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1. Distinguish between Intermediate good and final good. 

Final goods:  Final goods are those that are meant for final use by the consumers or firms. These 

goods are not required to enter into further stages of production or resale to change their form and 

content. They are finished goods meant only for consumption and investment. E.G milk, butter, TV etc 

used by household  

Intermediate goods:  Those goods that are used to produce other goods and therefore they always 

move from one stage of production to another in the manufacture of a final product. E.g. raw material, 

electricity etc used by a firm. 

 

2. Explain the Concept and measurement of value added:  
Value added is defined as the difference between total value of output of a firm and the value of inputs 

bought from other firm.  

Most of the goods go through multiple stages of production. This means that a goods value increases 

at each stage until its final value is obtained in the last stage. Therefore the value of final good will 

have to be equal to the sum of value added at each stage of production. 

 

3. Precautions to be taken while estimating GNP using Value added method. 

a. Avoid double counting by excluding value of intermediate goods. The value of Intermediate 

goods is already included in the value of final goods so that national income includes only the 

value of final goods. 

b.  Do not include sale of second hand goods because nation income include only currently 

produced goods and services. Commission paid to the broker dealing in second hand good is 

included. 

c. Self-consumed output should be included because these are currently produced goods. 

Services of owner occupied houses are included as imputed rent. 

 

4. What are the components of Gross Domestic Expenditure? (Components of Aggregate 

Demand) 

GDP can be measured by taking into account all final expenditures in the economy. There are three 

distinct types of expenditure as Households, Firms and Government commit them respectively. These 

expenditures are classified into four types. 

1.  Private Final Consumption Expenditure                (C ) 

2. Investment Expenditure    ( I ) 

3.  Government Purchase of Goods and Services    (G) 

4.  Net Export      (X – X) 

Based on this expenditure flow we can conclude that 

GDPmp  = C+I+G+(X-M)  OR  AD= C+I+G+(X—M) 
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5. WHAT PRECAUTIONS ARE TO BE  TAKEN WHILE USING EXPENDITURE 

METHOD:- 

a. Avoid expenditure on all transfers because national income include only factor 

      payments. No services are rendered or no production activity happens in the case of   

      transfers. 

a. Avoid intermediate good expenditure:- Domestic expenditure include only expenditure on 

final goods.  

b. Do not include expenditure on secondhand goods and buying of financial assets. 

c. Include self use of own produced final goods. Implicit cost of self owned and self supplied 

factors by the owner is included. 

 

6. What are the components of GDP as measure of income: In this method GDP is considered as 

the addition of all factor incomes generated in the production of goods and services. We must include 

only those income flows that originate with the production of goods and services within the given 

period of time. 

 

The components of factor incomes are: 

1. Employee’s compensation:  Compensation to employees in the form of wages, salaries and 

benefits makes up the largest single components of the income generated with production of 

GDP. Wages and salaries are payable in cash, kind or both. 

2. Profits: Profits are the reward the owners of firm receive for being in business. It consist of 

three components such as corporate profit tax, undistributed profits, and dividends. 

3. Rent: It means income earned by owners of rental housing. The meaning of rent in the national 

income accounts is that it is a charge for the temporary use of some capital asset.  

4. Interest: Households both receive and pay interest. We include only the net interest. Net 

interest is the difference between the interest amount paid and the interest income received by 

the household. 

5. Mixed income: It income of own account workers and profits and dividends of unincorporated 

enterprises. It may be called mixed income of self-employed. 

GDP measured by the aggregation of factor incomes is also called Domestic Income. 

Gross National Product: After aggregating GDP we can add net factor income to estimate the value of 

Gross National Product. 

GNP = GDP + Net Factor Income from abroad. 

 

7. What Precautions are to be taken while using income method? 

a. Avoid all transfers because national income include on factor incomes. Transfers are receipts 

with any services rendered to production process. 

b. Avoid capital gains because capital gains are incomes from sale of secondhand assets. No new 

goods are produced. 

c. Include income from self consumed goods because these are currently produced goods. 

d. Include the free services rendered by owners of the production units. The implied value of self 

owned factors services provided by the producer is included. 

 

8.How are priduction units classified into various Industrial sectors in order to facilitate 

national income accoumnts? 

a. Primary sector:- It includes the production units that exploit natural resources like land water 

and subsoil assets. Agriculture fisheries, forestry mining etc. 

b. Secondary sector:- Manufacturing sector that transform one good to another goods. 

Construction, manufacturing etc. 

c. Tertiary sector: The production units that produce services. Transport, communication, 

banking etc. 
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9. Distinguish between Nominal GDP (GDP at current prices)and Real GDP (GDP at constant 

prices) 

Nominal GDP: Value of current output of final goods and services in as economy at current year 

prices-It is influenced by price changes so that is not a good indicator of economic growth-Not 

considered as a good measure for comparison  

 

10.Real GDP: Value of current year’s output of final goods and services in an economy at base year 

price.-It is influenced only change in output- Not influenced by price change- A good measure for 

comparison and a better indicator of economic growth. 

 

11. Define  Net Factor Income from abroad. What asre its components? 

  It is the difference between factor income received from rest of the world for rendering factor 

services and income paid for factor services rendered by non-residents inside the domestic territory of 

the country.  Its components are:-  

a. Net compensation of employees from abroad 

b. Net income from property and entrepreneurship from rest of the world, which include 

Rent, interest dividends etc. 

c. Net retained earning of resident companies abroad. 

 

12. Distinguish between Stocks and flows 

Stocks are economic variables measured at appoint of time. It has no time dimension. These are static 

concept. Eg. Wealth, population, capital etc 

Flows are economic variables measured over a period of time. They a have a time dimension. These 

are dynamic concepts.  Investment, income, birth rate etc. 

 

13. Circular flow of income in two sector model of an economy 

The two macro economic sectors of a simple economy are:- 

a. Households and 

b.  Firms 

 Households supply factor services like services of Land, Labour, Capital and Entrepreneurship to the 

firms for producing goods and services. They get factor income in return and sue the income to 

purchase goods and serviced produced by the firms. 

Firms Purchase factor services from households and produce gods and services. They pay factor 

payment in return for the factor services. They produce and sell goods back to households 

 

 A                             Spending on purchase of goods produced 

 Sale of Goods and services            B 

                

 

   

 Factor payments- Rent ,Wages, Interest and profits 

. C 

                                    Factor services- Land labour capital and interest 

 

14. What are leakages and injections 

Leakages are withdrawals from the flow of income. Important leakages are Savings, Taxis and 

Imports. 

Injections are additions to the flow of income. These are Government expenditure, Investments and 

Exports. 

 

15. DOMESTIC TERRITORY OF A COUNTRY 

Domestic territory or economic territory is the geographical territory administered by a government 

within which persons, goods and capital circulate freely. The concept of domestic territory or 

Firms Households 
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economic territory has special meaning and significance in national income accounting. Domestic 

territory is a wider concept than the geographical territory of a country. On the basis of freedom 

criterion, the scope of domestic territory is defined to cover:  

a. Territory lying within the political frontiers including the territorial waters of the country. 

b. Ships and aircrafts operated by the residents of the country between two or more countries. 

c. Fishing vessels, oil and natural gas rigs, and floating platforms operated by the residents of the 

country in the international wasters or engaged in extractions in areas in which the country has 

exclusive right of excavations. 

d. Embassies, consulates and military establishments, scientific stations, information and 

immigration offices, aid agencies etc of the country located abroad. 

 

15. NORMAL RESIDENTS OF A COUNTRY. 

A resident is defined as a person or institution  who is ordinarily resides in a country and whose centre 

of economic interest lies in that country. An institutional unit is having centre of economic interest 

within a country when there exist some location (dwelling place, place of production or other 

premises) within the domestic territory of the country from which it engages in economic activities 

and transactions. Normal residents include nationals and non-nationals residing in the country. 

Residents of the country includes all the members of the households living within the domestic 

territory except the following 

a. Foreign visitors in the country for such purposes as recreation, holiday, medical treatment, 

study tours, conferences, sports, events etc, if their stay in the country is for less than one year. 

b. Crewmembers of foreign vessels, commercial travellers, and seasonal workers are the normal 

residents of their originating country. 

c. Officials, diplomats and members of armed forces of a foreign country. 

d. Employees of international organisation who are not citizens of the country in which the 

offices are located. 

e. Foreigners who are employees of non-resident enterprises who are staying in the country for 

less than one year. 
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Unit II 

 

16. Explain the theory of Consumption function or explain the relationship beween consumption 

and level of income:   

It states the behavioral rule to the process of consumption activity. Consumption is the function of 

disposable income. This law states that on an average, consumption increases as income increases, but 

not as much as the increase in the income of the people. 

There is consumption even in the absence of any income. This consumption at zero income is called 

autonomous consumption i.e C. The increased consumption due to increased income is called induced 

consumption. It depends on MPC ie. ‘b’.  Thus induced consumption is MPC times of disposable 

income i.e. ‘b.Y’. Thus consumption function can be stated as:-   C = C+b.Y. 

  

 

 Y=C 

  

 

 C C= C+b.Y 

Diagram. 

 B 

 

 

 Income 

 

 

18. Autonomous consumption is 100. Marginal propensity to consume is 0.8. construct a 

consumption and saving schedule for the income lels Rs.500,600,700,800,900 and 1000. 

Ans. Consumption function  C=C+b.Y.  C is autonomous consumption. B is MPC so that schedule 

will be: 

 

Income  (Y):   500   600     700   800  

 

C=100+0.8.Y: 100+0.8x500=500, 100+0.8x600= 580, 100+0.8x700=660, 100+0.8x800=740,  

          900  1000 

100+0.8x900=820,100+0.8x1000=900 

 

19. Explain the theory of propensity to save or Saving function:   

 

Saving is income minus consumption. S = Y-C.  Saving function relates the level of saving to the level 

of income. Saving is directly related to income. As autonomous consumption exists even at zero level 

of income, saving can be negative. As long as consumption is more than income saving will be 

negative. When income increases beyond a level saving will become positive. Saving function can be 

stated as: 

S = Y-C-b.Y. 

 

                                                                                                                                                  C 

 Consumption C<Y 

                                                                    Saving                              Y=C                                         S  

Diagram.  

 C>Y 

 S=0 

 0         Income 
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20.In an economyMPC=0.8, Autonomous consumption =200. Calculate equilibrium level of 

income if Investment =Rs.500 crores. Also calculate consumption expenditure and savings at 

equilibrium level of income. 

At equilibrium Level of income (Y) = Consumption  (C) + Investment.(I) 

C= Autonomous consumption (C) + MPC x Income  ie  (b.Y)   so that  

Y= 200+ 0.8.Y +500;   Y-0.8.Y=700;  0.2Y=700; Y=700/0.2 = Rs. 3500 

Consumption = 200+0.8x3500=3000. 

Saving = 3500-3000=500 

21.In an economy MPS=0.2, Autonomous consumption =100. Calculate equilibrium level of 

income if Investment =Rs.400 crores. Also calculate consumption expenditure and savings at 

equilibrium level of income. 

At equilibrium level of income. Saving = Investment. 

Saving (S) = -C+(1-b).Y,  I=400;  Of this 1-b is MPS, so that  400= -100+0.2.Y; 500=0.2Y 

500/0.2  =Y  =2500 

S=-100+0.2x2500  = 400  C=2100 

20. Determination of equilibrium level of output/income 

In Keynesian framework equilibrium level of output is determined solely by the level of aggregate 

demand. In a two-sector model of an economy aggregate demand (AD) is the sum of consumption 

demand (C) and investment demand (I). 

AD = C + I. Aggregate demand or C+I shows the desired spending by consumers and firms in an 

economy during a given period of time. The economy is in equilibrium if this desired spending is 

equal to the level of total output. 

 C+I 

 C&I E 

 

 

Diagram. 

 

 Income 

 M 

C+I curve shows the desired aggregate spending in an economy. At any point on the 45-degree line 

aggregate demand (measured vertically) is equal to aggregate demand (measured horizontally). 

Aggregate demand is equal to aggregate output line at the point E. The equilibrium level of income 

and output is determined as M. 

 

Adjustment mechanism:  At output less than M, Planned spending is more than planned output. There 

will be an unplanned reduction in inventory stock. Firms will increase employment to produce more. 

If output is more than M planned spending is less than the planned output. Firms will experience 

unsold stock of inventories. They will reduce output back to M at which planned spending is equal to 

output. 

 

19. Determination of equilibrium level of income with saving and Investment: 

At equilibrium output planned Aggregate expenditure is equal to the level of output in an economy.  

In a two sector economy Aggregate demand is planned Consumption and Investment. AD=C+I. 

Aggregate output will be equal to planned consumption and planned savings. AS=C+S. 

 That means at equilibrium, C+I = C+S.  There fore at equilibrium level of output planned investment 

is equal to planned saving or S = I. 

Saving function shows the desired or planned saving at a particular level of income. Consumption plus 

saving is equal to level of income. Therefore saving is directly related to level of income. 

 Investment demand depends on rate of interest. It does not depend on level of income. Firms are 

assumed to invest the same amount every year, regardless of the level of output. Therefore Investment 

schedule will be horizontal line. 
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 S 

 S&I 

 I 

Diagram 

                                                                                                    M                Income/Output  

 

 

At point E Planned is equal to planned savings. Equilibrium level of output is determined as M. If 

output is less than M, Saving Schedule less than Investment. AD is more than Aggregate Output. 

There is undesired reduction in inventories. Actual investment is not sufficient. Firms will increase 

production and employment to increase output. If output is more than M, Households are saving more 

and consuming less. Aggregate demand is less than the output. Therefore unplanned build up 

inventories of unsold stock forces the firms to reduce the output back to M. 

20. Deficient demand: If aggregate demand for a given level of output is less than the full 

employment level, then a situation of deficient demand exists. Deficient demand will lead to decline in 

output employment and output. This gives rise to deflationary gap.  

Deflationary gap is defined as the difference between actual aggregate demand, and the level of 

aggregate demand required to establish full employment equilibrium.  It is the measure the deficiency 

of aggregate demand. 

 f C+I 1 

 C+I 

 AD E G 

 Deflationary gap 

Diagram 

 

 

 

 

 O M Q*     Income/Output 

Q* is the full employment level of output. But economy’s AD is C+I which is sufficient to create an 

equilibrium level of output M. Aggregate demand necessary to establish full employment level of 

output is (C+I)i.  At possible full employment level of output actual aggregate demand is less than full 

employment aggregate demand equal to FG. This is deficient demand or deflationary gap. 

21. Policies to correct Deflationary gap:- 

1. Fiscal policy:- Taxation and expenditure policy of the government. 

a. Reduction inn taxation- Increases disposable income-increases consumption and there 

by increases AD 

b. Increase in government expenditure:- It increases AD so that deficiency of AD can be 

rectified. 

2. Monetary policy:- Policy of the central bank of a country to influence rate of interest and 

credit creation. 

a. Reduction of rate of interest:- Lowering rate of interest by increasing money supply 

will increase the investment so that ASD can be increased to solve deficiency of AD. 

b. Increase in credit availability:- Credit availability can be increased by reducing reserve 

ratio requirement. This increases resources of banks to create credit. 

22. Excess demand or Inflationary gap:  

If aggregate demand for a given level of output more than the full employment level of output, then 

the situation of excess demands exists. Excess demand gives rise to inflationary gap. Inflationary gap 

will lead to rise in price level.   
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Inflationary gap is the amount by which the actual aggregate demand exceeds the level of aggregate 

demand required to establish full employment level. The inflationary gap is the measure of excess 

demand. 

 

 

 

 Inflationary gap C+I 1 

 

 AD G C+I 

 

Demand  

  F 

 

 

                                                            

  

Q* is the full employment level of output. Aggregate demand that establish full employment output is 

Q*F. Aggregate demand curve that establish full employment is C+I.  If actual aggregate demand in 

the economy is (C+I)i, the aggregate demand at full employment output exceeds the full employment 

output by FG. This is inflationary gap. 

 

23. Fiscal policy to correct Inflationary gap: - 

a. Increase in taxation- It reduces disposable income-reduces consumption demand and aggregate 

demand for goods and services. Inflationary gap or excess demand can be solved. 

b. Reduction in Government expenditure:-Government expenditure is a part of AD. Decrease in 

government expenditure reduces aggregate demand and inflationary gap can be rectified. 

24. Monetary policy to correct inflationary gap: 

a. Reduction in credit availability:- Credit can be reduced by increasing reserve ratio requirement 

so that banks will have less resources to create credit. AD can be reduced. 

b. Increase in rate of interest:- Increase in interest rate will decrease Investment so that AD can be 

reduced. 

25. Multiplier:- Multiplier states that a change in investment causes a change in output by an 

amplified amount, which is the multiple of change in investment. Multiplier is the number by which 

the change in investment must be multiplied in order to determine the resulting change in output. 

Multiplier (k) is the ratio between change in output (ΔY) and change in investment (Δ I). 

K =    ΔY/  Δ I.  

Multiplier is related to MPC. Higher the MPC, higher the Multiplier and lower the MPC lower the 

Multiplier. 

Multiplier = 1/1—MPC  OR 1/MPS 

 

Process of Multiplier:- An increase in investment lead to an increase in income to an equal amount to 

those who are involved in the production process. This increased income will cause an increase in 

consumption depending on MPC. Increase in consumption causes increase in AD and calls for further 

production and there by further increase in income. Thus, an endless chain of secondary consumption 

is set in motion by the primary investment. This chain of secondary consumption is ever diminishing. 

The result is that the sum of increase in output and consumption spending will be many times more 

than the primary investment 
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UNIT III 

25. Problems of Barter system: 

a. Absence of common unit in terms of which value of goods and services can be measured. 

No proper accounting system was possible. 

b. There was lack of double coincidence of demand. Simultaneous fulfillment of mutual 

wants by the buyers and sellers are necessary for exchange of goods and services. 

c. There was no satisfactory unit to engage in contracting involving future payments 

d. Difficulties in store of wealth. Barter system does not provide any method of storing 

generalized purchasing power. 

 

26. Functions of money 

a. Unit of Value or unit of account: Value of each good and service can be expressed in 

terms of price or money. All the transactions are recorded in terms of money so that 

accounting is simplified. 

b. Money as a unit of exchange:- Money is a medium of payment. It is generally accepted 

by people in exchange of goods and services. Money is a genralised purchasing power. It 

gives freedom of choice in the market. Any thing can be bought for money and sold for 

money. Money reduces time and energy spends in barter. 

c. Money as a standard of deferred payment.- Money can be used as the unit in terms of 

which deferred or future payment are stated. Payment of wages, pension, contract payment, 

interest etc can be in terms of money 

d. Money as a store of value:- Holders of money are the holders of generalized purchasing 

power that can be spend through time. It doesn’t depreciate in value. It’s storage cost is 

minimum. It is accepted at any time for any good or service and thus a store of value.  

 

27. Money creation or deposit creation or credit creation by banks. 

Money creation by banks is determined by two factors 

a. The amount of initial fresh deposits. 

b. The Legal Reserve Ratio (LRR), the minimum ratio of deposit legally required to be kept as cash  

    by the banks. 

It is assumed that all money goes out of the bank is re-deposited into the banks. 

Lrt the LRR be 20% and there is a fresh deposit of Rs.10000/-. 

As required, the banks keep 20% i.e.Rs2000/- as cash reserve and the remaining Rs.8000/- is given as 

loan. Those who borrow use this money for making payments.  

As assumed those who receive payment put this money back into the bank as fresh deposit. The bank 

again keep 20% i.e. Rs.1600/- as cash reserve and the remaining Rs.6400/- is given as loan. 

The money again comes back to the banking system as fresh deposit of Rs.6400/-. The money goes on 

multiplying in this way, and ultimately total money creation is Rs.50000/-. 

Given the amount of fresh deposit and LRR, the total money creation is: 

The total money creation= Initial deposit   x  1/LRR 

 

28. Functions of Central Bank 

a. Currency authority- Central Bank is the sole authority to issue currency in a country. All the 

currencies issued by a central bank is its monetary liability so that central bank is obliged to back its 

currency with assets equal to its value like gold coins, gold bullion, foreign securities, government 

currency securities etc. 

 

b. Lender of Last Resort:- In case of a crisis like ‘bank run’ RBI stands as a guarantor and extends 

loans to ensure solvency of the latter. This system of guarantee ensures individual account holders that 

the bank would be able to pay their money back in case of a crisis. This role of the monetary authority 

is known as ‘lender of last resort’ 
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c. Banker to government:- RBI acts as a banker to the government of India and also of the state 

governments.  

Government keeps its balances with RBI.  

RBI accepts receipts and makes payment on behalf of the government. 

 It advises the government on banking and financial matters.  

When government’s tax revenue is not sufficient to meet its expenditure, it borrows money by selling 

treasury bills or government securities to RBI. RBI issues currency to the government in return. This 

method of financing the budget is known as deficit financing. 

 

d.  Bankers bank and supervisor: RBI keeps a part of the cash reserves of the commercial Banks. It 

lends short-term credit to commercial banks. It provides clearing and remittance facilities. 

RBI supervises and regulates all the commercial banks through regulations on branch expansions, 

licensing, amalgamation, liquidation etc. RBI conducts periodic inspection of all commercial banks. 

 

e. Controller of money supply and credit:-The most important function of the central bank is the 

control of money supply and credit creation. It increases or decreases the supply of money of high 

powered money in the economy. It creates incentive or disincentives for the commercial banks to give 

loans or credit to investors. 

 

29. Credit control measures of Central Bank:- Two categories of instruments a. Quantitative and b. 

Qualitative instruments 

Quantitative credit control measures are  

a. Bank Rate Policy: - B.R is the rate at which central bank lends fund to commercial banks as 

‘lender of last resort’. An increase in B.R increases the cost of securing funds and of borrowing 

reserves from the central bank. This reduces commercial bank’s ability to create credit. It 

increases the loan rate of interest so that volume of credit creation decreases. A decrease in B.R 

will have the opposite effect. 

b. Open Marker Operation:- It is buying and selling of government securities by the central bank 

to the public and bank. Sale of government bonds reduces the cash reserve of the commercial 

bank and reduces banks ability to create credit. Purchase of government bonds will increase the 

cash reserve of commercial banks so that it increases the credit creation 

c. Varying the reserve ratio requirement: Commercial banks are obliged to maintain two types 

of reserve. One is Cash Reserve Ration. It is that part of deposit liability which is to be kept in 

the form of cash with the central Bank. Other is Statutory Liquidity Ratio. It is that part of 

deposit liability that should be kept in the form of cash with themselves. An increase in reserve 

ratio will reduce the ability of commercial banks ability to create credit and vice versa. 

 

Qualitative credit control measures are 

a. Margin requirements: Margin is the difference between the amount of loan and the value 

of security offered by the borrower. Increase in the margin reduces amount of loan and 

decrease in margin increases amount of loan. 

b. Moral suasion:- In this central bank persuade commercial banks to fall in line through 

letters speeches hints discussions etc 

c. Selective credit control- It can be positive and negative. It includes channeling credit to 

some particular sectors and measures to restrict credit to some other sectors. 
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UNIT IV 

30. Budget and objectives 

Budget is an annual statement of the estimated receipts and expenditures of the government over a 

fiscal year. Its objectives are 

a. Allocation function:- Public good cannot be provided through market mechanism. It 

should be allocated through the government. Market may fail to allocate resources in line 

with social and economic considerations. In such cases government has to allocate the 

resources through budget. 

b. Distribution function:- Government tries to bring about their distribution of income that is 

considered to be fair. Government influences Personal Disposable Income through transfer 

payment and collection of taxes. It can reduce inequalities through the expenditures on 

social securities, public work, subsidies etc. 

c. Stabilisation function:-Economy may be subjected to unemployment and inflation. 

Government uses taxations and expenditure policy to regain full employment and price 

stability. 

 

31. Budget receipts: Classified into revenue receipts and Capital receipts 

Revenue receipts: Receipts that will not create any liability or reduce assets. Two types of revenue 

receipts 

a. Tax revenue: It includes receipts of taxes and duties. It includes 

Direct taxes:- taxes levied on the property and income of persons and are paid directly by the 

consumers to the state. Eg. Income tax, wealth tax, corporate tax etc 

Indirect taxes:- Taxes those affect income and property of persons indirectly through consumption 

expenditure. Eg. Sales tax, excise tax, customs duty etc 

b. Non tax revenue: It includes commercial revenue and Administrative revenues 

Commercial revenue:-Revenue received by the government in the form of prices paid for the 

government supplied goods and services. E.g. Postage, interest, dividends, railway charges etc. 

Administrative revenue:-Revenue that arises due to administrative functions of the government 

these are fee, fines, forfeitures, escheats etc. 

Capital receipts: These are receipts that will create liability or reduce assets. Eg: borrowing, 

recoveries of loans, disinvestments in public sector etc. 

 

32. Budget expenditure: Classified in three ways: 

a. Revenue expenditure and capital expenditure:  

Revenue expenditure is the expenditure that will not create any assets or reduce the liability of 

the government. E.g. Payment of salary, pension etc 

Capital expenditure creates assets or reduces liability of the government: - Expenditure to 

construct school building, repayment of loans etc. 

b. Plan expenditure and non plan expenditure 

Expenditure according to the provision of the five year plan of the government is called plan 

expenditure:- Central plan allocation of fund to state government and local bodies. 

Expenditure which is not according plan provisions such as defense, police etc. are called non-

plan expenditure. 

c. Developmental expenditure and non developmental expenditure 

These are expenditures that contribute directly to GDP. Expenditure on agricultural, 

infrastructural and industrial development is development expenditure. 

Expenditure which directly does not contribute to economic development is non development 

expenditure. E.g. defense, judiciary police etc. 

 

30. Deficit in Budget: Deficit means excess of expenditure over receipts. Four types of deficits:- 

a. Fiscal Deficit: - It is the difference between the total expenditure of the government on the 

one hand and revenue receipts and capital receipts excluding borrowings on the other. Its 

implications are:- 
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It shows the borrowing requirements of the government 

It reflects large burden of interest payment in future.  

It fuel inflationary pressure. 

b. Primary deficit: It is fiscal deficit minus interest payment. It implies:- 

It shows how much government borrows to meet expense other than interest payment. 

It often used as a basic measure of fiscal irresponsibility. 

c. Revenue deficit: - It means excess of government revenue expenditure over revenue 

receipts. 

It implies repayment burden in future 

It gives information on what the government is borrowing for. 

 

31. Deficit reduction:-  

*Government can reduce the deficit by increasing taxes.  

*By reducing government expenditure and better management of government expenditure.  

*Govt. can also raise revenue by selling shares of public sector undertakings 

*By participating private sector in provisions of infrastructure facilities. 
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UNIT V 

31. Functions of foreign exchange market:- It is the market where national currencies are traded. 

a. Transfer of purchasing power between countries- Transfer function 

b. To provide credit channels for foreign trade- credit function 

c. To protect against foreign exchange risks- hedging function. 

 

32. Demand and supply pf foreign exchange 

 Demand for foreign exchange is for- 

a. To purchase goods from other countries-imports. 

b. To send gift to abroad 

c. To purchase financial assets in a particular country 

d. To speculate on value on the foreign currencies. 

Supply of foreign currency is due to- 

a. When foreigners purchase home countries good- exports 

b. Foreign investment in an home country 

c. Foreign currency inflow due to currency dealers and speculators. 

 

33. Current account of Balance of payment: BOP is the complete record of all international 

transactions made by the residents of a country with residents of foreign countries. 

Current account of BOP includes- 

a.  Balance of exports and imports of goods - balance of visible items.  

       Balance of exports and imports of services - balance of invisible items.  

b. Unrequited transfers that residents of a country receive or payment that residents 

make without anything in  return.- unilateral transfers 

 

34. Capital account of balance of payment 

      It records all international transactions that involve changing assets and liabilities. It includes 

a. Private transactions-Transactions that affect assets and liabilities of  

      individuals and business. 

c. Official transactions-Affect assets and liabilities of government and its agencies. 

d. Direct investment- It includes purchase of assets at the rime acquiring control over 

it. 

e. Portfolio investment: it include3s acquisition of assets that doesn’t give the 

purchaser control over the asset. 

 

35. Deficit in balance of payment: Transactions recorded in balance of payment account can be 

categories in to autonomous transactions and accommodating transactions. Autonomous transactions 

are transactions done for some economic considerations such as profits. When the total inflow on 

account of autonomous transactions is less than total outflows on account of such transactions, there is 

a deficit in balance of payments account. 

 

36. Depreciation of domestic currency: It means fall in value of domestic currency (say rupee) in 

terms of foreign currency (say$) It means one $ can be exchanged for more rupee. So with same 

amount of dollars more goods can be purchased form India. It means exports to USA become cheaper. 

It results I n increase in exports to USA. 

 

37. Appreciation of domestic currency: It means rise in price of domestic currency (say rupee) in 

terms of foreign currency (say$). It means one rupee can be exchange for more dollars. So with the 

same amount rupee more goods can be purchased from USA. It means exports from USA become 

cheaper. It results in increased imports from USA. 
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38. Autonomous and accommodating items  

*Autonomous items in the BOP refer to international economic transactions that take place 

due to some economic motive such as profit maximisation. These are independent of country’s 

BOP position and are also known as above the line items in BOP. 

* Accommodating items:- These are items in BOP that occur due to other activities of BOP, 

such as government financing. These items are also referred as below the line items. 

 

Exchange Rate: It is the price of foreign currency in terms of domestic currency. 

 

39. Demand curve of foreign exchange and exchange rate:- Demand for foreign exchange is 

inversely related to exchange rate. At a higher rare of exchange less amount of foreign exchange is 

demanded and at a lower exchange rate more foreign exchange is demanded. Demand curve of foreign 

exchange is downward sloping. 

At a higher exchange rate foreign goods become costlier so that imports falls demand of foreign 

currency decreases. 

At lower exchange rate foreign goods become cheaper so that import increases. Demand for foreign 

currency rises. 

 

 

                  
Rs./$ 

              Exchange Rate 

                                                        D$ 

                          
 O

                      
Quantity of dollar

 

 

40. Supply curve of foreign exchange and exchange rate:- Supply of foreign exchange is directly 

related to exchange rate. At a higher rare of exchange more amount of foreign exchange is supplied 

and at a lower exchange rate less foreign exchange is supplied. Supply curve of foreign exchange is 

upward sloping. 

At a higher exchange rate domestic goods become cheaper for the foreigners so their import rises and 

our exports increases. More foreign exchange flows into the country. Supply of foreign currency 

increases. 

At lower exchange rate domestic goods become costlier for the foreigners so that their import 

decreases and our export fall. Less foreign exchange flows into the country. Supply for foreign 

currency falls. 

                     Rs./$                               S$ 

 

 

                   Exchange Rate 

 

                              
O            Quantity of dollar          

41. Flexible exchange rate:- Exchange rate is determined by the demand and supply of foreign 

exchange in the foreign exchange market. Central Bank will not interfere in the foreign exchange 

market. Foreign exchange market is busy with all the times by changes in the exchange rate according 

to changes in demand and supply. 

 

                                            ExchangeRate 

                                          R                 

 

                                                      

                                                O                M         
Quantity of dollar 
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D$ is demand for foreign exchange which is down ward sloping. S$ is supply of foreign exchange 

which is upward sloping. Demand and supply of foreign exchange are equal at the point E. 

Equilibrium rate of exchange is determined as OR and OM quantity of foreign exchange is exchanged. 

Merits: 

a. Flexible exchange rate eliminates the need for central bank to hold international reserve. 

b. It is helpful to do away with barriers to trade and capital movement. 

c. It enhances the efficiency in the economy by achieving optimum resource allocation. 

 

42. Fixed exchange rate:-In this exchange rate is officially fixed and declared. The parity value of the 

currency is fixed in terms of one other currency or a basket of currency or in terms of gold. Only a 

very small deviation from this rate is possible. 

 

 

Merits:- 

It ensures that major economic disturbances which will weaken the economic system will not take 

place. 

It contributes coordination o macroeconomic policies of countries in an interdependent world. 

It prevents risks and uncertainties. 

It prevents speculative activities in foreign exchange market. 

 

43. Managed floating system of exchange rate: India follows this system. In this there is no official 

fixed exchange rate. Exchange rate is fixed by the demand and supply forces but government or 

monetary authority of the country may intervene in the market if necessary. Exchange rate will 

fluctuate according to changes in demand and supply of foreign exchange. There is official declaration 

of rules or guidelines for the intervention for the government to interfere in the market. 
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