
UP Board Class 12 Economics Set 329(FG) Question Paper 2024 with
Solutions

Time Allowed :3 Hour 15 Minutes Maximum Marks :100 Total Questions :27

General Instructions

Read the following instructions very carefully and strictly follow them:

1. First 15 minutes are allotted for the candidates to read the question paper.

2. All questions are compulsory.

3. Questions no. 1 to 10 are Multiple Choice Type Questions, for which only correct
answers should be written in your answer-book. Questions no. 11 to 18 are Very
Short-Answer Type Questions, which are to be answered in about 50 words each.
Questions no. 19 to 24 are Short-Answer Type Questions, which are to be
answered in about 150 words each, and Questions no. 25 to 27 are Long-Answer
Type Questions, which are to be answered in about 300 words each.

4. Marks allotted for each question are given against them.

(Multiple Choice Type Questions)
Write the correct answer to the following questions in your answer-book:

1. Demand curve shows the relationship between:
(a) Cost and Price
(b) Price and Sales
(c) Cost and Revenue
(d) Demand and Price
Correct Answer: (d) Demand and Price
Solutions: The demand curve shows the relationship between the quantity demanded of a
good or service and its price. As price changes, the demand changes in the opposite direction,
representing the inverse relationship between demand and price.

� Quick Tip

The law of demand states that, all else being equal, as the price of a good increases,
the quantity demanded decreases.

2. The slope of Indifference curve is:
(a) Positive
(b) Negative
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(c) Parallel
(d) Vertical
Correct Answer: (b) Negative
Solutions: The slope of the indifference curve is negative, reflecting the trade-off between two
goods that a consumer is willing to make. As the quantity of one good increases, the quantity
of the other good must decrease in order to maintain the same level of utility.

� Quick Tip

The negative slope of the indifference curve illustrates the concept of diminishing
marginal rate of substitution (MRS).

3. Which of the following curves is shaped like a Rectangular Hyperbola?
(a) AFC curve
(b) TFC curve
(c) TVC curve
(d) AVC curve
Correct Answer: (a) AFC curve
Solutions: The AFC (Average Fixed Cost) curve is shaped like a rectangular hyperbola. It
shows the inverse relationship between fixed cost and output in the short run.

� Quick Tip

The AFC curve decreases continuously as output increases, since fixed cost is spread
over a larger number of units.

4. Returns to Scale is related with:
(a) Short period
(b) Long period
(c) Very short period
(d) None of the above
Correct Answer: (b) Long period
Solutions: Returns to scale refers to the changes in output when all inputs are increased
proportionally. It is a long-term concept where all factors of production are variable.

� Quick Tip

Returns to scale helps in understanding how firms can adjust their production pro-
cesses in the long run.

5. Which of the following determine the price under perfect competition?
(a) Representative firm
(b) General firm
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(c) Industry
(d) Government
Correct Answer: (c) Industry
Solutions: Under perfect competition, the price is determined by the industry supply and
demand curves, not by any individual firm.

� Quick Tip

In perfect competition, firms are price takers and cannot influence the market price.

6. Which of the following is not a function of the Reserve Bank of India?
(a) Functions of Commercial Bank
(b) Credit Control
(c) Government’s Bank
(d) Determination of Monetary Policy
Correct Answer: (a) Functions of Commercial Bank
Solutions: The Reserve Bank of India primarily functions as the central bank of the country,
managing monetary policy, currency issuance, and credit control, but it does not directly act
as a commercial bank.

� Quick Tip

Commercial banking services like deposits and loans are provided by scheduled com-
mercial banks, not the RBI.

7. The Balance of Payments is an annual accounting statement of a nation’s:
(a) Exports and Imports
(b) Balance due on Imports and Exports
(c) Holdings of Gold and Foreign Currencies
(d) International Trade and Financial Transactions
Correct Answer: (d) International Trade and Financial Transactions
Solutions: The Balance of Payments records all economic transactions between a country’s
residents and the rest of the world, including trade, investments, and financial transfers.

� Quick Tip

The Balance of Payments helps in understanding a country’s economic relations with
other countries.

8. The point of interaction of Aggregate Supply curve and Aggregate Demand
curve is known as the point of:
(a) Excess Demand
(b) Deficient Demand
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(c) Effective Demand
(d) Aggregate Demand
Correct Answer: (c) Effective Demand
Solutions: Effective demand is the level of demand in an economy at which aggregate supply
equals aggregate demand, leading to a stable equilibrium.

� Quick Tip

Effective demand is critical in determining the output and employment levels in the
economy.

9. Which one of the following concepts of money supply is called ’Broad Money’
in India?
(a) M1
(b) M2
(c) M3
(d) M4
Correct Answer: (c) M3
Solutions: M3 is considered ’Broad Money’ in India. It includes M2 (which is M1 plus
time deposits) and other long-term deposits that contribute to the total money supply in the
economy.

� Quick Tip

M3 is a comprehensive measure of the money supply, including currency, demand de-
posits, and time deposits.

10. If Marginal Propensity to Consume (MPC) is 0.5, then income multiplier is:
(a) 2.0
(b) 5.0
(c) 1.0
(d) 1.5
Correct Answer: (a) 2.0
Solutions: The income multiplier is calculated using the formula:

Income Multiplier =
1

1−MPC

Given that MPC = 0.5, the income multiplier is:

Income Multiplier =
1

1− 0.5
=

1

0.5
= 2

Thus, the correct answer is (a) 2.0.
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� Quick Tip

The income multiplier indicates how much economic output will increase for every in-
crease in spending. The larger the MPC, the higher the multiplier effect.

(Very Short Answer Type Questions)
11. What is Centralised Planned Economy?
Solutions: A Centralised Planned Economy, also known as a command economy, is an eco-
nomic system where the government has control over all aspects of economic activity. This
includes the production, allocation, and distribution of goods and services. The government
sets prices, determines resource use, and makes investment decisions, limiting the role of mar-
ket forces. Such economies aim for social welfare and economic equality by preventing wealth
concentration, but they may suffer from inefficiencies, lack of incentives for innovation, and
slower economic growth.

� Quick Tip

In a centralised planned economy, the government’s dominance ensures equal distribu-
tion but may limit innovation and efficiency due to lack of competition.

12. What do you understand by Total Utility?
Solutions: Total Utility refers to the total satisfaction or pleasure derived from consuming a
given quantity of goods or services. It is the sum of marginal utilities of each additional unit
consumed. As consumption increases, total utility increases, but at a diminishing rate due to
the law of diminishing marginal utility. The concept helps explain consumer behavior and how
choices are made to maximize satisfaction. It plays a central role in understanding demand in
microeconomics.

� Quick Tip

Total Utility increases with consumption, but it experiences diminishing returns as
more units are consumed.

13. Explain Production Function.
Solutions: The Production Function illustrates the relationship between the inputs (factors
of production) and the output produced. It shows how much output can be generated by using
a specific quantity of inputs, such as labor, capital, and raw materials. The function reflects
the efficiency of input usage and helps businesses determine optimal input combinations. It is
crucial in understanding how changing the quantity of inputs influences production levels. The
production function typically demonstrates diminishing marginal returns as more of an input
is added, assuming other factors are constant.
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� Quick Tip

A typical production function demonstrates diminishing marginal returns as more units
of an input are added while others remain constant.

14. State the assumptions of Perfect Competition.
Solutions: The assumptions of perfect competition are as follows:
- Large number of buyers and sellers: There are so many firms and consumers that no single
participant can influence the market price.
- Homogeneous products: All products are identical, and there is no differentiation between
the goods sold by different firms.
- Free entry and exit: Firms can freely enter or exit the market without barriers, ensuring
long-run equilibrium.
- Perfect information: All buyers and sellers have complete knowledge of market conditions,
prices, and product quality.
- Price takers: Individual firms cannot set their own prices; they must accept the market price
as given.

� Quick Tip

Perfect competition is a theoretical market structure where firms cannot influence the
price of goods, and all firms produce identical products.

15. What do you understand by Gross Domestic Product?
Solutions: Gross Domestic Product (GDP) is the total monetary value of all final goods and
services produced within a country’s borders during a specified period, typically one year. It
serves as a comprehensive indicator of a nation’s economic activity and overall economic health.
GDP is used to compare economic performance over time or between different countries. It can
also reflect changes in a country’s standard of living and economic welfare.

� Quick Tip

GDP can be measured using three approaches: production, income, and expenditure.

16. What is Consumption Function?
Solutions: The Consumption Function shows the relationship between aggregate income and
total consumption in an economy. It illustrates how consumption changes as income varies,
generally with consumption increasing as income rises. The function is a key concept in Keyne-
sian economics, where consumption depends on both autonomous consumption (independent
of income) and induced consumption (dependent on income). The Marginal Propensity to
Consume (MPC) determines the fraction of additional income spent on consumption.
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� Quick Tip

The Consumption Function is often expressed as: C = C0 + cY , where C0 is au-
tonomous consumption, c is the marginal propensity to consume, and Y is income.

17. What do you understand by Cash Reserve Ratio?
Solutions: Cash Reserve Ratio (CRR) is the percentage of a bank’s total deposits that it
must keep in reserve with the central bank. It is a regulatory requirement set by the central
bank to ensure liquidity and stability in the banking system. By adjusting CRR, the central
bank influences the lending capacity of commercial banks, thereby regulating money supply and
controlling inflation. A higher CRR restricts banks from lending more, reducing liquidity, while
a lower CRR allows more lending, increasing liquidity in the economy. CRR is an important
tool of monetary policy used to maintain financial discipline and stability.

� Quick Tip

An increase in CRR reduces the money supply, while a decrease in CRR increases the
money supply in the economy.

18. What do you understand by Fiscal Deficit?
Solutions: Fiscal Deficit is the difference between the government’s total expenditure and its
total revenue (excluding borrowings). It represents the total borrowing requirements of the
government to meet its expenditure. A high fiscal deficit indicates that government spending
exceeds its income, leading to increased borrowing. Persistent fiscal deficits can lead to rising
public debt and may cause inflationary pressures due to increased money supply. Govern-
ments often manage fiscal deficits through measures like reducing expenditures, increasing tax
revenues, or implementing fiscal reforms to ensure long-term economic stability.

� Quick Tip

A high fiscal deficit indicates that the government is borrowing extensively, which could
lead to inflationary pressure.

(Short Answer Type Questions)
19. What do you understand by Average Cost (AC) and Marginal Cost (MC)?
Explain the mutual relation between these curves.
Solutions: Average Cost (AC) refers to the total cost of production per unit of output. It is
calculated by dividing the total cost (TC) by the number of units produced (Q). Mathematically,
it is expressed as:

AC =
TC

Q
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where TC represents total cost and Q represents the quantity of output. Average Cost in-
cludes both fixed and variable costs, averaged over all units produced. The AC curve typically
decreases initially, reflecting increasing returns to scale, but after a certain point, it starts to
increase due to diminishing returns to variable inputs.
Marginal Cost (MC) refers to the additional cost incurred from producing one more unit of
output. It is the change in total cost resulting from a change in the level of output, and is
mathematically expressed as:

MC =
∆TC

∆Q

where ∆TC is the change in total cost and ∆Q is the change in the quantity of output. MC
reflects how cost changes as production increases or decreases. It typically follows the law
of diminishing marginal returns, meaning it initially decreases as production increases but
eventually starts to increase due to inefficiencies when production exceeds optimal levels.
Mutual Relation between AC and MC: The relationship between Average Cost (AC) and
Marginal Cost (MC) is a key aspect of production theory. The MC curve has a crucial role in
determining the behavior of the AC curve:

1. When MC is less than AC: When the marginal cost is lower than the average cost, each
additional unit of output reduces the average cost. This is because the additional unit of output
is produced at a lower cost than the average of previous units, thereby pulling the AC curve
downwards. The AC curve is therefore falling.
2. When MC is greater than AC: When the marginal cost exceeds the average cost, producing
an additional unit increases the average cost. In this case, the MC curve lies above the AC
curve, and the AC curve starts rising. This situation typically occurs when production exceeds
the optimal capacity, leading to inefficiencies.
3. When MC equals AC: The MC curve intersects the AC curve at its minimum point. This is
the point of optimal production, where average cost is at its lowest. At this point, the firm is
operating at maximum efficiency in terms of cost per unit of output.
The AC curve is typically U-shaped due to economies of scale (when increasing output leads to
lower average costs) followed by diseconomies of scale (when increasing output leads to higher
average costs). The MC curve, on the other hand, usually starts below the AC curve, rises
sharply as output increases, and intersects the AC curve at its lowest point.
Importance of AC and MC Curves: - Profit Maximization: Firms use these curves to decide
the level of output at which they should operate to minimize costs and maximize profits. The
point where MC equals AC represents the most efficient production level in the short run. -
Decision Making: Understanding the relationship between AC and MC helps firms decide how
much to produce. If MC is rising rapidly and exceeds AC, it signals the need to reduce output
to avoid inefficiencies.
Example: Consider a factory producing widgets. If the factory produces 100 widgets, the total
cost (TC) is $ 1,000, so the average cost (AC) per widget is $ 10. If the factory decides to
produce one more widget, and the additional cost (marginal cost, MC) for that widget is $
9, the AC of all the widgets decreases slightly because the additional cost is lower than the
average cost. However, if producing the 101st widget raises the marginal cost to $ 12, the AC of
each widget will increase, signaling that the factory may be approaching its optimal production
level.
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� Quick Tip

The AC curve is U-shaped because of economies of scale and diminishing returns, while
the MC curve typically intersects the AC curve at its minimum point, reflecting the
most efficient level of production.

20. What do you mean by Price Elasticity of Demand? Explain the factors affecting
it.
Solutions: Price Elasticity of Demand (PED) measures the responsiveness of the quantity
demanded of a good or service to a change in its price. In other words, it reflects how much
the quantity demanded changes when there is a change in the price of the good. The formula
to calculate PED is:

PED =
%∆Q

%∆P

Where: - %∆Q is the percentage change in quantity demanded, - %∆P is the percentage
change in price.
When PED is greater than 1, demand is said to be elastic, meaning that consumers respond
strongly to price changes. If PED is less than 1, demand is inelastic, meaning that consumers
do not significantly change their buying behavior in response to price fluctuations. When PED
is exactly 1, the demand is unitary elastic, indicating that the percentage change in quantity
demanded is equal to the percentage change in price.
Factors Affecting Price Elasticity of Demand:
1. Availability of Substitutes: - When there are close substitutes available for a product, the
demand for the product tends to be more elastic. If the price of a product rises, consumers can
easily switch to substitutes. For example, if the price of tea increases, consumers may switch
to coffee, making the demand for tea more elastic.
2. Necessity vs. Luxury: - Necessities tend to have inelastic demand, as consumers cannot easily
do without them. For example, basic healthcare or essential food items often have inelastic
demand because people need them regardless of price changes. In contrast, luxury goods (such
as high-end electronics or expensive cars) tend to have elastic demand because people can forgo
or delay purchasing them if prices rise.
3. Proportion of Income Spent on the Good: - Goods that account for a large portion of a
consumer’s income typically have more elastic demand. This is because any increase in price
will significantly impact the consumer’s budget, leading to a greater reduction in quantity
demanded. For instance, if the price of a car increases significantly, it will lead to a larger
decrease in demand compared to a minor increase in the price of a candy bar.
4. Time Period: - The price elasticity of demand can vary depending on the time frame
considered. In the short run, demand is often more inelastic because consumers may not
immediately find substitutes or adjust their consumption habits. However, in the long run,
demand tends to become more elastic as consumers have more time to adjust their behavior,
find alternatives, or switch to different products. For example, if the price of gasoline rises,
consumers may initially not change their consumption, but over time, they may buy more
fuel-efficient cars or use alternative transport.
5. Definition of the Market: - The broader the definition of a good, the more inelastic its
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demand tends to be. For instance, the demand for ”food” in general is likely to be more
inelastic than the demand for a specific food item like ”organic avocados.” Specific goods with
more narrow definitions typically have more elastic demand because consumers can easily switch
to alternatives within that category.
6. Brand Loyalty: - If consumers are highly loyal to a brand, the demand for that brand’s
products will be less elastic. Even if the price of a brand increases, loyal customers may
continue purchasing it. For instance, Apple products often exhibit inelastic demand due to
strong brand loyalty among its consumers.
Implications of PED: - Elastic Demand: If demand is elastic, businesses might lower prices to
increase sales and total revenue, as the percentage increase in quantity demanded will offset
the price decrease. - Inelastic Demand: If demand is inelastic, businesses can raise prices to
increase total revenue since the decrease in quantity demanded will be proportionally smaller
than the price increase.
Understanding the factors that affect price elasticity helps businesses and policymakers make
informed decisions about pricing, tax policies, and subsidies.

� Quick Tip

Price elasticity of demand is crucial for businesses to optimize pricing strategies and for
governments to evaluate the impact of taxes on goods and services.

21. Clarify the difference between Short Period and Long Period in production.
Solutions: In economic theory, the short period and long period refer to different time frames
in which firms operate and adjust their production processes. The key difference between the
two periods lies in the flexibility of adjusting the factors of production.
Short Period: The short period refers to a time frame during which at least one factor of
production is fixed, typically capital (such as machinery or land). Firms can adjust variable
factors like labor, raw materials, and energy, but they cannot change fixed factors. In the
short run, production is constrained by the fixed inputs, and firms are subject to the law of
diminishing returns. This law states that as more units of a variable input are added to a
fixed input, the additional output produced will eventually decrease. The short period is often
characterized by less efficiency due to the constraints imposed by fixed inputs.
For example, a factory might be able to hire more workers (variable input) but cannot im-
mediately buy more machines (fixed input). As more workers are added, the factory may see
increasing output, but beyond a certain point, each additional worker will contribute less to
overall production.
Long Period: The long period refers to a time frame in which all factors of production can be
adjusted. In the long run, there are no fixed inputs, meaning firms can vary both capital and
labor to achieve the most efficient level of production. Firms have the flexibility to change the
scale of operations, adopt new technologies, and make adjustments to both fixed and variable
inputs. This results in the ability to achieve economies of scale, where increasing the scale of
production leads to lower average costs due to more efficient use of resources.
In the long period, firms can adjust to changes in market conditions, innovate, and even enter
or exit the market. The long-run production function exhibits increasing returns to scale at
first, as firms expand and become more efficient, but eventually, diminishing returns to scale
may set in as resources become overextended.
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Key Differences: - Adjustment of Inputs: In the short period, only variable inputs can be
adjusted, while in the long period, all inputs, including capital, can be changed. - Efficiency:
In the short period, firms often experience diminishing returns due to fixed factors, while in
the long period, firms can achieve optimal efficiency through scaling and resource reallocation.
- Time Frame: The short period refers to a time frame where firms cannot fully adjust their
production capacity, while in the long period, firms have sufficient time to adjust all inputs.
The short and long periods represent different levels of flexibility in production processes, with
the long period offering more opportunities for firms to improve efficiency and reduce costs.

� Quick Tip

The long period is characterized by the ability to scale up production and adjust all
factors of production, while the short period is constrained by fixed inputs.

22. Explain the concept of National Income.
Solutions: National Income refers to the total monetary value of all goods and services pro-
duced within a country’s borders during a specific period, usually measured annually. It is
an essential indicator used to gauge the economic performance of a nation. National income
encompasses all forms of income earned by the residents of a country, including wages, profits,
rents, and interest.
There are several methods used to calculate National Income:
1. Income Method: This method calculates National Income by summing all the incomes
earned by individuals and firms in the economy, including wages, profits, rents, and interest.
The formula for this approach is:

National Income = Wages + Profits + Rents + Interest

2. Expenditure Method: This approach calculates National Income by adding the total expen-
diture on final goods and services in an economy. The formula for this method is:

National Income = C + I +G+ (X −M)

Where: - C is consumption expenditure, - I is investment expenditure, - G is government
expenditure, - X is exports, and - M is imports.
3. Output Method: This method calculates National Income by adding up the value of all
goods and services produced in the economy. It ensures that only final goods and services are
counted to avoid double-counting.
National Income can also be adjusted for inflation to derive Real National Income, which mea-
sures the purchasing power of the income by considering price changes over time. Nominal
National Income, on the other hand, is measured at current prices without adjusting for infla-
tion.
National Income is crucial for several reasons: - It provides an overall measure of the economic
activity in a country. - It helps in assessing the standard of living, as an increase in national
income typically reflects higher income levels for the population. - It serves as a basis for
making policy decisions and conducting economic analysis, such as forecasting, budgeting, and
investment planning.
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National Income can also be used to compare the economic performance of different countries
and track growth over time. Additionally, it is used to analyze the distribution of income across
various sectors of the economy and among different segments of the population.

� Quick Tip

National Income serves as a comprehensive indicator of economic health and is crucial
for formulating fiscal and monetary policies.

23. What do you understand by Primary Deficit?
Solutions: Primary Deficit refers to the fiscal deficit of the government excluding the interest
payments on past borrowings. It represents the government’s borrowing requirements to meet
its current fiscal obligations without considering the cost of servicing existing debt. Essentially,
it shows the fiscal imbalance that occurs due to the government’s expenditure and revenue,
excluding interest expenses.
The concept of primary deficit is crucial in evaluating the sustainability of government finances.
If the government’s primary deficit is high, it implies that the government is borrowing not only
to pay for past debt but also to finance its ongoing operations. A persistent primary deficit
can lead to an increase in government debt levels over time, which can raise concerns about
long-term fiscal sustainability.
A key reason for monitoring the primary deficit is that it helps assess the government’s fiscal
health independent of its existing debt. This indicator allows for a clearer understanding of
whether current government spending and taxation policies are contributing to the accumula-
tion of new debt or whether they are sustainable in the long run.
A low or zero primary deficit is often seen as an indicator of fiscal discipline, suggesting that
the government is financing its operations through taxes and other revenue sources, without
resorting to excessive borrowing. On the other hand, a high primary deficit may signal the need
for structural fiscal reforms, such as reducing unproductive expenditure or increasing revenue
collection.
The primary deficit is also an important indicator in evaluating the fiscal policies of a govern-
ment, especially in the context of reducing overall national debt. By controlling the primary
deficit, governments can ensure that their debt levels remain manageable and avoid excessive
borrowing costs in the future.
Fiscal Deficit and Primary Deficit are often used together in macroeconomic policy discussions
to give a comprehensive picture of the government’s fiscal stance. The difference between fiscal
deficit and primary deficit is simply the interest payments made by the government on its
existing debt.

� Quick Tip

A reduction in the primary deficit can help stabilize government debt in the long run,
as it indicates that the government is not relying on excessive borrowing to fund its
operations.
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24. Define Supply of Money.
Solutions: The Supply of Money refers to the total amount of money available in an economy
at a particular time. This includes physical currency (coins and paper money), demand de-
posits, and other liquid assets that can quickly be converted into cash, such as savings accounts
and money market funds. Central banks play a key role in controlling the supply of money
through various tools, including: 1. Open Market Operations (OMO): The buying and selling
of government securities by the central bank to regulate the money supply. By purchasing secu-
rities, the central bank injects money into the economy; by selling securities, it absorbs money
from circulation. 2. Interest Rates: The central bank influences interest rates, which directly
affect borrowing and lending in the economy. Lower interest rates typically increase the money
supply by encouraging borrowing and spending. 3. Reserve Requirements: The percentage of
deposits that commercial banks must hold as reserves. Lower reserve requirements increase the
money supply, as banks can lend more, while higher requirements restrict the amount of money
available for loans.
The money supply is categorized into different measures: - M0: The total of all physical
currency (coins and paper money) in circulation. - M1: Includes M0 plus demand deposits
(checking accounts) and other liquid assets. - M2: Includes M1 plus savings accounts and time
deposits. - M3: Includes M2 plus large time deposits and other forms of institutional money.
A well-managed money supply ensures stability in an economy. If the money supply grows too
quickly, it can lead to inflation, where the value of money decreases and prices rise. On the
other hand, if the money supply contracts too much, it can lead to deflation, which can result
in lower economic activity and higher unemployment.
Central banks adjust the money supply to achieve specific economic objectives, such as con-
trolling inflation, fostering economic growth, and ensuring a stable currency.

� Quick Tip

Central banks carefully monitor the money supply to maintain a balance between pro-
moting economic growth and preventing excessive inflation.

(Long Answer Type Questions)
25. What do you understand by Elasticity of Demand? Write the various methods
of measurement of Elasticity of Demand.
Solutions: Elasticity of Demand (also known as Price Elasticity of Demand, PED) measures
the responsiveness of quantity demanded to a change in the price of a good or service. It
indicates how much the quantity demanded will change when there is a change in the price
of the product. If the demand is highly responsive to price changes, it is said to be elastic,
whereas if it is less responsive, it is inelastic. The formula to calculate elasticity of demand is:

PED =
%∆Q

%∆P

Where: - %∆Q is the percentage change in quantity demanded, - %∆P is the percentage
change in price.
Elasticity can be classified into three categories based on the value of PED:
1. Elastic Demand: If PED > 1, demand is elastic. A small change in price leads to a large
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change in quantity demanded. Luxury goods and goods with close substitutes tend to have
elastic demand. 2. Inelastic Demand: If PED < 1, demand is inelastic. A change in price has
a relatively small effect on the quantity demanded. Necessities such as salt or water tend to
have inelastic demand. 3. Unitary Elasticity: If PED = 1, demand is unitary elastic, meaning
the percentage change in quantity demanded is equal to the percentage change in price.
Methods of Measuring Elasticity of Demand: There are several methods to measure the price
elasticity of demand:
1. Percentage Method: This method calculates the percentage change in quantity demanded
relative to the percentage change in price. The formula is:

PED =
%∆Q

%∆P

2. Total Expenditure (Revenue) Method: This method examines the relationship between
total revenue (TR) and price. If the price increases and total revenue decreases, the demand
is elastic. If the price increases and total revenue increases, the demand is inelastic. If total
revenue remains constant when price changes, the demand is unitary elastic.
3. Point Method: The point method is used when the change in price is very small. It calculates
elasticity at a specific point on the demand curve using the slope of the demand curve. The
formula is:

PED =
P

Q
× dQ

dP

Where P is the price, Q is the quantity, and dQ
dP is the slope of the demand curve.

4. Arc Method: The arc method is used when the price change is large. It calculates elasticity
using average values of price and quantity over the range of the price change. The formula is:

PED =
%∆Q

%∆P
=

∆Q/Qavg

∆P/Pavg

Where Qavg and Pavg are the average quantities and prices before and after the price change.
These methods help businesses, policymakers, and economists analyze consumer behavior and
set optimal pricing strategies.

� Quick Tip

Understanding elasticity helps firms determine whether they should raise or lower
prices to maximize total revenue based on demand responsiveness.

OR

What do you understand by Indifference Curve? Explain its characteristics.
Solutions: An Indifference Curve is a graph representing various combinations of two goods
that provide the same level of satisfaction or utility to the consumer. In other words, any point
on the indifference curve gives the consumer the same level of happiness or utility. Indiffer-
ence curves are used in consumer theory to analyze consumer preferences and choices between
different bundles of goods.
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Each curve represents a different level of satisfaction, so higher indifference curves (further from
the origin) represent higher levels of utility, and lower indifference curves represent lower levels
of utility.
Characteristics of Indifference Curves:
1. Downward Sloping: Indifference curves are typically downward sloping, reflecting the trade-
off between two goods. As a consumer increases the quantity of one good, they must decrease
the quantity of the other good to maintain the same level of satisfaction.
2. Convex to the Origin: Indifference curves are convex to the origin, meaning that the slope
of the curve becomes flatter as one moves from left to right. This reflects the principle of
diminishing marginal rate of substitution (MRS), which states that as a consumer substitutes
one good for another, they are willing to give up fewer units of the good being lost for each
additional unit of the good being gained.
3. Non-Intersecting: Indifference curves cannot intersect each other. If two curves were to inter-
sect, it would imply that the same bundle of goods provides two different levels of satisfaction,
which is logically inconsistent.
4. Higher Curves Represent Higher Utility: Curves further from the origin represent higher lev-
els of satisfaction. A consumer prefers a combination of goods that lies on a higher indifference
curve as it provides more utility.
5. Indifference Curves are Smooth: Indifference curves are typically smooth and continuous.
This implies that consumers can make smooth trade-offs between goods, and there are no
sudden jumps in utility.
6. Indifference Curves are Continuous: Consumers are assumed to have continuous preferences,
meaning they can compare and rank every possible combination of goods. This implies that
between any two points on an indifference curve, there are an infinite number of points that
provide the same level of satisfaction.
7. Marginal Rate of Substitution (MRS): The slope of the indifference curve at any point is
called the marginal rate of substitution (MRS), which represents the rate at which a consumer
is willing to exchange one good for another while keeping their level of satisfaction constant.
The MRS diminishes as more units of one good are substituted for the other, which reflects
diminishing marginal utility.
Example: For example, consider two goods: apples and bananas. If a consumer is indifferent
between having 5 apples and 3 bananas or 4 apples and 4 bananas, these combinations would lie
on the same indifference curve, meaning both provide the same level of utility to the consumer.
Importance of Indifference Curves: Indifference curves help explain consumer behavior and
choices under the assumption that consumers have well-defined preferences. By analyzing the
curves, economists can determine how changes in income, prices, and preferences influence
consumer choices and demand.

� Quick Tip

Indifference curves, combined with budget constraints, help determine the optimal
choice for consumers by identifying the highest utility achievable with available re-
sources.

26. Discuss the equilibrium of a firm under perfect competition in the long run.
Solutions: In the long run, a firm under perfect competition achieves economic equilibrium
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where the firm maximizes its profits (or minimizes losses) by adjusting all its inputs, including
fixed factors of production. The equilibrium is characterized by the following features:

1. Profit Maximization: In perfect competition, firms are price takers, meaning they accept
the market price determined by the forces of supply and demand. The firm produces at the
level where marginal cost (MC) equals marginal revenue (MR), and since price equals marginal
revenue in perfect competition, this condition becomes P = MC. Firms will increase output
as long as the marginal revenue from the sale of an additional unit exceeds the marginal cost
of producing it.
2. Zero Economic Profit (Normal Profit): In the long run, economic profit (profit beyond the
normal rate of return) tends to be zero. If firms in the industry are making an economic profit
in the short run, new firms will enter the market, increasing supply and driving the price down
until firms are no longer earning above-normal profits. On the other hand, if firms are making
losses, some will exit the market, reducing supply and increasing the price until firms are once
again earning zero economic profit. This condition is known as the long-run equilibrium in
perfect competition.
3. Productive and Allocative Efficiency: In the long run, firms achieve productive efficiency,
meaning they produce at the lowest possible cost, represented by the minimum point of the
average cost (AC) curve. At this point, firms are utilizing resources in the most efficient
manner, minimizing waste. Firms also achieve allocative efficiency, where the price consumers
are willing to pay equals the marginal cost of production, P = MC. This ensures that resources
are allocated to their highest valued uses, and there is no excess or shortage in the market.
4. No Incentive to Enter or Exit the Market: Once a firm reaches long-run equilibrium, there
is no incentive for new firms to enter or existing firms to exit the industry. The price remains
stable, and firms are earning only normal profits, which is the level required to cover the
opportunity cost of resources.
5. Constant Costs Industry: In a perfectly competitive market, the long-run equilibrium typi-
cally assumes constant costs, meaning that as the industry expands, the cost of production for
each firm remains the same. If the market were to experience increasing or decreasing costs,
the equilibrium would shift.
The long-run equilibrium for a firm under perfect competition is depicted where the MC curve
intersects the AC curve at its minimum point. This is the most efficient production level, where
the firm produces the output at the lowest cost, while also earning zero economic profit in the
long run.

� Quick Tip

In the long run, firms in a perfectly competitive market enter and exit freely, leading to
zero economic profit and efficiency in resource allocation.

OR

Explain the Product, Income, and Expenditure methods of computing National
Income.
Solutions: National income is the total value of all final goods and services produced by a
country’s residents within a given period, typically one year. There are three primary methods
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to compute National Income:

1. Product Method (Output Method): The product method calculates National Income by
summing the value of all goods and services produced in an economy during a given period.
This method considers only the final goods to avoid double counting, as intermediate goods are
already included in the value of final goods. The formula is:

National Income =
∑

(Value of Final Goods and Services)

This method is suitable for economies with a clear distinction between final and intermediate
goods. It provides an accurate measure of the total output produced within a country.
2. Income Method: The income method calculates National Income by summing all the incomes
earned by the factors of production (labor, capital, land, and entrepreneurship) within a country
during a given period. This includes: - Wages paid to workers, - Rent earned from land, -
Interest earned on capital, - Profits earned by entrepreneurs.
The formula for National Income using the income method is:

National Income = Wages + Rent + Interest + Profits

This method emphasizes the rewards to the factors of production and provides insight into how
income is distributed across an economy.
3. Expenditure Method: The expenditure method calculates National Income by summing the
total expenditure on final goods and services produced in an economy. The total expenditure
includes: - Consumption expenditure (C) by households, - Investment expenditure (I) by firms,
- Government spending (G) on goods and services, - Net exports (X - M), which is the difference
between exports and imports.
The formula for National Income using the expenditure method is:

National Income = C + I +G+ (X −M)

This method focuses on the total demand for goods and services in the economy, and is particu-
larly useful for understanding the economic behavior of consumers, firms, and the government.
Key Differences Between the Methods: - The Product Method focuses on output and production
activities. - The Income Method focuses on the income generated by the factors of production.
- The Expenditure Method looks at the total spending in the economy.
Each method provides a different perspective on the economy, but in theory, they should all
give the same value for National Income, as they are just different ways of measuring the same
economic activity.

� Quick Tip

National Income can be calculated using three methods: product, income, and expen-
diture. These methods offer different perspectives on the economy and should yield the
same result.

27. Explain the concept of a Central Bank. Describe the main functions of the
Reserve Bank of India.
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Solutions: A Central Bank is a financial institution that manages a country’s monetary policy,
regulates its banking system, and provides financial services to the government and commercial
banks. It is the primary authority responsible for controlling the money supply, interest rates,
and overall economic stability. Central banks have a unique role in stabilizing the economy and
ensuring financial system stability.
The Reserve Bank of India (RBI) is India’s central bank, and it serves as the apex body for
regulating monetary and credit policies. It plays a crucial role in managing the economy and
ensuring financial stability.
Main Functions of the Reserve Bank of India:
1. Monetary Policy Regulation: The RBI formulates and implements monetary policy to
regulate the supply of money and credit in the economy. It aims to control inflation, stabilize
the currency, and encourage economic growth. The central bank uses tools like repo rates,
reverse repo rates, and cash reserve ratio (CRR) to influence inflation and liquidity in the
economy.
2. Issuer of Currency: The RBI is responsible for issuing and managing the currency notes in
India (except for one rupee notes, which are issued by the Ministry of Finance). It ensures the
availability of adequate and secure currency in circulation.
3. Regulation of Commercial Banks: The RBI regulates and supervises the activities of com-
mercial banks and financial institutions to maintain a stable banking system. It sets guidelines
for liquidity, capital adequacy, and other banking operations to ensure the solvency of financial
institutions.
4. Control of Foreign Exchange: The RBI manages India’s foreign exchange reserves and
works towards maintaining the stability of the rupee against foreign currencies. It also regu-
lates foreign exchange markets and ensures the smooth functioning of cross-border trade and
investments.
5. Government’s Banker: The RBI acts as the banker to the central and state governments
in India. It manages government accounts, issues government securities, and facilitates the
government’s borrowing requirements. It also oversees the management of public debt.
6. Developmental Role: The RBI plays an active role in promoting financial inclusion, setting
up systems for efficient payment mechanisms, and encouraging the development of the finan-
cial market. It supports the government’s objectives of economic development, infrastructure
growth, and poverty alleviation.
7. Regulation of Payment and Settlement Systems: The RBI is responsible for ensuring secure
and efficient payment systems across the banking and financial sectors. It oversees the clearing
and settlement of electronic payments and enhances the efficiency of financial transactions.
8. Consumer Protection: The RBI also protects the interests of consumers by regulating
banks’ activities to prevent exploitation, ensuring transparency, and providing mechanisms for
resolving complaints and disputes.
The Reserve Bank of India, therefore, plays an essential role in the economic health of the coun-
try by regulating the banking system, ensuring price stability, and promoting overall economic
growth.

� Quick Tip

The RBI is crucial in controlling inflation and ensuring stable economic growth through
its monetary and regulatory functions.
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OR

What is meant by Fixed and Flexible exchange rates? Give arguments for and
against it.
Solutions: An exchange rate is the value of one country’s currency in terms of another currency.
The exchange rate system can be broadly classified into two categories: Fixed Exchange Rate
and Flexible Exchange Rate (also known as floating exchange rate).
Fixed Exchange Rate: A Fixed Exchange Rate is a system where the value of a country’s
currency is pegged or tied to another major currency (such as the US dollar or euro) or a basket
of currencies. The government or central bank intervenes in the foreign exchange market to
maintain the currency’s value within a narrow band.
Advantages of Fixed Exchange Rate:
1. Stability and Predictability: Fixed exchange rates provide stability in international trade
and investment, as businesses and investors can plan with greater certainty regarding future
currency values. 2. Reduced Inflation: By pegging the currency to a low-inflation currency, the
country can maintain lower inflation rates. 3. Boost to Trade: Fixed rates eliminate exchange
rate risk, making exports and imports more predictable, which can boost international trade. 4.
Foreign Investment Attraction: The stability of the exchange rate can attract foreign investors
who are less concerned about currency fluctuations.
Disadvantages of Fixed Exchange Rate:
1. Loss of Monetary Policy Independence: To maintain the fixed exchange rate, the central
bank may need to adjust interest rates and undertake interventions in the foreign exchange
market, which can limit the country’s ability to conduct independent monetary policy. 2.
Vulnerability to Speculation: Fixed exchange rates may lead to speculative attacks if investors
believe the peg is unsustainable, forcing the government to devalue or revalue the currency.
3. Difficulty in Maintaining the Peg: If there are significant economic imbalances (such as
large trade deficits), maintaining a fixed exchange rate can become challenging, requiring large
foreign currency reserves or borrowing.
Flexible (Floating) Exchange Rate: A Flexible Exchange Rate is determined by the market
forces of supply and demand, with little or no government intervention. In this system, the
currency value fluctuates freely based on market conditions, such as inflation rates, interest
rates, and the balance of payments.
Advantages of Flexible Exchange Rate:
1. Monetary Policy Independence: Countries with flexible exchange rates can use monetary
policy more freely to adjust interest rates and control inflation, without the need to maintain
a specific currency value. 2. Automatic Adjustment: The flexible exchange rate system auto-
matically adjusts to changes in economic conditions. For example, if a country’s trade deficit
increases, its currency will depreciate, making exports cheaper and imports more expensive,
thus improving the trade balance. 3. No Speculative Attacks: Since the currency is not fixed,
there is less risk of speculative attacks on the currency, making it more resilient in times of
crisis.
Disadvantages of Flexible Exchange Rate:
1. Exchange Rate Volatility: Flexible exchange rates can be highly volatile, leading to uncer-
tainty for businesses involved in international trade. Fluctuations in currency value can affect
the profitability of exports and imports. 2. Inflationary Pressures: A depreciation of the cur-
rency can lead to inflation, as the cost of imports rises, which can negatively affect domestic
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consumers. 3. Potential for Market Misalignment: Sometimes, currency values can fluctuate
wildly due to factors unrelated to the underlying economic fundamentals, such as speculation
or geopolitical instability.
Conclusion: - Fixed exchange rates provide stability but can restrict a country’s economic
flexibility, whereas flexible exchange rates offer more autonomy but may lead to volatility. - The
choice between these systems depends on a country’s economic conditions, trade relationships,
and monetary policy goals.

� Quick Tip

Countries with flexible exchange rates benefit from policy flexibility but may face
greater currency volatility. Fixed exchange rates provide stability but limit indepen-
dent economic management.
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