
 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



 

 

 

ABOUT CAREER STUDY: 

Career Study is a forward-thinking educational platform designed to empower students across 

India, with a special focus on the Northeast region. Recognized as a "Startup" 

under the Assam Startup Policy 2016 by the Government of Assam and 

officially registered under the MSME, Government of India.  

 

At Career Study, we believe in creating opportunities, fostering growth, and 

inspiring success—one student at a time. 

 

 

 

ABOUT THE FOUNDER: 

Probir Modak, the founder of Career Study, is an educator and entrepreneur 

from Silcoorie Camp and currently residing in Silchar, Kathal Road, Probir 

brings over 8 years of teaching experience and a deep passion for empowering 

students. His journey began at Assam University, Silchar. 

 

Probir’s achievements are deeply rooted in the unwavering support of his family, 

especially his mother (MAA), whose encouragement and guidance have been 

pivotal in his journey. Armed with a Master’s degree in Economics from Assam University, 

Silchar. 

 

 

 

 

SUPPORT US:           

PLAY STORE – CAREER STUDY 

YOUTUBE      – CAREER STUDY 

FACEBOOK   – CAREER STUDY 

WHATSAPP   – CAREER STUDY 
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Semester II 

ECOIDC- 151 

Foundation of Economics – II 

Total Credits: 3 

 

Unit 1: Introduction  

Nature and scope of Macro Economics, importance and limitations of Macro Economics Macro 

variables, stock and flow concept, Concept of - two sector, three sector and four sector economy.  

 

Unit 2: National income,  

Concept of GNP, GDP, NNP, NDP, Private income Personal income, per capita income, real and nominal 

national income, Methods of measuring national income, Difficulties of Estimating National Income, 

National income and economics welfare, circular flow of income in two sector, three sector and Four 

sector economy.  

 

Unit 3: The Classical System  

Basic ideas of Classical Macroeconomics, Classical theory of income and employment, Say’s law 

market, wage – price flexibility and Classical Full Employment Model, Quantity theory of money- 

Classical approach  

 

Unit 4: Keynesian economics,  

Keynes’ objections to classical theory, The Keynesian Approach – Keynesian Consumption Function, 

Saving, Investment Functions, Basics of Aggregate Demand and Aggregate Supply, The Principle of 

Effective Demand; Income Determination in a Simple two Sector Model; Investment Multiplier, 

Keynesian theory of demand for money.  

 

Unit 5: Money and Banking,  

Money – Definition, types, and functions, determination of money supply and demand, Measurement 

of money supply, functions of Commercial bank, credit creation, role of central bank, Credit control- 

tools of monetary policy 

 

 

 

 

 

 



 

 

UNIT – 1  

 

One-Mark Questions and Answers: 

1. What is Macro Economics? 

Macro Economics studies the economy as a whole, focusing on large-scale issues like 

national income, inflation, and unemployment. 

2. Who is considered the father of Macro Economics? 

John Maynard Keynes is known as the father of Macro Economics. 

3. What is the main focus of Macro Economics? 

The main focus is on aggregate variables such as GDP, inflation, and unemployment. 

4. What does the term 'macro' mean in Macro Economics? 

'Macro' means large or overall. 

5. What is the importance of Macro Economics? 

Macro Economics helps understand how an economy functions and provides tools for policy-

making. 

6. What is a stock variable? 

A stock variable refers to a quantity measured at a specific point in time, like wealth or 

capital. 

7. What is a flow variable? 

A flow variable is measured over a period of time, like income or expenditure. 

8. What is a two-sector economy? 

A two-sector economy includes households and firms. 

9. What is a three-sector economy? 

A three-sector economy includes households, firms, and the government. 

10. What is a four-sector economy? 

A four-sector economy includes households, firms, government, and the foreign sector. 

11. Give one limitation of Macro Economics. 

It assumes that all individuals behave the same, which is unrealistic. 

12. What is the scope of Macro Economics? 

It includes national income, aggregate demand and supply, inflation, and unemployment. 

13. Define Macro variables. 

Macro variables are large-scale economic factors like GDP, inflation, and unemployment. 

14. What is the difference between stock and flow? 

Stock is measured at a specific time, while flow is measured over time. 

15. What is national income? 

National income is the total value of goods and services produced by a country in a year. 

16. Why is Macro Economics important for policymakers? 

It helps in understanding and solving problems like inflation, unemployment, and economic 

growth. 



 

 

17. What does GDP stand for? 

GDP stands for Gross Domestic Product. 

18. What is aggregate demand? 

Aggregate demand is the total demand for goods and services in an economy. 

19. What is aggregate supply? 

Aggregate supply is the total supply of goods and services available in an economy. 

20. What is the limitation of using aggregate data in Macro Economics? 

Aggregates may hide important details of individual components. 

 

Two-Mark Questions and Answers: 

1. What is the nature of Macro Economics? 

The nature of Macro Economics is aggregative, as it studies the economy as a whole by 

focusing on aggregate variables like national income, inflation, and employment. 

2. Explain the scope of Macro Economics. 

The scope of Macro Economics includes: 

o National income and its distribution 

o Aggregate demand and aggregate supply 

o Economic policies (monetary and fiscal) 

o Problems like inflation, unemployment, and growth. 

3. Why is Macro Economics important? 

Macro Economics is important because: 

o It helps analyze the overall performance of the economy. 

o It provides tools to solve issues like inflation, unemployment, and recession. 

o It assists policymakers in framing economic policies. 

4. What are the limitations of Macro Economics? 

Limitations include: 

o It ignores individual differences by focusing only on aggregates. 

o It assumes a uniform behavior of all individuals. 

o It may lead to incorrect conclusions when micro-level variations are significant. 

5. What is the difference between stock and flow variables? 

o Stock variables are measured at a specific point in time (e.g., wealth). 

o Flow variables are measured over a period of time (e.g., income). 

6. What is a two-sector economy? Explain with examples. 

A two-sector economy consists of households and firms. For example: 

o Households provide labor to firms. 

o Firms produce goods and services for households. 



 

 

7. What is a three-sector economy? 

A three-sector economy includes households, firms, and the government. 

o The government regulates the economy, collects taxes, and spends on public services. 

8. What is a four-sector economy? 

A four-sector economy includes households, firms, government, and the foreign sector. The 

foreign sector deals with international trade and investment. 

9. What are Macro variables? Give examples. 

Macro variables are large-scale economic factors that affect the whole economy. Examples 

include GDP, inflation, national income, and employment rates. 

10. What is the significance of studying Macro Economics? 

Studying Macro Economics is significant because it helps: 

o Understand the functioning of the economy. 

o Formulate economic policies for stability and growth. 

o Solve national problems like unemployment and inflation. 

 

 

Ten-Mark Questions and Answers: 

1. Explain the nature and scope of Macro Economics. 

Answer: 

Nature of Macro Economics: 

Macro Economics focuses on studying the economy as a whole rather than individual units. 

Its nature is aggregative, meaning it deals with aggregate variables such as total production, 

national income, aggregate demand, and aggregate supply. The study includes how these 

variables interact and influence the overall functioning of an economy. Macro Economics 

relies on general equilibrium analysis, considering interdependence among different economic 

sectors. 

Key Features of Macro Economics: 

o It deals with aggregates like national income, consumption, and savings. 

o It studies economic phenomena at a broad level, like inflation, unemployment, and 

economic growth. 

o It involves formulating economic policies to achieve national objectives. 

Scope of Macro Economics: 

The scope of Macro Economics includes: 

o National Income Analysis: Understanding national income, its measurement, and 

distribution is essential to gauge the performance of an economy. 

o Economic Growth: Macro Economics studies factors influencing economic growth 

and development over time. 

o Unemployment and Employment: It examines the causes and solutions to 

unemployment and employment generation. 



 

 

o Inflation and Deflation: Macro Economics studies the general price level, its rise 

(inflation), and fall (deflation). 

o International Trade: It also deals with foreign trade, exchange rates, and balance of 

payments. 

o Economic Policies: It provides the basis for monetary, fiscal, and trade policies to 

stabilize the economy and achieve growth. 

2. Discuss the importance and limitations of Macro Economics. 

Answer: 

Importance of Macro Economics: 

o Understanding the Economy: Macro Economics helps analyze how the economy 

functions at the national and global levels. 

o Policy Formulation: It provides tools and data for governments to formulate policies 

like monetary and fiscal policies. 

o Solving National Problems: Issues like inflation, unemployment, and economic 

growth can be addressed using macroeconomic theories. 

o Economic Development: It studies the factors that lead to the economic development 

of a nation. 

o Global Perspective: Macro Economics is essential in understanding global economic 

trends, international trade, and globalization. 

Limitations of Macro Economics: 

o Focus on Aggregates: Macro Economics ignores individual behavior and 

differences, which might lead to inaccurate conclusions. 

o Assumption of Uniformity: It assumes that all individuals or groups behave 

uniformly, which is unrealistic. 

o Difficulty in Measuring Aggregates: Measuring aggregates like national income 

accurately can be challenging due to data limitations. 

o Overgeneralization: Macro Economics may overlook micro-level details, which are 

crucial for understanding specific economic problems. 

o  

3. Define and explain the concepts of stock and flow variables with examples. 

Answer: 

Definition: 

Stock variables are quantities measured at a specific point in time, whereas flow variables are 

measured over a period of time. 

Explanation: 

o Stock Variables: These represent the total amount of a quantity available at a given 

time. For example, capital, wealth, and foreign exchange reserves are stock variables. 

Example: The wealth of a household on 31st December 2024 is ₹10 lakh. 



 

 

o Flow Variables: These represent the rate of change in a quantity over a period of 

time. For example, income, savings, and investments are flow variables. 

Example: A person earns ₹50,000 per month (flow) during 2024. 

Differences between Stock and Flow Variables: 

o Stock is static, while flow is dynamic. 

o Stock is a snapshot at a point in time; flow represents changes over time. 

o Stock influences flow, and flow impacts stock. 

Interrelation: 

Stock and flow are interdependent. For instance, the total wealth (stock) of a household depends on its 

income (flow) and savings (flow). 

4. What is a four-sector economy? Explain the concept with examples. 

Answer: 

A four-sector economy includes households, firms, the government, and the foreign sector. 

Each sector plays a unique role in the economy, contributing to its functioning. 

Key Features: 

o Households: They provide labor and other resources to firms in exchange for wages, 

rent, interest, and profits. They are consumers of goods and services. 

o Firms: These are producers of goods and services. They hire resources from 

households to produce and sell goods and services. 

o Government: The government regulates the economy by implementing policies, 

collecting taxes, and spending on public services and infrastructure. 

o Foreign Sector: This sector represents trade and financial transactions with other 

countries. It includes exports, imports, and foreign investments. 

Example: 

o A household buys goods (consumption) from a firm. 

o Firms pay wages and salaries to households for labor. 

o The government collects taxes from both households and firms and provides public 

goods like roads and schools. 

o The foreign sector imports raw materials for firms and exports finished goods. 

Importance of the Four-Sector Economy: 

The inclusion of the foreign sector highlights the interconnectedness of economies in the globalized 

world. It helps understand international trade's impact on domestic economic growth. 

 

5. What are Macro variables? Explain their significance with examples. 

Answer: 

Definition: 

Macro variables are economic factors that represent the performance and trends of the 

economy as a whole. 

Examples of Macro Variables: 



 

 

o Gross Domestic Product (GDP): Measures the total value of goods and services 

produced in a country. 

o Inflation Rate: Represents the general increase in prices over time. 

o Unemployment Rate: Indicates the percentage of the labor force that is unemployed. 

o National Income: Total income earned by a nation’s residents. 

o Aggregate Demand and Aggregate Supply: Represent the total demand for and 

supply of goods and services. 

Significance: 

o Economic Analysis: Macro variables help analyze the overall performance of the 

economy. 

o Policy Formulation: Policymakers use these variables to design policies to stabilize 

the economy. 

o Comparative Analysis: They allow comparison of economic performance between 

countries or time periods. 

o Predicting Trends: Macro variables are used to predict future trends like growth, 

inflation, or recession. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



 

 

UNIT – 2 

One-Mark Questions and Answers 

1. What is GDP? 

Answer: Gross Domestic Product (GDP) is the total monetary value of all final goods and 

services produced within a country’s borders in a given period. 

2. What does GNP stand for? 

Answer: GNP stands for Gross National Product, which includes GDP and net factor income 

from abroad. 

3. What is the formula for GDP? 

Answer: GDP = C + I + G + (X - M), where C = Consumption, I = Investment, G = 

Government Spending, X = Exports, and M = Imports. 

4. What is NDP? 

Answer: Net Domestic Product (NDP) is GDP minus depreciation of capital assets. 

5. What is NNP? 

Answer: Net National Product (NNP) is GNP minus depreciation. 

6. What is private income? 

Answer: Private income is the total income received by private individuals or enterprises, 

including wages, profits, rent, and interest. 

7. What is personal income? 

Answer: Personal income is the total income earned by individuals before paying personal 

taxes. 

8. What is per capita income? 

Answer: Per capita income is the average income of a person in a country, calculated as 

national income divided by the population. 

9. What is real national income? 

Answer: Real national income is the national income adjusted for inflation to reflect the 

actual purchasing power. 

10. What is nominal national income? 

Answer: Nominal national income is the national income measured at current market prices 

without adjusting for inflation. 

11. What is the circular flow of income? 

Answer: The circular flow of income represents the movement of goods, services, and 

income between households and firms in an economy. 

12. What is the two-sector economy? 

Answer: A two-sector economy includes households and firms, without involving 

government or foreign trade. 

13. What is the three-sector economy? 

Answer: A three-sector economy includes households, firms, and the government. 

14. What is the four-sector economy? 

Answer: A four-sector economy includes households, firms, the government, and the foreign 

sector. 



 

 

15. What are the methods of measuring national income? 

Answer: The three methods are the production method, income method, and expenditure 

method. 

16. What is the production method of national income measurement? 

Answer: The production method calculates national income as the total value of goods and 

services produced in an economy. 

17. What is the income method of national income measurement? 

Answer: The income method calculates national income by summing up all incomes earned 

by individuals and firms. 

18. What is the expenditure method of national income measurement? 

Answer: The expenditure method calculates national income by summing up all expenditures 

made in an economy. 

19. What is economic welfare? 

Answer: Economic welfare refers to the overall well-being and standard of living of 

individuals in an economy. 

20. What are the difficulties in estimating national income? 

Answer: Difficulties include the informal economy, lack of accurate data, and valuation of 

non-monetary transactions. 

 

Two-Mark Questions and Answers 

1. Differentiate between GDP and GNP. 

Answer: 

o GDP (Gross Domestic Product): Measures the total value of goods and services 

produced within a country’s boundaries during a specific period. 

o GNP (Gross National Product): Measures the total value of goods and services 

produced by the residents of a country, including net factor income from abroad. 

Formula: 

o GDP = C + I + G + (X - M) 

o GNP = GDP + Net Factor Income from Abroad (NFIA). 

2. What is the difference between nominal and real national income? 

Answer: 

o Nominal National Income: Measured at current market prices without adjusting for 

inflation. 

o Real National Income: Adjusted for inflation, reflecting the actual purchasing 

power. 

Formula: Real National Income = Nominal National Income ÷ Price Index × 100 

3. What is private income, and how is it calculated? 

Answer: 

Private income is the total income received by individuals and private enterprises. It is 

calculated as: 



 

 

Private Income = National Income + Transfer Payments + Net Factor Income from 

Abroad - Income from Government/Public Enterprises. 

4. Explain personal income and its calculation. 

Answer: 

Personal income is the total income received by individuals before personal taxes are 

deducted. 

Formula: 

Personal Income = Private Income - Corporate Taxes - Retained Earnings + Transfer 

Payments. 

5. What are the three methods of measuring national income? 

Answer: 

o Production Method: Total value of goods and services produced in the economy. 

o Income Method: Total income earned by factors of production (wages, rent, interest, 

profit). 

o Expenditure Method: Total expenditure on goods and services in the economy. 

6. What is the circular flow of income in a two-sector economy? 

Answer: 

In a two-sector economy, income flows between households and firms. Households provide 

factors of production (labor, land, capital) to firms, and firms produce goods and services 

consumed by households. Payments (wages, rent, interest, profit) complete the circular flow. 

7. What is the significance of per capita income? 

Answer: 

Per capita income measures the average income of individuals in a country, reflecting the 

standard of living and economic performance. 

Formula: 

Per Capita Income = National Income ÷ Population 

8. What are the difficulties in estimating national income? 

Answer: 

o Valuation of non-monetary transactions (e.g., domestic work). 

o Informal and unorganized sector activities. 

o Lack of reliable data, especially in developing economies. 

9. How does national income contribute to economic welfare? 

Answer: 

National income helps assess a country's economic performance, availability of resources, and 

standard of living. Higher national income often indicates better economic welfare, though 

disparities and environmental concerns must also be considered. 

10. Explain the difference between stock and flow variables in economics. 

Answer: 

o Stock Variables: Measured at a specific point in time (e.g., capital, wealth). 

o Flow Variables: Measured over a period of time (e.g., income, expenditure). 

 



 

 

Ten-Mark Questions and Answers 

1. Explain the concepts of GNP, GDP, NNP, and NDP in detail. 

Answer: 

Gross National Product (GNP), Gross Domestic Product (GDP), Net National Product (NNP), 

and Net Domestic Product (NDP) are critical economic indicators used to measure the 

performance of an economy. 

 Gross Domestic Product (GDP): 

GDP is the total monetary value of all final goods and services produced within a country's 

borders in a specific period, regardless of the ownership of the resources. It includes 

consumption, investment, government spending, and net exports. 

Formula: GDP = C + I + G + (X - M) 

Example: If India produces goods and services worth ₹100 lakh within its borders, the GDP is 

₹100 lakh. 

 Gross National Product (GNP): 

GNP includes GDP and net factor income from abroad (NFIA). It measures the total output 

produced by the residents of a country, including their income from overseas investments. 

Formula: GNP = GDP + NFIA 

Example: If India’s NFIA is ₹10 lakh, and its GDP is ₹100 lakh, the GNP is ₹110 lakh. 

 Net Domestic Product (NDP): 

NDP accounts for depreciation (wear and tear) of capital assets from the GDP. 

Formula: NDP = GDP - Depreciation 

Example: If India’s depreciation is ₹5 lakh, and GDP is ₹100 lakh, the NDP is ₹95 lakh. 

 Net National Product (NNP): 

NNP is the GNP after deducting depreciation. 

Formula: NNP = GNP - Depreciation 

Example: If India’s depreciation is ₹5 lakh, and GNP is ₹110 lakh, the NNP is ₹105 lakh. 

These concepts help economists assess the overall economic performance, policy effectiveness, and 

resource utilization in an economy. 

 

2. Describe the methods of measuring national income in detail. 

Answer: 

National income can be measured using the following three methods: 

 Production Method (Value Added Method): 

This method calculates the total value of goods and services produced in an economy. It 

involves summing up the value added at each stage of production. 

Steps: 

1. Classify the economy into sectors (primary, secondary, tertiary). 

2. Calculate the value of output for each sector. 

3. Subtract the intermediate consumption to get the value added. 

Formula: National Income = Value of Output - Intermediate Consumption 

 Income Method: 

This method calculates national income by summing up all incomes earned by factors of 



 

 

production (land, labor, capital, and entrepreneurship). 

Components: 

1. Wages and salaries (compensation of employees). 

2. Rent (income from land). 

3. Interest (income from capital). 

4. Profit (income from entrepreneurship). 

Formula: National Income = Wages + Rent + Interest + Profit 

 Expenditure Method: 

This method calculates national income by summing up all expenditures in the economy. 

Components: 

1. Consumption expenditure by households. 

2. Investment expenditure by firms. 

3. Government spending on goods and services. 

4. Net exports (exports - imports). 

Formula: National Income = C + I + G + (X - M) 

Each method highlights different aspects of the economy and provides insights into its functioning. 

 

3. What are the difficulties in estimating national income? Explain in detail. 

Answer: 

Estimating national income involves several challenges, especially in developing countries. 

 Non-Monetary Transactions: 

Activities like subsistence farming, household services, and barter transactions are difficult to 

value in monetary terms. 

 Unorganized Sector: 

A large portion of the economy operates informally, with little or no record-keeping. 

 Double Counting: 

Including the value of intermediate goods along with final goods leads to overestimation of 

national income. 

 Valuation of Services: 

Services such as healthcare, education, and defense are challenging to value accurately. 

 Income from Illegal Activities: 

Income from activities like smuggling and gambling is not reported, leading to 

underestimation. 

 Price Level Changes: 

Fluctuations in prices over time complicate comparisons of national income. 

 Lack of Reliable Data: 

Developing countries often lack robust statistical systems to collect and analyze data 

effectively. 



 

 

 Net Factor Income from Abroad (NFIA): 

Determining accurate income flows between countries is challenging due to lack of 

transparency in international transactions. 

Efforts to address these difficulties involve improving statistical methods, enhancing data collection, 

and using advanced technology for accurate estimation. 

 

4. Explain the circular flow of income in a four-sector economy. 

Answer: 

The circular flow of income explains how income and expenditure move through different 

sectors of the economy. In a four-sector model, the economy includes households, firms, 

government, and the foreign sector. 

 Households: 

Households provide factors of production (labor, land, capital) to firms and receive wages, 

rent, interest, and profit. They spend their income on goods and services produced by firms. 

 Firms: 

Firms use factors of production to produce goods and services. They pay income to 

households and receive revenue from selling goods and services. 

 Government: 

The government collects taxes from households and firms and uses the revenue for public 

goods and services, subsidies, and transfers. 

 Foreign Sector: 

This sector includes exports and imports. Households and firms purchase imports, while firms 

export goods to foreign countries, generating income. 

Circular Flow Stages: 

1. Households supply factors of production to firms. 

2. Firms produce goods and services for households. 

3. Government regulates the flow through taxation and spending. 

4. The foreign sector adds international trade, involving imports and exports. 

 

 

 

 

 

 

 

 

 

 



 

 

UNIT – 3 

ONE MARK: 

  Q: What is the main focus of Classical Macroeconomics? 

A: Full employment and self-regulating economy. 

  Q: Who is the main founder of Classical Economics? 

A: Adam Smith. 

  Q: What is Say’s Law of Market? 

A: "Supply creates its own demand." 

  Q: What does Say’s Law ignore? 

A: Possibility of general overproduction or unemployment. 

  Q: In Classical theory, what determines the level of employment? 

A: Real wage rate. 

  Q: What ensures full employment in Classical theory? 

A: Wage-price flexibility. 

  Q: What is the Classical view of unemployment? 

A: Only temporary and voluntary. 

  Q: What does the Classical model assume about markets? 

A: Markets are always clear (no surplus or shortage). 

  Q: What is meant by 'real wage'? 

A: Wage adjusted for price level (W/P). 

  Q: What happens if wages fall in the Classical model? 

A: Employment increases. 

  Q: What is the role of money in Classical theory? 

A: Medium of exchange only. 

  Q: What is the Classical Quantity Theory of Money? 

A: MV = PT (Money × Velocity = Price × Transactions). 

  Q: Who popularized the Quantity Theory of Money? 

A: Irving Fisher. 

  Q: What does ‘V’ stand for in the Quantity Theory of Money? 

A: Velocity of money. 

  Q: In Classical theory, is saving equal to investment? 

A: Yes, through interest rate adjustment. 

  Q: What is the Classical assumption about prices and wages? 

A: They are flexible. 

  Q: What ensures the economy reaches full employment? 

A: Free competition and flexible prices. 

  Q: What is the Classical belief about government intervention? 

A: Government should not interfere in the economy. 



 

 

  Q: What is the shape of the Aggregate Supply curve in Classical theory? 

A: Vertical at full employment level. 

  Q: What is the Classical assumption about money supply? 

A: It only affects prices, not output or employment. 

 

TWO MARK: 

  Q1. What is Classical Economics? 

Classical economics is the oldest school of economic thought which believes in a self-regulating 

economy where supply creates its own demand, and the market always moves towards full 

employment without government intervention. 

  Q2. Who are the main Classical Economists? 

The main classical economists are Adam Smith, David Ricardo, J.B. Say, and Thomas Malthus. They 

laid the foundation for macroeconomic analysis in the 18th and 19th centuries. 

  Q3. State the basic assumption of Classical theory. 

The basic assumption of Classical theory is that markets are always clear due to flexible prices and 

wages, and the economy always operates at full employment level in the long run. 

  Q4. What is Say’s Law of Markets? 

Say’s Law states that supply creates its own demand, meaning that production of goods automatically 

leads to income generation which in turn ensures demand for those goods. 

  Q5. What is the implication of Say’s Law in the economy? 

The implication is that there can be no general overproduction or unemployment in the economy, as 

everything produced will be demanded eventually. 

  Q6. What is wage-price flexibility in Classical theory? 

Classical theory assumes that both wages and prices are perfectly flexible. This flexibility ensures that 

any unemployment is automatically corrected by changes in wage rates. 

  Q7. How does the Classical theory explain full employment? 

According to Classical theory, due to flexible wages and prices, any excess supply of labor will 

reduce wage rates, encouraging firms to hire more workers, restoring full employment. 

  Q8. What is voluntary unemployment according to Classical economists? 

Voluntary unemployment refers to a situation where individuals choose not to work at the existing real 

wage rate, even though jobs are available. 

  Q9. What is the Classical Full Employment Model? 

The Classical Full Employment Model suggests that the economy naturally tends towards full 

employment through the forces of demand and supply in the labor and product markets. 

  Q10. How is income and employment determined in Classical theory? 

Income and employment are determined by the supply side factors like labor, capital, and technology. 

The economy automatically reaches a level where all resources are fully used. 

  Q11. What is the role of interest rate in Classical theory? 

Interest rate acts as the balancing factor between saving and investment. Any change in savings or 

investment is adjusted through changes in interest rates. 



 

 

  Q12. What is meant by ‘Say’s Law holds true in a barter economy’? 

In a barter economy, goods are exchanged for goods, and so there cannot be a general overproduction. 

This forms the basis of Say’s Law, which assumes no leakages in demand. 

  Q13. How is money treated in Classical theory? 

Money is treated as a neutral medium of exchange and has no effect on real variables like output or 

employment. It only affects the price level. 

  Q14. What is the Quantity Theory of Money? 

The Quantity Theory of Money states that the general price level is directly proportional to the 

quantity of money in circulation, assuming velocity and output remain constant. 

  Q15. Explain the equation MV = PT. 

In the equation MV = PT, M is the money supply, V is the velocity of money, P is the price level, and 

T is the total number of transactions or output in the economy. 

  Q16. What is the assumption of velocity in Quantity Theory of Money? 

The theory assumes that velocity of money (V) remains constant over time and is determined by 

institutional and technological factors. 

  Q17. What is the Classical approach to the Quantity Theory of Money? 

Classical economists, especially Fisher, viewed the quantity theory as a tool to explain changes in 

price level, not real output, based on changes in money supply. 

  Q18. Why does the Classical theory reject long-term unemployment? 

Because of flexible wages and prices, the Classical theory argues that any unemployment is 

temporary. The market corrects itself to bring back full employment. 

  Q19. What does the Classical model assume about government intervention? 

The model assumes that the government should not interfere in the economy, as free markets are 

efficient enough to correct themselves. 

  Q20. What is the Classical view of labor market? 

The labor market is assumed to be perfectly competitive. Any imbalance is corrected by changes in 

real wages, ensuring full employment. 

  Q21. How does Classical theory treat aggregate supply? 

In Classical theory, aggregate supply is vertical, meaning it is fixed at the full employment level of 

output and doesn’t change with price level. 

  Q22. What happens if there is excess supply in labor market in Classical theory? 

If there is excess supply of labor, real wages fall, making it cheaper for firms to hire more workers, 

which brings the market back to equilibrium. 

  Q23. What is the assumption about output in Classical theory? 

Classical economists assume that output is determined by real factors like labor, capital, and 

technology and remains constant in the short run. 

  Q24. What is meant by neutrality of money? 

Neutrality of money means that changes in money supply affect only nominal variables like price 

level but do not affect real variables like output or employment. 

  Q25. What is the limitation of Say’s Law? 

Say’s Law fails to explain situations like the Great Depression where supply did not create equal 

demand, resulting in unemployment and unused resources. 



 

 

BOARD ANSWER: 

Q.1: Explain the Basic Assumptions and Key Features of Classical Macroeconomics. 

Classical Macroeconomics is the earliest school of economic thought that emerged during the 18th 

and 19th centuries. The Classical economists, such as Adam Smith, David Ricardo, J.B. Say, and 

Thomas Malthus, laid the foundation of modern economics. Their ideas were dominant until the 

Great Depression of the 1930s, after which Keynesian economics began to gain popularity. However, 

the classical system still holds significance as it laid the groundwork for understanding 

macroeconomic behavior. The classical approach is based on a laissez-faire (non-interventionist) 

economic philosophy and focuses on the long-run functioning of the economy. 

 

1. Assumption of Full Employment 

One of the central assumptions of classical economics is that the economy always operates at full 

employment. According to the classical economists, all available resources, especially labor, are fully 

and efficiently utilized in the long run. Any temporary unemployment that may exist is considered 

voluntary or due to frictions in the labor market, and not due to deficiencies in aggregate demand. 

They strongly believed that the economy has an inbuilt mechanism that brings it back to full 

employment automatically. 

 

2. Say’s Law of Markets 

A core idea of classical economics is Say’s Law, which states that "supply creates its own demand." 

According to this law, the act of producing goods and services generates income equal to the value of 

the output. This income is then used to purchase the goods, ensuring that all output will be sold. 

Therefore, there can never be a general glut or deficiency in demand. Say’s Law rules out the 

possibility of general overproduction and widespread unemployment in the economy. 

 

3. Wage and Price Flexibility 

Classical economists believed in the flexibility of wages and prices. If there is any unemployment in 

the economy, wages would automatically fall. As wages fall, labor becomes cheaper for firms to hire, 

which leads to an increase in employment. Similarly, if there is excess demand, wages and prices will 

rise, bringing the economy back to equilibrium. This flexibility ensures that markets always clear, and 

full employment is maintained in the long run. 

 

4. Self-Regulating Economy 

The classical school views the economy as a self-correcting system. In the event of any 

disequilibrium, such as unemployment or inflation, the forces of demand and supply will 

automatically bring the economy back to a stable state. There is no need for government intervention, 

as the market has its own mechanism to correct any distortions. This belief is known as the self-

regulating nature of the economy. 

 

5. No Government Intervention (Laissez-faire Policy) 



 

 

Classical economists strongly believed in the laissez-faire policy, meaning minimal or no government 

interference in economic activities. They argued that the government's role should be limited to 

protecting property rights, enforcing contracts, and ensuring national defense. Any attempt by the 

government to control wages, prices, or interest rates would only disrupt the natural flow of the 

market and cause inefficiencies. 

 

6. Role of Money: Neutrality of Money 

In classical macroeconomics, money is considered neutral. It is viewed simply as a medium of 

exchange and store of value, with no impact on real economic variables like output, employment, or 

consumption. Any increase in the money supply will only affect price levels, not real GDP. This view 

is supported by the Quantity Theory of Money, expressed in the equation MV = PT, where M is 

money supply, V is velocity of money, P is price level, and T is the volume of transactions or output. 

 

7. Saving-Investment Equality Through Interest Rate Adjustment 

Classical theory believes that savings and investments are always equal due to the interest rate 

mechanism. If savings increase, the interest rate falls, encouraging investment. Conversely, if 

investment demand increases, the interest rate rises to balance the demand for funds. This ensures that 

all income generated is either spent on consumption or invested, maintaining equilibrium in the 

economy. 

 

8. Long-Run Focus 

The classical system is focused on the long-run behavior of the economy. It assumes that prices and 

wages adjust over time to bring the economy back to full employment. Unlike the Keynesian model, 

which emphasizes short-term fluctuations and market rigidities, classical theory assumes that the 

economy naturally corrects itself over time and always gravitates toward full employment 

equilibrium. 

 

9. Perfect Competition and Rational Behavior 

Classical economists assumed that all markets operate under perfect competition, meaning there are 

many buyers and sellers, and no single actor can influence prices. Additionally, economic agents 

(consumers and producers) are rational and always act in their best interest to maximize utility and 

profits respectively. This rational behavior ensures efficient allocation of resources. 

 

10. Labor Market Assumptions 

In classical theory, the labor market is always in equilibrium due to real wage adjustments. If there 

is unemployment, real wages fall, making it cheaper for firms to hire more workers. Thus, the labor 

market automatically restores full employment through changes in real wages, which is the ratio of 

nominal wages (W) to price level (P), i.e., W/P. 

 

Q.2: What is Say’s Law of Markets? Critically examine its validity in the modern economy. 



 

 

 

Introduction 

Say’s Law of Markets is a key principle of Classical economics, formulated by French economist 

Jean-Baptiste Say. It asserts that “supply creates its own demand,” meaning that the production of 

goods and services in an economy automatically generates the income needed to purchase them. This 

law supports the classical view of a self-regulating economy where full employment is a natural state, 

and government intervention is unnecessary. 

 

Meaning and Explanation of Say’s Law 

According to Say’s Law, when producers create goods and services, they also generate income in the 

form of wages, rents, interest, and profits. This income is then spent by households and businesses on 

goods and services. Therefore, aggregate demand always matches aggregate supply, and general 

overproduction (or general glut) is impossible. For example, if a factory produces 1,000 pairs of 

shoes, the wages and profits paid to the workers and owners will be used to buy not only shoes but 

other goods too, balancing the market automatically. 

 

Key Assumptions Behind Say’s Law 

1. Full Employment: The economy always operates at full employment. 

2. Wage-Price Flexibility: Wages and prices adjust freely to maintain equilibrium. 

3. Self-Regulating Market: Markets correct themselves without outside intervention. 

4. Savings Equal Investment: All savings are automatically invested through interest rate 

adjustments. 

5. No Hoarding of Money: People spend all income either in consumption or investment. 

6. Laissez-Faire Approach: Government should not interfere in economic functioning. 

 

Implications of Say’s Law 

 It promotes the idea of economic stability and balance, where supply always equals demand. 

 It assumes that any unemployment is temporary, and market forces will restore equilibrium. 

 Say’s Law justifies minimal government role in managing the economy. 

 It views aggregate demand as not independent, but a result of supply. 

 

Keynesian Criticism of Say’s Law 

Economist John Maynard Keynes strongly criticized Say’s Law during the Great Depression. 

According to Keynes: 

1. Demand, not supply, drives the economy – production is not useful unless there is sufficient 

demand. 

2. General glut is possible – recessions and depressions prove that demand can fall short. 



 

 

3. Saving-Investment Imbalance – people may save more than is invested, leading to 

insufficient demand. 

4. Wage and Price Rigidity – wages and prices are not perfectly flexible; they may be sticky. 

5. Need for Government Intervention – to boost demand during recessions, public spending is 

necessary. 

Thus, Keynesian economics shifted focus from supply-side to demand-side management of the 

economy. 

 

Modern Evaluation of Say’s Law 

In today’s world, Say’s Law is seen as partially valid: 

 In the long run, supply-side policies (like improving productivity and technology) can 

stimulate growth. 

 But in the short run, economies often face demand shortages, leading to unemployment. 

 Real-world examples, like the Great Depression (1930s) and Global Recession (2008), show 

that despite sufficient supply capacity, demand collapses can occur. 

 In developing countries like India, unemployment, poverty, and low consumption reduce the 

effectiveness of supply-led growth. 

 Hence, government policy (fiscal and monetary) is essential to stabilize demand and ensure 

full employment. 

 

Q.3: Discuss the Classical Theory of Income and Employment with the help of a diagram. 

 

Introduction 

The Classical Theory of Income and Employment is a fundamental part of Classical Macroeconomics, 

developed by economists like Adam Smith, David Ricardo, J.B. Say, and later refined by Alfred 

Marshall. This theory explains how output and employment are determined in a free-market 

economy through the forces of demand and supply of labor. According to this theory, the economy 

always operates at full employment due to the flexibility of wages and prices. 

 

Basic Assumptions of Classical Theory 

1. Full Employment: The economy always tends toward full employment. 

2. Wage-Price Flexibility: Wages and prices are perfectly flexible and adjust to eliminate 

excess demand or supply. 

3. Say’s Law Operates: Supply creates its own demand; hence, no general overproduction. 

4. No Government Intervention: The market is self-correcting and does not need government 

policies. 

5. Perfect Competition: Exists in both product and labor markets. 



 

 

6. Savings Equals Investment: Ensured by changes in the rate of interest. 

 

Explanation of the Theory 

The Classical theory focuses on the labor market, where the demand for labor and the supply of 

labor determine the level of employment. Firms demand labor based on its marginal productivity, 

and households supply labor based on wage levels. 

 Demand for Labor (DL): Firms hire labor up to the point where the real wage (W/P) equals 

marginal productivity of labor (MPL). 

 Supply of Labor (SL): Households supply more labor at higher real wages. 

The point where DL = SL determines the equilibrium real wage and the full employment level of 

labor (L*). Since wages are flexible, any excess supply or demand for labor is quickly eliminated, 

maintaining full employment. 

        Real Wage (W/P) 

               | 

               |       S (Supply of Labor) 

               |       / 

               |      / 

               |     / 

               |    /   

               |---/------------ D (Demand for Labor) 

               |  /             | 

               | /              | 

               |/               | 

               |-------------------------------→ Labor (L) 

                              L* 

 The vertical axis shows real wages (W/P). 

 The horizontal axis shows quantity of labor. 

 The point where DL = SL is the equilibrium point representing full employment at wage 

W/P. 

 

Income Determination 

At full employment, the total output produced by employing L* workers is the real national income 

(Y). The level of income is determined by the production function, which shows the relationship 

between labor and output, assuming constant technology and capital. 



 

 

 Since Say’s Law operates, this output will automatically generate enough demand, and there 

will be no involuntary unemployment. 

 Any temporary unemployment is considered voluntary, due to individuals not accepting the 

prevailing wage. 

 

Criticism of the Classical Theory 

1. Assumption of Full Employment Unrealistic: In real economies, full employment is rare. 

2. Wages Are Not Always Flexible: Due to labor unions, contracts, and minimum wage laws. 

3. Say’s Law Invalid: Especially during depressions and recessions. 

4. Neglects Demand-Side Factors: Focuses only on supply-side determination. 

5. Fails to Explain Unemployment: Cannot account for prolonged unemployment during 

crises. 

 

Keynesian Critique 

John Maynard Keynes argued that employment and income are determined by aggregate demand, 

not supply. In times of low demand, output and employment can fall below full employment, leading 

to involuntary unemployment. Keynes emphasized the need for government intervention to boost 

demand and reduce unemployment. 

 

Conclusion 

The Classical Theory of Income and Employment provides a simple explanation of how labor markets 

function in a perfectly competitive, self-regulating economy. It concludes that the economy always 

maintains full employment through wage and price flexibility. However, in reality, due to rigidities 

and insufficient demand, the theory fails to explain long-term unemployment. Therefore, while 

important historically, Classical theory is now seen as incomplete, and modern economics 

incorporates Keynesian ideas for a more realistic understanding. 

 

Q.4: What is the Classical Quantity Theory of Money? Explain Fisher’s Equation of Exchange. 

 

Introduction 

The Quantity Theory of Money (QTM) is a fundamental concept in Classical economics that 

explains the relationship between the quantity of money in circulation and the general price level 

of an economy. It suggests that changes in the money supply lead to proportional changes in the price 

level, assuming other factors remain constant. One of the most well-known formulations of this theory 

was given by Irving Fisher, an American economist, through his Equation of Exchange. 

 

Classical Quantity Theory of Money – Basic Idea 



 

 

According to the Classical economists, money is considered neutral and only plays a role as a 

medium of exchange. It does not affect real variables like output or employment in the long run. The 

theory assumes that the velocity of money (V) and the volume of transactions (T or Q) remain 

constant in the short run. Hence, if the quantity of money (M) increases, it results in a proportional 

increase in prices (P). 

 

Fisher’s Equation of Exchange 

Fisher expressed the Quantity Theory of Money using the Equation of Exchange: 

MV = PT  

Where: 

 M = Quantity of Money in circulation 

 V = Velocity of Money (average number of times a unit of money is spent in a given time 

period) 

 P = Average Price Level 

 T = Total volume of transactions (or output of goods and services) 

This equation is an identity – meaning it is always true by definition. It shows that the total money 

spent (MV) in an economy is equal to the total value of goods and services sold (PT). 

 

Assumptions of Fisher’s Quantity Theory 

1. Full Employment: The economy is at full employment. 

2. Velocity of Money (V) is Constant: Determined by habits and institutions. 

3. Volume of Transactions (T) is Constant: Based on full employment output. 

4. Money is a Medium of Exchange Only: It does not influence real factors like output or 

employment. 

 

Implications of the Theory 

Given the above assumptions, if M increases, and both V and T remain constant, the price level P 

must rise. That is: 

↑M → ↑P (proportionally  

This implies a direct and proportional relationship between the money supply and the general price 

level. 

 

Diagrammatic Explanation (Optional) 

While Fisher’s equation is mathematical, a simple conceptual diagram may help: 

 



 

 

          ↑ M 

          | 

          | 

          ↓ 

        ↑ MV  = PT → ↑ P 

 Increase in money supply (M) → increase in total spending (MV) → increase in price level 

(P), if T is fixed. 

 

Criticism of the Quantity Theory 

1. V is not constant: Velocity can change depending on banking systems, digital transactions, 

and public confidence. 

2. T is not constant: Output can vary, especially in underdeveloped or developing economies. 

3. Money is not neutral: In the short run, money affects employment and output (as per 

Keynesian view). 

4. Assumption of full employment is unrealistic: Most economies operate with unemployment 

or underemployment. 

 

Modern Relevance 

In modern monetary theory, the Quantity Theory is still useful, especially for long-run analysis. 

However, short-run dynamics, inflation targeting, and central banking practices are better explained 

using Keynesian and Monetarist models (like those of Milton Friedman). The theory also plays a 

role in explaining hyperinflation, where excessive money printing leads to rapid price rises. 

Q.5: Explain the concept of wage-price flexibility in Classical theory. How does it ensure full 

employment? 

 

Introduction 

In Classical economic theory, wage-price flexibility plays a crucial role in maintaining full 

employment. According to Classical economists, if the economy deviates from full employment, the 

flexibility of wages and prices automatically restores equilibrium without the need for government 

intervention. This belief stems from the idea of a self-correcting market mechanism, a key pillar of 

Classical macroeconomics. 

 

Meaning of Wage-Price Flexibility 

Wage flexibility refers to the ability of money wages (nominal wages) to rise or fall in response to 

changes in the labor market. Similarly, price flexibility refers to the ability of prices of goods and 

services to adjust upward or downward based on demand and supply conditions. 

In a Classical framework: 



 

 

 If there is unemployment, wages fall. 

 If there is labor shortage, wages rise. 

 If goods remain unsold, prices fall. 

 If there is excess demand, prices rise. 

 

Mechanism to Ensure Full Employment 

Let’s consider a situation of unemployment in the economy: 

1. Fall in Wages: Due to excess supply of labor, wages start to decline as firms are unwilling to 

pay higher wages. The flexibility in wage rates ensures that workers adjust their wage 

expectations. 

2. Reduction in Cost of Production: Lower wages reduce the cost of production for firms, 

which encourages them to hire more workers and increase output. 

3. Increase in Employment: As more workers are hired at lower wages, employment levels 

increase. The labor market moves back toward full employment. 

4. Fall in Prices: With wage reduction and increased output, the price level may also fall, 

increasing the real value of money and thus maintaining purchasing power. 

5. Equilibrium Restored: The economy eventually returns to full employment equilibrium 

through this wage-price adjustment process. 

 

Graphical Representation 

In the Classical labor market diagram: 

        Real Wage (W/P) 

               | 

               |       S (Supply of Labor) 

               |       / 

               |      / 

               |     / 

               |    /   

               |---/------------ D (Demand for Labor) 

               |  /             | 

               | /              | 

               |/               | 

               |-------------------------------→ Labor (L) 

                              L* 



 

 

 Initial Disequilibrium: Suppose real wage is above equilibrium. This creates unemployment 

(supply of labor > demand). 

 Wages fall, moving the labor market back to point L*, which is full employment. 

 

Role of Flexibility in Classical Theory 

 Self-Correcting Nature: No need for government policies. 

 No Involuntary Unemployment: Unemployment is only voluntary, meaning individuals 

choose not to work at the prevailing wage. 

 Quick Adjustment: Flexible wages and prices ensure quick correction of any imbalances. 

 

Keynesian Critique 

Keynes challenged this assumption. According to him: 

 Wages and prices are sticky downwards due to contracts, minimum wages, trade unions, etc. 

 Wage cuts during a recession may reduce aggregate demand, worsening unemployment. 

 Therefore, wage-price flexibility does not always guarantee full employment, especially in 

the short run. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



 

 

UNIT – 4 

ONE MARK: 

  Who is the founder of Keynesian Economics? 

→ John Maynard Keynes. 

  Which book of Keynes laid the foundation of Keynesian economics? 

→ The General Theory of Employment, Interest and Money (1936). 

  What does Keynes reject in Classical theory? 

→ He rejects the idea of full employment and automatic market adjustment. 

  What is the Keynesian consumption function? 

→ It shows the relationship between income and consumption. 

  What is the formula of the Keynesian consumption function? 

→ C = a + bY, where C = consumption, a = autonomous consumption, b = MPC, Y = income. 

  What does MPC stand for in Keynesian theory? 

→ Marginal Propensity to Consume. 

  What is the meaning of autonomous consumption? 

→ Consumption when income is zero. 

  What is saving according to Keynes? 

→ Saving is the part of income not spent on consumption. 

  What is the relationship between saving and investment in equilibrium? 

→ In equilibrium, saving equals investment (S = I). 

  What is Aggregate Demand in Keynesian theory? 

→ Total demand for goods and services in the economy at a given level of income. 

  What is Aggregate Supply? 

→ Total production or output that firms are willing to sell at different income levels. 

  What is the Principle of Effective Demand? 

→ The level of employment depends on aggregate demand in the economy. 

  Who introduced the concept of effective demand? 

→ John Maynard Keynes. 

  What determines income in the Keynesian two-sector model? 

→ The equality of aggregate demand and aggregate supply. 

  What sectors are considered in the two-sector model? 

→ Household and business (no government or foreign sector). 

  What is the investment multiplier? 

→ It shows how a change in investment leads to a greater change in income. 

  What is the formula for the investment multiplier? 

→ k = 1 / (1 - MPC). 

  What happens to income when MPC increases, according to the multiplier effect? 

→ Income increases more rapidly. 



 

 

  What is demand for money in Keynesian theory? 

→ The desire to hold money for transactions, precaution, and speculation. 

  What are the three motives for holding money, according to Keynes? 

→ Transactions, Precautionary, and Speculative Motives. 

 

TWO MARK: 

1. What is Keynesian economics? 

Keynesian economics is a macroeconomic theory developed by John Maynard Keynes, which 

emphasizes the role of aggregate demand in influencing economic output and employment. It suggests 

that in the short run, especially during recessions, government intervention is necessary to stabilize 

the economy. 

 

2. What is the main objection Keynes had against Classical economics? 

Keynes objected to the Classical belief in automatic full employment. He argued that the economy 

could settle at an equilibrium with less than full employment due to insufficient aggregate demand. 

 

3. What is the Keynesian consumption function? 

The Keynesian consumption function explains the relationship between consumption and income. It is 

expressed as: C = a + bY, where a is autonomous consumption and b is the marginal propensity to 

consume (MPC). 

 

4. Define Marginal Propensity to Consume (MPC). 

MPC is the fraction of additional income that a consumer spends on consumption. For example, if 

income increases by ₹100 and consumption increases by ₹80, then MPC = 0.8. 

 

5. What is autonomous consumption? 

Autonomous consumption refers to the minimum level of consumption that occurs even when income 

is zero. It represents the basic consumption needs that do not depend on income. 

 

6. What is saving in Keynesian economics? 

Saving is the portion of income not used for consumption. It is the difference between total income 

and total consumption: S = Y - C. 

 

7. What is the saving function? 

The saving function represents the relationship between saving and income. It is derived from the 

consumption function and generally has the form: S = -a + (1 - b)Y, where a is autonomous 

consumption and b is MPC. 

 



 

 

8. Explain the investment function in Keynesian theory. 

Investment in Keynesian theory depends on the marginal efficiency of capital and the rate of interest. 

Investment is assumed to be autonomous and influenced by business expectations. 

 

9. What is Aggregate Demand (AD)? 

Aggregate Demand is the total spending in the economy on goods and services at various levels of 

income. In a two-sector model, AD = C + I, where C is consumption and I is investment. 

 

10. What is Aggregate Supply (AS)? 

Aggregate Supply refers to the total output produced by firms at different levels of income. In the 

short run, it may not always be equal to aggregate demand, leading to unemployment or inflation. 

 

11. What is the Principle of Effective Demand? 

According to Keynes, the Principle of Effective Demand states that the level of employment in the 

economy is determined by the level of aggregate demand. When AD increases, employment and 

income also increase. 

 

12. What determines effective demand in Keynesian theory? 

Effective demand is determined by the intersection of Aggregate Demand (AD) and Aggregate Supply 

(AS). It is the point where the expected proceeds from sales equal the cost of production. 

 

13. How does Keynes explain unemployment? 

Keynes argued that unemployment results from a deficiency in aggregate demand. When people 

spend less, businesses cut down production, leading to job losses. 

 

14. What is the income determination in the two-sector model? 

In the Keynesian two-sector model (without government or foreign trade), national income is 

determined where Aggregate Demand = Aggregate Supply, or Y = C + I. 

 

15. What are the sectors included in the two-sector model? 

The two-sector model includes households and firms. It excludes the government and the foreign 

sector, making it the simplest form of Keynesian income determination. 

 

16. Define the investment multiplier. 

The investment multiplier shows how a small increase in investment leads to a larger increase in 

income. It is calculated as: k = 1 / (1 - MPC). 

 

17. Explain the working of the multiplier. 

When investment increases, income rises, leading to higher consumption. This further increases 

income in successive rounds, creating a multiplied effect on total income. 



 

 

 

18. What is the value of the multiplier if MPC is 0.75? 

If MPC = 0.75, the multiplier is: k = 1 / (1 - 0.75) = 4. This means every ₹1 of investment increases 

income by ₹4. 

 

19. What is the demand for money according to Keynes? 

Keynes divided the demand for money into three motives: transactions, precautionary, and 

speculative. People hold money for daily expenses, emergencies, and to benefit from changes in bond 

prices. 

 

20. What is the transactions motive of money demand? 

The transactions motive refers to the need to hold money for everyday transactions like buying goods 

and services. It depends on the level of income. 

 

21. What is the precautionary motive for holding money? 

The precautionary motive is the desire to hold cash to meet unforeseen emergencies or unexpected 

events like illness or accidents. 

 

22. What is the speculative motive of money demand? 

The speculative motive refers to holding money to take advantage of future changes in interest rates. 

When interest rates are low, people hold more cash expecting rates to rise and bond prices to fall. 

 

23. How does Keynes justify the need for government intervention? 

Keynes believed that during economic downturns, private spending is not enough to maintain full 

employment. Hence, government spending and fiscal policies are needed to boost demand. 

 

24. What is the equilibrium condition in the Keynesian model? 

Equilibrium in the Keynesian model occurs when Aggregate Demand = Aggregate Supply, or Y = C 

+ I. At this point, the economy is in balance. 

 

25. How is saving equal to investment in equilibrium? 

In Keynesian theory, saving and investment may differ in the short run, but they are brought into 

equality through changes in income. If S > I, income falls; if S < I, income rises—until S = I. 

 

BOARD ANSWER: 

Q.1: Explain the Keynesian Consumption Function. How does it help in determining income 

and employment in the economy? 

 

1. Introduction 



 

 

The Keynesian consumption function was introduced by John Maynard Keynes in his famous 

book "The General Theory of Employment, Interest and Money" (1936). According to Keynes, 

consumption is a key component of aggregate demand and plays a vital role in determining the 

level of income and employment in an economy. 

 

2. Meaning of Consumption Function 

The consumption function refers to the relationship between consumption expenditure and 

national income. It shows how consumption changes as income changes. Keynes stated that as 

income increases, consumption also increases, but not in the same proportion. This implies that 

people save a portion of their additional income. 

 

3. Keynesian Consumption Function – Equation 

The Keynesian consumption function is written as: 

C=a+bY 

Where: 

 C = Consumption 

 a = Autonomous consumption (consumption even when income is zero) 

 b = Marginal Propensity to Consume (MPC) 

 Y = Income 

 

4. Explanation of the Components 

(i) Autonomous Consumption (a) 

This is the minimum level of consumption that occurs even when income is zero. It is necessary for 

survival and reflects the consumption financed through savings or borrowings. 

(ii) Marginal Propensity to Consume (MPC) 

MPC refers to the proportion of additional income that is spent on consumption. It is calculated as: 

MPC=∆C/∆Y  

Where ∆C = Change in consumption, ∆Y = Change in income. 

MPC lies between 0 and 1. 

 

5. Diagram of Keynesian Consumption Function 

Below is a diagram illustrating the consumption function: 
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│ 
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Explanation of the Diagram: 

 The vertical axis shows Consumption (C), and the horizontal axis shows Income (Y). 

 The line starts from point a on the C-axis, indicating autonomous consumption. 

 The line slopes upward showing positive MPC, i.e., as income increases, consumption 

increases. 

 

6. Role in Determining Income and Employment 

In a two-sector economy (Household + Firms), Aggregate Demand (AD) = Consumption (C) + 

Investment (I). 

Using the consumption function: 

 

This equation shows that national income (Y) is determined by: 

 Autonomous consumption (a) 

 Investment (I) 

 MPC (b) 

Since income (Y) determines employment, and consumption influences income, the consumption 

function becomes a key factor in determining employment. 

 

7. Multiplier Effect 

The consumption function also helps explain the multiplier effect – how an initial increase in 

investment leads to a larger increase in income and employment through repeated rounds of 

consumption. The higher the MPC, the greater the multiplier. 

 



 

 

 

8. Importance of Consumption Function in Keynesian Theory 

 Helps understand demand-side causes of unemployment. 

 Provides the basis for income and output determination. 

 Explains how a fall in consumption leads to recession or depression. 

 Forms the basis of fiscal policy (increasing government spending to boost consumption). 

 

Q2: What is the Principle of Effective Demand? Discuss its role in determining the level of 

employment according to Keynes. 

 

1. Introduction 

The Principle of Effective Demand is a fundamental concept in Keynesian economics, introduced 

by John Maynard Keynes in his 1936 book “The General Theory of Employment, Interest and 

Money.” 

Keynes used this principle to challenge the Classical theory of full employment. He argued that 

employment levels in an economy are determined by effective demand, not by wage-price 

flexibility as the Classical economists believed. 

 

2. Meaning of Effective Demand 

Effective demand refers to the total demand for goods and services in an economy at a given level 

of income and employment. It is the point where Aggregate Demand (AD) equals Aggregate 

Supply (AS). 

Only that level of demand is considered “effective” which is backed by purchasing power and 

actually results in production and employment. 

 

3. Components of Effective Demand 

Effective demand is made up of two components: 

1. Consumption Demand (C) – Expenditure by households on goods and services. 

2. Investment Demand (I) – Expenditure by businesses on capital goods. 

So, 

Effective Demand=C+I=Aggregate Demand  

 

4. Principle of Effective Demand – Diagram 



 

 

Below is the diagram that shows how effective demand determines employment: 
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Explanation: 

 The AD curve represents total demand (C + I) at different levels of employment. 

 The AS curve represents total output offered for sale at different employment levels. 

 The point E is where AD = AS, i.e., Effective Demand. 

 The corresponding employment level at point E is the equilibrium level of employment. 

 

5. Role in Determining Employment 

Keynes argued that employment depends on the level of effective demand, not on wage cuts or 

price adjustments. 

 If effective demand is low, producers won’t hire more workers because they cannot sell more 

goods. 

 If effective demand rises, firms produce more and hire more workers, thus increasing 

employment. 

 Therefore, employment increases only when AD increases, either through higher 

consumption or more investment. 

 

6. Departure from Classical View 

Classical economists believed: 



 

 

 Supply creates its own demand (Say’s Law). 

 The economy always moves toward full employment through wage-price flexibility. 

Keynes rejected this by stating: 

 Demand may fall short of full employment. 

 In reality, economies can settle at an underemployment equilibrium. 

 Only government spending or private investment can boost effective demand and raise 

employment. 

 

7. Policy Implication of Effective Demand 

Based on this principle, Keynes recommended: 

 Increased public expenditure during recession or depression. 

 Government should stimulate demand to achieve full employment. 

 Fiscal policy becomes an important tool for employment generation. 

 

Q3: Discuss the working of the investment multiplier with the help of a numerical example. 

 

1. Introduction to Multiplier 

The investment multiplier is a concept developed by J.M. Keynes to show how a change in 

investment leads to a multiple change in national income. 

When the government or private sector increases investment in an economy, it increases employment 

and income, which in turn increases consumption, leading to further increases in income. This chain 

reaction is captured by the multiplier effect. 

 

2. Definition of Multiplier 

"The ratio of the change in national income (ΔY) to the change in investment (ΔI) is called the 

multiplier." 

Multiplier (K)=ΔI/ΔY 

Where: 

 ΔY = Change in income 

 ΔI = Change in investment 

 

3. Formula of Multiplier 

The size of the multiplier depends on the Marginal Propensity to Consume (MPC), which is the 

portion of additional income spent on consumption. 



 

 

K=1/1−MPC 

4. Working of the Multiplier – Explanation 

When investment increases, it generates initial income for workers and producers. They, in turn, 

spend a part of this income (determined by MPC), creating income for others. This cycle continues 

multiple times, gradually reducing until all the income is spent or saved. 

6. Diagram: Working of the Multiplier 
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 AD1: Initial Aggregate Demand 

 AD2: Increased Aggregate Demand after investment 

 Y1 to Y2: Shows the increase in income due to multiplier 

 

6. Numerical Example 

Let’s assume: 

 Initial investment (ΔI) = ₹100 crore 

 MPC = 0.8 

Now, calculate the multiplier: 



 

 

 

7. Assumptions of Multiplier 

 MPC remains constant. 

 No time lag in income and consumption. 

 Resources are underutilized (unemployment exists). 

 Closed economy with no foreign trade. 

 

8. Importance of the Multiplier 

 Explains how small investments can create large income changes. 

 Useful in framing fiscal policy during recession. 

 Justifies public investment in infrastructure to boost employment. 

 

9. Limitations 

 Works best in situations of unemployment. 

 Leakages like savings, taxes, and imports can reduce its effect. 

 Time lag in real economies may weaken the multiplier process. 

 

Q4: Describe Keynes’ Theory of Demand for Money. Explain the Three Motives Behind Holding 

Money. 

 

1. Introduction 

The Keynesian theory of demand for money is an important concept in macroeconomics. It was 

introduced by John Maynard Keynes in his book “The General Theory of Employment, Interest and 

Money” (1936). 

According to Keynes, people demand money not only as a medium of exchange but also for other 

purposes. He identified three main motives for holding money: 

 Transactions motive 



 

 

 Precautionary motive 

 Speculative motive 

These motives show that money is demanded both for day-to-day needs and for financial decisions 

related to interest rate expectations. 

 

2. Definition of Demand for Money 

“Demand for money” refers to the amount of money that people wish to hold in liquid form 

(cash or deposits) instead of investing it in assets or goods. 

 

3. The Three Motives of Holding Money 

 

A. Transactions Motive 

 People hold money to carry out daily transactions, such as buying food, paying bills, or 

commuting. 

 It is closely related to income level — as income rises, the need for transaction money 

increases. 

 Example: A salaried person withdraws cash every month to meet regular expenses. 

 

C. Speculative Motive 

 Unique to Keynes, this motive arises from the desire to earn from interest rate changes. 

 People hold money instead of investing it when they expect interest rates to rise (i.e., bond 

prices to fall). 

 When interest rates are low, people prefer to hold more money expecting future rise. 

 Thus, speculative demand is inversely related to interest rate (r). 
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 The downward-sloping curve shows speculative demand for money, which falls as interest 

rate rises. 

 Transaction and precautionary demand are considered constant with respect to interest 

rate in basic Keynesian theory. 

 

6. Keynes vs Classical View 

 Classical economists saw demand for money mainly for transactions (based on Quantity 

Theory). 

 Keynes added the speculative motive, introducing the link between money demand and 

interest rates. 

 This gave rise to liquidity preference theory. 

 

7. Importance of Keynes’ Theory 

 Explains why people may prefer liquidity even at the cost of interest income. 

 Helps understand liquidity trap situations where monetary policy becomes ineffective. 

 Influenced modern central bank policies on interest rate targeting. 



 

 

Q5: How does the Keynesian Theory Differ from the Classical Theory in Terms of Income and 

Employment Determination? 

 

1. Introduction 

The determination of income and employment has been a central concern of macroeconomics. The 

Classical economists like Adam Smith, Ricardo, and J.B. Say believed in a self-regulating economy 

where full employment is automatic. 

In contrast, John Maynard Keynes, during the Great Depression of the 1930s, developed an 

alternative theory showing that unemployment can persist, and government intervention is 

essential to ensure full employment. 

 

2. Classical Theory of Income and Employment 

 Based on Say’s Law: “Supply creates its own demand.” 

 Assumes perfect competition, flexible wages and prices, and full employment. 

 Believes that any unemployment is temporary. 

 Income is determined by supply-side factors, i.e., production capacity and labour market. 

Classical Full Employment Model (Diagram) 
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 S = Supply of labour, D = Demand for labour 

 At equilibrium wage rate, full employment is achieved automatically. 

 

3. Keynesian Theory of Income and Employment 

 Rejects Say’s Law. 

 Believes that demand creates supply. 

 Focuses on Aggregate Demand (AD) as the main determinant of income and employment. 



 

 

 Wages and prices are sticky, not perfectly flexible. 

 Introduced the concept of underemployment equilibrium. 

Keynesian Aggregate Demand Model (Diagram) 

 

 AD curve intersects 45° line at Ye (equilibrium income) 

 Yf represents full employment level 

 If Ye < Yf, the economy is at underemployment 

 

 

4. Major Differences Between Classical and Keynesian Theory 

Aspect Classical Theory Keynesian Theory 

Assumptions 
Full employment, flexible 

wages/prices 

Unemployment exists, sticky 

wages/prices 

Role of Demand 
Neglected; supply creates its own 

demand 
Central role; demand creates output 

Say’s Law Accepted Rejected 

Government 

Intervention 
Not needed; market self-adjusts Required for boosting demand 

Wage Flexibility 
Assumed flexible to clear labour 

market 

Wages are sticky; may not clear 

market 

Focus Long-run Short-run 

Policy 

Recommendation 
Laissez-faire Fiscal and monetary intervention 



 

 

Equilibrium Always at full employment Possible at underemployment 

 

5. Implications of Keynesian View 

 The economy can settle in a low-income, high-unemployment equilibrium. 

 Aggregate demand management through government spending, taxation, and interest 

rates is essential. 

 Led to the development of modern macroeconomic policies like stimulus packages. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



 

 

UNIT – V 

ONE MARK: 

  Q: What is money? 

A: Money is anything that is generally accepted as a medium of exchange. 

  Q: Name any two types of money. 

A: Fiat money and commodity money. 

  Q: What is fiat money? 

A: Money issued by the government without intrinsic value is called fiat money. 

  Q: Define commodity money. 

A: Commodity money has intrinsic value, like gold or silver. 

  Q: State one primary function of money. 

A: Medium of exchange. 

  Q: Mention one secondary function of money. 

A: Store of value. 

  Q: What is money supply? 

A: The total stock of money circulating in an economy at a point in time. 

  Q: Name the most liquid form of money. 

A: Currency and demand deposits. 

  Q: What does M1 in money supply include? 

A: Currency with public + demand deposits + other deposits with RBI. 

  Q: What is meant by demand for money? 

A: The desire to hold money for transactions, precautionary, and speculative motives. 

  Q: Who determines the money supply in India? 

A: The Reserve Bank of India (RBI). 

  Q: What is a commercial bank? 

A: A financial institution that accepts deposits and gives loans. 

  Q: State one function of a commercial bank. 

A: Accepting deposits. 

  Q: What is credit creation by commercial banks? 

A: The process of lending more than the cash reserves they hold. 

  Q: Name the central bank of India. 

A: Reserve Bank of India (RBI). 

  Q: What is the main objective of a central bank? 

A: To regulate the money supply and maintain financial stability. 

  Q: What is a bank rate? 

A: The rate at which the central bank lends money to commercial banks. 

  Q: Name any two quantitative credit control tools. 

A: Bank rate and CRR (Cash Reserve Ratio). 



 

 

  Q: What is CRR? 

A: The percentage of total deposits commercial banks must keep with the central bank. 

  Q: Name one qualitative tool of credit control. 

A: Margin requirement. 

 

TWO MARK: 

1. Q1. What is money? Explain its two major functions. 

Ans: Money is anything generally accepted as a medium of exchange. Its two major functions 

are: (1) Medium of exchange – it facilitates transactions, and (2) Store of value – it allows 

wealth to be saved and used in the future. 

 

2. Q2. Mention any two types of money. 

Ans: The two main types of money are (1) Commodity Money, which has intrinsic value 

like gold or silver, and (2) Fiat Money, which is legal tender issued by the government 

without intrinsic value. 

 

3. Q3. What is fiduciary money? 

Ans: Fiduciary money is accepted as a medium of exchange because of the trust in the issuer. 

It includes cheques and promissory notes, not backed by physical commodities. 

 

4. Q4. Define legal tender money with an example. 

Ans: Legal tender money is money that must be accepted in payment of debts by law. For 

example, Indian currency notes and coins issued by RBI are legal tender. 

 

5. Q5. What is near money? 

Ans: Near money refers to highly liquid financial assets that can easily be converted into 

cash, such as savings accounts, treasury bills, and bonds. 

 

6. Q6. Define the term 'money supply'. 

Ans: Money supply is the total stock of money circulating in an economy at a particular time, 

including currency with the public and demand deposits in banks. 

 

7. Q7. What does M1 in money supply include? 

Ans: M1 includes (i) Currency with the public, (ii) Demand deposits with banks, and (iii) 

Other deposits with the RBI. It is the most liquid form of money. 

 

8. Q8. State two factors that affect the money supply in an economy. 

Ans: Money supply is affected by (1) the central bank's monetary policy and (2) commercial 

banks' ability to create credit. 

 



 

 

9. Q9. What is the demand for money? 

Ans: The demand for money refers to the desire to hold money in cash rather than investing, 

mainly for transaction, precautionary, and speculative motives. 

 

10. Q10. What are the three motives for holding money according to Keynes? 

Ans: Keynes suggested: (i) Transaction motive, (ii) Precautionary motive, and (iii) 

Speculative motive as the three reasons why people hold money. 

 

11. Q11. Define Commercial Banks. 

Ans: Commercial banks are financial institutions that accept deposits from the public and 

provide loans for earning profit through interest. 

 

12. Q12. Mention any two functions of commercial banks. 

Ans: Two major functions of commercial banks are: (i) Accepting deposits and (ii) Providing 

loans and advances to individuals and businesses. 

 

13. Q13. What is credit creation? 

Ans: Credit creation is the process by which commercial banks lend more than the actual cash 

reserves, thus multiplying the total money supply. 

 

14. Q14. What is the process of credit creation by banks? 

Ans: Banks accept deposits, keep a fraction as reserves, and lend out the rest. This process 

repeats and increases the total money in circulation. 

 

15. Q15. What is a central bank? 

Ans: A central bank is the apex financial institution in a country that controls and regulates 

the banking system and manages monetary policy. In India, it is the RBI. 

 

16. Q16. State two main functions of the central bank. 

Ans: Two major functions of the central bank are: (i) Controlling credit and money supply, 

and (ii) Acting as banker to the government and other banks. 

 

17. Q17. What is monetary policy? 

Ans: Monetary policy refers to the strategy used by the central bank to control the supply of 

money and interest rates to ensure economic stability and growth. 

 

18. Q18. Name two quantitative instruments of credit control. 

Ans: The two quantitative tools are (i) Bank Rate Policy and (ii) Cash Reserve Ratio (CRR). 

 



 

 

19. Q19. What is the bank rate? 

Ans: Bank rate is the rate at which the central bank lends money to commercial banks 

without any collateral. A change in the bank rate affects credit availability. 

 

20. Q20. Define Cash Reserve Ratio (CRR). 

Ans: CRR is the percentage of a commercial bank’s total deposits that it must keep as 

reserves with the central bank in the form of cash. 

 

21. Q21. What is Statutory Liquidity Ratio (SLR)? 

Ans: SLR is the minimum percentage of deposits that a commercial bank must maintain in 

the form of liquid assets like gold, cash, or approved securities. 

 

22. Q22. Mention two qualitative credit control tools. 

Ans: Two qualitative tools are: (i) Margin requirement, and (ii) Moral suasion. 

 

23. Q23. What is Open Market Operation (OMO)? 

Ans: OMO refers to the buying and selling of government securities by the central bank to 

regulate the money supply in the economy. 

 

24. Q24. How does credit control help the economy? 

Ans: Credit control helps in stabilizing prices, controlling inflation, and encouraging 

investment and savings by regulating the availability of credit. 

 

25. Q25. State the role of RBI in controlling inflation. 

Ans: The RBI controls inflation by using monetary policy tools like increasing the CRR, bank 

rate, and conducting open market operations to reduce money supply. 

 

BOARD ANSWER: 

Q1. Define Money. Discuss its Types and Essential Functions in a Modern Economy. 

Introduction 

Money is one of the most fundamental inventions of human civilization. It serves as a medium that 

facilitates exchange, overcomes the limitations of the barter system, and helps in the smooth 

functioning of economic activities. Without money, the process of buying and selling goods and 

services would become highly inefficient and complex. 

 

Definition of Money 

Money can be defined as anything that is generally accepted as a medium of exchange and which 

also serves as a unit of account, a store of value, and a standard of deferred payment. According 



 

 

to Prof. Walker, "Money is what money does." That means anything that performs the functions of 

money can be called money. 

 

Types of Money 

Money exists in different forms in the modern economy. These include: 

1. Commodity Money: 

This is the earliest form of money, which had intrinsic value. Examples include gold, silver, 

copper, or even cattle and salt in ancient times. It was valuable even if not used as money. 

2. Fiat Money: 

This is money that has no intrinsic value but is issued by the government and accepted by the 

public by law. It includes paper currency and coins. 

3. Fiduciary Money: 

This type of money is accepted based on trust. For example, cheques and bank drafts are not 

legal tender but are accepted because of trust in the banking system. 

4. Near Money: 

These are financial instruments that are not directly used as a medium of exchange but can be 

easily converted into money. Examples include fixed deposits, treasury bills, and bonds. 

5. Bank Money / Credit Money: 

This is money created by commercial banks through the process of credit creation. It includes 

demand deposits and electronic money (digital payments). 

 

Essential Functions of Money 

Money performs a wide range of functions in a modern economy. These are broadly classified into: 

A. Primary Functions 

1. Medium of Exchange: 

This is the most important function of money. It removes the need for double coincidence of 

wants, which was a major drawback of the barter system. Money facilitates transactions and 

trade, making the economy more efficient. 

2. Measure of Value / Unit of Account: 

Money acts as a standard measure to value goods and services. It allows comparison of prices 

and helps in accounting, budgeting, and economic planning. 

 

B. Secondary Functions 

1. Store of Value: 

Money enables individuals and businesses to save and store wealth for future use. Unlike 

perishable goods, money does not lose its value quickly (except during inflation) and can be 

used to purchase goods and services at a later date. 

2. Standard of Deferred Payment: 

Money allows borrowing and lending, as it is accepted as a standard form of payment in the 

future. This function plays a vital role in the credit system of the economy. 



 

 

 

C. Contingent Functions 

1. Basis of Credit: 

Money is the foundation of the credit system. Banks and financial institutions offer loans and 

credit based on monetary deposits and reserves. 

2. Liquidity: 

Money is the most liquid asset because it can be used immediately to purchase goods or settle 

debts. 

3. Distribution of National Income: 

Through wages, rent, interest, and profit—money facilitates the distribution of income among 

factors of production. 

4. Maximization of Utility: 

Consumers can make optimal choices using money, which allows them to allocate their 

income to maximize satisfaction. 

 

Importance of Money in a Modern Economy 

 Promotes Trade and Commerce: 

Money simplifies transactions and promotes both domestic and international trade. 

 Economic Growth: 

Investment, production, and consumption are largely dependent on money. Capital formation 

and infrastructure development are encouraged by the use of money. 

 Development of Financial Institutions: 

Banks, insurance companies, stock markets, etc., operate efficiently because of the monetary 

system. 

 Monetary Policy Implementation: 

Governments and central banks regulate inflation, interest rates, and economic stability 

through control over money supply and demand. 

Q2. Explain the Process of Credit Creation by Commercial Banks with the Help of a Suitable 

Example. 

(800 words | Paragraph-wise | Board Exam Standard) 

 

Introduction 

Commercial banks play a crucial role in the modern economy by not only accepting deposits but also 

creating credit, which significantly expands the money supply. This ability to create credit is what 

makes banks different from mere financial intermediaries. Credit creation is one of the most powerful 

functions of modern banking and contributes to investment, production, employment, and overall 

economic growth. 

 

What is Credit Creation? 



 

 

Credit creation refers to the process through which commercial banks create additional money in 

the form of demand deposits (also known as credit or bank money) while lending to borrowers. It is 

based on the fact that banks keep only a fraction of total deposits as reserves and lend out the 

remaining amount. This process leads to a multiplier effect where the total money created is a 

multiple of the original deposit. 

 

Assumptions for Credit Creation Process 

To understand credit creation, we assume the following: 

 There is a central bank that supplies currency notes. 

 Commercial banks are required to keep a certain percentage of their deposits as Cash 

Reserve Ratio (CRR). 

 The remaining portion of the deposit is loaned out. 

 People deposit the money received from loans back into the banking system. 

 There are no currency leakages (i.e., all money stays within the banking system). 

 

Cash Reserve Ratio (CRR) 

The CRR is the percentage of total deposits that a commercial bank must keep as cash reserves with 

itself or the central bank. If the CRR is 20%, the bank must keep ₹20 out of every ₹100 and can lend 

out ₹80. The CRR plays a significant role in regulating the extent of credit creation by banks. 

 

Credit Creation Process – Step-by-Step Example 

Let’s understand the process with a practical numerical example: 

 Initial Deposit: Suppose a customer deposits ₹10,000 in a commercial bank. 

 CRR = 20%, so the bank keeps ₹2,000 as reserve and lends ₹8,000 to a borrower. 

 The borrower spends ₹8,000, which is again deposited by someone into another bank (or the 

same bank). 

 This new deposit of ₹8,000 again leads to a 20% reserve = ₹1,600, and the bank lends ₹6,400. 

 This process continues, and at each step, a portion is reserved, and the rest is loaned out and 

redeposited. 



 

 

 

Factors Affecting Credit Creation 

1. Cash Reserve Ratio (CRR): 

A higher CRR reduces the ability of banks to lend, thereby decreasing credit creation. 

2. Public's Preference for Cash vs Deposits: 

If people prefer holding cash instead of depositing money, the credit creation process 

weakens. 

3. Availability of Borrowers: 

Willingness of people and businesses to take loans affects how much credit is created. 

4. Monetary Policy of the Central Bank: 

Policies like repo rate, CRR, and statutory liquidity ratio (SLR) influence the lending capacity 

of banks. 

 

Significance of Credit Creation 

 Promotes Investment: Helps in financing business and industrial activities. 

 Increases Money Supply: Boosts liquidity and purchasing power in the economy. 

 Supports Economic Growth: Encourages production, employment, and income generation. 

 Monetary Stability: When regulated properly, credit creation maintains balance in money 

flow. 

 

Limitations of Credit Creation 

 Depends on Public Behavior: People withdrawing cash or not redepositing loans can break 

the cycle. 

 Risk of Over-Creation: Excessive credit creation may lead to inflation or speculative 

bubbles. 

 Regulatory Constraints: Central banks may limit credit creation through tight monetary 

policies. 



 

 

 Liquidity Crisis: If too many depositors demand cash at once, banks may face a shortage of 

reserves. 

Q3. What is Money Supply? Describe the Different Measures of Money Supply Used in India 

(M1, M2, M3, and M4). 

 

Introduction 

Money is the lifeblood of a modern economy. It plays a central role in facilitating transactions, acting 

as a store of value, and serving as a unit of account. However, understanding the concept of money 

supply is essential to grasp how the economy functions and how monetary policy is implemented by 

the central bank. In India, the Reserve Bank of India (RBI) has classified money supply into 

different categories – M1, M2, M3, and M4 – to effectively monitor and regulate it. 

 

Meaning of Money Supply 

Money supply refers to the total amount of money circulating in an economy at a given point of 

time. It includes various forms of money held by the public, such as currency notes, coins, demand 

deposits in banks, and other liquid instruments. 

In simpler terms, money supply is the stock of money available to the public for spending and 

investment purposes. It is one of the key indicators used by central banks and economists to assess the 

economic health of a country. 

 

Who Controls the Money Supply? 

The Reserve Bank of India (RBI) is the central authority responsible for controlling and managing 

the money supply in the country. Through various tools of monetary policy such as the repo rate, 

CRR (Cash Reserve Ratio), and open market operations, the RBI influences the amount of money in 

circulation to maintain price stability and support economic growth. 

 

Concepts of Money Supply in India 

In India, the RBI has introduced four official measures of money supply – M1, M2, M3, and M4 – 

also known as the Monetary Aggregates. These measures are designed to reflect different levels of 

liquidity, i.e., the ease with which money can be used for transactions. 

 

1. M1 (Narrow Money) 

M1 is considered the most liquid form of money as it includes money that is readily available for 

transactions. It consists of: 

 Currency with the public: All paper notes and coins held by the public (not including cash 

with banks). 

 Demand deposits with the banking system: These are deposits in current and savings 

accounts that can be withdrawn anytime. 



 

 

 Other deposits with the RBI: Includes deposits of public financial institutions and foreign 

central banks with the RBI. 

Formula: 

M1 = Currency with Public + Demand Deposits + Other Deposits with RBI 

Example: If people have ₹1,000 crore in cash, ₹500 crore in current and savings deposits, and ₹100 

crore in other deposits with RBI, 

M1 = ₹1,000 + ₹500 + ₹100 = ₹1,600 crore 

 

2. M2 (M1 + Post Office Savings Deposits) 

M2 is a slightly broader measure than M1. It includes: 

 All components of M1 

 Savings deposits with the post office savings banks 

M2 is less liquid than M1 because post office deposits are not as easily accessible as bank deposits. 

Formula: 

M2 = M1 + Savings Deposits with Post Office 

Use: M2 is used more for statistical and analytical purposes than for regular policy-making. 

 

3. M3 (Broad Money) 

M3 is the most commonly used measure of money supply in India. It includes: 

 All components of M1 

 Time deposits with the banking system (i.e., fixed deposits and recurring deposits) 

M3 is less liquid than M1 but represents the total money supply available in the banking system. 

Formula: 

M3 = M1 + Time Deposits with Banks 

Importance: M3 is also referred to as aggregate monetary resources of the economy. It reflects the 

total savings and lending potential of banks. 

Example: If M1 is ₹1,600 crore and time deposits are ₹3,000 crore, 

M3 = ₹1,600 + ₹3,000 = ₹4,600 crore 

 

4. M4 (M3 + Total Post Office Deposits) 

M4 is the broadest measure of money supply. It includes: 

 All components of M3 

 Total deposits with the post office savings banks (excluding National Savings Certificates 

and other instruments) 

Formula: 

M4 = M3 + Total Post Office Deposits 



 

 

Liquidity: M4 is the least liquid among all measures and is rarely used in daily monetary policy 

analysis. 

 

Summary Table: RBI's Measures of Money Supply 

Measure Components 

M1 Currency with public + Demand deposits + Other deposits with RBI 

M2 M1 + Post office savings deposits 

M3 M1 + Time deposits with banks 

M4 M3 + Total post office deposits 

 

Significance of Measuring Money Supply 

1. Monetary Policy Implementation: 

Helps RBI decide interest rates, money market operations, and inflation control strategies. 

2. Price Stability: 

A high money supply can lead to inflation; too little can cause recession. Monitoring money 

supply helps maintain balance. 

3. Planning and Forecasting: 

Economists and government agencies use money supply data for forecasting economic trends 

and formulating development policies. 

4. Economic Stability: 

Regulated money supply ensures stable growth and confidence in the financial system. 

Q4. Discuss the Role and Functions of the Central Bank (RBI) in the Indian Economy. 

 

Introduction 

The Reserve Bank of India (RBI) is the central bank of India, established on 1st April 1935 under 

the Reserve Bank of India Act, 1934. Initially a private institution, it was nationalized in 1949 and 

has since played a vital role in shaping the Indian economy. As the central monetary authority, the 

RBI performs multiple critical functions to ensure financial stability, economic growth, and effective 

monetary governance. 

 

Meaning of a Central Bank 

A central bank is the apex financial institution of a country that controls and regulates the banking 

system and money supply. It functions as a banker to the government, regulates commercial banks, 

manages foreign exchange, and implements monetary policy to maintain price stability, economic 

growth, and full employment. 

In India, the RBI is not a profit-making institution. Its goal is to serve the public interest and 

economic development. 



 

 

 

Role of the Reserve Bank of India in the Indian Economy 

The RBI plays a multi-dimensional role in the Indian economy. Its primary objectives are: 

1. Controlling Inflation 

2. Ensuring Financial Stability 

3. Promoting Economic Growth 

4. Maintaining Exchange Rate Stability 

5. Developing the Financial System 

 

Functions of the Reserve Bank of India 

Let’s now discuss the major functions of the RBI in a structured manner: 

 

1. Issue of Currency Notes 

The RBI has the sole authority to issue currency notes in India (except ₹1 notes and coins, issued by 

the Ministry of Finance). It issues notes under the minimum reserve system, where it maintains a 

minimum reserve of ₹200 crore (₹115 crore in gold and the rest in foreign securities). 

This function ensures uniformity, public confidence, and control over counterfeit currency. 

 

2. Banker to the Government 

The RBI acts as a banker, agent, and financial advisor to both the central and state governments. It 

performs the following tasks: 

 Maintains government accounts 

 Manages public debt 

 Collects taxes and makes payments on behalf of the government 

 Advises the government on financial matters 

It also manages borrowings through bond issues and ensures the government's smooth financial 

operations. 

 

3. Banker’s Bank 

The RBI is the bank of all banks. Commercial banks are required to maintain a portion of their 

reserves with the RBI in the form of CRR (Cash Reserve Ratio). RBI provides loans and advances 

to banks, especially in times of liquidity crisis, and acts as a lender of last resort. 

This helps maintain the stability and liquidity of the banking system. 

 



 

 

4. Custodian of Foreign Exchange Reserves 

RBI manages India’s foreign exchange reserves and ensures the stability of the Indian rupee under 

the Foreign Exchange Management Act (FEMA), 1999. It regulates foreign exchange transactions 

and manages the exchange rate policy to promote exports and manage imports efficiently. 

This function ensures India’s external sector stability. 

 

5. Controller of Credit 

One of the RBI’s most important roles is to control the supply of money and credit in the economy. 

It uses both quantitative and qualitative tools of monetary policy to manage inflation, economic 

growth, and unemployment. 

Quantitative Tools: 

 Repo Rate (rate at which RBI lends to banks) 

 Reverse Repo Rate 

 Cash Reserve Ratio (CRR) 

 Statutory Liquidity Ratio (SLR) 

 Open Market Operations (OMO) 

Qualitative Tools: 

 Margin requirements 

 Credit rationing 

 Moral suasion 

These tools help control inflation, encourage investment, and promote stable economic growth. 

 

6. Supervision and Regulation of Banks 

The RBI acts as a regulator of the banking system. It ensures that banks follow prudential norms, 

maintain adequate capital, and adhere to proper lending practices. It regulates: 

 Licensing of banks 

 Branch expansion 

 Mergers and acquisitions 

 Risk management norms 

It also oversees NBFCs (Non-Banking Financial Companies) and co-operative banks, ensuring 

public trust and financial discipline. 

 

7. Developmental Role 

Apart from traditional central banking roles, the RBI also plays a developmental role in promoting 

inclusive financial growth. It supports: 



 

 

 Financial inclusion (opening zero-balance accounts) 

 Agricultural and rural credit 

 Priority sector lending 

 Setting up institutions like NABARD, SIDBI, etc. 

This role is particularly important in a developing country like India, where banking penetration 

needs to reach remote areas. 

 

8. Maintaining Financial Stability 

The RBI monitors the financial and capital markets and ensures systemic stability. It intervenes 

during financial crises (e.g., COVID-19 period) to ensure that the financial institutions do not 

collapse. It works in coordination with SEBI, IRDAI, and the government to ensure a resilient 

financial system. 

 

9. Promoting Digital Payments and Fintech Innovation 

In recent years, RBI has taken active steps to promote digital transactions, UPI-based systems, and 

a cashless economy. It has launched the Digital Rupee pilot and continues to innovate in 

cybersecurity and payment systems. 

 

Q5. What are the tools of monetary policy? Explain both quantitative and qualitative credit 

control measures. 

Introduction 

Monetary policy refers to the policy adopted by a country’s central bank (in India, the Reserve 

Bank of India – RBI) to regulate the supply of money, availability of credit, and interest rates in the 

economy. It is one of the most important instruments to maintain price stability, control inflation, 

and ensure economic growth. 

The RBI uses various tools under monetary policy to control credit in the economy. These tools are 

broadly classified into Quantitative (General) Credit Control Measures and Qualitative 

(Selective) Credit Control Measures. Let us understand each in detail. 

 

Objectives of Monetary Policy in India 

The key goals of monetary policy are: 

 Ensuring price stability 

 Controlling inflation 

 Promoting economic growth 

 Ensuring exchange rate stability 

 Encouraging employment generation 

 Managing liquidity in the economy 



 

 

To achieve these goals, the RBI uses several tools to control the flow of credit and money supply. 

 

Types of Monetary Policy Tools 

Monetary policy tools can be divided into two broad categories: 

 

A. Quantitative Credit Control Measures 

These are general tools that aim to control the total volume of credit in the economy. They affect all 

sectors equally. The main quantitative tools are: 

 

1. Bank Rate Policy 

The bank rate is the rate at which the RBI lends long-term funds to commercial banks. An increase 

in the bank rate makes borrowing more expensive for banks, which in turn raises lending rates for the 

public and reduces credit flow. Conversely, a decrease in the bank rate encourages borrowing and 

increases credit. 

Example: If inflation is high, RBI may raise the bank rate to reduce money supply and control prices. 

 

2. Repo Rate and Reverse Repo Rate 

 Repo Rate is the rate at which the RBI lends short-term money to banks against government 

securities. 

 Reverse Repo Rate is the rate at which RBI borrows money from commercial banks. 

Changes in repo rate directly affect loan interest rates in the economy. Lower repo rate encourages 

borrowing and investment, while higher repo rate discourages it. 

 

3. Cash Reserve Ratio (CRR) 

CRR is the percentage of a bank's total deposits that must be kept with the RBI in cash form. 

Increasing CRR reduces the funds available for lending, thereby controlling inflation. Decreasing 

CRR increases liquidity and promotes credit expansion. 

 

4. Statutory Liquidity Ratio (SLR) 

SLR is the percentage of net demand and time liabilities (NDTL) that banks must maintain in the 

form of liquid assets like cash, gold, or government securities. Higher SLR reduces the lending 

capacity of banks; lower SLR increases it. 

 

5. Open Market Operations (OMO) 

OMO refers to the buying and selling of government securities by the RBI in the open market. 

 When RBI sells securities, it absorbs liquidity from the market. 



 

 

 When RBI buys securities, it injects liquidity. 

This tool is especially useful in managing short-term liquidity fluctuations. 

 

B. Qualitative or Selective Credit Control Measures 

These tools are used to control the direction and specific use of credit. They do not affect all sectors 

equally but target specific sectors of the economy. 

 

1. Margin Requirements 

This refers to the difference between the loan amount and the market value of the security 

offered. By increasing margin requirements, RBI can discourage loans for speculative activities (like 

in stock markets). Lower margins encourage borrowing. 

Example: To discourage speculation in food grains, the RBI may increase the margin for such loans. 

 

2. Credit Rationing 

RBI can set credit limits for certain sectors or banks. This is done during periods of inflation or 

excessive demand to avoid over-lending to specific industries and control risk. 

 

3. Moral Suasion 

This is a persuasive method where RBI requests or advises banks to restrict lending to certain 

sectors or be cautious in their operations. Though not legally binding, banks usually follow such 

directions. 

 

4. Direct Action 

When banks do not comply with RBI’s guidelines, the central bank can take direct action like 

penalizing the banks, refusing rediscounting facilities, or cancelling licenses in extreme cases. This is 

a strict measure used rarely. 

 

Comparison: Quantitative vs. Qualitative Tools 

Basis Quantitative Tools Qualitative Tools 

Scope Affect entire economy Target specific sectors 

Focus Volume of credit Use and allocation of credit 

Examples CRR, SLR, Repo Rate Moral suasion, Margin requirement 

Nature General control Selective control 

Effectiveness More effective in controlling inflation More effective in correcting imbalances 
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