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INTRODUCTION

Economic theory or analysis furnishes the economists with a set of tools which they use
to analyse the nature of the observed economic phenomena in the real world. Economic
theory may, therefore, be appropriately defined as a ‘box of tools’ with which the
economists construct economic models in order to study the economic phenomena which
frequently occur in the real world. Although the analytical tools in the kit-bag of an
economist are inadequate to enable him to handle each and every individual economic
occurrence in so far as it reveals its own peculiarities, these nevertheless enable him to
analyse certain common features of individual economic occurrences. Like other
sciences, economic theory also provides us with the general propositions which are
employed in the analysis of economic phenomena within certain limits.

Economic theory is never permanent; it is necessarily provisional and is liable to
change with the advancement of knowledge and changing complexion of economic
phenomena over time. Economic issues which are deemed crucial at one time and place
may be wholly irrelevant or trivial at some other time and place. Similarly, issues which
are relevant for one economy may be entirely irrelevant elsewhere.

The book Macroeconomic Theory and Monetary Economics is divided into
ten units which deal with the various theories of micro economics and monetary
economics. The important theories covered include the theories of consumption,
investment, trade cycle and the theories of demand and supply of money. The book
concerns itself with explaining the nature, scope, development and branches of
macroeconomic theory.

The learning material in this book is presented in the self-learing format, wherein
each unit begins with an Introduction to the topic followed by an outline of the Unit
Objectives. The detailed content is then presented in a simple, structured and easy-to-
grasp style interspersed with ‘Check Your Progress’ questions to test the student’s
understanding. At the end of each unit, a Summary and a list of Key Terms have been
provided for recapitulation.

Introduction

NOTES

Self-Instructional
Material 1



UNIT 1 REVIEW OF CLASSICAL AND
KEYNESIAN ECONOMICS

Structure

1.0 Introduction
1.1 Unit Objectives
1.2 Classical Theory of Income, Employment, Wage Rate and Price Level
1.2.1 Aggregate Output and Employment
1.3 Macro-Equilibrium in Classical Model: Classical Dichotomy
1.4 Causes of Unemployment
1.5 Evaluation of Classical Model
1.6 Keynesian Determination of Income, Output and Employment
1.6.1 Consumption Function
1.7 Investment Multiplier and Balanced Budget Multiplier
1.7.1 Multiplier in an Open Economy
1.72 Balanced Budget Multiplier
1.8 Difference Between Keynesian and Classical Macro-Equilibrium
1.9 The Pigou Effect: Pigou’s Critique of Keynes’ Underemployment Equilibrium
1.10 Summary
1.11 Key Terms
1.12 Answers to ‘Check Your Progress’
1.13 Questions and Exercises
1.14 Further Reading

1.0 INTRODUCTION

The primary principle of classical economic theory is that the economy is self-regulating.
The classical economists believed that an economy could achieve the natural leve] of
real GDP or output only when the economy’s resources were fully employed. For them,
full employment in an economy was a normal situation and any deviation from this was
regarded as abnormal. The classical economist Pigou stated that the tendency of the
economic system is to automatically provide full employment in the labour market when
the demand and supply of labour are equal.

The economist John Maynard Keynes in his work Generqgl Th
Employment, Interest and Money criticized the fundamentals of classica] theory of
employment because of its reliance on unrealistic assumptions. Keynesian €conomics is
fundamentally based on the criticism of classical economics. In this unit, you will learn
about the classical model of employment and income and well as Keynes’ caiticism of

the model.

eory of

1.1 UNIT OBJECTIVES

After going through this unit, you will be able to:
® Analyse the classical theory of income, employment, wage rate and price leve]
© Discuss the various causes of unemployment
¢ Analyse the Keynesian determination of income, output and employment

Review of Classical and
Keynesian Economics
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* Criticise and evaluate the classical model

* Discuss the criticism of the Keynesian theory

* Describe the factors affecting consumption and multiplier analysis

* Analyse the concept of investment multiplier and balanced budget multiplier
* Differentiate between Keynesian and Classical macro-equilibrium

1.2 CLASSICAL THEORY OF INCOME,

EMPLOYMENT, WAGE RATE AND PRICE
LEVEL

Following the publication of Adam Smith’s classic entitled An Inquiry into the Nature
and Causes of the Wealth of Nations in 1776, a body of economic theory was gradually
developed during the following century and a half. The chiefarchitects of this theory,
knov'm as the classical economic theory, were David Ricardo, John Stuart Mill JeaI;
Baptiste Say and Alfred Marshall, The problem of unemployment was not the pr;mary
concern of this theory. Assuming that full employment exists in the economy in the long

run, the classical economic theory was mainly concerned with the discussi
X on of th
factors which determined: ose

® What goods and services would be produced in the econo

MY with it of
resources : ‘ y with its given

* The allocation of the economy’s given resources b

etween their dj =
n their different rival

* Therelative prices of different goods and services and of the factors of production

® The distribution of income earned from

. roduction b .
operating factors of production. P n between the different co-

tempo

Jr: ;lsaoppml Onumlthene:rltn t;le economy. Voluntary unefnploymenf v‘t:sﬂ((lzres Z? tt;]ut thle availabli
Wages were aP o wcl!rkers to work at tl;.xe £0INg Wage, Workers A 'tae: reluctance 0
el n example of the voluntarily unemployeq work gltating for higher
) yment would disappear with the workers goir: Xers. While frictional
job : Eeting acquainted with the available

in spite of the workers’ willingness to work at the going wage rate—did not exist in the
economy.

But what would happen if there were workers who were involuntarily unemployed
in the economy? According to the classical economic theory, if there is unemployment in
the economy, forces of correction will soon eliminate it and will restore full employment
in the economy. The basic classical tenet was that in a free market economy, the aggregate
demand for goods and services could not, except temporarily, fall short of the aggregate
supply of goods and services. As long as the aggregate demand equalled the aggregate
supply, there was no barrier to the production of goods and services corresponding to full
employment in the economy. In the classical view, lapses from full employment were
infrequent and short-lived. Depressions were, therefore, considered infrequent and short-
lived occurrences. This conclusion is, however, puzzling to any serious student of economic
history who knows about the severe and prolonged depressions of the 1870s, 1930s and
other periods. ’

Although the classical theory of employment, output and price level was attacked
by a few dissenters in the 19th century—Thomas Robert Malthus, Jean Charles Leonard
de Sismondi, Karl Marx, J A Hobson, Silvio Gestll and others—the attack was
unsuccessful because no alternative theory was constructed to replace the classical
theory. ‘Since Malthus was unable to explain clearly (apart from an appeal to the facts
of common observation) how and why effective demand could be deficient or excessive,
he failed to furnish an alternative construction, Ricardo’s theory was accepted by the
city, by statesmen and by the academic world. But controversy ceased; the other point
of view completely disappeared; it ceased to be discussed. The great puzzle of Effective
Demand with which Malthus had wrestled vanished from economic literatyre,’

John Maynard Keynes successfully attacked the classical explanation of the
determination of aggregate employment, output and general price leve]. It was the
assumption of a given volume of total output, rather than its composition anq technique
of production, which was severely attacked by Keynes. The great depression of the
1930s gave a severe blow to the naive classical economic theory.

The essential feature of classical macroeconomic analysis is that it presents a
model of full employment in the economy in the long period. Underlying the analysis, are
the assumptions of perfect competition in the factor and product markets and profit-
maximization on the part of firms. There are three markets to study. First, there is the
labour market which deals with the supply of and the demand for labour. The equilibrium
condition for full employment in the labour market requires that the wage should be one
corresponding to which the demand for and the supply of labour in the market are in
equilibrium, i.¢., there is neither an excess supply of nor an excess demand for labour in
the market. In the labour market we are concerned with the analysis of the form ofthe
aggregate demand and the aggregate supply functions of labour, -

Second, there is the product market with its equilibrium flow condition which is
equivalent in macroeconomic equilibrium to an equality between saving and investment
The equilibrium condition in the capital-bonds-market requires the equilibrium betweeli
the ex ante investment and ex ante saving. Third, there is the money market which is
concerned with the demand for and the supply of money. The first two markets deal
with the equilibrium of the real sector of the economy while the money market is
concerned with the equilibrium of the monetary sector of the economy. The equilibrium
in the monetary sector determines the absolute price level which does not influence the
relative prices, aggregate employment and output which are determined in the real sector

Review of Classical and
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of the economy. In short, there isadichotomy or separation between the real and monetary
sectors of the economy in the classical economic system. This dichotomy arises from
the argument of the classicists that ‘money is a veil’ (neutral).

In t.he classical economic theory, money does not matter and its function in the
economy is merely to facilitate the real transactions by serving as a medium of exchange-
Itis neutral and c!oes not interfere with the real processes of production and distribution
inthe economy;.lt only facilitates production, i.e., lubricates the wheels of the economic
system. Acco.rdmg to the classicists, changes in the money supply cause proportionate
changes only in the equilibrium values of the nominal variables, leaving the equilibrium

values of the real variables (output, em i
Fthe ployment, real wage, interest rate, etc..) unchan
The equilibrium values of these real variables are exclusively and sol;Iy d’gtermine%eii

the real sector—in the labour, capital and commodity markets, In the classical

Money, however, does somethin

. . . g more than merely actasa i

N : : ) medium of exchange

:;se: economy. In a dynamic world with uncertain future, money is also demanded 1%‘

asset opﬁlfposes. Consequently, it influences both the production and distribution in the

cco C System. In other words, changes which take place in the monetary sector also
uence the real sector of the economy. | i

1.2.1 Aggregate Output and Employment

The aggregate production, 1 1 .
determination of ] n, labour supply and demand curves is used to illustrate the

d th . \
The determinatig; oﬂalglployment and the aggregate real output in the classical model.

market equilibrim i i .
demand and labogg ¢ our eteq isshown in panel (a) of Figure 1.1. Labour

The abour demang . é)ply curves are represented by D, and S, curves, respectively.

. The determination of o
.ﬁmchon with labour-mark

utput can now be shown b
et equilibrium. The short-run

Y Juxtaposing the production

a given fact or law. According to classical theory, it is the labour supply, which is a
function of real wages, that plays a more important role in the determination of the
labour market equilibrium and employment. And, employment determines the level of
output. Thus, in the classical model, employment and output are determined solely
by the factors operating on the supply side of the labour market.

A SL
(a)
‘@
(=]
Sw, E
]
(3
o
DL
c -
L  Employment
i Labour Market Equiiibrium
1
) ,
Q= «L-R)
) § Y R
3
o
c -

L'  Employment
Determination of Real Output

Fig. 1.1 Determination of Equilibrium Qutput

1.3 MACRO-EQUILIBRIUMIN CLASSICAL MODEL:
CLASSICAL DICHOTOMY ‘

In the classical theory, a change in the aggregate money supply will not affect the real
wage, employment and output in the economy. The change in the money supply will
affect only the general price level P and the money wage W. An increase in the money
supply from M, to M, (with constant V) causes an upward shift in the MV curve from
the position of M, ¥ to M,V as shown in Figure 1.2(A). Since no one in the economy
hoards money, an increase in the total money supply from M, to M, willmean an effective
increase in total money supply of VAMwith no increase in the supply of goods avajlable
for purchase. Consequently, people can get rid of the additional unwanted money supply
VAM(=M,— M,) by purchasing the same quantity of g00ds at the higher general price
level OP,. The increase in the general price level of AP(= 0P, — 0P ) should be sufficient

Review of Classical arid
Keynesian Economics

NOTES

Seljllnstmctional
Material 7



Review of Classical and
Keynesian Economics

NOTES

'

Check Your Progress

the classical
economic theory
dealt with.

2. Name some of the
thinkers who
attacked the classical
theory of
employment, output
and price.

1. State the factors that |

Self-Instructional
8 Material

to make the additional aggregate money spending QAP equal to the total effective increase

in the aggregate money supply VAM, i.e., QAP = VAM so that the stability condition
M,V=0P,x 0Q, is satisfied.

My
M]V M:V >M|V

0, A B
\
\

Aggregate Real Output (Q)

0 p P, X
General Price Level (P)

Fig. 1.2(A)

This conclusion is reached on the assumption that people in the

money only as the medium of exchange. In other words?thepre is omyetﬁn;:;);::g;ﬁ(:
demand for money and the asset demand for money is zero. Looked at in this way, the
f:hanges i the total money supply do not affect the aggregate real output and emplo : ent
in the economy;, Consequently, there is dichotomy between the real and the 111)1 ynt;
sectors of: the economy. John Maynard Keynes, Don Patinkin and others have Ottll ¢ rfi,
this clasmf:al dichotomy which exists between the real and the monetary sectcn cfl‘ztcl;
economy in the classical macroeconomic theory. orsotthe

Figure 1.2(B) shows that when the general price level rises from 0P

) : to OP, du

to an increase in the aggregate money supply from M, to M,, the money wagle incréasee

from O, to 0W, such that the real wage remains unchanged at the old /P level S
l .

Y
|

Money Wage (W)
o

=

A

0 P, P, X
General Price Leye) P)

Fig. 1.2(B)

14 NT
CAUSES OF UNEMPLOYMENT

ages and reduce taxes. Keynes did not agree w

stro o qe ith thi S, s
detengi:lh ® capitalist system was to debauch the Cmency§g Stated: “The best way to
ed by demand, the cyt in wages would reduce er ccause the economy was

employee income, decreasing

consumer spending. This reduces demand for products, leading to a reduction in production,
forcing companies to not only cut wages, but lay off employees. Now the employees
(and former employees) are now even more unable to spend, decreasing both consumer
spending and demand. Ifit goes on like this, the recovery will be unforeseeable. Reducing
taxes was not an option for the government when their budget was out of control due to
the reduction of tax revenues. The way to recovery is to encourage spending. By
encouraging consumers and firms alike to increase spending, demand will increase. This
will increase quantity produced, leaving companies to need to hire more employees,
increasing employee income, making them able to spend more.

In Keynes’ classification of unemployment by its causes, unemployment due to
downward-rigidity of money-wages (which for the “classical” economists was the chief
type of cyclical unemployment and the only important type of secular or persistent
unemployment) finds no place. As will be seen later, it is excluded on the ground that
resistance to reductions in money wage-rates generally does not involve a reduction in
the volume of employment and is favourable to employment rather than the reverse.
The omission charged against the classical economists is their failure to note the lesser
resistance of labour to reductions in real wages if unassociated with reductions in money
wages per se, and their failure to recognize the existence of a large volume of
unemployment for which the former is an available and practicable remedy, but not the
latter. Keynes’ reasoning points obviously to the superiority of inflationary remedies for
unemployment over money-wage reductions.

According to Keynes,

When employment increases, aggregate real income is increased. The
psychology of the community is such that when aggregate real income is
increased, aggregate consumption is increased, but not by so much as income.
Hence employers would make a loss if the whole of the increased employment
were to be devoted to satisfying the increased demand for immedijate
consumption. Thus, to justify any given amount of employment there must
be an amount of current investment sufficient to absorb the excess of total
output over what the community chooses to consume when employment is
at the given level. For unless there is this amount of investment, the receipts
of the entrepreneurs will be less than is required to induce them to offer the
given amount of employment. It follows, therefore, that, given what we shall
call the community’s propensity to consume, the equilibrium Jeve] of
employment, . . . will depend on the amount of current investment. The
amount of current investment will depend, in turn, on what we shaJ] call the
inducement to invest; and [this] will . . . depend on the relation between the
schedule of the marginal efficiency of capital and the complex of rates of
interest. . .

Keynesian economics emphasizes the cyclical nature of unemployment and
recommends interventions it claims will reduce unemployment during recessions. This
theory focuses on recurrent sepply shocks that suddenly reduce aggregate demand for
goods and services and thus re:duce demand for workers. Keynesian models recommend
government interventions de igned to increase demand for workers; these can include
financial stimuli, publicly funded job creation, and expansionist monetary policies.

Marxian unemployment

Marxism focuses on the relat ons between the owners and the workers, whom, it claims,
the owners pit against one ar other in a constant struggle for jobs and higher wages. The
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unemployment produced by this struggle is said to benefit the system by reducing wage
costs fqr the owners. For Marxists the causes of and solutions to unemployment require
abolishing capitalism and shifting to socialism or communism,

According to Karl Marx, unemployment is inherent within the unstable capitalist
system and periodic crises of mass unemployment are to be expected. The function of
the proletariat within the capitalist system is to provide a “reserve army of labour” that
f:reates downward pressure on wages. This is accomplished by dividing the proletariat
into surplus labour (employees) and under-employment (unemployed). This reserve army
of labour fight among themselves for scarce jobs at lower and lower wages. At first
glance, unemployment seems inefficient since unemployed workers do not increase
profits. However, unemployment s profitable within the global capitalist system because
unemployment lowers wages which are costs from the perspective of the owners, From

this perspective low wages benefit the system by reducing economi .
not benefit workers, y , g economic rents, Yet, it does

A . ’ g to I. farx, the only way to permanently eliminate unemployment would
be to al'fo i h capitalism and the system of forced competition for wages and then shift
to a socialist or communist economic system. For contemporary Marxists, the existence

of persistent i inabili itali
emglo unemployment is proof of the inability of capitalism to ensure fiy]

Full employment theory of Keynes

Full employment, also referred to as the idea] ug
. . unem '
all inefficient forms of unemployment. This type of “fy]) glz?em o ould exclude

yment’ unempj
ploylone.nt but then, tj] the timl; m‘::

Completely relied on

would coincide with “full

account of the following factorg. 1 prestige during the great

1. i
Ssifr;at Depres§1on of the 1930s 8ave a severe )
. u1:1 eonsl on which the classical macroeconomicg Waso b
ployment, people found it difficult to believe the e midstof

that full em
.- émployment was a norma] sitnation : classical view
anything was normal in the economy it Many, in fact, 5o ely felt that if
ym

2, Durin Was mass unempl o
Manage of oligopolistic and monomﬁsﬁcperfect Competition
Markets. Deviations

W to the unrealistic

. a general wage-cut.

~ depends on the income elasticity of demand. Moreover, by

from the competitive market model resulted in the state assuming a stronger and
positive role in the economy and consequently in invalidating the conclusions of
the classical macroeconomic theory.

. Keynes made a devastating attack on the classical theory. The classical

contention was that unemployment in the economy was caused by a downwardly
rigid money wage that was fixed too high to guarantee full employment. As
against this contention of the classicists, Keynes argued that unemployment
was due to the deficiency of aggregate effective demand resulting from instability
of investment spending and the persistence of hi gh saving propensity in the
affluent economies combined with inadequate investment opportunities.
Moreover, even if wages were high it was not practical to reduce them in the
changed situation of the 1930s when workers were organized into strong trade
unions. In place of the monetary policy which, according to the classical view,
by raising the prices and lowering the real wage helps raise the leve] of
employment in the economy, Keynes suggested the increasing use of fiscal
policy to raise sufficiently the level of the aggregate effective demand to remove
unemployment in the economy. The Keynesian liquidity trap caused complete
emasculation of the monetary theory as an effective instrument of economic
policy to cure the Depression.

- The classical economists had overlooked an important point in their argument

according to which to remove unemployment in the system, real wage (i.e., firms’
costs) should be reduced. They forgot that a general wage-cut While reducing the
firms’ marginal costs will also reduce the factor incomes and consequently the
total market demand for the product. Thus, if as a result of a genera} wage-cut
the aggregate supply curve shifts to the right, the aggregate output (and consequently
employment) could increase only if the aggregate demand curve did not shift
leftward. Unfortunately, the same general wage-cut which shifis the aggregate
supply curve to the right will also shift the aggregate demand curve to the left
leaving output and unemployment unchanged. Moreover, ifthe leftward shift in
the demand curve was more than the rightward shift in the supply curve, the
aggregate output and employment may even fall rather than rise consequent upon

The Keynesian criticism of this assumption of the classical theory is not altogether
free from faults. In fact, it is difficult to see any direct relationship between the
wage-cutand the aggregate demand. The demand for goods depends upon the
level of income and even when the level of income falls dye to a fall in the money
wage, it cannot be said for certain that the aggregate demand will fall. It all
how i
aggregate demand curve shift leftward due to a general wage-cuT\‘:;ﬁ :lelp}etll:;
upon, among other thin g, the proportion of wage-income in the total national
income, the increase in the non-wage incomes when a general wage-cut takes
place and the propensit.es to spend of the workers and employers.

There is, however, anot aer argument for concluding that a general money wage-
cut will increase employment and output in the economy even if it means the fall
in prices. This is knowr. in the lite- ature as the ‘Pigou’ or the real-balance effect.
With the general fall {n prices, 1dle cash balances result. Under the classical
assumptions, these cas a balances will be spent shifting the market demand curve
to the right and preven ing the prices from falling in the same proportion as the fall
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- Keynesalso seriously doub

@nwages. Thus, there will be a net incre
in the economy.

Keynes seriously doubted that this would. ha
: . ppen. He argued that under the
expectation of persistently fallin g prices, wealth 0

) ) -holders would postpone spending
mdeﬁmtely: He, however, conceded that a fa]] in wages and prices, by reducing
the transactions demand for cash balances, wo

) uld release some cash balances to
f:ater to the sppculatwe demand for cash balances which would lead to some fall

ase in the aggregate output and employment

ney at that rate of interest and the interest-elasticity

: - Thisreasoning in the literature js known as the Keynes-
effect, tIe(:f){lnes did not think that the Keynes-effect was powerful enou;;]l to
guarantee full employment through the wage-price deflation,

supply fimction (within som
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eo ) s
fthe classical macroeconomic

Keynes argued that this was not always true. It was possible to envisage a situation
in which an individual may choose to hold a part of his assets in the form of
money although money was barren as it yielded no income. At some critically low
rate of interest (around 2 per cent), people begin to expect that the interest rate
will soon rise to anormal level. Since the interest rate and bond prices are inversely
related, a rise in the rate of interest means capital losses for the bond-holders.
Consequently, at some very low rate of interest, the prospective investors would
weigh the probable low interest gains against the highly probable future capital
losses and decide against making investment in bonds. This holding of money in
the form of idle cash balances is termed as the speculative or asset demand for
money. At some very low rate of interest which we may call the critical minimum
or the liquidity trap interest rate, the asset demand for money becomes perfectly
interest-elastic or infinite because money becomes a perfect substitute for the
credit risk-free, although not market risk-free government bonds at this extremely
low rate of interest.

Thus, the total demand for money depends on both the money value of the total
real output (), which was recognized in the classical theory, and on the rate of
interest, which was ignored in the classical theory. Money is demanded both for
the transactions purpose and for the speculative purpose if the current rate of
interest is very low to cause the strong expectations that it will rise in the future.

Provided there exists a sufficiently low rate of interest which cannot fa]] any
further, Keynes argued that the full employment investment demand apg saving

supply schedules would, under certain circumstances, not intersect each other at

any interest rate either above this rate or even at this critically low rate ofinterest.

In other words, these schedules would intersect only at an interest rate below this
irreducible minimum rate of interest. Consequently, there would be an unfijjed
gap between the full employment investment and the full employment savings at
this critically minimum rate of interest. In other words, at this low rate of'interest
the aggregate effective demand (C + I) will be less than the aggregate output or
supply (C + S) causing an excess of the aggregate saving over the aggregate
investment in the system. For the equilibrium to occur between the two, the
aggregate saving will have to fall which is possible only if the aggregate income
falls below the full employment income. In short, the aggregate saving and the
aggregate investment will be in equilibrium at less than full employment income.
This has been illustrated in Figure 1.3 which shows that corresponding to the
minimum possible interest rate of two per cent (liquidity trap rate of interest), the
full employment investment falls short of the full employment saving by ﬂle’DE
amount. In other words,

C,+I.<C.+8zorl.<S,

Consequently, the equilibrium aggregate income cannot be maintained at the full
employment level of income and it must fall unless the rate of interest can fall
further to equate the saving and investment corresponding to the fil] employment
income. But having already touched the floor at the 2 per cent, it cannot fall any
more. The stickiness of the rate of interest at this low level under the impact of
liquidity trap denies the possibility of the economy achieving the full employment
in an automatic manner unless either the investment demand schedule shifis
sufficiently to the right such that at the different rates of interest, there ig more
investment outlay or the saving supply schedule shifts sufficiently to the left such
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”g;;?,;,‘;{,%’:f;,‘;;’,‘;’“ that the people save less (consume more) 4t the different rates of interest or both (shown as gap) and, therefore, the full employment aggregate supply exceeds the Keynesian Economics
the curves shift simultaneously in appropriate directions. Shifting of these schedules full employment aggregate demand by this amount. Consequently, the Say’s Law
1s not, hov.vever, po§s1ble beca‘use it involves the fundamental shifts in the | of Markets is invalidated. In consequence of this disequilibrium between saving
NOTES lt;;sry:hologlqal behaviour of the m\{estors.and consumers. This gap can be filled | and investment, the aggregate income and employment must fall until / and S are NOTES
OTE : ugh the instrument of fiscal policy by Increasing the autonomous expenditure in equilibrium at less than full employment. In this case, the crucial role of the
incurred by the government on the public works programmes. liquidity trap disappears and the issue whether such a trap exists and the interest
Y : rate at which it occurs loses practical significance.
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were Of.un eleoyant in a free enterprise economy. The classical economists | Fig. 1.4
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concept of liquidity trap hag oftenb ’ the aggregate income while in the classical system, the a te havi
bitter controversy has ari eenregarded as an gt . . ggregate income having
by ersy has arisen about whether i constity article of fajth and 8 been regarded as fixed or given, these were regarded as functions of the rate of
cen ?he c}ass1¢al and the Keynesian economs tes the \ damenta] difference interest. In the Keynesian system, the investment and saving schedules shift every
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curves will approach nearer. With the fall in the a geregate income each time, the
two curves come nearer until income falls sufficiently to make their intersection
atsome given positive interest rate possible. Figure 1.5 shows the process of fall -

in the aggregate income and the resulting leftward shift in the aggregate investment
mg la;n;’ t‘t;e s;vmg supply schedules. In Figure 1.5, when the aggregate inco_me
o rom I 0 2.(.Y 1> ¥), the aggregate saving supply schedule S(Y,) shifts
le to the position of the dotted S(Y,) saving supply schedule. The aggregate
ivestmentdemand sched K(Y,) also shifts leftward to the position of the dotted
A ——" eache the K(Y,). Butin spite of both the curves shifting to the
beomuse o ey supplc; cer corresponding to the R, positive rate of interest

urve shifts more to the | : ot
demand curve. Consequentl ¢ left than does the investme

f] Y is the equllbrlum a . . . 1 ess
than the full employment incomze, geregate income which 1s
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measured. In his General Theory, Keynes related money and the aggregate
demand. He introduced the ‘causal nexus’ between the aggregate supply of money
and the rate of interest. According to Keynes, by influencing the aggregate
investment spending the rate of interest influenced the aggregate effective demand
in the economy. Consequently, Keynes successfully integrated the monetary and
real sectors of the economy which were treated mutually exclusive in the classical
macroeconomic theory. While the classical theory was concerned with a world
which was undisturbed by uncertainty regarding the future, Keynes was concerned
with an uncertain world in which money served as an important link between the
present and the future.

1.5 EVALUATION OF CLASSICAL MODEL

Notwithstanding the scathing attacks of John Maynard Keynes and others on the
classical theory of output, employment and price level, it is not completely dead. The
so-called ‘Keynesian Revolution’ has not been able to wipe out the ‘old order’
completely. The disputes between Keynes and the classicists have at times been
overstated. For example, the interest rate controversy whether interest rate is a real
or a purely monetary phenomenon has been blown out of all legitimate proportions.
We still have the monetarists with their modern quantity theory of money baged upon
the foundation which has its links with and in general outline resembles the o}q quantity
theory of money. As a result of the monetarists’ persuasive arguments and the serious
empirical studies undertaken supporting the view that ‘money does matter’, the monetary
policy has regained its lost position as an effective tool of economic policy both in
depression and inflation. It has now regained parity with the fiscal policy ag ap area of
concern and field of research.

Monetary policy has crept back towards the centrestage as ap economic
stabilization technique. It is not altogether correct to describe the classical theory of
output, employment and price level as faulty and despite the great popularity and dramatic
success of the Keynesian theory over the past seven decades, not few in positions of
greatresponsibility, both in government and in business, have been raised on the teachings
of the old theory. Alexander Gray has correctly stated that ‘no point of view, once
expressed, ever seems wholly to die; and in periods of transition like the present our ears
are full of the whisperings of dead men.” In short, for a proper understanding of the
complete macroeconomic theory, it is essential on our part to understand and acquire a
thorough grasp of the classical macroeconomic theory.

1.6 KEYNESIAN DETERMINATION OF IN COME,
OUTPUT AND EMPLOYMENT

Unlike the classical macroeconomic theory in which the real and monetary sectors of
the economy remain dichotomized, in the Keynesian theory these are integrateq forming
parts of a compact whole. In the Keynesian theory, all the different sectors of the
System remain tied together and all the variables are determined together. Notwithstanding
the many crudities and rough edges present in the Keynesian macroeconomic theory,
we owe it to Keynes’ original pioneering work for the tremendous advances that have

taken place in the field of macroeconomic analysis over the past seven decades following

Review of Classical and
Keynesian Economics

NOTES

Check Your Progress

3. What are the seven
categories of
unemployment?

4, State the impact of
cyclical
upemployment.

5. State one crucial
argument in the
invalidation of the
classical theoretical
economic system.

Self-Instructional
AMntorinl 17




Review of Classical and
Keynesian Economics

NOTES

Se{f-lrmmctional
Material

the publication of Keynes’ epoch-making book entitled T7

‘ e General Theory o
{E‘mplay{nent, Interest aanMoney in 1936. Although Keynes’ apparatus was incomg;etc{
In certain respects and imperfect in certain others and although he employed it for

some others mention the liquidity preference finction asKeynes’ s; i

- ( : ngle major contributj
For example, Alvin H. Hansen, awidely read author on current economic iisues consl;u&
the concept of consumption function as the ‘heart of the Keynesian analys’is’ and an

epoch-making contribution to the tools of economic analysis, analogous to but even more
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The investment demand may be treated as wholly autonomously determined being

unrelated to the level of income, i.e., I=1 ;- Alternatively, it may be treated as functionally
dependent on income increasing as income increases and vice versa. Accordingly, the
investment demand function can be written as—

I=i(Y);and dl/dY> 0 «(1.2)
For the stability of the system it is also necessary to assume that dI/dY < as/dy, i.e.,

the investment demand function cuts the saving supply function from above as has been
shown earlier in Figure 1.6(B) and Figure 1.7. There is also the following equilibrium
condition of—~

S=I (1.3
Equations (1.1); (1.2) and (1.3) forma complete system and can be solved for the

equilibrium values of S, 7and ¥, The determination of equilibrium income satisfying the
equilibrium condition S =7 can be shown by means of Fig. 1.6 which has two parts 4 and
B. In part 4 of the figure, investment as shown by the investment demand function

1= T, is wholly autonomously determined at the constant amount I, while the saving

is positively related to income. The equilibrium income is 07,. Inpart B of the figure, both

the saving supply and the investment-demand are positively related to income. The

investment demand function cuts the saving-supply function from above. In other words,
the slope of the investment demand curve is less than the slope of the saving supply
curve, i.e., dl/dY < dS/dY. Here also the equilibrium income is 0Y,.

4 Y

Saving (S); Investment (J)
oy
Saving (S); Investment (/)

X 0/ Y, X

° 7 . Incom:;(Y)

S Income (Y) s
Fig. 1.6

Treating investment as wholly autonomous, consequent upon any given increase of
AT, inthe autonomous investment outlay the increase in the equilibrium income will be

AY=AT s and the simple investment multiplier (X = I/s) operates with full force,

Where, however, the investment is partly autonomous and partly induced, being positively _

related to income, the increase in the equilibrium income due to the given increase of A7 §
amount in the autonomous investment will be equal to the product of the initja] increase
in the autonomous investment and the super-multiplier (K") which is the inverse of one

minus the marginal propensity to spend, i.e., AY=AT /1-b—e.
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the investment demand function may be written as—

. I=i(r);andlldr < (1.4)
e saving supply function which is, as before, a positive en
again be written ag the equation in the following page.

S =5(Y); and dS/dy >
The equilibrium condition is once again given by the equation

S=1I

Itis ObViouS thate . .

quations (1.4); (1.5) and (1.6) do not fo

cam‘:;'::ss?lved for the equilibrium values of the variables §

In only three equations. If either the rate of interest o
. rest

WOI}I%ll;:lﬂosslble to solve either for the equilibrium values0 ‘r);nlc %n;:a; knoWn, it
to find oyt tl\l':lllues of I,'S andrIn short., given the level of income Y it would or for.the
Similarle - trate of Interest r at which the equilibrium cop diti;) S_U be possible
arly, ifthe rate of interest is given, the value of ¥ COIT: 5= I'would hold.

(1.6)
macomplete mode] and

when plotted ona graph would give ys the IS curve me Y and
The IS curve is negativel .
1 y slopin :
equilibrium condition betweep § ; ngShowmg thata higher yre UIres a lower  for th
orthe

1, Yand r as there are four

Y
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:é ¥
e A
o
2D ) b
Q
2
-4
B
0 . . X
. Maturity Period

Fig, 1.7 IS Curve

The derivation of the IS curve alone does not, however, help us for it does not
provide us with the unique combination of Y and » for which the equilibrium condition S
= I'holds. Being the locus of innumerable pairs of Y and r corresponding to which the
aggregate saving § is equal to the aggregate investment /, each one of these pairs of ¥
and r is equally good. Unless Y is known beforehand, we cannot know the appropriate »
or unless r is known we cannot know the relevant Y. While the equilibrium ¥ can be
known from the saving-investment relationship in the product market, in the Keynesian
system the rate of interest being a purely monetary phenomenon, is determined by the
demand for and the supply of money in the money market. This requires the consideration
of the supply of and the demand for money as an essential part of the Keynesian theory

of income, output and employment.

Demand for and Supply of Money

The most distinguished feature of the Keynesian approach to the demand for money is
the speculative demand for money M, which is inversely related to the rate of interest.
Moreover, the speculative demand for money becomes perfectly interest-elastic at some
critically low enough (around 2 per cent) rate of interest as a result of which the rate of
interest becomes sticky in the downward direction. This situation has been termed the

liquidity trap. It completely emasculates the monetary policy as an effective remedy |

for removing unemployment in the economy. The transactions demand and the
precautionary demand for money (M, ) are positively related to the level of income. The
composite demand function for money may, therefore, be written as:

M, =kY + L(r) (1.7)

where Y(=P() is the aggregate money income and k is the proportionality factor showing
that the transactions and precautionary demand for money M, is k times of the aggregate
money income Y. The constant value of & is more than zero but less than one, i.e., 0<%
< 1. In the above equation, L () is the speculative demand for money. The total demand
for money M, is the composite of the transactions demand, precautionary demand and
the speculative demand for money. The total supply of money A, is exogenously given,
being autonomously determined by the monetary authority. We have the following
equilibrium condition:

M, =M,;=kY +L(r) .(1.8)
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Rate of Interest ()

to the classical model where an increase in the money supply increases only the general
price level making no dent on the rate of interest. In the classical macroeconomic analysis,
changes in the aggregate money supply do not affect the real sector of the economy in
which total employment and output are determined.

The Keynesian model outlined here assumes a given general price level P. A shiftin
either the IS curve or the LM curve or in both these curves would shift the equilibrium
position affecting the equilibrium values of 7 and ¥, The effect of any given shift in the IS
curve (assuming no change in the position of LM curve) on  and ¥ would depend on
whether the IS curve intersects the LM curve on a steeply rising or a relatively flat
portion. Ifthe intersection between these two curves takes place on the steeply rising
portion of the LM curve, income would rise or fall only moderately while the rate of
interest would increase or decrease substantially. This is the classical range. On the
other hand, if the intersection takes place on the flat part of the LM curve, income would
rise or fall substantially with little or no effect on the rate of interest. This is the Keynesian
range. If the IS curve intersects the LM curve in the intermediate range where it has a
marked curvature, the effect on 7 and Y'would be more or less evenly felt with both »and
Y rising or falling in the process as the IS curve shifts either upward to the right or
downward to the left. A shift to the right in the LM curve (with no change in the IS curve)
in the classical range will raise the level of income substantially while at the same time
causing a substantial fall in the rate of interest. In the Keynesian range there is, however,
no effect either on the level of income ¥ or on the rate of interest » of such a rightward
shift in the LM curve which is brought about by an increase in the money supply.

In this analysis, saving is dependent only on the income ¥ and it is regarded as
completely interest-inelastic. Investment depends only on the rate of interest » and is
unrelated to income. When the investment is interest-inelastic so that changes in r either
do not effect J or effect it only very slightly, the IS curve will be either vertical or near-
vertical. Consequently, shifts in the LM curve caused by changes in the money supply
will have no or very little effect on the equilibrium income ¥ and will affect only the
equilibrium rate of interest

Alternative Diagrammatical Analysis

The Keynesian model of income determination explained through the Hicks-Hansen

1IS-LM curves diagram is very simple and on account of its simplicity it commands wide

appeal. It has, however, the serious disadvantage of hiding from sight the working of those

functions or factors which lie behind the S5 and the LM curves. We may, therefore, adopt

an alternative diagrammatical approach which exposes to a greater extent the actual

relationships involved in the analysis. As before, we assume that saving depends only on

income, i.e., §=s(Y ) and investment depends only on the rate of interest, i.e., I = i(r).

While this kind of assumed relationship simplifies matters greatly, the results would not
change iaterially if we make saving also dependent on the rate of interest and investment
also dependent on income; only the analysis would become too cumbersome to handle,
The relationship of saving with the rate of interest and the relationship of investment with
income which have been omitted are quantitatively insignificant,
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Rate of Interest ()

Real Income (v)

curve shows the total quantity of money which is available out of the given money
| s supply M, at different rates of interest for the transactions purposes (M,). The total
0 1 X

Ivemens (1 ST, X money supply remaining unchanged at M,, as the rate of interest increases so also

Saving (5) increases the total supply of money available to meet the transactions demand for money.
This is understandable since at the higher rate of interest less amounts of cash balances
Y (© are held for the speculative purposes thereby making a larger part of the given money

(D) — . .

XY= kPy supply M, available for meeting the transactions demand for money M, which is
4ﬁ: determined by the level of money income Y and the proportionality factor k as shown in

R

N
~

Htom 1 part C of the figure. From the composite figure we settle down at the equilibrium values
5= M =My

of money income, rate of interest, investment and saving as given by 0 ¥,,0r,,0/, and
.ﬁ‘? 2, 0S,. Any other set of values for these variables would be inconsistent with the general
: equilibrium. All these values are, however, valid on the assumption of given general price
level P, which also gives the equilibrium aggregate real income Oy, (which equals the
0 M, X _—l aggregate money income 0¥, divided by the general price level P,) i.., 0y, =0Y,/P,.
Transactions Demand My M, X
for Money (Ay) Maney Supply (i, Effects of Shift in the Investment Demand Function

Moncy Supply Available for
. Transactions Purpose (3,) Any given shift in the aggregate investment demand function /7 in Figure 1.9(A) will

. Fig. 1.9 change the equilibrium values of all the variables by setting in motion a whole chain of

The analysis cap be explained diagrammatically by means of Figure 1.9 wh; . reactions. A shift in the aggregate investment demand function might either be reflected
-? Which hag | in the leftward or rightward shift in the entire investment demand function. We may

four parts. Part 4 of the figure shows the in
vestment demand funct ichic;
related to the ate of p-sy ot relates the rate ofinteres(t:t,lf::, \(al/l:lch is inversely assume the shift to come about as a result of a given increase of A7 amount in the

Money Income (Y= Py)
-~
-
Rate of Interest (r)
o

demand for money M. , in such a way that with the givenm he Speculative ' autonomous investment spending which shifts the entire investment demand curve I/

total money supply available to satisfy the transactiong de,;:eg Supply M,, it shows the ; rightward to the position of new investment demand curve I T'as siown in Figure 1.10(A)

1;:: ‘;tri‘;zltlet:lat the total demand for money equals the total l:n :r: each different rate of | (atthe old Or rate of interest the aggregate investment increases from 0, to 0Z,, i.e., by
relationship be:v‘::ft;::ttl; ti;l;e real income in positive mann:ry Supply at that rate | LI (= Al) showing that at each rate of interest investment increases by Al Thus, the

M, . Parts 4 and B of the ntloney Income and the transactions de art C shows the | aggregate real income y also increases from Oy, to Oy i.e., byyys (= K..A[) through tht:

#00ds market and furnsh gure together S%low the equilibriym, of th mand for money J {.‘Ilultlplle.l' effect. The increase in the aggregate real income causes an equi-proportiona

and the real income us with the equilibriym combinatjg €real sector or the L - Increasein Ehe aggregate money income Y (glvpn _the general price level P) ﬁzom 0Y,to

the aggregate saviny suCh]that corresponding to thg partioy] n ofthe- Tate of interest .. 0¥, Thisrdises the tranisactions demand for thoney 0M; from 02, to 04;'; With the

figure show the equi fb‘:an s the aggregate inveshnent, i Saicombmation ofrand y | given money supply OM,, the incn;ased transactions det.nand formoney can b.e met on!y

the rate of interegt an(lintnhof the €conomy’s Monetary Se(':t ;r . 1 Parts ¢ and D of the 1 by releasing a part of the speculative cash bala{nce.s which would require an increase in

sector of the econoy e mc?ll.ey.lncome Y conesponding“’mg ﬂl.at Combination of | the rate of interest » f"rom 07, to Ory as shown in 'Fl gure 1.10(D). The rise in the rate 9f

equals the fofs] Supply 1sf In equilibrium in the sense that the% 0 which the monetary fnterest rebounds on mvestmé:?t cutting bac:k.the investment; the size of the actu.al cutin

Allthe & Y Olmoney, ie., A = otal demangq for money investment will erend on the mterest elasticity °,f the mvestmfsnt demanq ful}chou. The

and rate of our parts of the figyre puttogether give . above entire chain of effects assumis no change in the rate of interest while investment
eCOnomyarelgtereSt correspondmg to Which the re:f 4 unique combinatjon ofincome increases by Al The rate of interest, however, rises in .the process of meet_mg the
S=Iandp o Al;ltaneously Inequilibrium, satisfying ﬂ:;n: th Onetary sectors ofthe increased transactu.)ns dell}add for money M, out of the given money supply M. This

of interest ig g Such aunique combinatjop ofthe Ouble Conditiop ofequilibrium means t!)at the entire chain ’<.>f effegts Fraged above could not take place. The new

such that any o~ (=P, y) and Or,. The analysis agg aggregate Money income and | Fqulllbx-{ux'n rate of interest will be higher than Or,. Consequently, t.he actual effective
change in th);gwen change n e aggregate rea] i s a given general prj la e | increase in investment will be imaller than A7 due to which the new equilibrium investment
aggregate re lé{ggr ©8ale money income Ypy come'y Produces ap, equi- ce level Py | will be smaller than 0/, and he new ¢quilibrium real income will be smaller than Oy,

o alincome () and the ). For simpliciy, ;¢ Proportionate | The new equilibrium money income avd the transactions demand for money will also be
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eynesian Economics 3 1 fespectively, invalidated and the investment multiplier becomes zero. In the classical range, monetary Review of Classical

0%,,0Y,, and 0 ;
wﬁat t112e smlﬁ?emﬁ: 231:?1‘11:: Lné:&a;eol:l;hﬁ:g@?gate real income is less than policy e.llone is powerful f'md fiscal policy does not matter. On the othef' h.and, in the Keynesian Econo
Y (A) Ve given, Keynesian range fiscal policy alone matters and the simple investment multiplier operates
NOTES - ' ¥ (®) ) with the monetary policy becoming completely ineffective. NOTES
g |, r. | Employment and Flexible Wage .
E O 3 :’\ y A minimum money wage fixed above the equilibrium wage in a competitive labour market
gn AT § o R, (o will lead to unemployment. However, if this was the only thing which Keynes had
5 \ . 3 demonstrated, there would hardly have been any controversy between him and the
7 classicists. In fact, ifKeynes had proved the possibility of competitive under-employment |
o s | S2=1 equilibrium only by invoking the rigidity of money wage in the downward direction, it
hiy 1 X 0 would have hardly justified his break with the classical economics. On the issue ofrigid
Investment (1) 1=h =, X . . . .
Saving () money wage being responsible for unemployment, there is no difference between Keynes
, and the classicists. In fact, there is a full chapter in Pigou’s work entitled Industrial
- © r . Fluctuations published in 1927 in which it has been asserted that institutional wage
'f? bl JV-Hey rigidities were capable of causing unemployment. It is, therefore, obvious that Keynes’
ST v break with the classical economics had something more serious to it. Keynes denied the
g ;’i 4 classical presumption that general wage-cutting, even ifit was feasible, would increase
'é. 5 the aggregate effective demand. Keynes’ main message, as Don Patinkin has rightly
< stated, was to show that the ‘automatic adjustment process of the market (even with the
real-balance effect and even when supplemented by monetary policy) is too unreliable to
" serve as a practical basis of full employment policy.’ The main thrust of Keynes’
MM, i, x v indictment was that his predecessors had suggested wage-cutting and the cheap money
M&m@m ™, ') s - policy as the only remedy to eliminate unemployment in the economy. Keynes cast serious
Wmmﬁf,‘f | doubts on the efficacy of such policy measures and instead suggested that the government
Fig. 1.10 1 should take to deficit budgeting bymt?ans of massive sper_lding on put.ﬂic works. This is
The gofthe multiplier effect is ¢ . : the core of contrast between the classical and the Keynesian economics. ‘
adversely affoots the investment outlay whict n;l:utr(; therise in the rate of interegt which ,‘ Keynes® argument against the general wage-cutting (as an effective and practical
The extent to which the rise inthe ate of nteny .Hreduces the aggregate reg] inco, i remedy against unemployment) was based on the fact that while apolicy of wage-cut in
depend on the g}, 0pes of the investment demém:lw Check the increase jp income me | one single industry might help to increase the demand for the product of that industry, but
transactions demand and the speculative demand £ Schedule, saving pply sch dW‘u ? to jump from this to the conclusion that an economy-wide general cut in wages would
dem.and schedule has a steep slope, a given Or mon scheduleg e inv, edule | likewise also increase the aggregate effective demand was erroneous. When the wage
fel*{“"ely small in investment. Comp; Tse lfl the rate of interegt will CStment isreduced in any single industry, the demand curve for the product of that industry does
saving supply function, the dampening of the o Wlt.h ahj S,1i., steepy Cause a | not shift downward to the left following the wage-cut because a wage-cut in any one
Similarly, alowk anda gently sloping Specmall}cr € 1nincome wjj] p, ;e]eep Ysloping ‘ industry or firm does not significantly affect the total wage income in the economy. This
a smallerrise in the rate of interest for 4 hYe de dformoneyalrv ively small : is not, however, so with the aggregate demand curve. When we consider the economics
Itis obvioyg that in this mode] S'venincrease inthe Money jp ©Would mean 1 of general wage-cutting, the aggregate demand function shifts downwa{d with each
been substanuauy modifieq Ne the conclusions fthe simp f:ome | dose of general cut in money wages. Consequently, the aggregate effective demand
assumes a new role of aﬁ‘ecﬁ.n (:hlorfger 1s the Monetary P oﬁ: Kfyl.lesmn mode] have : does not increase as a consequence of pursuing a policy of general wage-cut. On the
interest. No longer dogs the in € the mvestment ang Income vig S®erile. In fact, it now contrary, it may well be that the aggregate effective demand raay fall and consequently
autonomous vestment or rease Inincome consequent mﬂ}lencing the rate of | employment may decrease. Mureover, the fall in the interest rate occasioned through
1nvestment myj; lier ex, -consm.nl?tfoﬂ Spending take pla é’ 0agiven increage in the the fall in the transactions demand for money as a consequence of the fall in money
trap. interest rage, Simi :relptm the hmmng Keyn‘?Siancasewi ?according to the sjm ple ; wages and prices, may fail to g :nerate sufficient increase in investment demand dueto
ium eregateiy Y, Monetary Policy alone does Crange of the liquidity the interest-inelastic nature of the investment demand schedule. It may as well be that
range where 1Come Cxceptin the other limit; ot Matter in determin: ! the rate of interest already being in the region of the ‘liquidity trap’ may not fal] at a]j
. Jerate of interegt i o1y p: ting sityay; Tmining the | ; \ ) )
Zero. Inﬂ“SClassic o 8 50 high that the lat onkno“'nasthe classical | shattering all our hopes to ren .ove unern ployment by resorting to the policy of wage-
Ta0ge, the conclygjong fthe simple k. ve dfor money fajjs ¢ ‘; price deflation. Moreover, the policy of general wage-cut was harsh and left behing a
Setf nstructional ' ¢ 1 arecoripletel; L trail of social bittemess even i it could be economically defended.
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Criticism of the Keynesian Theory
Although decidedly an i i
Al y animprovement over the classical theory of output and employment,

on seve )enmeSlanl gro'lillnemdsylg‘;i;comit hz’s obu1;)e utand erélployment determination has been criticized
. t cn 1t . .
“too aggregative’. It has fewer thap n:rgue by the critics that the Keynesian model is

community,
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g has b
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ose situations in which net

investment may be positive or negative, i.e., situations in which the economy’s total capital
stock is changing. The Keynesian analysis, however, does deal with such situations of
growth in the total-capital stock.

Third, the Keynesian assumption of autonomously determined rigid money wage is
analytically unsatisfactory and practically untenable.

The fourth criticism of the Keynesian analysis of money and interest rate is that it
is defective. According to Gardner Ackley, ‘Perhaps the most valid criticism of the
speculative demand for money analysis is the implication sometimes supplied that the
speculative demand schedule possesses any degree of permanence or stability. Its position
and shape clearly depend upon the level and dispersion of the interest rate expectations
of wealth-holders. While it is conceivable that these might be stable and unchanging, this
is hardly plausible. Major revisions in the actual level of interest rates (as, for instance,
between 1929 and the mid-30s, or between the end of World War I and the 1950s) must
certainly give rise to entirely different speculative demand curves. And even in the short
run, one might well suppose that the level of interest rate expectations trails along after
the movement of actual rates. The idea that wealth-holders speculate with respect to
the interest rate, (i.e., bond prices), and that their expectations prevent the adjustment of
the rate to changes in the level which would equate current saving and investment is
entirely reasonable, and surely calls attention to a phenomenon of crucial importance.’
However, to reduce this idea to an almost stable or permanent schedule is tantamount to
carrying the idea further than is reasonable or necessary. Taking cognisance of this
criticism increases the complexity of the analysis considerably. It is something which the
actual importance of the interest rate for aggregate demand may not justify.

The fifth criticism is that Keynes limits the composition of the asset-portfolios of the
wealth-holders to money, bonds and goods completely ignoring the fact that there are
corporate shares, debentures and a myriad of other securities which the wealth-holders
acquire as a part of their asset-portfolios. Even when we confine ourselves to only
bonds, these bonds are of differing maturities issued by the various government and
semi-government institutions carrying with them different risk component. It is, therefore,
obvious that investment may be affected as much by the differential availability of the
different forms of finance as by the rate of interest.

The sixth criticism is that the Keynesian theory ignores lagged relationships with the
result that it excludes discussion of both the dynamic multiplier and the accelerator.
Moreover, the theory was drawn in terms which considered it much more relevant to the
demand-deficiency situations than to the condition$ of excess demand orinflation. Keynes
did not distinguish clearly enough between ex post and ex ante magnitudes and a fierce
controversy raged for many years over the issue of ex post saving and investment.

Finally, Keynes offered no empirical evidence for making some crucial assumptions
in his model. For example, he offered no empirical evidence about the characteristic
shapes of the consumption and liquidity preference functions employed by him in the
model. -

Yet another criticism of the Keynesian model arises from the failure of the model to
consider the impact of the Pigou or the real-balance effect. Keynes rejected the general
wage-cut as a policy for reducing the unemployment largely on the ground that whatever
good the general wage-cut might accomplish could as well be achieved through the
other quicker and more efficient ways. In this, however, it can be said in defence of
Keynes that unless the real-balance effect was very strong, wages cannot be made
flexible in the downward direction to the extent required by the real-balance effect to be
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consumption function shows a relationship between consumption expenditure and income.
With the increase income, expenditure also increase but less than the increase in income

(according to Keynesian Psychological Law).

For example, at the level of national income equal to ¥ 1300 crores, the amount of
consumption is X 950 crores. Now the national income increases to T 1600 crores, the
consumption rises to 1100 crores. Now it is clear that the amount of consumption is
different at different levels of national income.

According to Keynesian Psychological Law, ‘when income increases consumption
also increases, but not as much as the income, because a part of increase in income is
saved’.

From the above example, it can be inferred that as the income increases from

1300 crores to 1600 crores, the amount of consumption increases from 950 crores to
1100 crores. Thus, the income increases by 300 crores, while consumption increases by
150 crores, the remaining ¥ 150 crores are saved.

Propensity to consume depends on the several factors like, interest rate, price

level and stock of wealth and on some other subjective factors. Keynesian consumption
function deals with short-run, so he assumed price level interest rate and stock of wealth

constant.
According to Keynes consumption is a function of current income. Thus,

C=f(Y)
Or, in a specific form, Keynesian consumption function can be written as:
C=a+bY
Where aand b are constant. ‘a’ is an intercept term of the consumption function

and b is the slope of consumption function and it also shows the marginal propensity to
consume and Y represents the level of current income. Keynesian consumption function

isshown in Figure 1.11.

InFigure 1.11, national income is measured on X axis and consumption is measured
onY axis. A line OM making 450° angles with X axis has been drawn. This angle shows
that with increase in income, consumption also increases by the same amount.
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Fig. 1.11 Keynesian Consumption Function
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But, according to Keynesian consumption function, the actual propensity to

consume will deviate from 450° line, that is C. ’.in Figure 1.11. Itis clear from the Figure

APC=C/Y

APC = Average Propensity to consume
C = Amount of consumption
Y = Level of income
arginal propensity to consume is a Very important oncept because it olls us
e

Propensity to consume s the ratio of change in consumption to the chapge i ;
MPC = AC/AY n6e Inincome.

MPC = Marginal propensity to Consume
AC = Change in Income

Where

AY = Change in Consumption

) Propensity to
ive factors, JIStone is subjective
‘ Now we shal] discusg these fagtors in

Subjective factors are those which e .~
f:mf)ﬂnz:;nezt‘izn and to sgve some part of theirlil;i(g)e o
-~ H1€propensity to consume areas follome:
* People save for th n

e future, for . " -
P eople Want to . ’ example l]lnesS acci
example for theper(;)"lde for unforeseen cong: Cidents apq unemployment.

. . 011 enci
ucation of their chi Sencies, that's iy or
* Several people s hildren, Marriageg oftheiy Ch);ltcll]r?; ia;\c/e. F

nt illcom .
. ) an get more income , for Invest this
* Toincrease heiy " 16mS of profiy and inl\f;l;el:x;om

social statys,
2nd more wealth, to get large

l:mm.pt People to postpone ‘the
| major subjective factors which

1
Wealth, people are Motivated tges‘;l"/ : want to mope

-

Pt

e For speculative purpose, some people also save to use that amount in making the
profit from market fluctuations.

e Because of their miserly instinct and habits, some people also save.

All the above factors decrease the propensity to consume, and hence they increase
the propensity to save. These subjective factors play an important role in determining
the level of consumption function.

Objective factors

According to Keynes, the following six factors influence the consumption function:

1. Fiscal policy of the government: Fiscal policy can affect the consumption
function or propensity to consume. A tool of fiscal policy especially various taxation
policies like excise duties, direct taxes, sales tax can affect the consumption function.
Ifthe government increases the rate of taxation, it cuts down the consumption
and hence increases saving of the country. On the other hand if the government
cuts the rate of taxes, it increases the propensity to consume and decreases the
propensity to save.

2. Changes in the general price level: With an increase in the general price
level, the consumption function shift downward. Because of the increase in the
general price level the real income or purchasing power of the people decrease
and hence the propensity to consume also decreases. On the other hand with a
decrease in the general price level, propensity to consume or consumption function
shift upward.

3. Rate of interest: Rate of interest also has a crucial role in affecting the
consumption level or propensity to consume. With a higher rate of interest people
want to save more to get maximum profit in-terms of interest hence, the propensity
to consume or consumption function decrease. On the other hand with a lower
interest rate, people feel that it is not the right time to invest, hence they consume
their income instead to save. The lower the interest rates higher the propensity to
consume. In other words there is a negative relationship between rate of interest
and propensity to consume.

4. Credit conditions: Availability of credit also plays a crucial role in determining
the consumption level of the country. Easy availability of the credit increases the
consumption level or propensity to consume of the country. The main reason of
global meltdown in America is mainly because of the easy availability of credit to
the consumers. In recent years government of India decreases the interest rate
of home loan, car loan and on other consumer durables, because of this the
consumption level of the citizens of India increased. The emergence of credit
cards also increases the propensity to consume of the people because with the
help of these credit cards the credit is easily available. On the other hand tightening
of the availability of credit shifts the consumption function downward or it
decreases the propensity to consume.

5. Income distribution: Distribution of income in an economy plays a crucial role
in determining the level of the consumption. The unequal distribution of the income
has a negative impact on consumption level, because the propensity to consume
of the rich people is less in comparison with the propensity to consume of poor
people. On the other hand if the distribution of income is equal it has a positive
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pll::;c;t on consum' ption level, or it increases the propensity to consume of the

6. Stock of wealth: Stock of wealth include both rea] assets like land, building,

. ]z;l;::)dx::tt;ile;d and financial assets, like cagh in hand, savings with banks, shares,
- Vore, the stock of wealth more the consumption level while less the

K = AY/ Al where K stands for multiplier,

In other words, we can

» We can say that becayge of ;

Iy . . of mcrem .

Increment i . ent in investment, more
10 Income is created than the Increment in investment beca’use of

Propensity to consume. -
AY= AT !
1-MpPC
AY 1
Al 1-MpC
or _ 1
K= ——
1-MPC

It. is clear from above that th
Propensity to consume of the people.

Calculation of consumpti i
: ption, saving, margj al
and marginal Propensity to save (l\"[PS) o

e size of ‘multiplier depends upbn the marginal

propensity to consume (MPC),
With the help of Table 1.1 y i f and
| » YOu can easily understand the detennination MPC
(4] 9

Table 1.1 Consumption, Saving
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You can determine the disposable income ofa person, by deducting the amount of
direct tax from his or her gross income. Gross income is that income which a consumer
can consume. He or she can consume the 100 per cent of it or he or she can save some
of the part of it.

As you can see in Table 1.1, when the disposable income of a person is zero, his

consumption is one. This is possible as he can consume from his previous savings. When
his income reaches 4,000 his disposable income becomes just equal to his expenditure.

As youknow, MPC = AC/AY
Infirst caseitis, 0.75/1 = 0.75,
When MPC = 0.75, MPS =1 - MPC
or 1-0.75 = 0.25
MPS = 025,
In the whole table,
MPC = 0.75
MPS = 0.25

1.7 INVESTMENT MULTIPLIER AND BALANCED
BUDGET MULTIPLIER

Although the economy’s actual aggregate real output may differ from the
equilibrium aggregate output due to the businessmen erring by over-producing
orunder-producing, it will, however, always tend to attain the level of equilibriym
output. The level of equilibrium aggregate income and output changes due to shifig in the
aggregate demand function. The shifts in the aggregate demand function can be caused
either by the shifts in the aggregate investment demand function or by the shifts in the
aggregate consumption demand function or by the simultaneous shifting of both these
demand functions. The economy’s equilibrium aggregate income and output can also
change due to changes in government spending and/or taxes and changes in the imports
and/or exports. These shifts are like the shifts in either the market supply and/or market
demand schedules of a commodity which cause changes in the equilibrium market price
of a commodity. . :
Although both the aggregate consumption demand function and the aggregate
investment demand function can shift upward or downiward, however, substantial evidence
indicates that consumption function is stable, i.e., although the total consumption spending
varies directly with changes in the aggregate income, the consumption fiunction itselfis
stable. On the other hand, the investment demand function has been seen to be unstable
and sudden shifts in the function have caused violent fluctuations in the aggregate income,
output and employment in the economy. In short, the amount of consumption outlay
corresponding to any given income level is relatively stable and a change in the leve] of
equilibrium aggregate income generally comes about as a result of the shift in the
autonomous investment demand function,
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Curve in Figure 1.12(A)-

oo gure 1.12(B) shifts upward
’ ) ehtire aggregate’ demand curve

I aggregate demand
S increases from 012
1itial autonomoys jnvestment

I inF

demand curve /=1 shifts downward to the position of = T, curve, the entire aggregate

demand curve C+ T also shifts downward to the position of C + I, aggregate demand
curve. Consequently, the equilibrium aggregate income and output decreases from 0Y,

(=400 units) to 0Y, (= 300 units). The figure shows that an initial given change of AT
amount in the autonomous investment spending causes a magnified (larger) change of
AY amount in the equilibrium aggregate income and output. For example, when the
autonomous investment increases by 25 units and remains stable at this higher level, the
equilibrium aggregate income increases by 100 units from 400 units to 500 units. Similarly,
when the autonomous investment decreases by 25 units, the equilibrium, aggregate income
decreases by 100 units from 400 units to 300 units. Thus, an increase in the autonomous
investment outlay of 25 units from 50 units to 75 units causes the equilibrium aggregate
income to increase by 100 units from 400 units to 500 units. Conversely, a fall of 25 units
in the autonomous investment outlay from 50 units to 25 units causes the equilibrium
aggregate income to fall by 100 units from 400 units to 300 units.

The equilibrium aggregate income as a result of 25 units increase in the autonomous
investment outlay may be derived algebraically. Assuming that C= 50 + 0.75 ¥ and

I= T =75=50+25, we have-

Y=C+71

(1.9)

Y=50+0.75Y+75 .(1.10)°
Y-0.75Y =125 ~(1.11)
Y=500 (112)

Alternatively, we can write our derived equilibrium aggregate income equation as—

= | ~(1.13)

1-0.75

(1.14)

The linear investment demand curve /= T, in Figure 1.13(B) shows a decrease of
25 units in the autonomous investment. Consequent upon the downward shift in the
autonomous investment demand curve, there is a magnified negative change in the
aggregate income which causes the equilibrium aggregate income to fall by 100 units
from 400 units to 300 units. The fact of the equilibrium aggregate income changing by
more than the given change in the autonomous investment is due to the operation of the
investment multiplier whose value is 4. The investment multiplier is the ratio or coefficient
of the change in total income (AY) in response to a given change (AD) inthe aggregate
autonomous investment, i.e., K= AY/Al The investment multiplier may also be expressed
as the marginal output-capital ratio.

Investment Multiplier and Pump-priming

Before John Maynard Keynes, the importance of increase in the new investment for
causing the increase in aggregate income had been stressed by the business cycle theorists,
more prominently by Knut Wicksell, Michael Tugan Baranowsky and Arthur Spiethoff,
It was not, however, until the clear formulation of the multiplier theory in the 30s that the
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expans.ionary effect of an increase in the autonomous investment was understood and
appreciated.

PrioF to the great depression of the 30s, John Maynard Keynes believed in the
pump-priming thesis accor(}ing to which a temporary injection of new government spending
would set the wheels of private enterprise in motion and once the private enterprise was
‘Pack onits feet, gov.ernm.ent spending could be withdrawn without causing any relapse
inthe to.tal economic activity. The pump-priming thesis assumes that a temporary new
expenditure w111.ha.ve a lasting tendency to raise the level of economic activity in the
system. Pump-priming implies that the system has been in unstable equilibrium before it

is pushed back i ichi
p o?tm oo ezceml')y new spending on the track from which it had been derailed by some

The multiplier theory is not pump-priming. According to i i i
ef.fects of new expenditure will continue only as long aitt(l;:at’et:;elxl;gi)tlz: -genetr'atlng
Wltl} some ﬁme lag after which it will peter out. Consequently, repeat de EOH mue;
not just a single shove are required to move the economy towa,rdsl;)ro: e?'i OVES atrl'lle
21;:1:’05 h;ev;ss v;ltmg The General ﬂzeor:y o.f Employment, Interest aP:zd At;.om)?,y in
- " es .d abandoned the pump-priming thesis and his beliefin the investment

plier was reinforced by the experience of the New Deal economic policy undertaken

by the late US President Franklin Delano Rao in
sevelt in the early 30 .

the New Deal policy suggested that the empiri . 20s. The operation of

was in the fange ofy 3 togi, pmc':al value of the investment multiplier

Great Depression of the 30s and the Multiplier Theory

The origins of the multipli able i epress
.. plier theory are traceable in the Great D .
Bnh§h agleneml elections of 1929 provided an occasion for anew devekl);ltlr?ett‘ntthi;ﬁ)& Teh?
?..rlac‘::lc outlook. Unemployment was the leading issue in the election campai iney;:j :
oyd George was the leader of the Liberal party while Stanley Baldwin g:; which
Iéiacdonald were ;he.leaders of the Conservative and Labour parties re ec:in Samsay
w;):tgl; offered public wox:ks’prog}'mpme, as the remedy for magg une:) 1 vely. Lloyd
e ngland was suffering at this time. Keynes in collaboration wj th ployment from
¢ a pamphlet entitled Can Lloyd George Do It? An HD Henderson
Pledgé in support of the Liberal party’s programme -

Examination, of the Liberal
Keynes supported Lloyd George’s promise that his

would involve no increase in taxation since the increased pri
p

1.

to the increase (decrease) in the equilibrium level of national income consequentupona
given increase (decrease) in the autonomous investment spending. The economic
importance of the multiplier for economic policy purposes stems from the assumption
that a given initial change (increase) in the autonomous investment spending causes a
magnified change (increase) in the equilibrium aggregate income in the economy.

John Maynard Keynes has discussed the investment multiplier in his magnum opus,
The General Theory of Employment, Interest and Money. Keynes’ discussion of
investment multiplier is based on Richard F Kahn’s work who discussed the concept of
employment multiplier in his well-known article entitled “The Relation of Home Investment
to Unemployment’ published in The Economic Journal in June 1931. Keynes has paid
rich encomiums to Kahn for this in the preface of his book The General Theory.

The theory of multiplier is the by-product of the Great Depression of the 30s. The
multiplier theory states that the increase in total income occasioned by any given increase
in autonomous investment (or consumption) outlay is a certain multiple of the original
increase in autonomous expenditure and the magnitude of the increase in total income
depends upon the value of the marginal propensity to consume. The investment multiplier
and the marginal propensity to consume are related in such a manner that higher the
marginal propensity to consume, higher is the investment multiplier and vice versa.

Keynes has used the concept of multiplier as a policy tool to analyse the income
effect of autonomous investment in the economy. The enunciation of the multiplier principle
highlighted the following two fundamental features that were not understood before
Keynes’ enunciation of the investment multiplier.

1. The incurring of new expenditure will have an expansionary effect on the
economy with unemployed resources which will be larger in magnitude than
the size of the new expenditure itself

2. The expansionary process is necessarily limited and loses force on account of
the leakages from the expenditure flow stream.

Multipliers are not unique and there are hundreds of them depending upon the

model we use. As the specifications of each model differ, so will the multipliers differ. In
fact, it is misleading to talk about any one single unique multiplier.

Algebraic Derivation

The investment multiplier is the direct function of the marginal propensity to consume
(AC/AY=b) such that given the value of the latter, the value of the former can be easily
derived by using the formula

1
K= —— .(1.15
L | (1.15)
where K is the simple investment multiplier and b is the familiar marginal propensity to
consume (MPC). The above formula for the simple investment multiplier has been derived
in the following manner—

Y=C+I ' .(1.16)

C=a+bY (1.17)

| I=1 | (1.18)
Substituting for C andJ in the equilibrium income equation (1.16) we get—

Y=a+bY+1 .(1.19)

Y-bY=a+1T .(1.20)
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Y(I-b)=a+T (121)
. a+?
Y=17 (1.22)

When the total autonomous investment T increases by a certain given amount AT , the

total autonomous investment outlay becomes T + AT o
aggregate income ¥+ AY will be equal to— .Consequently, the new equilibrium

Y+AY3 = a+T+AT=a+j AT

| 13 1—b+1+b ..(1.23)
By subtracting equation (1.22) from equation (1.23) we get—
veay-y=|a*tl, AT ) [a41
[1—b+1—b o by ..(1.24)
17 ...(1.25)
It, therefore, follows that the change i ilibri
perefore, ge in the equilibrium a i
the initial given change in the autonomous investment (Al)ggnelg: tle/ in—c gﬁ%ﬁﬁ;‘fﬁls

bis the simple investment multiplier. By dividi i
bisthes multiplier. By dividing both sideg of equation (15.17) by AT

AY _ 1 _
AT 1.5 K ..(1.26)

The term AY/AT is the ratio‘of the .
. 8 total change in th . -
given change in the autonomous investment. This ra tig e aggregate income to the

. 1 autono o is the definiti :
?;:;Ltlpllel'. The multlp!ler is the inverse of one minus the margingal;:gneoﬁ_he Investment

C). For example, if the MPC (b) is 0.8, the value of the simple PEnsity to consume
(K)willbe 1/1-0.8=5. Ple Investment multiplier

The investment multiplier is also rela
; ted t i (PR
ASIAY). Since the sum of the marginal o omarginal propensity o save (MPS=
tosave 1§equalmone, the marginal :

this it follows that the investment multipl;

related such that a high margi e margina] :
o ginal propensity to «. Propensity to save are

multiplier (K) and vice versq, Propensity to save (MPS) de veare inversely

The: notes a low investment
nvestment multiplier analys;

. ysis tells us that the

in h Crease

i:“‘;‘;(AY)_equalsthe 8ivenincrease in the autonoxenl:)1 nithe equilibri
.., =A] . K. .
consume The only assumption

(and, therefore, also the margi

short, in the limitin
B Cases of the value of the margina] P::g:z 98’ approaches one. In
S1ty to consume b being

either zero or one, the multiplier will be either one or infinite. Since in our assumption b
is finite, being more than zero and less than one, it follows that the value of the investment
multiplier is finite, being more than one. Consequently, the change in the equilibrium
aggregate income is greater than the given change in the autonomous investment outlay
of which the change in the equilibrium aggregate income is the consequence.

Multiplier Action

But by what process does the multiplier increase in the aggregate income, which is due
to a given increase in the autonomous investment outlay, take place? In other words,
does the increase in the aggregate income take place simultaneously with the increase in
the autonomous investment or does it take place after a certain time interval? While
discussing the process of income propagation, we might consider either the income
increasing simultaneously with the increase in the investment outlay so that there isno
problem of time-lag between the increase in autonomous investment and the resulting
increase in income or the increase in income may be regarded as lagging behind the
increase in autonomous investment. The first mode of income expansion is the
simultaneous or static multiplier analysis allowing for no time-lag between the increase
in investment and the resulting increase in income while the second is the period or
dynamic or sequence multiplier analysis. Both these multiplier analyses may be discussed
with reference to either the discontinuous or single-dose of increase in the autonomous
investment or the repeated constant doses of increase in the autonomous investment,
i.e., the initial given increase in autonomous investment continues in each subsequent
time period. In other words, we might consider the question: what happens to the
equilibrium income if (i) the investment which increases in any given time period is cut-
back to its original level in the subsequent next time period; and (ii) if the given increase
in the autonomous investment continues constantly in each succeeding time period?

Simultaneous or Logical Multiplier

The simultaneous or logical multiplier analysis assumes that the change in all the three
variables—autonomous investment, induced consumption and income—which constitute
the core of the multiplier analysis takes place simultaneously so that there is no time-lag
between the change in autonomous investment and the resulting induced changes in the
consumption spending and equilibrium income. Thus, the logical theory of the multiplier
rests on the assumption that the initial given change in the aggregate autonomous
investment outlay and the resulting total change in the equilibrium aggregate income
occur simultaneously.

Keynes’ discussion of multiplier runs mainly in terms of the ‘logical theory of the
multiplier which holds good continuously, without time-lag, at all moments of time’.
Throughout the book The General Theory, except section IV where a mention has
been made of the time-lag or period analysis, the multiptier has been discussed ‘on the
basis of a change in aggregate ‘nvestment which has been foreseen sufficiently in advance
for the consumption industries to advance part passu with the capital-goods industries...”

Martin J Bailey has elabor ated the simultaneous multiplier theory through this imaginary
example: *...suppose someadded investment activity is announced on a Saturday evening,
after the end of the work weel<, to commence on Monday momning. Unemployed workers
are notified to return to wgrk on Moaday morning on the new investment projects.
Expecting theig new payclecks, they plar higher purchases than before, beginning
immediately: they call theiy grocers and other retailers to assure credit, based on their
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. mﬁfgmalpmpensitytoconsmne)islmown,themta]changeomy

:hxp.ec‘:’;d fayche(.:ks. These retailer§ sl?rewdly place new orders over the weekend with
anedlrthe olesalers; the \f'hOIesalers §1mﬂarly place increased orders with manufacturers,
e ﬁ‘mam1fzu:’curersork increase their planned production runs while notifying previously

-:in workers to report to work Monday moming, These workers in turn plan increased
3:2 - lﬁ; i‘v I;Eeﬁmt:itzﬂe;s" vaihQ call t’tIl‘iir wholesalers, who call manufacturers,

: ad infinitum. The whole process can be completed b
Monday mornin, i ; pletec bY
o ey el ot ol e e
in touch with hi i s could happen without any action by anyone to get
touch wi his suppliers. Each retailer, wholesaler, and manufacturer could antici

without being told, what the effect on him would be, and the worker: Zoulg?&c;f:it;

show up at their plants without being notified, i i
be available.” gnotified, in the correct expectation that work would

In a two-sector economy, the aggregate demand is composed of th
con:v,l}mpﬁon and investment outlays, i.e., Y= C+ 7. Starting f ° agjgl:egate
??llgsimgl inwhich the aggregate demand is equal to the aggreggat::::lthe position of
s 1= +1, the question is: what happens to the equilibrium aggre tapt: o inoome,
%‘S;Enthi the aggregate autonomous investment s increased by some gj fen income aEc:
. given increase in t!le planned investment, the initial eqlﬁubﬁuma;lount AI?
thlslanncdmcosavxlng anflplanned investment at the old equilibrium income is disturbeth i cen the
o becolf:eevel mmant exceed§ sav.ing, ie.,, I> S. Saving has, therefore to Since at
fomrion ot qual to investment which is now higher than before. Bein i: .

Income, saving cannot increase unless income increases Slliﬁcigén ﬂ‘;,\’zv;:lr, a
a

for the required increase in saving to be equal to iven i o
amt(l);ctﬁoys investment. In other wirds, the‘zllggregatth:ilil:zzlelrl::siﬁecrzf ” e n
?0, hat € Increase in total saving of AS amount out of this higher incom:?: N
ﬁl:c::a l:cmse inl_he autonomous investment, i.e., AS=AT . The increase i s
incom (AY) which will generate that increase in savings (AS) whi f;]m (hoaggrogate
;?;:::yea;esl: autonomous investment (.'}T) willbe equal to the in o8 eualto .the
P ve (MPS) times the given increase in the autong Vel'Sfi o e margioal
AY=I/MPS x AT. Thus, if the marginal propensity to save (jt i g e, i
(it is equal to one minus the

amount in the equilibrium

aggregate income resulting from a given chan, t
€ autonomous spendin
g

(consumption or investment) can be knownge ofAI amountin

Diagrammatical Iustration

correspondin; i : Quilibri
corresponding to which the aggregate income is 0y, (4 - 21 Shown at point 4
0 (S AY). Tt is assumed that the

assumption is that once the autonom

- ; . period. In
Ous mvestment is i other words, the
I tothe newhj - 18 Increased from i S
: . C 0 )
given increase ofgh rlevel tc;i I +A M its original level of

é]uently, upon a continuous
aggregate demand function

I, itstaysthere. C
- autonomous investyy Lo
C+ I shifisupward ina parajle] ' e,

C+ T and the new aggregate demand function C+ T +AT showsthe givenincrease

of AT amount in the autonomous investment. The new aggregate demand curve
intersects the 45° or the equality-line at point B where the aggregate supply (output)
equals the aggregate demand, i.e., BY, =0Y,. Consequently, the aggregate income
corresponding to the point of intersection B is the equilibrium aggregate income since at
this aggregate income, the equilibrium condition ¥ = C+ Ibetween the aggregate supply
and the aggregate demand is satisfied. The total increase in income (AY) can be obtained
by measuring the difference between the new higher equilibrium income (0Y;) and the
old equilibrium income (0Y). This is equal to YY), i.e.,, AY=Yo ). The increase in
income being greater than the given increase of AT amount in the autonomous investment
equals the increase of AT in the autonomous investment spending times the investment

multiplier, i.e., AY=AT .K. Thus, the equilibrium aggregate income rises permanently to
a higher level of 0Y, (= BY)) from its old lower level of 0Y;, (= AY,) when the aggregate
autonomous investment increases permanently by AT amount from T to T +AT.

Y

Consumption (C); Investment )
\
o
+
nay

450 e A Y —X
0 Yn Y 1
Income (Y)
Fig. 1.13

Criticism

The logical or instantaneous multiplier theory has been criticized on the ground that it
assumes instantaneous responses in the consumption spending to the given change in
autonomous investment outlay. In practice, however, changes do take time to work
themselves out in the syste1 1. Consequent upon a change in their income, consumers
take some time to adjust their consumption spending to their new income. Even ifitis
granted that adjustment in ¢ ynsumption spending takes place simultaneously to a given
change in investment so tha there is no time-lag between the increased income receipts
and the decision of the inccme receivers to spend more on consumption, it would not
have the desired effectunlessitisalso § sumed, unrealistically though, that the consumer
goods industries, correctly foreseeinis the possibility of increased consumer spending,
expanded their production imultansously However, in a dynamic world with uncertain
future, it is difficult to mak e any perfectly accurate forecasting,
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_ consumption and income expressed by the logjcal

o I.Zienctc;lr;d thevl:hgilca.l multiplier tht?ory hasbeen criticized on the ground that it does not
P ahe x;h - chis fo!l9wed by income as itmoves away from the original equilibrium
tothen umposmon. Consequently, the logical multiplier analysis is static. The

ysis onlytel]sus elther.thhthe help ofa diagram or through the algebraic equations, the
g;;&: mmtl:ezmmebaﬁer a given change in investment spend?xcll;a has ta’ken
. andbehavi):)mthat tfk Z p(;:(t::hiz :he;];egzg n(:f Interactions of different peoples’

e o e y during the process of
one equilibrium position to the other. Thus, the relationship betwegnrao the Z:wcil:la\ggeng:n?

eod i e multiplier which "
periodisat best only an approximation which holds true over a lonabmsgs the.trans1t1.on
comple'.ce adjustment to the new equilibrium has taki enplace g period during which

Dynamic or Period er Sequence Multiplier

Since the aggregate income does not change simul
‘ . tane * . .

ta:kt:lt]l(:gf?al::st investment spending but changes after a c:rut:lifl ‘;’mlnﬂ;ifl vftl? c.hange v
comos thmu:;o account. Conseque'ntly, the Ipulﬁplier increase in theig ;g;em?eow to
spending Accore:ﬁs:nes of lagged mfil.xce'd Increases in the aggregate cf b o moome
ot chf;nge o gto the statu? equilibrium analysis, as a consequence O?Sump.t ton
cquilibriar whie larftonomc:us mvestme'nt, the aggregate income moves on :)n t){lglven
related ina chincome and expeqd}we are equal, provided the two varj ble sarc
noaded ot er which affords stability. While the static analysis i e

I the adjustment of income to a given increase in expe oo the time

a certain time interval occurs between the given increase in the a o thefacisthat

.. . uto: i
outlay and the resulting increase in the aggregate income in con Qoemen vestment

increase in the autonomous investment. It is, the onsequence of the given
of inves . - 11, therefore, appropriate to consj
focus a;;;fl; :han%ie§ on income through time. In order to do this, itlliili::;g;e oftect
analysis, wo o exp Clﬂy. on the timing of events. As we did in the precedi sary Fo
qite in > deS:tx;leot;l;lt mﬁ:zune.nt Is a part of total expenditure anqd that ':ni o
also ultimately increasesy be :h ges |7 A0 ome. Asa consequence, the a : changes
outlayti ! y eatpountofthe givenincrease in thy ) ggrega}te income
y times the mmvestment multiplier. Inthe autonomoys investment

*{tmand in ope ¢ :
enod, ie, ape 1€ time period generates

ac or: cess of aggregate demand
eSponding increase in the

e e e e

aggregate income in the immediately succeeding time period. We may now formulate
this hypothesis in the form of symbols.

The total spending in the economy, which is the sum of the total consumption and
investment outlays, can be designated as E. The aggregate supply and aggregate demand
equilibrium condition can be symbolically stated as:

Y=C+1
Y=E (since C+I=E)

In the dynamic or sequence multiplier analysis of income propagation, variables ¥’
and E must be dated. This is done by the use of subscript , taking the integral values 1,
2,3, 4,... which denote the corresponding time periods. Now the above hypothesis can
be stated as—

E-E =AE=Y, - Y,=AYy,

This implies that—

AE, =AY,

With this interpretation of time-lag of the change in income lagging one time period
behind the change in expenditure (demand), we can analyse the simple dynamics of
income propagation followinga single one time period given increase of Alamount in the
autonomous investment outlay.

Starting from the position of equilibrium, let us suppose that the autonomous
investment increases in one single time period by A/ amount and thereafter, it falls back
toits original level. Letus also assume that the marginal propensity to consume (MPC)
is the constant positive fraction b such that 1> 5> 0 = constant. It means that people
spend b part of their additional income (AY) on consumption, i.e., AC = bAY. The
production of additional consumer goods to meet this additional consumer demand will
itself generate additional income equal to the additional consumption. It is, therefore,
possible to view the entire process of income propagation in the economy as the sum of
additional income generated in each time period starting from the initial given increase of
Al'in the autonomous investment outlay in time period 0 and ending in time period # with
t tending to approach infinity. Assuming one time period lag to exist between the
expenditure and income, the entire procéss of income propagation may be explained in
the following manner. A

When the autonomous investment increases by Al in time period 0, the aggregate
income in time period 1 increases by the full amount of additional autonomous investment
outlay of Alamount which was incurred in the immediately preceding time period 0, i.e.,
AY,=Al. Consequent upon the increase in aggregate income in time period 1, there will be
a corresponding increase in the aggregate consumption spending in time period I(AC,)
equal to the product of the MPC (= b) and the additional income AY, ie.,

AC, = bAY, = bAI (since AY,=Al)

Since the additional expenditure incurred in any given time period causes a
corresponding increase in the income of the following time period, additional expenditure
incurred on consumption in time period 1 causes an equivalent increase in income in the
subsequent time period 2. In other words, AY, = AC,. But AC, = bAl and, therefore,
AY, = bAI. The additional income in time period 2 will induce additional consumption
spending equal to b time of the increase in aggregate income in time period2,ie.,

AC,=bAY,= bAC, = b (bAY) = b (bAD = b’
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e %Tgﬁxﬁgomzﬁg z:;ge,tilii.t’me will cause the corresponding increase in
AY, = AC, = b?Al
Similarty, AY,=ACy=b’Al
and so on for each succeeding time period. Finally, at the end in time period ¢, the

additional income generated will be equal to the additional consumption expenditure

incurred in the i di P ) RS
b*1AL Thus, immediately preceding time period ¢~ 1 which itself will be equal to

AY‘ = ACI—] = b’—lA[

The total cumulative increase in the i
<ol - aggregate mmcome (AY ) resultin :
Eltlal increase of Al amount in the autonomous investment w)ill bee » frtoThthe gwet;‘
ﬁe wh.ole series of additional income generated over infinite time pzur?od(; b esumo
o s Period 1 and ending with time period ¢ (limit  —» co). The foll ing table
0?238 e process of multiplier income propagation spread over an infinite owing table
periods for a single dose increase in the aggregate autonomous invc.astmenstems oftme

Table 1.2
Iéxcess of the
‘ariable
the B over Time Period
ase Period

Value

0
E : : > 4 1 -0
Y AI bAI bzAI blAI b‘AI bl-lAI ,

!

C 0 Al bAl bAI Al b-2Al bl-lAI
1 0 bAl bAI BAI BAI i Al

Al 0 0 0 . ~bAL Al

0 0

It follows from fhe above table that—
AY=AY, +AY, +AY, +
AY=AI+BAI+ B*AT + ... .. + b‘"ltu +{1.27

AY=AIQ+b+b+p + 4 by ..(1.28)
The . ‘ol
infinitely long sum in the parenthesis is a convergin . (1.29)
equal to IL & 8eometric series and is

1
1-4 Nce — isthe in
widi 1-5 Vestment multip;
D : lier
1viding both sides of equation (1.30) by AI, we get Pt - (1.30)

| ar 1- X
—_— ; .(1.31)
wasob © same result through the sequence or ¢

inedinthe ta i inli yllalni * a4
s Pl nalysis incquaton ) 26) manplicr analysis 25
ea, i . -<0) namely, that the total
enin ggregate income AY 1sequaltotheinVesmlentmulti ; y1 at the to
Initial in , ier 1 o
crease of Alamount in the autonomous invegty, ’ 1-p times the
ent,

Superiority of the Dynamic or Period Multiplier Analysis

The dynamic or period multiplier analysis of the effect on income of a single dose given
increase in autonomous investment, however, shows that in each succeeding time period,
the increase in income becomes smaller and eventually peters out. From the standpoint
of economic policy, this means that unless the increase in autonomous investment is
continued period after period, equilibrium income will fall to its old level after some time.
In terms of the dynamic analysis contained in the above table and equations, in time
period # (when ¢ approaches infinity) the increase in aggregate income AY,(=b"1Al)
approaches zero. Consequently, the equilibrium income in time period ¢ (Y}) approaches
the original equilibrium income ¥, in time period zero before the increase in autonomous
investment outlay had occurred. A dynamic multiplier may be defined as the ratio of the
total cumulative change in the aggregate income over and above its initial level and the
associated initial change in the aggregate autonomous expenditure when the change in
expenditure is a one-shot (or one single period) event. Assuming that the
once-over increase in the autonomous aggregate investment outlay A7=%100 crore and
the marginal propensity to consume bis 0.8, the dynamic multiplier process of the total
income propagation can be summarized below:

AY =AY, +AY,+AY;+ AY + AYs+ oo oo + AY, .(1.32)

AY = Al + bAI + B2AI + B3AI + B*A + e e o + bIAl .(1.33)

AY =100+ 0.8(100)+0.8%(100) +0.8°(100) .. .. +0.81(100) ..(1.34)
AY =500 crore

The path of income propagation through time following the given increase of a
single unrepeated dose of A7 amount in the autonomous investment can be shown with
the help of Figures 1.14 and 1.15.

Y
1
AY=AY, +AY, +AY3 At +AY,
160 4 N AY=Al+bAI+ PAL+ DAL+ . BN
N N : , I
AY=——-Al

I-b

Change (Increase) in Income
AY)
(=]
[—}
-

40
20 -
b~ —
0o | -4 -3 (-2
Time Period > x

Fig. 1.14

Figure 1.14 shows that consequent upon the one-shot given increase of Al amount
in the autonomous investment in time period 0, which is discontinued in the succeeding
time periods, aggregate income in the immediately following time period 1 increases by
the corresponding amount, i.¢., by AL In other words, the total increase in income in time
period one AY, = Al The additional income generated in each succeeding time period
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goeson . hlng under the petering multiplying impact of the marginal propensity to
consme wiichis oot ks anone. Evesaly it perid (e pprosces
dstY) the increase in income comes to a grinding halt approaching zero. In other
words, the ﬁ.gure: shows. that the increase in aggregate income (shaded rectangle) in
cach succeeding time period diminishes and eventually disappears. The total accumulated
increase in income from time period 0 to time period #(AY ) which results from the initial
gxx\;ez increase of Al amount in the autonomous investment is the entire shaded area
:nd nding upto time period trepresenting the sum of the rectangles upto time period ¢
and is equal to the multiplier times the initial increase of A/ amount in th
investment. In other words, the total increase in income AY=AJ K ¢ autonomous

Y

YoaEaC+l1
E C+/

C=a+by
bar //

F
BAI N

L Al
B bl
BIAI Al

wgz\

bar

Consumption (C); Investmen o
o)
-l IEAVAR\N

.Y
b1l

~

450

ot PG (s el pop
= bAI). ;
higher than the i 20): Consequently,

The entire process of gradually petering out income propagation in succeeding time
periods continues ad infinitum. In this manner, in each succeeding time period the
propagation of additional income goes on diminishing and eventually in time period ¢,
when ¢ approaches infinity (¢ — %), the increase in income approaches zero with the
income in time period #(¥,) becoming equal to the initial pre-increase in the autonomous
investment income BY,)in time period 0. The total cumulative increase in the aggregate
income starting from time period 1 and ending in time period ¢ (AY') consequent upon the
given increase of Al amount in the autonomous investment in time period 0 will be:

AY =AY, + AY,+ AY;+ AY, + AYs+ DAY+ AV + e +AY,
AY = AI+ bAI+ b2AI+ b3AI+ b*AT+ bSAI+BSAI+ ... ... ... +bAI
AY=BD+FG+HK+LM+NP+RS+TV+ ......... + . 0

In short, the total cumulative increase in the aggregate income (AY) beginning from
time period 1 to time period twill be equal to the investment multiplier (K) times the initial
increase of Al amount in the autonomous investment outlay, i.e., AY = ALK.

Criticism

The multiplier analysis suffers from several weaknesses. First, the multiplier analysis
derives the multiplier on the assumption of constant marginal propensity to consume.
Over the short period of a trade cycle, the marginal propensity to consume is not constant.
In such a situation, we cannot think of any constant value of the multiplier. The multiplier
K=1/1—bwill vary in value from one equilibrium income to another equilibrium income
and we will have the marginal multiplier whose value changes from one equilibrium
income to another equilibrium income instead of the simple investment multiplier with
constant value.

Second, the simple multiplier analysis is faulty because itneglects the role of induced
investment resulting from induced consumption in the determination of the equilibrium
income. Cumulative changes in national income also result from factors other than the
successive rounds of induced consumption spending. Changes in investment are also
linked to changes in the national income. Consequently, the cumulative change in income
will usually be greater than what is predicted by the simple investment multiplier.

Criticizing the concept of investment multiplier, Professor AG Hart has calledita
useless “fifth wheel’ which adds nothing to the ideas already implied in the use of the
consumption function. In his well-known article published in 1936, Haberler criticized
Keynes’ multiplier as a mere tautology. According to Haberler, Keynes has defined his
multiplier in such a way that it is simply another name for the marginal propensity to
consume. “The multiplier is defined in terms of marginal propensity to consume. Instead
of the multiplier we can always say 1/1 — AC/AY and for marginal propensity to consume
we can always substitute 1 - /K. One and the same thing has got two names...Mr
Keynes has fallen into the trap of treating such a relationship by definition as a causal or
empirical relationship between investment and income and that, thereby, a large part of

what he says about the multiplier and itts probable magnitude is initiated.’

Third, the multiplier analysis has ordinarily been developed, under the assumption
that labour and other fixed resources are idle or underutilized in the economy, i.e., surplus
production capacity exists in the economy. In other words, the assumption made is that
there is idle labour seeking employment and there is present idle plant capacity in the
economy making it possible to expand output readily in response to arise in demand.
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. income depending on the value of the inv

- A full ‘open’ econom

Th.1s assmnptlox} is, hoyvever, unrealistic because in any substantial expansion of output,
orn any expansion which is different from the previous expansions, shortages of particular
kinds oflabf)ur or of fixed resources are likely to occur at various points in the economy.
Moreover, if the expansion takes place after a plateau of low output for a period long
enough for the idle fixed assets to have become worn-out and not replaced, bottlenecks
of fixed assets capacity may also be frequently encountered, thwarting the working of
the multiplier action.

Fourth, the bottlenecks of particular kinds of labour or at particular places may
blocfk.the expansion of employment and output in the economy. A theory of income
flexibility in a broad sense cannot, therefore, be legitimately constr{;cted without making
a careful analysis of these bottlenecks and how these canbe removed. Even in a less-
than-full en.lployment economy, the multiplier theory, partic larly any d . ic discussion
of the multiplier time periods, is seriously incomplete and misleadin g if it ignores the
bottleneck problems. “Even though the multiplier theory may be correctly re gnded o
boldand challenging piece of analysis, it is true only as  first approxima n?;n gag -
condlnpns. Not only does income change only by a process that takes t}m elr)1 o
determine the speed and extent of that process involves an analysis of busj ime, bu
ammqes, responses; of technical conditions of production and sy 1 lf‘ei's practocs
behaviour, income distribution, layoff and hiring procedures; of uI: (Il)ll' Y; (t’ f consumer
government budgets through effects on tax collections, transfer l;aymemsesc q:lpacts on
contributions; of indirect impacts on the money market, indeed of ever. ocial security
economic process. To understand them we need a v. >y aspect of the

A ast fund of institutj
about the business system, and, perhaps even more important, an unde(:'sntzlnl?l;gmedge
psychological frames of reference of business gofthe

firms and individuals, wh .
the way and the speed with which they respond to changes in obj ect’i‘xlhggt: tztermme

Notwithstanding its several weaknesses, the multipl;
; S » tiplier analysi
1mportant t.ruth tha}t an initial increase in the autonomous invesgn:r’ltljmever, states the
Wfaﬂ inthe comﬁon expenditure, has the sccondary o ess offset by a
er gradually petering out effects which leads to 5 large i,ncrezlzé m
eto

i ! estment ipli 103
conclusion for economic policy decisions, Ittll, s éna‘tl:gpher. Thisis a very important

in government spending is incurred on utterly unproductivereSSion, prenifthe increase

leaf-raking, digging holes in the ground and filling they, and uselesg purposes, like

i UP again, it j -
CS I aggregate consumpt; s worthwhile to

.1.7.1 Multiplier in an Open Economy

. y has all

AL opn sectors, and ﬂxerefore,thl’eeWithdrawals-savings taxation
- This is indicated |

gomg tothe governme

marginal Propensity to import (mpm).

. Byaddin
(mpw). g

by the marginal Propensity

)Plus the amount going abroad —the

- to |
it - the marginal tax rate (mgy °3V8 (mps) plus the extra income

1.7.2 Balanced Budget Multiplier

The question is: what happens to the equilibrium income if the government budget is
balanced, i.e., if the given increase in government expenditure is financed by an equal
increase in taxes? In other words, will there be any impact on the economy if the increase
in government purchases and taxes is balanced? According to the classical view, a
balanced budget was neutral in its effect on the national income and employment since
the increase in government spending was offset by the tax increase of an equal amount.

According to the modem view, however, a balanced budget is not neutral in its
effect on income. It exerts a net expansionary effect on the national income because the
decrease in the aggregate spending resulting from additional taxes will be less than the
increase in the aggregate spending resulting from additional government expenditure.
Asaresult of the additional tax levy, the aggregate consumption will not be reduced by
the full amount of the tax because a part of the tax is paid out of saving. Substituting the
value of the MPC into the government purchases and government tax multipliers, it can
be seen that the difference between these two multipliers is one. With an MPC of 0.8,
the government purchases multiplier is 1/1 —0.8 while the government tax multiplier is
0.8/1 — 0.8. Since the tax multiplier is negative, the difference between the value of
these two terms is one. This means that in the event of the government budget being
balanced, the aggregate income will increase by full amount of the increase in the
government expenditure. '

The balanced budget multiplier may be derived in the following manner.

Y=C+I+G (135)
Substituting in equation (1.35) for C we get—
Y=a+bY;+ I, +G ~(1.36)
Since Y, equals Y— T+ R, equation (1.36) can be rewritten as—
Y=a+b(Y-T+R)+I,+ G . (137)
Y=a+bY-bT+bR+ I,+ G  ..(138)
Y-bY=a-bT+bR+ I+ G .(1.39)
Y(1-b)=a—-bT+bR+ I+ G ..(1.40)
Dividing through by 1 —b we get—
y=3—¢T+R+T1,+C (1.41)

1-5

Consequent upon a given increase of AG amount in the government expenditure

and an equal increase of AT amount in government taxes (AT= AG because the budget
is balanced) the new aggregate equilibrium income will be~

Y+AY=a+b(Y+AY-T-AT+R)+ Lyt G+ 4G e142)

Y+AY=a+b Y+bAY—bT—bAT+bR+ I+ G+ AG (1.43)

By transferring the terms bY and bAY to the left-hand side of the equation and
rearranging it, we get—

Y-bY+AY—-bAY=(a—bT—bAT+bR) + Lo+ G+ AG
Y(1-b)+AY(1 - b)=a—bT—bAT+ bR+ Ly+ G+ AG

(1.44)
..(1.45)
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Dividing both sides of equation (1.45) by 1 - b we get-

Y+AY=a—bT—bAT+bR+TA+G+A5 (1.46)
| T, (1.
Subtracting equation (1.41) from equation (1.46) gives us—
_ AG - bAT
AY — .(147)
_AG-bAG _
AY i, (since AT =AG)  ..(1.48)
- AG(1-b
AY=2G(1-5)
— .(1.49)
AY = AG .(1.50)

Dividing both sides of the equati G g |
. gboth sides of the equationby AG gives us the balanced budget multiplier

AY _ AG

—_ = —==1

AC AC ..(1.51)
This states that when the government budget i
. budget is balanced such that any gjven i
inthe govemment expenditure incurred on the purchase of goods and sergige:?lls]ﬁnanmmc;a:fl
through add}h(?naltaxlevi&e of an equal amount, the equilibrium aggregate in )
economy will increase by full amount of the additional government expendittcfrxc:1 sinte

The balanced budget multiplier with the i .
under the following assgump o ns numerical value of one is, however, valid

1. The increase in government spendin ;
¢ g relates entirely ¢
. :nd services by the goYerpment andnotto goverann?ti'ha(:lffl‘lr ohases of goods
b:gncec:tl:udggt.mulnpher for government transfer expendftll.ll: ayn.lents, The
beimuse ¢ positive transfer payments multiplier and the pegat: e will be zero
ng equal, will offset one another thus havine 5 cgative tax multiplier
This conclusion is, of course, validon the g

Deutral impact on the e,
as . onomy.
to consume of those who receive the b tlont.hatthe marginal propensities
payments and of those who bear the burden of

m enefit Oga(,k,hﬁonal government transfer
additional transfer payments are equal, additional tax levied to finance the

. the
activity in the econi(:;}e,mment purchases and

Ifthe increase of a given amount of AG in government spending in the budget was
not balanced by additional tax levies of AT (= AG ), the increase in income would have

been Y, Y,. However, since the additional spending is financed through additional taxes

of an equal amount, the negative tax multiplier operates simultaneously partly offsetting
the increase in income. The net increase in income will be equal to the difference between
the total increase in income due to the increase of AG amount in government spending
and the total decrease in income due to the levying of additional taxes (AT’) of the same
amount. The negative change in the aggregate income due to the additional tax levy of

AT (= AG ) amount is Y,Y,. Consequently, the net increase in the equilibrium aggregate
income is ¥, Y, which equals the given increase in government spending of AG amount.

Y

AYB=A-G-(I—b)—1-%-b- pecilic
aC+i+

C+I+G+AG
B C+1+ G- bAT
/C+I+G

Decrease in Income due to
increase in Taxes of AT

AYB = A5

AG(1-b)

-bAT D
-bAG

7 .

to Increased
ing of AG

Incregse in Income
Government S

Consumption (C); Investment (1)
Government Spending (G); Taxes (7)

/450 AYz=AG

0 , n | 1 Y;

—

Net Increase in Income
due to Balanced Budget

Fig. 1.16-

Induced Taxes and Balanced Budget Multiplier

So far the balanced budget multiplier has been discussed under the assumption that taxes
are wholly autonomously determined—these are a constant amount regardless ofthe level
of income. In reality, however, not all government tax receipts are autonomous and the
government’s total tax income is also influenced by the level of people’s income. If the tax
payers’ income increases, government’s tax revenue goes up and vice versa. The problem
is further complicated because not only does the total tax collection increase when tax
payers’ income increases but the tax rate also increases as income increases under the
impact of the progressive income tax system. Inasituation where the total government tax
revenue comprises partly the autonomous tax and partly the induced taxes, the total tax
function may be written as—
Y=d+1tY;and0<¢<1 «.(1.52)

where d/is the constant autonomous component of total tax revenue and ¢is the proportion
of tax related to the income level so that ¢Y is the induced component of the total tax
revenue. It is the marginal propensity to tax. Let us also assume that ¢ is constant so that,

Review of Classical and

Keynesian Economics
NOTES
Self-Instructional

Material 83




24

Review of Classical and

Keynesian Economics

NOTES

Se{f-lnstructional

Material

in a way, we assume the proportional income tax rate system. In f:
as the marginal propensity to tax ' system. In fact,  may be regarded

The balanced budget multiplier with the — ) .
in the following manner— proportional income tax included, can be derived

Y =C+I+G (1.53)
Y =a+bYd+TA+6 (1 54)
Y, =a+b[Y—(d+tY)+R]+TA+é ..(1.55)
Y =a+bY-bd-btY+bR+T .+ C
: T+
Transfetring the terms bY and b#Y to the left-hand side we get— are +(1:39)
Y-bY+btY =a-bd+bR+ T+ (.57
Y(1-b+bf) =a-bd+bR+ 1 ,+G '8
Dividing through by 1 - b+ bt we get— ‘ -(1.58)
Yy = a—bd+R+T1,+G
1-b+ bt (1.59)
The new equilibrium income after the given i =
. . given increase of AG : .
expenditure which is wholly financed b i amount in government
taxes will be: y ced by an equal increase of AT amount in government
Y+AY=a+b[Y+AY—-(d+tY+IAY+AT)+ R+ I ,+ G+ AG
Y+ AY=a+bY+bAY -~ bd—btY - bIAY~ bAT+bR+ T, + G+ AG -(1.60)
Transferring the terms with ¥ and AK to the left-hand side, we get— ...(1.61)
Y-bY+btY+AY— bAY + btAY = a—bd— bAT + bR + T+ G+ AG (162
. .(1.62)
Y(A=b*bi)+AY(1-b+b)=a~bd-bAT+bR+ I+ G+ AG
Dividing through by 1 - b+ bt, we get~ 4 ¢ (163
Y4AY = a-bd—bAT;+bR+TA+G+A5
. . ~-b+b ..(1.64
By deducting equation (1.59) from equation (1.64), we get ¢ (1.64)
AY = AG-bAT
1=b+b .(1.65)
AY =AG-pAT
1-b+py (since AT= A@) a 66)
AY = A_EM
. . 1—b+bt '
Dividing both si _ | (1.6T)
sidesby AG gives the mOdiﬁedbalancedbud
AT _ 1oy get multiplier
2 “Trem
Th + bt ;
gov‘gmme t:;],; ':o;all)/t; x— b+ btis, therefore, the balanceq 4, -9
. reve . : -
proportional income tax, "lue consists of both the ayt, udget multiplier when the

0mous taxes and the induced

P

Since both b and ¢ are constant positive fractions, the value of the term 1 — b+ bt in
the denominator is higher than the value of the term 1 —b in the numerator. Consequently,
the value of their coefficient 1-b/1-b+bt, which is the balanced budget multiplier,
must be positive but less than one. It is, therefore, obvious that the balanced budget
multiplier is positive, i.e., greater than zero in both the cases. The balanced budget
multiplier is, however, smaller when we consider the induced taxes along with the
autonomous taxes compared with the balanced budget multiplier when only the

" autonomous taxes are considered. The balanced budget multiplier with a progressive

income tax will be even smaller because the value of the term—the marginal propensity
to tax will increase as a result of which the value of the term bz, which is a positive term
in the denominator, will also increase. Consequently, the valueof the balanced budget
multiplier 1 —b/1-b+bt will be smaller.

The use of the balanced budget to raise the level of aggregate income significantly
in the economy is inefficient because a very Jarge increase in government purchases will
be necessary involving a sizeable shift in the economy’s resource allocation and
unnecessary increases in taxes which could cause further difficulties. Nevertheless,
contrary to the old orthodox belief, the balanced budget multiplier theory stresses thata
balanced budget is not neutral in its impact on the economy. It exerts its positive impact
on the economy and makes the presence of the government felt in influencing the total
size of economic activities in the economy evenl in the absence of resorting to a policy of

deficit financing.

1.8 DIFFERENCE BETWEEN KEYNESIAN AND
CLASSICAL MACRO-EQUILIBRIUM .

The concept of the consumption function marks an important development in modern
macroeconomic theory. Its discovery, inclusion and treatment as an important edifice of
macroeconomic theory, and also its clear formulation owe much to the intelligence and
clear insight of Keynes. Although Keynes recognized the importance of other factors in
determining consumption, he, however, argued that income was the single most important

. determinant of consumption. According to Alvin H Hansen, Keynes’ great contribution

is the clear and specific formulation of the consumption function. Hansen regards the
clear formulation of the consumption function as stated in The General Theory as
Keynes’ ‘epoch-making contribution to the tools of economic analysis, analogous to, but
even more important than Marshall’s discovery of the demand function.” The conceptof
the consumption function is Keynes’ monumental discovery and is the kingpin of the
elegant edifice of the Keynesian theory of income and employment. It is the ‘heart of
the Keynesian analysis’ which supports the extensive and continuing efforts to define,
refine and to measure statistically the nature and stability of the relationship between
income and consumption.

There was no classical consumption function relating the aggregate consumption
to aggregate income because the classical economic analysis was developed in terms of
the full employment economy. Atany given time, income was a given constant. According
to the classicists, out of the constant full employment real income, the decision of the
people to consume more and save less and vice versa was influenced by changes in the
interest rate. A high rate of interest induced the consumers to save more by postponing
consumption while a low rate ofinterest discouraged saving. In the classical economic
theory, saving was assumed to be a positive function of the rate of interest. Since higher
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saving out of any gi\_fen income corresponding to a higher rate of interest meant lower
aggregate consumption, consumption was regarded as a negative function of the rate of
mtert:':st. Since saving was regarded as interest-elastic, consumption also was interest-
elastic alt.hough this elasticity was negative. In the classical economic analysis,
consumption was not a function of income because income was not a variable. In a fully
employed economy, income was a constant. The assumption of full employment ruled
?ut any possibility of an increase in the equilibrium aggregate income in the short period
in the economy. This approach clashes with Ke ;

o ‘ ynes’ approach accordi i
consumption is a stable function of income. PP ording to which

J c!hn Maynard Keynes’ view about the income-con,
summarized as follows.

1. According to Keynes, real consumption was a ‘fa

. irly stable function of real
income’. He regarded this income-consumption relationshg
psychological law. onship s fundamental

2. Keynes stated this ‘fundamental psycholo

gical law’ by observing that ¢

. at ‘men
are.dlosposed, asa rule and on the average, to increase thejr consgum tion as
their income increases, but not by as much as the increase in their irl:come ’

This means that the marginal propensi )
lessthan one. ETaTpropensity fo consume (MPC) is positive and

- According to Keynes, the short period MPC w, .
N.IP.C because ‘a man’s habitual standard of life ﬂa::aelslitl?;nt;?;ﬁng pe riod
h{s Income, and he is apt to save the difference which discovers its 1t oam on
h1§ actu'al income and the expense of his habitua] standard; ¢ e.ff:between
adjust his expenditure to changes in his income, he wil over sl;or? fhe does
SO Imperfectly. Thus a rising income will often be acco’mpanied b P ?nods, do
Saving, and falling income by decreased saving, on a greater scalethm ﬁirs‘teaﬂjed
subsequently.” In other words, in the short period the average . nan
consume falls as income increases and vice yeysq Sepropensity to

. {kccording to Keynes, even in the longrun, aga rul
Income will be saved as real income i ©

increases, Thj
lo.ng run the average propensity to consume \:isll 'fl;tllll

sumption relationship can be

» @ greater proportion of
s n}eans that even in the
as Income increases and

unless a large anq
factors,’

long peri
I erg s;lyl orrnto;le:it(’)d " f?ath: average propensity to consun; i
Quarter of 3 year, the association between co
MSumption and income

may be quite erratic. Consequently, consumption and income may move in the opposite
direction. Keynes’ statement that the marginal propensity to consume is positive and
less than one is true in the short, intermediate and long periods. Keynes’ statement that
the averagepropensity to consume falls as income increases in the long period has been
proved wrong. In fact, Klein and Kosobud have argued that the average propensity to
consume (income-consumption ratio) had actually recorded a slight increase over the
long run, the increase being 0.129 per cent each year. Again, there is no evidence to
support the view that the marginal propensity to consume falls as income increases,
especially in the short-run cycle. Keynes’ statement that the short-run MPC is less than
the long-run MPC is now generally accepted. Keynes’ statement that even in the long-
run the APC (C/Y) will fall as income increases is wrong since it has been proved by
several empirical studies that over the past hundred years the income-consumption ratio
has remained constant.

1.9 THE PIGOU EFFECT: PIGOU’S CRITIQUE OF
KEYNES’ UNDEREMPLOYMENT EQUILIBRIUM

The Pigou effect, also called the real-balance effect, is named after the well-known
Cambridge School economist, Arthur Cecil Pigou, who first formulated the
relationship between the aggregate consumption, the real cash balances and the general
price level. This particular effect was advanced to counter the Keynesian argument that
a fall in wages and prices exerts its influence only through the interest rate changes
which becomes inflexible in the downward direction at the liquidity trap interest rate
where the aggregate effective demand was less than necessary to ensure full employment
in the economy and to defend the classical position relating to the effect of the general
wage-cut in achieving full employment in the economy during the course of a serious
controversy which ensued in the early 40s between Arthur Cecil Pigou and John Maynard
Keynes. Keynes had strongly refuted the classical argument that a general wage-cut
could remove unemployment in the economy.

John Maynard Keynes and his followers had demonstrated the failure of a perfectly
competitive free market economy to achieve a stable equilibrium at full employment.
The Keynesians argument opened the floodgates of government intervention expressed
in the economic articles. It was at this time that other economists, particularly Gottfried
Von Haberler and Arthur Cecil Pigou took position to challenge this conclusion suggesting
that the Keynesians had ignored the importance of the real-balance effect on an individual’s
behaviour. The arguments of both Pigou and Haberler were based on the assumption of
the important role of wealth in the determination of the consumption function.

The Pigou effect or the real-balance effect measures, ceteris paribus, the influence
of the change in an individual wealth-holder’s real balances or the aggregate effective
demand. Pigou had argued that a general price fall which was associated with a general
wage-cut would, by increasing the real value of the cash balances of individuals, raise
the level of aggregate demand i 1 the economy by shifting the aggregate consumption
function upward. If, in fact, an increase in the real value of wealth stimulates consumption,
it could then be conceived that taere would always be some amount of fall in the wages
and prices which would be sufficient to ir _rease the aggregate consumption enough to
eliminate any deficiency in the /. ggregate effective demand at the full employment level
in the economy. Pigou’s follov/ing statement bears repetition here because different
interpretations have been ascrised to it.
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man dcsi.res to make sa.ving.s otherwise than for the sake of their future income yield
depe. nds in part on the size, in terms of real income, of his existing possessions. As this
increases, the amount that he so desires to save out of any assigned real income diminishes

and ultimately vanishes, so that we are back in the situati
. . . > ituation...whe i
interest is impossible.’ re a negative rate of

Buthow does the Pigou effect operate? Assume that investment falls so that income -

and employment also fall in the economy. As a consequence

money wages in the economy fall which causes the p(:"‘:loductiozt;:%)esrtlse::1ldunr(;:el:lzlt(:)yf[ar;lenli’1
short, an all-around wage-price deflation grips the economy. Now whag) ha ;he
wealth portfolios of the wealth-holders? The total wealth of the wealth-h 1deppens o

of the different forms of real and nominal assets. So far as the real assets:l 2 bailiings,
aqd common-stock shares—are concerned their prices will also fall with th, :nd, er;l}ldf;‘ilgs >
pricesinthe economy. Consequently, the real value of these assets will not changenH i
the general fall in prices will increase the real value of the fixed mone B
such as money, savings bank deposits, government bonds, etc. Y ornominal assets

The increase in the real wealth of their fixed mo .
wealt!l-.holders to save a smaller fraction of their income arl:; ¥oass;>s:;§l wlln induce Fhe
of .thelr income on consumption. Consequently, the aggregate con.sumpt;j‘o;lr ﬁ%ﬁf f?-acm?n
Shlﬁupward sht?Wing ahigher aggregate consumption at each different leve] : ction will
income. This will raise the level of aggregate effective demand, output and o a%gregate
in the economy. Thus, there would be a certain fall in the general price lev e;‘?P h?ylmflt
raise the real value of a given stock of fixed money assets. This will fur:: ' c'h will
aggregate consumption function upward by : ill further shift the

denﬂﬁd. function upward to that position which yields tﬁ:sssgglto ;Lnft the aggregate
equilibrium, aggregate, real income in the economy, e, full employment,

C= f(Yd’ W) ‘
Real cash balances ¢

the physica] wealth whose omprise a part of indivigya| §

- ' : total stock of i
price level, the nom; nominal valye rigeg or falls i ) of wealth, Unlike
with changes i the gener beofmoney temainsconstantngseey . L1 he genere
purchasing power o fm‘;(r)a.l price level. For example, if pric real value moves inversely

1shalved and vice versq, Ifthese r::;i;uzlg’ ;he real valu® oi
Sh balances represen

J;

As consumption rises, the IS curve shifts rightward raising the aggregate demand
in the process. In other words, a real-balance effect occurs in the household sector
raising the aggregate demand in the economy as the general price level falls and vice
versa. This is the Pigou effect.

Figure 1.17 shows the influence of the Pigou effect on the consumption-saving
relationship. As the general price level falls from P, to P, to P, and eventually to P, the
real cash balances and net wealth increase. Consequently, the short period consumption
function shifts upward and concomittently the short period saving function shifts downward
as shown in Figure 1.17(A). As the saving funciion shifts downward with each fall in the
general price level, a new IS curve corresponding to each new general price level is
generated as shown in Figure 1.17(B). With each change (fall) in the general price level,
a new LM curve is also generated as shown in Figure 1.17(B) showing the money
market equilibrium. The intersection points 4, B, Cand D in Figure 1.17(B) furnish us

with the level of aggregate demand at each different general price level. The respective:

points on the aggregate demand curve which is generated by changes (falls) in the
general price level have been labelled as 4", B', C' and D' in Figure 1.17(C). Due to the
presence of the Pigou effect in the commodity market, a price-elastic aggregate demand
curve is generated which makes it possible to achieve a stable full employment equilibrium
in a perfectly competitive economy notwithstanding the presence of the Keynesian liquidity
trap. Even if instead of the presence of the Keynesian liquidity trap, the situation
represented insufficiency of investment, the consequences of the presence of the Pigou
effect would have remained unchanged.
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In short, the.l?igou effect is of great theoretical importance because it shows that
ape.rfect.ly competitive economy is capable of achieving a stable full employment output
eqmli.bnmn..lts presence ensures that the monetary policy will always be effective as it
can directly increase the net wealth of the households.

Criticism

Today, howevtar, economists concede no such victory to Pigou and the classical
macroeconomic theory. The Pigou effect has been criticized on several grounds and

Pigou’s efforts to salvage the classical theory from Keynes’ attack has not proved

successful. Pigou himself admitted that his analysis was simply an academic exercise

‘of some slight use perhaps for clarifying thought, but with very |j

being posed on the chequer board of actual life.” He felt that at leathI;:I:oilil:ln . Zﬁivfé
government would allow the extreme drastic cuts in money wage which gr o
for the real-balance effect to be effective in eliminating the def; Lol were neece
employment aggregate effective demand in the economy. ciency of the full

1. The Pigouvian argument cannot appl
y to all fixed money asse
value of these assets held by the creditors increasese:; thet;;:itrh(:ugl} the real
falls, however, this also increases the real burd al price level

. . . en of debt
bC:DSCquenﬂy, the increase in the creditors’ average propensity fgrc:)hnz debtors.
offset by the decrease in debtors’ average propensity to consume | ume may
average aggregate propensity to consume unchan , leaving the

. ged. This critici
however, be countered by arguing that the real-balance effect should(;;sm could,
g)e only government bonds and money obligations because the gov © Conﬁxlled
btor whose spending will not be adversely ermment 15 a

affected by an i ;
government debt burden consequent upon the fall in the ant?alln;:iZZS; \llrélthlz

short, deflation increases the real value of wealth-holders’ government 4 b
ebt

holdin, :
gs—currency and bonds—and consequently stimulates consumption

spending of the government debt holders withg

; ut L
in the aggregate government spending, The atthe same time causing decrease

ofan increase in the real cash-balances ofﬂ:l eteffect, as was argued by Pigou,

the aggregate spending, € asset-holders was an increase in

Assuming that the Pigouvian |

how . argument holds, the cryc; : '

gene:luckcr;sle mlth © aggregate consumption spendinm::'iclluesno?’ however, s

e price level bring about? In the face of ac B willany given fall inthe
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accompanying incr
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in the 30s of the 204, cen Was characteristic of the great
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to the contrary. Moreover, a once and for all deflation, even ifiit could be produced,
would not work. When prices fall perceptibly, people begin to entertain the
expectation that these will soon rise on the onset of recovery. In this situation,
wealth-holders will treat the increase in the real value of their fixed rupee assets
as purely temporary and they may not increase their consumption spending.
Mayer’s study suggests that the Pigou effect is too weak to be of any practical
significance. As against this, however, the study made by Ta-Chung Liu suggests
that the Pigou effect is of considerable strength and should not to be ignored.

. The Pigou effect assumes that wealth-holders’ taste for wealth does not increase

with an increase in their wealth stock, i.e., their propensity to accumulate wealth
remains constant. George Katona has argued that one’s taste for wealth should
increase with the increase in one’s wealth. Ifthis was so, the whole a priori basis

of the Pigou effect is challenged.

. A fall in the general price level may create expectations of a further fall in the

general price level. Indeed, people may entertain the strong expectation that
the fall in prices will continue unabated. In the face of such expectations,
consumers will postpone their purchases because by doing so they hope to get
more for their money. Consequently, the consumption function will not shift
upward, rather it might shift downward contrary to the Pigouvian expectation.
In the face of this possibility, deflation might make the situation worse by

increasing the rot of unemployment further rather than restoring stability in the

_economy by reducing it.
. The Pigou effect is a comparative static theoretical proposition. It says nothing

about the dynamics of a slow adjustment to gradual deflation causing undesirable
redistribution of income and wealth in favour of the ‘rentier’ class and against the
‘active’ entrepreneurial class reducing the employment opportunities in the process.
The Pigou effect may be regarded as an argument favouring a long-run downward
trend in the prices which would adversely affect the employment position of the
mass of consumers by adversely affecting the business profits.

. The Pigou effect is inconsistent with the neo-classical dichotomy between the

real and the monetary sectors of the economy. If it is assumed (though wrongly),

as the classicists did, that since in an economy the real markets are separate from

the financial markets then how can changes in the general price level affect the

level of aggregate real demand by affecting the real consumption spending. The

real-balance effect integrates the monetary and value theories (the monetary and

real sectors of the economy). It is, therefore, obvious that the inclusion of the

real-balance effect in the classical model violates the classical assumption of the

dichotomy between the real and the monetary sectors of the economy and the

exclusion of the real-balance effect from the model involves it in a contradiction.

Suffice it to say that generally a macroeconomic model is not dichotomizable
since it is usually impossible to separate the system into a self-contained subset of
markets and to determine the equilibrium values of the subset of variables.
Normally, in the economy everything depends on everything else suggesting
interdependence between the different real and monetary variables.

. The Pigou effect ignores the adverse effect of deflation on the non-cash orreal

component of the total wealth portfolios of individual wealth-holders. The fall in
prices, particularly if it is perceptible, will cause substantial fall in the real value
of property and other non-cash assets of wealth-holders. Consequently, the
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favourable effect of a general price fall on the cash assets will be offset or may
even be more than offset by the adverse effects of such a price fall on individual
wealth-h'olders’ non-cash assets. It is for these reasons that the economists do
not c.on31der the ?igm.J effect as meriting any serious attention. Even the neo-
cla§31cal economists did not necessarily recommend that the government should
wait ?assEvely for t!xe deflationary disturbance to occur in order to bring about the
required increase in the real balances to eventually re-establish the state of full
employfment in the economy. All they wanted to do was to demonstrate the
theo.retlcal rectitude and consistency of the classical macroeconomic assertion
that in a world characterized by downward wa

\ e- ’ce ﬂ oge
was guaranteed. On the basis of the Pigou e ge-price flexibility full employment

d. Ont ffect alone, it cannot be legitimatel
argued that social policy should be directed towards achieving the(ina)ecix;ilm d:gtez
of price ﬂexi})mtymthe pious hope of removing unemployment in the economy. In
short, the Pigou effect has little to comm e

end as a ; . .
approach to the solution of the unemployment probleIx)rfactlcal economic policy

Although the Pigou effect is of little practical i
1ght . t importance, yet it i me

| ﬂleomcalmmommce nfa.smuchas it produces a stable full empl);) YI;eLStOfe-)l{ig;um

in h:f;)erfgctly competitive freg e.nterprise market €conomy. In a + e m

characterized by downwardly rigid money wages, the invocation &fhc: ;? Ol);

toe%ctA Wlll pot ensure full employt.nfant. equilibrium and such an economyisd . ed

remain in a state of stable equilibrium at less than ful] employmenz e
Inaregime of downwordly rigid Wages and prices, the Pigou effect onts
virtually nothing to an automatic return to full employment equilib . Even
Prices and wages are somewhat flexible, the magnitude of the Pigour:gelcf \:/,eﬁllg
(3]

Probably be too small to be of practical significan i
4 ce. The Pj;

asserts that monetary policy can restore full esmploymentg :l\::,??; ttiltc’sWeVPr],
il bl ot gy . o
nomy. Thus, the Figou e‘ﬁ‘ec’t <!emolishes the Keynesian argument :;ea‘ilnst

crecent research hag
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extreme theoretical
importance?
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o In the classical economic theory, money does not matter and its function in the
economy is merely to facilitate the real transactions by serving as a medium of

exchange. .

o The classical macroeconomic theory explains the determination of the equilibrium
level of aggregate employment and output, real wage, saving and investment, rate
of interest, general price level and money wage. :

o The classical supply function of labouris positively sloping in relation to real wage
showing that the amount of labour (total number of man-hours) offered by the
workers for work increases as real wage increases.

o In the classical theory, a change in the aggregate money supply will not affect the
real wage, employment and output in the economy.

o Voluntary unemployment is when an individual does not accept a suitable job at
the current wage rate.

e Involuntary employment is when people are ready to accept suitable work at the
current wage rate but they are not able to find work.

o The concept of liquidity trap has often been regarded as an article of faith and a
bitter controversy has arisen about whether it constitutes the fundamental difference

between the classical and the Keynesian economic analysis.

« Unlike the classical macroeconomic theory in which the real and monetary sectors
of the economy remain dichotomized, in the Keynesian theory these are integrated
forming parts of a compact whole.

o The simple Keynesian theory of income, output and employment determination
can be studied either through the aggregate income-expenditure approach in the
form of ¥= C + I or through the aggregate saving-investment approach in the
formof S=1. : .

e The Keynesian theory has been criticized as being ‘t00 static’ in the sense of
being concerned with equilibrium conditions during the short period in which
technology and capital stock are given and are not likely to change.

e Consumption plays a crucial role in the determination of income and employment
generation. If the consumption increases income and employment will also
increase. L

o Before John Maynard Keynes, the importance of increase in the new investment
for causing the increase in aggregate income had been stressed by the business
cycle theorists, more prominently by Knut Wicksell, Michael Tugan Baranowsky
and Arthur Spiethoff.

o The concept of simple investment multiplier constitutes an important pillar of the
whole edifice of the Keynesian theory of income and employment.

e The concept of investment multiplier, in the context c{f Keynes’ theory of income
and employment, refers to the increase (fiecrease) in the equilibrium level of
national income consequentupona given increase (decrease) in the autonomous
investment spending.

e The Pigou effect, also called the real-balance effect, is named after the well-
known Cambridge School economist, Arthur Cecil Pigou, who first formulated
the relationship between the aggregate consumption, the real cash balances and
the general price level. '
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° Accordm_g to Pigou, ‘as money wage rates fall, money income must fall also and
goon falling. Employment, and so real income, being maintained, this entails that
prices fall and goon falling, which is another way of saying that the stock of
money, as valued in terms of real income, correspondingly rises
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. The crucial argument in the invalidation of the classical theoretical economic

system is that the ex ante investment is not always equal to the ex ante saving at
some positive rate of interest. Once this follows, there will be idle cash balances,
the velocity of money will fluctuate cyclically and the money stock will no longer
be proportional to the money output even though the prices are flexible.

. The most distinguished feature of the Keynesian approach to the demand for

money is the speculative demand for money M, which is inversely related to the
rate of interest.

. The simple Keynesian theory of income, output and employment determination

can be studied either through the aggregate income-expenditure approach in the
form of Y = C + I or through the aggregate saving-investment approach in the

formof S=1.

. The Keynesian theory is criticized as the Keynesian model is ‘too aggregative’. It

has fewer than necessary variables and relationships. It does not segregate the
variables involved into their various component parts. For example, investment
has been discussed as a single entity without breaking it into fixed plant investment,
inventory investment, residential investment, etc.

. Consumption function is also known as propensity to consume. Consumption plays

a crucial role in the determination of income and employment generation, Ifthe
consumption increases income and employment will also increase.

The shifts in the aggregate demand function can be caused either by the shifts in
the aggregate investment demand function or by the shifts in the aggregate
consumption demand function or by the simultaneous shifting of both these demand
functions.

Two fundamental features of the investment multiplier principle are:

e The incurring of new expenditure will have an expansionary effect on the
economy with unemployed resources which will be larger in magnitude than
the size of the new expenditure itself: and

o The expansionary process is necessarily limited and loses force on account of

 the leakages from the expenditure flow stream.

The logical multiplier theory has been criticized on the ground that it does not
explain the path which is followed by income as it moves away from the original
equilibrium to the new equilibrium position.

Keynes’ statement that even in the long-run the APC (C/Y) will fall as income
increases is wrong since it has been proved by several empirical studies that over
the past hundred years the income-consumption ratio has remained constant.

The concept of the consumption function is Keynes’ monumental discovery and
is the kingpin of the elegant edifice of the Keynesian theory of income and
employment. It is the ‘heart of the Keynesian analysis’ which supports the extensive
and continuing efforts to define, refine and to measure statistically the nature and
stability of the relationship between income and consumption.

The Pigou effect is also called the real-balance effect.

Pigou effect is of little practical importance, yet it is of extreme theoretical
importance in as much as it produces a stable full employment equilibrium in a
perfectly competitive free enterprise market economy. In an economy
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remain in a state of stable equilibrium at less than full employment. :
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NOTES I
1.13 QUESTIONS AND EXERCISES NOTES

— Structure
Short-Answer Questions ' 2.0 Introduction
g 2.1 Unit Objectives
1. State in brief the evaluation of the Classical model 22 Classical and Keynesian Theories of Interest
2. What are the subjective facto : o 221 Pre-classical Approach
s Wioash ] l'S a#'ectmg consumption and multiplier analysis? 222 Classical Theory
4' &short note on pump-priming, ' 2.3 IS-LM Model
. State the diff; 3 23.1 IS Curve or Investment Curve
5. State thei erence between Keynesian and Classical macro-equilibrium. 232 Derivatio:)l of LM Curve
. e impact of structural unemployment. ' 2.4 Relative Effectiveness of Monetary and Fiscal Policies
Long-Answer Questions i 24.1 Monetary .Policy §nd its Et.’fectiveness
v 242 Fiscal Policy and its Effectiveness
1. Explain the Keynesian theory of income, output 2.5 Extension of IS-LM Model to Labour Market and Flexible Price
regarded as “too static’ and ‘too aggr essive’? tput and employment. Why is it ‘?’;"6] Ig/lundell-Fleming Model of an Open Economy
2. Discus : .7 Summary
A s the different causes of unemployment. 2.8 Key Terms
- Explain the full Keynesian model of income determin fion wi ! 29 Answers to ‘Check Your Progress’
macroeconomic variables using suitable diagrams, nwithall the important 2.10 Questions and Exercises

4. Analyse the meaning and importance of Pigou effect. 211 FurtherReading

5. Explain how wage pri ibili
ge price flexibility can help i A
perfectly competitive economy. P inachieving full employment ina

2.0 INTRODUCTION

1.14 FUR R The Neoclassical-Keynesian Synthesis refers to the Keynesian Revolution as interpreted
THER READING a and formalized by a largely American group of economists in the early post-war period.

. The centrepiece of the Neoclassical-Keynesian Synthesis (or the Neo-Keynesian system)

was the infamous IS-LM Model first introduced by John Hicks (1937) and then expanded

Shapiro, Edward. 1996. MacmeconomicAnalysis G . upon by Franco Modigliani (1944). The IS-LM model purported to represent the gist of
Branson, 1979. Macroeconomiy Ty, . Galgotia Publication, New Delhi. f John Maynard Keynes’s General Theory (1936) in the form of a system of simultaneous
Delh. ory and Policy, Uni g /| ~ cauations ' '
e R 19 . ¢y Universal Book Stall, NeW fthe startling results of the IS-LM model i i
, R. 1999, Contemporary Macroe _ Oncolfthes s ®  emiliboinm T B oot tho
cono the Keynesian result of an unemployment equilibrium. The model tended to yield the

International, New Delh; mic Theo .
Delhi, | "y and Policy. New Ag8° Neoclassical result of full employment. Asaresult, in order to generate anunemployment

, Economics: equilibrium as a solution to this system of equations, the Neo-Keynesians appealed to

New Delhi. | Instruments and Policy. S Chand & C° rigid money wages, interest-inelastic investment demand, income-inelastic money demand

' or some other imperfection to this system. Thus it is referred to as a synthesis of

Neoclassical and Keynesian theory in that the conclusions of the model in the long run

or in a perfectly working IS-LM system were Neoclassical, but in the short-run or
imperfectly working IS-LM system, Keynesian conclusions held.

2.1 UNIT OBJECTIVES

i After going through this unit, you will be able to:
o Analyse the classical and Keynesian theories of interest

. %{efr'z fruct fonal o Differentiate between liquidity preference theory and modern theory
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* Discuss the Investment Saving-Liquidity Preference Money Supply model
* Describe the relative effectiveness of monetary and fiscal policies

o Analyse the extension of IS-LM model to labour market and flexible price
* Discuss the Mundell-Fleming model of an open economy

2.2 CLASSICALAND KEYNESIAN THEQRIES OF
INTEREST

e

Asa f.orm of income accruing to its owner for the use of capital, interest has been
a §ubject of a deep and fierce controversy from very earl ’ times. Savants

philosophers, religious leaders, social reformers, statesmenhaveallex}:, | csl.th  vie w;
on the desirability or otherwise of accepting the payment of intereslt)?sst; ::'tr of the
lender.:ln a}ncient times, interest was likened to usury and people wer: .e p d from
accepting interest on ethical and religious grounds. Apart from these aspzzjt:lﬁzwever,

a plethora of analytical writings dwelling on the discuss;
L ey e ssion ; -
what determines its equilibrium rate have been developed. of whyinterest s paid and

Early Views

Asapayment made byab n :
; y a borrower to a lender of funds, interest :
ancient Savage communities. It was, however, common in the eaﬂyvsﬁ::iiknl?vyn in the
eastern Mediterranean Persian Guifregion of Babylon, Egyptand Greeces Thvmg n the
Greek philosophers were generally hostile to the payment of interest b ﬂ?- boe ancient
the lender. Plato enjoined the lending of money on interes Y Domower to
charging of interest on loans given for unproductive

. oses. itioni
not much different from that in Greece where inte?gslf w o position in Rome was

. as eit i
was regulated through the royal edicts although evasion of tl?e ?:&t:;‘;gfd by law or
unknown.

secular legislation permitting u » Pope Clement vy
ition sury as nyl] . ad declared all
statements which did not declare interest takixigl :s‘;?r:guand declared as heretical those

- The Gosp el of Luke prohibited

general cop, demnation oving of money lep,

dingas g g
ﬁ'om ofusur}’. ACCOI' i . a_ usmeSS, did not ize on 8
e Fthe ieedy. He, howevey said th (.hng to Calvin, Interest wag emphs ande
arles Dumsylin declared that © taken on the productive 102%*

Was not forbidden by divine 14

t while Aristotle opposed the -

and that interest at moderate rate should be allowed. On the whole, the early discussion
on the subject of interest (usury) lacked in the analytical rigour and was cast essentially
in the ethical and religious mould.

2.2.1 Pre-classical Approach'

The pre-classical approach to interest was largely concerned with the ideas on the
subject contained in the mercantilist and physiocratic writings published largely during
the 17th and 18th centuries. The mercantilist approach regarded interest as a payment
for money rather than for capital. The mercantilists, who were men of affairs immersed
in the daily affairs of the markets and political happenings, regarded interest as the price
of money determined by the supply of currency in relation to the demand for money
loans. Thus writing towards the close of the 17th century, the mercantilist writers
emphasized the crucial role of the monetary factors—changes in the supply of and the
demand for money-in explaining the levels of and changes in the interest rates.

About halfa century later, the Physiocrats criticized the mercantilist view that the
rate of interest was governed by the quantity of money. In his essay Of Interest which
was included in his Political Discourses published in 1752, David Hume developed the
idea that interest rate was determined by the supply of and the demand for capital. As
against the mercantilist view that plenty of money lowered the rate of interest, Hume
stated that an increase in the quantity of money had no effect other than to raise the
prices in the economy. The supply of capital depended on savings which depended on
the people’s habits. .

The analytical explanation of interest was chiefly developed in the 19th century and
the 20th century at the hands of a long line of economists. Central to the theoretical

literature on the subject are the four principal theories known as the classical theory, the |

loanable funds or the neo-classical theory, the Keynesian theory and the neo-Keynesian
or modern theory of interest which have been discussed here.

2.2.2 Classical Theory?

The classical theory of interest rate cannot be ascribed to any one single writer belonging
to the classical school. It has, in fact, to be distilled from the scattered writings of many
writers. According to John Maynard Keynes, it is ‘difficult to state it precisely or to
discover an explicit account of it in the leading treatises of the modem classical school. 3
Following Adam Smith, the classical writers being interested in those fundamental forces
which determined the long term interest rate, disregarded those factors of temporary
and ‘secondary’ nature which characterized the short-run disequilibrium situations.
Consequently, the monetary factors, although these were important in influencing the
short-term or market rate of interest, were ignored by these writers as unimportant
trivial elements in the determination of the long-run level of the rate of interest. For
example, Henry Thornton while emphasizing the importance of bank credit in relation to
short-term interest rate stated that creation or destruction of the bank credit did not
influence the long-term interestrate. Similarly, John Stuart Mill writing in 1848 observed
that although an increase in currency tends to lower the market rate of interest, in the
long period ‘the greater or less quantity of money makes in itself no difference to the
rate of interest.’ In short, treating the monetary factors as an unimportant causative
element in the determination of the long-term interest rate, the classical writers propounded
the non-monetary theory of interest rate which involved the real flow variables of the
saving supply and investment demand.

Neo-Classical and
Keynesian Synthesis

NOTES

Self-Instructional
Material

6¢



Neo-Classical and The mai ) ) saving .are flow v.ariables directing a.ttention toa per.iod of time rather than to a point of K{e\f:esclzs;% :vz
Keynesian Synihesis e main propelling force behind the demand for investible funds was the physical time. Since both investment and saving are flow variables, these can only be expres§ed
?roductmty of present capital goods which provided incentive for the firms to undertake as quantities per time unit. In short, the equilibrium relates to the capital market which
th?shn‘en’c. a.nd add.to their capital stock. Since, ceteris paribus, the productivity of must be continuously cleared of saving which represents flow on to the market and »
capital dlmlms. hes with each addition to the capital stock, firms will increase their capital investment which represents flow off the market. NOTES
stock—.make m\{estl.ne.nt.—w.hen the rate of interest at the margin equals the productivity The classical theory of interest rate can be diagrammatically explained as shown in
of capital that is diminishing. In other words, the investment demand function was Figure 2.1 where the negatively sloping linear investment demand function 7 is a negative
negatively related to the rate of interest. function of the rate of interest while the positively sloping linear saving supply function
Geng r];eg:rds atlglel saving supply function, it was positively related to the rate of interest. SS'is a positive function of the rate of interest. In other words,
i y speaking, everybody prefers the present satisfaction of a given amount over — £\ dl
e future satisfaction of an equal amount h : I=f(r); and —<0
of the latter qualamount even when the uncertainty about the occurrence dr
. ISZC.I’O and the present satisfaction of any given magnitude i th _ . ds
ﬁmlrm;sfacnon of the same magnitude. This preference t%? theeplrserslzngtr ;?;zrsur?; S=g () and i 0
over | i : A . . .
same amount of future goods. Expressed differently, i d(') ‘de e o Boodsover tl_1e ! e amec dfn.na.n_d e H}nterSGCF e(? : Ohi ell; » %Oln :orrtZSI)' onth S oitalms o
given sum in the present to a simil ) y, indivi .uals preferred a certain ; l(?ng-nm egu.nhbnum rate of interest is Or, which will come 10 Stay in the capital market
w0 sums reprosentod fhotr 4 ar sum in the fulfure. The difference between these  since at this interest rate, the demand for and @e supply of investible funds are equal
difference in sangi. mel;u egree or extent of time preference. To overcome this | leaving no scope for deviation of the rate of interest from the “norm’ as long as the
by some given amou?;t ell ture payment sum must exceed the present sum sacrificed ; underlying supply and demand schedules do not alter their position. The market rate of
individual savers timecar t’%d the rate of interest. It Wwas also argued that even if the interest was regarded as fluctuating around this long-run equilibrium rate of interest.
inducement in the form gffnf:;i:r;z:;:&:slﬁze Saving involved waiting, some : The classical theory of the rate of interest has three il.nportant features. In the first
sacrifice involved in the waing for the enjoyment O;:S:lr}f asa compensation for the place, it is a purely flow theory, i.e., the saving supply anc'l {nvestm.en-t demand variables
Toking the position that interest aterial possessions. ) \hich determine the rate of interest are the flow quantities as distinct from the stock
in waiting that accompanie?sévin v:lsf?e%al}\'rdnenltl f;)lr overcoming the sacrifice involved ('r quantities. | '
what itis, we are justified in spe 30 ng ofth :li‘sn t: o;bserved:. ‘...human nature being |, Second, both saving and investment are the real 'varia.bles as distinct from the
sacrifice involved in the waiting for the enio re; on cafpltal as the reward of the 1 monetary variables. Savings represent the real resources which become available asa
people would save much without reward-J' yment of material resources, because few ; result of voluntary saving on the part of people. Th:ese are governed by the distribution
labour, because few people would work h ;IJ;St.as we speak of wages as the reward of ¥ of income and wealth, the nature of expected future income streams and wealth-owners’
the sactifice involved in waiting increased Wwithout reward.” As the reward made for time preferences bet’ween the present ar}d ﬁJtu:re goqu. Inve§tment represents net
saving. Highlighting this view, Alfred M;iiofl’lle Wwould be induced to increase their addition to economy stotal capital Sto?k mvolymg anincrease in the economy’s total
interest offered for capital, ic. in the de da has stated that “a rise in the rate of productive capacity. Although both saving and investment are reckoned in money units,
volume of saving. For in spite of the fact tﬁn price for saving, tends to increase the money dogs ot matter anditis neutralin the economy. Expressed differently, operations
seoure an income of  certain fixed amout £ ata few people who haye determined to inthe capital ma.\rket relate to the supply of and the demand for real securities. Those
with a high rate of interest thap witha] unt for t!lemselves or their family wil] mel s who borrow capital funds are the suppliers or sellers of real securities while the suppliers |
the rate increases the desire to s 7 Owrale, itis a nearly universal B{WI save fe2 of capital funds are the purchasers of these securities. Money acts only as a mediating
itis often an indication of ag oS Vve; and it often increases the Powe, tru e thatarise 10 agent—as a mere veil. In_the cI?sswal theory the r'at.e Pf interest is not determined by
older economists wep oo reased efECIency of our prodyct ¥ to save, or rather the quantity of money in circulation. Consequeptly, it is invariant with respect to changes
expense of wages always incr In suggesting that 5 rise of inter 1ve resources; but the in the money supply bec'ause any change in the money supply is r}eutraﬁzed by
supply function wag positiVeleaS?d the power of saving, . *6 |y, Zi:l (or of profits) at fhe equi-proportionate change 1 the prices leaving the quantity of real money in the economy
According to the ¢] yrelated to the rate ofinterest.. et Words, the savin unchanged. Consequently, the demand and supply curves of money intersect at the
into equilibrigg dass1cal approach, the rate of inge same rate of interest.
represented the e« 20 fOF investment rest wasa factor which brought
e demand for in 1t and the supply of savi t
funds while tp, vestible funds and sa Y ol savings, Investme?
€ rate of interest ¢ VIngs represent d e
supply of and the demand f was fhat price’ of the i ed the supply of thes
market forces, the 10ng—run°r nvestible funds were ¢ uveStlble funds at which th®
total amount of inyestm, equilibrium rate of mteres(tl - od. Under the play of 57
rate. The classical mtere?:t at that rate was equa] tg gy tr ested at that point where
full employment of laboyr ae thef)ry YVthh was develoot;} amount of saving ?t th Self-Instructional
Self-Instructional and capital is a flow analys; -bec under the assumption Material
70  Material S which both jnvestment 3% / L
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. Third, if the equilibrium between saving and investment is di i
In any one.of the functions, it is reestablished exclusively mtr::utsmd d\{e tt(;lthe Shlf;'
interest W}thout in any way affecting any other variable. In other wor%lzs 1;11 li ory
self-contained and is relevant only to the equilibrium of economy’s. real et eory 15
monetary sector of the economy is completely left out of the purview :ff;:m?: the

Criticism

The classical theory of interest rate has been criticized on several grounds. Besid
/ ' s. Besides

others, it has been severely criticized by Keynes. In th .
of interest rate is incomplete because it co};:iders o::lgr t;tep }.:;T;t:l?l%}ssmal theory
monetary and only the flow as distinct from the stock variables. The r;zutlﬁ?t gzm the
the stock as well as the n}onetag variables which affect the rate of interest '8 that both
left out from the discussion of interest rate determination. Any comp] are completely
name should be broad enough to include both the g -Ally complete theory worth its

t .
weakness of the theory which flows from its exclud('mk and the money variables. This

grounds, K,

demand yneshasque .

functions which

e -

S e

is more a function of income rather than of the rate of interest for at very low levels of
income, people will not save at all (they will rather dissave) even if they are offered
inducement in the form of high rate of interest. Similarly, according to Keynes, investment
is largely autonomous and at any rate the investment and interest rate relationship is a
very weak and unreliable relationship. Had this relationship been strong, the monetary
policy alone would have sufficed to ensure full employment in the economy and there
would have been no necessity to resort to fiscal policy measures.

Besides questioning the form of the classical saving supply and investment demand
schedules, Keynes has criticized the classical view that rate of interest is the ‘price’
which equates the demand for and the supply of investible resources. According to
Keynes, ‘the rate of interest is not the ‘price’ which brings into equilibrium the demand
for resources to invest with the readiness to abstain from present consumption.’? Asserting
that the rate of interest is a purely monetary phenomenon as distinct from the classical
real phenomenon Keynes has stated that ‘it is the ‘price’ which equilibrates the desire to
hold wealth in the form of cash with the available quantity of cash...”® He has criticized

the classical approach of regarding the rate interest as a return on saving on the ground -

that a man who.hoards his savings in the from of cash earns no interest although he
saves. In Keynes’ view ‘the mere definition of the rate of interest tells us in so many
words that the rate of interest is the reward for parting with liquidity for a specified
period.” |

According to Keynes, the classical theory of interest rate was faulty and misleading
in another respect also. According to the theory, an upward or a downward shift in the
investment demand schedule would result in the new equilibrium rate of interest
determined by the point of intersection between the new investment demand curve and
the given saving supply curve. In other words, when the investment demand curve shifts
the saving supply curve does not shift. Keynes’ criticism of this approach was that the
assumption of a given saving supply curve corresponding to a shifting investment demiand
curve was faulty and untenable. Consequently, the conclusions that followed were also
faulty. Keynes argued that when the aggregate investment outlay changed, the aggregate
income also changed. Consequently, the amount saved at different interest rates also
changed resulting in the shift of the saving supply curve simultaneously. If the aggregate
investment outlay increases (decreases), the aggregate income must also increase
(decrease) the multiplier times the increase in investment outlay.'” In other words, it
was faulty to assume the aggregate income as given when the aggregate investment
was changing. And if the aggregate income changed when the aggregate investment
changed (represented by shift in the investment demand curve), the saving supply curve
would also appropriately shift because people would save different amounts out of the
changed income at the different rates of interest. When both the saving supply and the
investment demand curves shift simultaneously, the whole position becomes indeterminate.

Keynes’ criticism of the class: cal theory of the rate of interest may be stated in his
own words: “The independent variables of the classical theory of the rate of interest are
‘the demand curve for capital and the influence of the rate of interest on the amount
saved out of a given income; and 'wvhen, (e.g.,) the demand curve for capital shifts, the
new rate of interest, according to this theory, is given by the point of intersection between
the new demand curve for capital and the surve relating the rate of interest to the
amounts which will be saved ouf of given mcome. The classical theory of the rate of
interest seems to supipose that i T the dernand curve of capital shifts or if the curve
relating the rate of interest to the amounts saved out of a given income shifts or ifboth
these curves shift, the new rate of interest will be given by the point of intersection of the
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new positions of the two curves. But this is a nonsense theory. For the assumption that
income is constant is inconsistent with the assumption that these two curves can shift
independently of one another. If either of them shifts, then, in general, income will change;
with the result that the whole schematism based on the assumption of given income
breaks down.... In truth, the classical theory has not been alive to the relevance of

changesin the level of income or the possibility of the level of i i
function of the rate of the investment.’! : income being actuallya

Hustrating hi§ above views diagrammatically, Keynes further stated ‘the functions
used by the classical theory, namely, the response of investment and the response of

amount saved out of a given income to a change in th . i
. e rate of interest sh
material for a theory of the rate of interest...” 12 , do not furmi

. Third, the classical theory of rate of interest is faulty b g
; ecause 1t i
which the bank created money (credit) exerts on the rate of in terelilores the influence

The classical theory is also faulty since it completely ignor ; :

asset demd for money and regards money as being dgenmaensc;gg Ziﬁ:i:/atl‘oi’ Ofg::
transactions purpose in order to remove the difficulties of barter. In sho the yl or’ al
theory of the rate of interest is at best a half-baked explanation c;f det rt, o B
fong-run egtﬁh“brium rate of interest. It cannot be accepted as a com lztr;mn o (')f thef
the complicated process through which the interest rate is determilixed .explanauon o
whe.:re, far from being neutral, money plays an important and active rol(:l'1 anhecc?nomy
entire processes of production and distribution by acting not onl O S1png the
exchange but also as the store of value. y as the medium of

Loanable Funds Theory

The loanable funds theo i wn as th th
ry of the rate of interest, also kn i
o . ' ! ) own e neoclassic ry
rate of interest, which represents an improvement over the classical theory 2i‘raft:0 f
€0

interest was developed, among others, b
» Oy the well- : .
Wicksell and the British economist Dennis Holmeelliloll;nertsoowiswedwh economist Knut

13
remove the basic weakness of the classical th : The theory attempted to
ofthe . . eory of interest rate by i .
fands 1&22:;31;{1 :'alc(:)t::rs in determining the rate of interest, Accce)?(z including the 10
infersection betw %ﬁmn equilibrium rate of interest is determi g to the loansblé
Accordin :;n e demand curve for and the supply cur\};lgz‘llled atbthe pot o
- Acco tothi oanabl .
dishoardi g 0 this theory, the supply of loanable fund . © ﬁ'lnd‘cf
ing of the existing § comprises the current savings

savings .
selling and/or Investment outlay, th : ependently of the real voluntay
& pressure or buying pressur

cither more liquid (hoarding) or| >

The loanable funds theorists took cognisance of the hoarding and dishoarding on the
part of wealth-owners and the credit creating and destroying activities of the monetary
authorities asa result of which the total supply of loanable funds in the market could deviate
(increase or decrease) from the supply of voluntary savings. Since hoarding is a source of
demand for loanable funds and dishoarding (negative hoarding) is a source of supply of
these funds, we can obtain net hoarding by adding dishoarding to hoarding. Similarly, we
can obtain net new money by adding the credit created and credit reduced. In this way, the
sum of the voluntary savings and net new money constitutes the source of supply ofthe
loanable funds while the sum of the investment outlay and net hoarding constitutes the
demand for the loanable funds respectively.

Y
% Net New Money §+ AM = Supply Curve of Lonable Funds
(AM) [+ AH = Demand Curve for Lonable Funds.
l\ ,,s
£ » 7 S+aM
E . o < 4 4
2]
S \ 2
s 7 AN I+AH
& e N

Net Hoarding
(AH)

Demand for and Supply of Loanable Funds
Fig. 2.2

The loanable funds theory of rate of interest can be diagrammatically explained as
shown in Figure 2.2. It shows the equilibrium rate of interest Or, determined by the
intersection of the loanable funds supply curve S+ AMand the loanable funds demand
curve I + AH. The two curves intersectat point A corresponding to which the equilibrium
rate of the interest is 07, The figure also shows that according to the classical version of
the theory, the equilibrium rate of interestis 07', determined by the intersection of the
dotted saving supply and the investment demand curves. It is also obvious from the
figure thatat the equilibrium rate of interest Or, given by the loanable funds approach the
aggrogate saving exceeds the aggregate investment, i.e., § > I and the amount of excess
of saving over investment equals the algebraic sum of net new money (AM) and net
hoarding (AH). In other words, the demand for funds to finance the investment outlay
£alls short of the total supply of current savings and the excess supply is absorbed in net

hoarding.

Criticism y

Like the classical theory, the Joanable funds theory of interest rate has also been criticized
on various grounds. In the first place, the theory is neithera purely flow theory nor a
stock theory. It is a curiou® mixture of stocks and flows which hardly makes any sense.
A misleading attempt hat been made by the loanable funds theorists to add the stock
quantities that are relevar tto a poigt of time by showing these as flow schedules to the
flow quantities that are ¢ levant to a period of time. The successful effort to synthesize
the flows and stocks wa made by Yohn R Hicks in 1937 in his general equilibrium
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formulation developed in his now well-known article published in Econometrica'® and -

which was subsequently pushed forward by Alvin H Hansen so as to become now the

well-lmown' Hicks-Hansen general equilibrium synthesis of the classical flow theory and
the Keynesian stock theory of interest rate. '

Second, like the classical theory, the loanable funds theory i i i
. , > ory is also indeterminate
Since th@ 1931131)18 funds total supply schedule (since it includes voluntary savings which
vary with income) varies with income. Not only does the saving portion of the supply
schedule of loanable funds vary with income but even the ‘new money and activated

balances’ whi . . .
ces’ which form ;;211 of the loanable funds rise and fall with the increase or decrease

in the current income. .
Third, as is evident from Figure 2.2, according to the

cm%pondmg to the equilibrium rate of interest there 1gs no equi:x%artilt?rtr:lﬁeft:vnds theory;
volunt.a.ry savings and the investment outlay and the disequilibrium betwe tlf en curéen
quantities is bridged by net hoarding. No difficulty arises so far. Ho en the two tgw
conclusion is presented in the form of a diagram through the aid ;)f a :v :v?.’ when l(sl
sch.edul&s, a formidable problem of reconciling the stock and flow Variai l0 interrelate
wmch cannot be got over without assuming a period too short to appy es ;onﬁ'onts: us
A!ld fhe moment itis so, the distinction between a period and a poI;rl:t:l?c 10apoint
with it also disappear the concepts of flow and stock. In a way, then th Sappears and
funds approach crashes like the frail house of cards and the th;ory is re: otirs loanable
pedagogic exercise with no bearing on the practical affairs, educed toa mere

The fourth criticism of th is that it i
e theory is that it is wrong to show th
- ) . enetn
?::,hgardmg as schedules in the diagram because (i) these changes inZ‘t";meney and
: c 101'18 of: the rate of interest, and (ii) their interpretation in the sched Cl ?re not
clearly implies that at a certain rate of interest the moneta | o8 sense

: authoriti ;
continuously to the money supply in the economy ata co o authorities go on adding

period and similarly the people go on adding to their cash balalzlS s o given ate per time

Tate year after year. Such a conclusion hardly makeg any s ces continuously at constant

.The fac:t is that like those in the ¢
saving and investment are

Criticizing the theory Hansen has stated that ‘according to the loanable finds analysis
th rate of interest is determined by the intersection of the demand schedule for loanable
funds with the supply schedule. Now the supply schedule of loanable funds is composed
of saving (in the Robertsonian sense) plus net additions to loanable funds from new
money and the dishoarding of idle balances. But since the ‘savings’ portion of the schedule
varies with the level of ‘disposable’ income, it follows that the total supply schedule of
loanable funds also varies with income. Thus this theory is also indeterminate.” 17

Liquidity Preference Theory

Keynes had criticized the classical theory and he was not satisfied with the neo-classical
or loanable funds theory of rate of interest. According to him, the rate of interest was not
a return on saving or waiting. ‘It is the “price” which equilibrates the desire to hold
wealth in the form of cash with the available quantity of cash.” 18 In other words, the rate
of interest is purely a monetary phenomenon and its determination does not have anything
to do with saving and investment. :

In its simple form, the liquidity preference theory of interest rate states that the
equilibrium rate of interest is determined at that point where the liquidity preference
or the demand schedule for money intersects the supply schedule of money. The
liquidity preference arises due to the transactions motive, the precautionary motive
and the speculative motive. The transactions motive relates to the demand for money
for transactions purpose, which in the case of business firms depends upon the size or
volume of total turnover and in the case of individuals depends upon their income, the
frequency with which income is received or the time interval between pay periods
and the general practice of making payments. The precautionary motive gives rise to
the demand for money for facing unforeseen contingencies such as sudden sickness,
arrival of guests, accidental loss of life and property, etc.

Keynes lumps together these two demands and relates these to the level of income.
The transactions demand and the precautionary demand for money are interest-inelastic.
The speculative motive which is defined as ‘the object of securing profit from knowing
better than the market what the future will bring forth’ 19 gives rise to the speculative
demand for money which is interest-elastic with the elasticity increasing as the rate of
interest falls until at some low enough rate of interest (around two per cent) the demand
becomes perfectly interest-elastic. In other words, while the transactions and
precautionary demand for money (M, ) are a positive function of the level of income (1),
the speculative demand for money (M,) is a negative function of the rate of interest (v).
Thus the total demand for money (M, is composed of M, which is a positive function of
which is a negative function of the rate of interest. Thus,

My=M,=L(Y)+M,=Ly")

The supply of money in the economy is autonomously determined by the monetary
authority. It comprises the currency and commerfzial banks’ demand deposits, i.e.,
M, =C+ D.Itis taken as fixed and is nonresponsive to changes in the interest rate.

Consequently, the money supply curve MMs is a vertical straight line as shown in
Fig. 2.3. The equilibrium rate of interest is determined corresponding to the point of
intersection of the negatively sloping demand curve for money M,=M, + M, =L (Y)

+ L,(#) and the vertical supply curve of money MMj5 ashasbeen shown in Figure 2.3.

income and M,
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 effective in raising the level of aggregate employment and ou

Figure 2.3 shows the determination of the equilibrium i i
the liquidity preference theory of interest ratcg In the ﬁg!:rt:,otﬁl::ieercx;;zflc::fvlggfg:
mox;ey M,;= M, + M, =L (Y)+ L,(r) is negatively sloping, showing that the liquidity
Ii)nmlzzg t.he d;lhland for money is a negative function of the rate of interest. The
nt endughmct:;tz t?in te;csturye gcreases asthe rate of interest falls until at some critically
low enonghiate of nfere (111:as e figureitis Or, ) it jbecomes perfectly horizontal, showing
et berond. thod ey hasbecome perfecﬂy interest-elastic. In the figure at point C
Y e demand curve for money is perfectly interest-elastic. This situation in

literature is known as the liguidi 20 s
ity tra . .
among the economists. quidity trap™ which has given rise to fierce controversy

interI:sfli:; 2..3,. MM szils the autonomously determined supply curve of money. Its
elasticity is zero.”’ The two curves intersect at point 4 corresponding to which

 therate of interest is Or,. This rate of interest is the equilibrium rate of interest because

the total amount of money demanded by the public at thi .
between e domand forand ot thanthis particularrte, there will o discquilibrio™
will exceed or fall sh o atl‘ld the supply of money—either the total demande?’:r money
hatthe ity s t?rt 0 thfi;ota}l supply of money available in the system. It is clea’
the money su 1pre erence function remaining unchanged, any increase p . o
fanction wil fp y rezesegted_by the rlg.t}tw'ard (leftward) shift in the mo ecrease ”
afo of interes?ll]se afall (rise) in the eqlnl{bnum rate of interest unless th ney §up}’
as already touched the liquidity trap rate of interest Iielgl_mhbn;gl
. 1gure <./»

when the money su ; Be
pply function shifts rightward from MM i
. Wt e .
rate of interest falls from Or , 1o 07, showing that an expanzioz M ]:1 (; ::e equﬂli)inm:ﬂ
ary tary policy i5

tput in the economy by

causing an iny : .
crease in the aggregate investment depending upon the interest elasticity of

the investment demand function.
Y
%
My My
Ml = Ml + M2
= Ll(Y) + Lz(r)

Liquidity Trap

Rate of lnterest (r)
Q'i
a

el
(-]

At &

C
\

mand for Money (). Supply of Money (M. )
Fig. 2.3 Y (Ms)

Criticism

ry of interest rat
) ehasng . i
Iy, the rate of interest in thg thte:SCaPed criticisms. First, e

eory. According to Alvin { nsry is as much indeterminat®
en

inate. In th . , ‘the Keynesi 1
€ Keynesian case the money sil;isll;ﬁttlt:ieggnaﬂ

B

schedules cannot give the rate of interest unless we already know the income level; in
the classical case the demand and supply schedules for saving offer no solution until
income is known. Keynes’ criticism of the classical theory applies to his own theory.’?

Second, the theory cannot explain the determination of the rate of interest in the
long period because it focusses attention only on those factors which are relevant only in
the short period.

Third, the theory cannot explain the coexistence of the different interest rates on
the basis of liquidity preference because interest rates will have to be perfectly uniform
due to the perfect uniformity of money or cash balances.

The Fourth criticism of this theory is that it is wrong to say that rate of interest is not
the reward for ‘saving or waiting as such.” Keynes blissfully forgets that without saving
or waiting, investment funds cannot be obtained. Jacob Viner stated the correct position
when he asserted that ‘without saving there cannot be liquidity to surrender... the rate of
interest is the return for saving without liquidity.’

The Fifth criticism of the theory i that although in the short period at any given
point of time the rate of interest will be such that the community’s total holding of cash
must be equal to the total existing stock of money but it is equally true that over a long
period the rate of interest must tend to that level where the saving and investment flows
are in equilibrium.

Last, Keynes’ basic proposition in his theory is that the rate of interest and the
demand for money, more particularly the speculative demand for money, are inversely

related. According to Don Patinkin, ‘Keynes’ analysis of the implication of this dependence

is repeatedly marred by a confusion (which characterizes the later Keynesian literature
as well) between his basic proposition that the amount of money demanded is inversely
dependent upon the rate of interest and the completely different proposition that the
equilibrium rate of interest ;s inversely dependent on the amount of money. His discussion
of the liquidity preference in The General Theory shifts uninhibitedly from one proposition
to the other with never an indication that they are in any way not identical. More
specifically, there is never a recognition that, in our terminology, the first of these

propositions describes an individual experiment and the second a market experiment,
and that the truth of the first does not imply the truth of the second.’®

Modern Theory ‘ |
The modem or the neo-Keynesian theory of interest rate has been developed by John R
Hicksby synthesizing the classical and the Keynesian theories. Its merit lies in successfully
integrating together saving, investment, liquidity preference and the money supply. The
theory shows that productivity (investment), thrift (saving), liquidity preference (demand
for money) and the money supply are all needed in order to formulate a comprehensive
and determinate interest rate theory.

In the modern theory, also known as the Hicks-Hansen synthesis of the classical
and Keynesian theories, from the classical version has been derived the IS curve??
which is the locus of those combinations of interest rate and income at which investment
and saving are equal and consequently the real sector of the economy is in equilibrium.
From the liquidity preference approach has been derived the LM curve?’ which is the
locus of all those combinations of interest rate and income corresponding to which the
demand for money equals the supply of money and consequently the monetary sector of
the economy is in equilibrium. By successfully employing the tools of negatively sloping
IS curve and the positively sloping LM curve, the modern theory of interest rate determines
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:T(lllﬂtaneously the equilibrium rate of interest () and income (Y ) such that both the real
d monetary sectors of the economy are simultaneously in equilibrium.
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In the theory, followin i
X 1y, g the classical approach, inves '
‘ﬁ:&‘:sf;;lhch‘on of the rate of interest while saving has l:‘;i‘;ehas lc)leen treated'a.s a’
preforence ¢ e tlllllterest rate. Similarly, following the K eynesjan garded as a positive
income-and tile r:td em%-fmd fosx;zrgmn?y has been treated ag 5 ﬁlppfoach, the liquidity -
autonomously dot ei;ixlxnﬁ:{)e while the supply of money has lftlon of the level of
ven. ed by the monetary authority and it ; eentreated as being
& It1s treated as autonomonsly
Thus,
I=f(n
S=g()
My=h(,y)
M.=M .
sqeg o S Ry
The equilibrium conditiong are
S=]
The set of inte M= M;
r-relationshj .
single composite diagram so a: :on(li‘:r)xl:r,: (tihm the above €quations ar a
.Flgure 2.4 has four parts p elSand . curves as she COII.lbmed into
which the rate of in forest io: arts A and B of the figure gp ownin Fig. 2.4 |
1§ Indeterminate becayge mer OW the classical approach it

© saving and investment flows
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cannot determine it without the level of income being known. As the IS curve in Part B
shows, every pair of interest rate and income along the IS curve is an equilibrium
combination. Parts Cand D of the figure show the indeterminate character of the naive
Keynesian or liquidity preference approach. The LM curve in part D does not alone
determine the rate of interest because all along this curve we have those several
combinations of income and interest rate corresponding to which the demand for and the
supply of money in the economy are in equilibrium.

Y
M
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]
g 4
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X
0 Y.
Income (Y)
Fig. 2.5

In order to obtain the determinate solution, the classical and the Keynesian theories
should be integrated by combining the S curve of Part Band the LM curve of Part Din
Figure 2.4 as shown in Figure 2.5 which shows that the equilibrium rate of interest
determined by the intersection of the LM and IS curves is Or, corresponding to which
the aggregate equilibrium income is0Y,.

The chief merit of the modern theory of rate of interest is that it is free from all the
criticisms which were valid in the case of the classical and the liquidity preference
theories. It is also free from the crudities of the loanable funds theory in which the stock
and flow quantities were unscientifically intermingled. The theory shows that the rate of
interest is determined both by the stocks and flows and their mutual interactionina
system of general equilibrium. The gquilibrium rate of interest Or, is a fully determinate
rate because corresponding to it the double condition of equilibrium involving the
simultaneous equality between investment, saving, demand for money and supply of

money is satisfied, i.e., /= S and M;= M;s. Consequently, the rate of interest so
established has no scope for deviation. Corresponding to the Or, rate of interest, the
economy’s real and the monetary sectors are simultaneously in equilibrium. At any rate
of interest other than this particular rate, economy’s one or the other sector will be in
disequilibrium. Consequently, thatrate of interest will not be a stable equilibrium interest
rate.

2.3 IS-LM MODEL

The IS-LM model (Investment Saving-Liquidity Preference Money Supply) is a
macroeconomic tool that demonstrates the relationship between interest rates and real
output, in the goods and services market and the money market. The intersec}:ion of the
IS and LM curves is the ‘general equilibrium’ where there is simultaneous equilibrium in
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Neo-Classical and both markets. This modern or the neo-Keynesian theory of interest rate was developed
Keynesian Synthesis

by John R. Hicks by synthesizing the Classical and the Keynesian liquidity preference

theory. Hicks-Hansen’s, IS-LM curves model seeks to explain a case of joint

determination of equilibrium rate of interest and equilibrium level of income. IS curve is
NOTES that curve which shows equilibrium in the commodity market corresponding to different
pairs of level of income and rate of interest. The LM curve is obtained by determining
equilibrium in the money market in terms of equilibrium between demand for money and
supply of money corresponding to different pairs of interest rate and the level of income.
Since IS curve and LM curve indicate equilibrium in the commodity market and equilibrium
in the money market, respectively, the intersection of IS curve and LM curve shows the
simultaneous equilibrium in both the commodity market and money market with equilibrium
rate of interest and equilibrium level of national income.
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Rate of Interest

-
“l4

Investment

2.3.11S Curve or Investment Curve (A)

‘IS curve shows the combination of level of output and interest rate in such a manner SO
that the desired expenditure equals to income.”

B> <

There is an inverse relationship between rate of interest and the investment
§xpend1tu_re. Therefore, slope of investment curve is negative. The higher the rate 0
interest the lower will be the investment expenditure and vice-versa.

The position of investment demand and schedule depends on the slope and the
level of autonomous investment expenditure.

Rate of Interest

Y

f

—» X

investment
(8)

Fig. 2.7 Changes in Investments

Rate of Interest

As you know the IS curve shows the equilibrium in the goods m.a;lii;e-t whe r;‘:;ltlhe()%
curve shows the equilibrium in the money market. Thus, the eqlillll e rr:Sl:r; mh thg
and money market meets at that Jevel where IS and LM curve ach other.

— X Y

A
Fig. 2.6 Investmen; Curve )

Investment Expenditure

. tm e
(seeFigure 2.7A). entexpenditure shifis the schedule fightwards

P
m
m

It means firms are i
planning to spend mor i
any d . . ¢ on diff; . 8
v decrease in the investment expenditure schedule Wiﬁzrlgtl: t‘lils olfn(;c(lmieftWWh::zS‘
schedule le

Rate of Interest

IS

o0 Ye
income/output

Fig. 2.8 Equilibrium between Goods and Money Market
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aqep g o) Classical and
By substituting these values in Equation (i), the product market equilibrium condition can Kz;oe;ia:” Symthesis
Neo-Classical and According to Figure 2.8, the equilibrium between goods and money market is attainedat be expressed as: o )
Keynesian Synthesis E point where LM = IS and at this point the equilibrium rate of interest is R, and AD=a+b[Y-1Y]+ (i)
equilibrium income and output is Y .. g+ bY—BtY+ NOTES
NOTES Change in Equilibrium In order to shorten the Equation (ii), let us sumup the constant and denote the sum as 4.
The equilibrium level may change with change or shift in IS and LM curves. For example, Thus,
with the increase in investment IS curve will shift to the right and LM curve may shift to A=a+
the right with the increase in supply of money. By substituting 4 for constants in (i), we get
Y. AD=A4+bY-btY-hi
1 o o« AD=ALUIOTEH  scuiontosion
w use this equation
Having derived the aggregate demand curve, we can now ow th
. | naionorthe suprimotprodut et I Figuro 2 L04) e AD givenis
. ceen s arked as = - 2 2
5 & LM, Equation (iii), is shown by tl?e cutr;e rI:t O st ! - hownin panel (b) of Figure
o denotes the rate of interest. Given the ined atpoint E, determining the equilibrium
ER 2.10, the equilibrium level of income is determined at point.&,
:5, level of income at Y.
& / AD=Y
/ %ADZ = A+b(1 - Y +hiy
0 Y Y1 Y2 —>X ® E
income/output AD, =A+b(1-t)Y +hi)
Fig. 2.9 Change in Equilibriym 'é /
According to Figure 2.9, due to increase in investment the [S curve shifts righ g 7
’ o . tward to
IS, asaresult the level of interest shifts to R, and level of income shifisto Y . on the ?o
other han]cll b?:e to decrease in n(x)oney ]s];lpply the LM curve shifts rightwards to I:’M and 3
new ium shifts to the EO at whi i . 1 <
toY:q.m e chrate of interest fajls toR, and income increase
Deri —
ivation of IS Curve 5 Y Y, Income (Y)
There are different ways of deriving the IS ¢
is more inuitive than explanatory, This metholcler; \‘?’Ve Will use a shortcut method which
determination, by assuming implicitly the effect ofch:idlrectly from the theory of incom® .
demand. 8¢ n interest rate on the aggregat® , !
An open economy is in equilibr i ;
Um where a l |
aggregate supply (AS). That is, an eco EBregate demand (AD) is equal to th ; :
1OmY s in equilibrium where S I & :
We know that at progd AD=As g E
v productmarketequilibrium, AD= gy, oL a0 . o 4 L@ LN
By substitution, the equilibrium condition m AD=C+714.G4 NX, where NY=X-M- : g e :
aybe expressed ag 2 g :
: b 1
ecall that C=a+b(¥Y-7) : !
I = hr . . i ' L
hi (where i is the interegt r. ate) | OL— Y, Y, Income (Y)
G = (Constant) o | f the IS Curve :
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Note that at equilibrium income Y1, AD=AS and /=S, all other factors given.

This point marks one point on the IS curve, at interest rate i,. Now let the interest rate
fall to i1. Recall the investment function,

I= (where h = Al/Ai)

Given the investment function, investment will increase with decrease in the interest
rate from i, to ;. With increase in investment (I), aggregate demand (AD) increases
from AD, to a higher level, say, AD, all other factors remaining constant. Consequently,
the aggregate demand curve 4D, shifts upward to the position of AD,. Asaresult, the

equilibrium point shifts from E, to E, and income level increases to Y,. Here again
S=1I

The main conclusion that emerges from these changes is that when interest rate
decreases, both savings and investment increase causing increase in income and /=S at
all the levels of income. This conclusion is plotted in panel (b) of Figure 2.10. Panel (b)
shows the relationship between the interest rate and income with 7=$. At interest rate
i,, given the savings and investment, equilibrium level ofincome is ¥1. This is shown by
point E, where /= S. When the interest rate falls from i, to i, investment increases
causing increase in income from ¥ to ¥,. When interest rate i and income ¥, are linked,
it gives point E,, Here again I =S. By joining points E, and E,, we getthe ISzcurve. This
ishow IS curve is derived for an open economy model. It is important to remember that
all along the IS curve savings are equal to investmgnt and the product market is in
equilibrium.

2.3.2 Derivation of LM Curve

The LM curve is derived from the Keynesian theory of interest rate determination by
linking the interest rate to income level. Therefore, before we proceed to show the
derivation of the LM curve, let us have a glance at the Keynesian theory of mone

market equilibrium. According to Keynes, the equilibrium ra 3

where te of interest is determined
L=M
here I = lionids ..(iv)
Where L =1liquidity preference, Ms =supply of money (prices remaining constant)
However, in moderm interpretation of the Kevne; '
ynesian th :
real balance of money expressed as M/P (where P= price level)egiy ’ Mls. taken to be the
Equation (iv) can be written as: ven this modification,
L=M/P
Theterms L and M/P in Equation (ii) need (V)

C Some elaboratj i

iﬂ:ﬁ?ty pmfe@ce (L),. the demand for money, has two co r(r’nn. :xccon.iu.lg to Keylfesr;

demand or money (including precautionary motive), anq G ponents: (j) transactio
¥, 1.¢., money demanded for speculative purpose "l:h speculative demand for

: M=A7.
positively related to income, ¢ 1/ “Y). The trans

money (M, + M) is negatively

ccording to the Keynegjay, theory,

Given these poi i
pomts of e]g ~
can be expressed as: boration, the Keynesian aggregate demand for money

L=M+M=qy i

As regards the supply of money (M/P), according to Keynes, the.z total §Upply qf
money is determined by the central bank of the country (e.g., RBI in India) and it
remains constant over a period of time.

Having explained the Keynesian postulates regarding the demand for and supply
of money, we can now proceed to derive the LM curve. Figure 2.11 presents b.oth thz
Keynesian theory of money market equilibrium and the interest rate determination an
also the derivation of the LM curve.

Panel (a) of Figure 2.11 shows the determination of money mal:k:lt gmt::l:rg
and interest rate. The real money balance is shown by the s}rmght vertl:: ; :a 1::3 Tlele
MIP, i.e., total money supply remains constant irrespective of the :inLerede The
aggregate demand for money has been shown by the curves marked L, and L, whic
are interest elastic.

To show the derivation of the LM curve, let us suppose that at Z g_l_v;xi lzv?}‘;)f
income, Y, » the aggregate demand for mgney 1s s.hown by the. curv :h o ln:one n;.ark;;
money demand curve L, intersects the M,_lme at pqmt E, d Note tha% at incomeylevel Y,
equilibrium, and equilibrium interest rate 1S detorminedaty ];) by point E, in anel
the interest rate is #,. This relationship between T, andi ls showntyP P

(b) of the figure.

\ \l& o
L
E L, =kY;—hi
- S ST
1
L =kY, - hi;
OL_————’f M/P Real Money
@
LM
Ez/
iy p—
E,
i
0 () Y, Y, Tncome(¥)

Fig. 2.11 Derivation of the LM Curve
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N Classical i i i ini Neo-Classical and
Kmﬁ‘;:’g;mfhzk . NoYv let the income mcrea.se from Y, to Y, , interest rate remaining the same. 2.4 RELATIVE EFFECTIVENESS OF MONETARY i vios
_Smce M, is positively related to income, demand for money demand curve L, shift POLICIES
1t1lll)wards to L,=kY+ h, With the increase in money demand, money supply remaining AND FISCAL
OTE e same, the equilibrium point shifts upward from E, to E, showing a rise in the rate of —
NOTES interest from i to i,. Note that with increase inmoneyldem;nd, moniy market attains its In this section, you will leamn about the effectiveness of monetary and fiscal policies. NOTES
! atahigher level of income, ¥,, and at a higher rate of interest, i,. Again, point 2.4.1 Monetary Policy and its Effectiveness
{52 shows afelat.lonshlp between the level of income and the interest rate. This relationship o .
is shown by point E, in panel (b) of Figure 2.11. The curve drawn through point £, and Different monetary economists have defined monetary policy in thelr,own ways. For
E, in panel (b) represents the LM curve. This is how LM curve is derived. It is important example, Harry Johnson defines it asa ‘policy emp.loy}ng central bank’s control of th;e
to remem‘.ber that all along the LM curve, money market is in equilibrium, i.e., L = supply of money as an instrument of achieving the objectives of general economic policy’.
MF, at different levels of interest rate and income. Shaw defines monetary policy as ‘any conscious action undertaken by the monetary
Synthesis authorities to change the quantity, availability or cost... qf money’. Note thaF Johnson
. emphasizes only the control of money supply as the objective of: mo;m.etar'y policy, Sll;aw
Recall that the main objective of this section is to : emphasizes both ly of and demand for money. Monetary policy is essentiallya
present a synthe phasizes both supply 0 e
and the real sectors as developed by Hicks. Having derived g:; IS s:s;z;h}ec?r‘:;:ta‘z programme of action undertaken by the monetary authorities, general.ly the centrc.zl
can now show the synthesis of the two sectors. The synthesis of the mone d’real bank, to control and regulate the demandfqr ‘{"d supply of money with the publ{c
sectors can be shown by combining the IS and LM curves. This task i fary and and the flow of credit with a view 10 achieving predetem.zme.d macroeconomic
Figure 2.12. is aqcomphshed n goals. The objectives of monetary policy are the same as thf: objec}t:ves of fiscal policy,
InFigure 2.12, the IS curve represents the product sector. All the po; S viz., growth, employment, stability of price and also foreign exchange and balance-
curve s.ho'w the equilibrium status of the product/real sector at di.fferent lg‘c:;rlnsts ?P thelt o payment equilibrium. olicy s th f
rate. Similarly, the LM curve represents the money sector and all the points o lntere;I Scope of Monetary Policy The scope of ?gl;)lnett%ra): gloney Panih e t?rea o
curve represent the equilibrium of the money sector. on the L economic transactions and the macroeconomic vari €s 'taryau on e.scari.
influence and alter through the monetary policy. From monetary instruments point o
LM view, the scope of monetary policy includes 0] bank rate, (’f) cash reserve ratio,
(iiif) open market operations by the central bank and () also the direct control measures
as deemed fit by the central bank. From the view point of effectiveness, the scope of
monetary policy depends, by and large, on two factors.
(i) The level of monetized economy anc'i o
;’% E (ii) The level of development of the capital market. o
i In a fully monetized economy, the scope of monetary policy encompasses the
5 entire gamut of economic activities. For, in such an economy, all economic trans-acuc?ns
are carried out with money as a medium of exchange. In that case, monetary pohc.y
! works by changing the general price level. Itis, therefore capable of affecting all economic
i activis y gmfu - onsumption, SAVIAgS investmentand forelgn.trade. The monetary
\_‘ IS poli‘::ly can inﬂueltllce(:;’l major macroeconomic variables—GDP, savings and investment,
° i d the foreign exchange.
Y, T : employment, the general price level an
e In X ) . .
Fig. 2.12 Synthesi ome i The other contributory factor is the level of capital marlfet deye.lc.xpment. While
ynthesis of Monetary gng Real Sectors | the ch in the supply of money affects the level of economic activities through t.he
As Figure 2.12 shows . : o onge it : nents of monetary control (ban!c rate and cash reserve ratio)
Ebei » the IS and LM curve i | price level, the other instrut o marketis fairly devel
> ems% mt:n the IS curve establishes that/=g§ i ¢ ::ﬂfect atpoint E. Note that at point | work through the capital mket ‘Where ﬂ':: cat}:m umarkgb g e); i:‘t:e(::l;eq’tar?onetlzrz
interest rate i, and income leve] y There ic e ee VIS are equal to j t, at ! li level of economic activittes hang pital marke
e €re 1s no exce: . : 0 investment, ; policy affects the lev: ) . 1ly, a developed capital market i
;3;1‘;:383 ThlS mneans that the prodyct market js S8 SaVIng or investment in excess © ! It works faster and more € fectively. Incidenta l))’ o ﬁnanI:: ol Stron etis ngi
Check Your Progress o arly, point £ on the LMcurve siguifies th tlz ec}lu{ﬂlbnum all other factors given f which has the following features: (Ha lafrge.num e‘;'_ hort term bi{l marki :??)lmerc.l
4. H is the LM (] SUPply Ofm R atL = s i.e d T ﬁon., credjt organlzatlons and short- 12 , (i) amajor
cgel:bmed? 10T EXCESS money ::;I})’l?!t th‘? interest rate ie and there is n;tlfet:l:n ¢ formoney is cqu ‘ ;ﬁ% gﬁ:ﬁgzll mstransaumcﬁo;s are route | through the capital markets, (i#) the working of
5. Whatis general both the monetary and prod.o. - L2t POINtE marks the g 1 oY SO the variows canita] sub-mar etsis int.r-linked and inter-dependent and () the commodity
eqilibrium? the same leve] ofnationl;;llt')duct markets atthe same [eye) O;tnhul.taneous ethbnm:i o Sect;?:ﬁgc;lp secnsitive t the changes i the capital market.Ltis important o note that
Iny ) € Int i a i 7/ S€ . .
and the Product sector. Thig f::;n ° (};‘) This is how Hicks synth:sriezs:dr?l:e (l{)zleltaf)’ | the changes in the bank ra e and cash reserve ratio work through the commercial banks. Self-Instructional
Self-Instructional economist, J R ; cks, onsidered to be 3 great confrihae: € m | ,
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Therefore, for the monetary policy to have a widespread impact on the economy, it is

necessary that the capital sub-markets have strong financial links with the commercial

1 Instruments of Monetary Policy

The instruments of monetary policy refer to the monetary variables that the central bank

can change %}t lt§ (?Jscreuon with a view to controlling and regulating the money supply

and the’ availability of credit. The instruments are also called ‘weapons of monetary

control’. Samuelson and Nordhaus call these factors as “The Nuts and Bolts of Monetary

Policy”. The measures of monetary policy are generally classified under two categories:
() quantitative measures and

(if) selective credit controls.
Quantitative Measures of Monetary Control

'fIi')he qyantitative measures or the traditional measures o
* (#) OpenMarket Operations,
(i) Discount Rate or Bank rate and
(#ii) CashReserve Ratio (CRR).

In addition to these measures, in a country like India wi
> with all maj S
the central bank uses direct measures to control supply of an majorbanks nationalized,

dd
example, RBI enhanced interest rates for the banks straightw; o aod formoney. For

April 2007. ay to control inflation in

Letus now briefly discuss the meaning and working of these measures
(?)) Open Market Operations (OMO) .

f monetary control are

The ‘open market operation’ compri

! prises sale and
«:md treasury bills by the central bank of the countll;‘.n\:llllis: :hOf ol o ccurities
increase the supply of money with the public, it ° central bank decides to

purchases the government securities,

Letus look into the workin.
: , g of open market operati
out 1ts open market operations through the commercfairsuons. T;Itl:l ooy can'ig S
- oes not deal directly

Operations, it affecg

India. The sale of governrnent

demandf or credit.

F._M-.A e

Asregards the supply of credit, it is affected adversely in the following ways.

(i) The people buy the government bonds and securities generally through

cheques drawn on the commercial banks in favour of the central bank. In

this process of sale of bonds, the money is transferred form the buyers’

account to the central bank account. This reduces the total deposits with

the commercial banks and also their cash reserves. As aresult, credit creation

capacity of commercial banks decreases. Consequently, the flow of credit
from the commercial bank to the society decreases.

(ii) When the commercial banks decide to buy the government bonds and

securities themselves, their cash reserves go down. This further reduces

their credit creation capacity. The ultimate result is a fall in the flow of

credit to the public.

As regards the demandfor credit, when the central bank sells government bonds,
their prices go down and, therefore, the rate of interest goes up. This causes an upward
push in the interest rate structure. The rise in the rate of interest reduces the demand for
credit. Thus, not only the supply of credit but also the demand for credit is affected by
the open market operations. ' _

On the contrary, when the central bank decides to increase money supply, it buys
back government bonds and securities. Then the money flows out from the central bank
account to the people’s accounts with the commercial banks. As aresult, deposits with
the commercial banks and their cash reserves increase. This enhances their capacity to
create credit, Other things given, the flow of money from the banks to the public increases.

Effectiveness of Open Market Operations The eﬁ’ectivgness of open market
operation as a weapon of monetary control depends on the following factors.
(/) When commercial banks possess excess liquidity, the open market operation
does not work effectively. .
(i) In a very buoyant market situation, the effective control of demand for

credit through the open market operation is doubtful. And, during the period

of depression, open market operations are not effective for lack of demand

for credit. ) i _
(iif) Inunderdeveloped countries in which the banking system is not mature and

security and capital markets are not interdependent, open market operations

have a limited effectiveness. o .
(iv) Thepopularityof govemment bonds and securities with the public also matters
alot. The government debt instruments are generally not popular due to low

rate of return. The central bank then has to use coercive measures and

force the commercial banks to buy the government bonds, as is the case in
India.
(i) Discount Rate or Bami Rate Policy

rate at which the central bank rediscounts the bills of

Discount Bankrate s the
exchm’;e’s:szgte?i by the copimércial banks. The RBI Act, 1935 defines ‘bank rate’

as the “standard rate at which (the bank) is prepared to buy or rediscoz{nt bills of
exchange or other commercial papers eligible for purhase under this Act”. Tt
rediscounts only approved bills and the “fisst class bills of exchapge . Whydo COmmemial
banks get their bill; of exchang e redisi wunted? What happens, in fact, when commercial
banks are faced with a shorta: ¢ of cash reserves, they approach the central bank to get
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their bill§ of exch;n;tg: rediscounted. It is a common method of borrowing by the
by the commercial banktil ;c : ank.. Thecel}ﬂalbankrediscounts the bills presented
resort. For redisoountin theca.use 1t1s a part of its functions—it is the lender of the last
is traditionally called bfnkebms of exchange, the central bank charges a rate. This rate

y rate. Amore appropriate name in usage now is the discount

rate. However, for all practical
. purposes, bank rate is the rate whi tral
bank charges on the loans and advances to the commercial bzezr:;)c? i the cer

heher - want 10 expand ot s e ey o decrease—depending o

' : . w of credit from the ial bank.

:‘l;::: e:: t;v:zﬁ:c to mtcrease the .credlt creatit?n capacity of the cojlznnellt'ggfﬁnis it

roduces poﬁcyz:nm:j:;ﬁ :lz;ie ::{sc;il Tl;ls action by the central bank is called t’he
nately, the discount rate policy, Th j

was first adopted by the Bank of England in 1839, Jt was the on){.y anillzgg ﬁ:;f \frﬁilég

used weapon of credit control until the

, open market operation, first .

x : :nore ggwerful instrument of monetary control. It still works a\slstid n 1.92.2’ gmerge(}
entral bank’s monetary policy. € main indicator O

The working of the discount rate policy is sim; ;

o .  simple. When the
i ::rsaﬁgk rar;ei;cox.?sn;?rclal banks change the:ir own discount rai? ftzla??:k c: an%he:
Generally the es tlr " scoupt ra.te, commercial banks raise thejr discount, mton'
e b;' " entral bank rate is 1 percentage point higher than the di unt 1t
S ;1 cor.n.mercml b:cmks. In otder to look at how a change in diScount rate

beo® vailability of credit, let us suppose that the centrél bank Soount rafe
ol policy, to control the flow of bank credit. To achieve this ob it a5 @ matter

discount rate. This action of the central bank reduces the flow f)efcctll':;’iti Er:‘,titlxi-mise e
ee ways.

discoun
trate, commercia] banks raise their

central bank adopts a cheap money Money policy’,

Thre Dpolicy,
. ey banke’lS’ lendmg ratei i s
in the bank rate causes a rise in thels qulc!dy adJuSt?d to deposit rates. Therefore, a ris®

Therefore, savin
’ gs flow ;
mobilization effect, to the banks in the form,

on th
© central bank for financial g Tesources, Theyarenotdepende{lt

not aff ort, ©
°cted when central bank raisp;l; the'ghazr;fore, their discount rate¥*
rate

.

2. With the growth of credit institutions and financial intermediaries, the capital
market has widened extensively. The share of banking credit has declined.
Therefore, variations made by the central bank in the discount rate, especially
when it raises the rate, have only a limited impact on the credit market—it
is limited to only bank credit.

3. Looking from the credit demand angle, variations in the discount rate become
effective only where demand for credit is interest-elastic. The structure of
the credit market in the less developed countries is such that the interest
rates are sticky. Hence change in the discount rate has not been found to be

very effective.
(iii) The Cash Reserve Ratio or Statutory Reserve Ratio

The cash reserve ratio (CRR) is the percentage of total deposits which commercial
banks are required to maintain in the form of cash reserve with the central bank. The

objective of the cash reserve ratio is to prevent shortage of cash in meeting the demand

for cash by the depositors. The cash reserve ratio depends, normally, on the banks’

h demand by the depositors. But, “If there were no

experience regarding the cas . . .
govemnment rules, banks would probably keep onlya very small fraction of their deposits

in the form of reserves”. Since cash reserve is non-interest bearing, commetcial banks
often keep their cash reserves below the safe limits. This situation @ght lead to financial
in order to prevent this eventuality, the central bank

crisis in the banking sector. S0,
imposes a CRR on%he banks. This has become & handy tool for the central bank to

control money supply. The central bank enjoys the legal powers to change the cash

reserve ratio of the banks at its own discretion. The cash reserve ratio is a legal

requirement. Therefore, it is also called statutory reserveratio (SRR).

CRR, the central bank can change the money supply ovemnight.

By changing the .
When ec):momﬁ:magmditions demanda contractionary monetary policy, ﬂ%e central bank
mic conditions demand monetary expansion, the central

raises thy hen econo:
s the CRR, and W/ ffoct of change inthe CRR on the supply of money and

of Rs.100 million and CRR is 20 per cent. It means (a) that the banks can loan ¥ 80
million and (b) that the credit of deposit multiplier ec.luals five. Italso means that the
banks can create, through the process of credit multiplier, 3 total credit of ¥ 500 million

or an additional credit of ¥ 80 million 5 =% 400 million. N
tral bank decide to reduce the. money SUpp y with the public an

raise tllloggl;t :h ;;ener cent. Then the credit multiplier will go down to 4, With this

0 nlytotheextentof?75mlll10n(=? 100 million -

.. ide loan o:
Provision, the banks can provt dit created by the banks goes down to

1 : total cre
2 25 million). Thus, e . | eredit goes downto¥ 75 x4=T 300 million. A

3 = illionand 2 i i
100 x 4 =% 400 million creditis supposed to have considerable impact on the

fall illion in the bank
. ;)et; ?nllgg{lel:ﬂ’}fl‘::;’e ot will be reversed when the central bank cuts back the CRR to

20 per cent.
as an Instrument of Monetary Control  This method

other measures fail. It proves more handy where open market
ffective. However, its effectiveness in terms

’ i fthe banking credit in the credit
of impact on the capital market depends on the share of the banxil :
markgt, It is relatively more effective in the advanced countries with advanced banking

system accounting for a major share in the capital market.
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Selective Credit Controls

ggrg l;gg:‘::vi’?tht;ds of monetary control affect, (when they are effective), the
Fthe coomern arl Sfln]l% e samg direction. In other words, their impact on all the sectors
makers They orm. This may not be always desirable or intended by the policy-
@ ratiol.ﬁn e emot:;l?targ a.uth(-)rltles are often faced with the problems of
the 1‘Jrioritygsect<;:rr ; t&( ) dwer-tmg the ﬂovs{ of credit from the non-priority sectors to
bank credit. Th s and (c) curbing speculating tendency based on the availability of

credit. These objectives of credit control are not well served by the quantitative

me. i
‘measures of credit control. The monetary authorities then resort to selective credit

controls.

Selective credit controls include the following credit control measur
es.

() Creditrationing. When there is shorta instituti

. ge of institutional credit available for
ttlelz(‘;)roszess.mls.ect:ltlori'the, large and financially strong sectors or indnl:stries

fendto ipture the lion s share in the total institutiona] credit. A ul
priority sectors and weaker but essential indust; A e o
necessary funds, mainly because bank credit stries are starved of
In order to curb this tendency, the central
measures. Generally, three measures are

llmlts on the credit available to large industri

lilslﬁl(l):r or Ptllrlogrgssive interest rate ong banl(cl ;1::1:: ;:;:nirzi}ggl "!‘hl;nar.ging,a
sectores :Vlnd (i ;’l;\:vt?diﬁlllahng banking credit available to relatiye] " ’:khls
. : g credit to weaker sectors at lower i Y

(@) Chang.e in lending margins. The banks advance mon o oma rates
it oy ot g i
value of t,he n.lort;a ed provide loans only upto  certain per::enta e, sf e
gedproperty. The gap between the value of the mgrt;agﬂ:i
d ‘lending margin’. For example, if

bgoes to the non-priority sectors.
adank resorts to credit rationing
opted: (@) imposition of upper

(iv) Direct controls. Where all other methods prove ineffective, the monetary
authorities resort to direct central measures with clear directive to the banks
to carry out their lending activity in a specified manner. There are however
rare instances of direct control measures.

In addition to traditional monetary control measures, RBI uses repo rate
(repurchase operation rate) and reverse 1epo rate under its Liquidity Adjustment Facility
(LAF) programme. Repo rate is the rate that RBI charges the banks when they borrow
from the RBI. Reverse repo rate is the rate that it offers the banks willing to keep their

money with it. Depending on the need of the country, the RBI keeps changing these

rates. Repo operation increases liquidity and reverse reporate reduces the liquidity (or

money supply) in the country.
2.4.2 Fiscal Policy and its Effectiveness

¢ policy, fiscal policy has been very popular with the

As an instrument of macroeconomi " k
modern governments to influence the size and composition of the national product,

employment, industrial production, prices, etc., in the economy. The del.iberate use 9f
fiscal policy as a means to achieve and maintain full employment and price stability in
the economy has been a characteristic feature of the pz}st seven decades after the
publication of John Maynard Keynes’ well-known book titled The General Theory of

Employment, Interest and Money in 1936. The post-Keynesian popularity of fiscal

policy has been largely due to the following three factors:
1. Ineffectiveness of the monetary policyasa means of removIng mass unemployment

in the great depression of the 30s; o
2. The development of ‘new economics’ by John Maynard Keynes with its stress

on the role of aggregate effective demand; and

3. The growing importance of government Spen ing and taxation in relation to the

national income and output.
40s, fiscal policy today has become a major

From its modest beginnings in the .
macroeconomic policy instrument employed by the gover%men:vst;o achieve full
€mployment, to prevent inflation and to promote rapid economl .gro .

ed that substantial amount of spending

Following Keynes, economists have ar8? ble of changi i

. o jonb overnment are capa eofc ging the size

and fund raising in the form Oftaxatlon Y 8 cono mic activity in the SyStem. By
i1 be produced, the fiscal operations of the

of national product and the ternpo ofag
. e 3 Wl
determining what goods and services  eloymentof e econOMY’s FESOUICES.
ot, however, closely related to one

government affect signiﬁcantly the direction
and tax revenue are It

Government expenditure . d total tax recei
_ nment’s total expenditure and to receipts may be
another. In any givenyeah BOVE L iher a deficit or a surplus budget. When the

. . dget wi . .
unequal in which case the budg nment are equal, the budget is said be a balanced

e . . the gove€
xpenditure and income of th¢ 8 1us in order to affect the level of the aggregate

bu t deficit and surp
dget. The use of budge tain economic stability or to promote economic growth in

economic activity or to main .
the e:g:g;ct;:lgefs;nce of fiscal policy. Boththe I.(.eyneSIan and the nerKeynesian
economists)r,el rimarily on the fiscal policy to stabilize the economy. Dmg a major
S > which occurred in the 1930s, even the monetarists believed

recession, such as the ont : > A
that ﬁsc:,l policy could be used more effectively to mcrease the level of aggregate

demand in the economy.
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Meaning of Fiscal Policy

In his epoch-making book The General Theory of Employment, Interest and Money,
Keynes usec! fiscal policy when referring to the influence of taxation on savings and
government investment spending financed through loans raised from the public. Keynes
looked at it as a state policy which used public finance as a balancing factor in the
coonomy s development., 0rd}narilx by fiscal policy is meant a policy which affects the
Important macroeconomic vanabl.%—aggmgatc output, employment, saving, investment,
etc., through the budgetary manipulation. Fiscal policy refers to the re gulation of the
level of govemmept spending, taxation and public debt. According to Arthur Smithies,
the term fiscal policy refers to ‘a policy under which a government uses its expenditure
and revenue programmes to produce desirable effects and avoid undesirable Sffects on

?he national income, production and employment.’According to Buehler. ‘by fiscal policy
is meant th.e use of public finance or expenditure, taxes, bOrrowin’ gn d ﬁnall);)cial
;dnililmmuqn to further our national .economic objective.” Accor ding t%) Fred R Glahe,

Y fiscal policy is meant the regulation of the level of government . d
taxation to achieve full employment in the economy, While refer; gto %’;E:I‘s:l‘::; 1?:1'6

we mean pure fiscal policy. A fiscal policy affects the le ;
taxation while the nominal money supply romains co vetl of govemment spending of

Fiscal Policy and Economic Activity

Govemment expenditure, tax income and publi :
) public debt act as importan .

aggregate outlay, employment and prices in the economy. A gﬁ;en Chtalenvers o influence

decrease—in aggregate government expenditure ca §e—mmerease of

de . . 1 uses a change—j
crease—in the aggregate demand thereby Increasing or decreasing thi facg: ;:::;;r

Gov iture i
emment expenditure incurred on wages and salaries of s employees, interest paid

Caggregate demand . lein inflation is 0
repared. This 8eneraliz§fim - ceeding the aggregate ;Tlheli e pr(l)blegl—‘dget
on should not, howeyer lead Sg tz, : mp]ﬁfie that 8
) onc

balanced budget is neutral in its effects on the national income and economic activity in
the system. Depending upon the particular circumstances, a balanced budget may be no
less important than an unbalanced—deficit or suplus—budget.

For a correct appraisal of the effects of government’s fiscal policy on the level of
aggregate economic activity, apart from the magnitude of government expenditure and
revenue, their composition or structure is also equally significant. A giv§n amount of
revenue can be realized by the government in several ways—by levyn%g taxes, by
increasing the area of and profits from commercial activities and by borrowing from !:he
public. However, even though the revenue raised through these several alternative
methods may be the same, each method of raising revenue will a}ﬁ’ect fhe economy
differently. For example, the same amount of revenue may be raised either through
taxing the people or through floating bonds in the marlfet but .the effect of ez'ich one of
these two methods of raising the government revenue will be dlffert?nt Even m.the case
of taxes the effects will be different in the case of different tax levies like the income-

tax and excise duty.

Similarly, the government can incur a
for example, spend upon building hosp

given expenditure in several ways. It might,

The effect on the level of aggregate economic

sugar mill or on unemployment doles. nthe .
activity will be different although the total expenditure is the same In each case. An
a new national highway or on slum

expenditure of Z 5 crore incurred on constructing 8 nEW .
clearance will not affect the aggregate investment activity 1l the private sector adversely;
if anything, it will affect private investment favourably by causing an increase in the

demand for raw materials and equipment needed for road construction or for housing

the s] i ame amount is spent for starting a new sugar factory, it
um dwellers. But if the s vate investment by depressing the

Might ¢ ine fall in the aggregate pr1 .
magflgjinaa;l;si%:il;zg; g:‘tl cggital in the private sector. Cons.equept!y, th?l :aneﬁcl?l effects
of public expenditure on the level of aggregate economic ?Ct“'llt,y witibe szally lost.
Thus a balanced budget is not neutral in its eﬁ’ects on pationa 1nco;n.e and economic
activity unless it is assumed that the composition of expenditure and income remains

ggregate economic activity in the

level of a
Unchanged from year to year. Although thele ed budget, the stabilizing effect

. ize of a balanc
€conomy can be affected by varying the: fi;e of the surplus or deficit in the budget. The

of the fiscal policy depends largely on th . . oy
. . ctive as an instrument of economic stability
€xtent to which fiscal policy can prove effe v vary the difference between the

de hich the gove . inits si
mf:rﬁ:m g(;::;?t?xtr;(;a‘fher than upon the palanced budgetand the change in its size.

Objectives of Fiscal Policy

. mic policy, the goals of fiscal Policfy are likely to be
Afs an instrument of macroecorzioin thepsame country in different situations. For example,

different n different countrics rating either at the full or at near-full employment

While i conomy Ope ; ymo!
level ﬂl: agg:;’:;%ps‘z:fpoﬁcy should be the maintenance of full emploment whileina
developing economy the main concem of fiscal policy hasto be the promotion of economic

growth with stability and reduction in the economic inequalities.
i icy involves two types of important decisions.
Broadly speaking, overall fiscal policy mvo .
While on(;aof{hsiz twogdecisions is related to the goal of full e.mployfn.ent2 the otheris
concerned with determining the social priorities. The second policy decision is FOI}cemed
With the issue of allocation of economy’s productive resources as between their different

Tival uses—should more resources be allocated for education, health care, public housing,

ital or slum clearance or on the construction ofa -
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slum clearance, transport, etc. The government expenditure on different items in any
society will be determined by the prevailing social values.

Economists generally agree that fiscal policy should be employed to achieve full
employment and economic stability in the economy. Before the great depression of the
30s, by economic stability was largely understood the stability of the general price level.
The severity of the depression focussed attention on the need to remove unemployment
and to employ fiscal policy for this purpose. The Employment Act of 1946 in the USA
stated that it was the responsibility of the federal government to use all possible means,

including fiscal policy, to promote maximum employment, production and purchasing
power in the economy.

After the Second World War, inflation has become a worldwide problem.
Consequently, economic stabilization has come to be widely defined so as to include the
elimination of inflationary pressures in the economy. This means that the achievement of
full employment and price stability should be simultaneously attained through the
instrument of fiscal policy. At times, however, both these goals may be difficult to achieve
as these might be mutually inconsistent. An economy which wants to achieve fu

employment must accept moderate price rise unless it resorts to price control, rationing
and wage freeze policies. ’

e

2.5 EXTENSION OF IS-LM MODEL TO LABOUR
MARKET AND FLEXIBLE PRICE

A complete Keynesian model should, include consideration of the a

: ggregate production
function and of the demanfl fo'r and the supply of labour. As in the classi%: al ﬂI:;orycherG
also the aggregate production is a function of employment with the marginal prod:Jct of

labour diminishing as employment increases. The demand fo i i i
i . rlabour

ﬂ1§ classical model, under the assumption of @ diminishing marginal reltsuflfstm’c:iiz
(b) profit-maximizing behaviour of the employers; and (c) perfect competition in the
product and factor markets. The demand perition 1

curv : .
labour curve and is derived from the g e for labour is the marginal product 0

o

supply curve is still valid. Thus, Keynes partially suppressed the classical sqpply curve
of labour. At this statutorily fixed minimum wage, employment is determined by the
demand for labour for all levels of employment upto the maximum supp}y of lab9ur
available at the minimum wage. Above this minimum wage, labour_ supply isa function
of money wage. In the Keynesian system, the level of money wage 18 dete@mw bythe
historical and institutional factors such as the minimum wage laws, trade union pressures,
public opinion and other such factors.

Assuming arigid money wage fixed at /7, with the prices freeto vary, the analysis
can be graphically illustrated as shown in Figure 2.13. Arigid money wage with flexible
prices would mean a flexible real wage system. Figure 2.13 has seven parts 4,B,C, D,
E, Fand G. Part £ shows the short period aggregate production function. The aggregate
output is increasing at the diminishing rate. Part F of the figure shows that the de;natxl;d
for labour is inversely related to real wage such that as th? real wage of lapom falls, (el
demand for labour by the profit-maximizing employersin the economy increases an
vice versa. The demand curve for labour is the marginal ghysxcal product of labour
curve, In otherwords, it is the slope of the aggregate production function at the different
levels of employment as drawn in Part E of the figure. Part G Ofl' th]t:i ﬁlglure shou./s the
different combinations of money wage and the general price level which are consistent
with any given real wage. . .

le start with part 4 of the figure. Corresponding {0 r.ftf;‘t; of mLerestl,)ile
equilibrium values of the other variables in the different Paftstho e gutl'e aV;m e:?t
marked with subscript 1. Corresponding to 0r 1.rate- oﬁ)l:;ter;sgthise ?%g;etiz Zmlrifibﬁm
is 07 - With the given SS saving suppl)z1 ﬁgctt(l)o:v ltllilch e =, I Pgalrt S ‘38 i O,
aggregate real income Oy, correspon 1
aggr egate real income (01}1)tlput) is produced through th; emnll)l?;m?:;iog ' ‘::xiléte{:sé
Since prices are free to vary, the transactions demand Oll' neegto vart € cannot be

own by knowing Oy, alone. For this to be known wea S(l)( it lg :
loyers will hire ON, workers only real wage is

Price level P, Part F shows that emp W th iate eeneral
el £, P . dmoney wage ¥, the appropriate gen
WIP.. Given this real wage and the:irgll;z %Vxlfich WP, real walge can prevail. This has

Price | i rrespon .
bee: sﬁzscnvZﬂ 11’2105 lI—‘;:l)vingpfound out the relevant general price level OP, from Part

G and the aggregate real income Oy, from Part B, the agt?ozsg?it:n?;gef%:;cg:;;gl;
0P .0y can be found out and once this is done the transac oD 1
1Y), can be fou otal money supply M, and the speculative

Part C can be easily found out. Given the t D we find that the equilibrium rate of

demand for money schedule ?iﬁi“;:’;::;tb which we had started our analysis in Part

interest i is Or, whichis . .
4. Ifeitligi?g 2:: 2fr-]interest or the value of any other variable was different from the

One given by subscript 1 as We rraced the corresponding values inall the diagrams it

Would not be possible to come back to the position from where we had started. For

ilibri for all the other variables
X : 0r.,, the equilibrium values or all the
:”‘i’i‘l“lllliee, ;:atﬁi;it}? ;;ffnrgi;‘z:: h;:re been shown by subscript 2 in different parts of

i lower rate of interest Or,, the aggregate
the figur, orresponding to the werest o,
re:Iﬁ inc o;?vtitﬁzrrgiz me 0y, to 0y, total employment will increase from ON, to

ice level will rise from OP, to OP.
0 i m W/P, to W/P, general price . | ’
t;:;.zl,l iflaoln‘:)a;%z::)llg:a‘::lnge fl'Ol';l 0 Yl to 20 YZI2 and the tranSEctlons demand for m.oney
will increase from M, to M- With the given money supply M, 1t will result in t}le higher
Tate of interest O, W]l:lich is clearly inconsistent with our assumed lower rate of interest.
2
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Kneion Symbesi @ - | 2.6 MUNDELL-FLEMING MODEL OF AN OPEN Keyneian Symess
v s ECONOMY |

~
L)

NOTES

-
p—

The Mundell-Fleming model, also knownasthe IS-LM-BoP model (or IS-LM-BP model), NOTES

is an economic model first set forth (independently) by Robert Mundell and Marcus

Fleming. The model is an extension of the IS-LM Model. Whereas the traditional IS-LM

S | Model deals with economy under autarky (oraclosed economy), the Mundell-Fleming

0 L L X 0 S= Si=] — X , model describes a small open economy. Mundell’s paper suggests that the model can be
Investment (/) lstling2 (.s)2 applied to Zurich, Brussels and so on.

The Mundell-Fleming model portrays the short-run ‘relationship between an
®) economy’s nominal exchange rate, interest rate, and output (in contrast to the closed-
economy IS-LM model, which focuses onlyonthe relationship between the interest rate
and output). The Mundell-Fleming model has been used to argue that an economy
cannot simultaneously maintain a fixed exchange rate, free capital movement, and an
M, independent monetary policy. This principle is frequently called the ‘impossible trinity,’
— “unholy trinity,” “irreconcilable trinity,’ <jnconsistent trinity’ or the ‘Mundell-Fleming
X M- i, M, trilemma.’

Transacti 0 X Mundell developed a principle of effective market qlassiﬁcat,ion and suggested a
for Monmm : Mo My M, . Mi rl}le for efficacy and stag:)ility of policy measure along the T§nb§rgen s.rule. Accordi.ngto.
ney Supply M; M, - M, his rule, a policy instrument should be assigned a target which it can hit most effectively.

Y Going by this rule, monetary policy or fiscal policy should be assigned the task which it
p ® can perform most successfully to achieve internal and external balance. Since monetary

4 and fiscal policies affect both internal and external balance and both have their relative

B

3

n 4
r \
I

Rate of Interest ()
™)

]
Rate of Interest (r)

~

"t © kKY=kPy

M- M,

Rate of Interest (1)

3

Money Income (Y= Fy)
o

0 MM

B

33

advantages and disadvantages, these policies need tobe s combined that their positive

effects are maximized and negative effects

D, =mrp, Mundell’s rule of policy assignment for the
problerns in the four zones is summarized in Table2.1.

M N %3 : ) i - :
) 0 X Table 2.1 Mundell’s Rule of Policy Assignment for Four Diffferent Kinds of Economic

Employment (N) N, N. .
ment @ Efgploi'mcm W . Problems in Four Zones

A

four different kinds of economic

Real Income ()
3
F
Real Wage (W/P)

|

Monetary policy Fiscal policy
Expansionary Expansionary
Inflation and BOP surplus Expansionary Contractionary
Inflation and BOP deficit Contractionary Contractionary
Unemployment and BOP deficit Contractionaty Expansionary

—

3

Nature of imbalance
Unemployment and BOP surplus

©)
wip, WP,

X ¥

=I5l ]

onomics (New York: McGraw-Hill, 1990), p. 422.

Source: M, Chacholiades, Infernational Ec
Check Your Progress These rules offera stable solution to the problem of internal and external balance
6. State the factors on 0 P, Provided (7) policies are chosen judiciouslyandimplelylenwdsmoothlymﬂloutdiscreﬁonary
which the scope of changes, and (ii) there is no fime lag in the working of monetary and fiscal policies.
m poliey hese are big conditions particularly the one to do with time lag. Therefore, Mundell’s
7. How is the level of Fig.2.13 ; Solution may be unstable-
money wage
determined in the
Keynesian system?

Money Wage (W)

P, TTT——X
Ge“empﬁcebevcl(l’)
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Check Your Progress

8. Mundell-Fleming
principle is also
known by some
other names. Name
them.

9. State one
shortcoming of the
Monetary-Fiscal
policy mix.

Self-Instructional

- Adndoavinl

Shortcomings of the Monetary-Fiscal Policy Mix

The monetary-fiscal policy mix as a means of attaining internal and external balance has

astrong ﬂ.meoretical underpinning, Ata practical level, however, this approach has several
shortcomings:

On.e, the monetary-fiscal mix approach assumes that policy-makers are fully aware
of (¢) the internal balance path (i.e., IB schedule), (i) the external balance path (i.e., the
{EB scho@ule), (iif) the zone in which the economy is, and (iv) how far away the economy
is from internal balance. In reality, however, the authorities lack data on these parameters-

Two, owing to the lack of necessary data, the determination of an exact combination
of monetary and fiscal measures compatible with one another for achieving internal and
external balanc.e is an extremely difficult task. Therefore, some element of arbitrariness
is bound to go into the policy formulation. Besides, political considerations affect the

decision-making. Any mismatch in the monetary-fiscal mi
the efficacy of the policy. tary-fiscal mix, on account of these, affects

Three, the monetary-fiscal mix is based on some relationshj :
rate and capital flows. This relationship may be disnnbeté(;,n;ht;,l:?:ntwleen the gte;e;’tf
policy be:cause of some noneconomic factors or factors not accounf ;f;len.tatlol‘c y
formulation, For example, the recent inflow of foreign capital to the Ifxd' or in poli
may be affected by the quick revival of growth in the US and the Euro Z(:: economy

Four, Mundell’s approach does not provide a “true adjustment mechanism.” The

1 ) . .
reason 1 Mundell’s approach considers capital flows as autonomous whereas 3

considerable part of capital flows is accommodating, not autonomous, Accommodating

capital flows are not affected by a change in the int . X
the efficacy of Mundell’s solutizn. g erest rate. This may seriously affect

Finally, the Mundellian approach assumes (implici _

’ implicitl .

affected by the monetary and fiscal policies adopted%y a ggut?:tl:;t:s:l Z%I;ﬁu.}i;are not
H4 1 Cy are,

they donotreact. In reality, however, a great dea] of conflict arises between the nations
e nations-

Finding an appropriate mon
of other countries is

etary-fiscal mix compat; i

ganap stary fiscal mix compatible with tha

rather impossible task. Even ifa combination of fiscal and monetaiy policies is howW
. some

2.7 SUMMARY

In this unit, you have learnt that,

o The main propelling force behind the demand for investible funds was the physical
productivity of present capital goods which provided incentive for the firms to
undertake investment and add to their capital stock.

e According to the classical approach, the rate of interest was a factor which
brought into equilibrium the demand for investment and the supply of savings.

o Investment represented the demand for investible funds and savings represented
the supply of these funds while the rate of interest was that ‘price’ of the investible
funds at which the supply of and the demand for investible funds were equated.

o The classical theory is faulty since it completely ignores the consideration of the
asset demand for money and regards money as being demanded exclusively for
the transactions purpose in order to remove the difficulties of barter.

o The loanable funds theory of the rate of interest, also known as the neoclassical
theory of rate of interest, which represents an improvement over the classical
theory of rate of interest was developed, among others, by the well-known Swedish
economist Knut Wicksell and the British economist Dennis Holme Robertson.

e Like the classical theory, the loanable funds theory of interest rate has also been
criticized on various grounds.

e Keynes had criticized the classical theory aqd he was not satisfied with the neo-
classical or loanable funds theory of rate of interest.

o The modern or the neo-Keynesian theory of interest rate has t_:eeg fleveloped by
John R Hicks by synthesizing the classical and the Keynesian liquidity preference

theories. |
1 (Tnvestment Savhg—ﬁquiditY?fefe{ence Money Supply)isa
* ThelS-LMmode (3 nstrates the relationship between interest rates

macroeconomic tool that demo .
and real output, in the goods and services market and the money market.

e IS curve shows the combination of level of output and interest rate in such a

manner so that the desired expenditure equalsto il.lc_:ome. | |
* The monetary policy has tobe s devised that prices may fall without causing

unemployment in the economy.
e The Mundell-Fleming model, also known as the IS-LM-BoP model (or IS-LM-

BP model), is an economic model first set forth (independently) by Robert Mundell

and Marcus Fleming. o
rtrays the short-run relationship between an

. _Fleming model po )
:::n?;;(’isexllloilinal efchange rate, interest rate, and output (in contrast to the

closed-economy 1S-LM model, which focuses only on the relationship between
the interest rate and output).

* Mundell developed 2 principle of effective market classification and suggested a

and stability of policy measure alo.ng the Tinbergen’s rule.
rAu(I:Z::dri:S: ahtg rule, a policy instrument should be assigned a target which it can -

hit most effectively.

2-\8 KEY TERMS

. Liquidity preference: In macroeconomic theory, liquidity preference refers to

the demand for money, considered as liquidity. |
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‘o 3. What is the chief merit of the modern theory of rate of interest?
o New neoclassical synthesis: New neoclassical synthesis or new synthesis 15

NOTES

Self-Instructional

P Adntovial

the fusion of the major, modern macroeconomic schools of thought, new classical

and new Keynesian, into a consensus on the best way to explain short-run
fluctuations in the economy.

o IS-L.M model: The IS-1.M model, or Hicks-Hansen model, is a macroeconomic
tool that shows the relationship between interest rates and real output, in the

goods and services market and the money market (also known as the assets
market).

2.9 ANSWERS TO ‘CHECK YOUR PROGRESS’

s

1. The classical theory of rate of interest is considered faulty because it ignores the
influence which the bank created money (credit) exerts on the rate of interest.

The loanable funds theory of the rate of interest is also known as the neoclassical
theory of rate of interest.

2.

. Themodem or the neo-Keynesian theory of interest rate has been developed by

Jobn R Hicks by synthesizing the classical and the Keynesian liquidity preference
theories.

. The LM curve is obtained by determining equilibrium in the money market in
terms of equilibrium between demand for money and supply of money
corresponding to different pairs of interest rate and the level of income.

. The intersection of the IS and LM curves is the ¢ ilibrium’
is Simultane(n;)s e?;mhbnum inboth marke‘?sfhe Benereloquilibriom’ where there
. The scope of monetary policy depends on two factors.
(?) Thelevel of monetized economy and
(#) The level of development of the capital market.

- Inthe Keynesian system, the level of money wage | : g
and institutional factors Such as the minimagm s T TLcd PY the historical

L W :
public opinion and other such factors, g laws, trade union pressures,

. mméglmmplels froquently clled the‘impossibl rinity;unholy rinity’
. ty,“inconsistent trinity’ or the ‘Munde]l-Flenﬁng trilemma.’
9. One shortcoming of the monetary-fiscal policy mix js

2.10 QUESTIONS AND EXERCISES

— I

ShortjAl_nswer Questions

4. State in briefthe basic principle of Mundell-Fleming model
Long-Answer Questions _
1. Discuss the classical theory of rate of interest. On what grounds did Keynes
criticize it?
2. Explain critically the liquidity preference theory of interest rae.
3. Discuss the Classical and Keynesian theories of interest. .
4. Analyse the IS-LM model with the help of graphs showing the rate of interest.

2.11 FURTHER READING

Mankiw, N Gregory. 2010 Macroeconomics. Worth Publishers, New York. .
Shapiro, Edward. 1996. Macroeconomic Analysis. Galgotia Publication, New Delhi.
Branson. WEH. 1979. Macroeconomic Theory and Policy. Universal Book Stall, New

Delhi. )
Jha, R. 1999. Contemporary Macroeconomic Theory and Policy. New Age
International, New Delhi. -
Gupta, SB. 1995. Monetary Economics: Instruments and Policy. S Chand & Co.
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El:(::notes. o v of e ate theories refer 10 J Conard, An Introduction to the Theory of Interest,
lgrsg.bnef e . a] theory of interest rate is an inseparable part is difficult

) e . of which the classical ine of writers. Karl Marx, who first used
The term “classical ?O,ndojnm‘g : i:, does the economic thought of aol?n‘feh:;gs starting from a\:f’:’llmm Petty and
e conomics iachded n t 50 OB 00 e Charles Leonard de Sismondi n
ending with David Ricardo in England todKarl Marx, ‘investigated the real relations of ?rot::cuon ‘?ll;:\‘:&
France. Classical economics, bowever, meaat by classical 00']‘:“"““3 g‘f ecor nog:n o m‘:f: ti::cluding,
geois society.” John Maynard K,ﬁose who adopted and perfected the ?,2 and Arthur Cecil Pigou. '
for e; le, John terest an ’ ), p. 25.

31 M xamqum;," The General Theory of E";:Ploymeggié:: 1932, Reprinted 195% p- .zséd 1949, p. 193

‘AC Pigou, The Economics of %Iﬁ!m.m"“‘E'hi ghth Edition, 1920, Reset and Reprint , P .

5 Alfred Marshall, Principles of Economics,

S Alfred Marshall, op. cit. B 196-

7 IM Keynw. op. cit, p- 167.

8 Ibid.

; tting change in the aggregate consumption outlay.
. t there is no offsetting ¢
jcitly assumes tha

n i 179-80.
J M Keynes. op. cit., P- . .. . . .
12 M Keynes..op. Cit: P lstlly. refined by the other Swedish economists comprising of Bertil Ohlin, Erik R

13 bsequen
E!:d;h;om:rsuMseq and Bent HW‘C;S;:OS,: A Suggested Interpr*ation,” Econometrica, Volume 5, 1937,
14 John R Hicks, ‘Mr. Keynes a1d e
p. 147-59. )
15 Alvin H Hansen, A Guide g
16 W T Newlyn and R P Boot ei‘“
l‘; Alvin H Hansen, op. 0“-;5 )
J M Keynes, op. cit., P ‘., . .
19 J M Keynes, op. cit. P- 70. po liquidity trap severely limits the scope of monetary policy as an
20 ian concept of the TAWITL~ n the economy by raising the level of invest-
.*" The Keynesian ¢! strumen', to remove »aemployment ift oty trap shows that no amount of
economic policy 1% -ate effect The phenomenon of [iqui "
ment through ¢ ;:;e::;;“;:n the part of monetary authority will push the rate of interest below the
increase in tiie mo! :

y i y i not of much help in depression_
i i i n expan\ lonﬂry mone! p CYy 18
q ity mll rate Of lntete' f. lhus al & tﬂry oll

. 141.
. Ke{;ﬂ; i,sl?l’t{l:mey. Third Edition, 1978, p. 91.
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. equence of thi . | |
Keynesian Synthesis the monetarites, led by ;&i‘;m;:itdtx::nm;n:tary policy was completely emasculated until in the 505 Theories of Consumption

,, 'TaP 28 a sheer myth and played a dominant rg;:eil':, salvaged it. The monetarists described liquidity UNIT 3 THE ORIE S OF C ON SUMPTION

In practice, the money - the m§t9mtion of the monetary policy.
deposits which are included m:y mone; :\!ﬂ;?l;;v:vii? lll:e positive slope because commercial bank demand

NOTES 2 Al H Hansn, 0p.cit, p. 141 e some inteest elasticoy Structure
: on Patinkin, Money, Interest and Prices. Second Edition. 1965, p. 372, NOTES

%4 R -
Bailey calls it the EE curve. See . . .
»s 1971, p. 13. Martin J Bailey, National Income and the Price Level, Second Edition, 3.0 Introduction

This has been designated as the MM cury

. y e

% By excluding the transactions demand for
demand for money may be regarded as a

by Bail . 3.1 Unit Objectives .
nimey ;yixii:e i?:m:s.JﬁB‘“le”' op- cit, p. 18. . ? 3.2 Extension of Keynesian Consumption Function to Long Run
negative function o? thle \:teﬁ:;c;::r :st; .mcome, the speculative gi iet!atéVe lln(;_;)me tl-;ypi(s)thesis

' 4 Life Cycle Hypothes

3.5 Permanent Income Hypothesis

3.6 Summary

3.7 Key Terms

3.8 Answers to ‘Check Your Progress’

3.9 Questions and Exercises
3.10 Further Reading

3.0 INTRODUCTION
on. Keynes mentioned several subjective

This unit discusses different theories of consumpti
sdifferen fa society. However, according to

and objective factors which determine °°“s‘lm}l?ﬁ°n * o that determines the consumption
Ke iti urrent level of income
ynes, ofall the factors it isthe Keynes lays stress on the absolute size of

of an individual and also of society. Since the:
income as a determinant of consumption, his theory of consumption 1 also known as

absolute income theory. .
The three most important theories of consumption, namely, Relative Income Theory

of Consumption, Life Cycle Theory of Cons.um;')tion’and Permanent Income Theory of
Consumption have been discussed in detail in this unit.

3.1 UNIT OBJECTIVES

After going through this unit, you will be able to: b |
¢ Discuss the post-Keynesian developments made on the income-consumption

l'elaﬁOnship
e Analyse Duesenberry’s theory
* Explain life cycle hypothesis with -
® Analyse the concept of permanent income

32 EXTENSION OF KEYNESIAN CONSUMPTION

FUNCTION TO LONG RUN

. . ants of consumers’ demand may be restated in terms of
Qg::gcemg :tl? tl(;:'icﬂ:;::sprg;: function’ whicl.l denotes the gene;al mcomg o tipn
Telationship. Like the familiar microeconomic rparket deman Cur\{Z : v: h(zol;mm; dity
Which shov;;s the different juantities Jf a particular g.ood grrn seur:ilt’ e % coisuv::l:i be
demanded at the different pri s, ceterds paribus, per 8oy gl.\ll)en e e heooo maf: on

ction shows the total €X senditure whira, ceteris parious, cons eon

Ome.

of relative income hypothesis

the help of graphs
hypothesis by the help of equations




: i ) Theories of C tio
Theortes of Consumption The n;ost w1.de1y accepted hypothesis about consumption is that its major Y eories of Consumptien
demmm isthe dlsgosable personal income. The income-consumption relationship,
for whtch the ecom?nnsts have coined the term ‘consumption function’, was originally
NOTES called ‘the propensity to consume’ by John Maynard Keynes. According to Keynes, the g NOTES
gzgg::nty to cc;ggume is th: functional relationship X between Y_(a given level of 5
expressed in terms of wage-units) and C (the e i n ion out E
of that level of income) so that— »{the expenditure on consumption %
G Although Keynes has listed several objective and subjective factors in his book T#€
eneral Theory of Employment, Interest and Money as co-determinants of
consumption spending, he has singled out i main determs . X
Following the notation used earlier, agglrl:g‘;?:asme tof consumptioth 0 Income (¥)
. ’ consumption as a function of aggregate
ltl]:?)gl:l: e?aai);‘ be exlz‘rtfsed as gﬁ' =f(Y). The short-period consumption ﬁmcﬁiirtakcs Fig. 3.2
orm of the straight-line CC in Figure 3.1 and is ex - f
P s SUIe 5. pressed in the form O .
:vql;liitll:l:fmeclra-‘t-el:ix where a s the constant positive amount of autonomous consumption The Classical and the Keynesian Views "
the level of incom:)ll’n a(;(:lmtﬁztclglfs{al;ﬁ;;n dl:‘(t:fd COt{lsum ption which is determined bY The classical and the keynesian views have been discussedundersection 1.§ of Unit 1
. . portion of income b § i
Since th . - : pent on consumption-
. slope of the consumpti ion 15 . . : de onthe income-consumption relationship
constant. Thi s N ption function ! The _ cal studies made on .
o o Sfatlnlizanjs t.hat the <':o.nsump_t10n-m.come ratio—the average propensity t0 Shovf :ﬁ;:f;g;fgin&ﬁ%?sumpﬁon function has a smaller slope f'elatwelytothe slope
the marginal co Gas eome 1sm:re'nsm.gwh11e the marginal Propensity to consume— of the | tion function. During the inter-war period, economists who
nsumption-income ratio—is constant, estimatz)cligti]mn cx?snusrllll;mtli)on function for the US economy accepted Keynes’ statement
e co . . ; ;
Y that even in the long run, a smaller proportion of income is consumed as income increases.
‘ Consequently, the APC falls as income increases. This Was_fepﬂ;)sznt?fi by a linear
c consumption function of the form C=a+ b, wherea Oand 1 >b>0=constant. In
=q+bY ; L ) ) . ensity to consume and no difference is
5 this consumption function, bisthe marginal prop inal nsities to consume. Several
§ made between the short-run and the long-run margin proplflts learly fittin, thls ttern
é‘ functions estimated during the inter-war period Showeddrzstherscusedysuch fﬁmclt’ii) .
; mithies an
2 . and x?Xplamed the data very well. Arthur S. conomy. This consumption function
S Predict the post-war demand for the American ecol  iationship was one of non-
a shows that the basic long-run income-consumptio
Proportionality. .
0 —_— : . ¥ . ction was, howe , subsequently discarded
Income (1) X This type of the Keynesian .n?mpuonmﬁl; consumer behaviour because it was found
' ::l; notbeing very useful in expla:gmgﬁ‘; ?;‘;_-the level of consumption was far above that
While the sh . 31 o inthe post war period IO on function f he form C =a'+ bY Thissimplified
Wi e short-run consumptiop function Predicted by the simplified con: additional gmunds.Theconsmnpnonﬁmcuonof
of origin of the axes showi ction intersects the vertica] axi int consumption fumction wasalsodiscarded on ion rati i
b s showing 3100-Proportiona] € vertical axis above the poi® )y on fimction was a* hat the income-consumption ratio (C'Y) falls as income
ng nmconsu.mpuon function passes thy mcome'consumption relationship, 1 the form C—a + bY implies tal income spent on consumption falls as income
Figure 3.2. This shows th ough the point of orio; . increases, j.c. the percentage of 10 \ . ; ;
’ s that in the Jopg. of origin of the ax shown 8 . , 1.e., p ey ratio must inCTease as inCoMe INCreases. Onthe
relationship to total in g-mun total consyrmng: esas . increases, On this basis, the saving-ncome = - nshi i i
and the ) come, Co; y,boththe | ur?lptlon bears a proportion bas; . > alincom _consumption relationship, a sufficiently high level of
margmal propensity to consume. Ong-run average . sume D3s1s of a non-proportion for attaining full employment in the post-war period. It
long-run consumption fanction ma;trynee are constant ande qual Thpzoglfwt}; ;O:I’l of th Investment was deemed nectizsary vor a ent expenditure of even a smaller magnitude that
constant s} expres neral fo; Was, . onced that governmell e g
one sax(x)ge of the consumption ﬁmctlox?. ThS: g:ly the equation C = py where b1 was ;lrgzever,iixpi;ﬂa consumption function resulted in inflation.
equals themmqre than zero. In Figure 3.2, the av YIestriction is that b is constant, 1 Th - nal income-consumption relationship was controverted by Simon
levels of ing ::n 8111{11 Propensity to °0nsum’e (MP (e:;age Propensity to consume (AP ) Kuznef’;s1 On-pmpﬁm kf,own study of the national income and consumption expenditure
.. e : : : now well- . : ;
ongin of the ayeg wnce the consumption functiop Ccir;)'%pondmg toall the dlff.erez forthe Am:rv;::;vn economy during the period 186910 1929 which showed that theratio
Y passes thl'Ollgh the polﬂt Self-Instructional
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of total consumption to national income (C/Y ) had remained constant while income had
quadrupled.! Simon Kuznet’s finding was supported by Raymond Goldsmith’s study

" relating to consumption and personal income. According to Goldsmith, ‘a main enduring
characteristic’ of saving was the long-term stability of the aggregate personal savingat |

approximately one-eighth of income.? This means that the long-run income-consumption
ratio (C/Y)) was stable at seven-eighth of income.

.While the income-consumption ratio (C/Y ) hasbeen constant over the long Pe"i"d
of time, the cross-section data shows that the income-consumption ratio (C/Y ) decreases

as income increases. Moreover, studies also show that the C/Y ratio fluctuates cyclicall)“’

consumption decreases much less than proportionately during minor recessions and even
increases sometimes in the face of falling income, In short, the empirical findings shoW
a proportional relationship between income and consumption during the long period and
anon-proportionality relationship during the short period. Figure 3.3 explains the short”
run and long-run consumption functions. In the figure aa, bb and dd are the short-Tu8
f:onsuml‘)ﬁon functions showing that the income-consumption ratio (C/Y) decreases 85
Income increases. The long-run proportionality co

. : . nsumption function 0C = ¥ showss
however, that the income-consumption ratio C/Y rem:

: ains constant s of the
level of national income. ropardles
Y
Long Period
Consumption
g Function C=by
8 Ca Zd
B, Short Period
g d G b > Consumption
Functions
b c. a
a
0 Income (¥) X
Fig, 3.3 1
Reconciliation of the Short P
) eriod an i
Cfons d Long Period Consumption

~ Partially on the previous higher levels of income

hypothesis, is based on the assumptions that (1) the consumption behaviour °f.mdmd‘-ll;alls
is interdependent and not independent; and (2) consumption relations are treversib'e
overtime.3 On the basis of the first assumption, Duesenberry developed the proposition
that the ratio of income consumed by an individual does not depend on hus absolutt;
income; instead, it depends on his relative incon.le—on !11s percentile position in the to
income distribution. In any given year, an indiVldlla! will consumea .sr.nall.er percentage
of his income as his absolute income increases if his percentile posu{on inthe mco?l;e
distribution improves and vice versa. This is §uPP°ft.ed .by erdence digu(;’?uti ©
cross-section data. If, however, an individual’s l?ercenhle position in the income disrlont lfin
remains unchanged over time, he will continue to spend the same p egc;elilf gfe 0 i 18
income on consumption as his absolute inc;ome increases. In ot!lex;)vorl t,e h:: oa::;lﬁ'a:
relative position on the income scale remains unchanged when 11: frs;uotli1 fi
increased, the fraction of income spent on c?nsumptlon and the frac ﬁon . (11n eome
saved will remain unchanged—the diviSiOI.l of fncome between co‘;llsur:)lgiti?)llllélcl)lv e:atxvxln?eg
will not change. For all individuals remaining in the same percex}Ode \51 etion ove uai
the rise in their disposable personal incomes over the long fhen e s Zﬁ:i o
percentage increase in their wmumiﬁonﬁg;gﬁ%zﬁe ?nr:he :ggre gate vl:n(')th the
of some individuals may change, these chang . i

result that the long-run :ggr egate C/Yratio WIl.l Temart cmﬁusmt;es itlzltril‘t:: ’:nacg(r)::
with the evidence collected from the study of time-Serics section and the time-series
hypothesis explains the apparent paradox between the cross-

data evidence. . ionsi
The second assumption of this hypothesis explains the fluctuations in the aggregate

income-consumption ratio C/Y during a trade cycle. Given theﬁ?::ﬁ;?iig::ug:;
standards, a fallpin income during the cyclical doWnsWinE

! . dividuals base their current consumption
Proportionate fall in the consumption because ind? and consumption represented by the

:s means that during afeceSSion, the ratio of
a'ilcll1 tshe saving-income ratio (APS) falls because

high level of consumption.

- first suppose that income
in Figure 3.4, letus 1l . )
function bb and their
falls, Consumers move back down on thfa short;;un ?yn:ougit:l(:;lin their previous high
average propensity to consume (A_P C) risesas coze consumption will fall much less
Standard of living. With a successive fall in income, back down along the short-run

. vin
Telative to the fall in income, with the conlsumislﬁ’o nsﬁm ption function 0C =Y, With
consumption curve ag and not along the long g the bb consumption curve, the

, o sumption alon .
each successive fall in income and consurp income ratio (5/Y) falls.

Previous peak income and c0n§umpﬁ°“
Consumption to income (APC) mcreases
Consumers try to maintain their previous

Starting from the peak income 0%,

Theories of Consumption

ists i ; i d the saving-in!
. OO e short. _ income- jon ratio (C/Y)rises an o '
proportional income-¢ onsumption l'elatls ort-run non-proportional and the long- 001}sumpt10-n b income-conS umption ratio (C/l; ) fal&ls wl:n:-c: the
study this relationship, while the | onship According to the varioys studies ma When income increases, s consumers move back upward along the short-run
Check Your Progress €en constant the short.rur, € long-run mcome-consumption ratio (C/Y = APC) pas Saving-income rati.o (S7Y) nsisaa < therc s a time-lagon t.he part of the consumers in
1. What do the post Increases. Thus, the cong Tin Income-consumptiop ratio (C/Y) decreases as inc® 00{1sur'nption function bb. Onc gon to their current rising income. But when income
Keynesian epirical || short or long perioq Th "rption function takes two, different forms on the basis © +Justing their current consul'npome 0Y,, consumption becomes proportional to income,
studics show? C=a+bYwhile the ope, o "1 CONSUmption function takces s por o paqual b oyond thoproviousBRE ) mainsconstantas the level of ncome continues
_ Who controverted ¢long-run consumption functi es the form of equ?”, 1., the income-consumptionatio long the short-run consumption curve bb any
on takes the form of equation C rise and s stop moving up along ion function 0C =bY on which
proportional T\ ' mo stean e up along the long-un consumption ¥ that duri
. . RELATIVE INCOME — th N Instead, they move'® the famous ‘ratchet effect which tells us urng a
consumption ” ] HYPOTI'IESIS € APC is constant. This 15 . come falls consumpﬁondoesnotihﬂtoﬁ!epfewous
relationship? Reconciliatiop of the sh - m, consumption increases but as in¢ ' tion ratio. According to Duesenberry, )
by Jam € short-run and long-nun ¢, . ed level distort: tancy of income-consumptio Self-Instructional .
o es S Duesenben-y in his work o ONSumption functions was first atte™? f storting the constancy Material
Self-Instructional nisumer Behavioyy ym1: enfitled Income,
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. . s .. . : . Theories of Consumption
Theories of Consumption  *the ratchet keeps the economy from slipping Eack all the way and losing all the gains In The relative income hypothesis can be functionally stated as: eories of Co o
income acquired during the preceding boom. G-, (Y - where b <0 A ..(3.1)
. Yy Y, Y,
: . . NOTES

NOTES L Y=C Where Y, is the previous peak income and C,and Y, are the consumption and Income
Con"sf‘g’“"_‘on respectively in current time period £ The value of the income-consumption ratio C{Y

G Function \ (APC) predicted by this function will be higher in recessions when the current income is

1 C=bY less than the peak previous income, i.e., when ¥, <Y, compared with expansions when

"951 s the current income is higher than the peak previous inconp, ie., whenY,>Yq. Considering

E only the long-run patterns so that in general ¥, = ¥,_; (income of the previous year), Y/

8l — —C d Y, will be equal to some constant value 1 + a, where a is the annual growth rate of

O | == Short-run o > o1 ensity to consume, i.e., income-

d5—= |_——b | Consumption national income. In the long-run, the average prop ctedb t’hlS l'l’ thesi

b;::‘ e . Functions . consumption ratio (C/Y ) is itself equal toa constant value as sugg y . ypothesis.

e Although the relative income hypothesis is ingenious in many ways, it suffi’ers from

many limitations. First, the hypothesis states that changes in consumpnqn and income

. 5 will always take place in the same direction. Yet at times, mild decreases in income and

n hoon X increases in consumption might often occur concomitantly. Second, the hypothesis says

Income (1) ) that increases in consun ption are propOl'ﬁOﬂal to increases in income regardless of the

Fi agnitude of income increases. It seems reasonable to argue that unforf:seen 1arge

Accordin 34 increases in income will cause, at any rate initially, lﬁSS - I{;(;POI’UOI?:: nrl:trheasfl: n

ccording to Duesenberry, it is the rate ofinco: ) . ] sour is gradually reversible over time rather than

.. > me s . con umer behaviour 1s gra )
de‘“m“.‘,‘“g the movement of consumers in the econo Erowth which is important i8 sumption. Third, cons sequently, the previous peak

: . . esenberry. Con:
nomy on the short-rup or the long” being truly irreversible as assumed by Du t consumption, longer the time distance

ion. T . i on curren NP
income. ion does ot £l onately alongthglle is achieved, assume a fall ‘n gl:&me exertsa small:,lrtlglﬂ urzl‘l:zus peak income period. The fourth limitation is that
rasher it lls lss than proportionately to the fall inincome gjor o o X1Ption function Duesenbonss e tho significant part played by interdependence in consumer |
function. As the Tecovery begins, the aggregate ¢ caoneg th.e short-run consumptio? esenberry stresses the sigo’ nsumers in any given income group emulate or imitate
consumption function unil theprevions e inco(x)::umptlon Tises along the short-ru? fhr:ferences. According to hnrtl‘;:;o ers in the higher income groups. Conclusive proof
Is i c i iour of consum jent i i
this level ofincome s atain experienced. . Consumption behaviour Jthough we have sufficient information on consumer

In this matter is still lacking. A ¢ available on its causes. The fifth problem is that

. c chavj e or very littl . .
ction, it takes a detour along the | °ng-n(1)1f Abandoning the short-run consumptio® the rela:iur, we havclal nonthesis ol o predictthe post-WOﬂd War Il income-consumption
ICTease proportionately to the increaseip Consumptjop function and continues relatioy ‘;:3. mCLO;HZ );Pil‘; relative income hypothesis is faulty becagiss it reﬁiestents the
again adopts one of the short-run come until anothe debroce: H Ship. Lastiy, ¢ . oh relates a consumer’s spending to his income,
Lo o Tl Consumptj , T depression starts when theory of behaviour which T : ;
consumer beha ption fup Ty of consumer : tion as given.
MPCwill s viour, lt l’ollowil that so long as C‘J:r;sr :)0 Ietreat. From this patter? ﬂ(l)e 3sSuming al] the other factors that influence consump gl
increases in inec ently, increageg ; . OWS steadily, and
ﬂ-le " lecqmeaSCOnsmnem s inco ptlonwmb % theAPC . nalto —~——— IS
the entire period of steag Stay onthe Jopg.. © €qui-proportio 3 HYPOTHES
| income falls, the Apes .0 ™th it nation) o COBSUMPtion function through®™ 4 LIFE CYCLE
- ome falls, the {\PC ises o 1ncome, oy, A— Richard E Brumberg and Albert Ando also agree

i : )
consumption function g, to e ever, if recession occurs 2

IS move by The €conomists Franco Modigliani,
r‘.’Peatthe foregoj g (;n r:::li along the short-pe With Dyesenberry. Like Duesenberry,

they too have developed a similar form of the
t the basic income-consumption relationship is one

tthe congymo: Consumption function suggestiog ™ er, somewhat different from Duesenberry’s
Umptjop.j : ds of of broparti : ir explanations, h(?WCV ’ . <. s s s s Check Your Progress
Come rejgyy; S peq, income, T[ll?:s:ome ratio depe” pti"Ij exl[:lagg;’u m?l{Atl):c;{;h :xlnrd &podigliani posita consumptlon‘ﬁm t(;ltlon - w:n :ﬁl individual 3. State the
Ive to the peak ; » Current consumined, co on. s on the existing net worth (wealth.)p us the present value o-fa.lll the ||3 e e
ot gro vo NCOme previously ?ﬁa . it cu"ennsumptlon depelnb ?n eamings, Tate of return on capital and th.e age of the md1v1d‘ual.v m”sh“mpﬁve -
uce the ny,. ver .the long period, m§t60 oy The Nlta;d i.iltu.ve:]?:u::1 berg-Ando hypothesis is known as the l.tfe-.cyclle h}pot}feSl:g of hypothesis.
Ce of the cycﬁc°P0mal . Onal cgnsumpﬁon'mfions’ consunT tlighm]::ls-sentially, the idea is that long-period COH_S“H}P:;:H 1sre i“i'f tolifetime |f 4, Statt: oue drawback
the Stort-run income fluctvd” . » Aerage o therefore, non-responsive to changes in the current income. This || - of the relative
"8-Tun cop i jon erage income andis, T the average individual’s income is lower income hypothesis.
: ‘ ationg Sumption functi® 40 hypothesis begins with the empirical fact that the av fhis career and towards the end
112 Se!{-el;z;lemc,;o,,a, | nd op ? stlllll meome which Eﬁpﬁ"ﬂ than his spending or consumption both at the beginning © N
Othe short-run cons “Instructiona
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. Theories of Consumption
: ; i s. The time span relevant to
upon the family unit’s time horizon 'ﬁiﬁﬁii(:-:ﬁich income influences must be
T i is life-¢ i i income is higher t income is the minimum peri . . s permanent.
fhericrof Croimpon . oftis life. In the middlo i ofh{s.hfe v e 'tOtal eamzlngs 0crliln (consumption) perm?;l ne d in order to make the income receiver treat these influences as p .
than his consumption resulting in positive savings. The Income and spending (cor: o maintaine is states that the ratio of permanent consumption to NOTES
streams of the average individual appear as shown in Figure 3.5 where t=1,is the The permanent income hypothesis c:l ss of the level of permanent income. Since
of the start of his carcer and 1= T'is the time of his death. permanent income is constant regar leto permanent income, the long-run aggregate
NOTES permanent consumption is prOportlonaC This is not to suggest, however, that the APC
Y APC equals the long-run aggregateri‘fuk;r the average propensities to consume may
S o every individual is equal. Iltlhparate of ;nterest, the ratio of non-hl_lman wealth to
5 : depend upon such factors as the and the number of membersin the consumer
2 Y Permanent income, the ages of members Notwithstanding the influence which these
g / unit, the extent of income variablhtyn’s‘e,mtc. 1:’nit’s consumption, the value of the income-
] 5§>0 ¢ factors may exert on the individual consumer 1 of permanent income. Rich people do not
sc / Ny | consumption ratio is independent of the level of p t income than do the poor people.
T/ ¢ Y ' Iler percentage of their permancn e fraction of their incomes
g ;onsume adjg 3 ezlp the ‘richand the ‘poor” devote ?t;s?m rmanent consumption to
Y ressed differently, tio of their pe !
: toxgonsumption. In other words, ex%rt;is:;jsliisrzt all levels of their income is constant.
b b Time ) =T their permanent income, the APC lanation of the short-nm.non‘}’roportionah.ty
. According to Milton Friedman, th:?i ?;Eo me despite the proportionality relationship
- Fig. 3.5 Telationship between conmpnon a:ln the long-run lies in the fact that the observed or
According to Modigliani and Ando, age is a crucia] variable in determining the between consumption’ and income
relationship of consumption to the measured income and

tion of any short-period for
easured consump ) ents
m i and the observed or mec ent and transitory compon s
: . . thzasured mcontfe individual is composed oftbe income and measured consumption
initial eaming years, incqrort stoap iI’lth ;a €Xperience low income in the €conomy or of the measured ,
Iy , income rise: eak in the mj

ion and
i mponents fthe measured consumption an
: le the permanent cg’ tlrx)e ransitory compo‘nents 0 onding permanent components
—the typical individyal’s consumption remaing fairly stable or Mmeasured income are neither corre The permanent income hypo
Tises gently over his lifetime, Consequently, in his youth and old age he dissaves while he Dor are they correlated to each .othe.f' )
Saves m h‘? middle years to repay the debts incurred earlier and to provide for his in termsg of the following equations: ~(3.2)
retirementinoldage, Cc. =KGiwHY, BT X =0 (3.3)
Thec t . P T

bétween.mgfa‘gﬁz;n: W“mhlP;%OI?a:’;plams the non-proportioa relationship Y =Y, +¥r »(C,Cp=0 ";@ 4)
Cross-sectional Consumption studies of the eeen (:eserv over.the short period in the C=G* “r b(Y‘;CT) =0 ":(3.5)
ofthe lifecycle income ang consumptiog streaﬁ iss:::el:l by F'lgur.e 3.1. If the profile .

lifecycle hypothesis States that the average Propensity g OWn.in Figure 3.5, then the wh ome

with higher levels of family income anq vice versq, Th Ons}ml‘? (APC) will be falling ere, d disposable personal in

of the lifecycle - 1ReAPCis highegt oy the beginning Y = measured or observe ymption |

C = measured or observed €0
. me

3.5 PE \_’, Yp = permanentinco

=2 "ERMANENT INCOMmpy, HYPOTHEg S fy = wnsoryneome

Yet another attep, \\/ C, = ent consumm .

; Pt that has been mage t0 recopg; p = perman tion sumption and permanent
rCelatlonsth 18 found in Mijgon Friedman’s famOimponional income-consumptio? K = proportionality cons

Onsumption Func; ished i . Study et the
Or bserveq op - " Published in 1957, Friedmap g . > 0titled 4 Theory of

, . Stinon:
onwich easured lncon?e of any given tinguish,

income
t ) . t income
tin €s between the currett = rate of interes rmanent 1€
vt € perio . e man wealth to per jon rather than to wealth.

the currep or observey their behavigyy Asimilgr g; ,da}‘oithepermanentl::tcvg’" w = ratio ofnon'tl_‘the consumer unit toadd to c0 ethep\?:lue of p are the number
‘ o ) Y measured . ‘ hasbeen made eett = ity O ich determun : f

Amdmgtan . Umption gpg e on. K= propensity rtant factors whic er unit and the importance o
| @rbelievesg, entincome is ‘the pryy - Permanent consumpti ! The most import in the consum ion, i.e., the extent of
| ;oroolieves that iy e a : e | members nsumption, 1.¢.,

i ‘the e P ai BitSWealfh :vOI}smnGrUmt could consu%]n and ages of family hich affect income ?ndsgefﬁciglt term. Self-Instructional s

| Itis the Mean jng se"’1°e§ that it is Planned ¢, Consume .. € Permanent consumpti 6 transitory factors W dbis the correlation : Material
| Self-Instructional Ome w ich the family yp: g the period in question- . e variability, an
114 Material Yunit regards 55 Permanent and woyld depend incom
and woy ;




Theories of Consumption

‘Equation (3.2) states the relationship between permanent income and permanent
consumption. The equation shows that the long-run average propensity to consume
expressed as a ratio of permanent consumption to permanent income is constant, i.e.,
Cp/Yp=K'= constant. In other words, the proportionality factor X in the equation is the
permanent average propensity to consume whose value is independent of the level of
income, It is, however, influenced by the terms i, w and z#which have been put inside the
parel}thesis. Equations (3.3) and (3.4) define the relationship between the permanent,
transitory and measured magnitudes of the aggregate income and aggregate consumption.
Both these equations show that the measured income and
any given time period can be divided into
these components are not correlated.

. According toMilton Friedman, a family unit’s measured or observed income for any
given year will be larger or smaller than 1ts permanent income depending on th ence
of the positive or negative transitory income component. For : o e il
wage eamer receives an extra unexpected el mple, if the fam' Y

measured consumption in
permanent and transitory components and that

The permanent income

Figure 3.6. The figure relates to a Cross-sectj

long-run consumpt; o 0O on of population,

shows mm; ‘unction 0= pasgas through the point of (;ql et oi
ie. the APC=MPth1ch0penmhis by to consume equalg the marging] rigin of the axes. I
. constant Propens; €,

i % et roperionay epons

aS_ured consumpﬁon fllnc ti sumptlon. The BB = a+ bYline is
. on. It shows the non-proportionality

TunAPC> Mpc ° s red consumption i any gives
ome rises and vic?

hypothesis can be exp

families having this (o 4)

o, ) average

fvﬁz famﬂmwnﬂlhlgherpememm MCOme have zerq trangy et

> S0me others with Joye, perm °°mel.mve Degative trang; ¥ component 7 t
theless 04 which 1€. The aver, Sitive transitory inco™

: i th sth? Taverage meg *Tanent income of these famili®®

also equals the; > 1ese familj com . if
Sir average €. Corresponding to the

) CIman, . ic
on for th . ption agy; ent consumption wh!
consumpy; 1S e gaing : p
' cgm PHON resiqog ; thguatl)lty between Permape \rmeasured average inco™”
Mponent i the average absence of ap aent Consumption and measur

Or positive transitory incot?®

lained diagrammatically as shown in

€
g C=bY
=}
E B=a+bY
2
S N
S, Short-run
g Consumption
% G F ( Function

B

4s° =X
0 E M 4 T D

Real Disposable Income ( Yy

Fig. 3.6

s ed income is less than the average—for
instal“;g::;avmerj,] it (l:sovsveitfla(r);'l ﬁesa::ig(sﬁnn:g::—r—include more than an average proporﬁon
of the families with the negative transitory income component. Thctelllr permanent income
is, however, 0\ because only against this permanent incom fhcan esf;ed O Susts
the consumption of 0G (= MH) amount permanently. 0G .1; ° n;ea cor;“.mp tion
against the measured income OE. Similarly, for those families whose measured income

i8 0D, their measured consumption is onlyON(= DR). This amount of consumption ona

Permanent basis can, however, be afforded only by 07 permanent income which isless

than the 01D measured income showing that there isapositive uansl;gyal;?utzz component
in their measured income and this transitory com?onent equal i i has collected data fi

To prove the consistency of his hypothesis, Milton Fri e h th;:s ie:not, hot:ve:,);l
time-series data beginning from 1 897. Th? perm.a.nen';;:l;zm alyf":ady exists.® Worthy o;‘
Unassailable, A good deal of highly technical m‘“cal nent” and ‘transitory’ components
Particular criticism are the assumptions that the that transitory consumption and the
°finc30me and consumption ar ‘:s”tl;‘;nﬂ;ig;zgent of each other. In other words, it is
e ot s ncponsive o e ostivaregaue anor
Component in its measured income with reg?rd tol::lci:’s measlzxred income in any given
The household neither reduces s consumption W g on consumption when its measured

. endin,
Year falls nor does it increase atall ;t: ;ont:;i ctedly. In short, unexpected increases or
Income in any given year increas

decreases in the observed or measured income are wholly saved or dissaved— the

jtory income is zero. Friedman’s
. . out of the transitory 2 4
arginal propensl.ty to czlillsluﬂllr;e -ansitory component of measured income will cause
assumption that an increas

R ved, runs counter to the accepted rational
zgisnﬁ;fasiinh:°?ﬁmg§$;m§qﬁn?ggﬁe :t,llpi:I':i:(al ‘fﬁdigtofi Stl;cltl an ass;ir;ion.
Cl'iticizielf th V:;m.anent income hypothesis, Houth der asost bue hjszccg: dfh:i
the hypotl%esi: ‘I:he man whohasa lucky dayattheraces 2 ne thE>}I,)lll'cha?;el ofél
and the poor fellow whose wallet is stolen do.e s mot pOStp(I);outhakker has stat;I:;Z
Overcoat.” Submitting evidence in support of his argument

‘the lucky winner does not run to the savings bank but to the tavern and the victim of
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5. What is life-cycle
hypothesis also
known as?

6. What i3 permanent
income hypothesis?
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Moreover, Milton Friedman has lumped together the income received from human and
non-human forms of wealth in the empirical form used by him to test his hypothesis. The
conclusion that the ‘rich’ and ‘poor” spend equal fractions of their incomes on consumption
is in conflict with the observed behaviour of ordinary family units. This conclusion is based
on the argument that the sole purpose of saving is to provide for future consumption for the
family. The family saves primarily to even out consumption over a long period of time.
Notwithstanding that this behaviour is necessary if the family units at all the income levels
want to even out their consumption, the economists have questioned the empirical content
of this assumed behaviour. Granting that families make some attempt to even out
consumption in this manner, still it cannot be accepted that the preference for the present
goods over future goods for the low income families s the same as it is for the high income

families. Notwithstandin come families to provide for

hstand ing the strong urge among the low iny
future consumiption, it is unthinkable that these low income families would be able to save

discm'de'c(ll Milton Fried'ma.n’s proposition that the expected or

measured as an exponentially weighted average of the past
The income-consumpt; ionshi

. p onre}ahonshlp asserted by the ent income hypothesis

Petman
— Possible to ascertain what part of
anent and whgy Part was transitory-

.thg it possible for :;stzri::tdt;tap tpermanent income
PR is. € mcome-c tion
measured income into =818. Suc tion onsump

be made on individuatlplf?.’lawiilg:‘?emandt""m of each year’s aggregat®

compon, :
N or each yeqy® ®0ts requires th ionto
dataonanmdmdualyearbasis ist Year's measyreg inco ¢ this separation

EmogiﬁnngonFﬁ , Y availabje at hand.me. Unfortunately, no such
ofthe . : “Without making

videncie;umane::: Income hypothesis all hold:

in . 8 theo; i o
F : 1y. Even if parts

T COnsumpon oS Ommulaton has reshaped

cion today withey refe ﬂ‘il:;mtg.{:ti-s indeed unusual ‘t)‘;_
riedman’s terms

Permanent income can be
years’ incomeg,

reference’ 211

Theories of Consump
3.6 SUMMARY
In this unit, you have learnt that,
e An enquiry about the determinants of consumers’ demand may be restated in NOTES

terms of the concept of the ‘cqnsumption function’ which denotes the general
income-consumption relationship.
® The most widely accepted hypothes.is about consumption is that its major
determinant is the disposable personal income. |
e The income-consumption relationship, for which the economis.ts have coined the
term ‘consumption function’, was originally called‘ ‘the propensity to consume’ by
John Maynard Keynes. ' .
* The concept of the consumption function marks an important development in
modern macroeconomic theory. ot |
i inclusion and treatment as an important edifice of macroeconomic
) :ltlseglrirc::celra};,sl: ftsl‘::sllear formulation owe much to the intelligence and clear insjght
of Keynes. | .
® A high rate of interest induced the consumers to save more by postponing
consumption while a low rate of interest discouraged saving. 3 |
e In the classical economic theory, saving was assumed to be a positive funcnonv of
erato ofnerest ti wﬁs not a function of income
3 . n
o In the classical economic analysis, consumpto: ( :
beca::e a':ff::l:me was not a variable. Ina fully employed econom;:, lncomg wasa
~ constant. - .
i i i lationship
-Keynesian empirical studies made on the income-consumptionre
) :l:l:wpot;tat the short-:‘xlll::onsmnption function has a smaller slope relatively to the
i tion.
slope of the long-run consumption func o .
* Different hypothesis have been developed by the economlst:ﬁm Olider (:r:lfx}alam
the apparen);l::znu'adiction between the short-run non-proportional and the long-
runproportional in0ome o fonei® . umption functions was first
.run cons
) i{tfconiigiﬁofai?; :;llfgézunberryandiillol?g work entgitled Income, Saving and the
empte . . _
meorg of C)(:nsumer Behaviour published in 194 - _—
* Duesenberry’s hypothesis asserts that the consumption-income ratio depends on
esen ; .
the ratio of the current income to the previous pe.akmf:on.xe. ' .
® An odiglianiposita consumption function in which individual consumption
p; doand Mth ghamxisting net worth (wealth) plus t!le present value of all .the.c1.ment
egends 01: bzzr earnings, rate of return on capital and the age of the individual.
:: Et::g]aj ani-Brumberg-Ando hypothesis is known as the life-cycle hypothesis
® The : a )
of consumption. . . able in detectminina th
. . 1iani and Ando, age is a crucial variable in rmining the
. g;;:g;g;nhigptz tl‘\g::;il;ﬁon to the measured income and perhaps the relationship
between consumptionand wealth.
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* According to Friedman, permanent income is ‘the amount a consumer unit could
consume (or believes that it could) while maintaining its wealth intact’ while
permanent consumption is ‘the value of the services that it is planned to consume
during the period in question.’

o The permanent income hypothesis states that the ratio of permanent consumption
to permanent income is constant regardless of the level of permanent income.

. Acco;ding to Mil}on Friedman, a family unit’s measured or observed income for
any given year will be larger or smaller than its permanent income depending on
the presence of the positive or negative transitory incoine component.

. 'lh:ln(lllzme-consumpuon relatioqship asserted by the permanent income hypothesis
;oart he :ullluectefi to quite 1:rec1se tests only if it was possible to ascertain what

ch year’s aggregate measured incom
Eovecids € was permanent and what part

-Onits relative magnitude in the society (e
v g re
tather than its absolute level.
. Llfe,.cy.cle hypothesis: In economics, the
strives to explain the consumption
* Permanent income hypothesis:

The permanent i
an économic theory attempti ! income hypothesis (p[) is
their lifetimes, *Ory atiempting to describe how agents spread consumptgon ozlel’

life-cycle hypothesis ; |
patters ofndividugls, 2 O

38 ANSWERS ToO

N el
met” “known s, °ﬂsh1p Was con imon
expenditure for thfa Ameri dy of the Dational income :sgezt:::uﬁfl’lgon
Period 1869 to 1929 which
Income (C/¥) had remain

- assumptions that (1) thg
Irreversible gyey time entand not independent; 2
Omehypoth L

. wa , . Csis . :
. income andincrea);z?fc%l::emﬂ‘.e same g l?ﬁichanges in consumptio”
* Life-cycle bypothesis s gre. 1.+t Bt oftep g e mild

6. The perman, also]’m"\"'llaslv[ : 0ccur concomitantly.
ent incg, gliani-p .
me hypothes; -Brumbero. ..
0 ent incope : hypothesis states berg-Ando hypothest

$ constant Tegardlesg fe Tatio of Permanent consumptio®
ofthe level of Permanent incom¢

p— T

3.9 QUESTIONS AND EXERCISES

Short-Answer Questions

1. State in brief the method of reconciliation of the short period and long period

consumption functions.
2. What are the drawbacks of relative income hypothesis?

3. Why is age considered a crucial variable in determining the relationship of

consumption to the measured income? .
4. State the different equations of permanent Income hypothesis.

Long-Answer Questions

1. Discuss the long-run and the short-run income-consumption relationship.

. 1 consumption function is of the form C = a+bY showing

2 Although the short perioc blc)etween consumption and income, yet the long
: . .+ ofthe form C.= bY, giving a proportional relationship
period consumption function1s Ot;ncome' Discuss the various hypotheses which

a non-proportional relationship

between the consumption and in¢ o
have been advanced to explain this paradox.

3. Discuss the absolute income, ¢ e
hypotheses about the consumption function.

4. What do you understand by the term cogzudmp
permanent income hypothesis propoun ;
short-run non-proportional mgome-cqniusﬁp
proportional income-consumption relationship.

the permanent income and the relative income

tion function’? Explain briefly the
by Milton Friedman to reconcile the
ion relationship with the long-run

————
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i i 7 i i i ion i i i d non-durable goods plus the Theories of Investment
heories of Consumption According to Milton Friedman, consumption is the spending on services and no g .
depreciation of consumer durable goods. A net addition to the family unit’s stock of durable goods is treated
iy UNIT 4 THEORIES OF INVESTMENT
8 H S Houthakker, ‘The Permanent Income Hypothesis,” The American Economic Review, June 1958: R
Eisner, ‘The Permanent Income Hypothesis: Comment,’ The American Economic Review, December

1958; I Friend and I B Kravis, ‘Consumption Patterns and Permanent Income,’ The American Economic- Structure NOTES
NOTES Review, May 1957; R Bodkm, ‘Windfall Income and Consumption,” The American Economic Review. .
?eptembﬁer 1959; M E Krienen, ‘Windfall Income and Consumption,” The American Economic Review. ‘ 4.0 Introduction
June 1961. ' 4.1 Unit Objectives
° H S, Houthakker, op. cit, p. 398 and 404 ., Carbjechve iteri t
» He » Op. cit, p. . . . alue Criterion for Investmen
1% 1t does not amount to saying that the current year's permanent income is 33 per cent of the current year’s 4.2 Investment Demand: Present V:

mm income since it also includes 33 per ceat of the previous year’s income and the declining percentages 4.3 Payback Period
e 15 -preceding years’ measured mncome, When these amounts are added, the permanent income of the 43.1 Internal Rate of Return
current year may exceed the current year's measured income, 1t will be so if the current year’s measured income

ok Ay e | income. . _ ; ' f Investment (MEI) e )
n ::ch&l K mf.ff)i'ﬁfo}:,‘,';‘;"; zoﬁwt!x; l;r;z;h;s 3}::&' s measured income, :: ‘ll/lfgeglll;r%:ﬁ%iﬁ;ﬁ;il‘; and its Derivation ﬁox.n Profit Maximizing Behaviour
45.1 Derivation from Profit Maximizing Behaviour
4.6 Flexible Accelerator
4.7 Summary
4.8 Key Terms ,
4.9 Answers to ‘Check Your Progress
4.10 Questions and Exercises
4.11 Further Reading

—

4.0 INTRODUCTION

Most financial decisions, such as the purchase of assets ?’fiﬁﬁﬁfﬁﬁﬁ;ﬁeﬁ

the ﬁrm’S cash flows in diﬂ.erent time pel’iOds- Tl.ne.gr:lndss in future the outﬂow of CaSh

the time shares are issued, but, as the firm pays tvice h flows. WiliCh differ in timing

Will occur, Sound decision making requires that the ¢S ’

and risk, are not directly comparable.
Cash flows become logically comparab™

for thejr differences in ummg and risk. In this uit

and risk are discussed in detail.

\

4.1 UNIT OBJECTIVES
e ———

After going through this unit, you will be ableto:

o investment
* Analyse the present value crlte: :)l? f:oft;nr::: rate of return method of evaluating
: ein
* Discuss the payback period at

investment proposals efficiency of investment (MEI)

. inal .
* Discuss the concept f 11;:; Ej;eraﬁon and its derivation from profit maximizing
o

arable when they are appropriately adjusted
the different theories of investment

* Describe the principl®
behaviour

— _—— - PRESENT VALUE
42 INVESTMEN' DEMAND: P

CRITERION FOR [NVESTMENT
\_——‘—— el

.. n the current value of the cash
is the difference between 1 o out (o
Th: Net Present Value (NT 'Vg he current value of cash thatis ﬂowmgﬁtab(l eitﬂoWS)i
) ':;’ﬁhmmctianal ; 1§ ﬂowing in( inflow): m peting© fcapital to analyze how pr projec

" - | | V 1Sused for the p quOS & Ofbu £e Self-Instructional

L Ora projected investment\ vill be. Material 123
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1. State the uses of Net
Present Value
(NPV).

2. State the formula
that is used to
caloulate Net
Present Value,

 abletoigy CTimore, it is ot s

the maxip, account for the
- Meang of im l).OSSIt"le casl.l infl

Self-Instructiong;
124  Material

Given below is the formula used to calculate NPV,
$ G

Sy
In the formula:

C: denotes net cash inflow for the period ¢
C, denotes the cost of the initial investment
rdenotes the discount rate

tdenotes the number of time periods

NPV

sitive net present value, it im lies that the proj ings that
wl fom o vl p projected earnings

vestment pertaj e T
recommended that the Discounted Cash Fl PEFAINS to a merger or acquisition, it 15

. oW (DCF) metr;
Besides the formula itself, man F)metric should be used.

i Y times it is possipe o
by using tables, Spreadsheets and other tools available i tt;’:;l:ruliz:eorrxet p:zsei;lltt ::;:t.
- onthe

th . X
€money during the intervening perio

edata point in time in f¥
different means tg j dentify ;irate element i ygeq oy Oaccount for this differenc®

i - SCount rate, * L18 possible tha ies havé
dlscount}ate are: using the expecteq Some ¢q t companie
level of risk return

Ofchoic?mo.n Methods ysed to determif®
A maj Ofinvestment that have a simil?’
i that thero g T Withusing Npy ;

S that there are 5 humber of estimat,
easily cause errors to creep in es and

ding out
ass\lmp?i e proﬁtabilily ofan invo.estment
are: proJeCted l'eturn, dl

€ factorg tl? S that Npy relies on. This ¢2°
ents in Stor inVestmenneed to be estimated for NP 4
a 180t + . : . e
rits culmings prOJecF to get it g f})erf::/mes, one xmgh;(f::J o
g Project proﬁtablhty . S C.anngt e built ; ‘n durmg tl_le
Since jt jg owr o the calculation at
eatial that dige, W

With :S a0d cash inflow estimates al":

WS Overan invesnnegfo Jectand these might ass""

nfi Period, Thi as

, dence, 0, there o This may occurd‘llst
-1055es or gyeyy Might be a need to ad)

stic.

Stsor losses or for projectio

-P.-_

4.3 PAYBACK PERIOD

The payback (PB) is one of the most popular and widely-recognized uadlgor:lal methods
of evaluating investment proposals. Payback is the numl?er of years require totrecovell-
the original cash outlay invested in a project. If the project generatesﬂt;m;stat:ll annuuil
cash inflows, the payback period can be computed by dividing cash outlay by the ann
cash inflow. That is:

Initial investment _ _C_o
Annual cashinflow  C

Payback = ...(1)

Hlustration 4.1: Payback (constant cash flows)

Assume that a project requires an outlay of ?50,00(.) altld ?'ields annual cash inflow of
12,500 for 7 years. The payback period for the ‘prOJec is:

50,000 _,
PB=z% 12,000

' : -, the payback period can be
U . ¢ of unequal cash inflows, it
fo:l:xg‘::lt ;;sal:i:izg:;) tIl;Z:Zh inflows until the total is equal to the initial cash outlay.

Consider the following example.

Mustration 4.2: Payback (uneven cash flows)

i f
. . 0f%20,000, and generates cash mﬂo.wsc,)
et g e et 4 e Wha i he et
’ s N, > Ny > > H ee X
Payback? When we add up the cash inflows, we find that inthe years

i ted is ¥3,000
b gt iy e bty <8 s Sl 00
and only ¥1,000 of the original outlay 1e « o to recover 1,000 will be (X1,000/

Inf] Jurin they ,thetime o 4 o
%3 3“:;)0:??;?;1& =4n%onths. Thus, the payback period is 3 years and 4 mon

Acceptance Rule : N
. 1< an investment evaluation criterion and a method
Many firms use the payback period as s payback with a predetermined and

of i i ompare the project’s P23 k period is less than the

Sta::ll;l:glg pmje;ts{"t};h:z;ect would be secepted ’f“:,fff;fmﬂmg method, it gives

ma:dmuxﬁayb?;&ard payback period set by manage™ yiack period and lowest ranking

highest ranclgjg to the project, which has ‘:";ﬁﬁfﬁiﬁ: firm has to choose between two
RO Kk period. Thus, 1t . g .

zltlht:all’lf}?lectlmggfgffggatﬁa;w?w with shorter payback period will be selected
€Xclusy ’

Evaluation of Payback .

Paybackisa popular investment criterion
efits.

practice. Itis considered to have certain

. k is that it is simple to understand

ignificant mert of payback s e
* Simplicity: The mOSt"Is‘ll) pusiness executives cons1dc?rthe simplicity of method
and easy to calculate. eﬁom their heavy reliance on it for appraising investment

as a virtue, This is evident
proposals in practice:

* Cost effective: Paybac
techniques that require

sts less than most of the sophisticated

11( :ni'ttl:l:da;:lysts’ fime and the use of Computers.
oto
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/ . . . . : t opportuni Theories of Investment
Theories of Investment * Short-term effects: A company can have more favourable sh ffects rule; project C has higher NPV (X881) than Project D (X798)at 10 per cent opportun ty
on earnings per share by sett; ourable short-run etie cost. It should be thus clear that payback is not a measure of profitability. As such, it is
howe g;p e horter standard payback period. It should, dangerous to use it as a decision criterion.
ver, be remembered .that this may not be a wise long-term policy as the S L Do . difficulties in determining th
company may have to sacrifice its future growth for ¢ . o Administrative difficulties: A firm may face culties in determining the NOTES
NOTES o Riskshield: The risk of the oro; - urrent earnings. maximum acceptable payback period. There is no rational basis for setting a
payback pel;od asit m:y enzg::me tackledby having a shorter standard maximum payback period. It is generally a subjective decision.
¢ against loss. A company has to invest . . : :
Inmany projects where the cash inflows and life expectancies arg higyh] uncertain o Inconsistent with shareholder value: Payback is not consistent with the
Under such circumstances, payback y jecti . 1o the market value of the firm’s shares. Share values do
measure of profitabil: payback may become important, not so much as 2 objective of maximizing ‘ )
acceptable cfeo e o;‘ l-tykbut s & means of establishing an upper bound on the not depend on payback periods of investment projects.
* Liquidity: Thg;e :as . . Let us re-emphasize that the payback is not a valid method for evaluating the
: €mphasis in payback i . oy eqe . : ith
be put to other uses, ©project. The funds so released can rule as a first step in roughly screening the projects. In.pl'aCtlce, cuse of ques
Inspite of its simplicity and the so-called virty | has been increasing, but payback continues toremaina popular and primary method of
Investment criterion since it suffers from a numl‘::; 3}25 a}ybamnay not be a desirable investment evaluation (Exhibit 4.1).
TI0US limitatjong- — . ;
) Sasl;;lowS after payback: Payback fails to tajce 5, ' Exhiblt 4.1 Capital Budgeting Methods in Practice ies in Indi
mdy. o ePayback period. For example, congiep . 0r L2¢ C2sh inflows * Inastudy of the capital budgeting praccesof 14 mediven 0 Bree FERePRRCRE G By
—_ rthe following projects X it was found that all companies, except 00 usﬁ]f aail:l about two-fifths NPV. IRR was
Caoh techniques, about two thirds of companies used
ash Flows (3) \ found to be the second most popular methofi ’ f significance were stated to be its
Prject ¢, ¢ * The the popularity of payback in order o & ;
0 ;G C;  Payback he reasons for the pop d. its emphasis on the early recovery of investment and
X ~4,000 (] 4,000 2 - Npy } implicity to use and understana,
’ ,000 ocus on risk. . insisted on the computation of
Y . 2 . always insis mp
— =400 2,000 2,000 ) X years 4+ goe * It was also found that one thu.'d of com.pm'ne:,fprojicts and remaining for some of the
Asperthe Payback rul . yeas =530 payback for all projects, one-third for majority d payback ranged between 3 and 5
the investm, © both the projects are equally deg; . Projects. For about two thirds of companies standarc pay
cent, ject:nXt outlay in tV\.IO years. If we assume a;’ oeSll‘able .smce both retur? years, . techniques in India included difficulty in
negative yields a positive net preseng valy Pportumty cost of 10 pef * Reasons for the secondary role of %CF u:zs Jack of qualified professio::als and
. Det present valye of ¥530, Aspe € 0f806 and Proj ect Yyi elds @ understanding and using these tec nch t’ech“iq“es' One large manufacturing and
C'Cepted and Project Yrejected. p per the rule, Pro; dbe unwillingness of top management t0 us¢ “itions of its business were such that DCF
failed to consider 32,000 cash f] : %}yback rule gaye Wro’ Ject X shoul ) Marketing organization mentioned that conm any stated that replacement projects were
[ ] Cash n0ws o ’ OW 1n third year for Pr . 118 reSUItS, because lt teChniques were not needed- Yet ayothel‘ C(: c(p)nsid ered necessary to use DCF techniques
profitabiliy ;’;’: a:_:f'ed: Payback js 1Ot an approp Oject X, very frequent in the company, and it was 1o
mvesun 1 N pnate for I\ 1 iects. . : fae??
by the project, Considerin, egnlt’go J0%as tdoes lot coIISi(E: od of meaguring the Souj:a u;misuci plt? «Capital Budgeting Practices of Indian Companies”, MDI
: . . . . . e’ A s
Its entire serjeg of cash Ject Xagain, Payb flllcash Inflows ylelded M, andey: 2 No. 1 (Jan. 1989)-
) ﬂOWs. ack rule did . t anagement Journal, Vol. 2,
* Cash-flow Patterns; Payback fiottake into acool? T u
Mmagnj — ack faj . . of Return
gnitude and timing of cagh inﬂﬂStOconmder the paty ' Payback Reciprocal and the Rate . Onesignificantargument :
Teturns of equal amy, OWs. In M of cash inflows, -6~ . ful in a few situations. Ones gum
example, com, ﬂ‘:m;ts even thoy, N € Words, it gives equal weigl;ts t0 ?ayback is considered theore call}_’ use Lisa good approximation of the rate of return
S e following nr.: oceur i g; ) n fayoyr - that its reciproca
2102y a0 yield equ g g P I Cand whe o0t time periods. Fo* der o T P2k S
cash Inflowsg Overe qu;l iere they involye equal cash | The condIU? . odas ollows:
Pry ash Flows (3) e Periods: Payback period s de . Initial investment & ()
Dject PaybaCk"' Annual cash inflow (anmnfy) C e
N llowing equation;
uity is given by the fo
’ § ,; The formula for the present value o a;m ’
Using p, 000 2,000 | 1-—| ¢ ¢c[ 1
Self-Instructiona] ' Prefer all))l ac Period, both i c.=C 1+1) |==-— d+7)
! icliong . I = 4
126 Material €as ay, . Projects are | 0 r .
8€r cagh Cqually desirabl R i;;j"el:;:tlmctional 127

OWSs’ come eatlier v ; . But P
CTinits lify ., L TOject C should bé
€. Thig ll

A _ 18 mdicafﬂﬂ hertho NPV
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Multiplying both sides by r, we get
1
C,.=C-~
o=C-C [(1+ r)"]

Solving for r, we find

=S E[L

G Col@+ry ..-(3)

where C, is the initial investment, C is annual cash i . e
lifeofin:m_unent inflow, r is rate of return and n is th

Th InEc‘llu?ﬁon 3), the first right-hand term is the reciprocal of the payback period-

. larzes:on négshtt;l}and.lt:;rﬁ 18 payback reciprocal multiplied by 1/(1 +r). If nis very
extends to infinity, the second term becomes ingior: )

a0d We e left withthe term C/C, Thus, IRR is equal sy g <. St el t0 210)

. 13 equal to the reciprocal of payback-
The reciprocal of payback will be a close appro y o

the following two conditions are satisfied: mationofthe intemal rate of return if

* The life of the project is large or at least twice the Payback period
inflows, '

which tis methodis based. When the useful lfe o e - -, 1% the conditions 0

sm € Droant ¢ .
ﬁag’::;l)(t I;e:enl?i,d the payback rgciprgcal will always ex%l;l;lo:l?: :St;lg;‘ st t?w':leafll;
ekt a5 an approximation of the rate of return if o

the project yields uneve?
Discounted Payback Period

capitalma and 0 im'ol\r'e the same outlay of
Periods © 33 10 per cent. The ¢35

P 4,000 2 (o4 Simple Discounted NPV at
PVofauhfiows _4g00 00 1000 1o PP e 0%
0 —ap0 2T w6 a0 Lo

PV of 000 4 ol 6g yes —

2000 5.0 26y 987

—

The proj .
JECts are indicqg,
cash t!ows are discountefldt: zzlame deshability by the g iod
Cnt outlay Culate the discoumede s;:l Ple payback peﬂ‘: '
. faster than Projeq, Payback period, Projec
Yoack per payl_aack Period for 5 v . oXefore, it would be pref
od, becage jgq caleulatiop i bl;rs?;m Will be always higpher the?
0 .

€ discounted cash floW™

29ys 1,421

Discounted payback rule is better as it discounts the cash flows until the 01-1tlay is.recovered.
But, it does not help much. It does not take into consideration the entire series of: cash
flows. It 6an be seen in our example that if we use the NPV rule, Project Q (with higher
discounted payback period) is better.

4.3.1 Internal Rate of Return

The internal rate of return ) method is anqther discounted cash flow technique,
which tarlzes account of me(xIlﬁRgﬁmde and timing of cash flows. Other t;rms'ged to
describe the IRR method are yield on an investment, marginal efﬁmenc’)lr‘lcl) Capnal, ?ti‘
of return over cost, time-adjusted rate of internal return and so on. e’c?lncel? ot
internal rate of return is quite simple to understand in the case of a lgr%ig)glgg angec
Assume that you deposit ¥10,000 witha bank and wgglc.l getbac \ erone
year. The true rate of return on your investment would be:

10,800 - 10,000 _ 10,800 -10,000=1.08-1=0.08 or, 8%
10,000 10,000 .
The amount that you would obtain in the future (fh %’z(g)owo?;l)‘-i consist of your
investment (¥10,000) plus return on your investment (0. AR
10,000(1.08) =10,800
10,800
10,000 = "1 08) .
roturn of your investment (8 %) makes the discounted

You that the rate of . ¢
(prese:ﬁe;y::lssgi f your cash inflow (?10,800) equal to your investmen

®10,000).
We can now develop a formula for

Rate of return =

the rate of return () on an investment (C,) that

; follows:
8enerates a single cash flow after on¢ period (C)asio |
G -G _-_--9—-—1 ) C))
r= Co C(l
Equation (4) can be rewritten as follows:
_(;-1— =1+7
G C ...(5)
= ¢ +lr) r, depends on the project’s
. tice that the rate ofl.‘efllm, ) ontieprojoct s
From Equation (5), you may o itis referredtqas e interna

: re, .
Cash flows, rather than any outside factor: Therefo hat oquates thcinvestment outlay

i te A .1
of retun, The internal rate of return (IRR) 15 the mer one period. This also implies that

. ft , :
With the present value of cash inflow rec.elved :k os NPV = 0. There is no satisfactory

m ! .
e rate of return is the discount mﬂﬁ-ﬁong-wfm asset. IRR 1s th.e best avallaﬂt)let
Way of defining the true rate ofre frequently used conceptin finance, yet a
itisavery fred! <can be determined b
({(I):llzgtt- s ls)hall Sé:lihaﬁiiléhlg:ihure of investment worth. IRR-can Y
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It can be noticed that the IRR equation is the same as the one used for the NPV
method. In the NPV method, the required rate of return, , is known and the net present

value is found, while in the IRR method, the value of 7 has to be determined at which the
net present value becomes zero.

Uneven Cash Flows: Calculating IRR by Trial and Error

The value of 7 in Equation (6) can be found out by trial and error, The approach is to
select any discount rate to compute the pres

ent value of cash inflows, Ifthe calculated
present value of the expected cash inflow is lower than the present value of cash outflows,
alower rate should be tried. On the other hand, a higher value should be tried if the

NPV =-316,000 + 8,000(PVF 1.020) +37, 000(PVE

o] .020) +36,00
=~ 16,000 +28,000 x 0.833 + 37, 00p x 0,694 19%:,3 000 o
==X16,000 + 314,996 = — 31 004 N % 0.579

3,0.20 )

cent, the project’s NPV is:

NPV =-316,000 + 28,000(pVE 1,016) +X7,000(p

VF
=~ ¥16,000+28,000 x 0,862 4 37 %316+ 6,000(PVE, g 1)
f ’ 2 :OD 3, 0'16
==R16000 4315043 = x5y XO743436,000 50, g4

Since the Project’s NPV i« «: .
t
should be trje d.Wh 18 still negative at

16 Per cent, 4
€n we sel s
NPV is ﬂﬂ{i: e Per cent

rat ' nt
as the trjg) ¢ lower than 16 per ¢€

Tate, we fing that the proj ect’s
NPV=-% 16,000 + 8,000

=-% 16,000 + % 8,000 x 0 L0415 7,000(PVF
¥ : ! 870