Soft Loan Window of the Bank 
provides loans to UDCs at very low rate of 
interest. However, the economic inequality 
among the member-countries goes on 
increasing. Many African countries are yet 
to improve their economic status.

7. Elaborate the WTO Agreements in detail.

i) Agreement on Trade Related Intellectual 
Property Rights (TRIPs) 

	Intellectual Property Rights include copy 
right, trade marks, patents, geographical 
indications, trade secrets, industrial 
designs, etc.

	TRIPS Agreement provides for granting 
product patents instead of process patents.

	The period of protection will be 20 years 
for patents, 50 years for copy rights, 7 
years for trade marks and 10 years for 
layout designs.

	As a result of TRIPS, the dependence of 
LDCs on advanced countries for seeds, 
drugs, fertilizers and pesticides has 
increased.

	Farmers are depending on the industrial 
firm for their seeds.

ii) Agreement on Trade Related Investment 
Measures (TRIMs) 

	TRIMs are related to conditions or 
restrictions in respect of foreign 
investment in the country.

	It calls for introducing equal treatment for 
foreign companies on par with national 
companies. TRIMs were widely employed 
by developing countries.

iii) General Agreement on Trade in Services 
(GATS) 

	GATS is the first multilateral set of 
rules covering trade in services like 
banking, insurance, transportation, 
communication, etc.,

	All members countries are supposed to 
extend MFN (Most Favoured Nation) 
status to all other countries without any 
discrimination.
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	Transparency should be maintained 
by publishing all relevant laws and 
regulations over services.

iv) Phasing out of Multi Fibre Agreement 
(MFA) 

	The multi fibre agreement governed the 
world trade in textiles and garments since 
1974.

	It imposed quotas on export of textiles 
by developing nations to the developed 
countries.

	This quota system was to be phased 
out over a period of ten years. This was 
beneficial to India. 

v) Agreement on Agriculture (AoA) 

	Agriculture was included for the first time 
under GATT.

	The important aspects of the agreement 
are Tariffication, Tariff cuts and Subsidy 
reduction.

8. Enumerate the objectives of SAARC.
 According to Article I of the Charter of 
the SAARC, the objectives of the Association are 
as follows: 

i) To promote the welfare of the people of 
South Asia and improve their quality of life; 

ii) To accelerate economic growth, social 
progress and cultural development in the 
region; 

iii) To promote and strengthen collective self-
reliance among the countries of South Asia; 

iv) To contribute to mutual trust, understanding 
and appreciation of one another’s problems; 

v) To promote active collaboration and mutual 

assistance in the economic, social, cultural, 
technical and scientific fields; 

vi) To strengthen co-operation with other 
developing countries; 

vii) To strengthen cooperation among 
themselves in international forums on 
matters of common interest; 

vii) To cooperate with international and 
regional organisations with similar aims and 
purposes.

9. List the Achievements of SAARC 
organization.

1. The establishment of SAARC Preferential 
Trading Agreement (SAPTA) and reduction 
in tariff and non-tariff barriers on imports. 

2. The setting up of Technical Committees 
for economic cooperation among 
SAARC countries relating to agriculture, 
communications, education, health and 
population, rural development, science and 
technology, tourism, etc. 

3. SAARC has established a three-tier 
mechanism for exchanging information on 
poverty reduction programmes which is 
passed on to member countries. 

4. SAARC Agricultural Information Centre 
(SAIC) in 1988 works as a central information 
institution for agriculture related resources 
like fisheries, forestry, etc. 

5. South Asian Development Fund (SADF) 
for development projects, human 
resource development and infrastructural 
development projects. With all these tall 
claims, the inter-SAARC Trade has not gone 
beyond three percent in the last 30 years. 
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10. What are the functions of the ASEAN?

 (i) It facilitates free movement of goods, services 
and investments within ASEAN by creating 
a single regional market like the European 
Union. 

(ii) It provides free access to the marketers of one 
member country to the markets of all other 
member countries, thus fostering growth in 
the region. 

(iii) It improves business competitiveness 
between businesses from different countries 
and also narrow developmental gaps 
between member countries. 

(iv) It paves way for market and investment 
opportunities for the member nations. 

(v) It fosters co-operations in many areas 
including industry and trade.

11. List the functions of BRICS.
1. It acts as a promoter of more legitimate 

international system and also advocating 
reform of the UN Security Council. 

2. This group of nations is especially meant for 
South-South framework for cooperation. 

3. It performs as an agent to bridge the 
increasing gap between developed and 
developing countries. For instance, in the 
WTO, the BRICS countries are emphasizing 
to promote a fair order regarding agricultural 
policies. 

4. It performs a commendable contribution 
for assisting developing countries in gaining 
in areas such as an advantage in trade and 
climate change negotiations. 

5. It disseminates information and exchange 
platform beyond economic cooperation.

6. It acts as a catalytic in protecting the interests 
of middle powers on global forum.

12. Write anote on “Special Drawing Rights”

	The IMF has succeeded in establishing a 
scheme of Special Drawing Rights (SDRs) 
which is otherwise called ‘Paper Gold’.

	They are a form of international reserves 
created by the IMF in 1969 to solve the 
problem of international liquidity.

	They are allocated to the IMF members in 
proportion to their Fund quotas.

	SDRs are used as a means of payment 
by Fund members to meet balance of 
payments deficits and their total reserve 
position with the Fund.

	Thus SDRs act both as an international 
unit of account and a means of payment.

	All transactions by the Fund in the form 
of loans and their repayments, its liquid 
reserves, its capital, etc., are expressed in 
the SDR. 

	The achievements of the fund can be 
summed up in the words of Haien that 
‘Fund is like an International Reserve 
Bank.’
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UNIT

9 FISCAL ECONOMICS

INTRODUCTION
FISCAL ECONOMICS : MEANING

 The term ‘Fiscal Economics’ is a new one; the old and popular term of the subject is 
‘Public Finance’. The subject Public Finance is related to the financing of the State activities and 
it discusses the financial operations of the Government treasury. 

FUNCTIONS OF MODERN STATE 

 The modern state is a welfare state and not just police state. The state assumes greater 
roles by creating economic and social overheads, ensuring stability both internally and external-
ly, conserving resources for sustainable development and so on. 

SUBJECT MATTER / SCOPE OF PUBLIC FINANCE 

 In Modern times, the subject ‘Public Finance’ includes five major sub-divisions, viz., 
Public Revenue, Public Expenditure, Public Debt, Financial Administration and Fiscal Policy. 

1. PUBLIC REVENUE 

 Public revenue deals with the methods of raising public revenue such as tax and non-
tax, the principles of taxation, rates of taxation, impact, incidence and shifting of taxes and their 
effects. 

2. PUBLIC EXPENDITURE 

 This part studies the fundamental principles that govern the Government expenditure, 
effects of public expenditure and control of public expenditure. 

3. PUBLIC DEBT 

 Public debt deals with the methods of raising loans from internal and external sources.
The burden, effects and redemption of public debt fall under this head. 

4. FINANCIAL ADMINISTRATION 

 This part deals with the study of the different aspects of public budget. The budget is the 
Annual master financial plan of the Government. The various objectives and steps in preparing 
a public budget, passing or sanctioning, allocation evaluation and auditing fall within financial 
administration. 
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5. FISCAL POLICY 

 Taxes, subsidies, public debt and public expenditure are the instruments of fiscal policy. 

DIRECT AND INDIRECT TAXES

DIRECT TAXES INDIRECT TAXES
Direct taxes are paid entirely by a taxpayer 
directly to the government

Indirect tax is ultimately paid for by the end-
consumer of goods and services.

Burden of taxes cannot be shifted Burden of taxes can be shifted
It can help reduce inflation It enhances inflation
Tax evasion can be possible These cannot be evaded as are charged on 

goods and services
Higher administrative costs are involved Lesser administrative cost involved
Direct tax is progressive Indirect tax is regressive

BUDGET

 The budget is an annual financial statement which shows the estimated income and 
expenditure of the Government for the forthcoming financial year. 

i) Revenue Budget: 

 It consists of revenue receipts and revenue expenditure. Moreover, the revenue receipts 
can be categorised into tax revenue and non-tax revenue. 

ii) Capital Budget: 

 It consists of capital receipts and capital expenditure. In this case, the main sources of 
capital receipts are loans, advances etc. 

iii) Supplementary Budget: 

 During the time of war emergencies and natural calamities like tsunami, flood etc, the 
expenditures allotted in the budget provisions are not always enough. 

iv) Vote - on - Account: 

 Under Article 116 of the Indian Constitution, the budget can be presented in the middle 
of the year. The reason may be political in nature. 

v) Zero Base Budget: 

 The Government of India presented Zero-Base-Budgeting (ZBB first) in 1987-88. It 
involves fresh evaluation of expenditure in the Government budget, assuming it as a new item. 
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vi) Performance Budget: 

 When the outcome of any activity is taken as the base of any budget, such budget is 
known as ‘Performance Budget’. For the first time in the world, the performance budget was 
made in USA. 

BALANCED BUDGET :

 Balanced budget is a situation, in which estimated revenue of the government during the 
year is equal to its anticipated expenditure. Sa

UNBALANCED BUDGET :

 The budget in which Revenue & Expenditure are not equal to each other is known as 
Unbalanced Budget. Unbalanced budget is of two types: 1. Surplus Budget 2. Deficit Budget 

BUDGETARY DEFICITS :

 Budget deficit is a situation where budget receipts are less than budget expenditures. 

	 Revenue Deficit (RD) = Total Revenue Expenditure (RE) - Total Revenue Receipts 
(RR) 

	 Budget Deficit = Total Expenditure – Total Revenue 

	 Fiscal deficit (FD) = Budget deficit + Government’s market borrowings and liabilities 

	 Primary Deficit (PD) = Fiscal deficit (PD) - Interest Payment (IP) 

FINANCE COMMISSION 

 Finance commission is a quasi-judicial body set up under Article 280 of the Indian 
Constitution. It was established in the year 1951, to define the fiscal relationship framework 
between the Centre and the state. 

MEANING OF FISCAL POLICY 

 In common parlance fiscal policy means the budgetary manipulations affecting the 
macro economic variables – output, employment, saving, investment etc. 

HOW A FISCAL POLICY WORKS?

	 Expansionary fiscal policy, such as increased spending and tax cuts, can stimulate a 
battered economy and return it to a growth trajectory. 

	 Contractionary fiscal policy, on the other hand, can check inflationary risk in an 
overheating economy. 

	 Since fiscal policy has direct and measurable effects on employment and consumer 
income; it straddles both economic and political agendas. 
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BOOK EXERCISE QUESTIONS - MULTIPLE CHOICE QUESTIONS

PART - A

1. The modern state is 
 a) Laissez-faire state 

 b) Aristocratic state 

 c) Welfare state 

 d) Police state 

2. One of the following is NOT a feature 
of private finance 

 a) Balancing of income and expenditure 

 b) Secrecy 

 c) Saving some part of income 

 d) Publicity 

3. The tax possesses the following 
characteristics  

 a) Compulsory 

 b) No quid pro quo 

 c) Failure to pay is offence 

 d) All the above 

4. Which of the following canons of 
taxation was not listed by Adam smith? 

 a) Canon of equality 

 b) Canon of certainty 

 c) Canon of convenience 

 d) Canon of simplicity 

5. Consider the following statements and 
identify the correct ones. 

i. Central government does not have 
exclusive power to impose tax which is not 
mentioned in state or concurrent list.

ii. The Constitution also provides for 
transferring certain tax revenues from 
union list to states. 

  (a) i only   (b) ii only 

 (c) both   (d) none  

6. GST is equivalence of 

 a) Sales tax  b) Corporation tax  

 c) Income tax   d)  Local tax   

7. The direct tax has the following merits 
except  

 a) equity 

 b) convenient  

 c) certainty 

 d) civic consciousness  

8. Which of the following is a direct tax? 

 a) Excise duty  b) Income tax 

 c) Customs duty   d)  Service tax    

9. Which of the following is not a tax under 
Union list? 

 a) Personal Income Tax 

 b) Corporation Tax 

 c) Agricultural Income Tax 

 d) Excise duty

10. “Revenue Receipts” of the Government 
do not include  

 a) Interest 

 b) Profits and dividents

 c) Recoveries and loans 

 d) Rent from property 

11. The difference between revenue 
expenditure and revenue receipts is 

 a) Revenue deficit 
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 b) Fiscal deficit 

 c) Budget deficit 

 d) Primary deficit 

12. The difference between total expenditure 
and total receipts including loans and 
other liabilities is called 

 a) Fiscal deficit 

 b) Budget deficit  

 c) Primary deficit  

 d) Revenue deficit  

13. The primary purpose of deficit financing 
is 

 a) Economic development 

 b) Economic stability 

 c) Economic equality 

 d) Employment generation 

14. Deficit budget means 

a) An excess of government’s revenue 
over expenditure 

b) An excess of government’s current 
expenditure over its current revenue 

c) An excess of government’s total 
expenditure over its total revenue 

d) None of above

15. Methods of repayment of public debt is 

 a) Conversion 

 b) Sinking fund 

 c) Funded debt 

 d) All these 

16. Conversion of public debt means 
exchange of  

a) new bonds for the old ones 

b) low interest bonds for higher interest 
bonds 

c) Long term bonds for short term bonds 

d) All the above 

17. The word budget has been derived from 
the French word “bougette” which means 

 a) A small bag 

 b) An empty box 

 c) A box with papers  

 d) None of the above 

18. Which one of the following deficits does 
not consider borrowing as a receipt?  

 a) Revenue deficit 

 b) Budgetary deficit 

 c) Fiscal deficit 

 d) Primary deficit 

19. Finance Commission determines 

 a) The finances of Government of India 

 b) The resources transfer to the states 

c) The resources transfer to the various 
departments 

 d) None of the above

20. Consider the following statements and 
identify the right ones. i. The finance 
commission is appointed by the President 
ii. The tenure of Finance commission is 
five years

  (a) i only   (b) ii only 

 (c) both   (d) none  

Answers
1 2 3 4 5 6 7 8 9 10
c d d d b a b b c d

11 12 13 14 15 16 17 18 19 20
a a a c d b a c b c
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PART - B

Answer the following questions in one or 
two sentences

21. Define public finance. 
 According to Huge Dalton“Public finance 

is one of those subjects that lie on the 
border line between Economics and 
Politics. It is concerned with income and 
expenditure of public authorities and with 
the adjustment of one to the other”. 

22. What is public revenue? 
 Public revenue deals with the methods 

of raising public revenue such as tax and 
non-tax, the principles of taxation, rates of 
taxation, impact, incidence and shifting of 
taxes and their effects.

23. Differentiate tax and fee. 

Tax Fee

Meaning

Tax is a 
compulsory 
payment by the 
citizens to the 
government to 
meet the public 
expenditure.

Fee is charged 
by public 
authorities for 
rendering a 
service to the 
citizens.

Compulsion

It is legally 
imposed by the 
government on 
the tax payer

There is no 
compulsion 
involved in 
case of fees

Benefit

the tax payer 
cannot claim 
any specific 
benefit against 
the payment of 
a tax.

The 
government 
provides 
certain 
services 
and charges 
certain fees for 
them.

24. Write a short note on zero based budget. 
	It involves fresh evaluation of 

expenditure in the Government 
budget, assuming it as a new item.

	The review has been made to provide 
justification or otherwise for the 
project as a whole in the light of the 
socio-economic objectives which have 
been already set up for this project and 
as well as in view of the priorities of 
the society. 

25. Give two examples for direct tax. 
	Corporation Tax
	Income Tax
	Property Tax and
	Gift Tax.

26. What are the components of GST?  
	 The component of GST are of 3 types. 

They are: CGST, SGST & IGST. 

	CGST: Collected by the Central 
Government on an intra-state sale (Eg: 
Within state/ union territory) 

	SGST: Collected by the State 
Government on an intra-state sale (Eg: 
Within state/ union territory) 

	IGST: Collected by the Central 
Government for inter-state sale (Eg: 
Maharashtra to Tamil Nadu)

27. What do you mean by public debt? 

 According to Philip E.Taylor“The debt 
is the form of promises by the Treasury 
to pay to the holders of these promises 
a principal sum and in most instances 
interest on the principal. Borrowing is 
resorted to in order to provide funds for 
financing a current deficit.” 
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PART - C

Answer the following questions in one 
Paragraph.

28. Describe canons of Taxation.  

 The characteristics or qualities which 
a good tax should possess are described as 
canons of taxation. According to Adam Smith, 
there are four canons or maxims of taxation. 
They are as follows:

1. Economical

2. Equitable

3. Convenient

4. Certain

(1) Canon of Ability:

 The Government should impose tax in 
such a way that the people have to pay taxes 
according to their ability.

(2) Canon of Certainty:

 The Government must ensure that there 
is no uncertainty regarding therate of tax or the 
time of payment.

(3) Canon of Convenience:

 The method of tax collection and the 
timing of the tax payment should suit the 
convenience of the people.

(4) Canon of Economy:

 The Government has to spend money 
for collecting taxes, for example, salaries are 
given to the persons who are responsible for 
collecting taxes.

29. Mention any three similarities between 
public finance and private finance. 

(1) Rationality:

 Both public finance and private finance 
are based on rationality. Maximization of 
welfare and least cost factor combination 
underlie both. 

(2) Limit to borrowing :

 Both have to apply restraint with regard 
to borrowing. The Government also cannot 
live beyond its means. There is a limit to deficit 
financing by the state also. 

(3) Resource utilisation:

 Both the private and public sectors have 
limited resources at their disposal. So both 
attempt to make optimum use of resources. 

(4) Administration:

 The effectiveness of measures of the 
Government as well as private depends on the 
administrative machinery. If the administrative 
machinery is inefficient and corrupt it will 
result in wastages and losses.

30. What are the functions of a modern 
state? 

  

Control of 
Monopoly

Macro Economic 
Policy

Defence

Judiciary

Enterprises
Social 
Justice

Functions of 
a Corement

Social Welfare
Infrastructure
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(i) Defence
 The primary function of the 
Government is to protect the people from 
external aggression and internal disorder.

(ii) Judiciary
 Rendering justice and settlement of 
disputes are the concern of the government.

(iii) Enterprises
 The regulation and control of private 
enterprise fall under the purview of the modern 
State. 

(iv) Social Welfare 
 It is the duty of the state to make 
provisions for education, social security, 
social insurance, health and sanitation for the 
betterment of the people in the country. 

(v) Infrastructure 
 Modern States have to build the base for 
the economic development of the country by 
creating social and economic infrastructure.

(vi) Macro-economic policy 
 The Government has to administer 
fiscal policy and monetary policy to achieve 
macro-economic goals.

(vii) Social Justice
 The Government needs to intervene 
with fiscal measures to redistribute income.
(viii) Control of Monopoly 
 Concentration of economic power is 
another evil to be corrected by the Government.
31. State any three characteristics of 

taxation.  
1. A tax is a compulsory payment made to 

the government. People on whom a tax is 
imposed must pay the tax. Refusal to pay 
the tax is a punishable offence. 

2. There is no quid pro quo between a 
taxpayer and public authorities. This 

means that the tax payer cannot claim any 
specific benefit against the payment of a 
tax. 

3. Every tax involves some sacrifice on part 
of the tax payer. 

4. A tax is not levied as a fine or penalty for 
breaking law.

32. Point out any three differences 
between direct tax and indirect tax. 
(write any three)
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Meaning Direct tax is 
referred to as 
the tax, levied 
on person’s 
income 
and wealth 
and is paid 
directly to the 
government. 

Indirect Tax is 
referred to as 
the tax, levied 
on a person 
who consumes 
the goods and 
services and is 
paid indirectly 
to the 
government. 

Nature Progressive Regressive 

Incidence 
and Impact 

Falls on the 
same person. 

Falls on 
different 
persons. 

Tax base Income or 
wealth of the 
assessee

Purchase/sale/
manufacture 
of goods and 
provision of 
services 

Evasion Tax evasion is 
possible. 

Tax evasion is 
hardly possible 
because it is 
included in 
the price of 
the goods and 
services. 
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Inflation Direct tax 
helps in 
controlling the 
inflation. 

Indirect taxes 
push up price 
inflation. 

Imposition 
and 

collection 

Imposed on 
and collected 
from assesses, 
i.e. Individual, 
HUF (Hindu 
Undivided 
Family), 
Company, 
Firm etc. 

Imposed 
on and 
collected from 
consumers 
of goods and 
services but 
paid and 
deposited by 
the assesse. 

Burden Cannot be 
shifted. 

Can be shifted 

33. What is primary deficit?  
	Primary deficit is equal to fiscal deficit 

minus interest payments.
	It shows the real burden of the 

government and it does not include 
the interest burden on loans taken in 
the past.

	Thus, primary deficit reflects 
borrowing requirement of the 
government exclusive of interest 
payments.
Primary Deficit (PD) = Fiscal deficit 
(PD) - Interest Payment (IP)

34. Mention any three methods of 
redemption of public debt. (write any 
three headings)

(1) Sinking Fund 
 Under this method, the Government 

establishes a separate fund known as 

“Sinking Fund”. The Government credits 
every year a fixed amount of money to this 
fund. By the time the debt matures, the 
fund accumulates enough amount to pay 
off the principal along with interest.

(2) Conversion 
 Conversion of loans is another method of 

redemption of public debt. It means that 
an old loan is converted intoa new loan. 
Under this system a high interest public 
debt is converted into a low interest public 
debt.

(3) Budgetary Surplus 
 When the Government presents surplus 

budget, it can be utilised for repaying the 
debt.

(4) Terminal Annuity 
 In this method, Government pays off 

the public debt on the basis of terminal 
annuity in equal annual installments. 

(5) Repudiation 
 It is the easiest way for the Government to 

get rid of the burden of payment of a loan. 
In such cases, the Government does not 
recognise its obligation to repay the loan.

(6) Reduction in Rate of Interest 
 Another method of debt redemption is 

the compulsory reduction in the rate of 
interest, during the time of financial crisis.

(7) Capital Levy 
 When the Government imposes levy on 

the capital assets owned by an individual 
or any institution, it is called capital levy.
The fund so collected can be used by the 
Government for paying off war time debt 
obligations.
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PART - D
Answer the following questions in 
about a page.

35. Explain the scope of public finance. 
 The subject ‘Public Finance’ includes five 

major sub-divisions, viz., Public Revenue, 
Public Expenditure, Public Debt, Financial 
Administration and Fiscal Policy.

1. Public Revenue 
 Public revenue deals with the methods 

of raising public revenue such as tax and 
non-tax, the principles of taxation, rates of 
taxation, impact, incidence and shifting of 
taxes and their effects. 

2. Public Expenditure 
 This part studies the fundamental 

principles that govern the Government 
expenditure, effects of public expenditure 
and control of public expenditure. 

3. Public Debt 
 Public debt deals with the methods 

of raising loans from internal and 
external sources.The burden, effects and 
redemption of public debt fall under this 
head. 

4.  Financial Administration 
 This part deals with the study of the 

different aspects of public budget. The 
budget is the Annual master financial 
plan of the Government. The various 
objectives and steps in preparing a public 
budget, passing or sanctioning, allocation 
evaluation and auditing fall within 
financial administration. 

5. Fiscal Policy 
 Taxes, subsidies, public debt and public 

expenditure are the instruments of fiscal 
policy.

36. Bring out the merits of indirect taxes 
over direct taxes. 

(1) Wider Coverage 

 All the consumers, whether they are rich 
or poor, have to pay indirect taxes. For this 
reason, it is said that indirect taxes can 
cover more people than direct taxes. For 
example, in India everybody pays indirect 
tax as against just 2 percent paying income 
tax. 

(2) Equitable 

 The indirect tax satisfies the canon of 
equity when higher tax is imposed on 
luxuries used by rich people. 

(3) Economical 

 Cost of collection is less as producers 
and retailers collect tax and pay to the 
Government. The traders act as honorary 
tax collectors. 

(4) Checks harmful consumption 

 The Government imposes indirect taxes 
on those commodities which are harmful 
to health e.g. tobacco, liquor etc. They are 
known as sin taxes. 

(5) Convenient 

 Indirect taxes are levied on commodities 
and services. Whenever consumers make 
purchase, they pay taxalong with the price. 
They do not feel the pinch of paying tax.

37. Explain the methods of debt 
redemption.

(1) Sinking Fund 

 Under this method, the Government 
establishes a separate fund known as 
“Sinking Fund”. The Government credits 
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every year a fixed amount of money to this 
fund. By the time the debt matures, the 
fund accumulates enough amount to pay 
off the principal along with interest.

(2) Conversion 

 Conversion of loans is another method of 
redemption of public debt. It means that 
an old loan is converted into a new loan. 
Under this system a high interest public 
debt is converted into a low interest public 
debt.

(3) Budgetary Surplus 

 When the Government presents surplus 
budget, it can be utilised for repaying the 
debt.

(4) Terminal Annuity 

 In this method, Government pays off 
the public debt on the basis of terminal 
annuity in equal annual installments. 

(5)  Repudiation 

 It is the easiest way for the Government to 
get rid of the burden of payment of a loan. 
In such cases, the Government does not 
recognise its obligation to repay the loan.

(6) Reduction in Rate of Interest 

 Another method of debt redemption is 
the compulsory reduction in the rate of 
interest, during the time of financial crisis.

(7) Capital Levy 

 When the Government imposes levy on 
the capital assets owned by an individual 
or any institution, it is called capital levy. 
The fund so collected can be used by the 
Government for paying off war time debt 
obligations.

38. State and explain instruments of 
fiscal policy. 

Instrument of Fiscal Policy

Taxation Public
Expenditure

Public Debt

Fiscal Instruments
 Fiscal Policy is implemented through 

fiscal instruments also called ‘fiscal tools’ 
or fiscal levers: Government expenditure, 
taxation and borrowing are the fiscal tools.

i) Taxation:

 Taxes transfer income from the people to 
the Government. Taxes are either direct 
or indirect. An increase in tax reduces 
disposable income. So taxation should 
be raised to control inflation. During 
depression, taxes are to be reduced. 

ii) Public Expenditure:

 Public expenditure raises wages and 
salaries of the employees and thereby the 
aggregate demand for goods and services. 
Hence public expenditure is raised to fight 
recession and reduced to control inflation. 

iii) Public debt:

 When Government borrows by floating a 
loan, there is transfer of funds from the 
public to the Government. At the time 
of interest payment and repayment of 
public debt, funds are transferred from 
Government to public.

39. Explain the principles of federal 
finance.

1. Principle of Independence 
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 Under the system of federal finance, a 
Government should be autonomous and 
free about the internal financial matters 
concerned. It means each Government 
should have separate sources of revenue, 
authority to levy taxes, to borrow money 
and to meet the expenditure.

2. Principle of Equity 
 From the point of view of equity, the 

resources should be distributed among the 
different states so that each state receives a 
fair share of revenue.

3. Principle of Uniformity 
 In a federal system, each state should 

contribute equal tax payments for federal 
finance. But this principle cannot be 
followed in practice because the taxable 
capacity of each unit is not of the same.

4. Principle of Adequacy of Resources 
 The principle of adequacy means that the 

resources of each Government i.e. Central 
and State should be adequate to carry out 
its functions effectively.

5. Principle of Fiscal Access 
 In a federal system, there should be 

possibility for the Central and State 
Governments to develop new source of 
revenue within their prescribed fields to 
meet the growing financial needs.

6. Principle of Integration and coordination 
 The financial system as a whole should be 

well integrated. There should be perfect 
coordination among different layers of the 
financial system of the country.

7. Principle of Efficiency 
 The financial system should be well 

organized and efficiently administered. 

There should be no scope for evasion and 
fraud.

8. Principle of Administrative Economy 
 Economy is the important criterion of any 

federal financial system. That is, the cost 
of collection should be at the minimum 
level

9. Principle of Accountability 
 Each Government should be accountable 

to its own legislature for its financial 
decisions i.e the Central to the Parliament 
and the State to the Assembly.

40. Describe the various types of deficit 
in budget. 

Budgetary Deficits 
 Budget deficit is a situation where 
budget receipts are less than budget expen-
ditures. This situation is also known as gov-
ernment deficit. In reference to the Indian 
Government budget, budget deficit is of 
four major types.

Revenue
Deficit

Primary
Deficit

Budget
Deficit

Primary
Deficit

Fiscal
Deficit

(A) Revenue Deficit 

 It refers to the excess of the government 
revenue expenditure over revenue receipts. 
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It does not consider capital receipts and 
capital expenditure. Revenue deficit 
implies that the government is living 
beyond its means to conduct day-to-day 
operations.

Revenue Deficit (RD) = Total Revenue 
Expenditure (RE) - Total Revenue 

Receipts (RR),
When RE - RR > 0

(B) Budget Deficit 

 Budget deficit is the difference between 
total receipts and total expenditure (both 
revenue and capital)

Budget Deficit = Total Expenditure – 
Total Revenue

(C) Fiscal Deficit

 Fiscal deficit (FD) = Budget deficit + 
Government’s market borrowings and 
liabilities

D  Primary Deficit 

 Primary deficit is equal to fiscal deficit 
minus interest payments. It showsthe real 
burden of the government and it does not 
include the interest burden on loans taken 
in the past. Thus, primary deficit reflects 
borrowing requirement of the government 
exclusive of interest payments.

Primary Deficit (PD) = Fiscal deficit 
(PD) - Interest Payment (IP)

41. What are the reasons for the recent 
growth in public expenditure?

1. Population Growth 

 During the past 67 years of planning, the 
population of India has increased from 
36.1 crore in 1951, to 121 crore in 2011. 
The growth in population requires massive 
investment in health and education, law 
and order, etc.

2. Defence Expenditure 

 There has been enormous increase in 
defence expenditure in India during 
planning period. The defence expenditure 
has been increasing tremendously due to 
modernisation of defence equipment.

3. Government Subsidies 

 The Government of India has been 
providing subsidies on a number of items 
such as food, fertilizers, interest on priority 
sector lending, exports, education, etc.

4. Debt Servicing 

 The government has been borrowing 
heavily both from the internal and external 
sources, As a result, the government has to 
make huge amounts of repayment towards 
debt servicing.

5. Development Projects 

 The government has been undertaking 
various development projects such as 
irrigation, iron and steel, heavy machinery, 
power, telecommunications, etc. The 
development projects involve huge 
investment. 

6. Urbanisation

 There has been an increase in urbanization. 
In 1950-51 about 17% of the population was 
urban based. Now the urban population 
has increased to about 43%. There are 
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more than 54 cities above one million 
population. The increase in urbanization 
requires heavy expenditure on law and 
order, education and civic amenities.

7. Industrialisation

 Setting up of basic and heavy industries 
involves a huge capital and long gestation 
period. It is the government which starts 
such industries in a planned economy.

8. Increase in grants in aid to state and 
union territories 

 There has been tremendous increase in 
grant-in-aid to state and union territories 
to meet natural disasters.

Additional One marks

1. The term ‘Fiscal Economics’ is a new one; 
the old and popular term of the subject is 
…………….?
a. Private Finance

b. Public Finance

c. International Finance

d. Modern Economics

2. The term fiscal is derived from Greek 
word which means basket and symbolizes 
the………………?
a. public purse b. tax

c. fees d. public revenue

3. Identify the odd one.
a. Public Revenue
b. Corporate Finance
c. Federal Finance
d. Public Debt

4. Find the author of following statement. 
“Public finance is an investigation into 
the nature and principles of the state 

revenue and expenditure”. 
a. Ricardo b. Dalton
c. Marshall d. Adam Smith

5. Assertion (A) : Maximization of welfare 
and least cost factor combination 
underlie both private and public finance.

 Reason (R) :Both public finance and 
private finance are based on rationality.
a. Both (A) and (R) are true and (R) is the 

correct explanation of (A).
b. Both (A) and (R) are true, but (R) is not 

the correct explanation of (A).
c. (A) is true, but (R) is false.
d. (A) is false, but (R) is true.

6. In the context of a welfare state, find the 
incorrect one. 
a. creating economic and social overheads
b. ensuring stability both internally and 

externally
c.  augmenting the profit of public 

enterprises
d. conserving resources for sustainable 

development and so on.

7. Assertion (A) :The state intervenes 
through control of monopolies and 
restrictive trade practices to curb 
concentration of economic power.

 Reason (R) : Concentration of economic 
power is another evil to be corrected by 
the Government.
a. Both (A) and (R) are true and (R) is the 

correct explanation of (A).
b.  Both (A) and (R) are true, but (R) is not 

the correct explanation of (A).
c.  (A) is true, but (R) is false.
d. (A) is false, but (R) is true.
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8. Find the incorrect one of a state role
a. As a producer of goods and services. 
b. As a supplier of public goods and social 

goods. 
c. As a regulator of the system.
d. As an exporter of raw material

9. During the past 67 years of planning, 
the population of India has increased 
from 36.1 crore in…………, to 121 crore 
in………..?
a. 1951 and 2011
b. 1981 and 2011
c. 1991 and 2018
d. 1971 and 2001

10. The defence expenditure of the 
government was Rs. 10,874 crores in 
……………which increased significantly 
to Rs. 2,95,511crores in………….?
a. 1950-51 and 2018-19
b. 1990-91 and 2018-19
c. 1980-81 and 2018-19
d. 2000-01 and 2018-19

11. 11. The interest payment of the central 
government has increased from Rs. 
21,500 crores in …………to Rs.5, 
75,794crores in………….?
a. 1950-51 and 2018-19
b. 2000-01 and 2018-19
c. 1990-91 and 2018-19
d. 1960-61 and 2018-19

12. In India, there are more than ………….. 
above one million population.
a. 45 cities b. 54 towns
c. 54 cities d. 45 towns

13. A state’s fine is a penalty imposed on an 
individual for………….?

a. violation of law
b. social welfare
c. following duties
d.criminal offence

14. Grants from foreign countries are known 
as……………?
a. Global Aid b. Foreign Aid
c. International Aid d. All the above

15. What is name of following? 1. Economical 
2. Equitable 3. Convenient 4. Certain.
a. Canons of Taxation
b. Canons of Budget
c. Fiscal Federalism
d. None of the above

16. The plans and policies of the Direct 
Taxes are being recommended by the 
………………?
a. Finance commission
b. Planning Commission
c. Central Board of Direct Taxes
d. PMO office

17. Expand the term CBDT.
a. Central Bureau of Direct Taxes
b. Central Board of Development Taxes
c. Corporation Board of Development 

Taxes
d. Central Board of Direct Taxes

18. Central Board of Direct Taxes is under 
control of …………..?
a. The Ministry of External Affairs
b. The Ministry of Finance
c. The Ministry of Urban Development
d. None of the above

19. Income tax satisfies the canon of 
…………….?
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a. equity b. equality
c. economy d. efficiency

20. Direct taxes satisfy the canon of ……….?
a. efficiency b. economy
c. elasticity d. equity

21. ………………… can be ensured by direct 
taxes?
a. Canon of certainty
b. Canon of convenience
c. Canon of economy
d. Canon of equity

22. Find the meaning of following statement. 
“Payable by the manufacturer who 
shifts the tax burden to retailers and 
wholesalers.”
a. Stamp Duty b. Income Tax
c. Shifting Tax d. Excise Duty

23.  Find the meaning of following statement. 
“Paid by a shopkeeper or retailer, who 
then shifts the tax burden to customers by 
charging sales tax on goods and services.”
a. Trade Tax b. GST
c. Sales Tax d. Revenue Tax

24. Find the meaning of following statement. 
“Import duties levied on goods from 
outside the country, ultimately paid for 
by consumers and retailers”
a.  Sales Tax b. Custom Duty
c. Gift Tax d. GST

25. Which of the following is note related to 
direct tax?
a. Progressive
b. Falls on the same person
c. Income or wealth of the assesse
d. Can be shifted

26. ………………………in India is a 
comprehensive, multi-stage, destination-

based tax that is levied on every value 
addition
a. Goods & Services Tax
b. Professional Tax
c. Corporation Tax
d. Income Tax

27. The component of GST are of ……………
a. 2 types b. 5 types
c. 4 types d. 3 types

28. Which is not a component of GST
a. CGST b. SGST c. GCST d. GST

29. Find the meaning of following 
statement. “Under Article 116 of the 
Indian Constitution, the budget can be 
presented in the middle of the year.”
a. Shadow Budget
b. Vote - on – Account
c. Zero Based Budget
d. Current Account Budget

30. The existing Government may or may 
not continue for the year, on account of 
the fact that elections are due, then the 
Government places a …………….
a. Balanced Budget
b. Election Budget
c. Lame duck Budget
d. None of the above

31. Find the meaning of following statement. 
“It involves fresh evaluation of 
expenditure in the Government budget, 
assuming it as a new item.”
a. Lame duck budget
b. Vote on account budget
c. Unbalanced budget
d. Zero-Base-Budgeting

32. When the outcome of any activity is 
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taken as the base of any budget, such 
budget is known as ……………………..

a.Unbalanced Budget

b. Performance Budget

c. Revenue Budget

d. Deficit Budget

33. For the first time in the world, the 
performance budget was made in?

a. USA b. UAE

c.  USSR d. UK

34. In India, the ………………………..is 
also known as ‘Outcome Budget’.

a. Provisional Budget

b. Programme Budget

c. Performance Budget

d. Zero based Budget

35. Find the formula of Revenue Deficit 
(RD)

a. Total Revenue Expenditure (RE) - Total 
Revenue Receipts (RR)

b. Net Revenue Expenditure (NE) - Total 
Revenue Receipts (RR)

c. Total Revenue Expenditure (RE) - Net 
Revenue Receipts (NR)

d. Total Budget Expenditure (RE) - Total 
Budget Receipts (RR)

36. How do you measure Revenue Deficit?

a. When RE + RR > 0

b. When RE - RR > 0

c. When RE - RR < 0

d. When RE - RR = 0

37. How do you measure Budget Deficit?

a. Total Revenue Expenditure (RE) - Total 

Revenue Receipts (RR)

b. Net Revenue Expenditure (NE) - Total 
Revenue Receipts (RR)

c. Total Revenue Expenditure (RE) - Net 
Revenue Receipts (NR)

d. Total Expenditure – Total Revenue

38. What is the formula for calculating the 
Fiscal deficit (FD)?B

a. Budget deficit + Government’s market 
borrowings and liabilities

b. Net Revenue Expenditure (NE) - Total 
Revenue Receipts (RR)

c. Total Revenue Expenditure (RE) - Net 
Revenue Receipts (NR)

d. Total Expenditure – Total Revenue

39. Find the measure of Primary Deficit (PD)?

a. Fiscal Surplus (PS) - Interest Payment 
(IP)

b. Fiscal Surplus (PS) – Net Interest 
Payment (NIP)

c.  Fiscal Deficit (PS) – Net Interest 
Payment (IP)

d. Fiscal deficit (PD) - Interest Payment 
(IP)

40. ……………………. refers to the system 
of assigning the source of revenue to the 
Central as well as State Governments for 
the efficient discharge of their respective 
functions.

a. Public Economics

b. Federal Economics

c. Federal finance

d. Fiscal Economics

www.kalvikural.com



XII - Economics Surya

256 Unit  9 : Fiscal Economics

41. There are ……………… enumerated in 
the Seventh Schedule of constitution.

a. two lists b. five lists

c.  three lists  d. 78 lists

42. Find the incorrect one regarding the 
Seventh Schedule of constitution.
a. the Foreign list
b. the Union list
c. the State list
d. the Concurrent List.

43. TheUnion List consists of ………….. of 
national importance such as Defence, 
Railways, Post and Telegraph, etc. 
a. 22 subjects
b. 100 subjects
c. 3 subjects
d. 200 subjects

44. ……………….consists of 61 subjects of 
local interest such as Public Health, Police 
etc?
a. Central List
b. Union List
c. Concurrent List
d. The State List 

45. The Concurrent List has 52 subjects 
important to……………….., such as 
Electricity, Trade Union, Economic and 
Social Planning, etc.
a. both the Union and the State
b. Union
c. State 
d. None of the above

46. Which of the following is not a Union 
Source?
a. Corporation tax 

b. Capitation tax

c. Currency, coinage and legal tender, 
foreign exchange. 

d. Duties of customs including export 
duties.

47. Which of the following is not a State 
Source.
a. Estate duty in respect of property other 

than agricultural land.

b. Taxes on agricultural income. 

c. Taxes on land and buildings. 

d. Taxes on mineral rights, subject to 
limitations impose by Parliament 
relating to mineral development.

48. Which of the following Taxes are not 
Levied and Collected by the union but 
Assigned to the States (Art.269)?
a. Duties in respet of succession to 

property other than agricultural land. 

b. Estate duty in respect of property other 
than agricultural land. 

c. Taxes on railway fares and freights.

d. None of the above

49. Finance commission is a ………………
set up under Article 280 of the Indian 
Constitution.
a. statutory body
b. quasi-judicial body
c. permanent body
d. international body

50. A Finance Commission is set up once in 
every …………..?
a. 6 years b. 1 year
c.  5 years  d. 3 years

51. The 14th Finance Commission was set 
up in 2013and its recommendations were 
valid for the period………………….?
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a. from 31st April 2015 to 31st March 2020
b. from 1st April 2015 to 1st March 2020
c. from 1st March 2015 to 31st April 2020
d. from 1st April 2015 to 31st March 2020. 

52. The 15th Finance Commission has 
been set up in November 2017 and its 
recommendations will be implemented 
starting…..?
a. 1 April 2020 b. 1 April 2021
c.  1 April 2025  d. 1 April 2031

53. Which of the following is not a direct tax? 
a) Personal Income Tax
b) Service tax 
c) Wealth Tax 
d) Corporate Income Tax. 

54. Consider the following statements and 
identify the right ones.

 i. Central government does not have exclu-
sive power to impose tax which is not men-
tioned in state or concurrent list.

 ii. The constitution also provides for trans-
ferring certain tax revenues from union list 
to states.
a.  i only b. ii only
c.  both d. none

55. Consider the following statements and 
identify the right ones.

 i. The 14th finance commission is headed by 
C. Rangarajan

 ii. The recommendations of the commission 
will come into effect from April, 1, 2015
a.  i only b. ii only
c.  both d. none

56. The objective of taxation by the 
Government are 
a. Raising revenue for the state 

b. To maintain economic stability 

c. To remove disparities in the distribution 
of income 

d. All of the above 

57. Find the correct answer.

Finance Commission: Formed in
I. Twelfth - 2002 
II. Thirteenth - 2013
III. Fourteenth - 2007
IV. Fifteenth - 2017 

a. All are correct
b. I and II are incorrect
c. II and III are incorrect
d. III and IV are only correct

58. Find the correct answer.

Head Duration
C. Rangarajan - 2005–10  
Dr. Vijay L. Kelkar - 2020–25 
Dr. Y. V Reddy - 2015–20 
N. K. Singh - 2010–15 

a. All are incorrect
b. I and II are incorrect
c. II and III are incorrect
d. II and IV are incorrect

59. Which is not a type of Local Bodies? 
a. Village Panchayats
b. District Boards or ZilaParishads
c. Municipal Wards
d. Municipal Corporations

60. Which of the following is not the source of 
revenue of village panchayats?
a. general property tax
b. taxes on land
c. profession tax
d. taxes on industries
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61. Find the author of following statement. 
“By fiscal policy is meant the use of public 
finance or expenditure, taxes, borrowing 
and financial administration to further 
our national economic objectives” 
a. Buehler b.Dalton
c.  Arthur Smithies d. Pigou

62. The following is not a characteristic of a 
tax.
a. It is a compulsory payment

b. Every tax involves a sacrifice by tax 
payer

c. There is a quid-pro-quo between the tax 
payer and the Government.

d. Refusal to pay tax is a punishable 
offence.

63. The following is a characteristic of indirect 
tax 
a. The impact and incidence are not on the 

same person.

b. It is levied on income.

c. Taxes are progressive in nature.

d. All of the above

64. Impact of a tax refers to 
a. Final money burden
b. Immediate money burden
c. Indirect real burden
d. None of the above

65. After levying of a tax, if the price does not 
rise at all, it means that
a. Incidence of the tax remains with 

producer

b. Tax has been shifted backward

c. Shifting has taken place

d. All of the above

66. Which factor has no role in the shifting of 
a tax?
a. Change in prices
b. Elasticity of demand and supply
c. Nature of Demand
d. Income of the consumer

67. Generally, the nature of indirect tax is 
……………
a. Progressive b. Regressive
c. Proportional d. None of the above

68. Which of the following is not true of public 
budget?
a. A budget contains only proposals of 

taxation.

b. It refers to the policies of the government.

c. It contains the estimated receipts and 
proposed expenditure.

d. It reflects the programmers of the 
government.

69. Which of the following is not true of public 
budget?
a. Tentative Budge
b. Proposed Budget
c. Zero Budget
d. Lame Duck Budget

70. Pick out the item which is not a part of 
non-tax revenue, 
a. Interest Receipts b. Dividends
c. Customs d. Profits

71. Pick out the feature which is not true in the 
case of repudiation of debt.
a. Simplest method of liquidating a debt.
b. It will increase the credibility of the 

government
c. Debtors may face loss.
d. It is discriminating
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72. Pick out the method which is not a part of 
redemption,

a. Sinking Fund

b. Surplus Budget

c. Terminal Annuities

d. Refunding

73. Pick out the feature which is not true of a 
capital levy.

a. For paying off unproductive debt.

b. It is paid by those who earn huge profits.

c. It does not follow the principle of equity.

74. Which of the following is the most 
comprehensive measure of budgetary 
imbalances?

a. Fiscal Deficit b. Revenue Deficit

c. Primary Deficit d. All of the above

75. The major objectives of public expenditure 
are .......

a. Economic Growth

b. Maintenance of Defence

c. Social Welfare

d. All of the above

76. External debts can be raised from ...........

a. Individuals

b. RBI

c. Commercial Banks

d. World Bank

77. Fiscal federalism deals with .............

a. The division of governmental functions

b Financial relations among levels of 
government

c. Proper allocation of Resources

d. All of the above

78. Assertion (A) :The effectiveness of 
measures of the Government as well as 
private depends on the administrative 
machinery. 

 Reason (R) :If the administrative machin-
ery is inefficient and corrupt it will result 
in wastages and losses.
a.  Both A and R are true and R is the 

correct explanation of A.

b.  Both A and R are true but R is not the 
correct explanation of A.

c.  A is true but R is false.

d. A is false but R is true.

79. Assertion (A) :The modern state is a 
welfare state and not just police state. 

 Reason (R) :The state assumes greater roles 
by creating economic and social over-
heads, ensuring stability both internally 
and externally, conserving resources for 
sustainable development and so on.
a. Both A and R are true and R is the 

correct explanation of A.

b.  Both A and R are true but R is not the 
correct explanation of A.

c.  A is true but R is false.

d. A is false but R is true.

80. Assertion (A) :The state intervenes through 
control of monopolies and restrictive 
trade practices to curb concentration of 
economic power.

 Reason (R) :Concentration of economic 
power is another evil to be corrected by the 
Government.
a.  Both A and R are true and R is the 

correct explanation of A.
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b.  Both A and R are true but R is not the 
correct explanation of A.

c.  A is true but R is false.

d. A is false but R is true.

81. Assertion (A) :There has been enormous 
increase in defence expenditure in India 
during planning period.

 Reason (R) :The defence expenditure of 
the government was Rs. 10,874 crores in 
1990-91 which increased significantly to 
Rs. 2,95,511crores in 2018-19.

a.  Both A and R are true and R is the 
correct explanation of A.

b.  Both A and R are true but R is not the 
correct explanation of A.

c.  A is true but R is false.

d. A is false but R is true.

82. Assertion (A) :A poor person should 
pay more tax compared to a middle class 
person or a rich person.

 Reason (R) :The Government should im-
pose tax in such a way that the people have 
to pay taxes according to their ability.

a.  Both A and R are true and R is the 
correct explanation of A.

b.  Both A and R are true but R is not the 
correct explanation of A.

c.  A is true but R is false.

d.  A is false but R is true.

83. Assertion (A) :The state has to supplement 
the traditional revenue sources with 
borrowing from individuals, and 
institutions within and outside the 
country.

 Reason (R) :In the 18th and 19th centuries, 

the role of the state was minimum, but 
since 20th century there has been enor-
mous increase in the responsibilities of the 
state.

a.  Both A and R are true and R is the 
correct explanation of A.

b.  Both A and R are true but R is not the 
correct explanation of A.

c.  A is true but R is false.

d.  A is false but R is true.

84. The property tax, wealth tax, inheritance 
tax, and income taxes such as personal and 
corporate taxes are

a.  indirect taxes.

b.  direct taxes. 

c.  inelastic.

d.  value-added tax.

85. Match the correct codes

1 Public revenue i

This part deals with 
the study of the 
different aspects of 
public budget

2 Public 
Expenditure ii

Deals with the 
methods of raising 
public revenue

3 Public debt iii

This part studies 
the fundamental 
principles that govern 
the Government 
expenditure

4 Financial 
Administration iv

Deals with the 
methods of raising 
loans from internal 
and external sources

Codes 
 a. (1) – (i) (2) – (ii) (3) – (iv) (4) – (iii)
 b. (1) – (ii) (2) – (iii) (3) – (iv) (4) – (i)
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 c. (1) – (iv) (2) – (iii) (3) – (i) (4) – (ii)
 d. (1) – (i) (2) – (ii) (3) – (iii) (4) – (iv)

86. Match the correct codes

1
Public expenditure 
benefiting the entire 
society

i

E.g., the 
expenditure 
on general 
administration, 
defence, 
education, 
public health, 
transport.

2

Public expenditure 
conferring a special 
benefit on certain 
people and at the 
same time common 
benefit on the entire 
community

ii
E.g. 
administration 
of justice etc.

3

Public expenditure 
directly benefiting 
particular group of 
persons and indirectly 
the entire society,

iii
E.g., subsidy 
granted to a 
particular

4

Public expenditure 
conferring a special 
benefit on some 
individuals, industry

iv E.g. social 

Codes 
 a. (1) – (i) (2) – (ii) (3) – (iv) (4) – (iii)
 b. (1) – (ii) (2) – (iii) (3) – (iv) (4) – (i)
 c. (1) – (iv) (2) – (iii) (3) – (i) (4) – (ii)
 d. (1) – (i) (2) – (ii) (3) – (iii) (4) – (iv)

87. Match the correct codes

1 A fee i

Charged by public 
authorities for 
rendering a service to 
the citizens

2 A fine ii
A penalty imposed 
on an individual for 
violation of law.

3
Earnings 

from Public 
Enterprises 

iii

The Government also 
gets revenue by way 
of surplus from public 
enterprises

4 A grant iv
One government to 
another is an important 
source of revenue

Codes 
 a. (1) – (i) (2) – (ii) (3) – (iv) (4) – (iii)
 b.  (1) – (ii) (2) – (iii) (3) – (iv) (4) – (i)
 c. (1) – (iv) (2) – (iii) (3) – (i) (4) – (ii)
 d. (1) – (i) (2) – (ii) (3) – (iii) (4) – (iv)

88. Match the correct codes

1 Canon of 
Ability i

The method of tax 
collection and the 
timing of the tax 
payment should suit 
the convenience of the 
people.

2 Canon of 
Certainty ii

The Government has 
to spend money for 
collecting taxes, for 
example, salaries are 
given to the persons 
who are responsible for 
collecting taxes.

3 Canon of 
Convenience iii

The Government must 
ensure that there is no 
uncertainty regarding 
the rate of tax or the 
time of payment.

4 Canon of 
Economy iv

The Government 
should impose tax in 
such a way that the 
people have to pay 
taxes according to their 
ability.

Codes 
 a. (1) – (i) (2) – (ii) (3) – (iv) (4) – (iii)

 b. (1) – (ii) (2) – (iii) (3) – (iv) (4) – (i)
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41 42 43 44 45 46 47 48 49 50
c a b d a b a d b c

51 52 53 54 55 56 57 58 59 60
d a b b d c d c d a

61 62 63 64 65 66 67 68 69 70
c a b d d b a d c b

71 72 73 74 75 76 77 78 79 80
d c a d d d a a a b

81 82 83 84 85 86 87 88 89 90
d b b b a d c b a b

91
b

Additional Two Marks

1. What is Public Finance.

 The subject Public Finance is related to 
the financing of the State activities and it 
discusses the financial operations of the 
Government treasury.

2. What the term ‘fiscal economics’ means?

	The term fiscal is derived from 
Greek word which means basket and 
symbolizes the public purse.

	 Hence the subject ‘Public Finance’ has 
been newly termed ‘Fiscal Economics’.

3. What are the sub divisions of Public 
Finance?

 The subject ‘Public Finance’ includes five 
major sub-divisions, viz., Public Revenue, 
Public Expenditure, Public Debt, Financial 
Administration and Fiscal Policy.

4. What a modern state can assume while 
delivering its role on public finance?

 The state assumes greater roles by creating 
economic and social overheads, ensuring 
stability both internally and externally, 

 c. (1) – (iv) (2) – (iii) (3) – (i) (4) – (ii)

 d. (1) – (i) (2) – (ii) (3) – (iii) (4) – (iv)

89. Match the correct codes

1 Excise Duty i

Liability is on the 
cinema theatre 
owners, who transfer 
the burden to cinema 
goers.

2 Sales Tax ii

Payable by the 
manufacturer who 
shifts the tax burden 
to retailers and 
wholesalers

3 Custom Duty iii

Paid by a shopkeeper 
or retailer, who then 
shifts the tax burden to 
customers by charging 
sales tax on goods and 
services.

4 Entertainment 
Tax iv

Import duties levied 
on goods from outside 
the country, ultimately 
paid for by consumers 
and retailers.

Codes 
 a. (1) – (i) (2) – (ii) (3) – (iv) (4) – (iii)

 b. (1) – (ii) (2) – (iii) (3) – (iv) (4) – (i)

 c. (1) – (iv) (2) – (iii) (3) – (i) (4) – (ii)

 d (1) – (i) (2) – (ii) (3) – (iii) (4) – (iv)
90. Match the correct codes

1 CGST i

Collected by the Central 
Government on an intra-state 
sale (Eg: Within state/ union 
territory)

2 SGST ii

Collected by the State 
Government on an intra-state 
sale (Eg: Within state/ union 
territory)

3 IGST iii One indirect tax for the entire 
country.

4 GST iv

Collected by the Central 
Government for inter-state 
sale (Eg: Maharashtra to Tamil 
Nadu)

Codes 
 a. (1) – (i) (2) – (ii) (3) – (iv) (4) – (iii)
 b. (1) – (ii) (2) – (iii) (3) – (iv) (4) – (i)
 c. (1) – (iv) (2) – (iii) (3) – (i) (4) – (ii)
 d. (1) – (i) (2) – (ii) (3) – (iii) (4) – (iv)

91. Match the correct codes

1 Revenue 
Deficit (RD) i

Fiscal deficit (PD) 
- Interest Payment 
(IP)

2 Budget Deficit ii

Total Revenue 
Expenditure (RE) 
- Total Revenue 
Receipts (RR),

3 Fiscal deficit 
(FD) iii Total Expenditure – 

Total Revenue

4 Primary 
Deficit (PD) iv

Budget deficit + 
Government’s 
market borrowings 
and liabilities

Codes 
 a. (1) – (i) (2) – (ii) (3) – (iv) (4) – (iii)
 b. (1) – (ii) (2) – (iii) (3) – (iv) (4) – (i)
 c. (1) – (iv) (2) – (iii) (3) – (i) (4) – (ii)
 d. (1) – (i) (2) – (ii) (3) – (iii) (4) – (iv)

Answers
1 2 3 4 5 6 7 8 9 10
b a b d a c b d a b

11 12 13 14 15 16 17 18 19 20
c c a d a c d b a c

21 22 23 24 25 26 27 28 29 30
a d c b d a c b c

31 32 33 34 35 36 37 38 39 40
d b a c a b d a d c
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41 42 43 44 45 46 47 48 49 50
c a b d a b a d b c

51 52 53 54 55 56 57 58 59 60
d a b b d c d c d a

61 62 63 64 65 66 67 68 69 70
c a b d d b a d c b

71 72 73 74 75 76 77 78 79 80
d c a d d d a a a b

81 82 83 84 85 86 87 88 89 90
d b b b a d c b a b

91
b

Additional Two Marks

1. What is Public Finance.

 The subject Public Finance is related to 
the financing of the State activities and it 
discusses the financial operations of the 
Government treasury.

2. What the term ‘fiscal economics’ means?

	The term fiscal is derived from 
Greek word which means basket and 
symbolizes the public purse.

	 Hence the subject ‘Public Finance’ has 
been newly termed ‘Fiscal Economics’.

3. What are the sub divisions of Public 
Finance?

 The subject ‘Public Finance’ includes five 
major sub-divisions, viz., Public Revenue, 
Public Expenditure, Public Debt, Financial 
Administration and Fiscal Policy.

4. What a modern state can assume while 
delivering its role on public finance?

 The state assumes greater roles by creating 
economic and social overheads, ensuring 
stability both internally and externally, 

conserving resources for sustainable 
development and so on.

5. Write a brief note on the role of state – 
for enterprises.

	The regulation and control of private 
enterprise fall under the purview of the 
modern State. 

	 Ownership of certain enterprises and 
operating them successfully are the 
responsibilities of the government.

6. Write a brief note on the role of state – 
for Social Welfare

 It is the duty of the state to make provisions 
for education, social security, social 
insurance, health and sanitation for the 
betterment of the people in the country. 

7. What is role of state on infrastructure?

 Modern States have to build the base 
for the economic development of the 
country by creating social and economic 
infrastructure. 

8. Write a short note on Macro-economic 
policy  as role a modern state.

 The Government has to administer fiscal 
policy and monetary policy to achieve 
macro-economic goals. 

9. Explain the role of “Social Justice” of a 
state.

	 During the process of growth of an 
economy, certain sections of the society 
gain at the cost of others.

	 The Government needs to intervene 
with fiscal measures to redistribute 
income. 
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10. How do you classify the state roles?
 i) As a producer of goods and services. 
 ii) As a supplier of public goods and social 

goods. 
 iii) As a regulator of the system.

11. Define Public Expenditure.
 Public expenditure can be defined as,
 “The expenditure incurred by public 

authorities like central, state and local 
governments to satisfy the collective social 
wants of the people is known as public 
expenditure”.

12. What are the classifications of public 
expenditure?
1. Classification on the Basis of Benefit
2. Classification on the Basis of Function

13. List the classification on the Basis of 
Function about public expediture.

 a) Protection Functions:
 b) Commercial Functions:
 c) Development Functions:

14. Write a note on Indian Government 
Subsidies 

	 The Government of India has been 
providing subsidies on a number of 
items such as food, fertilizers, interest 
on priority sector lending, exports, 
education, etc.

	 Because of the massive amounts of 
subsidies, the public expenditure has 
increased manifold.

15. Define Dalton’s broad view of Public 
Revenue.

 According to Dalton, the term “Public 
Income” has two senses — wide and 
narrow. In its wider sense it includes all 
the incomes or receipts which a public 

authority may secure during any period of 
time.

16. What is meant by public revenue in 
narrow sense?

 In its narrow sense, it includes only those 
sources of income of the public authority 
which are ordinarily known as “revenue 
resources.”

17. Write the meaning of Tax in the words 
of Dalton.

 According to Dalton “A Tax is a compulsory 
contribution imposed by public authority, 
irrespective of the exact amount of service 
rendered to the tax payer in return and 
not imposed as a penalty for any legal 
offence.” 

18. What is the meaning of Canons of 
Taxation?

	The characteristics or qualities which a 
good tax should possess are described 
as canons of taxation. 

	 It must be noted that canons refer to the 
qualities of an isolated tax and not to 
the tax system as a whole.

19. List the canons of taxation.
 Canons of Taxation 
 1. Economical  
 2. Equitable 
 3. Convenient 
 4. Certain

20. Write a short note on indirect tax.
	 Indirect Tax is referred to as a tax 

charged on a person who purchases 
the goods and services and it is paid 
indirectly to the government.

	 The burden of tax can be easily shifted 
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to the another person. It is levied on all 
persons equally whether rich or poor.

21. What is Excise Duty?

 Payable by the manufacturer who shifts the 
tax burden to retailers and wholesalers. 

22. What are Sale Taxes?

 Paid by a shopkeeper or retailer, who then 
shifts the tax burden to customers by 
charging sales tax on goods and services. 

23. Write a note on Custom Duty

 Import duties levied on goods from 
outside the country, ultimately paid for by 
consumers and retailers. 

24. What is an Entertainment Tax?

 Liability is on the cinema theatre owners, 
who transfer the burden to cinema goers.

25. What is the main Advantages of 
GST? 

	 GST will mainly remove the cascading 
effect on the sale of goods and services.

	 Removal of cascading effect will directly 
impact the cost of goods. Since tax on 
tax is eliminated in this regime, the cost 
of goods decreases.

26. List the sources of external public debt 
of India.

 The main sources of External public debt 
are IMF, World Bank, IDA and ADB 
etc. Loan from other countries and the 
Governments.

27.  “Sinking Fund” – Define.

	 Under this method, the Government 
establishes a separate fund known as 
“Sinking Fund”. 

	 The Government credits every year a 
fixed amount of money to this fund.

	 By the time the debt matures, the fund 
accumulates enough amount to pay off 
the principal along with interest. 

	 This method was first introduced in 
England by Walpol.

28. Write a short note on terminal annuity.
 In this method, Government pays off 

the public debt on the basis of terminal 
annuity in equal annual instalments. This 
is the easiest way of paying off the public 
debt.

29. What is Repudiation?
	 It is the easiest way for the Government 

to get rid of the burden of payment of a 
loan.

	 In such cases, the Government does 
not recognise its obligation to repay the 
loan.

	 It is certainly not paying off a loan but 
destroying it.

	 However, in normal case the 
Government does not do so; if done it 
will lose its credibility.

30. Define the “Budget” in the words Stourn.
 According to ReneyStourn“It is a document 

containing a preliminary approved plan of 
public revenue and expenditure”.

31. What is the meaning of Revenue Budget?
	 It consists of revenue receipts and 

revenue expenditure.

	 Moreover, the revenue receipts can be 
categorised into tax revenue and non-
tax revenue. Revenue expenditure can 
also be categorised into plan revenue 
expenditure and non-plan revenue 
expenditure. 
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32. Define - Capital Budget?
	 It consists of capital receipts and capital 

expenditure. 
	 In this case, the main sources of capital 

receipts are loans, advances etc. 
	 On the other side capital expenditure 

can be categorised into plan capital 
expenditure and non-plan capital 
expenditure. 

33. Discuss in short about Supplementary 
Budget.
	 During the time of war emergencies 

and natural calamities like tsunami, 
flood etc, the expenditures allotted in 
the budget provisions are not always 
enough. 

	 Under these circumstances, a 
supplementary budget can be presented 
by the Government to tackle these 
unforeseen events. 

34. What is Vote - on – Account Budget?
	 Under Article 116 of the Indian 

Constitution, the budget can be 
presented in the middle of the year. The 
reason may be political in nature. 

	 The existing Government may or may 
not continue for the year, on account 
of the fact that elections are due, then 
the Government places a ‘lame duck 
budget’. This is also called ‘Vote-on-
account Budget’.

35. Write the meaning of Performance 
Budget?
	 When the outcome of any activity is 

taken as the base of any budget, such 
budget is known as ‘Performance 
Budget’. 

	 For the first time in the world, the 
performance budget was made in USA.

36. Mention the types of Unbalanced budget.
 1. Surplus Budget 2. Deficit Budget

37. What are the parts of Government 
Accounts in India?

 In India,the Government Accounts are 
maintained in three parts: 

 (i) Consolidated Fund 

 (ii) Contingency Fund 

 (iii) Public Accounts

38. What are the committees of parliament 
in India?

 There are also two committees of 
parliament, viz, 

 (i) The Public Accounts Committee, and 

 (ii)The Estimates Committee.

39. List the major types of budget deficits.
 In reference to the Indian Government 

budget, budget deficit is of four major 
types. 

 (a) Revenue Deficit 
 (b) Budget Deficit 
 (c) Fiscal Deficit, and 
 (d) Primary Deficit

40. Write a note on Division of Powers?
	 In our Constitution, there is a clear 

division of powers so that none violates 
its limits and tries to encroach upon the 
functions of the other and functions 
within own sphere of responsibilities. 

	 There are three lists enumerated in the 
Seventh Schedule of constitution. 

	 They are: the Union list, the State list 
and the Concurrent List.

41. Write a brief note on The Concurrent 
List.
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 Ithas 52 subjects important to both the 
Union and the State, such as Electricity, Trade 
Union, Economic and Social Planning, etc.

42. What happens to the deficit, when 
government spending is increased?

 The increase in government spending 
increases the deficit, but that increase is partly 
off set by an reduction in the deficit associated 
with the increase in GDP due to the increase in 
government spending.  

43. Principle of Equity – Comment.
 From the point of view of equity, the 
resources should be distributed among the 
different states so that each state receives a fair 
share of revenue.

44. Principle of Uniformity – Comment.
 In a federal system, each state should 
contribute equal tax payments for federal 
finance. But this principle cannot be followed 
in practice because the taxable capacity of each 
unit is not of the same.\

45. Principle of Accountability - Comment
 Each Government should be accountable 
to its own legislature for its financial decisions 
i.e the Central to the Parliament and the State 
to the Assembly.

46. Mention how a tax cut might actually 
result in a decline in the budget deficit.
	 A tax cut might actually bring about 

a decline in the budget deficit if the 
increase in GDP that would result was 
enough to bring in more new tax dollars 
than the amount lost through the tax 
cut.

	 In addition, if the economy expands 
enough, the amount of transfer 
payments may decline enough to offset 
any initial cut in taxes.

47. Write a note on 14th and 15th Finance 

commissions of India.
	 The 14th Finance Commission was set 

up in 2013. Its recommendations were 
valid for the period from 1st April 2015 
to 31st March 2020. 

	 The 15th Finance Commission has 
been set up in November 2017. Its 
recommendations will be implemented 
starting 1 April 2020.

48. Enumerate the Types of Local Bodies .
1. Village Panchayats

2. District Boards or ZilaParishads

3. Municipalities 

4. Municipal Corporations

49. List the objectives of Fiscal Policy.
1. Full Employment 

2. Price stability 

3. Economic growth 

4. Equitable distribution 

5. External stability 

6. Capital formation 

7. Regional balance

50. Define automatic stabilizers.
 Automatic stabilizers exist when 
revenue and expenditure items in the budget 
automatically change with the state of the 
economy in such a way as to stabilize GDP.

51. Write how an increase in government 
spending might actually result in a 
decline in the budget deficit.

 An increase in government spending 
might actually result in a decline in the budget 
deficit if the income multiplier increases GDP 
enough to bring in more tax revenue for the 
government than the amount of government 
spending.
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52. Define – “Escheats”.
 Escheats refer to the claim of the state 
to the property of persons who die without 
legal heirs or documented will.

Additional Three marks

1. List the Classification of public 
expenditureon the Basis of Benefit

 Cohn and Plehn have classified the public 
expenditure on the basis of benefit into 
four classes: 

a) Public expenditure benefiting the 
entire society, e.g., the expenditure 
on general administration, defence, 
education, public health, transport. 

b) Public expenditure conferring a 
special benefit on certain people and at 
the same time common benefit on the 
entire community, e.g. administration 
of justice etc. 

c) Public expenditure directly benefiting 
particular group of persons and 
indirectly the entire society, e.g. social 
security, public welfare, pension, 
unemployment relief etc. 

d) Public expenditure conferring a 
special benefit on some individuals, 
e.g., subsidy granted to a particular 
industry.

2. List the Classification of public 
expenditure Classification on the Basis 
of Function

 Adam Smith classified public 
expenditure on the basis of functions of 
government in the following main groups: 

a)  Protection Functions
 This group includes public expenditure 

incurred on the security of the citizens, 
to protect from external invasion and 
internal disorder, e.g., defence, police, 

courts etc. 

b)  Commercial Functions
 This group includes public expenditure 
incurred on the development of trade and 
commerce, e.g., development of means of 
transport and communication etc. 

c)  Development Functions
 This group includes public expenditure 
incurred for the development infrastructure 
and industry. 

3. Write a short note on direct tax.
	 A direct tax is referred to as a tax levied 

on person’s income and wealth and is 
paid directly to the government; 

	 The burden of such tax cannot be 
shifted.

	 The tax is progressive in nature.

	It is levied according to the paying 
capacity of the person, i.e. the tax is 
collected more from the rich and less 
from the poor people.

	 The plans and policies of the Direct 
Taxes are being recommended by the 
Central Board of Direct Taxes (CBDT) 
which is under the Ministry of Finance, 
Government of India. 

4. Discuss the merits of Direct Taxes
 1.Equity 
 Direct taxes are progressive i.e. rate of 
tax varies according to tax base. For example, 
income tax satisfies the canon of equity. 

 2.Certainity 
 Canon of certainty can be ensured by 
direct taxes. For example, an income tax payer 
knows when and at what rate he has to pay 
income tax. 

 3. Elasticity: 
 Direct taxes also satisfy the canon of 
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elasticity. Income tax is income elastic in nature. 
As income level increases, the tax revenue to 
the Government also increases automatically. 

 4. Economy 
 The cost of collection of direct taxes 
is relatively low. The tax payers pay the tax 
directly to the state. 

5. What is the difference between Capital 
Budget and Revenue Budget?
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Meaning Capital 
budget 
assesses the 
long-term 
financial 
viability of 
investments 
by comparing 
future cash 
inflows and 
outflows.

Revenue 
budget is 
a forecast 
on revenue 
that will be 
generated by 
the company.

Preparation Different 
capital 
budgets are 
prepared 
for each 
investment 
project.

Revenue 
budget 
is a main 
budget that 
is prepared 
for the year 
as a part of 
the budget 
process.

Complexity Capital 
budget 
involves a 
number of 
factors that 
should be 
considered, 
thus complex 
in nature.

Revenue 
budget is less 
complicated 
compared 
to capital 
budget.

6. What are the demerits of Direct Taxes 

 1.Unpopular 
 Direct taxes are generally unpopular. It is 

inconvenient and less flexible. 

 2. Productivity affected 
 According to many economists direct tax 

may adversely affect productivity. Citizens 
are not willing to earn more income 
because in that case they have to pay more 
taxes. 

 3. Inconvenient 
 The tax payers find it inconvenient to 

maintain accounts, submit returns and pay 
tax in lump sum. 

 4. Tax Evasion 
 The burden of direct tax is so heavy that 

tax-payers always try to evade taxes. This 
ultimately leads to the generation of black 
money, which is harmful to the economy. 

7. Explain few types of Indirect Taxes.

 Excise Duty: Payable by the manufacturer 
who shifts the tax burden to retailers and 
wholesalers. 

 Sales Tax: Paid by a shopkeeper or 
retailer, who then shifts the tax burden to 
customers by charging sales tax on goods 
and services. 

 Custom Duty: Import duties levied on 
goods from outside the country, ultimately 
paid for by consumers and retailers. 

 Entertainment Tax: Liability is on the 
cinema theatre owners, who transfer the 
burden to cinema goers. 

 Service Tax: Charged on services like 
telephone bill, insurance premium such as 
food bill in a restaurant etc. 

8. Enumerate the types of deficit and their 
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meaning

Types of Defieits Concept/ Meaning
Budgetary deficit Total Revenue.  Total Expenditure
Revenue Deficit Revenue Receipts.  Revenue Expenditure
Effective Revenue Deficit Revenue Defici. Grants for creation of capital asset

Fiscal Deficit Total expenditure - (revenue receipts + non-debt capital 
receipts

Primary Deficit Fiscal deficit. Interest payments

9. Discuss the Demerits of Indirect Taxes.

 (1) Higher Cost of Collection 
 The cost of collection of indirect taxes is higher than the direct taxes. The Government has 

to spend huge money to collect indirect taxes. 

 (2) Inelastic 

 Indirect taxes are less elastic compared to direct taxes. As indirect taxes are generally 
proportional. 

 (3) Regressive 

 Indirect taxes are sometimes unjust and regressive in nature since both rich and poor persons 
have to pay same amount as taxes irrespective of their income level. 

 (4) Uncertainity

 The rise in indirect taxes increase the price and reduces the demand for goods. Therefore, 
the Government is uncertain about the expected revenue collection. So Dalton says under 
indirect taxes 2+2 is not 4 but 3 or even less than 3. 

 (5) No civic Consciousness 

 As the tax is hidden in price, the consumers are not aware of paying tax. 

10. Explain the Components of GST.
	 The component of GST are of 3 types. They are: CGST, SGST & IGST. 

	 CGST: Collected by the Central Government on an intra-state sale (Eg: Within state/ 
union territory) 

	 SGST: Collected by the State Government on an intra-state sale (Eg: Within state/ union 
territory) 

	 IGST: Collected by the Central Government for inter-state sale (Eg: Maharashtra to Tamil 
Nadu)  \

11. What are the major Advantages of GST?
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1. GST will mainly remove the cascading effect on the sale of goods and services. Removal of 
cascading effect will directly impact the cost of goods. Since tax on tax is eliminated in this 
regime, the cost of goods decreases. 

2.  GST is also mainly technologically driven. All activities like registration, return filing, 
application for refund and response to notice need to be done online on the GST Portal. This 
will speed up the processes. 

12. What are the main sources of internal public debt?
	Individuals, who purchase government bonds and securities; 

	Banks, both private and public, buy bonds from the Government. 

	Non-financial institutions like UTI, LIC, GIC etc. also buy the Government bonds. 

	Central Bank can lend the Government in the form of money supply. The Central Bank 
can also issue money to meet the expenditures of the Government. 

13. Draw the flow chart depicting components of budget.

Comonents of Budget

Budget Receipts

Revenue Receipts Capital Receipts
Revenue

Expenditure

Borrowing and 
other liabilitise

Capital
Expenditure

Tax
Receipts

Non-Tax
Receipts

Plan
Expenditure

Recovery
 of Loans Disinvestment

Plan
Expenditure

Non Plan
Expenditure

Non Plan
Expenditure

Budget Expenditure

14. Explain the balanced and unbalanced Bidget.

 A. Balanced Budget
 Balanced budget is a situation, in which estimated revenue of the government during the 

year is equal to its anticipated expenditure.

 B. Unbalanced Budget

 The budget in which Revenue & Expenditure are not equal to each other is known as 
Unbalanced Budget. 
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DEFICIT 
BUDGET

BALANCED
BUDGET

SURPLUS
BUDGET

–

EXPENSE > REVENUE EXPENSE = REVENUE

+

REVENUE  > EXPENSE 

TYPES OF BUDGET

=

Unbalanced budget is of two types: 

1. Surplus Budget 2. Deficit Budget 

1. Surplus Budget

 The budget is a surplus budget when the estimated revenues of the year are greater than 
anticipated expenditures. 

 Government Estimated revenue > Estimated Government Expenditure.

2.  Deficit Budget

 Deficit budget is one where the estimated government expenditure is more than expected 
revenue. 

 Government’s estimated Revenue < Government’s proposed Expenditure.

15. What are the main elements of a budget?

(i) It is a statement of estimates of government receipts and expenditure.

(ii) Budget estimates pertain to a fixed period, generally a year.

(iii) Expenditure and sources of finance are planned in accordance with the objectives of the 
government.

(Iv) It requires to be approved (passed) by Parliament or Assembly or some other authority before 
its implementation.

16. What are the main elements of a budget?
 The following are the sources of revenue of village panchayats.

  (i) general property tax, 

 (ii) taxes on land, 

 (iii) profession tax, and 

 (iv) tax on animals and vehicles. 
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17. Present the flow chart depicting the process in the preparation of the budget.

Process in the Preparation of the Budget

Budget estimates are prepared by the Minis-
try of Finance

Prepares budget

Presented by the finance minister to the cab-
inet for approval

Budget is ready for presentation to the Par-
liament

Based on the estimated income and expenditure 
of various ministries and departments, sent to 
Ministry of Finance

18. Present the flow chart depicting the process in the preparation of the budget.
	The Hon’bleMinister of Finance, on behalf of the Central Government, places the Union 

Budget before Parliament on the eve of a new financial year.

	Similarly at state levels, the Hon’ble Finance Minister of the respective State Government 
places the State Budget before the State Legislature. 

	According to the Indian Constitution, all money bills must be initiated in the Lower 
House. All the money bills are 

19. Discuss the division of power in federal finance.
Division of Powers: 
 In our Constitution, there is a clear division of powers so that none violates its limits and 

tries to encroach upon the functions of the other and functions within own sphere of 
responsibilities. 

i. There are three lists enumerated in the Seventh Schedule of constitution. They are: the Union 
list, the State list and the Concurrent List. 

ii. TheUnion List consists of 100 subjects of national importance such as Defence, Railways, 
Post and Telegraph, etc. 

iii. The State List consists of 61 subjects of local interest such as Public Health, Police etc. 
iv. The Concurrent List has 52 subjects important to both the Union and the State, such as 

Electricity, Trade Union, Economic and Social Planning, etc. 

20. List the main principles of federal system of finance.
1. Principle of Independence. 
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2. Principle of Equity. 

3. Principle of Uniformity. 

4. Principle of Adequacy. 

5. Principle of Fiscal Access. 

6. Principle of Integration and coordination. 

7. Principle of Efficiency. 

8. Principle of Administrative Economy. 

9. Principle of Accountability. 

21. List the Sources of revenue of District Boards.
(i) Grants-in-aid from the state government.
(ii) Land Cesses. 
(iii) Toll, fees etc. 
(iv) Income from the property and loans from the state governments. 
(v)  Grants for the centrally sponsored schemes relating to development work. 
(vi)  Income from fairs and exhibitions. 
(vii) Property tax and other taxes which the state governments may authorise the district boards. 

22. Mention the Sources of revenue of municipalities.
(i) taxes on property 
(ii) taxes on goods, particularly octroi and terminal tax 
(iii) personal taxes, taxes on profession, trades and employment 
(iv) taxes on vehicles and animals 
(v) theatre or show tax, and 
(vi) grants-in-aid from state government. 

23. Mention the Sources of revenue of municipalities.
(i) tax on property, 

(ii) tax on vehicles and animals, 

(iii) tax on trades, calling and employment, 

(iv) theatre and show tax, 

(v) taxes on goods brought into the cities for sale, 

(vi) taxes on advertisements, 

(vii) octroi and terminal tax etc. 
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24.  Present chart depicting public expenditure.

Public Expenditure

Revenue Expenditure

Developmental Non Developmental
Developmental outlay
Non developmental outlay
Loans and advances
Discharge of debts

Administrative Services
Debt Service
Defence

Social Services Economic Services Grants in aid

Education
Medical and health
Labour welfare
Science and 
research

Agriculture
Industry
Energy
Minerals
Communication &
Transport and foreign trade

Capital Expenditure

Additional Five Marks

1. Discuss in elaborate about the Classification of public expenditure are as follows: 

I.  Classification on the Basis of Benefit: 

 Cohn and Plehn have classified the public expenditure on the basis of benefit into four 
classes: 

a)  Public expenditure benefiting the entire society, e.g., the expenditure on general 
administration, defence, education, public health, transport. 

b)  Public expenditure conferring a special benefit on certain people and at the same time 
common benefit on the entire community, e.g. administration of justice etc. 

c) Public expenditure directly benefiting particular group of persons and indirectly the entire 
society, e.g. social security, public welfare, pension, unemployment relief etc. 

d) Public expenditure conferring a special benefit on some individuals, e.g., subsidy granted to 
a particular industry. 
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II. Classification on the Basis of Function: 

 Adam Smith classified public 
expenditure on the basis of functions of 
government in the following main groups: 

a) Protection Functions: This group 
includes public expenditure incurred on 
the security of the citizens, to protect from 
external invasion and internal disorder, 
e.g., defence, police, courts etc. 

b) Commercial Functions: This group 
includes public expenditure incurred on 
the development of trade and commerce, 
e.g., development of means of transport 
and communication etc. 

c) Development Functions: This group 
includes public expenditure incurred 
for the development infrastructure and 
industry. 

2. Explain the Non-Tax Revenue of a state.

 The revenue obtained by the government 
from sources other than tax is called Non-Tax 
Revenue. The sources of non-tax revenue are 

1.  Fees 

 Fees are another important source of 
revenue for the government. A fee is 
charged by public authorities for rendering 
a service to the citizens. Unlike tax, there 
is no compulsion involved in case of fees.

2. Fine 

 A fine is a penalty imposed on an individual 
for violation of law. For example, violation 
of traffic rules, payment of income tax 
after the stipulated time etc. 

3. Earnings from Public Enterprises

 The Government also gets revenue by way 

of surplus from public enterprises. Some 
of the public sector enterprises do make 
a good amount of profits. The profits or 
dividends which the government gets can 
be utilized for public expenditure. 

4. Special assessment of betterment levy 

 It is a kind of special charge levied on 
certain members of the community who 
are beneficiaries of certain government 
activities or public projects. For example, 
due to a public park or due to the 
construction of a road, people in that 
locality may experience an appreciation in 
the value of their property or land. 

5. Gifts, Grants and Aids 

 A grant from one government to another 
is an important source of revenue in 
the modern days. The government at 
the Centre provides grants to State 
governments and the State governments 
provide grants to the local government to 
carry out their functions. 

6. Escheats 

 It refers to the claim of the state to the 
property of persons who die without legal 
heirs or documented will.

3. List the Revenue of Union Sources

1. Corporation tax 

2. Currency, coinage and legal tender, foreign 
exchange. 

3. Duties of customs including export duties. 

4. Duties of excise on tobacco and certain 
goods manufactured or produced in India. 

5. Estate duty in respect of property other 
than agricultural land. 
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6. Fees in respect of any of the matters in 
the Union List, but not including any fees 
taken in any Court. 

7.  Foreign Loans. 

8. Lotteries organized by the Government of 
India or the Government of a State. 

9.  Post Office Savings Bank. 

10. Posts and Telegraphs, telephones, 
wireless, Broadcasting and other forms of 
communication. 

11.  Property of the Union. 

12.  Public Debt of the Union. 

13. Railways. 

14. Rates of stamp duty in respect of Bills of 
Exchange, Cheques, Promissory Notes, 
etc. 

15. Reserve Bank of India. 

16. Taxes on income other than agricultural 
income. 

17. Taxes on the capital value of the assets, 
exclusive of agricultural land of individuals 
and companies.

18. Taxes other than stamp duties on 
transactions in stock exchanges and future 
markets. 

19.  Taxes on the sale or purchase of newspapers 
and on advertisements published therein. 

20.  Terminal taxes on goods or passengers, 
carried by railways, sea or air.

4. List the Revenue of State Sources.

1. Capitation tax 

2. Duties in respect of succession to 

agricultural land. 

3. Duties of excise on certain goods produced 
or manufactured in the State, such as 
alcoholic liquids, opium, etc. 

4. Estate duty in respect of agricultural land. 

5.  Fees in respect of any of the matters in the 
State List, but not including fees taken in 
any Court. 

6.  Land Revenue. 

7.  Rates of stamp duty in respect of 
documents other than those specified in 
the Union List. 

8. Taxes on agricultural income. 

9.  Taxes on land and buildings. 

10. Taxes on mineral rights, subject to 
limitations impose by Parliament relating 
to mineral development. 

11. Taxes on the consumption or sale of 
electricity. 

12. Taxes on the entry of goods into a local 
area for consumption, use or sale therein.

13. Taxes on the sale and purchase of goods 
other than newspapers. 

14. Taxes on the advertisements other than 
those published in newspapers. 

15. Taxes on goods and passengers carried by 
road or on inland waterways. 

16. Taxes on vehicles. 

17. Taxes on animals and boats. 

18. Taxes on professions, trades, callings and 
employments. 

19. Taxes on luxuries, including taxes on 
entertainments, amusements, betting and 
gambling. 

20.  Tolls.
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5. Compare and contrast direct and indirect tax.

Basis For 
Comparison Direct Tax Indirect Tax 

Meaning 

Direct tax is referred to as the 
tax, levied on person’s income 
and wealth and is paid directly 
to the government. 

Indirect Tax is referred to as the tax, 
levied on a person who consumes 
the goods and services and is paid 
indirectly to the government. 

Nature Progressive Regressive 

Incidence and 
Impact 

Falls on the same person. Falls on different persons. 

Tax base Income or wealth of the assessee Purchase/sale/manufacture of goods 
and provision of services 

Evasion 
Tax evasion is possible. Tax evasion is hardly possible because 

it is included in the price of the goods 
and services. 

Inflation Direct tax helps in controlling the 
inflation. 

Indirect taxes push up price inflation. 

Imposition and 
collection 

Imposed on and collected from 
assesses, i.e. Individual, HUF 
(Hindu Undivided Family), 
Company, Firm etc. 

Imposed on and collected from 
consumers of goods and services but 
paid and deposited by the assesse. 

Burden Cannot be shifted. Can be shifted 

6. Distinguish between Balanced and Unbalanced Budget

Balanced Budget Unbalanced Budget

1. In case of balanced budget, the 
proposed govt. expenditure is equal 
to the estimated govt. receipts in the 
budget year.

1. In case of unbalanced budget, the 
proposed expenditure and the estimated 
receipt are unequal during the budget 
year.

2. Balanced budget reduces unproductive 
and extravagant expenditure of the 
govt.

2. Unbalanced (deficit) budget helps 
the govt. to incur unproductive and 
extravagant expenditure.

3. It is ineffective during economic 
instability.

3. It is effective during economic instability 
(surplus during inflation and deficit 
during deflation).
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Balanced Budget Unbalanced Budget
4. It fails to achieve full employment 

from under-employment equilibrium.
4. Unbalanced (deficit) budget is a powerful 

instrument to achieve full employment.

5. It cannot solve the problems of under-
developed countries (UDCs). 

5. Unbalanced (deficit) budget is a powerful 
instrument of resource mobilisation for 
economic development of UDCs.

7. Distinguish between Balanced and Unbalanced Budget

1. Income and Expenditure adjustment 

 The government adjusts the income to the expenditure while individuals adjust their 
expenditure to the income. Private finance involves stitching coat according to cloth 
available whereas public finance decides the cloth according to the need for the coat. 

2. Borrowing 

 The government can borrow from internal and external sources; it can borrow from the 
people by issuing bonds. However, an individual cannot borrow from himself. 

3. Right to print currency 

 The government can print currency. This involves the creation, distribution and monitoring 
of currency. The private sector cannot create currency. 

4. Present vs. future decisions 

 The public finance is more involved with future planning and making long-term decisions. 
These investments could include building of schools, hospitals and infrastructure. The 
private finance makes financial decisions on projects with a short term vision. 

5. Objective 

 The public sector’s main objective is to provide social benefit in the economy. The private 
sector aims to maximize personal benefit i.e. Profit.

6. Coercion to get revenue 

 The sources of income of a private individual is relatively limited while those of the 
Government is wide. The Government can use its power and authority. 

7. Ability to make huge and deliberate changes 

 The public finance has the ability to make big decisions on income. For example, it can 
effectively and deliberately adjust the revenue. But individuals cannot make such massive 
decisions. 
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8. State and explain types of budget.

i) Revenue Budget: 

 It consists of revenue receipts and revenue 
expenditure. Moreover, the revenue 
receipts can be categorised into tax 
revenue and non-tax revenue. Revenue 
expenditure can also be categorised into 
plan revenue expenditure and non-plan 
revenue expenditure. 

ii) Capital Budget:

 It consists of capital receipts and capital 
expenditure. In this case, the main 
sources of capital receipts are loans, 
advances etc. On the other side capital 
expenditure can be categorised into plan 
capital expenditure and non-plan capital 
expenditure. 

iii) Supplementary Budget:

 During the time of war emergencies and 
natural calamities like tsunami, flood etc, 
the expenditures allotted in the budget 
provisions are not always enough. Under 
these circumstances, a supplementary 
budget can be presented by the 
Government to tackle these unforeseen 
events. 

iv) Vote - on - Account: 
 Under Article 116 of the Indian 

Constitution, the budget can be presented 
in the middle of the year. The reason 
may be political in nature. The existing 
Government may or may not continue 
for the year, on account of the fact that 
elections are due, then the Government 

places a ‘lame duck budget’. This is also 
called ‘Vote-on-account Budget’. 

v) Zero Base Budget: 
 The Government of India presented 

Zero-Base-Budgeting (ZBB first) in 
1987-88. It involves fresh evaluation of 
expenditure in the Government budget, 
assuming it as a new item. 

vi) Performance Budget: 
 When the outcome of any activity is taken 

as the base of any budget, such budget is 
known as ‘Performance Budget’. For the 
first time in the world, the performance 
budget was made in USA.

9. numerate the factors are taken into 
account while preparing the budget

	The macro economic targets to be 
achieved within a plan period; 

	The basic strategy of the budget; 

	The financial requirements of different 
projects;

	Estimates of the revenue expenditures 
(includes defence expenditure, subsidy, 
interest payment on debt etc.); 

	Estimates of the capital expenditures 
(includes development of railways, 
roadways, irrigations etc.); 

	Estimates of revenue receipts from tax 
and non-tax revenues; 

	Estimates of capital receipts from the 
recovery of loans, disinvestment of 
public sector units, market borrowings 
etc. 

	Estimates of the gap between revenue 
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receipts and revenue expenditure; and 

	Estimates of fiscal deficit, primary deficit, and revenue deficit.

	Finance commission is a quasi-judicial body set up under Article 280 of the Indian 
Constitution. It was established in the year 1951, to define the fiscal relationship framework 
between the Centre and the state. 

10. Write a note on Indian Finance Commission.

	Finance Commission aims to reduce the fiscal imbalances between the centre and the 
states (Vertical imbalance) and also between the states (horizontal imbalance). It promotes 
inclusiveness. 

	A Finance Commission is set up once in every 5 years. It is normally constituted two years 
before the period. It is a temporary Body. 

	The 14th Finance Commission was set up in 2013. Its recommendations were valid for the 
period from 1st April 2015 to 31st March 2020. 

	The 15th Finance Commission has been set up in November 2017. Its recommendations 
will be implemented starting 1 April 2020. 

11. What are the taxes levied and collected by the union but assigned to the states?

1. Duties in respect of succession to property other than agricultural land. 

2. Estate duty in respect of property other than agricultural land. 

3. Taxes on railway fares and freights. 

4. Taxes other than stamp duties on transactions in stock exchanges and future markets. 

5. Taxes on the sale or purchase of newspapers and on advertisements published therein 

6. Terminal taxes on goods or passengers carried by railways, sea or air. 

7. Taxes on the sale or purchase of goods other than newspapers where such sale or purchase 
taxes place in the course of inter-State trade or commerce.
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UNIT

10 ENVIRONMENTAL ECONOMICS

INTRODUCTION

ENVIRONMENTAL ECONOMICS

 Environmental economics is the study of interactions between human economic activity 
and the natural environment. 

AN ECOSYSTEM :

An ecosystem includes all living things (plants, animals and organisms) in a given area, 
interacting with each other, and also with their non-living environments (weather, earth, sun, 
soil, climate, atmosphere). 

LINKAGE BETWEEN ECONOMY AND ENVIRONMENT.

	 The relationship between the economy and  the environment is generally explained 
in the form of a “Material Balance Model’’ developed by AlenKneese and R.V. Ayres. 

	 The model considers the total economic process as a physically balanced flow 
between inputs and outputs.

WHAT IS AN EXTERNALITY?

	 An externality is an economic term referring to a cost or benefit incurred or received 
by a third party. 

	 However, the third party has no control over the creation of that cost or benefit.

	 An externality can be both positive or negative and can stem from either the 
production or consumption of a good or service. 

	 The costs and benefits can be both private—to an individual or an organization—or 
social, meaning it can affect society as a whole.

UNDERSTANDING EXTERNALITIES

 Externalities occur in an economy when the production or consumption of a specific 
good or service impacts a third party that is not directly related to the production or consumption 
of that good or service.
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POLLUTION :MEANING 

 Pollution is the introduction of contaminants into the natural environment that causes 
adverse change, in the form of killing of life, toxicity of environment, damage to ecosystem and 
aesthetics of our surrounding. 

Types of Pollution 

	1. Air pollution 

	2. Water pollution 

	3. Noise pollution 

	4. Land pollution 

OTHER IMPORTANT CONCEPTS

CLIMATE CHANGE :

 The climate change refers to seasonal changes over a long period with respect to the 
growing accumulation of greenhouse gases in the atmosphere. 

ACID RAIN :

 The result of sulphur dioxide (SO2) and nitrogen oxides (NOx) reacting in the atmosphere 
with water and returning to earth as rain, fog or snow. 

SOLID WASTES :

 Non-liquid, non-soluble materials, ranging from municipal garbage to industrial 
wastes that contain complex, and hazardous, substances. Solid wastes include sewage sludge, 
agricultural refuse, demolition wastes, and mining residues. 

SUSTAINABLE DEVELOPMENT :

 Development that meets the needs of the present generation without compromising the 
ability of future generations to meet their own needs. 

ORGANIC FARMING :

 System of farming which uses animal manure, organic waste and legumes reducing, the 
use of chemical fertilizers and pesticides.  
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BOOK EXERCISE QUESTIONS - MULTIPLE CHOICE QUESTIONS

PART - A

1. The term environment has been derived 
from a French word-----------.  

 a. Environ b. Environs 
 c. Environia d. Envir

2. The word biotic means environment  
 a. living b. non-living 
 c. physical  d. None of the above 

3. Ecosystem is smallest unit of 
 a. Ionosphere b. Lithosphere 
 c. Biosphere  d. Mesosphere 

4. Who developed Material Balance Models? 
 a. Thomas and Picardy 
 b. AlenKneese and R.V. Ayres 
 c. Joan Robinson and J.M. Keynes 
 d. Joseph Stiglitz and Edward Chamberlin 

5. Environmental goods are -------------- 
 a. Market goods 
 b. Non-market goods 
 c. Both 
 d. None of the above

6. In a pure public good, consumption is ---
--------------  

 a. Rival  b. Non-rival 
 c. Both  d. None of the above 

7. One of the most important market 
failures is caused by ------------ 

 a. Positive externalities 
 b. Negative externalities 
 c. Both 
 d. None of the above 

8. The common source of outdoor air 
pollution is caused by combustion 
processes from the following---------- 

 a. Heating and cooking 
 b. Traditional stoves 
 c. Motor vehicles 
 d. All the above 

9. The major contributor of Carbon 
monoxide is 

 a. Automobiles 
 b. Industrial process 
 c. Stationary fuel combustion 
 d. None of the above 

10. Which one of the following causes of 
global warming? 

 a. Earth gravitation force 
 b. Oxygen 
 c. Centripetal force 
d. Increasing temperature

11. Which of the following is responsible 
for protecting humans from harmful 
ultraviolet rays? 

 a. UV-A 
 b. UV-C 
 c. Ozone layer 
 d. None of the above 

12.  Global warming also refers to as 
 a. Ecological change 
 b. Climate Change 
 c. Atmosphere change 
 d. None of the above 
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13.  Which of the following is the anticipated 
effect of Global warming? 

 a. Rising sea levels 
 b. Changing precipitation 
 c. Expansion of deserts 
 d. All of the above 

14. The process of nutrient enrichment is 
termed as 

 a. Eutrophication  b. Limiting nutrients 
 c. Enrichment  d. Schistosomiasis

15. Primary cause of Soil pollution is --------
-------- 

a. Pest control measures 
b. Land reclamation 
c. Agricultural runoff 
d. Chemical fertilizer

16. Which of the following is main cause for 
deforestation? 

a. Timber harvesting industry 
b. Natural afforestation 
c. Soil stabilization 
d. Climate stabilization 

17. Electronic waste is commonly referred as 
---------- 

 a. Solid waste b. composite waste 
 c. e-waste  d. hospital waste 

18.  Acid rain is one of the consequences of ---
---------Air pollution 

 a. Water Pollution  b. Land pollution 
c. Noise pollution 

19. Sustainable Development Goals and 
targets are to be achieved by ------- 

a. 2020 b. 2025  c. 2030  d. 2050

20. Alkali soils are predominantly located in 
the ------------ plains? 

a. Indus-Ganga 
b. North-Indian 
c. Gangetic plains 
d. All the above

Answers
1 2 3 4 5 6 7 8 9 10
c a c d b a b b a d

11 12 13 14 15 16 17 18 19 20
c d b b d a c a c d

PART - B

Answer the following questions in one or 
two sentences

21. State the meaning of environment.  
	Environment means “all the conditions, 

circumstances, and influences 
surrounding and affecting the 
development of an organism or group 
of organisms”. 

	It also means that the complex of 
physical, chemical and biotic factors that 
act upon an organism or an ecological 
community ultimately determine its 
form and survival.

22. What do you mean by ecosystem?  
	An ecosystem includes all living things 

(plants, animals and organisms) in 
a given area, interacting with each 
other, and also with their non-living 
environments (weather, earth, sun, soil, 
climate, atmosphere). 

	Ecosystems are the foundations of 
the Biosphere and they determine the 
health of the entire earth system.
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23. Mention the countries where per capita 
carbondioxide emission is the highest in 
the world. (Write top five Countries)

CO2 emissions per capita
United states

Australia

Canada
Netherlands

Japan

Germany
China

Spain
France

Sweden
Brazil
India

Uganda

Rwanda
Chad

Somalia

source: Word Bank-EN.ATM.Co2E.Pc-Accessed 27 Oct 2017
Metric tonnes per capita

0.0

0.1

0.1
0.1

1.7

2.6
4.5
4.6

5.0
6.5

7.5

8.9
9.5
9.9

15.1

15.4
16.5

0.0

2.0 4.0 6.0 8.0 10.0 12.0 14.0 16.0 18.0

United kingdom

24. What are environmental goods? Give 
examples.
	Environmental goods are typically 

non-market goods, including clear air, 
clean water, landscape, green transport 
infrastructure (footpaths, cycle ways, 
greenways, etc.), public parks, urban 
parks, rivers, mountains, forests, and 
beaches.

	Concerns with environmental goods 
focus on the effects that the exploitation 
of ecological systems have on the 
economy, the well-being of humans and 
other species, and on the environment.

25. What are the remedial measures to 
control noise pollution?

 1. Use of noise barriers 
 2. Newer roadway for surface transport 
 3. Traffic control 
 4. Regulating times for heavy vehicles 

5. Installations of noise barriers in the 
work place 

 6. Regulation of Loudspeakers

26. Define Global warming.  

	Global warming is the current increase 
in temperature of the Earth’s surface 
(both land and water) as well as its 
atmosphere.

	Ex: Average temperatures around the 
world have risen by 0.75ºC (1.4ºF) over 
the last 100 years.

27. Specify the meaning of seed ball. 
	A seed ball (or seed bomb) is a seed 

that has been wrapped in soil materials, 
usually a mixture of clay and compost, 
and then dried. 

	Essentially, the seed is ‘pre-planted’ 
and can be sown by depositing the seed 
ball anywhere suitable for the species, 
keeping the seed safely until the proper 
germination window arises.

PART - C

Answer the following questions in one 
Paragraph.

28. Brief the linkage between economy and 
environment.   

	The relationship between the economy 
and

	The environment is generally explained 
in the form of a “Material Balance 
Model’’ developed by AlenKneese and 
R.V. Ayres. 

	The model considers the total economic 
process as a physically balanced flow 
between inputs and outputs.
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The interdependence of economics and 
environment is given in the flow diagram.

Natural Environment

Producers

Consumers

Recycled (Rr
p)

Recycled (Rr
c)

Flow Diagram for Material Balace Approach

Residuals (Rp)

Residuals

Discharged

Discharged

Goods

G

(Rd
p)

(Rd
c)(Rc)

Raw Material (M)

	The environment provides both a direct 
value as well as raw material intended 
for economic activity, thus making 
the environment and the economy 
interdependent.

	Environment provides land, water, 
air, energy resources, coal, oil, forests, 
minerals and metals and so many other 
natural resources which are essential 
for the economic development of the 
economy. 

	It provides services which are directly 
used by the consumers i.e. air we breathe 
and water we drink as a liquid of life.

	It provides forests, water reservoirs, 
rivers etc. and wildlife sanctuaries 
which also play economic roles for the 
mankind.

29. Specify the meaning of material balance 
principle. 

Meaning

	The material balance principle 
considers the total economic process 
as a physically balanced flow between 
inputs and outputs.

	Inputs are bestowed with physical 
property of energy which is received 
from the environment.

Explanation
	The first law of thermodynamics, 

i.e. the law of conservation of matter 
and energy, emphasizes that in any 
production system “what goes in must 
come out”. 

	This is known as the Material Balance 
Approach or Material Balance Principle. 

	The material flow diagram implies that 
mass inputs must equal mass outputs 
for every process.

	Moreover, all resources extracted from 
the environment eventually become 
unwanted wastes andpollutants. 

	Production of output by firms from 
inputs resulting in discharge of solid, 
liquid and gaseous wastes. 

	Similarly, waste results from 
consumption activities by households. 

	In short, material and energy are 
drawn from environment, used for 
production and consumption activities 
and returned back to the environment 
as wastes.

Economy - Environment Interlinkages
Material Balance Model

The Environment
R (Raw material)

W1&W2 = Waste from prod and Household Sector,
F=Final product

Production Sector
R=F+W1

Household Sector
F=W2

R=W1+W2
(Input=output)

In its simple form the Material Balance 
Approach can be put in form equation.
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M = G–RC– RP + RrP + Rrc = Rdc + Rdc

Material and 
Energy Inflow 
from Natural 
World (M)

Final residual 
Discharge 
form 
Production 
and 
consumption
into Natural 
world 
(Rd

c+Rd
c)

= =

Economic Activities of Goods 
and service production 
(G)-Consumption and 
production residual discharges 
from consumption and 
production activities (Rc+Rp) + 
Recycles from production and 
consumption (Rr

p+Rr
c)

30. Explain different types of air pollution.   

Indoor Air Pollution: 

 It refers to toxic contaminants that we 
encounter in our daily lives in our homes, 
schools and workplaces. For example, cooking 
and heating with solid fuels on open fires or 
traditional stoves results in high levels of 
indoor air pollution. 

Outdoor Air Pollution: 

 It refers to ambient air. The common 
sources of outdoor air pollution are caused by 
combustion processes from motor vehicles, 
solid fuel burning and industry.

31. Distinguish between Balance of Trade 
and Balance of Payments. 

 Water pollution is caused due to several 
reasons. Here are the few major causes of water 
pollution: 

1. Discharge of sewage and waste water:

 Sewage, garbage and liquid waste of 
households, agricultural runoff and effluents 
from factories are discharged into lakes and 
rivers.

2. Dumping of solid wastes: 

 The dumping of solid wastes and litters in 
water bodies cause huge problems.

3. Discharge of industrial sastes: 

 Industrial waste contains pollutants 

like asbestos, lead, mercury, grease oil and 
petrochemicals, which are extremely harmful 
to both people and environment.

4. Oil Spill: 

 Sea water gets polluted due to oil spilled 
from ships and tankers while travelling.

5. Acid rain 

 When the acidic particles caused by air 
pollution in the atmosphere mix with water 
vapor, it results in acid rain.

6. Global warming: 

 Due to global warming, there is an increase 
in water temperature as a result aquatic plants 
and animals are affected.

7. Eutrophication

 Eutrophication is an increased level of 
nutrients in water bodies. This results in bloom 
of algae in water.

32. State the meaning of e-waste. 

	Electronic waste which is commonly 
referred as “e-waste” is the new 
byproduct of the Info Tech society. 

	It is a physical waste in the form of old 
discarded, end of life electronics.

	It includes a broad and growing range of 
electronic devices from large household 
appliances such as refrigerators, 
air conditioners, cellular phones, 
computers and other electronic goods".

	Similarly, e-waste can be defined as 
the result when consumer, business 
and household devices are disposed or 
sent for re-cyclingexample, television, 
computers, audio-equipments, VCR, 
DVD, telephone, etc.,
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33. What is land pollution? Mention the 
causes of land pollution. 

Definition

	The land pollution is defined as, “the 
degradation of land because of the disposal 
of waste on the land”. 

	Any substance (solid, liquid or gaseous) that 
is discharged, emitted or deposited in the 
environment in such a way that it alters the 
environment causes land pollution

Causes of Land Pollution 

i. Deforestation and soil erosion:

 Deforestation carried out to create dry 
lands is one of the major concerns.

ii. Agricultural activities: 

 With growing human and pet animal 
population, demand for food has increased 
considerably.

iii. Mining activities: 

 During extraction and mining activities, 
several land spaces are created beneath the 
surface.

iv. Landfills:

  Each household produces tones of garbage 

each year due to changing economic lifestyle of 
the people.

v. Industrialization: 

 Due to increasing consumerism more 
industries were developed which led to 
deforestation.

vi. Construction activities:

 Large waste articles like wood, metal, 
bricks, plastic are dumped at the outskirts of 
urban areas that lead to land pollution.

34. Write a note on a) Climate change and b) 
Acid rain 

Climate Change

	The climate change refers to seasonal 
changes over a long period with 
respect to the growing accumulation of 
greenhouse gases in the atmosphere. 

	Recent studies have shown that human 
activities since the beginning of the 
industrial revolution.

Acid Rain 

	Acid rain is one of the consequences of 
air pollution.

	It occurs when emissions

	from factories, cars or heating 
boilers contact with the water in the 
atmosphere. 

	These emissions contain nitrogen 
oxides, sulphur dioxide and sulphur 
trioxidewhich when mixed with water 
becomes sulfurous acid, nitric acid and 
sulfuric acid. 

	This process also occurs by nature 
through volcanic eruptions.

www.kalvikural.com



XII - Economics Surya

290 Unit 10 : Environmental Economics

PART - D

Answer the following questions in 
about a page.

35. Briefly explain the relationship 
between GDP growth and the quality of 
environment.  

Environmental quality
	Environmental quality is a set of 

properties and characteristics of the 
environment either generalized or local, 
as they impinge on human beings and 
other organisms. 

	It is a measure of the condition 
of an environment relative to the 
requirements of one or more species 
and to any human need. 

	Environmental quality has been 
continuously declining due to 
capitalistic mode of functioning.
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	Environment is a pure public good that 
can be consumed simultaneously by 
everyone and from which no one can be 
excluded. 

	A pure public good is one for which 
consumption is non-revival and from 
which it is impossible to exclude a 
consumer. 

	Pure public goods pose a free-rider 
problem. As a result, resources are 
depleted.

	The contribution of the natureto GDP 
as well as depletion of natural resources 
are not accounted in the present system 
of National Income Enumeration.

	Economic growth is often pointed out 
to be the cause of environmental issues 
based on the notion that increased 
production equals increased pollution.

36. Explain the concepts of externality and its 
classification. 

Meaning of Externalities 

 Externalities refer to external effects 
or spillover effects resulting from the act 
of production or consumption on the third 
parties.

Definitions 

 Externalities may be defined as “the cost 
or benefit imposed by the consumption and 
production activities of the individuals on 
the rest of the society not directly involved in 
these activity and towards which no payment is 
made”.
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Classification

 Beneficial externalities are called “positive 
externalities” and adverse ones are called 
“negative externalities”.

Classification of Externalities
Consumption

Positive Positive

Production

Negative Negative

Private 
security 
Public safety

Loud 
Speaker 
Noise 
Pollution

Beehives 
Pollination

Factory 
emission

Positive Consumption Externality 
 When some residents of a locality hire a 
private security agency to patrol their area, the 
other residents of the area also benefit from 
better security without bearing cost.

Negative Consumption Externality 
 A person smoking cigarette gets maygives 
satisfaction to that person, but this act causes 
hardship (dissatisfaction) to the non-smokers 
who are driven to passive smoking. 

Positive Production Externality 
 The ideal location for beehives is orchards 
(first growing fields). While bees make 
honey, they also help in the pollination of 
apple blossoms. The benefits accrue to both 
producers (honey as well as apple). 
 This is called ‘reciprocal untraded 
interdependency. Suppose training is given 
for the workers in a company. If those trained 
workers leave the company to join some other 
company, the later company gets the benefit of 
skilled workers without incurring the cost of 
training.

Negative Production Externality
 Negative production externalities include 
pollution generated by a factory that imposes 
costs on others.The emissions and effluents of 

a factory cause air and water pollution. Water 
becomes contaminated and unfit for drinking 
e.g. Tanneries. The innocent community 
bears the external cost for which it is not 
compensated.
37. Explain the importance of sustainable 

development and its goals.

Meaning 
 Sustaintable development is concerned 
with the welfare of not only present generation 
but also future generation.

Definitions 
 “Sustainable development is development 
that meets the needs of the present without 
compromising the ability of future generations 
to meet their own needs”
Importance of Sustainable Development 

Environmental

Sustainable
Development

Social
Nurturing

Community
Sufficient 
Economy

Equitable Social 
Environment

Economic

Sustainable
Natural and built

Environment

Sustainable
Economic

Development

A viable Natural Environment

	Economic growth – building a strong, 
competitive economy, by ensuring 
that sufficient land of the right type 
is available in the right places and 
at the right time to support growth 
and innovation; and identifying 
then coordinating development 
requirements.
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	Environmental protection – 
contributing to protecting and 
enhancing our natural and developed 
environment, while helping to improve 
biodiversity, use natural resources 
wisely, minimizing waste and pollution, 
and adapting to and helping to decrease 
climate change, including a global shift 
to low-carbon economy

	Social inclusion – supporting strong, 
vibrant and healthy communities 
by providing the supply of housing 
required to meet the needs of present 
and future generations; and by creating 
a high-quality of development, with 
accessible local services that reflect 
the community’s needs and support its 
health, social and cultural well-being.

The Global Goals For Sustainable 
Development

1. End Poverty in all its forms everywhere 

2. End hunger, achieve food security 
and improved nutrition and promote 
sustainable agriculture 

3. Ensure healthy lives and promote well-
being for all at all ages 

4. Ensure inclusive and quality education 
for all and promote lifelong learning 

5. Achieve gender equality and empower 
women and girls

6. Ensure access to water and sanitation 
for all 

7. Ensure access to affordable, reliable, 
sustainable and modern energy for all 

8. Promote inclusive and sustainable 
economic growth, employment and 
decent work for all 

9. Build resilient infrastructure, promote 
sustainable industrialization and foster 
innovation. 

10. Reduce inequality within and among 
countries 

11. Make cities inclusive, safe, resilient and 
sustainable 

12. Ensure sustainable consumption and 
production pattern

13. Take urgent action to combat climate 
change and its impacts 

14. Conserve and sustainably use the 
oceans, seas and marine resources

 15. Sustainably manage forests, combat 
desertification, halt and reverse land 
degradation, halt biodiversity loss 

16. Promote just, peaceful and inclusive 
societies 

17. Revitalize the global partnership for 
sustainable development

Additional One marks

1. Environmental Economics is the subset 
of economics that is concerned with the 
efficient allocation of ………………
resources.

a. economical b. environmental

c. natural d.industrial

2. ………………..means “all the conditions, 
circumstances, and influences surrounding 
and affecting the development of an 
organism or group of organisms”.

a. atmosphere

b. environmental economy

c. ecosystem

d. Environment
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3. Environmental Economics is an area 
of economics that studies the financial 
impact of …………….issues and policies.

a. environmental b. ecosystem

c. economy d. ergonomics

4. Ecosystems are the foundations of the 
………….. and they determine the health 
of the entire earth system.

a. Atmosphere b. Economy

c.Biodiversity d. Biosphere

5. Find the missing agent of economy.

Natural Environment

Producers

?

Recycled (Rr
p)

Recycled (Rr
c)

Flow Diagram for Material Balace Approach

Residuals (Rp)

Residuals

Discharged

Discharged

Goods

G

(Rd
p)

(Rd
c)(Rc)

Raw Material (M)

a. Producer’s Recycle b. Distributor

c. Consumers d. None of the above

6. The relationship between the …………… 
and ……………. is generally explained in 
the form of a “Material Balance Model’’ 
developed by AlenKneese and R.V. Ayres.

a. economy and the ecosystem

b. society and the environment

c.ecosystem and society

d. economy and the environment

7. ……………………… considers the total 
economic process as a physically balanced 
flow between inputs and outputs.

a. Material Balance Model

b. Material Equality Model

c. Material Environmental Model

d. Material atmospheric Model

8. The law of conservation of matter and 
energy, emphasizes that in any production 
system “what goes in must come out”. 
Name the Law:

a. The second law of thermodynamics

b. The third law of thermodynamics

c. The first law of thermodynamics

d. none of the above

9. In economic activities of Goods and 
Service, what the RrP + RrC mean?

a. Recycles from Production and 
Consumption

b. Residual Discharges from Consumption 
and Production

c. Consumption and Production

d. Final Residual Discharge from 
Production and Consumption

10. In economic activities of Goods and 
Service, what the RC+RP mean?

a. Recycles from Production and 
Consumption

b. Residual Discharges from Consumption 
and Production

c. Consumption and Production

d. Final Residual Discharge from 
Production and Consumption
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11. In economic activities of Goods and 
Service, what the RdP+ RdC mean?

a. Final Residual Discharge from 
Production and Consumption

b. Residual Discharges from Consumption 
and Production

c.  Consumption and Production

d. Recycles from Production and 
Consumption

12. ………………….. is a set of properties and 
characteristics of the environment either 
generalized or local, as they impinge on 
human beings and other organisms.

a. Economic Status

b. Economics Growth

c. Environmental Degradation

d. Environmental quality

13. Environment is a pure …………….. 
that can be consumed simultaneously by 
everyone and from which no one can be 
excluded.

a. Pure private good b. Free Good

c. public good d. mixed good

14. A pure public good is one for which 
consumption is non-revival and from 
which it is impossible to………………..?

a. includes a consumer

b. includes a producer

c. excludes a consumer

d. excludes a producer

15. Pure public goods pose a ………………..?
a. free-rider problem

b. environment tax 

c. environment fee

d. none of the above

16. Externalities are third party effects 
arising from production and consumption 
of goods and services for which…………...

a. equal compensation is paid

b.some compensation is paid

c. no appropriate compensation is paid

d.  none of the above

17. ……………………..occur outside of 
the market i.e. they affect people not 
directly involved in the production and 
consumption of a good or service.

a. Fee good b. spill-over effects

c. Public good d. private good

18. Find the relevant term of the following 
statement. “When some residents of a 
locality hire a private security agency to 
patrol their area, the other residents of 
the area also benefit from better security 
without bearing cost”

a.NegativeProduction Externality

b.Negative Consumption Externality

c.Positive production Externality

d. Positive Consumption Externality

19. Find the relevant term of the following 
statement. “A person smoking cigarette 
gets maygives satisfaction to that 
person, but this act causes hardship 
(dissatisfaction) to the non-smokers who 
are driven to passive smoking.”

a. Positive production Externality

b. Positive Consumption Externality

c. Negative Consumption Externality

d. None of the above
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20. Find the relevant organization which said 
the following statement “Every day about 
93% of the world’s children under the age 
of 15 (1.8 billion children) breath polluted 
air that puts their health and development 
at serious risk”

a. WTO
b. WHO
c.  International Environmental 

Organisation
d.  Indian Ministry of Environment and 

Forest
21. Increasing temperature in the atmosphere 

leads to ……………. and thereby 
…………………….and melting of polar 
icebergs, displacement and loss of habitat.
a. global warming and to increase sea 

level rise
b. Acid Rain and to increase sea level 

rise
c. global warming and to decrease sea 

level rise
d. None of the above

22. Identify the odd one.
a. Establishment of industries away 

from the towns and cities 

b. Decrease the length of the Chimneys 
in industries 

c. Growing more plants and trees 

d. Use of non-conventional fuels like 
Biogas, CNG and LPG

23. Eutrophication is an increased 
………………. in water bodies. 
a. level of minerals
b. level of vitamins
c. level of nutrients 
d. level of balance

24. Eutrophication…………..the oxygen in 
water which negatively affects fish and 
other aquatic animal population.

a. inflates b. depletes

c. increases d. keeps

25. Which of the following is not an example 
of Water-borne disease?

a. Hepatitis-A b. Typhoid

c. Dysentery d. HPV

26. Expand the following term NIHL.
a. Noise Induced Hearing Loss

b. Natural Induced Hearing Loss

c. Nitrogen Induced Hearing Loss

d. Neutron Induced Hearing Loss

27. Find the odd one in the context of man 
made noises.
a. ships

b. aircraft

c. seismic exploration

d. submarines

28. Find the odd one in the context Solid 
waste
a. plastic containers

b. emission

c. bottles

d. used cars

29. Which is not a remedial measures to 
control Land Pollution
a. Making people aware about the 

concept of a Reduce, Recycle and 
Reuse 

b. Buying biodegradable products 

c. Keeping cultivation

d. Minimizing the usage of pesticides 
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30. Average temperatures around the world 
have risen by ……………. over the last 
100 years.

a. 0.25ºC b. 0.70ºC c. 0.75ºC d. 1.0ºC

31. Find the odd one in the context green 
house effect.
a. Oxygen

b. Carbon dioxide

c. methane

d. Chlorofluoro Carbon

32. The CO2 is the most important of 
the green house gases contributing to 
……………….of global warming.

a. 1% b. 50%

c. 500% d. 100%

33. Match the items in the List – I with items 
in List – II. Select the correct answer 
from the code given below :

List – I List – II
I. Home - 1. PC, Boilers, Mixer
II. Government - 2. ECG device, Mi-

croscope, Incu-
bator

III. Private Sectors  - 3. PC, Television, 
Radio, Cell 
phones 

IV.  Hospitals - 4. FAX machine, 
Xerox machine, 
Scanner 

Codes :
 I II III IV

a.  3 2 1 4
b. 2 4 1 3
c. 2 3 4 1
d. 3 4 1 2

34. …………………. waste which is 
commonly referred as “e-waste” is the 
new byproduct of the Info Tech society.

a. Electrical

b. Economical

c. Electronic

d. Environmental

35. The alkali soils are predominantly located 
in the …………………. ?

a. Indo-Gangetic plains

b.Himalayaas

c. Southern Peninsula

d.Western Ghats

36. ………………….. is formed due to the 
result of sulphur dioxide (SO2) and 
nitrogen oxides (NOx) reacting in the 
atmosphere with water and returning to 
earth as rain, fog or snow.

a. Global Warming

b. Acid Rain

c. Cloud Raining

d.Noise Pollutions

37. A public good is a good whose benefits 
are

a. diminished as it is consumed and whose 
benefits cannot be withheld from anyone 

b. not diminished as it is consumed and 
whose benefits cannot be withheld from 
anyone c. not diminished as it is consumed 
and whose benefits can be withheld from 
anyone

d. concentrated among a select few 
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38. Match the terms on the left with the 
definitions in the column on the right.

I. Externalities - 1. benefits from these 
goods aren’t dimin-
ished by consump-
tion  and cannot 
be withheld from 
anyone

II. third parties - 2. unintended costs or 
benefits imposed on 
third parties

III. public goods - 3. someone who 
consumes a good 
or service without 
paying for it

IV. free rider - 4. upon whom the 
externalities are 
imposed

Codes :
 I II III IV

a.  3 2 1 4
b. 2 4 1 3
c. 2 3 4 1
d. 3 4 1 2

39. All of the following are ways to cope with 
negative externalities except

a. public choice

b. obligatory controls

c. pollution taxes 

d. creating new property forms 

40. Consumption of a pure public good
a. depletes the supply of the good for others

b. increases the supply of the good

c. denies the opportunity to consume the 
good to others

d. neither depletes the good nor excludes 
others from consuming it

41.Which of the following groups of gases 
contribute to the ‘Green House Effect’?

a.  Ammonia and Ozone

b. Carbon mono-oxide and Sulphur di-oxide

c. Carbon tetrafluoride and Nitrous oxide

d. Carbon dioxide and Methane

42. Environmental degradation means
a. Overall lowering of environmental 

qualities.

b. Adverse change brought in by human 
activities.

c. Ecological imbalance

d. All the above

43. Which of the following conditions 
indicate the impact of global warming?

1.  Melting of glaciers

2.  Lowering down of sea level

3.  Changes in weather conditions

4.  Rise in global temperature

Select the correct answer from the codes 
given below:

Codes:   

a.  1 and 2 b. 1,2 and 3

c.  1, 3 and 4 d. 1,4

44. Consider the following statements:
 Assertion (A): Forests are a renewable 

resource.
 Reason (R): They enhance the quality 

ofenvironment.
 Select the correct answer from the codes 

given below:
Codes:

a. Both A and R are true and R is the 
correct explanation of A.
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b. Both A and R are true but R is not the 
correct explanation of A.

c. A is true but R is false.

d. A is false but R is true.

45. Which one of the following does not 
promote stability of the ecosystem?

a. Balancing between production and 
consumption of each element in the 
ecosystem.

b. Balance between input and output of 
energy.

c. Normal functioning of different 
biochemical cycles.

d. Increase of human population

46. Consider the following statements:
 Assertion (A): Organic farming reduces 

theemission of greenhouse gases.
 Reason (R): Organic forming utilise 

alternatepractices.
 Select the correct answer from the codes 

given below:
Codes:

a. Both A and R are true and R is the 
correct explanation of A.

b. Both A and R are true but R is not the 
correct explanation of A.

c. A is true but R is false.

d. A is false but R is true.

47. Which of the following statements are 
correct ?

1. A new study has found that changes in 
solar activity contributed no more than 
10 per cent to global warming in the 
20th century published  in  the  journal  
Environmental Research Letters.

2. It has been proposed that cosmic rays 

may have a role in cooling the earth 
by encouraging clouds to form, which 
subsequently reflect the sun’s rays back 
into space.

3. Researchers found high correlation 
between cosmic  rays  and  global  
temperatures occurring every 22 years.

Codes
a. 1 only b. 1 and 2 only

c. 2 and 3 only d. All of the above

48.Which of the following is regarded 
as the main cause of groundwater 
contamination?

(a) agricultural products

(b) landfills

(c) septic tanks

(d) All of the above main sources of ground 
water contamination.

49. Noise is……..?
a. Loud sound
b. Sound of high frequency
c. Unwanted sound
d. Constant sound

50. An Eco-System comprises of 
a) Living organisms 

b) Non-living organisms 
c) Both living and non-living organisms 
d) Only plants

51. Which of the following statement is 
TRUE? 

a) Eco-Systems may vary in size
 b) Eco-Systems are always very large
 c) Eco-Systems are always very small. 
d) None of these is true. 
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52. If one part of Eco-System is damaged, 
what happens? 

a) It doesn’t have any impact on the Eco-
system

b)  It completely destroys the eco-system
c)  It has an impact on everything else in 

the eco-system
d) All of these

53.  Air pollution causes
a.  Global warming
b.  Respiratory problems
c.  Soil erosion
d.  None of these

54.  Pollution of water is responsible for
a.  Oil refineries
b.  Paper factories
c.  Sugar mills
d.  All

55. An externality can be a cost or benefit 
arising from the production of a good 
that falls upon 

a. consumers but not producers.

b. producers but not consumers.

c. the consumer and the producer both.

d. someone other than the consumer or 
producer.

56. A noisy party that keeps neighbors awake 
is an example of a 

a. negative production externality. 

b. positive production externality. 

c. negative consumption externality.

d. positive consumption externality.

57. Which one of the following is the best 
description of the term “ecosystem”?

a. A community of organisms interacting 

with one another

b. That part of the Earth which is inhabited 
by living organisms

c. A community of organisms together with 
the environment in which they live.

d. The flora and fauna of a geographical 
area.

58. Assertion (A) :Environmental quality is a 
set of properties and characteristics of the 
environment either generalized or local, as 
they impinge on human beings and other 
organisms. 

 Reason (R) :It is a measure of the 
condition of an environment relative to 
the requirements of one or more species 
and to any human need.

a.  Both A and R are true and R is the 
correct explanation of A.

b.  Both A and R are true but R is not the 
correct explanation of A.

c.  A is true but R is false.

d.  A is false but R is true.

59. Assertion (A) :Wastes contain harmful 
chemicals and toxins which make the 
water poisonous for aquatic animals and 
plants.

 Reason (R) :Sewage, garbage and liquid 
waste of households, agricultural runoff 
and effluents from factories are discharged 
into lakes and rivers.

a.  Both A and R are true and R is the 
correct explanation of A.

b.  Both A and R are true but R is not the 
correct explanation of A.

c.  A is true but R is false.

d.  A is false but R is true.
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60. Assertion (A) :Global warming adversely 
affects agriculture, horticulture and eco 
system.

 Reason (R) :An increase in the global 
average surface air temperature of such 
magnitude will bring about alarming 
changes in rainfall patterns and other 
climatic conditions, resulting in serious 
ecological disequilibrium.

a.  Both A and R are true and R is the 
correct explanation of A.

b.  Both A and R are true but R is not the 
correct explanation of A.

c.  A is true but R is false.

d.  A is false but R is true.

61. Assertion (A) :Organic production is 
a holistic system designed to optimize 
the productivity and fitness of diverse 
communities within the agro-ecosystem, 
including soil organisms, plants, livestock 
and people. 

 Reason (R) :The principal goal of organic 
production is to develop enterprises that 
are sustainable and harmonious with 
environment.

a.  Both A and R are true and R is the 
correct explanation of A.

b.  Both A and R are true but R is not the 
correct explanation of A.

c.  A is true but R is false.

d.  A is false but R is true.

62. Match the correct codes

1 Production 
Sector R i G–RC– RP + RrP 

+ Rrc = Rdc + Rdc

2 Household 
Sector ii F+W1

3 R iii F+W2

4 Material Balance 
Approach M iv W1+W2 

(Input=Output)

Codes 
 a. (1) – (i) (2) – (ii) (3) – (iv) (4) – (iii)
 b. (1) – (ii) (2) – (iii) (3) – (iv) (4) – (i)
 c. (1) – (iv) (2) – (iii) (3) – (i) (4) – (ii)
 d. (1) – (i) (2) – (ii) (3) – (iii) (4) – (iv)
63. Match the correct codes

1 Eco 
System i

The presence of harmful or 
objectionable material to 
damage water quality.

2 Pollution ii
The increase in temperature 
of the Earth’s surface, due 
to green house gases.

3 Water 
Pollution iii

Residual discharges of 
contaminants in to the 
natural environment to the 
air or water.

4 Global 
warming iv

The interacting system of a 
biological community and 
its nonliving environmental 
surroundings.

Codes 
 a. (1) – (i) (2) – (ii) (3) – (iv) (4) – (iii)
 b. (1) – (ii) (2) – (iii) (3) – (iv) (4) – (i)
 c.  (1) – (iv) (2) – (iii) (3) – (i) (4) – (ii)
 d. (1) – (i) (2) – (ii) (3) – (iii) (4) – (iv)
Answers
1 2 3 4 5 6 7 8 9 10
b d a d c d a c a b

11 12 13 14 15 16 17 18 19 20
a d c c a c b d c b

21 22 23 24 25 26 27 28 29 30
a b c b d a d b c c

31 32 33 34 35 36 37 38 39 40
a b d c a b b b a d

41 42 43 44 45 46 47 48 49 50
d d c b d a b d c c

51 52 53 54 55 56 57 58 59 60
a c b d d c c a a a

61 62 63
a b c
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Additional Two Marks

1. What is meant by Environmental 
Economics?
	Environmental economics (EE) is the 

study of interactions between human 
economic activity and the natural 
environment.

	EE is the subset of economics that is 
concerned with the efficient allocation 
of environmental resources.

2. What is the key objective of Environmental 
Economics?
	The key objective of EE is to identify 

those particular tools or policy 
alternatives that will move the market 
towards the most efficient allocation of 
natural resources.

	EE takes into consideration issues such 
as the conservation and valuation of 
natural resources, pollution control, 
waste management and recycling.

3. Draw the diagram depicts the 
interdependence of economics and 
environment.

 The interdependence of economics and 
environment is given in the figure
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4. Define the Environmental quality.

	Environmental quality is a set of 
properties and characteristics of the 
environment either generalized or local, 
as they impinge on human beings and 
other organisms. 

	It is a measure of the condition 
of an environment relative to the 
requirements of one or more species 
and to any human need.

5. What is a “Pure public good”?
	A pure public good is one for which 

consumption is non-revival and from 
which it is impossible to exclude a 
consumer. 

	Pure public goods pose a free-rider 
problem. As a result, resources are 
depleted.

6. What are spill over effects?

	Externalities occur outside of the 
market i.e. they affect people not 
directly involved in the production and 
consumption of a good or service. 

	They are also known as spill-over 
effects.

7.Write any major water pollutants. 
1.Pesticides and Biocides.

 2.Thermal pollution.

8 . What are the important causes of climate 
change ?
	Presence of green houses gases in 

the atmosphere increases the global 
temperature .

	Depletion of Ozone layer

9. Deforestation
 Deforestation is the permanent 
destruction of forests in order to make the land 
available for other uses
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10. Definite- Externality.

 Externality may be defined as “the cost 
or benefit imposed by the consumption and 
production activities of the individuals on 
the rest of the society not directly involved in 
these activity and towards which no payment is 
made”.

11. What are the dimensions of sustainable 
development?

 The SDGs links three dimensions 
of sustainable development: economic 
development, social inclusion and 
environmental sustainability.

12. What are the main aims of SDGs?

 The SDGs aim to provide a global frame 
work for cooperation that address the three 
dimensions of sustainable development within 
the ethical framework based on:

(i) right to development for every country, 

(ii) human rights and social inclusion, 

(iii) convergence of living standards across 
countries and 

(iv)  shared responsibilities and 
opportunities.

13.  Draw the chart depicting classification 
of externalities.

Classification of Externalities
Consumption

Positive Positive

Production

Negative Negative

Private 
security 
Public safety

Loud 
Speaker 
Noise 
Pollution

Beehives 
Pollination

Factory 
emission

14. Write an example for “Positive 
Consumption Externality”

 When some residents of a locality hire 
a private security agency to patrol their area, 
the other residents of the area also benefit from 
better security without bearing cost. 

15. Write an example for “Negative 
Consumption Externality”

 A person smoking cigarette gets 
maygives satisfaction to that person, but this 
act causes hardship (dissatisfaction) to the non-
smokers who are driven to passive smoking. 

16. Write an example for “Positive 
Production Externality”

	The ideal location for beehives is 
orchards (first growing fields). While 
bees make honey, they also help in the 
pollination of apple blossoms.

	The benefits accrue to both producers 
(honey as well as apple). This is called 
‘reciprocal untraded interdependency.

17. What is pollution?
 Pollution is the introduction of 
contaminants into the natural environment 
that causes adverse change, in the form of 
killing of life, toxicity of environment, damage 
to ecosystem and aesthetics of our surrounding.

18. Write a short note on “Indoor Air 
Pollution”.
	Indoor Air Pollution refers to toxic 

contaminants that we encounter in our 
daily lives in our homes, schools and 
workplaces.

	For example, cooking and heating with 
solid fuels on open fires or traditional 
stoves results in high levels of indoor air 
pollution.
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19. Write a short note on “Outdoor Air 
Pollution”: 
	Outdoor Air Pollution refers to ambient 

air. 

	The common sources of outdoor air 
pollution are caused by combustion 
processes from motor vehicles, solid 
fuel burning and industry.

20.  List the Remedial measures to control 
Air Pollution.

1. Establishment of industries away from 
the towns and cities

2. Increasing the length of the Chimneys 
in industries 

3. Growing more plants and trees 
4. Use of non-conventional fuels like 

Biogas, CNG and LPG.
5.  Use of Mass Transit System (Public 

Transport)

21. What are the Remedial measures to 
control Water Pollution?

1. Comprehensive water management 
plan. 

2. Construction of proper storm drains 
and settling ponds. 

3. Maintenance of drain line. 
4.  Effluent and sewage treatment plant. 
5. Regular monitoring of water and waste 

water. 
6. Stringent actions towards illegal 

dumping of waste into the water 
bodies.

22. List the examples of Private Sectors 
E-Wastes.

	PC 	Boilers
	Mixer 	Signal Generators
	Incubator

23. List the Remedial measures to control 
Noise Pollution.

1.  Use of noise barriers 
2.  Newer roadway for surface transport 
3. Traffic control 
4. Regulating times for heavy vehicles 
5. Installations of noise barriers in the 

work place 
6. Regulation of Loudspeakers

24. What is “Climate Change”?
	The climate change refers to seasonal 

changes over a long period with 
respect to the growing accumulation of 
greenhouse gases in the atmosphere.

	Recent studies have shown that human 
activities since the beginning of the 
industrial revolution.

25. Define the term “Acid Rain”
	Acid rain is one of the consequences of 

air pollution. 
	It occurs when emissionsfrom factories, 

cars or heating boilers contact with the 
water in the atmosphere. 

	These emissions contain nitrogen oxides, 
sulphur dioxide and sulphurtrioxide 
which when mixed with water becomes 
sulfurous acid, nitric acid and sulfuric 
acid. 

	This process also occurs by nature 
through volcanic eruptions.

26.  List the examples of Home E-Wastes.
	PC 	Microwave oven 
	Television 	CD player 
	Radio 	Fan 
	Cell phones 	Electric Iron
	Washing 
machine 
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27.  List the examples of Hospital E-Wastes.

	PC 	Microscope 
	Monitors 	Incubator
	ECG device 

Government: 
	PC 	Fan 
	FAX machine 	Tube lights 
	Xerox machine 	Air conditions
	Scanner 

28. What is solid waste?

	Solid Waste is basically discharge of 
useless and unwarranted materials as a 
result of human activity. 

	Most commonly, they are composed of 
solids, semisolids or liquids.

	Solid wastes consist of the discards 
of households, hospital refuse, dead 
animals, debris from construction site, 
ashes, agricultural wastes and industrial 
wastes etc.

29. Define – “Organic Farming”

	Organic farming is a system of 
agricultural production which relies 
on animal manure, organic waste, crop 
rotation, legumes and biological pest 
control. 

	It avoids use of synthetic fertilizer, 
pesticides and livestock additives. 
Organic inputs have certain benefits, 
such as enriching soil for microbes.

30. Write a brief note on “Trees”

	Trees contribute to their environment by 
providing oxygen, improving air quality, 
climate amelioration, conserving water, 
preserving soil and supporting wildlife. 

	During the process of photosynthesis, 
trees take in carbon dioxide and 
produce the oxygen we breathe. So trees 
are considered to be the lungs of the 
earth.

31. What are the major Causes of Air 
Pollution?

1.  Vehicle exhaust smoke

2.  Fossil fuel based power plants

3.  Exhaust from Industrial Plants and 
Factories

4. Construction and Agricultural activities

5.  Natural Causes

6.  Household activities

32.  Write a note on the term “Eutrophication”

	Eutrophication is an increased level of 
nutrients in water bodies. This results 
in bloom of algae in water. 

	It also depletes the oxygen in water 
which negatively affects fish and other 
aquatic animal population.

33.  What is the “Trade-off between goods 
and services and environmental quality”?

	An economic activity (production 
of goods and services) is expected to 
generate utility (economic well-being) 
when it is eventually consumed by 
households. 

	At the same time, given that pollution is 
an undesirable byproduct of production 
activities, households’ economic well-
being would be negatively impacted 
due to a deterioration in environmental 
quality
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Additional Three Marks

1. Explain the Types of Water Pollution.

i. Surface water pollution: 

 Surface water includes natural water found 
on the earth’s surface, like rivers, lakes, lagoons 
and oceans. Hazardous substances coming into 
contact with this surface water, dissolving or 
mixing physically with the water can be called 
surface water pollution.

ii. Groundwater pollution: 

 Groundwater contamination occurs 
when man- made products such as gasoline, 
oil and chemicals get into the ground water. 
In addition, untreated waste from septic 
tanks, toxic chemicals from underground 
storage tanks and leaky landfills contaminate 
groundwater. 

iii. Microbiological pollution: 

 In many communities around the world, 
people drink untreated water (straight from 
a pond,river or stream). Sometimes there is 
natural pollution caused by micro-organism 
like viruses and bacteria. This natural pollution 
causes both aquatic and human illness.

iv. Oxygen depletion pollution: 

 When oxygen levels in the water are 
depleted, relatively harmless aerobic micro-
organisms die and anaerobic micro-organisms 
begin to thrive. Some anaerobic micro-
organisms are harmful to people, animals and 
the environment as they produce harmful 
toxins such as ammonia and sulfides.

2. What are the types of Noise Pollution?

i. Atmospheric Noise: 

 Atmospheric noise or static is caused by 
lighting discharges in thunderstorms and other 
natural electrical disturbances occurring in the 
atmosphere. 

ii. Industrial Noise: 

 Industrial noise refers to noise that is 
created in the factories. Sound becomes noise 
it becomes unwanted. Heavy industries like 
ship building, iron and steel have long been 
associated with Noise Induced Hearing Loss 
(NIHL). 

iii. Man made Noise: 

 The main sources of man-made noise 
pollution are ships, aircraft, seismic exploration, 
marine construction, drilling and motor boats.

3. Explain the Causes of Noise Pollution 

i. Poor urban planning: 

 Improper urban planning will cause 
more nuisances among the city travelers. 

ii. Sounds from motor vehicles: 

 Sounds from motor vehicles can cause 
temporary hearing loss. 

iii. Crackers: 

 Enormous Crackers are used during 
some occasions. Such activities create a very 
louder noise to the level of harming the public. 
Sometimes, they may even cause deafness to 
children and aged. 
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iv. Factory machinery: 

 The industrial noise caused by continuous 
operation of mills, machines and pneumatic 
drills, is unbearable nuisance to the workers.

4. What are the objectives of organic 
farming?

(1)
Produce food 

with higher untri-
tional quality

(3)
Maintain and 

increase soil ferility

(7)
Allow satifaction 

to agricultural 
producer

(6)
Wider social and 

ecological im-
pact of farming 

system

(4)
Use renewable 
resources as far 

as possible
(5)

Avoid Pollution

(2)
Work with 

natural system

Objectives of
Organic Farming

5. Discuss the Effects of Noise Pollution.

a. Hearing Loss: 

 Chronic exposure to noise may cause 
noise-induced hearing loss. Older people are 
exposed to significant occupational noise and 
thereby reduced hearing sensitivity. 

b. Damage Physiological and Psychological 
health: 

 Unwanted noise can damage physiological 
and psychological health. For example, 
annoyance and aggression, hypertension, and 
high stress levels.

c. Cardiovascular effects: 

 High noise levels can contribute to 
cardiovascular problems and exposure to blood 
pressure. 

d. Detrimental effect on animals and aquatic 
life: 

 Noise can have a detrimental effect on 
animals, increasing the risk of death.

 e. Effects on wildlife and aquatic animals: 

 It creates hormone imbalance, chronic 
stress, panic and escape behavior and injury.

6. Explain the Types of Land Pollution.

i. Solid waste: 

 It includes all kinds of rubbish like paper, 
plastic containers, bottles, cans, food, used 
cars, broken electronic goods, municipal waste 
and hospital waste. 

ii. Pesticides and Fertilizers: 

 Many farming activities engage in the 
application of fertilizers, pesticides and 
insecticides for higher crop yield which pollute 
land. 

iii. Deforestation: 

 Humans depend on trees for many things 
including life. Trees absorb carbon dioxide from 
the air and release Oxygen, which is needed for 
life. Forest helps replenish soils and help retain 
nutrients being washed away. Deforestation is 
led to land pollution. 

7. What are the various sources of E-Wastes?

Home:
PC
Television
Radio
Cell phones
Washing

    machine
Microwave

   oven
CD player
Fan
Electroic
 Iron

Government:
PC
FAX
 machine
Xerox
  machine
Scanner
Fan
Tube lights
Air
  Conditions

Private Sectors
(Restaurants, 
Industries)

PC
Boilers
Mixer
Signal 
  Generators
Incubator

Hospitals:
PC
Monitors
ECG device
Microscope
Incubator

Sources of E-Waste:

8. Explain different types of Noise.

i. Atmospheric Noise: 

 Atmospheric noise or static is caused by 
lighting discharges in thunderstorms and other 
natural electrical disturbances occurring in the 
atmosphere. 

ii. Industrial Noise: 

 Industrial noise refers to noise that is 
created in the factories. Sound becomes noise 
it becomes unwanted. Heavy industries like 
ship building, iron and steel have long been 
associated with Noise Induced Hearing Loss 
(NIHL). 

iii. Man made Noise: 

 The main sources of man-made noise 
pollution are ships, aircraft, seismic exploration, 
marine construction, drilling and motor boats.

Additional Five Mark

1. State and discuss the Causes of Land 
Pollution 

i. Deforestation and soil erosion: 

 Deforestation carried out to create dry 
lands is one of the major concerns. Land that 
is once converted into a dry or barren land, 
can never be made fertile again, whatever the 
magnitude of measures to convert it. 

ii. Agricultural activities: 

 With growing human and pet animal 
population, demand for food has increased 
considerably. Farmers often use highly toxic 
fertilizers and pesticides to get rid off insects, 
fungi and bacteria from their crops. However 
the overuse of these chemicals, results in 
contamination and poisoning of land. 

iii. Mining activities: 

 During extraction and mining activities, 
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8. Explain different types of Noise.

i. Atmospheric Noise: 

 Atmospheric noise or static is caused by 
lighting discharges in thunderstorms and other 
natural electrical disturbances occurring in the 
atmosphere. 

ii. Industrial Noise: 

 Industrial noise refers to noise that is 
created in the factories. Sound becomes noise 
it becomes unwanted. Heavy industries like 
ship building, iron and steel have long been 
associated with Noise Induced Hearing Loss 
(NIHL). 

iii. Man made Noise: 

 The main sources of man-made noise 
pollution are ships, aircraft, seismic exploration, 
marine construction, drilling and motor boats.

Additional Five Mark

1. State and discuss the Causes of Land 
Pollution 

i. Deforestation and soil erosion: 

 Deforestation carried out to create dry 
lands is one of the major concerns. Land that 
is once converted into a dry or barren land, 
can never be made fertile again, whatever the 
magnitude of measures to convert it. 

ii. Agricultural activities: 

 With growing human and pet animal 
population, demand for food has increased 
considerably. Farmers often use highly toxic 
fertilizers and pesticides to get rid off insects, 
fungi and bacteria from their crops. However 
the overuse of these chemicals, results in 
contamination and poisoning of land. 

iii. Mining activities: 

 During extraction and mining activities, 

several land spaces are created beneath the 
surface. 

iv. Landfills: 

 Each household produces tones of garbage 
each year due to changing economic lifestyle of 
the people. Garbage like plastic, paper, cloth, 
wood and hospital waste get accumulated. 
Items that cannot be recycled become a part of 
the landfills that cause land pollution. 

v. Industrialization: 

 Due to increasing consumerism more 
industries were developed which led to 
deforestation. Research and development 
paved the way for modern fertilizers and 
chemicals that were highly toxic and led to soil 
contamination.

vi. Construction activities: 

 Due to urbanization, large amount of 
construction activities are taking place. This 
has resulted in large waste articles like wood, 
metal, bricks, plastic. These are dumped at 
the outskirts of urban areas that lead to land 
pollution. 

vii. Nuclear waste: 

 The leftover radioactive materials, 
harmful and toxic chemicals affect human 
health. They are dumped beneath the earth 
to avoid any casualty. 

2. Discuss the Effects of Land Pollution.

1. Soil pollution: 

 Soil pollution is another form of land 
pollution, where the upper layer of the soil 
is damaged. This is caused by the overuse 
of chemical fertilizers, and pesticides. This 
leads to loss of fertile land. Pesticides kill 
not only pests and also human beings. 
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2. Health Impact: 

 The land when contaminated with toxic 
chemicals and pesticides lead to problem of 
skin cancer and human respiratory system. 
The toxic chemicals can reach our body 
through foods and vegetables. 

3. Cause for Air pollution: 

 Landfills and waste dumping lead to air 
pollution. The abnormal toxic substances 
spread in the atmosphere cause transmit 
respiratory diseases among the masses. 

4. Effect on wildlife: 

 The animal kingdom has suffered 
mostly in the past decades. They face a 
serious threat with regards to loss of habitat 
and natural environment. The constant 
human activity on land is leaving.

3. List the Remedial measures to control 
Land Pollution 

1. Making people aware about the concept of a 
Reduce, Recycle and Reuse

2. Buying biodegradable products

3. Minimizing the usage of pesticides 

4. Shifting cultivation 

5. Disposing unwanted garbage properly 
either by burning or by burying under the 
soil. 

6. Minimizing the usage of plastics.

4. Enumerate the general principles of 
organic farming.

1. Protect the environment, minimize 
soil degradation and erosion, decrease 
pollution, optimize biological productivity 
and promote a sound state of health. 

2. Maintain long-term soil fertility by 
optimizing conditions for biological activity 

within the soil 

3. Maintain biological diversity within the 
system 

4.  Recycle materials and resources to the 
greatest extent possible within the enterprise

5. Provide attentive care that promotes the 
health and meets the behavioural needs of 
livestock 

6. Prepare organic products, emphasizing 
careful processing, and handling methods 
in order to maintain the organic integrity 
and vital qualities of the products at all 
stages of production. 

7. Rely on renewable resources in locally 
organized agricultural systems.

5. Discuss the major Causes of Air Pollution?

1. Vehicle exhaustion smoke:

 Vehicles smoke happens to release high 
amounts of Carbon monoxide. Millions of 
vehicles are operated every day in cities, each 
one leaving behind its own carbon footprint on 
the environment. 

2. Fossil fuel based power plants:

 Fossil fuels also present a wider scale 
problem when they are burned for energy in 
power plants. Chemicals like sulfur dioxide 
are released during the burning process, which 
travel straight into the atmosphere. These 
types of pollutants react with water molecules 
to yield something known as acid rain.

3. Exhaust from Industrial Plants and 
Factories:

 Heavy machineries located inside big 
factories and industrial plants also emit 
pollutants into the air. 

4. Construction and Agricultural activities: 
 Potential impacts arising from the 
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construction debris would include dust particles and gaseous emissions from the construction 
sites. Likewise, using of ammonia for agriculture is a frequent byproduct that happens to be one 
of the most dangerous gases affecting air. 

5. Natural Causes:

 Earth is one of the biggest polluters itself, through volcanoes, forest fires, and dust storms. 
They are nature-borne events that dump massive amounts of air pollution into the atmosphere. 

6. Household activities:

 Household activities like cooking, heating and lighting, use of various forms of mosquito 
repellents, pesticides and chemicals for cleaning at home and use of artificial fragrances are some 
of the sources that contribute to air pollution.

6. Elaborate the Effects of Air Pollution 

1. Respiratory and heart problems: 

 It creates several respiratory and heart ailments along with cancer. Children are highly 
vulnerable and exposed to air pollutants and commonly suffer from pneumonia and asthma. 

2. Global warming: 

 Increasing temperature in the atmosphere leads to global warming and thereby to increase 
sea level rise and melting of polar icebergs, displacement and loss of habitat.

3. Acid rain: 

 Harmful gases like nitrogen oxides and sulfur oxides are released into the atmosphere during 
the burning of fossil fuels. Acid rain causes great damage to human beings, animals and crops. 

4. Eutrophication: 

 Eutrophication is a condition where high amount of nitrogen present in some pollutants 
which adversely affects fish, plants and animal species. 

5. Effect on Wildlife:

  Toxic chemical present in the air can force wildlife species to move to new place and change 
their habitat. 

6. Depletion of Ozone layer: 

 Ozone exists in earth’s atmosphere and is responsible for protecting humans from harmful 
ultraviolet (UV) rays. Earth’s ozone layer is depleting due to presence of chlorofluorocarbons and 
hydro chlorofluorocarbons in the atmosphere. 

7. Human Health: 
 Outdoor air pollution is a major cause of death and disease globally. The health effects range 
from increased hospital admissions and emergency room visits, to increased risk of premature 
death. An estimated 4.2 billion premature deaths globally are linked to ambient air pollution.
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UNIT

11
ECONOMICS OF DEVELOPMENT 

AND PLANNING

INTRODUCTION

Basis Economic Development Economic Growth 
Scope Concerned with structural changes 

in the economy 
Growth is concerned with increases 
in the economy's output 

Growth Development relates to growth of 
human capital indices, a decrease 
in inequality figures, and structural 
changes that improve the general 
population's quality of life 

Growth relates to a gradual increase 
in one of the components of Gross 
Domestic Product: consumption, 
government spending, investment, 
net exports 

Implication It implies changes in income, saving 
and investment along with progressive 
changes in socio-economic structure 
of country(institutional and 
technological changes) 

It refers to an increase in the real 
output of goods and services in the 
country like increase in income, in 
savings, in investment etc. 

Measurement Qualitative. HDI (Human 
Development Index), gender- related 
index (GDI), Human poverty index 
(HPI), infant mortality, literacy rate 
etc. 

Quantitative. Increase in real GDP. 
Shown by PPF. 

Effect Brings qualitative and quantitative 
changes in the economy 

Brings quantitative changes in the 
economy 

DETERMINANTS OF ECONOMIC DEVELOPMENT 

 Economic development is not determined by any single factor. Economic development 
depends on Economic, Social, Political and Religious factors. 

ECONOMIC FACTORS 

 1. Natural Resource 2. Capital Formation 3. Size of the Market 4.Structral Change 5. 
Financial System 6.Markatable surplus 7.Foreign Trade 8. Economic System 

NON ECONOMCS FACTORS

 1.Human Resource 2.Technical Know-how 3.Political Freedom 4.Social Organization 
5.Corruption free administration 6.Desire for Development 7. Moral, ethical and social values 
8. Casino Capitalism 9. Patrimonial Capitalism 
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VICIOUS CIRCLE OF POVERTY

	 It implies a circular constellation of forces tending to act and react upon one another 
in such a way as to keep a poor country in a state of poverty. 

	For example, a poor man may not have enough to eat; being underfed, his health 
may be weak; being physically weak, his working capacityis low, which means that he is 
poor, which in turn means that he will not have enough to eat and so on.

POVERTY 
TRAP

Growth Development

Low economic 
growth

Low 
investment

Low 
Income

Low levels of 
human capital

Low 
Saving

Low 
Productivity

Low level of 
education and 

health care

PLANNING :MEANING 

	Planning is a technique, a means to an end being the realization of certain pre-determined 
and well-defined aims and objectives laid down by a central planning authority. 

TYPES OF PLANNING 

	Democratic Vs Totalitarian, Centralized Vs Decentralized, Planning by Direction Vs 
Inducement, Indicative Vs Imperative, Short, Medium and Long term, Financial Vs 
Physical Functional Vs Structural, Comprehensive Vs Partial 

NITI AAYOG

	National Institution for Transforming India was formed on January 1, 2015 through 
a Union Cabinet resolution. NITI Aayog is a policy think-tank of the Government of 
India. It replaced the Planning Commission from 

	13th August, 2014. The Prime Minister is the Chairperson of NITI Aayog and Union 
Ministers will be Ex-officio members.  
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BOOK EXERCISE QUESTIONS - MULTIPLE CHOICE QUESTIONS

PART - A

1. "Redistribution with Growth" became 
popular slogan under which approach?  

a) Traditional approach  
b) New welfare oriented approach 
c) Industrial approach  
d) None of the above 

2. Which is not the feature of economic 
growth? 

a) Concerned with developed nations 
b) Gradual change 
c) Concerned with quantitative aspect
d) Wider concept

3. Which among the following is a 
characteristic of underdevelopment? 

a) Vicious circle of poverty 
b) Rising mass consumption 
c) Growth of Industries 
d) High rate of urbanization 

4. The non-economic determinant of 
economic development  
a) Natural resources 
b) Human resource 
c) Capital formation 
d) Foreign trade

5. Economic growth measures the -------  
(a) Growth of productivity 
(b) Increase in nominal income 
(c)  Increase in output 
(d) None of the above 

6. The supply side vicious circle of poverty 
suggests that poor nations remain poor 
because 

a) Saving remains low  

b) Investment remains low 
c) There is a lack of effective government 
d) a and b above 

7. Which of the following plan has focused 
on the agriculture and rural economy? 

a) People’s Plan 
b) Bombay Plan 
c) Gandhian Plan 
d) Vishveshwarya Plan 

8. Arrange following plans in correct 
chronological order 

a) People’s Plan  
b) Bombay Plan
c) Jawaharlal Nehru Plan 
d) Vishveshwarya Plan 

9. M.N. Roy was associated with --------- 
a) Congress Plan
b) People’s Plan 
c) Bombay Plan 
d) None of the above  

10.Which of the following country adopts 
indicative planning? 

a) France 

b) Germany 

c) Italy 

d) Russia 

11. Short-term plan is also known as -------- 
(a) Controlling Plans 

(b) De-controlling Plans 

(c) Rolling Plans 

(d) De-rolling Plans 

12. Long-term plan is also known as -------
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(a) Progressive Plans 

(b) Non-progressive Plans 

(c) Perspective Plans 

(d) Non-perspective Plans 

13. The basic philosophy behind long-term 
planning is to bring------------ changes in 
the economy?

a) Financial 

b) Agricultural 

c) Industrial 

d) Structural 

14. Sarvodaya Plan was advocated by----- ---

a) Mahatma Gandhi  

b) J.P. Narayan  

c) S. N Agarwal

d) M.N. Roy  

15. Planning Commission was set up in the 
year --------------- 

a) 1950  

b) 1951 

c) 1947 

d) 1948 

16. Who wrote the book ‘The Road to 
Serfdom’? 

a)  Friedrich Hayek 

b)  H.R. Hicks 

c)  David Ricardo 

d) Thomas Robert Malthus 

17. Perspective plan is also known as ---- ----

a) Short-term plan 

b) Medium-term plan 

c) Long-term plan 

d) None of the above 

18. NITI Aayog is formed through----------

a) Presidential Ordinance 

b) Allocation of business rules by President 
of India 

c) Cabinet resolution 

d) None of the above

19. Expansion of NITI Aayog? 

a) National Institute to Transform India 

b) National Institute for Transforming India 

c) National Institution to Transform India 

d) National Institution for Transforming India

20. The Chair Person of NITI Aayog is 

(a) Prime Minister 

(b) President  

(c) Vice – President  

(d) Finance Minister

Answers
1 2 3 4 5 6 7 8 9 10
b d a b c d c b b b

11 12 13 14 15 16 17 18 19 20
a c c b a a c c d a

PART - B

Answer the following questions in one or 
two sentences

21. Define economic development 
	The traditional approach defines 

development strictly in economic terms.

	 The increase in GNP is accompanied 
by decline in share of agriculture in 
output and employment while those 
of manufacturing and service sectors 
increase. 

	 It emphasizes the importance of 
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industrialization.

22. Mention the indicators of development. 
	 Gross National Product (GNP)

	 GNP per capita

	 Welfare

	 Social Indicators - health, education, 
food, water, sanitation and housing 
facilities

23. Distinguish between economic growth 
and development 

Ba
si

s o
f 

D
iff

er
en

ce

Ec
on

om
ic

 
G

ro
w

th
 

Ec
on

om
ic

 
D

ev
el

op
m

en
t 

Deals

Deals with 
the problems 
of Developed 
countries 

Deals with the 
problems of 
UDCs 

Changes
Change is 
gradual and 
steady 

Change is 
discontinuous 
and spontaneous 

Meaning Means more 
output 

Means not only 
more output 
but also its 
composition 

Approach

Concerns 
Quantitative 
aspects i.e. 
increase in per 
capita income 

Quantitative as 
well as Qualitative 

Scope Narrow 
Wider concept 
Development = 
Growth + Change 

24. What is GNP? 

 GNP is the total market value of all 
final goods and services produced within 

a nation in a particular year, plus income 
earned by its citizens (including income 
of those located abroad), minus income of 
non-residents located in that country. 

25. Define economic planning. 
	According to Robbins, “Economic 

Planning is “collective control or 
suppression of private activities of 
production and exchange”. 

	 According to Dalton, “Economic 
Planning in the widest sense is the 
deliberate direction by persons in-
charge of large resources of economic 
activity towards chosen ends”. 

26.  What are the social indicators of 
economic development? 

The basic needs for development such as 
health, education, sanitation, water, food 
etc.

S. N Basic need Indicators
1 Health Life expectancy at 

birth
2 Education Literacy signifying 

primary school 
enrollment as per 
cent of population.

3 Food Calorie supply per 
head

4 Water supply infant mortality 
and percentage of 
population with 
access to potable 
water

5 Sanitation Infant mortality 
and percentage of 
population with 
access of sanitation.
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27. Write a short note on NITI Aayog. 

	 NITI Aayog (National Institution 
for Transforming India) was formed 
on January 1, 2015 through a Union 
Cabinet resolution.

	 NITI Aayog is a policy think-tank (a 
body of experts providing advice and 
ideas on specific economic problems) 
of the Government of India.

	 It replaced the Planning Commission 
from 13th August, 2014.

	 NITI Aayog is based on the 7 pillars of 
effective governance – (1) Pro-People 
(2) Pro-Activity (3) Participation (4) 
Empowering (5) Inclusion of all (6) 
Equality (7) Transparency.

PART - C

Answer the following questions in one 
Paragraph.

28. Elucidate major causes of vicious circle 
of poverty with diagram 

VICIOUS CIRCLE OF POVERTY :

 MEANING
Low per

Capita Income

THE VICIOUS 
CIRCLE OF
 POVERTYLow 

Productivity

i. Low Level of 
Saving and

ii. Low Level of 
Demand

Low Levels of 
Investment in 
Physical and 

Human Capital

The reasons of vicious circle of poverty can 
be classified into two groups:

(a) Supply side of vicious circle.

(b) Demand side of vicious circle.

On the supply side, the low level of real income 
means low savings. The low level of saving leads 
to low investment and to deficiency of capital. 
The deficiency of capital, in turn, leads to low 
levels of productivity and back to low income.

Low Income → Low Saving → Low Investment 
→ Low Production → Low Income

The demand-side of the vicious circle is that 
the low level of real income leads to a low level 
of demand which, in turn, leads to a low rate 
of investment and hence back to deficiency of 
capital, low productivity and low income.

Low Income → Low Demand Low Investment 
→ Low Productivity → Low Income

29. What are the non-economic factors 
determining development? 

1.Human Resource 2.Technical Know-how 
3.Political Freedom 4.Social Organization 
5.Corruption free administration 6.Desire for 
Development 7. Moral, ethical and social values 
8. Casino Capitalism 9. Patrimonial Capitalism

30.  How would you break the vicious circle 
of poverty? 

	To break the vicious circle on the 
demand side, Nurkse suggested the 
strategy of balanced growth. 

	If investment is made in several 
industries simultaneously the workers 
employed in various industries will 
become consumers of each other’s 
products and will create demand for 
one another. 

	The balanced growth i.e. simultaneous 
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investment in large number of industries 
creates mutual demand. 

	Thus, through the strategy of balanced 
growth, vicious circle of poverty 
operating on the demand side of capital 
formation can be broken.

31. Trace the evolution of economic planning 
in India. 

1.  Sir M. Vishveshwarya (1934): a prominent 
engineer and politician made his first 
attempt in laying foundation for economic 
planning in India in 1934 through his 
book, “Planned Economy of India”. It was 
a 10 year plan.

2. Jawaharlal Nehru (1938): set-up “National 
Planning Commission” by a committee but 
due to the changes in the political era and 
second World War, it did not materialize. 

3. Bombay Plan (1940): The 8 leading 
industrialists of Bombay presented 
“Bombay Plan”. It was a 15 Year Investment 
Plan. 

4.  S. N Agarwal (1944) gave the “Gandhian 
Plan” focusing on the agricultural and 
rural economy.

5. M.N. Roy (1945) drafted ‘People’s 
Plan”. It was aiming at mechanization of 
agricultural production and distribution 
by the state only.

6.  J.P. Narayan (1950) advocated, “Sarvodaya 
Plan” which was inspired by Gandhian Plan 
and with the idea of VinobaBhave. It gave 
importance not only for agriculture, but 
encouraged small and cottage industries 
in the plan.

Sir. M Vishvsehwarya (1934)
"Planned Economy of India''

Jawaharlal Nehru (1938)
"National Planning Commission"

S.N Agarwal (1944)
"Gandhian Plan"

M.N. Roy (1945)
"Gandhian Plan"

J.P Narayan (1950)
"Sarvodaya Plan"

Planning Commission 1950

Bombay Plan (1940)

32. Describe the case for planning. 

1. To accelerate and strengthen market 
mechanism:

2.  To remove unemployment:

3.  To achieve balanced development

 i) Development of Agriculture and 
Industrial Sectors

 ii)  Development of Infrastructure

 iii)  Development of Money and Capital 
Markets

4. To remove poverty and inequalities
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33. Distinguish between functional and 
structural planning. 

Ba
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Meaning

Functional 
planning 
refers to that 
planning 
which seeks 
to remove 
economic 
difficulties

The structural 
planning refers 
to a good deal 
of changes 
in the socio-
economic 
framework of 
the country.

Approach

Attemptwithin 
the existing 
socioeconomic 
framework

Attempt to 
change the 
economic 
structure 
fundamentally

Nature
Functional 
planning is 
evolutionary

Structural 
planning is 
therefore 
revolutionary

Example
Planning 
in India s is 
functional

Planning 
in China is 
structural

Scope Narrow 

Wider concept 
Development 
= Growth + 
Change 

34. What are the functions of NITI Aayog?
1.  Cooperative and Competitive 

Federalism: To enable the States to have 
active participation in the formulation of 
national policy. 

2.  Shared National Agenda: To evolve a 
shared vision of national development 
priorities and strategies with the active 

involvement of States. 

3. Decentralized Planning: To restructure 
the planning process into a bottom-up 
model. 

4.  Vision and Scenario Planning: To 
design medium and long-term strategic 
frameworks towards India’s future. 

5.  Network of Expertise: To mainstream 
external ideas and expertise into 
government policies and programmes 
through a collective participation. 

6.  Harmonization: To facilitate 
harmonization of actions across different 
layers of government, especially when 
involving cross-cutting and overlapping 
issues across multiple sectors;

7.  Conflict Resolution: To provide platform 
for mutual consensus to inter-sectoral, 
inter-departmental, inter-state as well as 
centre-state issues for all speedy execution 
of the government programmes.

8. Coordinating Interface with the World: 
It will act nodal point to harness global 
expertise and resources coming from 
International organizations for India’s 
developmental process. 

9.  Internal Consultancy: It provides 
internal consultancy to Central and State 
governments on policy and programmes.

10. Capacity Building: It enables to provide 
capacity building and technology 
up-gradation across government, 
benchmarking with latest global trends 
and providing managerial and technical 
know-how. 

11. Monitoring and Evaluation: It will 
monitor the implementation of policies 
and progammes and evaluate the impacts.
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PART - D

Answer the following questions in 
about a page.

35. Discuss the economic determinants of 
economic development. 

 Economic Determinants of Economic 
Development are as follow,

 1. Natural Resource 2. Capital Formation 
3. Size of the Market 4.Structral Change 
5. Financial System 6.Markatable surplus 
7.Foreign Trade 8. Economic System

1. Natural Resource: 

 The principal factor affecting the 
development of an economy is the 
availability of natural resources. The 
existence of natural resources in abundance 
is essential for development.

2. Capital Formation: 

 Capital formation is the main key to 
economic growth.It facilitates adoption 
of advanced techniques of production. 
It leads to better utilization of natural 
resources, industrialization and expansion 
of markets which are essential for economic 
progress.

3. Size of the Market: 

 Large size of the market would stimulate 
production, increase employment and 
raise the National per capita income.

4. Structural Change: 

 Structural change refers to change 
in the occupational structure of the 
economy. Any economy of the country 

is generally divided into three basic 
sectors: Primary sector, Secondary sector 
and Tertiary sector. Any economy which 
is predominantly agricultural tends to 
remain backward.

5. Financial System: 

 Financial system implies the existence 
of an efficient and organized banking 
system in the country. There should be an 
organized money market to facilitate easy 
availability of capital. 

6. Marketable Surplus:

 Marketable surplus refers to the total 
amount of farm output cultivated by 
farmers over and above their family 
consumption needs. This is a surplus 
that can be sold in the market for earning 
income.

7. Foreign Trade:

 The country which enjoys favorable 
balance of trade and terms of trade is 
always developed. It has huge forex 
reserves and stable exchange rate.

8. Economic System:

 The countries which adopt free market 
mechanism (laissez faire) enjoy better 
growth rate compared to controlled 
economies. It may be true for some 
countries, but not for every country.

36. Describe different types of Planning. 

Planning - Definition

 “Economic Planning in the widest sense 
is the deliberate direction by persons in-
charge of large resources of economic 
activity towards chosen ends”. 
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Dalton-

Types of Planning

Democratic
Vs

Totalitraian

Centralized
Vs

Decentralized

Planning by 
Direction

Vs
Iducement

Indicative 
Vs 

Imperative

Short,Medium 
and Long 

Term

Financial
Vs

Physical 

Functional
Vs

Structural

Comprehensive
Vs 

Partial

1. Democratic Vs Totalitarian:

Democratic Plan Totalitarian Plan

Democratic planning implies planning within 
democracy.

Under totalitarian planning, there is central 
control and direction of all economic activities 
in accordance with a single plan.

People are associated at every step in the 
formulation and implementation of the plan.

In authoritarian planning, the planning 
authority is the supreme body.

2. Centralized Vs Decentralized

Centralized Plan Decentralized Paln

Under centralized planning, the entire 
planning process in a country is under a 
central planning authority.

Under decentralized planning local 
organizations and institutions formulate, 
adopt, execute and supervise the plan without 
interference by the central authorities.

In other words, it is called ‘planning from 
above’.

In other words, it is called ‘planning from 
below’.

3. Planning by Direction Vs Inducement:

Planning by Direction Planning by Inducement

There is a central authority which plans, 
directs and orders the execution of the plan in 
accordance with pre-determined targets and 
priorities.

The people are induced to act in a certain 
way through various monetary and fiscal 
measures.
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4. Indicative Vs Imperative Planning:

Indicative Plan Imperative Plan

Indicative planning is peculiar to the mixed 
economies. It has been in practice in France

The state is all powerful in preparation and 
implementation of the plan.

Under this plan, the outline of plan is prepared 
by the Government. Then it is discussed with 
the representatives of private management, 
trade unions, consumer groups, finance 
institutions and other experts.

Once a plan is drawn up, its implementation 
is a matter of enforcement. There is complete 
control over the entire resources by the state.

5. Short, Medium and Long term Planning:

Short Term Plan Medium Term Plan Long Term Plan

Short - term upto 1 year Medium - term 3 - 7 years Long - term over 10 year

Short - term planning 
concerns the plans in a time 
period of 1 year - operational 
planning.

Medium – term planning is 
considered for a time period 
of 5 years – tactical planning.

Long – term planning is 
considered for a time period 
over 10 years – strategic 
planning.

6. Financial Vs Physical Planning:

Financial Plan Physical Plan

Financial planning refers to the technique of 
planning in which resources are allocated in 
terms of money

Physical planning pertains to the allocation 
of resources in terms of men, materials and 
machinery.

7. Functional Vs Structural Planning:

Functional Plan Structural Plan

Functional planning refers to that planning 
which seeks to remove economic difficulties

The structural planning refers to a good deal 
of changes in the socio-economic framework 
of the country.

8. Comprehensive Vs Partial Planning:

Comprehensive Plan Partial Plan

General planning which concerns itself with 
the major issues for the whole economy is 
known as comprehensive planning

Partial planning is to consider only the few 
important sectors of the economy.

Bring out the arguments against planning.

Introduction\

	 The failure of market mechanism invited state intervention in economic activities through 
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planning. But the economic planning 
also is not free from limitations.

	 It may retard private initiatives, hamper 
freedom of choice, involve huge cost of 
administration and stop the automatic 
adjustment of price mechanism.

	 The arguments against planning are 
mostly concerned with centralized and 
totalitarian planning.

1. Loss of freedom

	 The absence of freedom in decision 
making may act as an obstacle for 
economic growth. Regulations and 
restrictions are the backbone of a 
planned economy.

	 Under planning, the crucial decisions 
are made by the Central Planning 
Authority. The consumers, producers 
and the workers enjoy no freedom of 
choice. 

	 Therefore, Hayek explains in his book 
‘Road to Serfdom’ that centralized 
planning leads to loss of personal 
freedom and ends in economic 
stagnation.

2. Elimination of Initiative

 Under centralized planning, there will be 
no incentive for initiatives and innovations. 
Planning follows routine procedure and 
may cause stagnation in growth. The 
absence of initiatives may affect progress 
in following ways.

a.  The absence of private ownership and 
profit motive discourages entrepreneurs.

b.  As all enjoy equal reward under planned 
economy irrespective of their effort

c.  The bureaucracy and red tapism which are 
the features of planned economy, cripple 
the initiative as they cause procedural 

delay and time loss.

3. High cost of Management 

	 No doubt the fruits of planning such 
as industrialization, social justice and 
regional balance are good. 

	 But the cost of management of the 
economic affairs outweighs the benefits 
of planning. 

	 Plan formulation and implementation 
involve engagement of an army of staff 
for data collection and administration.

4. Difficulty in advance calculations

	 There is no such mechanism in a 
planned economy. 

	 Advance calculations in a precise 
manner are impossible to make 
decisions regarding the consumption 
and production. 

	 It is also very difficult to put the 
calculations into practice under 
planning.

Additional One marks

1. The concept "development" refers to the 
………….. changes towards betterment.

 a. systematic b. seasonal

 c. structural d. functional

2.  After the Second World War, economists 
started devoting their attention 
towards analyzing the problems of 
…………………. Countries.

 a. underdeveloped b. developed

 c. developing d. modern

3. How many approaches are there to the 
concept of development?

 a. one b. two

 c. three d. seven
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4. What are the main approaches 
of approaches to the concept of 
development?

 a.  The traditional approach and the new 
welfare oriented approach

 b. The modern approach and classical 
approach

 c. Lewis approach and Sen’s approach
 d.  None of the above
5. Consider the following statement and 

find suitable answer.
 “The increase in GNP is accompanied by 

decline in share of agriculture in output and 
employment while those of manufacturing 
and service sectors increase”

 a. Modern Approach
 b. new welfare approach
 c. neo-classical approach
 d. Traditional Approach
6. Find the author of following statement. 

“Development must, therefore, be 
conceived as a multidimensional process 
involving major changes…..”

 a. Arthur C. Pigou
 b. Michael P. Todaro
 c.  John M. Keynes
 d. Smith
7. The UDCs are characterized by 

predominance of …………….?
 a. secondary sector
 b tertiary sector
 c. primary sector
 d. primitive sector
8. Associate the following conditions to 

suitable type of economy.
 “Low per capita income, widespread 

poverty, wide inequality in distribution 
of income and wealth, over population, 

low rate of capital formation, high 
rate of unemployment, technological 
backwardness, dualism etc.”

 a. developed economy
 b. Under developed economy
 c. mixed economy
 d. advanced economy
9. The term 'underdeveloped country' is 

…………….. one.
 a. relative b. absolute
 c. systematic d. structural
10. What is the count of classification of 

countries as per World Development 
Report?

 a. Three b. One c. Four d. Nine
11. GNI Per Capita of $906 and below refers 

to …….?
 a. High Income Countries
 b. Middle Income Countries
 c. Poor Countries
 d. Low Income Countries 
12. What are the income limits of Middle 

Income Countries as per World 
Development Report?

 a. GNI Per Capita Ranging Between $906 
And $11, 115 

 b. GDP Per Capita Ranging Between $906 
And $11, 115

 c. Per Capita Ranging $11, 115 and above
 d. GDP Per Capita Ranging Between $906 

or below
13.  GNI Per Capita of $11,116 Or more 

refers to 
 a. Poor Countries    
 b.   High Income Countries 
 c. Middle Income Countries  
 d.   Low Income Countries
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14.  Find the suitable answer for the statement 
given.  “This indicator of economic 
growth emphasizes that for economic 
development the rate of increase in real 
per capita income should be higher than 
the growth rate of population.”

 a. GDP at factor cost
 b.  GDP per capita
 c. GNP per capita    
 d.  GNI
15. Identify the odd one in the context of 

determinants of economya. 
 a. Human Resource    
 b.  Structural Change
 c. Technical Know-how   
 d.  Political Freedom
16. The ………………....... affecting the 

development of an economy is the 
availability of natural resources.

 a. secondary factor    
 b.  principal factor
 c. additional factor
 d.  classical factor
17. A country like ……………… lacking 

natural resources imports them 
and achieve faster rate of economic 
development with the help of technology, 
India with larger resources is poor.

 a. Japan b. China c. Korea d. USA
18. Capital formation refers to the net 

addition to the …………………. which 
are either tangible like plants and 
machinery or intangible like health, 
education and research.

 a. existing flow of capital goods 
 b.  old stock of capital goods
 c. anticipatedflow of capital goods 
 d.  existing stock of capital goods

19. Find the suitable match.
 I. Primary sector    -  a . 

Industrial production, constructions 
 II. Secondary sector    - 

b. Agricultural, animal husbandry, 
forestry

 III. Tertiary sector    - c . 
Trade, banking and commerce.

 a. I (a) II (b) III (c)    b. I 
(b) II (a) III (c)

 c. I (b) II (c) III (b)    d. I 
(c) II (b) III (a)

20. ………………. implies the existence 
of an efficient and organized banking 
system in the country.

a.  Political system    
b.  Budgetary System
c. Economics System
d.  Financial system

21. …………………… refers to the total 
amount of farm output cultivated by 
farmers over and above their family 
consumption needs. 

 a. Marketable Deficits
 b. Social Cost
 c. Marketable surplus
 d. Levy
22. Find the author of following statement. 

“Economic Development has much 
to do with human endowments, 
social attitudes, political conditions 
and historical accidents. Capital is a 
necessary but not a sufficient condition 
of progress”

 a. RagnarNurkse
 b. Ragnar Frisch
 c. McCullum
 d. Lewis Arthur
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 23. Human resource is named as 
…………………?

 a. human capital

 b. natural capital

 c. physical capital

 d. employment

24. ………………… formation is the process 
of increasing knowledge, skills and the 
productive capacity of people.

 a. finance capital 

 b. human capital

 c. material capital

 d. investment

25. Find the suitable examples for the 
following statement. “If labour is 
efficient and skilled, its capacity to 
contribute to growth will be high. 

 a. India and China

 b. Japan and India

 c. Japan and China

 d. USA and Canada

26. Who attributed the cause for economic 
development to innovation?

 a. Dalton b. Lewis

 c. Schumpeter d. Nurkse

27. Who wrote ‘Poverty and Un- British 
Rule in India’ that the drain of wealth 
from India under the British rule was the 
major cause of the increase in poverty in 
India?

 a. Vallabhai Patel 

 b. Mahatma Gandhi

 c. DadabhaiNaoroji 

 d. Pandit Nehru

28. Find the meaning of the following 
statement “A Majority of the poor people 
do not participate in the process of 
development”. 

 a. crony capitalism b. mixedism
 c.  socialism d. modern socialism
29. Corruption is a …………………… in the 

growth process?
 a. positive factor b. negative factor

 c. irrelevant factor d. associate

30. “Moral, ethical and social values: These 
determine the efficiency of the market” 
Who said this?

 a. Douglas b. Negi
 c. Arthur d. Dalton
31. Find the meaning of the following 

statement “If People spend larger 
proportion of their income and time on 
entertainment liquor and other illegal 
activities, productive activities may 
suffer”

 a. crony capitalism b. capitalism
 c. socialism d. casino capitalism
32. The missing part of the cycle.

Low per
Capita Income

THE VICIOUS 
CIRCLE OF
 POVERTY?

i. Low Level of 
Saving and

ii. Low Level of 
Demand

Low Levels of 
Investment in 
Physical and 

Human Capital

 a. Low income b. Low tax
 c. Low productivity d. Low investment
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33. Expand the term LDCs.
 a. Latest Developed Countries
 b.  Less Developed Countries
 c. Less Developed Continents
 d. None of the above
34. Who explained the idea in these words: 

“It implies a circular constellation of 
forces tending to act and react upon one 
another in such a way as to keep a poor 
country in a state of poverty”

 a. Dalton b. Pigou
 c. Schumpeter d. Nurkse
35. What is true according to the “vicious 

circle of poverty”?
 a. A county is poor because the country 

is poor
 b.  A county is rich because the country is 

capitalist
 c. A county is poor because the country 

is socialist
 d. None of the above
36. Find the missing stage of the supply side 

cycle.
 Low Income → Low Saving → 

……….?…………→ Low Production → 
Low Income

 a. Low Interest
 b. Low Tax 
 c. Low capital
 d. Low Investment
37. Find the missing stage of the demand 

side cycle.
 Low Income → ……..?.............→ Low 

Investment → Low Productivity → Low 
Income

 a. Low Supply Low Supply 
 b. Low Demand

 c. Low Capital
 d. Low interest
38. Through the strategy of……………….. 

vicious circle of poverty operating on the 
demand side of capital formation can be 
broken?

 a. capitalism
 b. unbalanced growth
 c. parallel growth
 d. balanced growth
39. Trace of author of following statement 

“Economic Planning is “collective control 
or suppression of private activities of 
production and exchange”

 a. Joan Robbins b. Robbins
 c.  Marshall d. Dalton
40. Trace the author of following statement 

“Economic Planning in the widest sense 
is the deliberate direction by persons in-
charge of large resources of economic 
activity towards chosen ends”

 a. Dalton
 b. Arthur Lewis
 c. Arthur Schumpeter
 d. None of the above
41. Soviet Union adopted economic planning 

for the first time in 1928 that enabled the 
country to turn into an …………….. su-
perpower.

 a. software b. agricultural
 c.  industrial d. military
42. The idea of …………….. was strengthened 

during the Great Depression in 1930s.
 a. political planning
 b. industrial planning
 c. economic planning
 d. democratic planning
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43. National Planning Commission came into 
force on ……….?

 a. January 26, 1950
 b. January15, 1950
 c. January 26, 1951
 d. August 15, 1950
44. In logical order, the Planning Commis-

sion was created on …………….. and the 
plan era began on ……………….. with the 
launch of the first five year plan.

 a. April 1, 1951 and March 15, 1950
 b. March 15, 1950 and April 1, 1951
 c. April 1, 1951 and March 15, 1951
 d. All the above are incorrect
45. Find the incorrect match.
 a. Sir M. Vishveshwarya (1934):“Planned 

Economy of India”.
 b. Jawaharlal Nehru (1938): “National 

Planning Commission 
 c. Bombay Plan (1940): ‘People’s Plan” 
 d. None of the above
46. J.P. Narayan (1950) advocated, 

“…………………… ” which was inspired 
by Gandhian Plan and with the idea of Vi-
nobaBhave.

 a. Industrial Plan
 b. People’s Plan
 c. Sarvodaya Plan
 d. Bombay Plan
47. Jawaharlal Nehruwas the first Chairman 

of………………………. , Government of 
India.

 a. Planning Commission
 b. Finance Commission
 c. Economic Advisory Council
 d. Constitutional

48. Which of the following Taxesare not Lev-
ied and Collected by the union butAs-
signed to the States (Art.269)?

a. Duties in respet of succession to property 
other than agricultural land. 

b. Estate duty in respect of property other 
than agricultural land. 

c. Taxes on railway fares and freights.
d. None of the above

49. Who said, “Planning is more necessary 
in backward countries to devise ways and 
means and to make concerted efforts to 
raise national income”

 a. 1 and 2  b. 2 and 3 
 c. 3 and 4 d. 1 and 4 
50. A Finance Commission is set up once in 

every …………..?
 a. Dalton b. Schumpeter
 c. Robbins  d. Arthur Lewis
51. Under planning, the crucial decisions are 

made by the ………………..?
 a. Central Planning Authority
 b. Finance commission
 c. Ministry of Finance
 d. Developmental Council
52. Consider the statements: 1. In India the 

planning Commission was constituted in 
1950 as an advisory corporation. 2. A pro-
vision has been given in Indian constitu-
tion of Planning Commission. Select the 
correct statement/statements by using the 
codes given below.

 a. 1 only  b. 2 only 
 c.  1 and 2  d. None of these
53. Find the author of following statement 

“Road to Serfdom : that centralized plan-
ning leads to loss of personal freedom and 
ends in economic stagnation”
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 a. Walker b. Henman
 c. Ohlin d. Hayek
54. Who said, “The better we try to plan, the 

more planners we need”
 a.  Joan Robins b. Lewis
 c.  Dalton d. Amartya K Sen
55. Under which planning, there is central 

control and direction of all economic 
activities in accordance with a single plan.

 a. totalitarian planning
 b. indicative planning
 c. long term planning
 d. mid term planning
56. Associate the term: “Under decentralized 

planning local organizations and 
institutions formulate, adopt, execute and 
supervise the plan without interference by 
the central authorities. 

 a. planning from above
 b. planning from below
 c. planning to parallel
 d. none of the above
57. ……………….. is peculiar to the mixed 

economies.
 a. Financial Planning
 b. Structural Planning
 c. Indicative planning
 d. Physical Planning
58. The USSR President Stalin used to say, 

……………..?
 a. Our plans are our instructions
 b. My plans are my instructions
 c. Our plans are our Policies
 d. My ideas are my plans
59. ……………. refers to the technique of 

planning in which resources are allocated 
in terms of money.

 a. economic planning
 b. defence planning
 c. financial planning
 d. trade planning
60. NITI Aayog is a …………….. think-tank 

of the Government of India
 a. political b. media
 c. bureaucratic d. policy
61. ………………………. are / is the Chair-

person of NITI Aayog and ………….. will 
be Ex-officio members.

 a. The Prime Minister and  The Finance 
Commission

 b. The Prime Minister and Union Ministers
 c. The Finance and  Union Ministers
 d. Union Ministers and The Prime Minister  
62. The Vice- Chairman of the NITI Aayog 

is the functional head and the first Vice- 
Chairman was ………………….?

 a. Surchit Bella
 b. JagadishBagawati
 c. KowsikBashu
 d. ArvindPanangariya
63. Associate with the Initiatives :“Atal Inno-

vation Mission, Ayushmaan Bharat ap-
proach towards water conservation mea-
sures and the draft bill to establish the 
National Medical Commission to replace 
the Medical Council of India”

 a. Planning Commission
 b. Finance Commisssion
 c. NITI Aayog
 d. Ministry of Finance
64. Match list-I with List-II correctly and 

select your answer from the codes given 
below: 

List - I List - II
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a) Gandhian Plan 1. ArdesirDalal
b) People’s plan 2. Mannarayana
c) Bombay Plan 3. M. N. Roy
d) Sarvodaya 
Plan

4. Jay Prakash 
Narayan

 a. 1 2 3 4  b. 2 3 1 4 
 c. 2 3 4 1 d. 1 2 4 3
65. Consider the following statements: 1. P.C. 

Mahalanobis was first chairman of Plan-
ning Commission. 2. Primary emphasis 
during second plan was laid on the de-
velopment of basic and key industries. 3. 
National Development council of India is 
presided over by deputy chairman of Plan-
ning commission of India. Select the cor-
rect answer from the given codes below:

 a. 1 only  b. 2 only 
 c.  1 and 2  d. None of these
66. Consider the following statement with re-

gards to planning commission. 1. It is a 
central body for making planning in India. 
2. Planning commission was constituted 
on 15th March, 1950. 3. Finance minister 
is ex-officio chairman of this commission. 
4. Final clearance to planning is given by 
‘National Development Council’ Select the 
correct answer from the given codes be-
low: 

 a. 1 and 2  b. 3 and 4 
 c. 1, 2 and 4 d. 1, 2, 3 and 4 
67. Consider the following statements with re-

gards to ‘Economic Planning’: 1. The con-
cept of Economic planning in India is de-
rived from Russia (the then USSR) 2. It is a 
process in which limited natural resources 
are used skillfully so that the desired goals 
can be achieved. 3. It derives its objectives 
and social premises from the fundamental 
rights enshrined in the constitution. Select 
the correct answer from the given codes 
below: 

 a. 1 and 2  b. 2 only
 c. 1 and 2 d. 1, 2, and 3 
68. Consider the following statements: 1. 

‘Planned Economy for India’ was a famous 
book written by Dada BhaiNauroji. 2. For 
Economic planning ‘Gandhian plan’ was 
proposed by Mr. Mannarayan. 3. First five 
year plan was started in 1950 4.’People 
Plan’ was presented by M.N. Roy Select the 
correct answer from the given codes below

 a. 1 and 2  b. 2 and 4
 c. 1, 2, and 3  d. 1, 2,3 and 4 
69. Planning was considered a prerequisite. 

1. For balanced socio-economic 
development. 2. For extending the benefit 
of development in an even manner. 3. For 
focusing on removal of region disparity. 4. 
For maximizing the utilization of available 
resources.

 a. 1 and 2  b. 1,2 and 3
 c. 2, 3, and 4  d. All of these
70. In India service sector includes: 1. Mining 

and Quarrying 2. Transport and commu-
nication 3.Hotels. 4. Forestry and fishing 
Select the correct statement from the given 
codes below: 

 a. 1 & 2 only 
 b. 2 & 3 only 
 c. 3 and 4 
 d. 1 and 4
71. Which of the following are included in ter-

tiary sector: 1. Trade and transport 2.For-
estry and fishing 3.Finance and real estate. 
Select the correct statement from the given 
codes below: 

 a. 1 only  b. 2 only 
 c. 1 and 3 d. 2 and 3
72. Economic development refers to 
 a. economic growth.
 b. economic growth plus changes in 

output distribution and economic 
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structure. 
 c.  improvement in the well-being of the 

urban population.
 d.  sustainable increases in Gross National 

Product.
73. Which of the following is not a problem 

in comparing developed and developing 
countries’ GNP? 

 a. GNP is understated for developed 
countries, since a number of items 
included in their national incomes are 
intermediate goods

 b. The economic contribution of a 
housewife in a peasant family may not 
be measured in GNP in poor country.

 c. GNP is understated for developing 
countries since many of their labor-
intensive goodhave no impact on 
exchange rate since they are not traded.

 d. GNP is overstated for countries where 
the price of foreign exchange is less 
than market clearing price.

74. According to the supply side of the vicious 
circle theory of development, a country is 
poor because

 a. technology levels do not allow for self-
sufficiency.

 b. it was previously too poor to save and 
invest.

 c. underemployment is too widespread.
 d. resource allocation is poor.
75. The vicious circle theory states that
 a. growing government assistance create 

addiction to welfare programs.
 b. low income levels create pressure for 

money creation.
 c. low income levels create pressure for 

cheap imports.
 d. low per capita income creates low 

savings that keep incomes low.
76. Most mixed or capitalist developing 

countries are limited to an indicative plan, 
which indicates expectations, aspirations, 
and intentions 

 a. but falls short of authorization.  
 b. with immediate implementation.
 c. of the central bank.
 d. of implementation through foreign aid.
77.  Goals are achieved through ___________, 

such as monetary, fiscal, exchange rate, 
tariff, tax, subsidy, business incentive, 
foreign investment and foreign aid.

 a. indicative plan.
 b. central bank policies.
 c. central planning.
 d. instrument variables.
78.  Under Soviet-type economy-wide central 

planning,
 a.  most resources lack freedom to move 

to their highest value uses.
 b.  resources are free to move to their 

lowest cost uses.
 c. resources owned by private entities 

moves to efficient use but not those 
owned publicly.

 d. resources are privately owned by 
capitalists.

79. Find the meaning of the following state-
ment “If People spend larger propotion of 
their income and time on entertainment 
liquor and other illegal activities, produc-
tive activities may suffer” 

 a. Hayek
 b. Joseph Waker
 c. Lipsey
 d. Thomas Piketty

80.  Planning in many LDCs has failed because 
detailed programs for the public sector 
have not been worked out and 

 a. governments depend primarily on 
their colonial masters.
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 b. excessive controls are used in the 
private sector.

 c. the brain drain cost government 
substantially.

 d. monopolies dominate in the 
agricultural sector.

81. Find the missing stage of plan.
Sir. M Vishvsehwarya (1934)
"Planned Economy of India''

Jawaharlal Nehru (1938)
"National Planning Commission"

S.N Agarwal (1944)
"Gandhian Plan"

?

J.P Narayan (1950
"Sarvodaya Plan"

Planning Commission 1950

Bombay Plan (1940)

 a. Nehru Plan

 b. People’s Plan

 c. First Plan

 d. Modern plan

82. Assertion (A) :The principal factor affect-
ing the development of an economy is the 
availability of natural resources.

 Reason (R) :The existence of natural re-
sources in abundance is essential for de-

velopment.

a.  Both A and R are true and R is the 
correct explanation of A.

b.  Both A and R are true but R is not the 
correct explanation of A.

c.  A is true but R is false.
d.  A is false but R is true.

83. Assertion (A) :Financial system implies 
the existence of an efficient and organized 
banking system in the country. 

 Reason (R) :There should be an organized 
money market to facilitate easy availability 
of capital.

a.  Both A and R are true and R is the 
correct explanation of A.

b.  Both A and R are true but R is not the 
correct explanation of A.

c.  A is true but R is false.
d.  A is false but R is true.

84. Assertion (A) :There is a circular relation-
ship between human development and 
economic growth.

 Reason (R) :A healthy, educated and 
skilled labour force is the most important 
productive asset.

a.  Both A and R are true and R is the 
correct explanation of A.

b.  Both A and R are true but R is not the 
correct explanation of A.

c.  A is true but R is false.

d.  A is false but R is true.
85. Assertion (A) :The deficiency of capital, 

in turn, leads to low levels of productivity 
and back to low income.

 Reason (R) :The low level of saving leads to 
low investment and to deficiency of capi-
tal.

a.  Both A and R are true and R is the 
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correct explanation of A.
b.  Both A and R are true but R is not the 

correct explanation of A.
c.  A is true but R is false.
d.  A is false but R is true.

86. Assertion (A) :The prime goals of econom-
ic planning are stabilization in developed 
countries and growth in LDCs.

 Reason (R) :The failure of market mecha-
nism invited state intervention in econom-
ic activities through planning.

a.  Both A and R are true and R is the 
correct explanation of A.

b.  Both A and R are true but R is not the 
correct explanation of A.

c.  A is true but R is false.
d.  A is false but R is true.

87. Assertion (A) :Under planning by induce-
ment, the people are induced to act in a 
certain way through various monetary and 
fiscal measures.

 Reason (R) :If the planning authority wish-
es to encourage the production of a com-
modity, it can give subsidy to the firms.

a.  Both A and R are true and R is the 
correct explanation of A.

b.  Both A and R are true but R is not the 
correct explanation of A.

c.  A is true but R is false.
d.  A is false but R is true.

88. The growth of an economy is indicated by 
an 

a. Increase in savings
b. Increase in investment 
c. Increase in general prices
d. Increase in national income

89. Match the correct codes

1 Low Income 
Countries i

Gross National 
Income (GNI) 
Per Capita.

2 Middle Income 
Countries ii

GNI Per Capita 
of $906 And 
below

3 High Income 
Countries iii

GNI Per Capita 
Ranging Between 
$906 And $11, 
115

4

The World bank 
in its world 
Development 
Report classified 
various countries 
on the basis of

iv
GNI Per Capita 
of $11,116 Or 
more

Codes 

 a. (1) – (i) (2) – (ii) (3) – (iv) (4) – (iii)
 b. (1) – (ii) (2) – (iii) (3) – (iv) (4) – (i)
 c. (1) – (iv) (2) – (iii) (3) – (i) (4) – (ii)
 d. (1) – (i) (2) – (ii) (3) – (iii) (4) – (iv)
90. Match the correct codes

1

 “Collective 
control or 
suppression of 
private activities 
of production 
and exchange”.

i Social Indicators

2

“Economic 
Planning in the 
widest sense is 
the deliberate 
direction by 
persons in-
charge of large 
resources of 
economic 
activity towards 
chosen ends”. 

ii Policy think-tank
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3

The basic needs 
for development 
such as health, 
education, 
sanitation, water, 
food etc.

iii Dalton

4 NITI Aayog iv Robbins
Codes 

 a. (1) – (i) (2) – (ii) (3) – (iv) (4) – (iii)
 b. (1) – (ii) (2) – (iii) (3) – (iv) (4) – (i)
 c. (1) – (iv) (2) – (iii) (3) – (i) (4) – (ii)
 d. (1) – (i) (2) – (ii) (3) – (iii) (4) – (iv)

Answers
1 2 3 4 5 6 7 8 9 10
c a b a d b c b a a

11 12 13 14 15 16 17 18 19 20
d a b c b b a d b d

21 22 23 24 25 26 27 28 29 30
c a a b c c c a b a

31 32 33 34 35 36 37 38 39 40
d c b d a d b d b a

41 42 43 44 45 46 47 48 49 50
c c a b c c a c d c

51 52 53 54 55 56 57 58 59 60
a a d b a b c a c d

61 62 63 64 65 66 67 68 69 70
b d c b b c c b d b

71 72 73 74 75 76 77 78 79 80
c b a b d a d a d b

81 82 83 84 85 86 87 88 89 90
b a b b b b a d b c

Additional Two Marks

1. What are the two main approaches to the 
concept of development?

  There are two main approaches to the 
concept of development viz

  i) the traditional approach and

  ii) the new welfare oriented approach.

2. Write a brief note on “Traditional 
Approach” about economic development

	The traditional approach defines 
development strictly in economic terms.

	The increase in GNP is accompanied 
by decline in share of agriculture in 
output and employment while those 
of manufacturing and service sectors 
increase. 

	It emphasizes the importance of 
industrialization.

3. Write a brief note on New Welfare oriented 
Approach about economic development.

	 During 1970s, economic development 
was redefined in terms of reduction of 
poverty, ‘inequality’ and unemployment 
within the context of a growing 
economy. 

	In this phase, ‘Redistribution with 
Growth’ became the popular slogan.

4. Mention the predominant characters of 
UDCs.

  The UDCs are characterized by 
predominance of primary sector i.e. 
agriculture, low per capita income, 
widespread poverty, wide inequality in 
distribution of income and wealth, over 
population, low rate of capital formation, 
high rate of unemployment, technological 
backwardness, dualism etc.
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5.  How economic growth and development 
differs with their respective indicators?

	Economic growth enables an increase 
in the indicators like GDP, per capita 
income, etc. 

	On the other hand, economic 
development enables improvement in 
the life expectancy rate, infant mortality 
rate, literacy rate and poverty rates.

6.  How does World Development 
Reportclassifies countries?

	Low Income Countries

	Middle Income Countries 

	High Income Countries 

7. What are the income-limits classified by 
World Development Report for countires?

	  Low Income Countries : GNI Per Capita 
of $906 And below

	Middle Income Countries : GNI Per 
Capita Ranging Between $906 And $11, 
115

	High Income Countries  : GNI Per 
Capita of $11,116 Or more

8. Write the meaning of the term 
“Underdevelopment”

  The term underdevelopment refers to 
that state of an economy where levels of 
living of masses are extremely low due 
to very low levels of Percapita income, 
resulting from low levels of productivity 
and high growth rate of population. 

9. List the Economic Factors of economic 
development.

 1. Natural Resource

 2. Capital Formation

 3. Size of the Market

 4.Structral Change

 5. Financial System

 6.Markatable surplus

 7.Foreign Trade

 8. Economic System 

10. Comment - “Non- Economic Factors” of 
economic development?

	‘Economic Development has much to 
do with human endowments, social 
attitudes, political conditions and 
historical accidents.

	Capital is a necessary but not a sufficient 
condition of progress.

11. What is “Casino Capitalism”

	If People spend larger propotion of 
their income and time on entertainment 
liquor and other illegal activities, 
productive activities may suffer, 
according to Thomas Piketty.

	Mass participation in development 
programs is a pre-condition for 
accelerating the development process.

	Whenever the defective social 
organization allows some groups to 
appropriate the benefits of growth. 

	Majority of the poor people do 
not participate in the process of 
development. This is called crony 
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capitalism.

12. Draw the The Vicious Circle of Poverty

Low per
Capita Income

THE VICIOUS 
CIRCLE OF
 POVERTYLow 

Productivity

i. Low Level of 
Saving and

ii. Low Level of 
Demand

Low Levels of 
Investment in 
Physical and 

Human Capital

13. What are the reasons of vicious circle of 
poverty?

 (a) Supply side of vicious circle.

 (b) Demand side of vicious circle

14. Write a note on the supply side vicious 
circle of poverty.

	 On the supply sidethe low level of real 
income means low savings.

	The low level of saving leads to low 
investment and to deficiency of capital.

	The deficiency of capital, in turn, leads 
to low levels of productivity and back to 
low income.

	Low Income → Low Saving → Low 
Investment → Low Production → Low 
Income

15. Write a note on the demand-side of the 
vicious circle of poverty.

	 The demand-side of the vicious circle 
of poverty is that the low level of real 
income leads to a low level of demand 
which, in turn, leads to a low rate of 

investment and hence back to deficiency 
of capital, low productivity and low 
income.

	Low Income → Low Demand Low 
Investment → Low Productivity → Low 
Income

16. What are the pre-stages of Planning 
Commission establishment in India?

 

Sir. M Vishvsehwarya (1934)
"Planned Economy of India''

Jawaharlal Nehru (1938)
"National Planning Commission"

S.N Agarwal (1944)
"Gandhian Plan"

M.N. Roy (1945)
"Gandhian Plan"

J.P Narayan (1950
"Sarvodaya Plan"

Planning Commission 1950

Bombay Plan (1940)

17. Write a note on “Sarvodaya Plan”

	 J.P. Narayan (1950) advocated, 
“Sarvodaya Plan” which was inspired 
by Gandhian Plan and with the idea of 
VinobaBhave. 

	It gave importance not only for 
agriculture, but encouraged small and 
cottage industries in the plan.
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 18. Differentiate democratic plan with 
totalitarian plan.

Democratic Plan Totalitarian Plan

Democratic 
planning implies 
planning within 
democracy.

Under totalitarian 
planning, there is central 
control and direction of 
all economic activities 
in accordance with a 
single plan.

People are 
associated at 
every step in the 
formulation and 
implementation of 
the plan.

In authoritarian 
planning, the planning 
authority is the supreme 
body.

19. What are the differences between 
centralized and decentralized plan?

Centralized Plan Decentralized Plan

Under centralized 
planning, the entire 
planning process in 
a country is under 
a central planning 
authority.

Under decentralized 
planning local 
organizations and 
institutions formulate, 
adopt, execute and 
supervise the plan 
without interference by 
the central authorities.

In other words, it is 
called ‘planning from 
above’.

In other words, it is 
called ‘planning from 
below’.

20. What is the key difference between 
comprehensive and partial plan?

Comprehensive Plan Partial Plan
General planning which 
concerns itself with the 
major issues for the whole 
economy is known as 
comprehensive planning

Partial planning is to 
consider only the few 
important sectors of 
the economy.v

21. State the difference between indicative 
and imperative plan.

Indicative Plan Imperative Plan

Indicative planning is 
peculiar to the mixed 
economies. It has been in 
practice in France

The state is all 
powerful in 
preparation and 
implementation of 
the plan.

Under this plan, the 
outline of plan is prepared 
by the Government. 
Then it is discussed with 
the representatives of 
private management, 
trade unions, consumer 
groups, finance 
institutions and other 
experts.

Once a plan is 
drawn up, its 
i mp l e m e nt a t i o n 
is a matter of 
enforcement. There 
is complete control 
over the entire 
resources by the 
state.

22. What are the initiatives of NITI Aayog?

 Initiatives like Atal Innovation Mission, 
Ayushmaan Bharat approach towards water 
conservation measures and the draft bill to 
establish the National Medical Commission to 
replace the Medical Council of India have all 
been conceptualized in NITI Aayog.

23. Distinguish between planning by 
direction and inducement.

Planning by Direction Planning by 
Inducement

There is a central 
authority which plans, 
directs and orders the 
execution of the plan in 
accordance with pre-
determined targets and 
priorities.

The people are 
induced to act in a 
certain way through 
various monetary 
and fiscal measures.
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24. Compare the different term plans.

Short Term Plan Medium Term Plan Long Term Plan

Short - term upto 1 year Medium - term 3 - 7 years Long - term over 10 year

Short - term planning concerns 
the plans in a time period of 1 
year - operational planning.

Medium – term planning is 
considered for a time period 
of 5 years – tactical planning.

Long – term planning is 
considered for a time period 
over 10 years – strategic 
planning.

25. What are the implication of NITI Aayog?

	NITI Aayog is also bringing about a greater level of accountability. 

	It has established a development monitoring and evaluation office which collects data on 
the performance of various ministries. 

	Using such data, the Aayog makes performance based ranking of states to foster a spirit of 
competitive federalism.

26. What is the key difference between Financial and Physical Plan?

Financial Plan Physical Plan

Financial planning refers to the technique of 
planning in which resources are allocated in 
terms of money

Physical planning pertains to the allocation of 
resources in terms of men, materials and machinery.

27. List the NITI Aayog’s seven pillars of effective governs.

 NITI Aayog is based on the 7 pillars of effective governance – (1) Pro-People (2) Pro-
Activity (3) Participation (4) Empowering (5) Inclusion of all (6) Equality (7) Transparency.

Additional Three marks

1.What are essential features of an economic plan
1. Predetermined and well defied objectives or goals.

2. For economic planning deliberate control and direction of the economy by a central 
authority, e.g., the state.

3. Optimum utilization of natural resources and capital which may be scarce andlabour 
that may be abundant.

4. The objectives are to be achieved within a given interval of time – 5 years, 7 years, etc.

5. The performance of the economic functions of increasing production, maximizing 
employment and controlling population growth so that production outstrips population 
growth.
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24. Compare the different term plans.

Short Term Plan Medium Term Plan Long Term Plan

Short - term upto 1 year Medium - term 3 - 7 years Long - term over 10 year

Short - term planning concerns 
the plans in a time period of 1 
year - operational planning.

Medium – term planning is 
considered for a time period 
of 5 years – tactical planning.

Long – term planning is 
considered for a time period 
over 10 years – strategic 
planning.

25. What are the implication of NITI Aayog?

	NITI Aayog is also bringing about a greater level of accountability. 

	It has established a development monitoring and evaluation office which collects data on 
the performance of various ministries. 

	Using such data, the Aayog makes performance based ranking of states to foster a spirit of 
competitive federalism.

26. What is the key difference between Financial and Physical Plan?

Financial Plan Physical Plan

Financial planning refers to the technique of 
planning in which resources are allocated in 
terms of money

Physical planning pertains to the allocation of 
resources in terms of men, materials and machinery.

27. List the NITI Aayog’s seven pillars of effective governs.

 NITI Aayog is based on the 7 pillars of effective governance – (1) Pro-People (2) Pro-
Activity (3) Participation (4) Empowering (5) Inclusion of all (6) Equality (7) Transparency.

Additional Three marks

1.What are essential features of an economic plan
1. Predetermined and well defied objectives or goals.

2. For economic planning deliberate control and direction of the economy by a central 
authority, e.g., the state.

3. Optimum utilization of natural resources and capital which may be scarce andlabour 
that may be abundant.

4. The objectives are to be achieved within a given interval of time – 5 years, 7 years, etc.

5. The performance of the economic functions of increasing production, maximizing 
employment and controlling population growth so that production outstrips population 
growth.

2.  Form a chart how supply and demand sides of vicious circle of poverties are happening.

Low 
Income

Low 
Income

Low 
Saving

Low 
Demand

low 
Investment

low 
Productivity

low 
Productivity

low 
Investment

3.  List the economic and non-economic determinants of economic development.

Determinants of Economic Development

Economic Factors Non Economic Factors

33. Human Resource
34.  Technical Know - how
35.  Political Freedom
36.  Social Organization
37.  Corruption free administration
38.  Desire for Development
39.  Moral, Ethical and social values
40. Casino capitalism
41. Partimonial Capitalism

42. Natural Resource
43. Capital Formatin
44.  Size of the Market
45. Structural Change
46. Financial System
47.  Markatable surplus
48. Foreign Trade
49.  Economic System

4. Write a short note on former Indian Planning Commission.

	 On January 26, 1950, the Constitution came into force.

	In logical order, the Planning Commission was created on March 15, 1950 .

	The plan era began on April 1, 1951 with the launch of the first five year plan (1951-56).

	Planning Commission was set up to formulate Five Year Plan in India by Jawaharlal Nehru.

	He was the first Chairman of Planning Commission, Government of India.

5. List the seven pillars of NITI Aayog with its effective governance theme.

1. Pro-people agenda that fulfils the aspirations of the society as well as individual,

2. Pro-active in anticipating and responding to their needs,

3. Participative, by involvement of citizens,
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4. Empowering women in all aspects

5. Inclusion of all groups, with special attention to the economically weak (garib), the SC, 
ST and OBC communities, the rural sector and farmers (gaon and kisan), youth and all 
categories of minorities.

6.  Equality of opportunity to our country’s youth,

7.  Transparency through the use of technology to make government visible and responsive.

Additional Five Marks

1. Compare and contrast the “Planning Commission” and NITI Aayog”

I. Classification on the Basis of Benefit: 

BASIS FOR 
COMPARISON

PLANNING COMMISSION NITI AAYOG

POWERS Enjoyed the powers to allocate funds 
to ministries and state governments.

To be an advisory body, or a think-tank. 
The powers to allocate funds might be 
vested in the finance ministry.

STATE’S ROLE

States' role was limited to the 
National Development Council 
and annual interaction during Plan 
meetings.

State governments are expected to play 
a more significant role than they did in 
the Planning Commission.

MEMBERS

The commission reported to National 
Development Council that had 
state chief ministers and lieutenant 
governors.

Governing Council has state chief 
ministers and lieutenant governors.

CHAIR-PERSON Had deputy chairperson, a member 
secretary and full-time members

New posts of CEO, of secretary rank, 
and Vice-Chairperson. Will also have 
five full-time members and two part-
time members. Four cabinet ministers 
will serve as ex-o fficio members.

POLICY 
FORMULATION

Policy was formed by the commission 
and states were then consulted about 
allocation of funds.

Consulting states while making policy 
and deciding on funds allocation. Final 
policy would be a result of that.

FUNDS 
ALLOCATION

Had power to decide allocation 
of government funds for various 
programmes at national and state 
levels.

No power to allocate funds

APPROVAL OF 
PROJECTS

Imposed policies on states and tied 
allocation of funds with projects it 
approved.

NITI is a think-tank and does not have 
the power to impose policies.

2. Compare and contrast economic growth and economic development.
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4. Empowering women in all aspects

5. Inclusion of all groups, with special attention to the economically weak (garib), the SC, 
ST and OBC communities, the rural sector and farmers (gaon and kisan), youth and all 
categories of minorities.

6.  Equality of opportunity to our country’s youth,

7.  Transparency through the use of technology to make government visible and responsive.

Additional Five Marks

1. Compare and contrast the “Planning Commission” and NITI Aayog”

I. Classification on the Basis of Benefit: 

BASIS FOR 
COMPARISON

PLANNING COMMISSION NITI AAYOG

POWERS Enjoyed the powers to allocate funds 
to ministries and state governments.

To be an advisory body, or a think-tank. 
The powers to allocate funds might be 
vested in the finance ministry.

STATE’S ROLE

States' role was limited to the 
National Development Council 
and annual interaction during Plan 
meetings.

State governments are expected to play 
a more significant role than they did in 
the Planning Commission.

MEMBERS

The commission reported to National 
Development Council that had 
state chief ministers and lieutenant 
governors.

Governing Council has state chief 
ministers and lieutenant governors.

CHAIR-PERSON Had deputy chairperson, a member 
secretary and full-time members

New posts of CEO, of secretary rank, 
and Vice-Chairperson. Will also have 
five full-time members and two part-
time members. Four cabinet ministers 
will serve as ex-o fficio members.

POLICY 
FORMULATION

Policy was formed by the commission 
and states were then consulted about 
allocation of funds.

Consulting states while making policy 
and deciding on funds allocation. Final 
policy would be a result of that.

FUNDS 
ALLOCATION

Had power to decide allocation 
of government funds for various 
programmes at national and state 
levels.

No power to allocate funds

APPROVAL OF 
PROJECTS

Imposed policies on states and tied 
allocation of funds with projects it 
approved.

NITI is a think-tank and does not have 
the power to impose policies.

2. Compare and contrast economic growth and economic development.

BASIS FOR 
COMPARISON ECONOMIC GROWTH ECONOMIC DEVELOPMENT

MEANING
Economic Growth is the positive 
change in the real output of the 
country in a particular span of time.

Economic Development involves 
rise in the level of production in an 
economy along with the advancement 
of technology, improvement in living 
standards and so on.

CONCEPT Narrow Broad

SCOPE Increase in the indicators like GDP, 
per capita income etc.

Improvement in life expectancy rate, 
infant mortality rate, literacy rate and 
poverty rates.

TERM Short term process Long term process

APPLICABLE TO Developed Economies Developing Economies

HOW IT CAN BE 
MEASURED?

Upward movement in national 
income.

Upward movement in real national 
income.

WHICH KIND OF 
CHANGES ARE 
EXPECTED?

Quantitative changes Qualitative and quantitative changes

TYPE OF PROCESS Automatic Manual

WHEN IT ARISES? In a certain period of time. Continuous process

3. Discuss the Non- Economic Factors economic development.

1. Human Resources: 

 Human resource is named as human capital because of its power to increase productivity 
and thereby national income. There is a circular relationship between human development and 
economic growth.

2. Technical Know-how 

 As the scientific and technological knowledge advances, more and more sophisticated 
techniques steadily raise the productivity levels in all sectors. Schumpeter attributed the cause for 
economic development to innovation. 

3. Political Freedom:

 The process of development is linked with the political freedom. DadabhaiNaoroji 
explained in his classic work ‘Poverty and Un- British Rule in India’ that the drain of wealth from 
India under the British rule was the major cause of the increase in poverty in India.
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4. Social Organization:

 People show interest in the development activity only when they feel that the fruits of 
development will be fairly distributed.

5. Corruption free administration:

 Corruption is a negative factor in the growth process. Unless the countries root-out 
corruption in their administrative system, the crony capitalists and traders will continue to 
exploit national resources.

6. Desire for development: 

 The pace of economic growth in any country depends to a great extent on people’s desire 
for development

7. Moral, ethical and social values: 

 These determine the efficiency of the market, according to Douglas C. North. If people are 
not honest, market cannot function. 

8. Casino Capitalism : 

 If People spend larger propotion of their income and time on entertainment liquor and 
other illegal activities, productive activities may suffer, according to Thomas Piketty. 

9. Patrimonial Capitalism :

 If the assets are simply passed on to children from their parents, the children would not 
work hard, because the children do not know the value of the assets.

4. Elucidate various measures of economic development.

Economic development is measured on the basis of four criteria

GNP

GNP Percapita 

Social Indicator

Welfare

Measures of Economic 
Development

Gross National Product (GNP): 

	GNP is the total market value of all final goods and services produced within a nation in 
a particular year, plus income earned by its citizens (including income of those located 
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abroad), minus income of non-residents located in that country. 

	GNP is one measure of the economic condition of a country, under the assumption that a 
higher GNP leads to a higher quality of living, all other things being equal. 

GNP per capita: 

	This relates to increase in the per capita real income of the economy over the long period. 

	This indicator of economic growth emphasizes that for economic development the rate of 
increase in real per capita income should be higher than the growth rate of population. 

Welfare: 

	Economic development is regarded as a process whereby there is an increase in the 
consumption of goods and services by individuals. 

	From the welfare perspective, economic development is defined as a sustained improvement 
in health, literacy and standard of living. 

Social Indicators: 

	Social indicators are normally referred to as basic and collective needs of the people. 

	The direct provision of basic needs such as health, education, food, water, sanitation and 
housing facilities check social backwardness.

S/N Basic need Indicators

1 Health Life expectancy at birth

2 Education Literacy signifying primary school enrolment as per cent of 
population. 

3 Food Calorie Supply per head

4 Water supply Infant mortality and percentage of population with access to 
portable water

5 Sanitation Infant mortality and percentage of population with access to 
sanitation.
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UNIT

12
INTRODUCTION TO STATISTICAL 
METHODS AND ECONOMETRICS

INTRODUCTION 

STATISTICS : MEANING

	 Statistics when used in singular form helps in the collection, presentation, 
classification and interpretation of data to make it easily comprehensible.

	 In its plural form it denotes collection of numerical figures and facts. In the narrow 
sense it has been defined as the science of counting and science of averages.

SCOPE OF STATISTICS 

 Statistics is applied in every sphere of human activity – social as well as physical – like 
Biology, Commerce, Education, Planning, Business Management, Information Technology, etc.

LIMITATIONS OF STATISTICS 

 Statistics with all its wide application in every sphere of human activity has its own 
limitations.

	Statistics is not suitable to the study of qualitative phenomenon:
	Statistical laws are not exact:
	Statistics table may be misused:

	Statistics is only one of the methods of studying a problem:

DATA 

 Data is the information about facts or numbers collected to be examined and used to 
help with decisions. Data are the basic raw materials of statistics. In statistics, data are classified 
into two broad categories: 1.Quantitative data and Qualitative data.

ARITHMETIC MEAN OR MEAN 

 Central value is called a measure of central tendency or an average or a measure of 
locations. There are five averages. Among them mean, median and mode are called simple 
averages and the other two averages geometric mean and harmonic mean are called special 
averages. 
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STANDARD DEVIATION

 It is defined as the positive square-root of the arithmetic mean of the square of the 
deviations of the given observation from their arithmetic mean.

CORRELATION

 Correlation is a statistical device that helps to analyse the covariation of two or more 
variables.

Types of Correlation

Based on the 
direction of change 

of variables

Based upon the constancy 
of the ratio of change 
between the variables

Positive 
Correlation

Negative
Correlation

Based upon the 
number of variables 

studied

Partial
Correlation

Multiple
Correlation

Simple
Correlation

Non-Linear
Correlation

Liner 
Correlation

REGRESSION

 Regression is the study of the relationship between the variables. If Y is the dependent 
variable and X is independent variable, the linear relationship between the variable is called the 
regression equation of Y on X.

REGRESSION EQUATION AND LINE

 Regression equation is used to estimate the value of Y corresponding to the known 
value of X. The line describing this tendency to regress or going back was called by Galton a 
“Regression Line”. 

Two Regression lines 
X on Y => X = a + by 
Y on X => Y = a + bx
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ECONOMETRICS : MEANING

 Econometrics may be considered as the integration of economics, Statistics and 
Mathematics. 

OBJECTIVES OF ECONOMETRICS 

 The general objective of Econometrics is to give empirical content to economic theory. 
The specific objectives are as follows: 

1. It helps to explain the behaviour of a forthcoming period that is forecasting economic 
phenomena. 

2. It helps to prove the old and established relationships among the variables or between the 
variables 

3. It helps to establish new theories and new relationships. 

4. It helps to test the hypotheses and estimation of the parameter. 

ANATOMY OF ECONOMIC MODELING 

 Economic theory →Mathematical model of the theory→ Economic model of the theory 
→Data Estimation of econometric model →Hypothesis Testing Forecasting or prediction →Using 
the model for control or policy purpose 

OFFICIAL STATISTICS 

 Official Statistics are statistics published by government agencies or other public bodies 
such as international organizations. They provide quantitative or qualitative information on all 
major areas of citizens’ lives. 

MOSPI AND ITS WINGS

	 The Ministry of Statistics and Programme Implementation (MOSPI) came into 
existence as an Independent Ministry in 1999 after the merging of the Department 
of Statistics and the Department of Programme Implementation. 

	 The Ministry has two wings, Statistics and Programme Implementation. 

	 The Statistics Wing called the National Statistical Office (NSO) consists of the 
Central Statistical Office (CSO), the Computer Centre and the National Sample 
Survey Office (NSSO).  
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BOOK EXERCISE QUESTIONS - MULTIPLE CHOICE QUESTIONS

PART - A

1. The word ‘statistics’ is used as __________

 a) Singular

 b) Plural 

 c) Singular and Plural. 

 d) None of above. 

2. Who stated that statistics as a science of 
estimates and probabilities. 

 a) Horace Secrist b) R.A Fisher. 

 c) Ya-Lun-Chou  d) Boddington

3. Sources of secondary data are 
___________. 

 a) Published sources. 

 b) Unpublished sources. 

 c) neither published nor unpublished 
sources. 

 d) Both (A) and (B)

4. The data collected by questionnaires 
are_____________. 

 a) Primary data b) Secondary data

 c) Published data d) Grouped data. 

5. A measure of the strength of the linear 
relationship that exists between two 
variables is called: 

 a) Slope 

 b) Intercept 

 c) Correlation coefficient 

 d) Regression equation 

6. If both variables X and Y increase 
or decrease simultaneously, then the 
coefficient of correlation will be: 

 a) Positive b)  Negative 

 c) Zero  d)  One

7. If the points on the scatter diagram 
indicate that as one variable increases 
the other variable tends to decrease the 
value of r will be: 

 a) Perfect positive  b)  Perfect negative 

 c) Negative d)  Zero 

8. The value of the coefficient of correlation 
r lies between: 

 a) 0 and 1  b)  -1 and 0 

 c) -1 and +1  d)  -0.5 and +0.5 

9. The term regression was used by: 

 a) Newton  b)  Pearson 

 c) Spearman  d)  Galton 

10. The purpose of simple linear regression 
analysis is to: 

 a) Predict one variable from another 
variable  

 b) Replace points on a scatter diagram by 
a straight-line  

 c) Measure the degree to which two 
variables are linearly associated  

 d) Obtain the expected value of the 
independent random variable for a 
given value of the dependent variable  
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11. process by which we estimate the value of 
dependent variable on the basis of one or 
more independent variables is called: 

 a) Correlation b)  Regression 

 c) Residual  d)  Slope 

12. Y = 2 - 0.2X, then the value of Y intercept 
is equal to 

 a) -0.2  b)  2  

 c) 0.2X   d)  All of the above  

13. In the regression equation Y = β0+β1X, 
the Y is called: 

 a) Independent variable  

 b) Dependent variable  

 c) Continuous variable  

 d) none of the above  

14. In the regression equation X = β0+β1X, 
the X is called: 

 a) Independent variable  

 b) Dependent variable  

 c) Continuous variable  

 d) none of the above  

15. Econometrics is the integration of 

 a) Economics and Statistics   

 b) Economics and Mathematics  

 c) Economics, Mathematics and Statistics  

 d) None of the above  

16. Econometric is the word coined by

 a) Francis Galton 

 b) RagnarFrish

 c) Karl Person 

 d) Spearsman

17. The raw materials of Econometrics are: 

 a) Data  b) Goods 

 c) Statistics  d) Mathematics 

18. The term Uiin regression equation is 

 a) Residuals 

 b) Standard error 

 c) Stochastic error term 

 d) none

19. The term Uiis introduced for the 
representation of 

 a) Omitted Variable 

 b) Standard error 

 c) Bias 

 d) Discrete Variable 

20. Econometrics is the amalgamation of 

 a) 3 subjects  b) 4 subjects   

 c) 2 subjects  d) 5 subjects

Answers
1 2 3 4 5 6 7 8 9 10
c d d a c a c c d a

11 12 13 14 15 16 17 18 19 20
b b b a c b a c a a
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PART - B

Answer the following questions in one or two sentences
21. What is Statistics? 
  According to Croxton and Cowden, “Statistics may be defined as the collection, 
organization, presentation, analysis and interpretation of numerical data”

22. What are the kinds of Statistics? 
 There are two major types of statistics named as Descriptive Statistics and Inferential 
Statistics.

Statistics

Descriptive 
Statistics

Inferential
Statistics

Descriptive Statistics
 The branch of statistics devoted to the summarization and description of data is called 
Descriptive Statistics

Inferential Statistics

 The branch of statistics concerned with using sample data to make an inference about a 
population of data is called Inferential Statistics.

23. What do you mean by Inferential Statistics? 

  The branch of statistics concerned with using sample data to make an inference 
about a population of data is called Inferential Statistics.

24. What are the kinds of data?v

Data

Based on
characteristics

Quantitative 
Data

Primary
Data

Qualitative 
Data

Secondary 
Data

Primary
Data

Primary
Data

Secondary 
Data

Secondary 
Data

Based on
Sources

25. Define Correlat ion. 

	 Correlation is a statistical device that helps to analyse the covariation of two or more 
variables.
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	 Sir Francis Galton, is responsible for the 
calculation of correlation coefficient.

	 Regression means going back and it 
is a mathematical measure showing 
the average relationship between two 
variables

	 If Y is the dependent variable and X 
is independent variable, the linear 
relationship between the variable is 
called the regression equation of Y on 
X.

	 The literal meaning of the word 
“regression” is “Stepping back towards 
the average”.

26.  What is Econometrics? 

In the words of Arthur S. Goldberger, 

  “Econometrics may be defined as 
the social science in which the tools 
of economic theory, mathematics and 
statistical inference are applied to the 
analysis of economic phenomena”.

PART - C

Answer the following questions in one 
Paragraph.

28. What are the functions of Statistics? 

	Statistics presents facts in a definite 
form. 

	It simplifies mass of figures. 

	It facilitates comparison. 

	It helps in formulating and testing. 

	It helps in prediction. 

	It helps in the formulation of suitable 
policies.

29. Find the Standard Deviation of the 
following data: 14, 22, 9, 15, 20, 17, 12, 
11

S. No X (x- x̅) (x- x̅)2
1 14 -1 1
2 22 7 49
3 9 -6 36
4 15 0 0
5 20 5 25
6 17 2 4
7 12 -3 9
8 11 -4 16

N = 8
(No. of. 

Frequency 
occurred)

ΣX = 120 0 Σ(x- x̅)2 = 140

N = 8

x̅ =
120

= 15
8

σ = S - 2( )x X
N

= 140
8

= 17.5
σ = 4.18

30.  State and explain the different kinds of 
Correlation.

Positive Correlation: 

 The correlation is said to be positive if 
the values of two variables move in the same 
direction. Ex. Y= a + bx

Negative Correlation: 

 The Correlation is said to be negative 
when the values of variables move in the 
opposite directions. Ex. Y= a – bx
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Simple Correlation: 

 If only two variables are taken for study then it is said to be simple correlation. Ex. Y= a + 
bx

Multiple Correlations: 

 If three or more than three variables are studied simultaneously, then it is termed as 
multiple correlation.Ex :Qd= f (P, Pc, Ps, t, y)

Partial Correlation: 

 If there are more than two variables but only two variables are considered keeping the 
other variables constant, then the correlation is said to be Partial Correlation.

Linear Correlation:

 Correlation is said to be linear when the amount of change in one variable tends to bear a 
constant ratio to the amount of change in the other. 

 Ex. Y= a + bx

Non Linear: 

 The correlation would be non-linear if the amount of change in one variable does not bear 
a constant ratio to the amount of change in the other variables. 

 Ex. Y= a + bx2

on the basis of 
number of variables

on the basis of 
Proportion

on the basis of 
direction of change

Kinds of correlation

Positive correlation 
Ex. Y = a + bx
Negative correlation
Ex. Y = a - bx

Simple correlation
(only 2 variables)

Partial correlation
(Effect of only two is studied 
while others are kept con-
stant

Multiple correlation
(More than 2 variables

Linear
correlation
(amount of change in 
constant ratio

Non - linear correction 
(does not bear a constant 
ratio)
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31. Mention the uses of Regression Analysis. 

	 It indicates the cause and effect relationship between the variables and establishes 
functional relationship.

	 Besides verification it is used for the prediction of one value, in relation to the other given 
value.

	 Regression coefficient is an absolute figure. If we know the value of the independent 
variable, we can find the value of the dependent variable.

	 It has wider application, as it studies linear and nonlinear relationship between the 
variables.

	 It has wider application, as it studies linear and nonlinear relationship between the 
variables

32. Specify the objectives of econometrics.

 The general objective of Econometrics is to give empirical content to economic theory. The 
specific objectives are as follows: 

1. It helps to explain the behaviour of a forthcoming period that is forecasting economic 
phenomena.

2. It helps to prove the old and established relationships among the variables or between the 
variables 

3. It helps to establish new theories and new relationships. 

4. It helps to test the hypotheses and estimation of the parameter.

33. Differentiate the economic model with econometric model. 

1. Models in Mathematical Economics are developed based on Economic Theories, while, 
Econometric Models are developed based on Economic Theories to test the validity of 
Economic Theories in reality through the actual data. 

2. Regression Analysis in Statistics does not concentrate more on error term while Econometric 
Models concentrate more on error terms,

 Statistics Regression : Yi = β + β1Xi

 Economic Regression : Yi = β0 + β1Xi +Ui

 (with more than 2 variables) or

Y = β + β1X1 + β2X2 + β3X3 + Ui

 Systematic Part: β0 + β1Xi or explained part and Random Part: Ui unexplained part in a 
regression. Ui represents the role of omitted variables in specifying a regression relationship of Y 
on X. Hence, the Ui cannot and should not be ignored.
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34. Discuss the important statistical organizations (offices) in India. 

The Ministry

Statistics (NSO)
Programme 

Implementation

Twenty point 
programme

Infrastructure 
monitoring and 

poject monitoring

MP Local area 
Development 

scheme

CSO

SDRD DPD

NSSO

FOD CPD

 The Ministry has two wings, Statistics and Programme Implementation.

  The Statistics Wing called the National Statistical Office (NSO) consists of the Central 
Statistical Office (CSO), the Computer Centre and the National Sample Survey Office 
(NSSO).

Central Statistical Office (CSO)

	The Central Statistical Office is one of the two wings of the National Statistical Organisation 
(NSO). 

	It is responsible for co-ordination of statistical activities in the country and for evolving 
and maintaining statistical standards.

	National Sample Survey Organisation (NSSO)

	The National Sample Survey Organisation, now known as National Sample Survey Office, 
is an organization under the Ministry of Statistic of the Government of India.

	It is the largest organisation in India, conducting regular socio-economic surveys.

 The Programme Implementation Wing has three Divisions, namely,

i Twenty Point Programme

ii  Infrastructure Monitoring and Project Monitoring 

iii Member of Parliament Local Area Development Scheme.

www.kalvikural.com



XII - Economics Surya

352 Unit 12 : Introduction To Statistical Methods And Econometrics

PART - D

Answer the following questions in 
about a page.

35. Elucidatethe nature and scope of Statistics.

Definition of Statistics
 According to Croxton& Cowden 

“Statistics may be defined as the collection, 
organisation, presentation, analysis and 
interpretation of numerical data”

Nature of Statistics 
  Different Statisticians and Economists 

differ in views about the nature of statistics, 
some call it a science and some say it is 
an art. Tipett on the other hand considers 
Statistics both as a science as well as an art.

 As numerical statement of facts, ‘statistics’ 
should possess thefollowing nature.

1.  Statistics are an aggregate of facts.
2. Statistics are numerically enumerated, 

estimated and expressed. 
3. Statistics should be collected in a systematic 

manner for a predetermined purpose.
4. Should be capable of being used as a 

technique for drawing comparison 
5. Statistics are numerated or estimated 

according to reasonable standard of 
accuracy.

6. Statistics are affected to a marked extent 
by a multiplicity of causes.

Scope of Statistics 
 Statistics is applied in every sphere of 

human activity – social as well as physical 
– like Biology, Commerce, Education, 
Planning, Business Management, 
Information Technology, etc.

Statistics and Economics 
 Statistical data and techniques are 

immensely useful in solving manyeconomic 
problems such as fluctuation in wages, 
prices, production, distribution of income 
and wealth and so on. 

Statistics and Firms 
 Statistics is widely used in many firms to 

find whether the product is conforming to 
specifications or not. 

Statistics and Commerce 
 Statistics are life blood of successful 

commerce. Market survey plays an 
important role to exhibit the present 
conditions and to forecast the likely 
changes in future. 

Statistics and Education 
 Statistics is necessary for the formulation 

of policies to start new course, according 
to the changing environment.

Statistics and Planning: 
 Statistics is indispensable in planning. In 

the modern world, which can be termed 
as the “world of planning”, almost all 
the organisations in the government are 
seeking the help of planning for efficient 
working, for the formulation of policy 
decisions and execution of the same. 

 In order to achieve the above goals, various 
advanced statistical techniques are used 
for processing, analyzing and interpreting 
data.

Statistics and Medicine 
 In Medical sciences, statistical tools are 

widely used. In order to test the efficiency 
of a new drug or to compare the efficiency 
of two drugs or two medicines, t - test for 
the two samples is used.

Statistics and Modern applications 
 Recent developments in the fields of 

computer and information technology 
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have enabled statistics to integrate their models and thus make statistics a part of decision 
making procedures of many organisations.

36. Calculate the Karl Pearson Correlation Co-efficient for the following data

Demand of Product X : 23 27 28 29 30 31 33 35 36 39
Sale of Product Y: 18 22 23 24 25 26 28 29 30 32

Solution: Let A = 30 and B = 26 then dx = X- A dy= Y-B 

X Y dx dy d2
x d2

y dx dy

23 18 -7 -8 49 64 56
27 22 -3 -4 9 16 12
28 23 -2 -3 4 9 6
29 24 -1 -2 1 4 2
30 25 0 -1 0 1 0
31 26 1 0 1 0 0
33 28 3 2 9 4 6
35 29 5 3 25 9 15
36 30 6 4 36 16 24
39 32 9 6 81 36 54

11 -3 275 159 175

r(x,y) =
S -S

S - S S - S2 2 2 2( ) ( )x y

N dxdy dy

N d dx n d dy

= 2 2

10(175)-(11)(-3)

10(215)-(11) 10(159)-(-3)

=
+

- -
1750 33

2150 121 1590 9

=
1783

(45.044) (39.761)

=
1783

1790.94

Ans:r(x,y) = 0.9955 

37. Find the regression equation Y on X and X on Y for the following data:

X : 45 48 50 55 65 70 75 72 80 85
Y: 25 30 35 30 40 50 45 55 60 65
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X Y U=X-65 U=Y-45 U2 UV V2

45 25 -20 -20 400 400 400
48 30 -17 -15 289 255 225
50 35 -15 -10 225 150 100
55 30 -10 -15 100 150 225
65 40 0 -5 0 0 25
70 50 5 5 25 25 25
75 45 10 0 100 0 0
72 55 7 5 49 35 25
80 60 15 15 225 225 225
85 65 20 20 400 400 400

ΣX = 645 ΣY= 435 ΣU = 5 ΣV = 20 ΣU2 = 1813 ΣV2 = 1415 ΣUV = 1675

We have,

x̅ =
Σ X

=
645

64.5 and y =
Σ Y

=
435

43.5
N 10 N 10

byx =
NΣ UV – (ΣUΣV)

NΣ U2 – (ΣU)2

=
(10)x1415-(5)x(-20)

(10)x1813-(5)2

=
14150+100

=
14250

=0.787
18130-25 18105

Regression equation of Y on X is
y-y = byx (x-x̅)
y-43.5 = 0.787(X-64.5)
or  Y = 0.787X+7.26

Similarly bxy can be calculated as

byx =
NΣ UV – (ΣUΣV)
      NΣ U2 – (ΣU)2

(10)x1415 - (5) x (-20)
(10) x 1675 - (-20)2

=
14150+100

=
14250

=0.87
16750 - 400 16350

Regression equation of X on Y will be

x-x̅ = bxy (y-y)
y-64.5 = 0.87(Y-43.5)
or  X = 0.87Y+26.65
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38. Describe the application of Econometrics 
in Economics (write any five)

1. Forecasting macroeconomic indicators:
 Some macroeconomists are concerned 

with the expected effects of monetary and 
fiscal policy on the aggregate performance 
of the economy. Time-series models can 
be used to make predictions about these 
economic indicators.

2. Estimating the impact of immigration 
on native workers: 

 Immigration increases the supply of 
workers, so standard economic theory 
predicts that equilibrium wages will 
decrease for all workers. However, since 
immigration can also have positive 
demand effects, econometric estimates are 
necessary to determine the net impact of 
immigration in the labor market.

3. Identifying the factors that affect a firm’s 
entry and exit into a market: 

 The microeconomic field of industrial 
organization, among many issues of interest, 
is concerned with firm concentration and 
market power. Theory suggests that many 
factors, including existing profit levels, 
fixed costs associated with entry/exit, and 
government regulations can influence 
market structure. Econometric estimation 
helps determine which factors are the most 
important for firm entry and exit.

4. Determining the influence of minimum-
wage laws on employment levels: 

 The minimum wage is an example of a 
price floor, so higher minimum wages 
are supposed to create a surplus of 
labor (higher levels of unemployment). 
However, the impact of price floors like the 
minimum wage depends on the shapes of 
the demand and supply curves. Therefore, 
labor economists use econometric 

techniques to estimate the actual effect of 
such policies.

5. Finding the relationship between 
management techniques and worker 
productivity: 

 The use of high-performance work 
practices (such as worker autonomy, 
flexible work schedules, and other policies 
designed to keep workers happy) has 
become more popular among managers. 
At some point, however, the cost of 
implementing these policies can exceed 
the productivity benefits. Econometric 
models can be used to determine which 
policies lead to the highest returns and 
improve managerial efficiency.

6. Measuring the association between 
insurance coverage and individual 
health outcomes: 

 One of the arguments for increasing the 
availability (and affordability) of medical 
insurance coverage is that it should 
improve health outcomes and reduce 
overall medical expenditures. Health 
economists may use econometric models 
with aggregate data (from countries) 
on medical coverage rates and health 
outcomes or use individual-level data with 
qualitative measures of insurance coverage 
and health status.

7. Deriving the effect of dividend 
announcements on stock market prices 
and investor behavior:

 Dividends represent the distribution 
of company profits to its shareholders. 
Sometimes the announcement of a 
dividend payment can be viewed as good 
news when shareholders seek investment 
income, but sometimes they can be viewed 
as bad news when shareholders prefer 
reinvestment of firm profits through 
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retained earnings. The net effect of 
dividend announcements can be estimated 
using econometric models and data of 
investor behavior.

8. Predicting revenue increases in response 
to a marketing campaign: 

 The field of marketing has become 
increasingly dependent on empirical 
methods. A marketing or sales manager 
may want to determine the relationship 
between marketing efforts and sales. How 
much additional revenue is generated from 
an additional dollar spent on advertising? 
Which type of advertising (radio, TV, 
newspaper, and so on) yields the largest 
impact on sales? These types of questions 
can be addressed with econometric 
techniques.

9. Calculating the impact of a firm’s tax 
credits on R&D expenditure: 

 Tax credits for research and development 
(R&D) are designed to provide an 
incentive for firms to engage in activities 
related to product innovation and quality 
improvement. Econometric estimates can 
be used to determine how changes in the 
tax credits influence R&D expenditure and 
how distributional effects may produce 
tax-credit effects that vary by firm size.

10. Estimating the impact of cap-and-trade 
policies on pollution levels:

 Environmental economists have 
discovered that combining legal limits on 
emissions with the creation of a market 
that allows firms to purchase the “right 
to pollute” can reduce overall pollution 
levels. Econometric models can be used to 
determine the most efficient combination 
of state regulations, pollution permits, and 
taxes to improve environmental conditions 
and minimize the impact on firms.

Additional One marks

1. The first book to have statistics as its title 
was ‘Contributions to vital Statistics’ by 
……………….?

 a. Karl Pearson

 b. Francis GP Neison

 c. Crowther

 d. Fisher

2.  Ronald Fisher is known as ……………?

 a. Father of statistics

 b. Father of Mathematical economics

 c. Father of econometrics

 d. Father of Applied Economics

3. Evidence from history proves that 
during the reign of Chandra Gupta 
Maurya, there existed a system of 
maintaining………………..

 a. vital statistics

 b. descriptive statistics

 c. inferential statistics

 d. none of the above

4.  There existed a system of maintaining 
vital statistics including registration of 
births and deaths found in ………………?

 a. Thriukkural b. Arthashastra

 c. Das Capital d. Agananuru

5. The book …………….mentions the 
statistical and administrative surveys 
conducted during Akbar’s rule.

 a. Arthasasthara

 b. Tholkappiyam

 c. Ain-e-Akbari

 d. none of the above
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6. P.C.Mahalanobis is known as the founder 
of ………………

 a. classical statistics

 b. mathematical economics

 c. modern statistics

 d. applied econometrics

7.  ………………… is known as the founder 
of modern statistics and also as father of 
……………………….. in India. 

 a. P.C. Mahalanobis and statistical 
economics

 b. Viswesvaraya and statistics

 c. P.C. Mahalanobis and statistics 

 d. None of the above

8. Since 2007 ………………. every year 
is celebrated as Statistics Day to 
commemorate his birth anniversary.

 a. 28th of June b. 29th of July

 c. 28th of July d. 29th of June

9. The term ‘Statistics’ is used in two senses: 
as …………… and ………………

 a. singular and plural

 b. horizontal and vertical

 c. numerical and inferential

 d. none of the above

10. Find the author who said this “Statistics as 
a science of estimates and probabilities”

 a. Croxten and Crowden

 b. Boddington

 c. Irving Fisher

 d. Lowernce

11. Find the author who said this “Statistics 
may be defined as the collection, 
organisation, presentation, analysis and 
interpretation of numerical data”

 a. Croxton& Cowden

 b. Karl Pearson

 c. Spearman

 d. Von Hayek

12. In order to test the efficiency of a new 
drug or to compare the efficiency of two 
drugs or two medicines, …………….for 
the two samples is used.

 a. F-test b. Z - test

 c. Large test d. t - test

13. Which is not a limitation of statistics?

 a. Statistics is not suitable to the study of 
qualitative phenomenon

 b. Statistical laws are not exact

 c. Statistical collection should be 
systematic with a predetermined 
purpose

 d. Statistics is only one of the methods of 
studying a problem

14. There are two major types of statistics 
named as …………… and ……………….. 
based on nature.

 a. new statistics and old statistics

 b. descriptive statistics and inferential 
statistics

 c. numerical statistics and inferential 
statistics

 d. none of the above

15. The branch of statistics concerned with 
using sample data to make an inference 
about a population of data is called 
…………….

 a. Mathematical Statistics

 b. Descriptive Statistics

 c. Vital Statistics

 d. Inferential Statistics
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16. The branch of statistics devoted to the 
summarization and description of data 
is called …………………..

 a. Descriptive Statistics

 b. Inferential Statistics

 c. Modern Statistics

 d. Applied Statistics

17. Which is not a character of descriptive 
statistics?

 a. It describes the population under study

 b. It uses hypotheses, testing and 
predicting on the basis of the outcome.

 c. It presents the data in a meaningful 
way through charts, diagrams, graphs, 
other than describing in words.

 d. It gives the summary of data.

18. ……………… are those that can 
be quantified in definite units of 
measurement.

 a. Qualitative data b. Raw data

 c. Quantitative data  d. Refined data

19. …………………….are further classified 
as nominal and rank data.Eg.Gender, 
Community, honesty.

 a. Raw data b. Qualitative data

 c. Refined data d. Quantitative data

20. ………………are the outcome of 
classification into two or more categories 
of items or units comprising a sample or 
a population according to some quality 
characteristic.

 a. Real data b. Quantitative data

 c. Nominal data d. Qualitative data

21. …………………. data already exist in 
some form: published or unpublished in 
an identifiable secondary source.

 a. primary b. vital

 c. raw d. secondary

22. The following are the examples for 
………….. : “Data from CSO, NSSO, 
RBI….”

 a. secondary data b. primary data

 c. tertiary data d. applied data

23. Those data which do not already exist in 
any form, and thus have to be collected 
for the first time from the primary 
source(s).

 a. Secondary data b. Vital data

 c. Raw data d. Primary data

24. Not a meaning of average?

 a. A measure of central tendency is a 
typical value around which other 
figures congregate

 b. An average stands for the whole group 
of which it forms a part yet represents 
the whole

 c. One of the most widely used set of 
summary figures is known as measures 
of location

 d. It uses hypotheses, testing and 
predicting on the basis of the outcome

25. Calculate the mean for given data 
2,4,6,8,10.

 a. 6 b. 30 c. 5 d. 15

26. There are two kinds of measures of 
dispersion, namely 

 a. Absolute measure of dispersion and 
Relative measure of dispersion

 b. Relative measure of dispersion and 
Relative measure of dispersion

 c. Absolute measure of dispersion and 
Absolute measure of dispersion
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 d. Relative measure of dispersion and 
Absolute measure of dispersion

27. Standard Deviation is one of the methods 
of ……………… of dispersion.

 a. Relative measure
 b. Real measure
 c. Absolute measure 
 d. Nominal measure
28. Who introduced the concept of standard 

deviation in 1893?
 a  Relative measure
 b. Absolute measure
 c. Real measure
 d. Nominal measure
29. ……………… is also called Root- Mean 

Square Deviation?
 a. Correlation
 b. Mean deviation
 c. Arithmetic mean
 d. Standard deviation
30. The standard deviation of the population 

is denoted by the Greek letter ………….., 
the standard deviation of sample is 
denoted as 's'.

 a. β  b. π 
 c. σ  d. µ 
31. There are two methods of calculating 

Standard deviation in an individual 
series. 

 a. deviations taken from actual mean and 
deviation taken from assumed mean

 b. deviations taken from assumed mean 
and deviation taken from actual mean

 c. deviations taken from actual median 
and deviation taken from assumed 
mean

 d. None of the above
32. Find the formula for standard deveiation.
 a. Y= a – bx b. Y= a + bx
 c. |S -x X  d. 2| |S - Xx

n
33. Who is responsible for the calculation of 

correlation coefficient?
 a. Francis Galton
 b. Von Neuman
 c. Philip
 d. Irving Fisher
34. Find the positive correlation equation.
 a. Y= a – bx
 b. Y= a + bx
 c. Y= b – ax
 d. Y= a – by
35. Find the negative correlation equation.
 a. Y= a – by
 b. X= a – bx
 c. Y= a + bx
 d. Y= a – bx
36. In correlation, there are …………… 

types based upon the number of variables 
studied as 

 a. one
 b. two
 c. three
 d. four
37. Which of the following is not a kind 

of correlation based on number of 
variables?

 a. Simple Correlation 
 b. Multiple Correlation
 c. Partial Correlation
 d.  Rank Correlation
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38. Find the equation of multiple correlation.
 a. Qd= f (P, Pc, Ps, t, y)
 b. X= a – bx
 c. Y= a + bx
 d.  Y= a – bx
39. The correlation would be ……………….. 

if the amount of change in one variable 
does not bear a constant ratio to the 
amount of change in the other variables. 

 a. linear
 b. scatter
 c. non-linear
 d. downward always
40. Find the equation of non-linear 

correlation
 a. Y= a + bx2
 b. Y= a + bx
 c. Y= b – ax
 d. Y= a – by
41. Which is not a method of studying 

correlation?
 a. Scatter diagram Method 
 b. Graphic Method 
 c. Karl Pearson’s Co - efficient of 

correlation and 
 d. Analysis of variance method
42. Given the diagram, find the nature of 

correlation.

0

Y

X 0

Y

X 0

Y

X

A B C

 a. A, B, C, are positive
 b. A, B, C, are negative
 c. A is positive, B is Negative and C is 

Positive
 d. A is positive, B is Negative and C is 

Zero
43. Given the diagram, find the correct 

answer.

None Low High Perfect

Degrees of correlation :

 a. all the above are correct
 b.  all the above are incorrect
 c. I and II are correct, III and IV are 

incorrect
 d. I and II are incorrect, III and IV are 

correct
44. Karl Pearson’s Method is popularly 

known as Pearson’s coefficient of 
correlation denoted by the symbol 
………… r.

 a. KP b. k
 c. r d. β
45. Find the incorrect match.

I. Σdxdy = Sum of product of the deviations 
x and y series from their assumed means. 

II. Σdx2 = Sum of the squares of the deviations 
of x series from an assumed mean 

III. Σdy2= sum of the deviation of x series 
from an assumed mean of x

IV. Σdx=  Sum of the squares of the deviations 
of y series from an assumed mean 

 a. I, II, III, IV are correct

 b. I, II, III are correct, IV is incorrect

 c. II and IV are incorrect, I and III are 
correct
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 d. III  and IV are only incorrect

46. The term ‘Regression’ was first coined 
and used in 1877 by ……………

 a. Hicks b. Friedman

 c. Galton  d. Spearman

47. The line describing this tendency to 
regress or going back was called by 
Galton a …?

 a. Regression Line

 b. Regression Curve

 c. Correlation Line

 d. Correlation Curve

48. What are the two Regression lines?

 a. X on X => X = a + by and Y on X => Y 
= a + bx

 b. X on Y => X = a + by and Y on X => Y 
= a + bx

 c. Y on Y => X = a + by and Y on X => Y 
= a + bx

 d. X on Y => X = a + bX and Y on X =>X 
= a + bx

49. Irving Fisher is the first person, 
developed ………………….. in the 
quantity theory of money with help of 
data.

 a. statistical inference

 b. econometrics

 c. mathematical equation

 d. applied economics

50. Whonamed the integration of three 
subjects such that mathematics, 
statistical methods and economics as 
‘Econometrics’ in 1926?

 a. Galton b. Schumpeter

 c. Milton Friedman d. Ragnar Frisch
51. Econometrics may be considered as the 

integration of……………….
 a. economics, statistics and mathematics
 b. econometrics, statistics and mathematics
 c. economics, applied statistics and 

mathematics
 d. econometrics, statistics and applied 

mathematics
52. Find the incorrect equation.
I. Economics + Mathematics= 

Mathematical Economics 
II. Mathematical Economics+ Statistical 

Data & Its Technique = Econometrics 
III. {Economics + Statistics + 

Mathematics}+Empirical Data = Applied 
Econometrics

 a. I  b. III
 c. III and II d. II and I
53. Who said “Econometrics is concerned 

with the empirical determination of 
economic laws”

 a. Galton b. H Theil
 c. Fisher d. Dalton
54. What is the term given for the following 

sequence of action?
 “Economic theory, Mathematical model 

of the theory, Economic model of the 
theory, Data Estimation of econometric 
model, Hypothesis Testing, ,Forecasting 
or prediction Using the model for control 
or policy purpose”

 a. Anatomy of Economic Modeling
 b. Anatomy of Mathematical Economic 

Modeling
 c. Anatomy of Econometric Modeling
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 d. None of the above
55. Find an example of Statistics Regression.
 a. Yi = β0 + β1Xi 
 b. Yi = β0 + β1Xi+ Ui
 c. Xi = β0 + β1Xi+ Ui
 d. Yo = β0 + β1Xi+ Uo
56. Find an example of Econometrics 

Regression
 a. Yi = β0 + β1Xi 
 b. Yi = β0 + β1Xi+ Ui
 c. Xi = β0 + β1Xi+ Ui
 d.  Yo = β0 + β1Xi+ Uo
57. Given the chart, find the missing term.

Mathematical
Economics

?

Economic
 Statistics

Economics

StatisticsMathematics

Mathematical
 Statistics

 a. applied Economics
 b. Mathematical Economics
 c. Econometrics
 d. Statistical Economics
58. Expand the term MOSPI.
 a. The Ministry of Statistics and Programme 

Implementation
 b. The Ministry of Statistics and Probability 

Implementation
 c. The Ministry of Statistical and 

Programme Improvements

 d. None of the above
59. The Statistics Wing called the National 

Statistical Office (NSO) consists of 
the……………………, the Computer 
Centre and ……………………

 a. NSO and MOSP
 b. CSOand NSSO
 c. ISRO and BARC
 d. NSSO and NSO
60. The Central Statistical Office is one of 

the two wings of the………………..
 a. NSSO b. CSIR
 c. MSOP d. NSO
61. How many divisions of operations that 

NSSO has?
 a. four divisions b. three divisions
 c. five divisions d. two divisions
62. Which of the following doesn’t come 

under NSSO
 a. Survey Design and Research Division 

(SDRD) 
 b. Field Operations Division (FOD) 
 c. Data Processing Division (DPD) 
 d. Central Statistical Office (CSO)
63. The downwards slope  in the scatter 

plot above would have a correlation 
coefficient that is close to: 

 a. –1.0 b. –0.5  c. +1.0  d. +0.5  
64. When the correlation coefficient, r, is 

close to one: 
 a. there is no relationship between the two 

variables 
 b. there is a strong linear relationship 

between the two variables 
 c. it is impossible to tell if there is a 

relationship between the two variables 
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 d. the slope of the regression line will be 
close to one 

65. A statistic is: 

 a. a sample characteristic

 b. a population characteristic 

 c. unknown 

 d. normally distributed 
66. A scatter plot of number of teachers 

and number of people with commerce 
degrees for cities in India reveals a 
positive association. The most likely 
explanation for this positive association 
is:

  a. Teachers encourage people to get college 
degrees, so an increase in the number 
of teachers is causing an increase in the 
number of people with college degrees. 

 b. Larger cities tend to have both more 
teachers and more people with college 
degrees, so the association is explained 
by a third variable, the size of the city.

 c. Teaching is a common profession for 
people with college degrees, so an 
increase in the number of people with 
college degrees causes an increase in the 
number of teachers.

  d. Cities with higher incomes tend to have 
more teachers and more people going 
to college, so income is a confounding 
variable, making causation between 
number of teachers and number of 
people with college degrees difficult to 
prove.

67. The value of a correlation is reported by 
a researcher to be r = −0.5. Which of the 

following statements is correct? 

 a. The x-variable explains 25% of the 
variability in the y-variable.

 b. The x-variable explains −25% of the 
variability in the y-variable. 

 c. The x-variable explains 50% of the 
variability in the y-variable. 

 d. The x-variable explains −50% of the 
variability in the y-variable. 

68. One use of a regression line is,….?

 a. to determine if any x-values are outliers

 b. to determine if any y-values are outliers

 c. to determine if a change in x causes a 
change in y

 d. to estimate the change in y for a one-unit 
change in x. 

69. What is the simple arithmetic mean of 
15,0,36,0 and 9? 

 a 20 b. 15  c. 10 d. 60

70. If all values of a sample are same, then its 
variance is 

 a. 1

 b. 0 

 c. 2 

 d. Cannot be determined

71. ____ is a coefficient to measure the 
degree of relationship between two sets 
of data by using ranks of observations

 a. Pearson’s Correlation Coefficient

 b. Rank Correlation Coefficient
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 c. Partial Correlation 

 d. Multiple Correlation

72. Rank Correlation was obtained by 
____ to measure degree of relationship 
between qualitative characteristics.

 a. Karl Pearson b. Galton

 c. Spearman d. None of them
73. Which among the following gives the 

value of byxin the regression equation of 
y on x?

 a. Pxy/σy 2  b. Pxy/σx 2 
 c. Pxy/σx.σy d. σy/σx
74. Which of the statements do not hold 

true?
 a. Both regression coefficients cannot be 

greater than 1 
 b. Regression coefficients are unaffected by 

origin shift and scale shift 
 c. Both correlation and regression 

coefficients are of same sign 
 d. Two regression lines coincide if r=±1
75. What is the mean for the following 

scores: 2, 5, 4, 1, 8? 
 a. 3 b. 4 c. 5 d. 20
76 . A scatterplot shows: 
 a. the frequency with which values appear 

in the data. 
 b. the average value of groups of data. 
 c. scores on one variable plotted against 

scores on a second variable. 
 d. the proportion of data falling into 

different categories. 
77. R 2 is the notation for:
 a. the coefficient of correlation. 
 b. the coefficient of determination.

 c. the coefficient of variation. 
 d. the coefficient of regression.
78. In a linear regression equation, Y=a + 

bX, what is the b denote?
 a. the regression coefficient, the slope of 

the line. 
 b. the intercept with the y-axis.
 c. the correlation coefficient, the strength 

of the line
 d. the score on the variable x. 
79. In a linear regression equation, what 

does a slope of 2.5 indicate?
 a. for every increase of 2.5 on the y-axis, 

there is an increase of 5.0 on the x-axis.
 b. for every increase of 2.5 on the x-axis, 

there is an equivalent increase on the 
y-axis.

 c. for every increase of 1.00 on the x-axis, 
there is an increase of 2.5 on the y-axis.

 d. for every increase of 1.00 on the y-axis, 
there is an decrease of 2.5 on the x-axis.

80. A magazine editor designs a survey to 
better serve the interests of the magazine’s 
readers. Some of the questions about the 
respondent include the respondent’s . 
Which of these variables are qualitative?

 i) age.  ii) gender.  iii) income. 
 a. ii) b.  i) and iii) 
 c.  ii) and iii)  d.  i), ii), and iii) 
81. Participants in a weight-loss program 

are asked for the following biographical 
information upon entering the program: 
Which of these variables are quantitative? 

 i) weight
 ii) gender
 iii) age
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 a. i)  b. ii) 
 c.  iii)  d.  i) and iii) 

82. The correlation coefficient is used to 
determine: 

 a. A specific value of the y-variable given a 
specific value of the x-variable

 b. A specific value of the x-variable given a 
specific value of the y-variable

 c. The strength of the relationship between 
the x and y variables

 d. None of these 

83. If there is a very strong correlation 
between two variables then the 
correlation coefficient must be 

 a. any value larger than 1

 b. much smaller than 0, if the correlation is 
negative 

 c. much larger than 0, regardless of whether 
the correlation is negative or positive

  d. None of these alternatives is correct. 

84. In regression, the equation that describes 
how the response variable (y) is related 
to the explanatory variable (x) is: 

 a. the correlation model 

 b. the regression model 

 c. used to compute the correlation 
coefficient 

 d. None of these alternatives is correct.

85. In regression analysis, the variable that 
is being predicted is the

 a. response, or dependent, variable 

 b. independent variable

 c. intervening variable 

 d. is usually x 

86. If the correlation coefficient is a positive 
value, then the slope of the regression 
line 

 a. must also be positive

 b. can be either negative or positive

 c. can be zero 

 d. can not be zero 

87.  The correlation coefficient may assume 
any value between……. and ………?

 a. 0 and 1  b. -∞ and ∞

 c. 0 and 8  d. -1 and 1 

88. Assertion (A) :Statistics is indispensable 
in planning.

 Reason (R) :In order to achieve the 
above goals, various advanced statistical 
techniques are used for processing, 
analyzing and interpreting data.

 a. Both A and R are true and R is the correct 
explanation of A.

 b. Both A and R are true but R is not the 
correct explanation of A.

 c.  A is true but R is false.

 d. A is false but R is true.

89. The branch of economics wherein 
mathematics and statistics are used 
to measure and analyze economics 
activities is called…………….. 

 a. Applied Economics

 b. Econometrics
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 c. Statistics

 d. Macro Economics
90. Match the correct codes
1 Statistics as a science 

of estimates and 
probabilities

i H Theil

2 Statistics may be 
defined as the 
collection, organisation, 
presentation, analysis 
and interpretation of 
numerical data

ii Ragnar 
Frisch

3 “Econometrics is 
concerned with the 
empirical determination 
of economic laws”

iii Croxton& 
Cowden

4 “The mutual penetration 
of quantitative 
econometric theory and 
statistical observation 
is the essence of 
econometrics”

iv Boddington

Codes 

 a. (1) – (i) (2) – (ii) (3) – (iv) (4) – (iii)

 b. (1) – (ii) (2) – (iii) (3) – (iv) (4) – (i)

 c. (1) – (iv) (2) – (iii) (3) – (i) (4) – (ii)

 d. (1) – (i) (2) – (ii) (3) – (iii) (4) – (iv)

91. Match the correct codes

1 Statistics 
Regression i Y = β0 + β1X1 + 

β2X2 + β3X3+Ui

2 Econometrics 
Regression ii β0 + β1Xi

3 More than 2 
variables iii Yi = β0 + β1Xi

4 Systematic Part iv Yi = β0 + β1Xi

Codes 

 a. (1) – (i) (2) – (ii) (3) – (iv) (4) – (iii)

 b. (1) – (ii) (2) – (iii) (3) – (iv) (4) – (i)

 c. (1) – (iv) (2) – (iii) (3) – (i) (4) – (ii)

 d. (1) – (i) (2) – (ii) (3) – (iii) (4) – (iv)

Answers
1 2 3 4 5 6 7 8 9 10
b a a b c c c d a b

11 12 13 14 15 16 17 18 19 20
a d c b d a b c b c

21 22 23 24 25 26 27 28 29 30
d a d d a a c b d c

31 32 33 34 35 36 37 38 39 40
a d a b d c d a c a

41 42 43 44 45 46 47 48 49 50
d d a c d c a b c d

51 52 53 54 55 56 57 58 59 60
a b b c a b c a b d

61 62 63 64 65 66 67 68 69 70
a d a b a b a d c b

71 72 73 74 75 76 77 78 79 80
b c b b b c b a c a

81 82 83 84 85 86 87 88 89 90
d c b b a a d a b c

91
c

Additional Two Marks

1. Write  a brief note on origin of Indian 
Statistics.
	Evidence from history proves that 

during the reign of Chandra Gupta 
Maurya, there existed a system of 
maintaining vital statistics, incuding 
registration of births and deaths.

	Such records can be found in 
Kautilya’sArthashastra even before 
300B.C.

	The book “Ain-e-Akbari” (1596-
97) mentions the statistical and 
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administrative surveys conducted 
during Akbar’s rule.

2. Comment – “Statistics and Education”
	Statistics is necessary for the formulation 

of policies to start new course, according 
to the changing environment. 

	There are many educational institutions 
owned by public and private engaged 
in research and development work to 
test the past knowledge and evolve new 
knowledge. 

	These are possible only through 
statistics.

3. Write a short note on Statistics and 
Economics.

  Statistical data and techniques are 
immensely useful in solving many 
economic problems such as fluctuation in 
wages, prices, production, distribution of 
income and wealth and so on.

4. Write brief note on Statistics and 
Medicine.
	In Medical sciences, statistical tools are 

widely used.
	In order to test the efficiency of a new 

drug or to compare the efficiency of 
two drugs or two medicines, t - test for 
the two samples is used. 

	More and more applications of 
statistics are at present used in clinical 
investigation.

5. List the major differences between 
Descriptive Statistics and Inferential 
Statistics

S. 
No

Descriptive 
Statistics

Inferential Statis-
tics

1 It describes 
the population 
under study.

It draws conclusion 
for the population 
based on the sample 
result.

2 It presents 
the data in a 
meaningful 
way through 
charts, dia-
grams, graphs, 
other than 
describing in 
words

It uses hypotheses, 
testing and predict-
ing on the basis of 
the outcome.

3 It gives the 
summary of 
data

It tries to under-
stand the population 
beyond the sample.

6. What is data?
 Data is the information about facts or 

numbers collected to be examined and 
used to help with decisions. Data are the 
basic raw materials of statistics.

7. State the meaning of different types of 
data.
1. Quantitative data are those that 

can be quantified in definite units 
of measurement. These refer to 
characteristics whose successive 
measurements yield quantifiable 
observations. Eg.Age, income, number 
of firms etc.

2. Qualitative data refer to qualitative 
characteristics of a subject or an object. 
A characteristic is qualitative in nature 
when its observations are defined 
and noted in terms of the presence 
or absence of a certain attribute in 
discrete numbers. These data are 
further classified as nominal and 
rank data. Eg. Gender, Community, 
honesty…

8. What are Nominal Data?
	Nominal data are the outcome of 

classification into two or more 
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categories of items or units comprising 
a sample or a population according to 
some quality characteristic.

	Classification of students according 
to their sex (as males and females), 
Workers according to their skill (as 
skilled, semi-skilled, and unskilled), 
and of employees according to their 
level of education (as matriculates, 
undergraduates, and post-graduates).

9. Write the meaning of Rank Data/
	Rank data, on the other hand, are the 

result of assigning ranks to specifyorder 
in terms of the integers 1,2,3, ..., n. 

	Ranks may be assigned according to the 
level of performance in a test, a contest, 
a competition, an interview, or a show.

10. Write the key difference between primary 
and secondary data.
i) Primary data: Those data which do 

not already exist in any form, and thus 
have to be collected for the first time 
from the primary source(s). By their 
very nature, these data are fresh and 
first-time collected covering the whole 
population or a sample drawn from it 

(ii) Secondary data: They already exist in 
some form: published or unpublished 
in an identifiable secondary source. 
They are, generally, available from 
published source(s), though not 
necessarily in the form actually 
required. Eg. Data from CSO, NSSO, 
RBI….

11. What is central tendency?
	Central value is called a measure of 

central tendency or an average or a 
measure of locations. There are five 
averages. 

	Among them mean, median and mode 
are called simple averages and the 
other two averages geometric mean 

and harmonic mean are called special 
averages.

12. A student’s marks in 5 subjects are 
75,68,80,92,and 56. Find his average 
mark.

X d = X - A 
75 7 

68 → A 0 
80 12 
92 24 
56 -12 

Total 31 

x̅ = A +
Σd
n

= 68 + 31
5

= 68 + 6.2
= 74.2

13. What is dispersion? List its types.
 The degree of variation is evaluated by 

various measures of dispersion. There 
are two kinds of measures of dispersion, 
namely 

 1. Absolute measure of dispersion 
 2. Relative measure of dispersion
14. Write a note on absolute measure of 

dispersion.
 Absolute measure of dispersion indicates 

the amount of variation in a set of values 
in terms of units of observations. 

15. Mention the meaning of relative measure 
of dispersion.
	Relative measures of dispersion are free 

from the units of measurements of the 
observations. 

	They are pure numbers. 
	They are used to compare the variation 

in two or more sets, which are having 
different units of measurements of 
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observations.
16. What is meant by standard deviation?
	It is defined as the positive square-root 

of the arithmetic mean of the square of 
the deviations of the given observation 
from their arithmetic mean. 

	The standard deviation of the population 
is denoted by the Greek letter σ (sigma) 
The standard deviation of sample is 
denoted as 's'.

17. What are the methods of calculating SD?
 There are two methods of calculating 

Standard deviation in an individual series. 
 a) Deviations taken from Actual mean 
 b) Deviation taken from Assumed mean
18. Write the meaning of the term 

“Correlation”
	Correlation is a statistical device that 

helps to analyse the covariation of two 
or more variables. 

	Sir Francis Galton, is responsible for the 
calculation of correlation coefficient.

19. What is Positive Correlation?

 The correlation is said to be positive if the 
values of two variables move in the same 
direction. 

 Ex 1: If income and Expenditure of 
a Household may be increasing or 
decreasing simultaneously. If so, there is 
positive correlation. Ex. Y= a + bx

20. What is Negative Correlation?

 The Correlation is said to be negative 
when the values of variables move in the 
opposite directions. Ex. Y= a – bx

 Ex 1: Price and demand for a commodity 
move in the opposite direction.

21. Distinguish between simple and multiple 
correlation.

 Simple Correlation: 

 If only two variables are taken for study 
then it is said to be simple correlation. Ex. 
Y= a + bx

 Multiple Correlations: 

 If three or more than three variables are 
studied simultaneously, then it is termed 
as multiple correlation. 

 Ex: Determinants of Quantity demanded 

 Qd= f (P, Pc, Ps, t, y) 

 Where Qd stands for Quantity demanded, 
f stands for function.

22. What is the meaning of Partial 
Correlation?

 If there are more than two variables but 
only two variables are considered keeping 
the other variables constant, then the 
correlation is said to be Partial Correlation

23. Mention the difference between linear 
and non linear correlation.

 Linear Correlation: Correlation is said to 
be linear when the amount of change in 
one variable tends to bear a constant ratio 
to the amount of change in the other. 

Ex. Y= a + bx

 Non Linear: The correlation would be 
non-linear if the amount of change in 
one variable does not bear a constant 
ratio to the amount of change in the other 
variables. 

 Ex. Y= a + bx2

24. What are the Methods of Studying 
Correlation:?

 The various methods of ascertaining 
whether two variables are correlated or 
not are: 
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 1. Scatter diagram Method 

 2. Graphic Method 

 3. Karl Pearson’s Co - efficient of 
correlation and 

 4. Method of Least Squares.

25. Define “Scatter Diagram” Method of 
correlation.

	Scatter diagram is a graph of observed 
plotted points where each point 
represents the values of X and Y as a 
coordinate. 

	It portrays the relationship between 
these two variables graphically.

26. Write the Advantages of Scatter Diagram 
method .

 (1) It is very simple and non- mathematical 
method 

 (2) it is not influenced by the size of 
extreme item. 

 (3) It is the first step in resting the 
relationship between two variables.

27. What is the important Disadvantages of 
Scatter diagram method?

 It cannot establish the exact degree of 
correlation between the variables, but 
provides direction of correlation and 
depicts it is high or low.

28. “Coefficient of correlation’ – define.

	 Karl Pearson’s Method is popularly 
known as Pearson’s coefficient of 
correlation denoted by the symbol ‘r’.

	 The coefficient of correlation 
‘r’ measures the degree of linear 
relationship between two variables say 
X and Y. The Formula for computing 
Karl Pearson’s Coefficient of correlation 
is:

r  = 2 2 2 2

( )( )

( ) ( )

N XY X Y

N X X N Y Y

S - S S

S - S S - S

29. Explain the following term:Σdxdy, Σdx2, 
Σdy2, Σdx and Σdy.

	Σdxdy = Sum of product of the 
deviations x and y series from their 
assumed means. 

	Σdx2 = Sum of the squares of the 
deviations of x series from an assumed 
mean 

	Σdy2= Sum of the squares of the 
deviations of y series from an assumed 
mean 

	Σdx = sum of the deviation of x series 
from an assumed mean of x 

	Σdy = sum of the deviation of y series 
from an assumed mean of y

30. What are the Two Regression lines 
equations?

 i. X on Y => X = a + by 

 ii. Y on X => Y = a + bx

31. List different equation forms of 
econometrics.

 i. Economics + Mathematics= 
Mathematical Economics 

 ii. Mathematical Economics+ Statistical 
Data & Its Technique = Econometrics 

 iii.{Economics + Statistics + 
Mathematics}+Empirical Data = 
Econometrics

32. Write the definition of economics in the 
words of Ragnar Frisch.

 “The mutual penetration of quantitative 
econometric theory and statistical 
observation is the essence of econometrics”.
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33. Write an equation on : i) Statistics 
Regression, ii) Econometrics Regression

 i. Statistics Regression: Yi = β0 + β1Xi 

 ii. Econometrics Regression: Yi = β0 + 
β1Xi+ Ui

34. List the Limitations of statistics.

 1. Statistics is not suitable to the study of 
qualitative phenomenon

 2. Statistical laws are not exact:

 3. Statistics table may be misused:

 4. Statistics is only one of the methods of 
studying a problem

35. Write some of econometric software that 
you may know.

 There are many other packages which are 
used by econometricians, include Eviews, 
Gretl, PcGive, Python, RATS, SAS.

Additional Three marks

1. List the Assumptions of the Linear 
Regression Model.

 The Linear regression model is based on 
certain assumptions 

1. Some of them refer to the distribution of 
the random variable .

2. Some of them refer to the relationship 
between Ui and the explanatory variables 
(x1, x2, x3 given in the above example). 

3. Some of them refer to the relationship 
between Ui the explanatory variables 
themselves.

2. Write note on MOSPI.

	The Ministry of Statistics and 
Programme Implementation (MOSPI) 
came into existence as an Independent 
Ministry in 1999 after the merging 
of the Department of Statistics and 

the Department of Programme 
Implementation. 

	The Ministry has two wings, Statistics 
and Programme Implementation. The 
Statistics Wing called the National 
Statistical Office (NSO) consists of the 
Central Statistical Office (CSO), the 
Computer Centre and the National 
Sample Survey Office (NSSO).

3. Write a note on CSO.

 Central Statistical Office (CSO) 

	The Central Statistical Office is one of 
the two wings of the National Statistical 
Organisation (NSO). 

	It is responsible for co-ordination of 
statistical activities in the country and 
for evolving and maintaining statistical 
standards. 

	Its activities include compilation of 
National Accounts; conduct of Annual 
Survey of Industries and Economic 
Censuses, compilation of Index of 
Industrial Production as well as 
Consumer Price Indices. 

	It also deals with various social statistics, 
training, international cooperation, 
Industrial Classification, etc.

4. What is NSSO?

 National Sample Survey Organisation 
(NSSO) 

i. The National Sample Survey Organisation, 
now known as National Sample Survey 
Office, is an organization under the 
Ministry of Statistic of the Government of 
India.

ii. It is the largest organisation in India, 
conducting regular socio-economic 
surveys.

5. What are the divisions of NSSO?
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 NSSO has four divisions:

1. Survey Design and Research Division 
(SDRD)

2. Field Operations Division (FOD)

3. Data Processing Division (DPD)

4. Co-ordination and Publication Division 
(CPD)

6. List the wings of Programme 
Implementation.

 The Programme Implementation Wing 
has three Divisions, namely,

 (i) Twenty Point Programme

 (ii)Infrastructure Monitoring and Project 
Monitoring 

 (iii)Member of Parliament Local Area 
Development Scheme.

7. List any of three scopes of statistics with 
explanation.

Statistics and Economics 

 Statistical data and techniques are 
immensely useful in solving many 
economic problems such as fluctuation in 
wages, prices, production, distribution of 
income and wealth and so on. 

Statistics and Firms 

 Statistics is widely used in many firms to 
find whether the product is conforming to 
specifications or not. 

Statistics and Commerce 

 Statistics are life blood of successful 
commerce. Market survey plays an 
important role to exhibit the present 
conditions and to forecast the likely 
changes in future. 

8. Discuss the limitations of statistics.

1. Statistics is not suitable to the study of 
qualitative phenomenon: 

 Since statistics is basically a science and 
deals with a set of numerical data. It is 
applicable to the study of quantitative 
measurements.

2. Statistical laws are not exact: 

 It is well known that mathematical and 
physical sciences are exact. But statistical 
laws are not exact and statistical laws are 
only approximations.

3. Statistics table may be misused:

 Statistics must be used only by experts; 
otherwise, statistical methods are the 
most dangerous tools on the hands of the 
inexpert.

4. Statistics is only one of the methods of 
studying a problem: 

 Statistical method does not provide 
complete solution of the problems 
because problems are to be studied 
taking the background of the countries 
culture, philosophy, religion etc., into 
consideration.

9. Explain the correlation based on the 
direction of change of variables.

 Correlation is classified into two types 
as Positive correlation and Negative 
Correlation based on the direction of 
change of the variables.

Positive Correlation: 

 The correlation is said to be positive if the 
values of two variables move in the same 
direction. 

 Ex: If income and Expenditure of 
a Household may be increasing or 
decreasing simultaneously. If so, there is 
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positive correlation. Ex. Y= a + bx

Negative Correlation: 

 The Correlation is said to be negative when the values of variables move in the opposite 
directions. Ex. Y= a – bx

 Ex :Price and demand for a commodity move in the opposite direction.

10. State the types of correction on the basis of number of variables studied.

 There are three types based upon the number of variables studied as 

 a) Simple Correlation 

 b) Multiple Correlation

 c) Partial Correlation 

Simple Correlation: 

 If only two variables are taken for study then it is said to be simple correlation. Ex. Y= a + bx

Multiple Correlations: 

 If three or more than three variables are studied simultaneously, then it is termed as multiple 
correlation. 

 Ex: Determinants of Quantity demanded 

 Qd= f (P, Pc, Ps, t, y) 

 Where Qd stands for Quantity demanded, f stands for function.

 P is the price of the goods, 

 Pc is the price of competitive goods 

 Ps is the price of substituting goods 

 t is the taste and preference 

 y is the income. 

Partial Correlation: 

 If there are more than two variables but only two variables are considered keeping the other 
variables constant, then the correlation is said to be Partial Correlation

11. Distinguish between linear and non linear correlation.

 Linear Correlation: Correlation is said to be linear when the amount of change in one 
variable tends to bear a constant ratio to the amount of change in the other. 

 Ex. Y= a + bx

 Non Linear: The correlation would be non-linear if the amount of change in one variable 
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does not bear a constant ratio to the amount of change in the other variables. 

 Ex. Y= a + bx2

12. Draw the various kinds of scatter diagram.

Y

o X

Y

o X

Y

o X

Y

o X

Y

o X

Y

o X

Y

o X

Y

o X

Perfect Postive
Correlation

High Degree of 
Negative Correlation

Perfect Negative
Correlation

High Degree of 
Negative Correlation

Low Degree of 
Postive correlatin

No correlation

Low Degree of 
Negative correlatin

No correlation

13. Calculate the AM of 305, 320, 332, 350

X d = X - 320
305 -15
320 0 
332 12
350 30

27

x̅ = A +
Σd
n

= 320 + 27
4

= 320    +  6.75
= 326.75

14. Calculate the SD of the following data. 2 3 , 2 5 , 2 8 , 3 1 , 3 8 , 4 0 , 4 6

X (x- x̅ ) (x- x̅)2

13 -10 100

28 -8 64

28 -5 25

31 -2 4

38 5 25

40 7 49

46 13 169

2( ) )
7.89

x X
SD

n
S -

= =
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231 436

x̅ = 231 / 7 =33

15. Given the diagrams, find the nature of correlation of various figures.

Y

o X

Y

o X

Y

o X

Y

o X

Y

o X

Y

o X

r = 1

r = 0

r = -1

r = 0
Fig. 4

Fig. 1 

Fig. 5

Fig. 2 

Fig. 6

Fig. 3

Solution

 Fig.1 : Perfect Positive Correlation

 Fig.2 : Perfect Negative Correlation

 Fig.3 : High Degree of Positive Correlation

 Fig.4 : High Degree of Negative Correlation

 Fig.5 : No Correlation

 Fig.6 : No Correlation

16. List various degrees of Karl Pearson co-efficient of correlation

	 If r xy = 1, we say that there is perfect positive correlation between x and y. 

	 If r xy = – 1, we say that there is perfect negative correlation between x and y. 

	 If r xy = 0, we say that there is no correlation between the two variables, i.e., the two 
variables are uncorrelated. 
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	 If r xy> 0, we say that the correlation between x and y is positive (direct). 

	 If r xy< 0, we say that the correlation between x and y is negative (indirect).

17. List any three difference between correlation and regression.

S. 
No

Correlation Regression 

1 Correlation is the relationship between 
two or more variables, which vary with 
the other in the same or the opposite 
direction 

Regression means going back and it is a 
mathematical measure showing the average 
relationship between two variables 

2 Both the variables X and Y are random 
variables 

Both the variables may be random variables 

3 It finds out the degree of relationship 
between two variables and not the cause 
and effect relationship. 

It indicates the cause and effect relationship 
between the variables and establishes 
functional relationship. 

4 It is used for testing and verifying the 
relation between two variables and gives 
limited information 

Besides verification it is used for the prediction 
of one value, in relation to the other given 
value. 

18. How an econometric model is done?

The following chart depicts how an economic model is done.

Economic Model

Econometric model

Data collection

Estimate the model

Test the model

Economic conclusions

Forecasting Consulting

19. What are the aims of econometrics analysis?

 Aims of econometric analysis:

	 Testing economic hypotheses
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	 Quantifying economic parameters

	 Forecasting

	 Establishing new facts from statistical evidence (e.g. empirical relationships among 
variables).

Additional Five marks

1. Discuss in detail about the limitations of statistics.

1. Statistics is not suitable to the study of qualitative phenomenon:

	 Since statistics is basically a science and deals with a set of numerical data. 

	 It is applicable to the study of quantitative measurements. 

	 As a matter of fact, qualitative aspects like empowerment, leadership, honesty, poverty, 
intelligence etc., cannot be expressed numerically and statistical analysis cannot be directly 
applied on these qualitative phenomena.

2. Statistical laws are not exact: 

	 It is well known that mathematical and physical sciences are exact. 

	 But statistical laws are not exact and statistical laws are only approximations. Statistical 
conclusions are not universally true. 

	 They are true only on an average. 

3. Statistics table may be misused: 

	Statistics must be used only by experts; otherwise, statistical methods are the most 
dangerous tools on the hands of the inexpert. 

	The use of statistical tools by the inexperienced and untrained persons might lead to 
wrong conclusions. 

4. Statistics is only one of the methods of studying a problem:

	Statistical method does not provide complete solution of the problems because problems 
are to be studied taking the background of the countries culture, philosophy, religion etc., 
into consideration. 

	Thus the statistical study should be supplemented by other evidences.

2. Compare and contrast primary and secondary data.

BASIS FOR 
COMPARISON PRIMARY DATA SECONDARY DATA
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Meaning

Those data which do not ready 
exist in any form, and thus have 
to be collected for the first time 
from the primary source(s).

They already exist in zome form: 
published or npublished in an 
identifiable secondary source.

Nature Real time data -  first-time 
collected

Past data - available from 
published source(s)

Process Very involved Quick and easy

Source
Surveys, observations, 
experiments, questionnaire, 
personal interview, etc.

Government publications, 
websites, books, journal articles, 
internal records etc. Eg. Data 
from CSO, NSSO, RBI

Cost effectiveness Expensive Economical

Collection time Long Short

Form Crude form Refined form

Accuracy and Reliability More Relatively less

3. What are the Steps involved in standard deviation calculation?

4. Distinguish between Qualitative and Quantitative data.

 1. Find out the actual mean of given data (x̅)
 2. Find out the deviation of each value from the mean (x = X - x̅ )
	 3.	Square	the	deviations	and	take	the	total	of	squared	deviations	Σx2

 4. Divided the total Σx2  by the number of observation 
2æ öS

ç ÷è ø
x
n

 5. The square root of 
2æ öS

ç ÷è ø
x
n

 is standard deviation.

BASIS FOR 
COMPARISON QUALITATIVE DATA QUANTITATIVE DATA

Meaning

Qualitative data is the data 
in which the classification of 
objects is based on attributes and 
properties.

Quantitative data are those that can 
be quantified in definite units of 
measurement.

Examples Eg. Gender, Community, honesty Age, income, number of firms etc

Approach Subjective Objective

Collection of 
data Unstructured Structured

www.kalvikural.com



XII - Economics Surya

379 Unit 12 : Introduction To Statistical Methods And Econometrics

Sample Small number of non-
representative samples

Large number of representative 
samples

Outcome Develops initial understanding. Recommends final course of action.

5. Calculate the standard deviation from the following data by Actual Mean Method: 25, 
15, 23, 42, 27, 25, 23, 25, and 20. 

 Solution: Deviations from actual mean.

S.No X (x- x ) (x- x̅)2

1 25 25-25=0 0
2 15 15-25=10 100
3 23 23-25=-2 1
4 42 42-25-17 289
5 27 27-25-2 4
6 25 25-25-0 0
7 23 23-25=-2 4
8 25 25-25=0 0
9 20 20-25=-5 25

N-9 225 0 126

x̅ =
225

= 25
9

σ = S - 2( )x X
N

= 426
9

= 47.33
σ = 6.88

6. Calculate the standard deviation for the following data by assumed mean method: 43, 
48, 65, 57, 31, 60, 37, 48, 78, 59

S.No (X) D=X-A (A=57) (x-x̅)2

1 43 -14 196
2 48 -9 87
3 65 8 64
4 57 0 0
5 31 -26 679
6 60 3 9
7 37 -20 400
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8 48 -9 81
9 78 21 441

10 59 2 4
N-9 Σd=44 Σd21952

2 2 2( ) 1952 ( 44)
( ) 10 (10)

s
S S -

= - = -
d d
n n

   195.2 19.36 175.84 13.26= - = =

7. What are the the Formula for computing Karl Pearson’s Coefficient of correlation?

1. 
2 2 2 2

( )( )

( ) ( )

N XY X Y
r

N X X N Y Y

S - S S
=

S - S S - S

'r' is calculated by Direct Method without taking deviation of terms either from actual mean or as-
sumed mean.

2. r is calculated by taking the Deviation from acutual mean.

2 2

xyr
x y

S
=

S -S
 where x = (x - x̅ ), y = ( x̅ )

3) 'r' is calculated by taking assumed mean

2 2 2 2

( )( )

( ) ( )

N dxdy dx dy
r

N dx dx N dy dy

S - S S
=

S - S S - S

 Where dx refers to deviations of x series from assumed mean (x-x̅), dy refers to 
deviations of y series from an assumed mean of (y-y) 
	 Σdxdy = Sum of product of the deviations x and y series from their assumed means. 

	 Σdx2 = Sum of the squares of the deviations of x series from an assumed mean 

	 Σdy2= Sum of the squares of the deviations of y series from an assumed mean 

	 Σdx = sum of the deviation of x series from an assumed mean of x 

	 Σdy = sum of the deviation of y series from an assumed mean of y

8. Explain the steps involved computing the correlation Coefficient.

 Procedure for Computing the Correlation Coefficient: (For Direct and Deviation from 
actual mean method). 
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	 Step-1 Calculate the mean of two series ‘X’’Y’ 

	 Step-2 Calculate the deviations ‘X’ and Y in two series from their respective mean.

	 Step-3 Square each deviations of ‘X’ and ‘Y’ then obtain the sum of the Squared deviation, 
Step-4 Multiply each deviation under X with each deviation under Y and obtain the 
product of ‘xy’. Then obtain the sum of the product of X,Y. Then obtain the sum of the 
product of x,y is Σxy. 

	 Step-5 Substitute the value in the formula.

9. Calculate Karl Pearson’s Coefficient of correlation from the following data and 
interpret its value:

Example 1

 Calculate Karl pearson's Cofficient of correlation form the followng data and interpret its 
value:

Price : x 10 12 14 15 19
Supply : Y 40 41 48 60 50

Solution : Let us take price as X and supply as Y

Compulation of Pearson's Correlation Coefficient
Price: X Supply : Y XY X2 Y2

10 40 400 100 1600
12 41 492 144 1681
14 48 672 196 2304
15 60 900 2250 3600
19 50 950 3610 2560

Σx = 70 Σy = 239 Σxy = 3414 Σx2 = 1026 Σy2 = 11685

2 2 2 2

( )( )

( ) ( )

N XY X Y
r

N X X N Y Y

S - S S
=

S - S S - S        
2 2

(5 3414) (70 239)

(5 1026) (70) 5 11685 (239)

x x
r

x x

-
=

- -

             

17,070 16,730
230 1304

r
x
-

=
                                        

340 0.621
547.65

r = =+

 Pirce of the product and supply for the product is positively correlated.  When price of the 
product increases then the supply for the product also incresases.

10.Estimate the coefficient of correlation with actualmean method for the following data.

Age of Cars in years 3 6 8 9 10 6 
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Cost of Annual Maintains 1 7 4 6 8 4 

2 2

xyr
x y

S
=

S -S
 where x = Σ (x - x̅),	y	=	Σ(y-y )

S.No X x - x̅
x - 7 = x  (x - Xx̅)2 =x2 y y- y

y - 5 = y (y- y)2 = y2 xy

1 3 -4 16 1 -4 1 16
2 6 -1 1 7 2 49 -2
3 8 +1 1 4 -1 16 -1
4 9 2 4 6 1 36 2
5 10 3 9 8 3 64 9
6 6 -1 1 4 -1 16 +1

x̅
42

= 7 0 32 y
42

=7 0 182 25
6 6

Σx2 = 32           Σy2 = 182           Σxy = 25

Applying formula

2 2

25 25 25
5.66 13.49 76.3532 182

xyr
xx y

S
= = = =

S S

 r = 0.327, The car is getting old in years the cost of maintenane is also increasing.  The age 
of  Car and its maintenance are postively correlated.

11.Find the Karl Pearson coefficient of Correlation between X and Y from the following 
data:

X: 10 12 13 16 17 20 25 
Y: 19 22 26 27 29 33 37 

 Solution: 

 Formula for Assumed Mean Deviation method.

2 2 2 2

( )( )

( ) ( )

N dxdy dx dy
r

N dx dx N dy dy

S - S S
=

S - S S - S

S.No X Y (X-A)=dx (Y-A)=dy dx2 dy2 dxdy

1 10 19 -6 -8 36 64 48
2 12 22 -4 -5 16 25 20
3 13 26 -3 -1 9 1 3
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4 16 27 0 0 0 0 0
5 17 29 1 2 1 4 2
6 20 33 4 6 16 36 24
7 25 37 9 10 81 100 30

N =7 ΣX = 113 ΣY= 193 Σ Σ(Y-A)=1 Σ(Y-A)=4 Σdx2 = 159 Σdxdy = 187
113 116

7 7
193 427

7 7

S
= = =

S
= = =

X
N
YY

N

Take the assumed values A = 16 & B =27 therefore dx = X - A → X - 16 and Wdy = → Y - 27 
 

2 2 2 2

2 2

( )( )

( ) ( )
7 187 1 4

7 159 (1) 7 230 (4)
1309 4

1112 1610 16
1305 1305

1112 1594 33.34 39.92
1305 0.9865 0.986

1330.9

N dxdy dx dy
r

N dx dx N dy dy

r

S - S S
=

S - S S - S

C - C
=

C - C -

-
=

-

= =

= = =

 12. Distinguish between correlation and regression.

S. 
No

Correlation Regression 

1 Correlation is the relationship between two 
or more variables, which vary with the other 
in the same or the opposite direction 

Regression means going back and it is a 
mathematical measure showing the average 
relationship between two variables 

2 Both the variables X and Y are random 
variables 

Both the variables may be random variables 

3 It finds out the degree of relationship 
between two variables and not the cause 
and effect relationship. 

It indicates the cause and effect relationship 
between the variables and establishes 
functional relationship. 

4 It is used for testing and verifying the 
relation between two variables and gives 
limited information 

Besides verification it is used for the 
prediction of one value, in relation to the 
other given value. 

www.kalvikural.com



XII - Economics Surya

384 Unit 12 : Introduction To Statistical Methods And Econometrics

5 The coefficient of correlation is a relative 
measure. The range of relationship lies 
between –1 and +1 

Regression coefficient is an absolute figure. 
If we know the value of the independent 
variable, we can find the value of the 
dependent variable 

6 There may be spurious correlation 
between two variables. 

In regression there is no such spurious 
regression 

7 It has limited application, because it 
is confined only to linear relationship 
between the variables 

It has wider application, as it studies linear 
and nonlinear relationship between the 
variables 

8 It is not very useful for further 
mathematical treatment. 

It is widely used for further mathematical 
treatment 

13. Fit two regression equation 

 X on Y and Y on X for the following data. 
  x̅=12, y=10, σy= 0.2, σx =0.1 and r = 0.85
Solution

he regression X on y is

(X- x̅) = r ×
σx

× (Y-Y)σy

Given x̅̅ = 12, Y = 10
r = 0.85,ox = 0.1 and σy =0.2

Then substituting the values in formula
(X-12) = 0.85 × (0.1/0.2) σy = 0.2
(X-12) = 0.85 × (0.5) × (Y-10)

X = 0.425 × (Y-10) + 12
X = 0.425y – 4.25 + 12 
x = 0.425Y + 7.75

X on Y
Answer 

X
= 0.425Y + 7.75

The regression Y on X is

(Y-Y) = r ×
σx

× (X- x̅̅)σy

Given  x̅ = 12, y = 10
r = 0.85,ox = 0.1 and σy =0.2

Then substituting the values in formula
(Y-10) = 0.85 × (0.2/0.1) × ( X–12)
(Y-10) = 0.85 × (2) × ( X–12)
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Y = 1.7 × (X-12) + 10
Y = 1.7 X – 20.4 + 10 
Y = 1.7 X + 10.4

Y on X
Answer 

Y
= 1.7 X – 10.4

14. Enumerate the methodology of econometrics?

 Broadly speaking, traditional or classical econometric methodology consists of the 
following steps. 

 1) Statement of the theory or hypothesis 

 2) Specification of the mathematical model of the theory

 3) Specification of the econometric model of the theory 

 4) Obtaining the data 

 5) Estimation of the parameters of the econometric model 

 6) Hypothesis testing 

 7) Forecasting or prediction 

 8) Using the model for control or policy purposes.

15. Given the following data on sales (in thousand units) and expenses (in thousand 
rupees) of afirm for 10 month.

Month J F M A M J J A S O
Sales : 50 50 55 60 62 65 68 60 60 50
Expenses 11 13 14 16 16 15 15 14 13 13

 a) Make a Scatter Diagram

 b) Do you think that there is a correlation between sales and expenses of the firm? Is 
it positive or negative? Is it high or low?

 Solution:
 (a) The Scatter Diagram of the given data is shown in Figure
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	 Figure shows that the plotted points are close to each other and reveal an upward trend.

	 So there is a high degree of positive correlation between sales and expenses of the firm.

16. Find out graphically, if there is any correlation between price yield per plot (qtls); 
denoted by

 Y and quantity of fertilizer used (kg); denote by X.

Plot No : 1 2 3 4 5 6 7 8 9 10
y: 3.5 4.3 5.2 5.8 6.4 7.3 7.2 7.5 7.8 8.3
x: 6 8 9 12 10 15 17 20 18 24

 Solution : The correlogram of the given data is show in Figure 4-3

X
 a

nd
 Y

Plot Number

0 1 2 3 4 5 6 7 8 9 10
0
5

10

15
20

25

30

 The figure shows that the two curves move in the same direction and, moreover, they 
are veryclose to each other, suggesting a close relationship between price yield per plot (qtls) 
andquantity of fertilizer used (kg)

17. List the degrees of correlation corresponding to variousvalues of r.
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Value of r Degree of correlation

±1 Perfect correlation

±0.90 or more very high degree of correlation

±0.75 to ± 0.90 sufficiently high degree of correlation

±0.60 to0.90 moderate degree of correlation

±0.30 to ± 0.60 only the possibility of a correlation

less than ±0.30 possibly no correlation

0 absence of correlation

18. Find the Pearsonian correlation coefficient between sales (in thousand units) 
andexpenses (in

 thousand rupees) of the following 10 firms:

Firm 1 2 3 4 5 6 7 8 9 10
Sales : 50 50 55 60 65 65 65 60 60 50
Expenses : 11 13 14 16 16 15 15 14 13 13

 Solution: Let sales of a firm be denoted by X and expenses be denoted by Y

 Calculations for Coefficient of Correlation

Form X Y dx= (X- x̅) dy=(y – y) d2
x d2

y dx dy

1 50 11 -8 -3 64 9 24
2 50 13 -8 -1 64 1 8
3 55 14 -3 0 9 0 0
4 60 16 2 2 4 4 4
5 65 16 7 2 49 4 14
6 65 15 7 1 49 1 7
7 65 15 7 1 49 1 7
8 60 14 2 0 4 00 15
9 60 13 2 -1 4 1 -2

10 50 13 -8 -1 64 1 8
ΣX ΣY 11 Σ d2

x Σ d2
y Σdx dy

– – –360 –22 –70

580 140
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580 14058 14
10 10

S S
= = = = = =

X YX and Y
N N

Applying the Eq. (4.3a), we have, Pearsonian coefficient of correlation

2 2

70
360 22
70
7920

0.78

S
=

S

=

=

=

x y
xy

x y

xy

xy

xy

d d
r

d d

r
x

r

r

 The value of = 0.78 xyr , indicate a high degree of positive correlation between sales and 
expenses.

19. The data on price and quantity purchased relating to a commodity for 5 months is 
given below: Find the Pearsonian correlation coefficient between prices and quantity 
and comment on itssign and magnitude.

Month January February March April May
Prices (Rs) : 10 10 11 12 12
Quantity (Kg): 5 6 4 3 3

 Solution: Let price of the commodity be denoted by X and quantity be denoted by Y

 Calculations for Coefficient of Correlation

Month X Y X2 Y2 XY

1 10 5 100 25 50
2 10 6 100 36 60
3 11 4 121 16 44
4 12 3 144 9 36
5 12 3 144 9 36

ΣX=55 ΣY=21 ΣX2=609 ΣY2=95 ΣXY=226
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2 2 2 2( ) ( )
5 226 55 21

(5 609 55 55)(5 95 21 21)
1130 1155

20 34
25

680
0.98

S - S S
=

S - S S - S

-
=

- -

-
=

-
=

= -

xy

xy

xy

xy

xy

N XY X Yr
N X X N Y Y

x xr
x x x x

r
x

r

r

 The negative sign of r indicate negative correlation and its large magnitude indicate a very

	 high degree of correlation.

	 So there is a high degree of negative correlation between pricesand quantity demanded.

20. An eighth debator was awarded 36 marks by judge A, while Judge B was not present. If

	Judge B were also present, how many marks would you expect him to award to the eighth

	debator, assuming that the same degree of relationship exists in their judgement?

Debator Marks by A Marks by B
1 40 32
2 34 39
3 28 26
4 30 30
5 44 38
6 38 34
7 31 28

 Solution: Let us use marks from Judge A as X and those from Judge B as Y. Now we have to

 work out the regression line of Y on X from the calculation below
Debtor X Y U=X-35 V=Y-30 U2 V2 UV

1 40 32 5 2 25 4 10
2 34 39 -1 9 1 81 -9
3 28 26 -7 -4 49 16 28
4 30 30 -5 0 25 0 0
5 44 38 9 8 81 64 72
6 38 34 3 4 9 16 12
7 31 28 -4 -2 16 4 8

N=7 ΣU=0 ΣV=17 ΣU2=206 ΣV2=185 ΣUV=121
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035 35
7

1730 32.43
7

S
= + = + =

S
= + = + =

UX A
N

and
VY A

N

2 2

( ( )
( )

7 121 0 17 0.587
7 206 0

yx yx

N UV UV U V
b b

N U U
x x
x

S - S - S S
= =

S - S
-

= =
-

Hence regression equation can be written as

( )
32.43 0.587( 35)

yxY Y b X X
Y X
- = -

- = -

       or Y = 0.587X + 11.87

     When X = 36 (awarded by Judge A)

              Y = 0.587 x 36 + 11.87

                = 33
	Thus if Judge B were present, he would have awarded 33 marks to the eighth debator.

21. The height of a child increases at a rate given in the table below. Fit the straight line
 using the method of least-square and calculate the average increase and the standard
 error of estimate.

Month 1 2 3 4 5 6 7 8 9 10
Height: 52.5 58.7 65 70.2 75.4 81.1 87.2 95.5 102.2 108.4

Solution : For Egression Calculations, we draw the following table

Month (X) Height (Y) X2 XY
1 52.5 1 52.5
2 58.7 4 117.4
3 65.0 9 195.0
4 70.2 16 280.8
5 75.4 25 377.0
6 81.1 36 486.6
7 87.2 49 610.4
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8 95.5 64 764.0
9 102.2 81 919.8

10 108.4 100 1084.0
ΣX=55 ΣU=796.2 ΣX2=385 ΣXY=4887.5

Considering the regression line as Y = a + bX, we can obtain the values of a and b from the
above values.

2

2 2

2 2

( )
796.2 385 55 4887.5

10 385 55 55
45.73

( )
10 4887.5 55 796.2

10 385 55 55
6.16

S S -S S
=

S - S
-

=
-

=
S -S S

=
S - S

-
=

-
=

Y X X XYa
N X X

x xa
x x

N XY X Yb
N X X

x xa
x x

Hence the regression line can be written as

  Y = 45.73 + 6.16x 
22. Compute the Pearson r for the same sets of data using the raw score method

X 9, 13, 6, 18, 14, 12, 11, 7, 2, 6, 14, 15, 5, 8,
Y 23, 40, 10, 48, 25, 30, 15, 10, 5, 45, 40, 35, 12, 27

S/No X Y XY X2 Y2

1 9 23 207 81 529

2 13 40 520 169 1600

3 6 10 60 36 100

4 18 48 864 32 2304

5 14 25 350 196 625

6 12 30 360 144 900

7 11 15 165 121 225

8 7 10 70 49 100

9 2 5 10 4 25
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10 6 45 270 36 2025

11 14 40 560 196 1600

12 15 35 525 225 1225

13 5 12 60 25 144

14 8 27 216 64 729

Σ 140 365 4237 1670 12131

Apply the formula

2 2 2 2

2 2

2 2

( )( )
( ) ( )

14 4237 (140 365)
(14 1670 140 )(14 12131 365 )

59318 51100
(14 1670 140 )(14 12131 365 )

8218 8218
13642020 11763.589

0.6985963
0.70

S - S S
=

S - S S - S

-
=

- -

-
=

- -

= =

=
=

n xy x yr
n x x n y y

x xr
x x

r
x x

r

23. Calculate the coefficient of correlation for the following data.

Solution
Here we prepare the following table
Here we prepare the following table

X Y X2 Y2 XY
6 9 36 81 54
2 11 4 121 22

10 5 100 25 50
4 8 16 64 32
8 7 64 49 56

30 40 220 340 214

2 2 2 2

2 2

( )( )
( ) ( )

5 214 30 40
5 220 30 5 340 40

130 0.919
200 100

S - S S
=

S - S S - S

- C
=

C - C -

=
= =

n XY X Yr
n X X n Y Y

x
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PUBLIC EXAM MODEL QUESTION PAPER
+2 ECONOMICS

Duration 2.30 Hrs        Max Marks : 90
Section A

I. Answer all the questions (20 x 1 = 20)
1. An economic system where the economic activities of a nation are done both by the private 

and public together is termed as_____________. 
 a) Capitalistic Economy b) Socialistic Economy
 c) Globalised Economy d) Mixed Economy 
2. The government has a limited role in a capitalistic economy.
 The government provides basic services such as, defense, public health, education, etc.
Codes:
 a. Both (A) and (R) are true and (R) is the correct explanation of (A).
 b. Both (A) and (R) are true, but (R) is not the correct explanation of (A).
 c. (A) is true, but (R) is false.
 d. (A) is false, but (R) is true.
3. The largest proportion of national income comes from ……. 
 (a) Private sector (b) Local sector
 (c) Public sector (d) None of the above
4. In case of transfer payments of nation income, expenditures towards payment incurred by the 

government like old age pension…………..?
 a. should be included b. should not be included
 c. both d. none
5. According to Keynes, which type of unemployment prevails in capitalist economy ?
 (a) Full employment  (b) Voluntary unemployment 
 (c) Involuntary unemployment  (d) Under employment 
6. Consider the following diagram.

y
E
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M1

R1

N1 N0 Nt XEmployment

Pr
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ee
d 

an
d 

C
as

t

 What do you understand about the difference between No – Nf ?
 a. the level of employment b. the level of unemployment
 c. the level of underemployment d. none of the above
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7. Find the incorrect match with context of classical theory

a. Equilibrium – Short-run equilibrium

b. S & I – Saving and investment equilibrium through interest rate

c. Money – The function of money is to act as a medium of exchange

d. Approach – Micro foundation to macro problems
8. Arrange the order of  Accelerator effects.
 I. Increase in consumer demand
 II. Films get close to fill capacity 
 III. Films invest to meet rising demand 
 a. I, II, III b. II, I, III c. III, II, I d. III,I,II
9. By Galloping inflation, the percentage of the same is almost ………… from an overall 

perspective.
 a. 1% - 2 % b. 100% - 200 % c. 10% - 20% d. 20% to 100%
10. Given the equation , V1 represents ...? PT = MV + M1V1

 (a) the quantity of money in circulation (b) the velocity of circulation of money
 (c) the volume of bank credit money (d) the velocity of circulation of credit money
11. Identify the odd one.
 a. Bank of Imperial (1921) b. Bank of Bengal (1809)
 c. Bank of Bombay (1840) d. Bank of Madras (1843)
12. ……………… and ………………..are the frequently used tools with which the RBI can con-

trol the availability and the supply of money in the economy
 a. The Repo Rate and the Reverse Repo Rate b. CRR, SLR
 c. Moral Suasion, Credit Ceiling d. The Reverse Repo Rate, The Repo Rate
13. State which of the following statements are True and which are false. Pick ‘T’ for True and ‘F’ 

for a False statement:
 (a) Loans and advances are both granted by banks to customers for a long period of time.
 (b) Banks keep our jewellery and important documents safe with them.
 (c) Banks grant loans to students for their studies at reasonable interest rate.
 (d) Discounting of bills is done by banks free of cost.

(e) Through overdraft, a customer can withdraw more money than the amount in his/her bank 
account

a. (a) F, (b) F, (c) T, (d) T, (e) F b. (a) T, (b) F, (c) T, (d) F, (e) T
c. (a) F, (b) T, (c) T, (d) F, (e) T d. (a)T, (b) F, (c) T, (d) F, (e) F

14. Cyclical disequilibrium in BOP occurs because of 
a) Different paths of business cycle. 
b) The income elasticity of demand or price elasticity of demand is different. 
c) long-run changes in an economy 
d) Both (a) and (b). 

15. Which of the following is correct representation in terms of trade agreement?
a. EU < CM > CU > FTA b. EU > CM > CU > FTA
c.EU > CM< CU > FTA d. EU< CM < CU < FTA\
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16. Who issues the Special Drawing Rights (SDR) in the following?
a. World Bank b. World Trade Organization
c. Asian Development Bank d. International Monetary Fund

17. Given the diagram, find the nature of correlation.

Y Y Y

X X X

A B C

0 0 0

a. A, B, C, are positive             b. A, B, C, are negative
c. A is positive, B is Negative and C is Positive    d. A is positive, B is Negative and C is Zero

18. The value of a correlation is reported by a researcher to be r = −0.5. Which of the following 
statements is correct? 
a. The x-variable explains 25% of the variability in the y-variable.
b. The x-variable explains −25% of the variability in the y-variable. 
c. The x-variable explains 50% of the variability in the y-variable. 
d. The x-variable explains −50% of the variability in the y-variable. 

19. The word biotic means environment 
a. living b. non-living  c. physical d. None of the above

20. Find the meaning of the following statement “A Majority of the poor people do not participate 
in the process of development”. 
a. crony capitalism b. mixedism c. socialism d. modern socialism

Section B
II. Write any of the following seven (Q.No30 is a compulsory)  (7 x 2 = 14)

21. What do you mean by Inferential Statistics?
22. Write a note on the term “Eutrophication”
23. Write the formula for calculating GNP
24. Differentiate tax and fee.
25. What is rationing of credit?
26. What is the main difference between Adam Smith and Ricardo with regard to the emergence 

of foreign trade?
27. Classify the economies based on status of development.
28. What is Free trade area?
29. Explain the following term: Σdxdy, Σdx2, Σdy2, Σdx and Σdy.
30. Write a short note on NITI Aayog.

III. Write any of the following seven (Q.No. 40 is a compulsory)  (7 x 3 = 21)
31. Give a brief note on NBFI.
32. Briefly explain the two sector circular flow model.
33. Write note on MOSPI.
34. Distinguish between Balance of Trade and Balance of Payments.
35. Form a chart how supply and demand sides of vicious circle of poverties are happening.
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36. Trace the evolution of economic planning in India. 
37. Elucidate major causes of vicious circle of poverty with diagram 
38. What are the objectives of organic farming?
39. Mention the various forms of economic integration.
40. Calculate the SD of the following data. 23, 25, 28, 31, 38, 40, 46

IV. Write all the questions. (7 x 5 = 35) 
 41. a. Describe the functions of Reserve Bank of India. (OR)

 b. Explain the four sector model of economy with chart.
42. a. An eighth debator was awarded 36 marks by judge A, while Judge B was not present. If Judge 

B were also present, how many marks would you expect him to award to the eighth debator, 
assuming that the same degree of relationship exists in their judgement? Use regression. (OR)

Debtor Marks by A Marks by B
1 40 32
2 34 39
3 28 26
4 30 30
5 44 38
6 38 34
7 31 28

 b. Explain the steps involved computing the correlation Coefficient.
43. a. Compare and contrast the “Planning Commission” and NITI Aayog”.   (OR)
 b. Elucidate various measures of economic development.
44. a. Explain the importance of sustainable development and its goals. (OR)
 b. What are the difficulties involved in the measurement of national income?
45. a. State and explain instruments of fiscal policy.    (OR)
 b. Compare and contrast fixed and flexible exchange rates.
46. a. List the Achievements of SAARC organization.    (OR)
 b. Explain the chain of events that results from an expansionary monetary policy.
47. a. State the ‘Full Employment’ in The Classical view.    (OR)
 b.  Given the table, calculate GNP, NNP, National Income, Personal Income and Disposable 

income.
Billions of Dollars

GDP 8000
Receipts of factor income from the rest of the world 250
Depreciation 300
Indirect taxes minus subsidies 900
Corporate profits minus dividends 500
Social insurance payments 700
Personal interest income received from the govern-
ment and consumers

300

Transfer payments to persons 1100
Personal taxes 1000
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