
4 1	 CRITIQUE AND RELEVANCE OF
I KEYNESIAN SYSTEM

KEYNES vs. CLASSICAL ECONOMISTS

While discussing Keynes's theory of income and
employment, we have had often to refer in this
connection to the classical economists. We may at
this stage sum up the main differences between
Keynes and the classical cconomists

(t) The most important difference is that the
classical economists said, according to Say's Law,
that the economy was in a state of stable equili-
brium at full employment. It might for a short time
depart from full employment, but the equilibrium
would be restored through wage adjustments.
Keynes, on the other hand, said that, barring periods
like wars, there was seldom full employment and the
equilibrium was mostly at less than full employ-
ment.

(ii) Keynes's theory relates to Macro-Economics.
which studies the economy as a whole but the
classical economic theory dealt with individual
aspects of the economy and was Micro-Economics.
Keynes dealt with aggregates, whereas the classical
economists studied the economic system in terms of
its innumerable decision-making units, e.g.,
consumer's equilibrium, producer'l equilibrium,
equilibrium of the firm, and so on. Keynes deal(
with the general price level, instead of the price of
an individual commodity. His concern was with the
level of employment in the communit y , instead of
the employment of any particular class of labour.

(iii) The cIasical economists believed that a state
of full employment could be brought about through
cuts in money wagcs,,,and whatever the state of
demand, there will always .e, via wage adjustment.
a tendency towards full employment.

But Keynes held that this theory was not only
unrealistic but theoretically unsound. According to
Keynes. lowering of wages in any particular industry
might increase employment there. But, if wages
were reduced all round, it will reduce income and so

effective demand and the volume of employment. In
these days of democracy and trade unionism, only a
foolish government would allow wage reductions.

(iv) According to classical economists, interest is
the reward for 'waiting' or for time preference. But
according to Keynes, it is a reward for parting with
liquidity. The classical theory of interest states that
the rate of interest is determined by the intersection
of the saving and investment schedule. The Keyne-
sian Theory gives us a set of liquidity preference
schedules at various levels of income. These,
together with the supply of money fixed by the
monetary authority, give its a curve that tells us what
the various rates of interest will be at different levels

' of income.
(v) The classical theory is based on the concep-

tion of static economy, whereas Keynes's theory is
dynamic. The classical economists concentrated on
equilibrium at a certain time, but Keynes introduced
future cxpectationánto economic analysis and thus
analysed a dynamic economy. Keynes is thus realis-
tic, whereas the ëlassical economists all the time
dealt with an unrealistic picture.

(vi) Keynes's theory is a general theory and as
such has a very wide application to all situations
—unemployment, partial employment and near
full employment. The classical analysis relates only
to pill employment. They thought a general and
permanent unemployment was impossible. They
believed that wage flexibility provided a self-
adjusting mechanism which made for full employ-'
ment. Hence, all their theories are based on the
assumption of full employment—a thoroughly Un-

rcalisitc proposition.
(vii) Keynes integrated the theory of money with

the theory of value and output. The classical econo-
mists segregated these theories from one another
and dealt with them as if they were unrelated to one
another, which is actually not the case. Here agaiR,
Keynes is more realistic, whereas the classical econ-
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omisis were all theoretical and dealt with abstract
situations. Money supply alTects output and em -
ployment. Hence, the theory of money and prices
cannot he isolated from the analysis of' income and
employment in the country.

(viii) The classical economists believed in ortho-
dox finance and balanced budgets. But, according to
Keynes. a country's budget should reflect the finan-
cial situation and should vary as the situation
demands. There is no special virtue in a balanced
budget. There are times when a deficit budget is
dictated h' the economic situation prevailing at the
lime. That is why deficit tinanciiig is the common
feature in all developing economies.

(ix) According to the classical economists, l it -
crease in money supply bringsabout inflation and
must, therefore, he avoided. This arose from their
contention that there always existed lull employ-
ment. But Keynes pointed out: that full employment
was a rare phenomenon: ac(ually- there was general -
ly less-than - full employment so that some produc-
tive resources of the community lay idle and unem-
ployed, totally or partially. That being so, an in -
crease in money supply would Increase employment
and output and may not thus necessarily result in
it) fiat ion.

Thus Keynes's theory has greater relevance to thu
world of reality and has great practical valuc
whereas the views of the classical economists are
more or less theoretical and devoid of' any practical
importance.

These are a few points of departure of the
Keynesian theory from the classical theory. In fact,
Keynes's theory is entirely new and marks a revolu-
tion in economic thinking. It has been aptly called a
Keynesian revolution".

CRITICISM OF THE KEYNESIAN THEORY

Keynesian theory does not represent the last word
in economic thinking as it is sometimes supposed.
On the other ban( , ,the Keynesian theory callhe
criticised on the i'oliowing grounds

(t) Sonic economists. e.g. Sch u m pi tcr. sa y that
the Keynesian theory is really 'depression theory'
and as such has limited application , and has little
relevance to general economic situation. But "his
(Keynes's). models clarify both sieflationary and
inflationary episodes and prosperous and depressed
economics".

(ii) It is said that Keynesian theory is a theory of
capitalist economics. It is said that "if Communism
comes, Ke ynes will he a dead as Ricardo". However,
even the Socialist countries strive to raise their
national income and have to use the Keyn sian tool
like savings, invcsmleilt, coilsuiuiption luncti
marginal eIlicicney oi'capital. and so uiI.

Cot) It is further pointed out that the Ke\nesi,iii

theory is tot sufficiently d y namic and it may more
Properly he called comparative statics. Thus it is not
in ucli UtIle ic ii from the classical theory. Ke vries
does not use the concept of tulle -lag.

iv) ]lie Kcviiesiuii model is (00 static in char
.

 -•
.tcte r. It assumes thea11101.1111 01 'Capital to he fixed
and the output as it fItiiction of emplo y ment only.
1 he model Li us Ii) explain short - run fluctuations.

v) It is also held that Keynes altogether ignores
Micro analysis and as such is not -licipiul ill the
solution of' the problems of individual firms and
industries. The Keynesian theory is altogether a
Macro theory concu ring itself with iiafioitai income
Mid employment. The Keynesian theory is too
aggrega live.

( vi) The Keynestail theory has not given any place
to the accelerator principle. But 'we know an
integration between the multiplier and the acccicra -

r is essential to explain adeq iiiiteiy the economic'
problems.

vii) It is also saiui that the Keynesian theory is
largely it monetary theory since it pays excessive
attention to money in economic analysis.

viii Shortcomings can also be pointed out in the
various aspects of thc Keynesian theory: For exam -
pie. his interest theory is indeterminate and the
theory ol' consumption function is inadequate.

(lx) The economists also question the various
assumptions underlying the Keynesian model e.g.
the assumption of ' a stable consumption function,
the assumption that the aggregate production func-
lion is based on the law of diminishing returns, the
assumption of'fixed money wages and fixed specula-
tive demand, schedule for money. Also, as Shapiro
has observed, the Keynesian model is wrong in
assuming that the supply of' capital is available in
unlimited quantity at the given rate of interest.

Retreat from Keynesianism: Supply side Economies

Keynesian theory has dominated economic think-
ing for nearly 50 years. But in view 01' the criticism
ol' the theory in recent years. a major revalt. anon in
econot tic thinking is now under way rcprcsenhing a
rctrc irom (lie Keynesian theory. Even in his time
thci, were serious doubters but Keynes's brilliant
and highly intellectual and persuasive exposition
made them lie low. Economists like Milton Friedman
and Friedrich Hayek rejected Ke ynesian onclusioiis.
In the thirties, the British and American economies
had been experiencing an unusually high rate
unemployment and depression and Keynes's theory
seemed to have a great relevance as--a corrective
prescription for prolonged unemployment. But ltl.s
ideas were not found appropriate 'or the U.S.
economy of 1960's and 1970's. Hence retreat fron'i
Keynesian economics began in Amcridan uiuivcrsi -

s Sonic of' this thinking is reflected in what h:i
t rile to be called 'Supply side' economic
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Sl'v. ciioiiiie grosvth persistent inflation,
diinii hug increasc ,, in productivity lt:ivc focussed
ILiCUIC illicilti011 lii \U J lj)l'v -side CcoflOflhics. This
new ecisliorlile thinking cnipliasics illelsures to
lIiLiCl\C	 111k1 Liijori	 IS 01 1 P0SL'l.I 10 C(ifls(iilif)ti(lfl
1\c'iiicsi/iii economics was LILcnaii(l-urielitcd C i/LI -

iii IC',. SL liClL'.i suppl y -side econonucs is suppi	 or
I II k shictioii -oiiciitcd economics. Suppl y -side theors
puts einf	 t',is Oil stliiiulitIiiLt production side of ilie
L. LlliOiiiIc cqtl.i 111)11 1 1 y means of .vithshiiilil Is/V i.u1.s

51(5/ /1 (/1/i IIC ci iic'#'511flC1i1 .ipc'su/dsig as	 1' 1/15< n/i rev
to, ,ns/sijs(jjal.s and liuvt,wvses Ia produce, i is vest, iios*
lIl/ .5015 07015 1. (1115/ 11it/(OS/liOfl 0/ /111)1 -tsrJ/atwiusrv

/15(1)0 '(sir I' J</lc I, Professor Arthur Lii Ife r Of So Ut / Cii
Call f oinia. ii lending proponent of supply-side
CL Oii(iiiiCs has in effect inirod uced what is known
idler his nanic as the LalFer Curve )s ith the help of
s¼ Ii ichi tie sli iws hi ow to det c rm i tie tile opt im U ni rate
at ss Ii icli taxes can he set to maximise gus erriinent
I L'SCflUC a Iticrease in producior suppl y . He main -
tains that "Supply-side CUOflOWiCS is nothing more
than classical economics in modern dress. " itt .Siv.
a 191h eetitsiri French economist laid doss	 in
"supply crates its own demand', 1 h i	 i's is the
essential cilactment of supply -side theory. I Jo use
1)r. I affet's words again Rtcicallv. suppi. - side
ecssiioiiiics is that brand of ucotlonhics that lousscs
Ill erv personil and very private incentives." with

ICSS 1 0 iltCiCii.si ng prod Jet ion and Productivit y and
prono'ic prtvale savings.

It has been Pointed out that supply-side econo -
lilies his historical roots dating back to Adam Smith,
who w;i.s known as lather of political economy and
who advocated a policy of Laissez-faire or govern
iiien I lion - intervention  in economic sphere-to create

ice market and tive other incentives that will spur
gtca I c r economic growth. This is in contrast to the
pievatlijig Keynesian approach which emphasises
the need foi'governinent to manage and manipulate
tlt rough fiscal and monetary policies -aggregate
demand so as to maintain full employment. Supply-
side economists aiy that the government cannot
teal y do i hi s TIt is is too much fo the govern ni en t.
But it' private enterprise is permitted to function
freel y with in ni mu in of government in terfe renee. it
will innovate, produce more, save more and invest
more so as to create requisite demand for the goods
it proklitices. This will u ndou hiedly slim ulate econo -
niic growth and increase national income and em -
ployrnent, Supply-side economics looks at the econ -
oniv from the ground level, as it were, from the
P oint Of view of the cnterp;encur who are the
prime movers. In contrast to this. Keynesian econo-
ii si', look at the economy From the above-from the

st;iiid -point of ti government which is supposed to
I ittcrsene, Iii its omniscience. intervene discretely to
pJs'ss'ri'e a ha rmonious economic universe.

I. See Impact. Number 35. Supply-side Economics
tiiiiosatts c kt:is.

Conclusion

It is well to remember. li<iss L'\Ci - hit "5 C CIIitlL)1

think sil demand and siippk to the exclusion of one
or the other. The y are reall y two sides of the sante
coin co-existing of necessity and there is no question
of choosing the one or the other. It is oniv a qu/stion
of eniphasis depending on the preVail/rig econonlit

it ill/tiC.

SIGNIFICANCE OF 111K KENESlAN I'IIEOR\

In spite of the criticism lcvetled
Ke ynesian theory by some econonists. the t set
cannot he denied that it has great significance even
tovltv. It has continued to exercise considerable
in Ifuenec on economic thinking almost all the world
over. The Ke ynesian theor y has htiili theoretical and
practical importance. Since the various points relat -
ing to them have been already discussed in the
previous khaplers, we shall dwell on these two
aspects of this theory in a summary fashion

Thi'oreticai Importance

(i) Keynes must be given the ciedit for starting
inc to ic ru - app roach to the stud v of' Leon 55W/cs

before him LCOnomics was studied and taught only
from the micro-approach, i.e., from the point ,ot
view of individual study, e.g.. L1111 price 1)1 

all

individual commodity, the equ Iihrtunm of an indivi -

dual firm and indusirs, how an individual consumer
gets maximum satisfaction, and so on. Hut, thanks to
Keynes. Inc study ,pf Economics is now dominated
by macro-approach in which econom y is studied as
a whole. It is, in short, an aggrcgative study. In fact.
Kcyries has brought about a revolution in economic
thought. called Keynesian revolution.

(ii) Keynes has completely demolished the idea
of sill employment equilibrium so elaborately built
up by the classical economists. Instead, lie put
forward the idea of under-employment equilibrium.
I-Ic proved that the economy of a country is general -
ly in equilibrium even though there is under-
employment. He showed how employment could be
increased by increasing investment.

(iii) The economists of today have got from
Keynes several new tools of economic analysis
which enable them to draw correct conclusions
Some of these tools are consumption function, the
multiplier, the investment function, liquidity prefer-
ence, and so on. These are now the current coins of
the science of Economics. They are valuable allic ' of
economists ii, the stud y of an economic systeW

(iv) Keynes integrated the theory of ni mimy
the theories of value and output which when t Ji
in alliwilatcd fashion, led to one -sided ivl is
rcct conclusions. The monetary tljgors r. 'v
studied from a realistic and practical pod t
Thus, this stU j y has been made more truiltul

(v) Another service that Keynes has r,nder -<I

24 - B



CRITIQUE AID RELIVANCE OF KEYNES [AN SYSTEM	 353

Economics is the introduction of the dynamic ele-
ment in its study. Before him, the classical econo-
mists made it a study of economic statistics in which
the economy was supposed to remain standstill. The
assumption of motionlessness was made to facilitate
the stud y of the effects of a single change. The result
obviously was to make the whole study unrcalisite
and devoid of any practical value. Keynes made the
study of Economics dynamic by introducing fulure
expectations in the analysis of business activity.

(vi) Moreover. Keynes introduced in economic
analysis the concepts of inflationary gap and defla-
tionary gap, showing respectively excess or defi-
ciency of aggregate demand. With their help, the
analysis of economic fluctuations was not only made
more intelligible but it also suggested practical
remedies to bring about economic stability at higher
levels of output and employment.

(vii) Keynes brought out the importance of in-
vestment as an important determinant of aggregate
employment in the community. He explained that,
since consumption habits of the people were more
or less stable, output and employment could readily
be increased by increasing investment. The marginal
propensity to consume being less than unity, (i.e., as
income increases, consumption does not increase by
as much as the increase in income), it brings out the
crucial importance of investment.

(viii) Keynes' is a general theory and not a
particular one applying to' a particular type of
economic system. His theory applies to all economic
situations, whether full employment or under-
employment.

Practical Importance

() The clasical economists believed in the policy
of laissez-faire but Keynes showed how this policy
was utterly unsuitable to modern economic condi-
tions and how inadequate this policy was to cure the
economic ills from which a community might be
suffering. The influence of Keynes on government
policy can be seen from the increasing intervention
of the State in the interest of promoting general
welfare. Keynes showed that full employmet could
only be achieved through State help, because effec-
tive demand could only be increased by enlarging
State activity. Thanks to Keynes, the policy of
laissez-faire is dead and gone.

(ii) Another way in which Keynes influenced
practical policies was by criticising the policy of
surplus budgets. He advocated deficit budgeting, if
that suited the economic situation in the country.
Thus, surplus budgeting is no longer regarded as
sacrosanct.

(iii)Keyncs put great emphasis on suitable fiscal
policy as an instrument for checking inflation and
for increasing output and employment in a com-
munity. Thus, extensive public works programme

now forms an integral part of government
programme in all countries for expanding employ-
ment opportunities.

(iv) Monetary policy , as an instrument of cont-
tolling cyclical fluctuations, received due attention
from Keynes. He also pointed out the limitations of
monetary policy. Central banking control over
credit now occupies a very important place in the
economic policies of a nation. These are the wea-
pons taken from Keynesian armour y of economic
instruments.

(v) Again, it was due to Ke ynes that deficit
financing has come to play an important part in the
economic development of under -developed econo-
mnies. Keynes showed how deficit financing (i.e.,
creating new money) could be used for a time to
further economic development, if it is kept within
proper limits.

(vi) Keynes completely demolished the classical
doctrine which said that employment could he
increased through wage cuts. Keynes refuted the
theoretical validity as well as practical feasibility of
wage -cut as a means of promoting full employment.
He cautioned the governments against the dangers
of such a policy.

(vii) We owe it to Keynes that the economists and
governments today give -a lot of attention to social
accounting. We now see that, in every country,
statistics of national income are being collected.
This enables a suitable economic policy to be
evolved and adopted.

Conclusion. We, thus, see that Keynesian theory
has exercised tremendous influence not only on
economic theory but also on economic policy. We
find today that, on the one hand, economists con-
duct economic analysis on the basis of Keynesian
theory (in fact Keynes has given birth to what is
called Keynesian Economics) and, on the other, the
governments are increasingly relying on Keynesian
Economics for tackling their economic problems.

KELEVANCF OF KEYNESIAN FCONOMJ(TS TO
UNI)F,R-[)EVELOPFI) ECONOMI ES

In order to see how far KUY11C.Slall iii.ome and
employment analysis is rcic vaui to under-dcveiopcJ
economics, we have to hear in mind the assumptions
on which this analysis is based. We have, therefore.
simply to see how far the assumptions underlying
Ke ynesian analysis are valid in the case of under-
developed countries. To the extent that they do not
hold good in the case of under-developed countries,
the Keynesian analysis will not have relevance to
such countries.

The assumptions on which the Keynesian theory
of income and employment is based are of two
t y pes: (a') the assumption which Ire as'ociated with
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the multiplier and (b) those which are required for
a short-term analysis and do not apply to the
long-term analysis. We first take the latter type, viz.,

those which are needed for a short-term analysis,
Keynes assumes that capital equipment, technology,
organization, the working force and its efficiency in
a country are constant and do not vary. He considers
that the problem relating to income and employ-
men[ in developed countries arises only on account
of the deficiency oldemand.

But the problem in the case of it rider
countries is to increase capital equipment, to im-
prove technology and labour efficiency because only
in this way can the level of income and employment
iii such countries he raised. The problcnl of unem-
ployment or under-employment in the dcve-
loped countries is a short-term problem since it
arises from it deficiency 01 ' effective demand at a
particular period of time. As soon as this deficiency
is removed by monetary or fiscal measures or
through a public works programme, the problem is
solved. Rut, in the case of under-developed coun-
tries, the problem is chronic because capital forma-
tion, improvement ol technology or of labour effi-
ciency is it long process. Keynes regards these things
as given. That is, what an under-developed econ-
omy req uircs, Keynes just assumes away.

Let us take the case of India. The basic cause of
under-employment and unemployment in an
under-developed country like India is to be found
in the dearth ofcan11.31 equipment, which, in turn, is
due to low rate of saving and investment. The
various policies like public works, deficit spending,
etc., advocated by Ke ynes as a cure for unemploy-
nient do not seem to have any relevance here. They
have relevance only if unemployment is due to
deficiency of demand as is the case in developed
economies. In such countries, there is no dearth of
capital equipment and of workers willing to work, so
that an increase in government expenditure financed
by deficit financing leads to an increase in output
and employment. But, in under-developed econo-
niics, though there is no shortage of man-power.
capital equipment is scarce and an increase in
government spending is more liable to create infla-
tion rather than lead to an increase in output. This
happens because, for want of complementary
resources in capital, the supply curve of output tends
to be inelastic. Thus Keynesian analysis s not much
helpful to an under-developed economy.

Let us illustrate it b y referring to major Sectors of
the economy of an under-developed country. Agri-
culture is the predominant occupation in backward
countries contributing to national income to the
extent of fil'ty per cent or even more. Suppose the
government tries to bring about an increase in
national income by deficit spending. This will lead

to increase in demand for food, as at low income
level, income elasticity of demand for food tends to
be high. But the supply curve of agricultural output
in under-developed countries is notoriously inelas-
tic. There are several bottle-necks in increasing
agricultural output which arise because of extremely
uneconomic size of holding, lack of efficient tools
and implements. Thus an increase in the demand for
food arising out of deficit financing is more likely to
raise the prices of foodgrains rather than the supply
of output. Similarly, in the industrial sector also,
there is no idle capacity to be utilized, and, for these
reasons, reliance of Keynesian remedies to remove
unemployment and under-employment will simply
plunge these countries into an inflationary spiral.

Now let us take the other type of assumptions
underlying the Keynesian analysis, viz., the as-
sumption relating to the multi p lier. For instance,
Keynes assumes that in an indusál economy the
supply curve of output is elastic. That is why he
takes it for granted that when the Goyernment
spending increases demand, the supply df output
will also increase; There is no difficulty in this
because there is no deficiency of capital equipment
and other productive resources. There exists in the
economy excess capacity, i.e., productive capacity
which is lying idle for want of adequate demann.
Another assumption is that the supply of working
capital, raw materials, etc., is also elastic and can
also be increased without difficulty. This, however, is
not the case in under-developed countries which
suffer from all types of shortages.

Still another assumption underlying Keynesian
analysis is of involuntary unemployment which
means that people are willing to work but they do
not get work. The working of the multiplier is based
on such assumptions. Only on these assumptions can
a multiplier increase income and employment. That
is, the principle of the multiplier states that when a
flew investment is made, the incomes of productive
factors will increase and the demand will increase.
Keynes assumes that the supply of goods is elastic,
since there is excess capacity in the economy and
working capital and raw-materials can be increased,
It is only on these assumptions that output can be
increased and workers willing to work will be able
to get jobs, and income and employment will
increase manifold in accordance with the multiplier.

But these assumptions do not hold good in the
case of under-developed countries like India. These
countries are not predominantly industrial. On the
other hand, they are predominantly agricultural.
hence the supply of goods is not elastic; nor is there
any excess capacity in the economy, because there is
great scarcity of capital equipment. Nor can the
working capital, raw material. etc., he increased.
Also. most of the people are self-employed and the
number of workers engaged on wace is cnmparati-
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vely small. The national output mostly is meant for
domestic. conSUmPtion and not for the market; there
is also lot of disguised unemployment. In all these
respects, the under-developed countries are differ-
ent from developed countries. The Keynesian
theory, on the other hand, is applicable to developed
countries because all these assumptions hold good in
Ihcir case. The case of under-develo'ed countries is
entirely different. They cannot, therefore, derive any
help from the application of the Keynesian theory.

The multiplier does not work under the condi-
tions found in under-developed countries. Suppose
new investment is made in such countries, there is
no doubt that increased investment will lead to
establishment of new factories; workers will also get
jobs; ther incomes will increase; thus demand will
increase. But the chain stops here. Although demand
has increased, the supply of goods cannot increase
because there is no excess capacity and the supply of
productive factors, specially capital, is not elastic.
Hence, increased income will only be absorbed in
enhanced prices without creating any additional
output and employment. The primary increased
income following a given increment of investment
does get spent to a large extent on the output of
agriculture and leads to a corresponding increase in
the incomes of the agricultural producers. But it is
not followed up by these producers increasing their
output and thus adding to both employment and
real income.

There is another thing to be found In the under-
developed countries, viz., that increased income in
such countries is spent on consumers goods because
propensity to consume in such countries is very high.
The bulk of increased income is absorbed in in-
crease in demand for food, because their income
elasticity for demand for food is generally very high.
As a result, the marketable surplus is reduced. This
also aises prices in such countries. If there is any
surplus income, it is spent on consumers goods but
their supply cannot be increased. Hence their prices
also rise. In this way, inflationary spiral starts both in
the agricultural and the industrial sector. This has
happened in India. Mounting investment underta-
ken under the five year plans financed by deficit
financing has raised prices all round. The iulti-
plier has not worked; neither the agricultural output
nor the industrial output has increased; but the
prices have continued to soar higher and higher. We,
therefore, find that the Keynesian remedies to
remove unemployment and under-employment in
backward countries will only niunge them into an
inflationary spiral.

As we have already mentioned, in underdevc-

loped countries there is no involuntary unemploy-
ment in the Keynesian sense: yet millions of people
are unemployed in the clearly economic sense as in
the case of disguised unemployment. As Dr.
V.K.R.V. Rao observes, 'The particular form which
unemployment takes in the under-developed coun-
tries, viz., that of disguised unemployment makes
the economics for Keynesian purposes practically
analogous with one of full employment and to that
extent prevents the multiplier from working in the
direction of an increase in either output".

We should not, however, conclude from the above
discussion that Keynesian remedies have no place at
all in under-developed countries. Deficit financing,
for instance, has a definite role to play in such
countries for mobilizing resources for the public
sector. Only, in resorting to Keynesian policies. we
must hear in mind the inflationary effects and use it
with all possible caution, keeping it within proper
limits. If inflation occurs, strong measures should be
taken in time to cure it as India has done recently
with great success.

The basic solution for the problem of unemploy-
ment or under-employment in the under-developed
countries is economic development. Economic
development, however, is a long-term process. In a
way, it depends on capital formation, which, in turn,
depends on the surplus of income over consumption
of the community. The greater the surplus, the faster
will be the rate of growth, if -there are entrcnrcneurs
to utilize the resources for capital formation. To save
more and to consume less, therefore, is a good
remedy for under-developed economics, whereas
for an advanced economy the opposite is the case
during a depression. The Keynesian remedy is
primarily for fighting depression.

While Keynesian policies may not have much
relevance to the problems of under-developed
countries, the tools of analysis developed hvj(eynes
are indispenahle even for under-developed coun-
tries. The discussion of monetary flows, the concepts
of national income accounting, the problems of
inflationary gap, etc., are as useful to an economist
in an under-developed country as to one in a deve-
loped country.

Conclusion

We may, thus, conclude that: Keynesian econo-
mics, though originally developed to fight depres-
sion, has a good deal relevance , to an under-
developed country. Hence, these countries have lot
to benefit from the study and application 01 policies
advocated by the late Lord Keynes.



DETERMINANTS OF INCOME
AND EMPLOYMENT: PROPENSITY

TO, CONSUME

It must have been clear from the previous two
chapters how equilibrium level of income and em-
ploymen is determined. We have seen that in the
position of equilibrium aggregate demand and
aggregate supply in the economy are equal to each
other, Also,'aggregate demand is the sum-lotJ of
two types of demand: (a) consumption demand and
(b) investment demand. In this chapter, we shall
explain consumption demand. We shall study the
factors which determine consumption demand, and
we shall see what law can be enunciated in this
connection. Consumption demand plays a very
important role in the determination of the level of
employment and income. Normally, if in a country
consumption (or propensity to consume) is high,
employment and income will increase, and vice
versa. Hence, it follows that an effective way of
increasing employment and income in a country is
to adopt such measures as to increase consumption
or strengthen propensity to consume.

Let us study the propensity to consume in some
detail.

CONSUMPTION FUNCTION

Propensity to consume is also called 'consumption
function', In the Keynesian theory, we are con-
cerned not with the consumption of an individual
consumer but with the sum total of consumption
spending by all the individuals. However, in genera-
using about the consumption behaviour of the
economy, as a whole, we can draw some useful
conclusions from the study of the behaviour of a
normal consumer which may well he valid for the
consumption behaviour of the economy also. Our
observations about the consumption behaviour will
help us immediately to gencraIie about the saving
behaviour of the economy also, for saving equals
income not consumed. Aggregate consumption
depends on Consumption Function or propensity to
consume, as it is called.

Meaning

The distinction between consumption and con-
sumption function will make the meaning of con-
sumption function clear. Consumption means the
amount spent on consumption at a given level of
income, but consumption function or propensity to
consume means the whole of the schedule showing
consumption expenditure at various levels of in-
come. It tells us, in short, how consumption expen-
diture increases as income increases. The consump-
tion function or propensity to consume, therefore.
indicates a functional relationship between two
aggregates, viz., total consumption expenditure and
the gloss national income, It is a schedule that
expresses relationship between consumption and
disposable income.

Normally, when income increases consumption
also increases but by less than the increase in income
as we shall.explain in Ke ynesian Psychological Law
given below.

Factors lnfluchcing Consumption

Consumption spending of the peopie is in-
fluenced, among others, by the following factors:—

(a) the real income of the individual,
(h) his past savings,
(c) rate of interest.

Of these, the influence of real income seems to be
the strongest of all. For a great majority of people.
past savings are very small and they too are for
specific purposes like contributions to social security
schemes, pension and provident funds and life
insurance. These savings are not readily available
for spending by the individuals. Therefore. their
influence on current consumption seems to be
negligible. The rich, who have sufficient savings, can
satisfy their current needs adequately out of their
currcn i incomes: hence their coiisu mption spending
is not greatly affected by their past savings.

356
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As regards an increase in the rate of interest, it
may.encourage some people to save more because
the saved money now earns a higher rate of interest.
But if a person is saving for some specific purpose a

scn sorn at a future date, an increase in the rate of
nitcresi enables him to accumulate the given sum
with lower current savings. Suppose I need 105
rupecs at the end of one year. Now if the rate of
inteics is 5 percent, I have to save 100 rupees to get
Rs. 105 at the end of the year but if it is more than 5
per cent I need save less than 100 rupees. Hence, the
iCt n1ieiiec of' the rate of interest seems to be
indeterminate. This leaves income as the major
determinant of consumption spending.

Average and Marginal Propensities to Consume

The relationship between inc mc and consump -
tion is measured b y iiw ;iveraz: and the marginal
propensities to consume. The iverage propensit y in

consume 's a relationship 1,etween total cm.sump -
(ion and total income in a given time period, while
the marginal propensity to consume measures the
incremental change in consumption as -,I result of a
given increment in income. In other ortls, average
propensity ((I is the ratio of consumption to
income. But the marginal propensity to consume is
the ratio of change in consumption to the change in
income. Thus

ape
V

where C stands for consumption and Y for income;

mpc= -
LY

AC is incremental change in consumption.
LY is incremental change in income.
The normal relationship between income and

consumption is such that when income increases
consumption also increases, but by less than' the
increase in income. In other words, in normal times,
the maiginal propensity to consume is less than one.
It is drawn as a straight line with it slope of less than
one. This slope indicates the percentage of addition-
al disposable income that will he spent. It is less
than one or unity, because it is assumed that the
whole additional income is not spent, i.e., a certain
percentage of it is spent and the remainder is saved.

'lake the following table:—
(Rupees)

Income	 Consumption	 Saving

1(X)	 75	 25
(20	 90	 30
(40	 (05	 35
(80	 135	 45
220	 165	 55

The figures of the above (able have been plotted
III We diagram Fig. 42.1 where income is represent -

ed on the X-axis and consumption on the Y -axis.
OL is the line which makes an angle of 450 with

II

0	 INCOME
	 X

I#ic'oic'-Consuniptw,, Reiwionship
Fig. 42.1

both the axes and any point oil straight line will
he cquidis^tant from both the axes. Should
the income -eoiisum ption curve coincide with this
Line. ml will mcan that the marginal propensity to
consume is equal to one which is not normally true.
Hence, the income-consumption curve OP lies
below the 45° line through its entire length. The
marginal propensity to consume will he measured
by the tangent of the angle that the income-
consumption curve makes with X-axis.ek'..

,flPC =tan LPDX

The curve as we have drawn turns out to be a
straight line rising from the origin, which means that
the marginal propensity to consume is constant
throughout. This, however, need not he so and the
curve may well become flatter as income rises, for as
more and more consumption needs have been
satisfied, a greater share of an increase in income
than before may be saved. The dotted curve OM
represents such a relationship showing that as in-
come rises, marginal propensity to consume
becomes smaller and smaller.

There is some level of disposable income at which
the entire income is spent. This is often called a
"point of zero savings". Below this level of disposa-
ble income, the consumption expenditure will ex-
ceed the disposable income. There may he cases in
which the consumer has no income at all. In such
cases, the income-consumption curve may not rise
from the origin but from farther left showing that
when income is zero, consumption is not zero 4nd
that the individual is living on his past savings.
These complicated cases, however, we are not going
to consider. From individual consumption - income
rela t ion, we can construct a cons ii in pt on - i ilcoinc
curve for the economy as a whole.

Propensity to Save

The income-consumption relation can be used to
derive also the savings-income relation, for income
not consumed is income saved (see the table in first
column). Now plotting savings on Y-axis and
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income on X-axis, we get the savings-income curve
ON in diagram 42.2. Savings corresponding to a

to
ktl
Zt

0	 INCOME	 X
Savings-Income Curve

Fig. 42.2

given level of Income can also he read off from the
distance between a point on Income-consumption
curve and corresponding point on the45°line (Fig.
42.1). Just as the marginal propensity to consume is
measured by the slope of the income-consumption
curve, similarly the marginal propensity to save is
given by the slope of the income-saving curve.
Marginal propensity to save is the increment in
savings caused by a given increment in income. The
marginal propensity to save is always one minus
marginal propensity to consume.

ARMftrglnal propenRity to qave mpR=

A.'!

Average propensity to sas.e or ap.t

	

- S	 total Raving

	

Y	 total inComo

KEYNES' LAW OF CONSUMPTION
Keynes propounded a Law based on the analysis

of consumption function. This law is called Funda-
mental Law of Consumption or Psychological Law
of Consumption. 'L states that aggregate consump-
tion is a function of aggregate disposable income.

Propositions of the Law

This law consists of three related propositions: (a)
When aggregate income increases, consumption ex-
penditure will also increase but by a somewhat
smaller amount. The reason is that as income
ncreasc. more and more of our wants get satisfied,

hence not as much is again spent on consumption as
the increase in income. Consumption expenditure
will no doubt increase but not to the same extent as
increase in income.

(b) The second proposition is that when income
increases, the increment of income will be divided in
same proportion between saving and consumption.
This really follows from the first proposition. Since
consumption spending does not increase at the same

rate as the increase in income, a part of the increase
is saved and only a part is consumed. That is why
consumption and saving go side by side. What is not
consumed is saved. Saving is, thus, the complement
of consumption.

(c) The third proposition . .eluded in Keynes'
Psychological Law is that as income increases both
consumption spending and savings will go up. An
increment of income is unlikely to lead either to less
spending or less savings than before. It will seldom
happen that a person may decrease his consumption
or his savings when he has got more income. He will
spend a little more than before and also save more
than before.

These three propositions to nn Keynes' Psycholo-
gical Law of Consumption.

Assumptions

Thi.slaw is based on three assumptions:

(i) It is assumed that habits of the people regard-
ing spending do not change or that the propensity to
corisuriie remains the same. Normally, the propensi -
ty to consume does remain the same: it is more or
less stable. This means that we assume that only
income changes, whereas the other variables like
income distribution, price movements, growth of
population, etc., remain more or less constant.

(ii) The second assumption is that the conditions
remain normal: for instance there is no hyper-
inflation or there is no war or other abnormal
conditions.

(iii) The third assumption is that of a capitalistic
laissez-faire economy. In an economy, where the
State interferes with consumption or productive
enterprise, the law will not hold good. In that case,
the government ma y check consumption even when
income increases. If a country is very poor, the
question of choosing between consumption and
saving does not really rise. This law can, therefore,
apply to a free economy and in peace time and over
a short period.

These assumption, are more or less valid in a short
time and in normal conditions. We can, therefore,
say that Keynes' Law is a rough app.-oximation to
the actual macro behaviour of free consumers in the
normal short period. It is true that, as a rule and on
an average, as income increases, consumption will
increase, but not by as much as the increase in
income :

There is one and only one essential characterisitc
of the slope of the consumption function, viz., the
marginal propensity to consume. 	 will be less

than unity. It ultimately results in low-consumption
and high-saving economy. This law boils down to
this that the position and the shape of the consump-
tion function curvcdepcndsentirely on income. That
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is, consumption can be increased only by increasing
income.in e.

Implications

Some implications of Keynes' Law may be noted.
One implication is th-at since consumption largely
depends on income and consumption function is
more or less stable, it is necessary to increase
investment to till up the gap of declining consump-
tion as income increases. If this is not done, in -
creased output will not he profitable. This law,
therefore, underlines he crucial importance of in-
vestment.

This law states that even when income increases,
consumption lags behind. Hence general over-
production is possible. The government will have to
step in to remedy the situation.. The policy of
laissez-faire will not do. If. somehow consumption is
not increased, marginal efficiency of capital will go
down. The demand for capital will diminish and all
economic progress will come to a standstill.

Keynes' Law explains the turning points in the
business cycle. When the trade cycle has reached the
highest point of prosperity, income has gone up. But
since consumption does not correspondingly go up.
the downward cycle starts, for demand has fagged
behind. In the same manner, when the business
cycle has touched (lie lowest point, the cycle starts
upwards, because consumption cannot he dim-
inished beyond a certain point. This is due to
the stability of marginal propensity to consume.

Also, since marginal propensity to consume is less
than unity, this law explains the over-saving gap. As
income goes on increasing, consumption does not
increase as much. Hence saving process proceeds
cumulatively and there arises it danger of over-
saving.

Keynes' law also explains the unique nature of
income generation. If money is injected into the
economic system, it will increase consumption hut to
a smaller extent than increase in income. This again
is due to the fact that consumption does not increase
along with increase in income.

To sum up, we can say that since marginal
propensity to consume is less than unity, it brings
out (a) the crucial importance of investment.
(h) possibility of' general over- production, (c)
declining tendency of the marginal efficiency of
capital, (d) turning points of business cycles, (e)
danger of over-saving and (f) unique nature of
income generation.

FACTORS INFLUENCING
CONSUMPTION FUNCTION

When we say that the propensity to consume is
stable, it does not mean the consumption expendi-
ture remains constant. Consumption expenditure
does no doubt vary as income varies. But c011sump-

(ion changes according to it pattern. The amount
of consumption changes as income changes, but the
schedule remains the ,ante. That is what we mean
by saying that propensity to consume remains stable.

But there are certain factors which do bring about
a change even in this propensity to consume in the
long run. These factors are of two types:

(a) Objective Factors and (h) Subjective Fac-
tors.

Objective Factors

We take the objective factors first. The objective
factors arc: ( i) distribution of income, (ii) fiscal
policy, (iii) substantial changes in rate of interest.
(iv) changes in business expectations, (v) windfall
gains and loses. (vi) liquidity preference.

Apart from the sue of national income. consump-
ion behaviour of the economy will also be in -

fluenced b y the pattern of income distribution. It
will he generally observed that the average and
marginal propensities to consume of the poor peo-
ple are greater than those of the rich. If, for
example, you give an additional 10-rupee note to a
poor man, the assumption is that of this additional
income. he will spend a greater proportion than will
he the case if the same amount were given to a rich
man. This is because the poor man has a lot of
unsatisfied wants and he is likely to seize every
opportunity that comes his way to satisfy them. On
the other hand, the rich have already a high
standard of living and relatively less urgent wants
remain to be satisfied, so that in their case, an
addition to their incomes is more likely to be
saved than spent on consumption.

Consumption is typically the function of the poor
and saving typically the function of the rich. There-
tore, given the national income, a more equal
distribution of incomes will make for a higher
marginal propensity to consume and, therefore, will
raise the value of the multiplier.

Similarly, fiscal policy of the government will also
influence the consumption behaviour of an econ-
only. A reduction ill taxation will Icave more
post-tax incomes with the people and this will
stimulate higher expenditure on consumption; an
increase in taxes will depress consumption. Of the
two types of taxes, ic. . direct and indirect, the latter
will have more ira nied ate effect on consumption
(hall former, particularly when direct taxes are
progressive in their incidence. Commodity taxes
pcnahsc consumer expenditure directly by raising
the prices of ilic commodities while taxes on income,
reduce consumption only indirectl y by reducing the
post-tax income of the individual.

Hence. the structure of fiscal system has an
important influence on the corusum pt ion behaviour
of the econom y . Changes in fiscal policy are liable to
bring about shift in the consumption -income curve.
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Modern trend towards welfare state financed by
progressive taxation tends to shift upwards the
consumption function.

Business expectations by affecting the incomes of
certain classes of people affect consumption func-
tion. The windfall losses and gains arising out or
changes in capital values allect the 'saving brackets'
mostly and not the spending sections. Hence, their
influence on consumption liii_i.i:i I', iioO so

marked. Also, if pcople pre er to keep rhci i . income
in liquid form, consumption is reduced correspond-
ingly.

Subjective Factors

Ii is the subjective factors which. according to
Keynes, basicall y underlie and determine the
propensity to consume. Keynes laid stress on thc
role of the psychology 01 ,human nature in deter
Oin ing ft lhlirii ption function. Suhjcctiyc factors

relate both o the behaviour patterns of individuals
and of husincss corporations.

As regards motives which lead individuals to save.
Keynes mentioned factors such as building of
reServes for unforeseen contingencies as illness or
unemployment: the desire to provide for anticipated
fliLure needs such as daughter's marriage and son's
education: the desire to enjoy an enlarged future
income b y investing funds out of current income,
the desire to bequeath a fortune to one's heirs; the
enjoyment of a sense of independence, power to do
things and to hold one's head high in the society,
and for some people the satisfaction of pure miserli-
iess.

In regardregard to the behaviour patterns of business
corporal ions, among the factors which induce them
to save. Keynes mentioned: the desire to expand
one's business: the desire to face emergencies sue-
ccssfully; the desire to demonstrate successful man-
agement: arid the desire lo ensure sufficient financial
provision	 :alrst oupreciatiomi and obsolescence.

Weiury repeal that the factors mentioned above
can onI' prod imec effi'ct in the long run. Over a short
penod, the propcnsit to consume remains stable
more or less.

Since consumption function is a major factor
dclerminhi:L; lie IcvLl of income and employment in
the country. i i es worliwli Ic considering what inca -
sures can he adopted to stimul,itc consumption.
This, in turn, would stimulate investment and add. to
the national income and create more employment.

Measures for Raising Consumption

i) Redistribution of Income. If income is redis-
tributed in favour of the poor, whosc propensity to
consume is higher, from the rich whose propensity
CO save is greater, it will go a long way in raising the
consumption function.

(ii) Comprehensive Social Security. The weaker
sections of the society can be helped to increase their

consumption through social security measures like
unemployment doles, old-age pension, sickness in-
surance, etc. It will solve the paradox of thrill,li, wlfich
usually characterises the affluent sections of society.

(iii) Liberal Wage Policy. This will help the
workers, who constitute the masses, in raising their
living standards and increasing their consumn ption.

i . ) Credit Facilities. l'oor and middle L ass )CC -
plc can h, er,,,hlcd to bu y mire consumer goods
tlmnsmich liber.:l consumer crcdmt. The nationahised
banks in India are try ing to do srnicih ii :g in this
LI irceiioii

IMPORTANCE OF CoNSl.rIplloN
FUNCTION

'onsuni p1 mom in action is not to be considered
tieicl y a subect of study and analysis. It has a great
theoretical and practical importance. All countries
want to remove unemployment from their midst,
raise their national income and enjoy prosperity.
For this purpose a policy of planned econonic
development is essential. In the formulation of this
policy, consumption function plays a very useful
role.

We briefl y discuss helon ilic impoitmice 01 con -
sririi p1011 from various points ot'

Important 'tool of Macro-economic &nalysis.
Consu m ption function is an important  tool of
macro-economic analysis given to us by Keynes.
Without the consumption function,, we would not
have been able to find a determinate link between
changes in investment and the resultant changes in
income of a country. From this point of view, for the
macro-economic theory, the consumption function
is as important a tool as the demand and supply
functions are in the theory of lirm and the industry.

The Value of the Multiplier. From the consump-
tion function, we derive the value of the multiplier,

which as we have seen is equal to_________ Here
1 —mpc

till)(;  is marginal propensity to con su mc. Since
marginal propensity to consunic is less than unity.
an initial injection of purchasing power into the
income sircuitil leads to a multiple expansion of total
irmconrc in t peculiar way. That is. original injection
of money into the economy leads to several succes-
sive increments of income in the course of respond-
ing to the increase in original purchasing power. 1 he
multiplier gives us a quantitative link between
changes in investment and changes in incoiiie hi. lor
example, the marginal propensity to consume is
we know that the multiplier will he 4 so that if
investment increases by 5it. Rs. lOOt), national
income will rise by Ks. 4,000. Even before Keynes,
the economists knew that changes in investment
bring about changes in income but b y how much
and through what process was not clear, till Keynes
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gave us loots of consumption function and the
multiplier.

Irisalidates Sa y 's Law. Consumption function
helps to invalidate Sa y 's Law which said that supply
creates its own demand. Since marginal propensity
to consume is less than unity, thc whole of the
income is not spenton the output produced. Ac-
cording to Say's Law, general over-production in
the country is not possible since supply is supposed
to create its own demand. This law may hold good
in the long run, but not in the short run. In II1C ore
run, the market forces establish equilibrium auto -
uiattcally so that demand may be equated to supply
But no such automatic adjustment is possible in ic
short run. Hence, for some time, there mas' occur
general overproduction, According to Say's Law, an
act of producing is simultaneously in act of creating
proportional effective demand. There is no doubt
production creates value equal to itself but that
value is not wholly spent then and there. Since
marginal propensity to consume is less than unity.
the classical law of markets does not hold good,
because the entire output cannot be taken off the
market or the entire income is not spent. We know
that marginal propensity to consume is less than
unity, i.e.. as income increases, consumption in-
eie,ise.s less than increase in income. Hence. supply
tar from creating its own demand, exceeds demand
and creates a glut in the market which means
general overproduction and mass unemployment.

Shows Crucial Importance of investment, Con-
sumption function also underlines the crucial mi--
portance (it' i nvcstnicnt, Because propensit y to con
sumc is stable. employment can be cieated only by
increasing investment. Consumption function tells
us that people spend proportionately less than the
increases iii their income. Themef'ore. it becomes
ne&es'arv to fill the gap between ifleome and con -
suni pour: ly increasing investment, otherwise it will
not he )rolitai?l&' to increase output and employ-
neat. We also know that consumption unction is
more or less stable. I lcncc.-it is instabilit y 01
investment which is resto'risihic tot lioiftd,m, in
i iirn tad	 lit	 bent	 1 o, there-
hlre, clear that investment pin',	 a	 :a I role in
increasing imicome mid eiipb e:ca: in a country. If
propensity of eoi;u iptiozi could also increase,
income [nUt Cii]l b lO\ ment could be increased even
without mncreasine tnvestrltent. Itut, since consump-
tion function is stable, investment is the crucial and
initiating determinant of the levels of income 'and
employment.

Explains the Declining Marginal Efficiency of
Capital. Cousuiiiptiun function explains the declin-
iii: mar.' a.:l ellilte ic y of capital. 'Since consurnp.

lion itin&tbon does not increase which could raise the
level of con s umption expenditure, the prosn:.'ci:vc
yield ut capital assets Ills. Once the demand for
capital goods decreases, the marginal productivity ot'

capital c;tiiilui i i , c unless the m,mr:'inil p ropensity ii'
eonstinle rise.. I I! It I , the t:ill 1 ii he' Ill argiiid
productivity could be checked, if the marginal
propensity to consume could he increased. Hence,
the marginal efficiency tends to decline because the
eleinand for goods is discouraged on account of the
marginal propensity to consume not rising or the
marginal propensity to save not falling. It is the
stability of the marginal propensit y to consume
which explains the declining marginal efficiency ot
_iip[i[il.

l:splaiiis the Turning Poiiits of the Business
('ck, Consumption tunetion explains the turning
p:iuits of the business cycle. The trade cycle takes
he downward course because the marginal propen-

sity to consume is less than unity, i.e., the people do
not spend proportionately more as their income
increases. Similarly,  the consumption function ex-
plains the upturn of the business cycle. This is due to
the fact that since consumption is stable, people are
unable to cut down their consumption expenditure
to the full extent of a decrease in their income. It
shows the danger of permanent over-saving gap and
thus explains toe secular decline in the marginal
efficiency of capital.

Thus, eonsum ptmomi function occupies a very ins
portaimt place in iho il•

p()'-. !-KE'i NFS!. '. ti:'	 .i", I S
.1

There have been several developments and
refinements in regard to consumption function since
Keynes. These have been briefly noticed below:

Duesenherry Doctrine

The Ratchet Effect. Among the factors a fleeting
consumption function, we ma y take a note of the
observations made by Prof. Duesenherry known as
the "Duesenberry Hypothesis." lie says that in
ma ter of' consumption, an individual is not merely
influenced by current income, but a!sa by the
standard of living he has enjoyed in the past. There
I.,, no doubt that consumption expenditure will
decrease as income decreases. but not to the same
extent since it is difficult to depart from the standard
of living to which a person has got accustomed. The
consumers are riot easily reconciled to fall in their
income. They do not find it easy to sea4e down their
consumption as their income falls. On the other
hand, they try hard to maintain their previous
standamd of' living. 'Ilims is to maintain their position
and status among their neighbours. They do, not
want their neighbours to know that they cannot now
.itbtrd to keep to their ftirnicr mode of ite
\Vluttever the reason, a stud y of" hiniilv budgets liti',
revealed that a fail iii income leads to a smaller
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reduction in consumer expenditure. Consumption,
as a proportion of income, goes up as income
increases but does not fall in the same proportion as
income falls. In other words, the consumption
function is not reversible. This is known as the
'ratchet effect'.

Demonstration Effect. Statistical evidence sug-
gests that after the families have adjusted to the
change in their incomes, they save roughly the same
proportion of their income as before. As income
increases, the poor families no doubt save more but
their savings do not reach the level of richer families
at those income levels. Tile Ducscnbcrry Hypothesis
suggests that the consumer expenditure depends on
relative and not on absolute incomes. The consump-
tion function is linear rather than curved, because it
is the income of a family relative to that of other
families which determines how much it consumes
and how much it saves. People base their expendi-
turc not on their own tastes but on the tastes and
pattern of expenditure of their neighbours. People
are anxious to show that they can spend as much as
their neighbours can.

Prof. Dueseriherry points to the "Demonstration
Effect" as a factor influencing consumption. Poor
people imitate the Living style of the rich. People in
under-developed countries try to follow the con-
sumption pattern of' the affluent nations. This is
dangerous because money which should be saved
and invested is spent on consumption goods. This
retards economic growth (For fuller discussion see
Ch. 70).

We may also take note of two other factors which
ulTect a person's consumption, viz., (a) 'Pigou Eflèct
or Real Balances Effect and (b) Government expen-
diture.

Pigoii Effect. When prices fall as a result of a cut
in money wages, the purchasing power of money
with a consumer increases or there is increase in the
real value of money balances. People feel that
they are now better off and they increase their
consumption expenditure. This leads to economic
expansion or increase in G.N.P. The way in which
an increase in the real value of money balances
results in the expansion of economic activity has
been described as the "Pigou effect" after the late
Prof. AC. Pigou. It is also called the real balances
effect.

Many modern economists are sceptical about the
real balances effect being so strong as to bring about
full employment. But it seems to be theoretically
possible. Keynes seems to he agreed that theoreti-
cally it is possible to bring about full employment by
sufficiently lowering the money wages. But accord-
ing to him the process was so slow that it could be
ignored as a practical possibility. It would be more
realistic to assume that wages are not so flexible as
to permit the working of the .Pigou effect to bring
about full employment.

The main point is that from the practical point of
view, employment can be increased more by in-
creasing the supply of money thaii by reducing
money wages. The reasons arc: (a) The trade
unions will not permit an all round lowering of the
wages. (b) Sense of social justice dictates that
workers alone shall not be expected to accept a
reduct'on in money wages to increase employment.
(c) A cut in money wages (i.e., a fall in prices) would
increase the debt burden which would be intolerable
for the debtors most of whom are businessmen and
as such are engaged in gainful economic activity.
Hence, the best short-run policy is to keep wages as
stable as possible. Stability of wages and prices will
enable the entrepreneurs to plan their business
prperly so as to minimise the possibility of econo-
mic fluctu'ations. It will ensure a tcady employment
level.

Government Consumption. Another factor which
affects consumption and therefore the level of
economic activity is the government expenditure or
government consumption. The size of' government
expenditure is determined by political attitudes and
decisions. It differs from country to country and in
the same country it differs over time. It depends on
the decision of the community about the extent to
whith it would meet its needs collectively rather on
an individual basis. It should, however, be borne in
mind that it is the total expenditure on public and
private account which determines the level of econ-
omic activity and not how much is spent by the
government and how much by private individuals.
Thus, the division of expenditure into public ad
private has little bearing on the level of income and
employment in the country.

THREE THEORIES OF CONSUMPTION
FUNCTION

In the short run consumption increases less than
increase in income, but it increases equal to increase
in income in the long run. Hence consumption-
income relMionshipis one of non-proportionality in
the short run but that of proportionality in the long
run.

There are three different theories explaining
consumption-income relationship: (a) Absolute In-
come Theory; (b) The Relative Income Hypothesis
and (c) The Permanent Income Hypothesis.

Absolute Income Theory

According to Keynes, on average "men increase
their consumption as their income increases, but not
by as much as the increase in income." In other
words, the average propensity to consume goes
down as the absolute level of income goes up.
Hence, according to this theory, the level of con-
sumption expenditure depends upon the absolut,e
level of income and the relationship betwcen the
two variables is non-proportionate. However;.it is
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pointed out that although this relationship is one of
non-proportionality, yet there is illusion of propor-
tionality caused by factors other than income, viz.,
accumulated wealth, migration to urban areas, new
consumer goods, dc. Owing to such factors as these,
the consumers spend more and the relationship
appears to be proportional.

Relative Income Hypothesis

The Relative Income Hypothesis was first intro-
duced by Dorothy Brady and Rose Friedman. It
states that the consumption expenditure does not
depend on the absolute level of income but instead
on the relative level of income. Dussenberry lent it
empirical and psychological support.

According to Dussenberry, there is a strong ten-
dency for the people to emulate and imitiate the
consumption pattern of their neighbours. This is the
'demonstration effect' already explained above i.e.,
relative income affecting consumption.

Also, the relative income theory tells bs that the
level of consumption spending is determined by the
households' level of current income relative to the
highest level of income earned previously. People
are then reluctant to revert to the previous low level
of consumption. This is the 'Rachet Effect' discussed
above.

The Relative Income Theory, states that if the
current and peak incomes grow together changes in
consumption are always proportional to change in
income. That is, when the current income rises
proportionally with peak income, the average
propensity to consume (A PC) remains constant.
• This proportionality relationship can be illustrat-
ed by the following diagrams:

CI?
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spurts and dips, the response of consumption is the
same. Thus C'Y' show proportional relationship.
Fig. 42.3 (b), however, shows non-proportional
relationship. Here we have only one Cycle as
compared with many shown in Fig. 42.3(a).

Permanent Income Hypothesis
Friedman draws a distinction between permanent

coiisunption and transitory consumption. Perman -
ent consumption stands for that part of consumer
expenditure which the consumer regards as perman -
ent and the rest is transitory. Distinction can also he
made between durable and non-durable consumer
goods. Durable consumption is concerned with
purchasing capital assets and in the case of non -
durable good the act of consumption destroys the
good. Ordinary consumer expend ii nrc relates to
non-durable consumption. i.e., COIlSUfl) ptton of
goods which are quickly used in consumption. These
are the 'flow' items since a flow of them is being
continuously consumed. On the other hand. durable
consumption, which relates to the Purchase of'
capital assets, is an act of investment. They are the
stock items.

The permanent income hypothesis takes into
account this distinction. This hypothesis gives the
relationship between permanent income and per-
manent consumption and states that the ratio
between the two does not merely depend on the size
of the permanent income, it also depends on some
other variables.

Friedman gives his permanent hypothesis in the
form of three equations:

(I) Y=Yp+Yt
(2) C=Cp+Ct
(3) Cp=k(i.w.u) Yp

Q 

Fig. 42.3 (a)

Figure 42.3(a) depicts long run relationship. Solid
lines Y and C show proportional relationship. when
income grows steadily. Similarl y, if income grows in

Fig. 42.3 (b)

I Icre Y xii ids for income. Vp is permanent
income. Vt is transitory Income. Similarly. C stands
for consumption; therefore, ('p is pe rola ii cut co -
sumption and ('t is tratisitor LoflStJIIil'iiofl.
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Lquation No. ( I) 111cills that total lilCome Y is
made up Of PCI marieiit income Yp and transitory
income Yt, and equation No. (2) means that total
consumption C is equal to permanent Consumption
Cp and transitory consumption Ct. In other words.
the first two equations \tate that Noth income and
consumption arc itlaLIc tip 01 permanent and transi -
tory elements.

Equation 3 gives the pCrmanCIII income hypo-
thesis. Look at cqwi Iwn 3 again. As men-
t-ried alread y , it gives the relationship between
pe mc aneji t incorli e and permanent consumption. It
to vet, the variables on which the ratio between the
two depends. These variables are interest (i): the
ielatunship between the income from his property
and that from his Owl) abilities and efl'orts (w); and
tli preference of the consumer for imnicJotc
transitor y consumption as distinguished trout addi -
tion to his wealth, i.e., permanent consumption (u).

Thus equation 3 means that permanent con -
sumptitm ('p is a function of (a) the rate of' interest.
(h) rates of consumer's income from property and
his personal effort. i.e.. human and non -Ii uman
wealth (w) and (c) his preference for immediate
consumption (u) multiplied by permanent income
Yp.

Actually, it is the size of income rather than the
rate of interest which determines constiniption. As
fur tile second element, viz, human and non -human
wealth, statistical evidence suggests that the size of
Consumption expenditure depends a great deal on
the value of consumer's assets. A consumer, who has
considcrahlc income front his assets, is likely to
spend more on consumption and save a smaller
proportion o fllis income than one who has no assets
at a!l but desires to have them, Th is shows the
i m portanet' of ( u in equation 3.

Permanent income is derived both from human
and ion - h u man capital of the consumer. The per-
n)aiien t income hypothesis really emphasises the
important role of capital assets or wealth in deter-
Ill itt ing flit' size of consumption. It shows how both
income and consuni ption are closely linked with the
consumer's wealth. It is capital and wealth (both
human and non-human) which affects the level of
consumption rather than consumer's income.

Life Cycle Hypothesis I

There is another approach to consumer expendi-
ture. it is said that consumption function is affected
more by consumer's whole life income rather than
his current income. This view has been put forward
by Modigliani, Brumberg and Ando. I The perrnan-

I. See Stonier and Hauge. 4 Text Book of Economic
Theov, p. 476.

2. Modiglianj F. and Brumberg R., "Utility Ana!y.cis
and ('on.dunipjcon /"Unc(iofl in Kurihara (ed.), Post Aevne-
sian Economies, pp. 383-436 and Ando, A and Mod igliani
F., rite Life Cycle Hypothesis of Saving, ew., AmericanEconomic Review, 1963, p. 55-84.

ent income hypothei.ss focusses attention on the
income of the consumer earned in recent past as
well as expected I'uture earnig's (and wealth), But the
'Lih.t cycle' hypothesis makes tire consumption fune-
tan depend upon consumer's whole life income. In
childhood, the consumer earns nothing but spends
all the same (his parents spend on him): in the
middle age, when he comes to have a family, he
earns and spends. But he will be earning more than
he spends. He tries to save enough to maintain
himself in hi old age when he will not be able to
earn oi earn much. Over his life span, the consumer
tries to maintain a certain uniform standard and
with that end in view he organises whole life's
On.'seu income flows of cash receipts. In other
words, he will arrange his income and expenditure
in such a manlier as to maintain a certain standard
of living which he desires.

If all individuals forming the community earn just
enough to maintain their standard of living till the
end of their life, such a community will have no net
savings. But since nobody can say precisely when he
would die it will not be possible for people just to
balance their income and expenditure. Hence it is
very likely that people will leave some saving at
their death. Most people consciously want to leave
some money for their heirs. Hence, over life time,
People will earn more than they spend and saving is
inevitable. The amount of net saving of the com-
munity will depend on the growth of population,
their age-structure, 'on income and the amount they
desire to leave to their heirs.

Thus, the life cycle theory links the net saving of
the community to the growth rate of population arid
to the rate of increase in incomes. When iii a country
population is increasing and Peo p le are earning to
spend, at any moment of moe there will he net
saving. Net s:ivingt will go on increasing as time
passes: there will be more saving in each year than
in the previous year. If people are better off than
their parents, as is usually the case, more saving will
be effected.

The Lit'c C ycle' hypothesis scents. to he quite
realistic and plausible. II ma y he noted, however,
that this hypothesis empltasiscs income as derived
from wealth more than cash receipts. It also draws
our attention to the fact that the Consumers have to
make a choice between immediate consumption and
accumulating of assets for future use. 'fhus, econo-
mic theory is progressively moving from theory of
consumption to the theory of capital. in tither words,
the life cycle hypothesis brings out the fact that,
consumers build up capital stock which they might
hold iii cash or invest in various ways and a part of
the consumer's stock invested is in. durables. It is
clear that the theory of consumption ('unction in
future is likely to be firmly linked to capital theory.
The consumers are keen to build up a stock of
capital assets of a certain size which they consider'
appropriate to their level of income.
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AND EMPLOYMENT: INDUCEMENT
TO INVEST

_J
Meaning of Investment

It ma be stated at the Outset that the meaning of
Investment here is different from the common use of
Inc word. One often hears of a person investing
money in buying shares of a company or buying an
existing security or bond or property or title to
property- These are purely financial transactions and
are merel y transfers of assets from one person to
another. It is an investment b y one and disinvest-
ment by another and as such, such transactions
cancel out. They do not constitute real investment
since they do not add to the nations physical stock
of capital.

Investment, in the theory of income and employ-
ment, means an addition to the nation's physical
stock of capital like the building of new factories.
new machines as well as any addition to the stock of
finished goods or the goods in the pipelines of
production. Investment includes additions to inven-
tories as well as to fixed capital. Investment in this
sense does not refer to the total stock of capital in
existence, but net addition to this capital over a
period of time, say a year.

Thus, Investment in the present context does not
mean the, purchase of existing securities or titles—
bonds, debentures, shares. etc. Such transactions do
not add to tOe existing capita] but mereiy mean a
change in ownership of the assets already in exis-
tence. They do not create income and employment.
Real investment, on the other hand, means the
purchase of new factories, plants and machines,
because only newly constructed or created assets
create employment or generate income.

Types of Investment

Investment may be counted on the groA or the net
basis. Net investment is gross investment minus
depreciation. In the theory of income and employ-
ment, investment means net investment and not
gross investment.

Investment may he ex-ante or planned or anuici-
pa(ed or intended investment,, or it ma y he ex-pos,
i.e., actually realised investmcIt or when inve.tmc;t
is not merel y planned or intended but which has
actuall y been invested or impleinetited.

Another classification of in vestment ma y ic

Private Investine,it or Public Investinenf. Private
Investment is on private account, i.e.. by private
individuals and public investment is by the govern -
merit. Private investment, i.e., by private Investors or
entrepreneurs is influenced by marginal efficiency of

capital (i.e.. profit expectations) and the rate of
interest. It is profit-elastic. Public Investment is h',
the State or local authorities, such as building of
roads, irrigation projects. school buildings, public
parks, electricity works, etc. In the public invCstment
profit motive does not enter into consideration. It is
undertaken for social good and not for private gain.

From the point of view of the theory of income
and employment, the more impbrtan t classification
of investment is into a u tonomoustonomous investm ent and
induced Investment.

'."-Au(oiiornous Investment, Investment which is in -
dependent f tj _lcl of Income is calictf aulno-
ñs investment. Such invcrnent does not vary
with the lcvcLoL.jneü_nje In other words, it is

• • Autonomous investment depends
more .()Lpopu]ation growth and technical progress
than on anything eke.  The influence of change in
iiinc is not altogether ruied out, because higher
income would probably result in more investment.
But the influence of income is negligible as com-
pared with the influence of population growth and
progress of technical knowledge.

Examples of autonomous investment are 'long-
ra'nge' Investments in houses, roads, public buildings
and other forms (it' public investniciit. Such inci•
went is generally done by the Slate as ncccssmtaieLl
by the growth of population and facilitated by
technical progress and not as

-
i result nI change in

national income. Most of' the investment undertaken
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to promote planned economic development or de-
fence, investment comes under autonomous invest-
ment. It also includes long-range ipvctrnent. to
bring about technical progress or innovations. In
hicks' words, "Public investment means investment
which occurs in direct response to invention and
much of the long-range investment (as Harrod calls
it) which is only expected to pay for itself over a
long period, all of these can he regarded as autono-
mous investments." These investments are indepen -
dent of changes in income and are not governed by
profit motive. They are generally made by govern-
merits and local authorities more for promoting
general welfare than for making profit.

Autonomous investment can be represented diag-
ramatically as in the figure given below.

Y

A UIOnOOIOUS In vestment
Fig. 43.1

Income is shown along the X-axis OX and invest-
men( along the Y-axis OY. 11 is the investment
curve drawn parallel to the X -axis. This means that
whatever the level of income (changes tit 	 are
shown oil 	 investment remains the same.

Induced Investment. investment svhmclt varies
With the - Change., in
induced invcstm cut. Changes in national income

aggregate demand which in
ILL rn it1cts the voluitic of irvcslnicnt. When, for
i nista uce. national I nconie increases, aggregate
(Icinalid toti jncrca,cs. Investment has to he under-
taken to nci [Ins increased demand flius induced
investment is illLuiilc-Clds[IC, i.e., it increases as
income increases, and vice versa.

Induced investment is investment not onl y in
fixed capital but also in inventories which is under-
taken to enable the economy to produce a larger
Output ill order to meet the increased demand,

Induced investment is made by the people as a
result of changes in income level or consuniption. It
is also influenced by price changes, interest changes.
ete. which affect profit possibilities. It is undertaken
for the sake of profit or income and it changes with a
change in income. Thus induced investment is
governed by profit motive. It is sensitive to changes
in income, i.e., it is income-cJastic.

Induced investment is illustrated by the Fig. 43.2
below. As before, income is shown along OX and
investment- along DY. The investment curve 11 has

been shown as rising upwards to the right. Tms
means that as income increases, investment also

1'..

01'	 INCOME

Induced invest pnem
Fig. 43.2

increases, and as income decreases, investment too
decreases.

In a nutshell autonomous investment is income-
inelastic and induced investment is income-elastic.

Importance of Investment

We have seen that, in the Keynesian system.
employment depends upon effective demand. There
are two major constituents of effective demand--in -
vestment and consumption. Of the two, investment
is more volatile and unpredictable as well as a more
strategic variable. "A fundamental principle is that
as the income of it communit y increases. consump-
tion will also increase but b y less than the increase
in income. Hence, in order to have sufficient
demand to sustain an increase in employment, there
must be increase in real investment equal to the gap
between income and consumption out of income. In
other words, employment cannot increase, unless
investment increases")

In the previous chapter, we have already empha-
sised the crucial importance 01' investment. The real
solution of the problem of unemplo yment is to step
LIP the level of investment in the economy. Being a
more volatile variahlc, investment determines effec-
tive demand more Man its other constituent.
consumption spending.

Factors Affecting Investment

We have said above that there are two determin-
ants of income and employment in a country which
constitute effective demand, vi:., consumption and
investment and we have also said that the more
important of the two constituent ,, of effective
demand is investment. What induces businessmen to
undertake investment? Obviously, profit expecta -
tions seem to exercise a major influence on invest-
ment decisions of businessmen and these profit

I. Dillard, Dudley—The Economics off. M. Keynes.

1958, p. 29.
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expectations in turn are influenced by the current
and the expected level of economic activity, changes
in technique, etc.

Broadly speaking, inducement to invest depends
on two factors, viz.,

(a) the marginal efficiency of capital (which ac-
cording to Keynes is another name for the expected
rate of profit) and

(h) the rate of interest.

Suppose a mail money to invest. He will
have to pay interest on the loan. But he expects
profit from this investment. He must compare the
rate of interest which he has to pay and the rate of
profit that he expects to obtain. Obviously, the rate
of return or profit must at least be equal to the rate
of interest, otherwise no investment will be made.So
long as the expected rate of profit exceeds the rate of
interest, investment will continue to be made. The
yield expected from a new unit of capital is called by
Keynes marginal efficiency of capital. This marginal
efficiency of capital must never fall below the
current rate or interest, if investment is to be
worthwhile.

Hence, the inducement to invest depends on the
marginal efficiency of capital on the one hand and
the rate of interest on the other.

Of these two determinants of inducement to
invest, viz., the marginal efficiency of capital and the
rate of interest, which is of greater importance? The
rate of interest does not quickly change, it is more or
less sticky or constant. Hence, the inducement to
invest, by and large, depends on the marginal
efficiency of capital. If the business expectations are
good or if the marginal efficiency of capital is high,
more investment will he made in spite of high rate
of interest. On the contrary, depression or bleak
prospects of profits will discourage investment, even
if the prevailing rate of interest is low. Thus.
fluctuations in investment are mainly due to the
fluctuations in the marginal efficiency of capital.

Other Factors. There are some other factors that
affect investment. For instance, if a firm has already
excess capacity and can easily handle increased
future demand, it will not go in for further invest-
ment to increase its capital equipment.

Technological progress also affects current level
of investment. For example, a new invention may
render the present capital stock of' a firm obsolete
and adversely affect its ability to compete. In this
case, further investment will he called for.

We may sum up the Keynesian argument at this
stage: The level of income and employment
depends on effective demand which in turn depends
on (a) consumption and (b) investment. Consump-
tion being more or less stable, we are left with the
more important factor, viz., investment, investment
depends on (a) the rate of interest and (b) marginal

ffieiency of capital or the expected rate of profit.
Now the rate of interest being more or less constant,
we are left with the marginal efficienc y of capital as
the sole determinant of the level of income and
employment in a country.

We discuss these two determinants ot iiivcin1cnL.
viz., marginal efficiency of capital and the rt1c of
interest, in the following sections.

RGINAL EFFICIENCY OF CArITA I.

Meaning

In the modern world, an act of investment in-
volves a great amount of risk. It means locking up of
funds for a long time to come in the hope of getting
profits as a reward over the expected economic life

fthe capital asset. When an entrepreneur instals a
new machine, he is undertaking an act of invest-
ment, expecting to reap profits in future from the
sale of the.output of the machine. But the future by
its very nature is uncertain. It is quite possible that
when the machine is ready for production, the
demand for its product may no longer be there, so
that instead of profits there may he losses.

The great uncertainty about the future gives rise
to the extreme instability and fluctuations in the rate
of investment in modern capitalist economics. To
compensate them for bearing these risks, the entrep-
reneurs want a high enough rate of profit so as to
induce them to. take such risks on behalf of the
community. If this rate of profit is not adequate, the
inducement to invest will be very weak.

The businessmen try to reduce the unpredictabili-
ty of the future by trying to base their decision
in the light of past and 'present trends. Marginal
efficiency of invesment is the highest expected rate
of profit which is likely to be had by a marginal

increase in the rate of investment. Since it refers to
the expected rate, rather than the current rate of
profit, marginal efficiency of investment is liable to a
great deal of fluctuations in the short run. It is the
prospective yield which gives the marginal efficiency
of capital its most important characteristic, i. e.,
instability.

While making investment, the businessmen com-
pare the supply price or replacement cost of the
machine and its prospective yield. The marginal
efficiency of a capital asset can he calculated by
relating the prospective yield of the asset to its
supply price. Keynes himself defines marginal clii-
ciency of capital thus: "I define the marginal
efficiency of capital as being equal to that rate of
discount which would make the present value of' the
series of annuities given by the rçturns expected
from the capital asset during the life Just equal to its
supply price". In other words, marginal efficiency
of capital is the rate at which prospective yield of an
asset is discounted so as to make it just equal to the

25 - A
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supply price or replacement cost of the asset. The
formula is

Supply Price = Discounted Prospective Yields

It'
	 R	 R.	 R

(1
Or Cr -'.__._._.	 ?

-fr	 (1+r)3	 . 1(14.v)N

Here Cr is the replacement cost or supply price. R1
..Rn arc the series of the prospective

annual returns or yields: r stands for the rate of
discount which would make the present value of the
series of an nual return j usi equal to the replacement
cost or supply price of the capital asset. This is really
the marginal etlicicticy of' capital.

The above is the marginal efficiency of a parti-
cular asset. But in macro-economics we are con-
cerned with the marginal efficiency of capital ill
general. The marginal efficiency of capital in general
is the highest of all individual marginal efficiencies.
We can prepare a schedule of the marginal efficien-
cies at Various levels of investment,

ln%'CS(iflCllt 1)crrianiJ Curve

The marginal efficiency of capital falls as invest-
ment increases. There are two reasons for this: One,
the installation of a larger number of similar
machines leads to a reductiop in their prospective
yields just as consumption of more units leads to a
decrease in marginal utility. Secondly, the prices of
SLIC11 machines will go up as their demand increases.
Th i s will add to the costs. Thus costs go up on the
One hand and the market price of their products
goes down as production increases. Hence, the mar-
ginal efficiency Of capital goes down as investment
increases, This is because with more investment the
productive capacity of' the economy will increase
and this will depress the expected rate of profit. It is
Clear that marginal efficiency of capital will he
ditlrcnt at different levels of capital investment. As
investment increases, marginal efficiency of capital
goes down, Thus, the curve of' marginal efficiency of
investment is likely to be a curve falling from left to
right.

We can construct a n imaginary schedule as under:

Diminishing Marginal Efficiency of Capital

Investment 	 Marginal Efficiency
of Capital

	

10.000	 12%

	

12.000	 10%

	

14,000	 8%

	

16,000	 6%

	

18,000	 4%

	

20,000	 2%

We see from the above schedule that when
investment is Rs, 10.000, the rn:irginal efficiency of

capital is 12 per cent. But as investment increases,
say to Rs. 20,0(X), the marginal efficiency goes down
to 2 per cent.

This schedule can be easily converted into MEC
curve as shown in Fig. 43.3 below. On the OX-axis

12
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Marginal Efficiency Curve
Fig. 43.3

are shown the JitTerent amounts of invesimeni and
on OY the marginal efficiency of capital and the rate
of interest. The MEC curve represents the marginal
efficiency of capital. It slopes down from left to the
right which means that as investment is increased its
marginal efficiency goes down.

Investment at any time depends on the rate of
interest prevailing at that time. If the rate of interest
is per cent, then it will be seen in Fig. 43.3 that the
entrepreneurs will invest Rs. 16,000 in capital goods,
because, at this investment, marginal efficiency of'
capital is equal to the rate of interest. The marginal
efficiency of' capital represents the investor's return
and the rate of interest is his cost. Obviously, the
return on capital must at least be equal to the rate of
interest, which is its cost. Suppose the rate of interest
goes down to 4 per cent, then it will become
worthwhile to invest Rs. 18.000. Thus, the marginal
efficiency of capital and the rate of interest move
together. We may thus conclude thai given a mar-
ginal efficiency schedule or ciine, the investment
will depend on the prevailing rate of interest.

The Position and Shape of the MEC Curve

(The elasticity of the MEC determines the extent
to which the volume of investment would change
con seq u cut upñ	 If't.
the MEC is relatively inlerest-elaslic, a little fall in
the rate of interest will resuli"Th"-j considerable
expansion iu the volume of investment)1Th the other
hand, if MEC is relatively interest inelastic, then a
considerable fall in the rate of interest may not lead
to any increase in the volume of investment. This is
shown in the Fig. 43,4 and Fig. 43.5.

ztl - 6



M	 i-i

INVESTMENT INVESTMENT

I...

DETERMINANTS OF INCOME AND EMPLOYMENT
	 3t,)

Irnere c'lasiic MEC Curve
Fig. 43.4

Shifts in MEC

It can he easily understood that as the expecta-
tion regarding the prospective yields change, the
marginal cHic	 - ital wilLAiiaage too a'i

MECcyULhifl-upwa-rdsur dowuwa4s -
This is shown in Fig. 43.6 below., uppose a war,
- 

INVESTMENT
Shifis in Marginal Efficiency of Capital

Fig. 43.6
breaks out or dcina.d for goods increases on
account of some other reason. As a result, entrep-
reneurs' expectations of profit will rise high and the
investment demand curve or the MEC curve will
shill upwards to MlC'. This means that at a given
rate of interest, investment will he greater than
before. From the Fig. 43.6. it will be seen thatthat
whereas the rate of interest i, investment was OM
before, it now becomes (3M'. Similarly, if for some
reason demand for goods has decreased bringing
down the marginal efficiency of capital to MEC'
at the same rate of interest i, investment will only he
OM' ' as compared with OM before.

Influence of the Rate of Interest. Thus, the rate of
interest, along with the marginal efficiency of' invest-
iriciit. determines the volume of investment. II' the
rate of interest is higher than the marginal efficiency

!nteres(-inelastic AlEC Curve
Fig. 43.5

of investment, it will not be profitable to create a
new physical asset. This is because we assume that
the aim of the individual investor is to maximise his
money profits. Two courses of action are open to an
investor; either he can use his mone y to create
additional physical assets, i.e.. he can Invest in the
Keynesian sense of the term, or else he can lend his
money to others at a certain rate of interest. Now, if
marginal efficiency of investment is lower tha: the
current rate of interest, it is more profitable to lend
ones money rather than use it for creating new
assets. On the other hand, if marginal efficiency of
investment is higher than the rate of interest, it is
better to invest more. At the point, where marginal
efficiency of investment equals the current rate of
interest, we have the equilibrium level of the rate of
investment.

It follows, therefore. that the rate of investment
also depends on the rate of interest. It is interest-
elastic. A low rate of interest tends to stimulate
investment. But it may fail to do so, if marginal
efficiency of investment is already lower than the
rate of interest (as may well happen during a
depression). Of the two determinants of the rate of
investment, marginal efficiency of investment is
more volatile than the rare of interest.

The rate of interest is usually 'sticky' in the short
run, while marginal efficiency of investment can
fluctuate from one extreme to another. If there is ;t
divergence between the two, usually the marginal
efficiency of investment will adjust to the iate of
interest. If, for example. the marginal efficiency of
investment is 6 per cent, 'while the current rate of
interest is 4 per cent, forces will be set in motion so
as to bring the former to the level of the latter. In
such a sithation, there will be morc investment.
because marginal efficiency of' investmnt is greater
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than the jale of interest and. sitIi an increase in
investment, marginal efficiency of investment will
fall, At the point, where it is just reduced to the level
Of the current rate of interest, further investment
will cease.

The level of investment is not alwa ys influenced by
the cost of borrowing or the prevailing rate of
interest. It is possible that investment has somehow
proved unprofitable. Fixed interest payments will
then reduce the future earnings on the equity issue
of the firm and thus discourage investment.

Also, instead of borrowing the firm has the option
of increasing the ordwary stock issue.

Resides, if Profits increase proportionately to
increase in share capital. the proposition cannot be
attractive to the investing firm. Moreover, the firm
can plough back its acumuIated profits and may not
resort to borrowing.

Thus, although, for the economy as a whole, the
supply of funds may be interest-elastic, yet an
individual him may not find borrrowing from the
market worthwhile. In actual practice, we find that
investment demand is not much influenced by rate
of interest (i.e., it is interest-inelastic). Investment
demand is largely determined by marginal efficiency
of capital.

ROLE OF hUSIN ESS EXPEcTATIONS
IN I)ETERMJNING MEC

There is no doubt that business expectations play
L veryImportant role in determining marginal
efficiency of capital and therefore investment. We
know that tile volume of employment or the size of
national income is determined by two factors, viz.,
propensity to consume and the inducement to
invest. Of these two, propensity to - consume (or
consumption function) is more or less stable.
fluctuations in income and employment, therefore,
depend primarily upon the inducement to invest.
Hie inducement to invest, in turn, depends on
(a) the rate of interest and (b) the marginal effi -
ciency of capital, Since the rate of interest is
relatively stable or sticky', fluctuations in invest-
ment depend primarily upon the changes in the
marginal efficiency o capital. There are two deter-
minants of the marginal efficiency of capital, i'iz.,
the supply price or cost of the capital asset and the
prospective yield or return from the asset.

It -is the expectations of the businessmen regard-
ing the prospective yield which play a vital role in
dehçrmining the marginal efficiency of capital and
hence investment, which in turn determines the
volume of cniploinent or size of the national
income. The most important characteristic of the
marginal efficiency of' capital is its instability and
[his is caused by the uncertainty in prospective yield
or business expectati&)ns.

In a capitalist economy. the instability of econo-

in ie life (or economic fluctuations) is mainly attribu-
table to the unstable character of prospective yields
from capital assets. Whether the demand for capital
goods is stable or unstable will be determined by the
stability or instability of prospective yields, i.e.. by
business expectations. As business expectations
change, the volume of investment changes and so
does the volume of business activity or the volume,
of employment.

It may be emphasised that the marginal efficiency
of capital refers to the, yield that is expected in
future from investment in a brand-new asset and
not the return actually obtained from an existing
plant, till it becomes useless. Further, it may also be
borne in mind that the prospective yield is made up
of ti-ic total returns expected from the asset during
the whole of its life, and these returns may vary from
year to year.	 -	 -

Following are the two types of expectations
regarding the prospective yields of capital assets:

(a) Short-term expectations; and
(ii) Long-term exectatioi.,

Tile short-term expectations .irc based on existing
facts which are more or less known to he certain
such as the size of existing stock of capital assets and
the Intensity of consumer demand for the goods
which can be produced with these assets. Short-term
expectations relate to the sale proceeds of the goods
made with the existing plant.

On the other hand, long-term expectations relate
to the sale proceeds of output resulting from the
alterations in the size of the plant or from entirely a
new plant. In other words, they are expectations
about future changes in the size of the stock of
capital assets and about changes in the level of
aggregate demand during the future life of these
assets. Obviously, the factors on which long-run
expectations are based are uncertain.

Thus, short-term expectations are more stable
because what has happened in the recent past is a
safe guide for the near future. But no past exper-
ience will tell its as to what will happen iii the long
run. The long-term expectations are highly unsta-
blew The horizon becomes more clouded a we ok
alfcad. But long-term expectations are more impor-
tant in explaining fluctuations in investment and
employment.

Factors Influencing Expectations

In view of the important role that the business
expectations play in determining marginal efficiency
of capital, let us analyse the forces which influence
the prospective yields of an asset.

The long-term expectations are influenced by the
following factors:

(a) The State of Confidence. Much depends on
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how confident the businessmen are about the future
changes, i.e.. not only what they expect to happen
but how certain and confident they are that it will
happen.

(b) Stock Exchange Valuation. The value of the
assets also depcds a great deal on the value
altsehed to it by the dealers in stock exchanges.
(liven the rate of interest, changes in the capital
values of investments will depend on the prospective
yields as shown by dealings in stock exchange.

(c) Irrevocable Decisions. investment decisions
depend not so much on cold calcUlations or precise
calculations of expected profits but decisions are
irrevocably made and risks taken by bold and
dynamic entrepreneurs. In other words, investments
are not based on accurate knowledge of prospective
yields but on mere ad hoc decisions of entrepreneurs
who ventured to take the risk.

(d) Elements of Instability. In modern Limes,
elements of instability have been imported into the
economic system by divorce between ownership and
control and by the working of stock exchanges.
Prospects of the' various investments are assessed
and reassessed almost daily, even, several times in a
day. It has now become possible to invest one day
and disinvest the next day.

(e) Link with. Investments.- The stock exchange
dealings regarding the revaluation of the existing
investments inevitably influence similar new invest-
ments. Thus, the prescnlinvestments ard. linkc .d with
new investments which is the real investment.

(f) Behaviour of Investors. Dealings in the stock
exchange by ignorant and unintelligent investors
may give a perverted view of the entrepreneur's
long-term expectations. They rather think that the
present state of affairs will continue. But actually
conditions often change. Since there is mass valua-
tion of assets on the stock exchange, there are
alternating waves of pessimism and optimismi Even
a professional dealer is more concerned with mak-
ing money than with giving a correct valuation of
the assets. He also takes a short-run view.

(g) Non-economic Factors. Then there are
several non-economic factors. Some political events
such as threat of a war, success of a particular party
in elections or a diplomatic triumph also affect the
value of assets or their prospective yields.

THEORY OF SECULAR STAGNATION

It has been observed that the marginal efficienc>
of capital shows a declining tendency in the long
run. The economists used to call it a falling rate of
profit, but now they call it a diminishing marginal
efficiency of capital. It is the View of most CCOtit'-
mists that in a capitalist society, the rate of profit
goes on falling in the long-run. It is called "Stagna-
tion Thesis."

Although most economists agree that the rate

of profit continues to fall in the long run. There
is, however, difference of opinion oil 'why is it
so?' According to Adam Smith. the rate of profit
falls because the amount of capital in a country goes
oiiincreasing. Ricardo and Mill were of the opinion
tha( this was due to the niggardliness of nature.
Owing to increase in population even inferior lands
have to be brought under cultivation and naturally
the output decreases. Keynes's view is somewhat
similar to the view of Adam Smith and that of Karl
Marx. He thinks that as the stock of capital goods
increases, its return goes on dcrcasing. He says that
marginal efficiency of capital decreases in the long
run because with a growing sock of' capital assets,
prospective yield decreases.

The marginal efficienc y of capital depends on two
factors: (a) Supply price or cost of production and
(b) prospective yields. The ma'ginal efficiency of'
capital decreases bccatisc ciiherdhe cost of produc-
tion increases or the prospective yield decreases. In
the short run, marginal efficiency of capital
decreases because the Cost of pro t ui4ton of capital
increases, but the longer the period the greater is the
inuence of the prosecivc yields. Thus, the secular
decline in the marginal cllieicncy of eapital is almost
entirely the result of a tall in 'the piospectivc yields.
The prospective yield decreases because there is
increase in the supply of capital goods. As invest -
iflCflt increases, production increases. The increase
in capital and other factors leads to an increase in
output which results in fall in prices. The result is
thal1utui'e espctalmons from investment go klo%k n.

But ,so long as the marginal efficiency of capital is
more titan the current rate of tntcrcst, further
investment viil continue since the rate of interest is
less than the rate of profit. If the rate of interest falls
to zero, the production 01 capital goods will inrcase
up to the point where the rate of' protit also fa ll - to
i,ero. The capital goods will be no longer scarce and
the marginal efficiency of capital will drop_t'?cro.
Keynes is of the view that if the uutpitt i.f'caprtal
goods continues to increase without anY
limit, the situation as above will he created in a
generation or two. But because some difficulties do
appear in the way of production of' more capital
goods, the marginal efficiency O f calItal has not

fallen to ZCRS.
What checks the decline in marginal ctltc'icncv ul

capital? Some of the factors which prevent the
marginal efficiency of' capital t'roin hill iiig to zero are
increase in population. territorial espansion and
technical progress. d lice are griwth iciors. Also.
the wars break olii ull'and on and tic 'heck the fall
in the rate ot protmis. In case tie;e i.'ro sc ih factor
cease to i'rate, there will he sccul,i' sfavnation. In
rich countries, s¼ltere there is.ihund.inL't' of capiLil
goods tad iiis'cstnicnt ccase to hc )o.Iiiahlc. there
is tincinplovmcnt. I fence such ecuntrius cannot
nuintain l'til I empfosiienl s ithotit social control on
ii VCSIll)  C uIt.
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The above analysis of the marginal efficiency of
capital leads Keynes to the conclusion that control
on investment cannot be left in the hands of private
individuals. The long-term expectations are so un-
certain that they cause fluctuations in the marginal
efficiency of capital, which cannot be set right by
changes in the rate of interest. There is a great fear
of fall in the long run return resulting from the
continuing uncontrolled increase in capital goods.
This may irreparably damage the future productive
capacity of the community. Hence government con-
trol is essential State can understand much better
the long-term needs of the community and it has the
power to keep it in a state of comfort.

thus, the theoretical concept of marginal effi-
ciencv of capital has its practical counterpart' in
socialisation of investment. This necessitates overall
economic planning.

Determination of Rate of Interest. As regards the
determination of the rate of interest, we have
alread y discussed the Keynesian theory of the rate
of interest in the Chapter on Interest. 2 To repeat,
the rate of interest is determined by the demand for
and supply of money. The demand for money is the
demand for money to hold, It is determined by three
Mot i ves, v/:.. transactions motive, precautionary
f1)iitiVe and speculative motive. The supply of mon-
ey is fixed by monetary authorities in a country,
while demand for money arises because of liquidity
prefeience of' the people, arising out of transactions,
precautionary and speculative motives. The demand
or moncy, however, is not absolute. People can be

In(lTlcc(1 to part with liquidity if the reward, i.e., the
rate of interest, being offered in return is attractive.
Generally, the higher the rate of interest the lower
will be the demand for liquidity, and as the rate of
interest falls the demand for liquidity increases, and,
at very low rates of interest, it may become absolute,
i.e., people may refuse to part with any amount of
money with them.

Given the demand for money, an increase in
supply of money will lower the rate of interest.
However, when the rate of interest is very low, say, 2
per cent, it may be difficult to lower the rate of
interest any further by increasing the supply of
money. This is so, because at the very low rates of
interest, the demand for money becomes nearly
absolute. When the rate of interest is already low,
the reward for parting with money is only nominal.
At very low rates of interest, people expect that
sooner or later the rate will rise, and they prefer to
wait till then for lending rather than lending money
lust 110w.

Summing up. Broadly speaking, investment
depends on:

(a) Marginal efficiency of investment;
(b) rate of interest.

Marginal efficiency of investment is subject to.
violent fluctuations in the short run, while tht't't
interest is somewhat 'sticky'. Fluctuations in invest-
ment, therefore, are largely determined by fluctua-
tions in the marginal efficiency of investment.

Investment and the Level of Income
Recently, a view has been put forward that

investment is more responsive to the level of income
than to interest rate. In its support, empirical.
evidence is cited which indicates that a major
determining factor in respect of the level of invest-
ment is the level of demand for goods rather than
the prevailing interest rate. Two arguments are
given to support this view: (a) The higher the level
of demand and income, the more willing will the
businessmen be to invest in the risky enterprises
because they expect higher return. (b) the higher the
level of demand, output and hence profits, the more
will the businessmen be able to invest. It will be seen
that the first argument refers to the willingness to
invest and the second to the ability to invest. It is
assumed that the businessmen are unable to borrow
from the market all the funds they require for
investment at the prevailing rate of interest. Hence
lie is compelled to fall back on their own resources
or funds to finance the investment projects they
consider worth while. These funds may be obtained
by not distributing the entire profits to the share-
holders but hold back a portion for investment. And
the profits will tend to be high when demand and
income are high. Hence we arrive at the conclusion
that investment will depend upon the level of
income (or demand) rather than on the rate of
Interest.

The theory that investment is influenced by level
of profits (or income) has raised lot of controversy.
There are statistical difficulties in determining
whether empirical evidence conforms to the theory.
There is no conclusive evidence supporting the
theory that investment is high when profits are high.
Rather, the causal connection points in the Opposite
direction. It is seen that high investment causes high
level of income by the multiplier process which
causes high profits.

Thus, the controversy is not settled one way or the
other. All that we can say is that the available
empirical evidence is not adequate to reject the
theory that investment depends on demand or
income or is influenced by the level of profits.

7. Chapter 34.



MULTIPLIER AND ACCELERATOR

Concept of Multiplier

We have studied the determiiants of ineome and
employment in a country. There we saw that the
volume of employment depends on aggregate
demand, The aggregate demand is composed of
(a) consumption demand and (b) investmenl
demand. Consumption depends on the consumer's
income and his propensity to consume and invest-
ment demand on (a) the marginal efficiency of
capital and (b) the rate of interest.

We have discussed the propensity to consume in a
previous chaptcr.'Higher the propensity to consume
the higher'will be the level of income and employ-
ment in the country.. Hence, if there is unemploy-
ment in a country, stcpsshould be taken to raise the
propensity to consume. When investment is in-
creased then also the level of income and employ-
ment rises. As income increases, consumption ex-
penditure too increases, but proportionately less
than the increase in income. This is due to the fact
that the marginal propensity to consume is Less than
unity. We have discussed this in a previous chapter
(42).

In this chapter. we propose to study how much or
how many. times income increases as investment is
done. This can be known from the concept of the
multiplier. We shall see that as investment is in-
creased the national income increases proportiona-
tely much more. Flow many times it increases
depends or the marginal propensity to consume. As
we have said already, the higher the marginal
propensity to consume, the greater will, be the
increase in income as a result of investment. The
higher the marginal propensity to consume the
bigger will he the multiplier. We shall explain t+is
fully pr'scnily-

Since the national income increases many times

(:kipier 42.

more as a result of a given investment. Keynes
multiplier theory attaches great importance to in-
crease in public investment and Government expen-
diture for raising the level of Income and employ-
ment. The multiplier theory emphasises that public
investment is highl) useful, nay necessary, for in-
creasing income and employment in the country.

It may be borne in mind that both consumption
and investment create employment. If there . is
unemployment or less than full employment, in-
crease both in consumption and investment will
increase employment. In this respect they stand in
complementary relationship with one another.
When investment increases, consumption increases
too and helps in creating employment. It is only
when the level of"full employment' has been reached
that investment and consumption become competi-
tive instead of being coin plc men tary then increase
in one will reduce the other; one will he at the
expense of the other.

Kahn's Employment Multiplier

Before understanding Keynes' multiplier, it seems
to be essential to have an idea about Kahn's
employment multiplier. Keynes' multiplier is known
as 'Keynes''Investment Multiplier' or 'Keynes; ln
come Multiplier', whereas Kahn's multipli& is
known as 'Kahn's Employment Multiplier'.

When government undertakes public works like
roads, railwa ys, irrigation works then people get
employment. This is initial or primary employment.
These people then spend their income on consump-
tion goods. As a result, demand for consumption
goods increases, which leads Co increase in the
output of concerned industries which provides
further employment to more people. But the process
does not end here. The entrepreneurs and worker'S
in such industries- in which investment has been
made, also spend their newly obtained income
which results in increasing output and employment
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opportunities. In this way, we see that the total
employment so generated is many times more than
the primary employment.

Suppose government employs 3 lakh persons on
public works and, as a result of increase in consumer
goods, 6 lakhs more persons get employment in the
concerned industries. in this way, 9 lakh persons
have been able to get employment, that is, three
times more people are now employed, whereas
initial employment generated was only for 3 lakhs
people. In other words, Karin's employment multi-
plier means that by the ,government undertaking
public works many more times total employment i
provided as compared with initial employment.

lnc,me or Invest meut Mu It iplier

On the other hand, Keynes' income multiplier
tells us that a given increase in investment ultimate-
ly creates Iotal income which is many times the
initial increase in income resulting from that invest-
ment. That is why it is called income multiplier or
investment multiplier. Income multiplier indicates
how many times the total income increases by a
given initial investment-

Suppose Rs. 10 crorcs are invested in public works
and as a rèsult there is an increase of Its. 30
crord in income. In this case, income has increased
3 times, i.e., the multiplier is 1,11`6,1 represents
increase in investrnent,Y indicates increase in
income and K is the multiplier, then

K=*

The multiplier is the numerical co-efficient show-
ing how large an increase in income will result from
each increase in investment. The multiplier is the
number by which the change in investment must be
multiplied in order to get the resulting change in
income, It is the ratio of change in income to the
change in Investment. If an investment of Rn
crores increases income by Rs. 15, the income
multiplier is 3 and if Rs. 20 crorcs, the multiplier is 4,
and so on.

With the help of marginal propensity to consume,
we can express in a s ystematic manner the relation-
ship between a gi ven increment in investment and
the resulting change in income. Suppose on a given
day an investment of 1,000 rupees takes place. Now,
the first impact of this change will be that incomes
of persons engaged in investment activity will go up
by 1,000 rupees. The process, however, does not end
there. The recipients of incomes will spend a part of
their additional income and save the rest—the
magnitude of their additional spending will depend
on their marginal propensity to consume.

Suppose marginal propensity to consume is 3/4.
Then they will spend 750 (1000 x ) rupees and save
250 rupees. When they spend these 750 rupees in
buying goods and services, the incomes of the sellers

of these goods and services go up by Rn 750. They in
turn will spend a part of it, depending on their
marginal propensity to consume. If their marginal
propensity to consume is also 2, they will spend
562.5 (750 x ) rupees and save the rest irzeasing
income by Rs. 562.5. Thus, one primary round of
expenditure Creates income much highTer than the
original amount. If the marginal propensity to
consume is stable, the series of successive expendi-
tures become a geometric progrcssion.

1000100O x+( 1000)(1) lOOOX() S + 1001) < ( 4

j

1000(rLT)l000()
,1000x4
A 4000 rupees.
Astands for the increase

Thus, we see that an initial, primary inv,estment of
1,000 itpces gives rise to an increase of 4,000 rupees
in the national income. The investment multiplier
measures the relationship between an Increase in
income caused by a primary increase in investment.
IfAY is increase in income anciAl is increaje in
investment,

Investment MuItiplier

4000In the shove ease, miiltiplier...._..,

We observe from the above that the multiplier is
given by the following formula:

Multiplier

Since tnipc= nap8(marginsl propensity to save).

The multiplier... mpe

(Here mpc is marginal propensity to consume and
mps is the marginal propensity to save).

If the marginal propensity to consume is L th
multiplier can be found as under:—

Multiplmer	 1	 1	 1
- --3

I— tape 1—)

If marginal propensity to consume is .

multiplier	 1

The formula for the calculation of the value of th
Multiplier is derived as follows:

We know YC+l, (i.e., total national incomc
= total Consumptior

Or AY	 .0 + Al and Investment expenditure.)

Divide both sides by L y
C	 Al.

= _.Y_+—-v—
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 By definition we know that-:7

...
I,!f	 k=	 1	 1	 1

AO	 1—inpo	 mpg

1
mpe

In other words, the simple method is that from
marginal propensity to consume we find marginal
propensity to save which can be found by deducting
marginal propensity to consume from I (i.e.,
I -'mpc) and then find its reciprocal. Thus, the
multiplier is the reciprocal of marginal propensity to
save (nips). If the marginal propensity to consume is
4/5, the multiplier will be 5; if it is 9/10. the
multiplier will be 10; if marginal propensity to
consume is I, the multiplier will be infinity and a
given dose of primary investment will lead automa-
tically to full employment; if marginal propensity to
consume is zero, the multiplier will be I so that total
increase in income will just equal the increase in
primary investment.

Thus, the size of the multiplier vanes directly with
the size of the marginal propensity to consume.
When the marginal propensity to consume is high,
the multiplier is high and when the marginal
propensity to consume is low, it is low.

It may be emphasised that the multiplier works
not only in money terms but also in real terms. In
other words, the increase in income takes place not
only in the form of money but in the form of goods
and services. When the incomes increase as a result
of investment and these incomes are spent on
consumer goods, then the output of these goods has
to be increased to meet the increasing demand for
them. Hence, increase in money incomes is matched
by iócrease in output or increase in real income. We
assume that excess productive capacity exists in
ConUrncr goods industries.

Diagrammatic Representation Of rlultiplier

We know that national -income is determined at
the level where aggregate demand .(=consumption
demand+investmcnt demand) curveC+ I cuts the
aggregate supply curve (line forming an angle of
45° with the X-axis). This point of intersection is at
E in the Fig. 44.1.We can show the multiplier effect
also with the help of this diagram. Here income is
shown along OX. and consumption + investment
along OY. The curve C, represents the marginal
propensity to Consume which is assumed to 1. That is
why the slope of C curve is 0.5. Since the aggregate

demand curve C + I cuts the 450 amigle line at E. O'
is the level of income determined. If now invcstmei'it
is increased to EH (As) we can find out the increase
in income ( AY). As a result of' investment EH, the

)IF C +3

INCOME
Multiplier Effect (a)

Fig. 44.1
aggregate demand curve shifts upwards to C+1
This new aggregate demand curve cuts the 450 angle
line at F, so that OY 2 income is determined. Thus,
-income increases b y Y 1\', as a result of investment
increase o' Fll,'which (Y1 \': ) is double of EH (This
can be measured).

It is clear, therefore, tlyat the multiplier is 2. We

also derive this from our formula 1 —mpc. When
marginal propensity to consume

(mpe) is J, the multiplier
1	 1	 1

I —rnj ' 1_ uT O'2

Wc"an also show, with the hclpof a saving and
investment diagram. Fig. 44.2, the multiplier effect
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50

crri40

UZ
0

20 I

5

	

o 310 320 330 340' 3I22 0	X
INCOME (1w CRORES)

Multiplier Effect (b)
Fig. 44.2

of an increase in irvestment on the equilibrium level
of income. In diagram 44.2, SS is the saving curve
and 1-I is the investment curve showing the total
level of investment of Rs. 20 crores. These two
curs intersect at point E and the equilihriu .çn level
of income of Rs. 330 crores is determined. If now

I'
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there is a change in investment from Rs. 20 crores to
30 crores, i.e., an increase of 10 crorcs, then the I-I
curve will shift to the position of I'I' and the two
curves V I' and SS intersect atpoint E' and the-new
equilibrium level of income of Rs. 360 crores is
determined. Now it is clear that when propensity to
save is 4. an increase in investment by Rs. 10
crures has led to the increase in income by Rs. 30
crores (i.e., from Rs. 330 crores to Rs. 360 crores).
Obviously, the value of the multiplier is equal to 3.

Limitations of Multipliet

On a theoretical plane, the multiplier principle
seems to be very attractive, but in actual practice,
things may not materialise as desired. Its working is
subject to several limitations: -

(i) Efficiency of Production. If the production
system of the country cannot cope with increased
demand for consumption goods and make them
readily available, the incomes generated will not he
spent as visualised. As a result, the marginal
propensity to consume may decline.

(ii) Regular Investment. The value of the multi-
plier will also depend on regularly repeated invest-
ments. A steadily increasing investment is essential
to maintain the tempo of economic activity.

(iii) Multiplier Period. Successive, doses of in
vcstrnent . rrnist be injected at suitable intervals if the
multiplier effect is not to be lost.

(iv) Full Employment Ceiling. As soon as full
emplo y ment of the idle resources is achieved,
further beutelicial effect of the multiplier will practi-
cally cease.

Uses of Multiplier

In spite of the above limitations, the multiplier
priticiple occupies a very important place not only in
economic theory hut also in shaping economic
policy. It plays a vital role as an instrument of
-income building. It tells us how a small increase in
investment can result in large increase in income. It
is of special importance in the study and control of
business cycles. It furnishes guidelines for appro-
priate income and employment policies. It also
explains the expansion of public sector in modern
turn

Leakages in Income Stream and Their Effect on the
'Multiplier

Iii the discussion of the propensity to consume, we
saw that as income increases, consumption does not
increase to (lie same extent or proportionately,
because a part of the income is saved. The part of
the income that is saved (i.e., not spent) is as if a
leakage from the flow of income stream. These
leakages obstruct the growth of national income In
the absence of these leakages, marginal propensity

to consume would have been tinily. The consump-
riots e,penditure would have increased 100 per cent
of the increase in income and there would have been
full employment. Why does not an investment of Rs
one erore increase income equal to Rs. one crore? In
other words, why does the increase in income
decrease at every step of investment? The answer is
that the whole of the newly obtained income is not
spent, but a part leaks out. Leakages break the chain
reaction. An initial investment brings about infinite
number of constant additions to income, but the
successive additions diminish at each stage. This is
due to leakages.

The following are the principal leakages:

(i) Paying Off Debts. It generally happens that a
person has to pay a debt to a bank or to another
person. A part of his income goes out in repaying
such debts and is not utilised either in consumption
or in productive activity. Income used to pay off
debts disappears from the income stream. If,
however, the creditor uses this amount in buying
consumer goods or in some productive activity, then -
this sum will generate some income, otherwise'not.

(ii) Idle Cash Balances. It is well known that
people keep with them ready cash which is neither
used productively nor in purchasingcotssumcr goods.
Keynes has mentioned three motives for holding.
ready cash for liquidity preference. viz., transactions
motive, precautionary motive and speculative
motive, This means that therespent part of income
goes on decreasing. In this way, a part or the initial
expenditure leaks out of the income stream. The
cash may be kept in current, account or saving
account. But it is kept away from the exp1iditure all
right: it would have otherwise added to the, future
income.

(iii) Imports. The part of the money spent by
country for importing goods also leaks out of the
country's income stream. It does not encourage or
support any business or industry in the country. It
only helps trade and industry of the exporting
country. This money must be supposed to have
leaked out of the country's income stream. This is
specially so if the imports do not help the trade and
industry of the country or if they are not used for
export promotion. The net import is a leakage.

(iv) Purchase of Existing Securities. Some mon -
iedled people buy securities from others and the sellers
of securities hoard this money. This money also
leaks out of the income 'stream. The result will be
the same if a person buys shares or debentures of an
existing company or gets an insurance policy ot
undertakes some such financial investment. Money
so spent is not used in consumption expenditure and
thus does not help in increasing income. This is a
leakage.

(v) Price Inflation. inflitionary situ shun is also
responsible for leakage. In such a situation, invest-
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ment does not help in generating employment or
increasing income. If there is already full employ-
ment in the country, increase in investment, far from
increasing demand for consumer goods, it decreases
it as a result of which employment in the consumer
goods industries contracts and demand for capital
goods decreases. Whatever increase in income there
is, it is spent in high prices and it does not help in
creating income and employment.

Conclusion. As a result o leakages of income
from the main income stream of the country, the
multiplier effect of the primary or initial, investment
in increasing income is reduced. If somehow these
leakages are plugged, the multiplier effect of invest-
ment in generating income and cmployiilcnt would
increase. If they cannot be plugged altogether, they
should- be reduced or the propensity to consume
should be increased or propensity to save should be
reduced, otherwise the new investment will not have
full effect in increasing income and employment.
Suppose one-third of the new income leaks out in
one form or another at each expenditure sequence.
This means that marginal propensity to consume is
J . With i marginal propensity to consume, an initial
investment expenditure of Re. I crore, i.e., primary
employment and the resulting sequence of con-
sumption expenditure, i.e., secondary employment,
would add up to Rs 3 erores which in the absence of
leakages, would have been much more.

Reverse Operation of the Multiplier

It may be pointed out that the multiplier operates
both backward and forward depending on the
direction of the initial change in investment, i.e.,
whether investment is increased or decreased. An
initial reduction in investment precipitates the
reverse operation of the multiplier.

In this case, higher the marginal propensity to
consume, the greater will be the cumulative decline
in income. A community with a high propensity to
consume is hurt more by the reverse operation of
.the multiplier than one with a low propensity to
consume. Conversely, a community with a high
propensity 10 cave is hurt less than one with a low
propensity to save.

The marginal propensity to consume being less
than one serves as a check to a downward cumula-
tive decline of income when investment declines,
otherwise, the reverse (peration of the multiplier
would bring about a collapse of economic activity.
This never happens. This shows that propensity to
consume being less than one saves the situation.

Reverse Operation of the Multiplier can be ex-
plained with the help of the following diagram:—

The initial equilibrium is at point S. with OP as
the level of national income. Let the govcrnmnt
expenditure fall, shifting the total demand curve

from (C-I-l+G) to (C±l+G). i The ((.'+l±G)t

NATIONAL INCOME

Fig. 44.3
line intersects the 450 line at the point S i and the
level of income falls to OP'.

Importance of the Multiplier

So far we have discussed the multiplier from the
theoretical point of view. Now let us see its practical
importance. These days governments actively inter-
fere in the economic activity of the community.
Therefore, it is essential to realise the importance of
the multiplier in connection with investment. If
there is depression and unemployment in the
country, the people would like the 4govçrnincnt to
undertake public works so that some employment
should be provided to the unemployed. But if it is
realised that an investment of Rs, one crore will
create employment worth many times, the impor-
tance of government investment will become clear.
That is, the multiplier principle has added to the
importance of public investment.

When a country is engulfed in depression, the
entrepreneurs are discouraged from investment,
because in such a situation profit expectations are
very low. Therefore, if depression is to be lifted and
the level of national income and employment is to
be raised, it becomes necessary to increase public
investment. If during such times, the government
undertakes investment, the demand for consumer
goods and hence the level of income nd employ-
ment will increase manifold on account of the
working of the multiplier. The operation of the
multiplier rapidly removes depression through
government investment and the economy moves
towards full employment. 	 -

It is worth noting that when, owing to government
investment to remove depression and unemploy-
ment, the demand for goods and the level of income
and employment rises, the private entrepreneurs too
are encouraged to invest. This happens because as
the demand for goods increases and incomes rise
owing to government investment, the profit expecta-
tions of the entrepreneurs go up and as a result the
marginal efficiency of capital rises. Hence when
government makes investment in public works to
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light depression and unemployment, private invest-
ment is also encouraged on account of the operation
of the multiplier. Depression is quickly lifted on
account of investment both by the government and
private entrepreneurs. If the multiplier did not
operate, the increase in income and employment
would not have been so much as when it operates.
Influenced by the Keynesian principle of the multi-
plier, the Goveriirncnt of the United States of
America undertook large-scale investment in public
works to remove the Great Depression of 19294;
This met with great success and the Depression was
lifted.

MULTIPLIER AND UNDER-DEVELOPED
COUNTRIES

It may he understood that Keynes' principle of
the multiplier does not apply to the under-
developed countries like India. The reason is that
there are certain essential conditions for the opera-
tion of the multiplier. One important condition is
that the supply curve of output should be elastic. In
other words, when demand for certain goods or
services increases, its supply can be increased with-
out much dilliculty. This condition is fulfilled in
industrialised countries but not in under-developed
countries.

Allied with this is another assumption that there is
excess productive capacity in consumer goods in-
dustries. This being so, the supply of goods can be
easily increased when demand increases. If, some-
how, demand decreases,-this productive capacity lies
idle and there is un-employment. In under-
developed countries, there is little excess productive
capacity in the economy.

The third condition is that the supply of raw
materials, working capital. etc.. should also he
elastic and it should be easily increased when need
arises. Such is not the case in under-developed
countries.

The fourth condition is that there should be
involuntary unemployment. That is, there are peo-
ple who want work at the prevailing wage rate, but
are not getting it. In under-developed countries,
most of the people being self-employed, this condi-
tion is not fulfilled.

These'are some of the assumptions on the validity
of which alone Keynes' multiplier will operate. Only
i n these conditions the multiplier increases income
manifold from a given investment. Thus Keynes
assumes that (a) the supply of goods and services is
elastic; (h) there is sufhcient excess capacity in
industries; (C) the working capital, etc., can he
increased; and (d) the workers seeking employment
will be able to hod employment and as a result
income and employment will increase from a given
investment according to the multiplier. For exam -
plc. if the multiplier is 4, an initial investment of
Rs. 1000 will increase income equal to Rs. 4,000.

But since the above conditions are not fulfilled by
the under-developed countries like India, the multi-
plier does not operate in such countries. Like the
U.S.A. and the U.K. and Western Europe, India is
not a predominantly industrialised country but is a
predominantly agricultural country. Hence, the
multiplier principle does not apply to India and
other under-developed countries. In such countries,
there being no excess capacity in industries, the
supply of consumer goods is not elastic, i.e., their
supply cannot be increased much. Machines, work-
ing capital, etc., are not easily available and their
supply cannot be quickly increased. Another pecu-
liarity of the under-developed eountrieis that most
of the people in such countries are self-employed
and the number of wage-earners is comparatively
small. Thus, in these countries, most of the output of
goods is for self-consumption and not for the
market. There is lot of unemployment but it is
disguised unemployment.	 -

It is clear that Keynes' multiplier principle fully
applies to the developed economies and not to the
under-developed ones, because only in developed
economies the various assumptions mentioned
above hold good. In the under-developed countries,
the conditions are entirely different. It is, therefore,
idle to expect the multiplier principle to apply to
them.

Suppdse in some under-developed country with
an investment of Rs. I crore a factory is set up
where some workers get employment ad their
incomes increase. But the process of increase in
income and employment ends here. The reason is
that increased demand for consumer goods resulting
from increased incomes cannot he met because the
supply of goods is not sufficiently elastic. The only
result of increased demand is to raise their prices
because their supply cannot be increased. Thus, the
increased income is absorbed in enhanced prices
without creating any additional output and employ-
ment.

In under-developed countries, the principal occu-
pation of the people is agriculture and the greater
proportion of their national income is spent in the
production of agricultural products like foodgrains.
But we know that the supply of agricultural products
is inelastic because their production is subject to
uncertain natural factors like climate and rainfall.
Agriculture is said to be a 'gamble in the rains'. The
farmers also lack machinery and other inputs like
fertilizers, etc. There are also insufficient credit
facilities. Hence, it is difficult to increase production.
Since the people arc generally underfed, the in-
creased incomes resulting from new investment are
spent on foodgrains. But since their supply cannot
be. increased to meet the increased demand, the only
consequence is to raise their prices and not increase
income and employment which would ha-,e resulted
from the operation of the multiplier.
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There is another peculiarity about the under-
developed countries. As income increases iii such
countries, nearly whole of it is spent on consumer
goods. The reason is that the propensity to consume
in such countries is very high. Also, a large propor-
tion of their income is spent on food products. If
they do not buy them in the market, they consume
their own production. In addition, they substitute
superior foodgrains for the coarse ones. Their
income-elasticity of demand for food is generally
very high. Since their own products are self-
consumed, the marketable surplus is reduced. This is
another reason of a rise in prices. The prices not
only of food products rise but also of industrial
goods because their supply is also inelastic. Thus,
prices rise all round and inflationary spiral is set in
motion. This is supported by India's case where
huge amounts have been invested under the Five
Year Plans. But instead of raising production ade-
quately, it has raised prices.

Thus. Keynesian remedies to remove unemploy-
ment and under-employment in backward countries
will plunge these countries into inflationary spiral.

As we have already pointed out, in the under-
developed countries, the nature of unemployment is
different. Instead of involuntary unemployment,
there is disguised unemployment. The people do not
realise they are unemployed. They are supported by
the joint family system and they cling to agriculture,
even though their services are not required there.
They are not really involuntarily unemployed in the
Keynesian sense and yet they are unemployed or
under-employed in the clearly economic sense. The
particular form which unemployment takes in the
under-developed countries, viz., that of disguised
unemployment makes the economy for Keynesian
purposes practically analogous with one of full
employment and to that extent prevents the multi-
plier from working in the direction of an increase in
either output or employment.

Thus, Keynes' multiplier principle is not applica-
ble 10 the under-developed countries

ACCELERATOR

Concept of Accelerator

In the study of the muitiphcr. Wv have seen how a
small change in investment exerts a magnified effect
on consumption and hence on income and employ-
ment. In other words, the multiplier describes the
relationship between investment and income, i.e.,
the effect of investment on income. The multiplier
concept is concerned with original investment as a
stimulus to consumption and thereby to income and
employment. But there is another type of relation-
ship between investment and income which is the

.other way about. In this relationshp, we are not
concerned with the effect of investment on income

(i.e.. the multiplier effect), but we are concerned
with the effect of increase in income on the resultant
investment. This effect involves what has been called.
the 'principle of acceleration'. This traces the effect
of added consumption upon the demand for invest-
ment. It is a case of derived demand, i.e., demand
for investment goods, derivtd from increase in
consumption or income.

The principle of acceleration dates back to 1914
and beyond. It is associated with the name of J. M.
Clark who was mainly responsible for popularising
it. It has proved to he a useful tool of economic
analysis since 1914. although Keynes entirely ig-
nored it. In fact, it is not considered a part of
Keynesian Economics. Keynes emphasised
psychological concepts like marginal propensity to
consume, marginal efficiency of capital and the
multiplier rather than the accelerator which is
regarded as a technical concept.

Let us be clear about the concept of the Accelera-
tor. When income increases, people's spending
power increases; their consumption increases and
consequently demand for consumer goods increases.
In order to meet this enhanced demand, investment
must increase to raise the productive capacity of the
community. Initially, however, the increased
demand will be met by over-working the existing
plants and machinery. All this leads to increase in
profits which will induce entrepreneurs to expand
their plants by increasing their investments. Thus, a
rise in income leads to a further induced investment.
The accelerator is the numerical value of the rela-
tion between an increase in income and the resulting
increase in investment.

In other words, the acceleration principle simply
tells us that if owing to increase in people's incomes,
the demand for consumption goods increases, the
derived demand for the factors of production,
producers' goods in particular, say, machines to
make the consumption goods, will increase. But the
point to be noted is that investment in the making of
machines will even increase faster than the demand
for the product.

But the accelerator in Economics is not to he
confused with the accelerator in a motor car. In the
case of a car, the accelerator makes it run faster and
ever faster. That is not the case with investment in
business. It does not increase faster and ever faster.
the downtrend also appears after some time. The
accelerator in Economies expresses only a functional
relationship between consumption demand and in-
vestment demand, i . e., demand for machines which
make the final product or the consumers' goods: !t
makes the level of investment a function not of the
level of consumption but of the rate of chinge of
consumption." The level of investment is a func-

2. Stonier and tlague---A fl y , Book of Economic
Theor y. 1973. p. 501.
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Demand,for
"l(,th in rupee.

Period 1 500

Period 2 500

Period 3 800

Period 4 1000

Period 5 1000

Period 6 800

Needed stock (t
Capital

2

5 machines= 1500
rupees

5 machines= 1500
rupees

8 machines= 2400
rupees

10 niachincs= 3000
rupees

10 machines" 3000
rupees

S machines = 2400
rupees

Replacement
expenditure

3

I machine= 300
rupees

I machine 300
rupees

I machine =300
rupees

1 machine=300
rupees

I machine300
rupees

I machine= 300
rupees

MULTIPLIER AND ALCLLLRATOR

Net investment	 Gross
in ves(mest

4	 5

0 machine	 100 rupees

0 machine	 300 rupees

3 machines	 1200 rupees
900 rupees

2 machines	 900 rupees
600 rupees

0 machine	 300 rupees

—2 machines	 - 300 rupees
600 rupees

lion of the rate of change in the level of' income.
"This expression of the acceleration maintains the
hypothesis that a fluctuation in the independent
variable will give rise to a greater fluctuation in the
dependent variablc-"

Working of the Accelerator

An illustration will make the working of the
accelerator clear. Suppose we are living in a worid,
where the only commodity produced is cloth.
Further suppose that. to produce cloth worth 100
rupees, we require one machine worth 300 rupees,
which means that the value of the accelerator is 3
(i.e., capital-output ratio 1:3). That is, if demand
rises by 100 rupees, additional investment worth 300
rupees takes place. If the existing level of' demand
for cloth remains constant, let us say, at 500 rupees,
then to produce this much of cloth we need five
machines worth Rs. 1,500, At the end of one year, let
us suppose, that one machine becomes useless as a
result of wear and tear, so that at the end of one
year, a gross investment of 300 rupees must take
place to replace the old machine in order that the
stock of capital is capable of producing output worth
500 rupees.

In the third period, demand rises to 800 rupees.
To produce output worth 800 rupees, we need 8
machines. But our previous stock consisted of only 5
machines. Thus if we are to produce output worth
800 rupees, we must instal 3 new machines, worth
900 rupees. In addition, since at the end of one
period one old machine has become useless, even to
maintain previous stock of 5 machines, we need to
instal one new machine in place of the old one.
Thus, net investment will be 900 rupees and
replacement investment 300 rupees so that our gross
investment rises l'rom 300 rupees in period 2 to 1,200

3. Ffoher, Stanley— Ihe Economics of Curle5 and
Growl/i, 1971. p. 142.

rupees in period 3. A 60 per cent rise in demand
gives rise to 400 per cent increase in gross invest-
ment. . Here we have a glimpse of the powerful
destabilising role of accelerator.

In the fourth period, demand rises from 800
rupees to 1.000 rupees (25%), but total gross invest-
ment is only 900 rupees which is 25% less than the
period third. In the fifth period, even though
demand remains constant at 1.000 rupees, gross
investment falls to 300 rupees which is 33.3% of the
fourth period while net investment falls to zero.
Thus, in order to keep the economy prosperous,
mere standing still or running at a slow pace is no
good. We must run and run faster and faster in
order to ward off the danger of a depression. This is
because of the extremely destabilising role of the
accelerator.

We assume (a) a constant sum of replacement
expenditure which falls due each period; (b) rela-
tionship between capital stock and the total output,
e.g., 1:3 ratio, is determined by technologicatl'actors.
This ratio is to be considered an average of the
various industry ratios, and (c) we assume that real
profits move with aggregate output. We are nut,
therefore, concerned with the problem of capacity
arid its effect on the accelerator nor with the
problem of profits. The anticipated output with
planned expenditure is assumed to be equal to the
realised output.

In the above table, we see that when output or
income becomes stabilised round the peak (e.g.,
period 4 and 5), the pressure for the decline becomes
more intense, because a halt in the increase in
output means an accelerated contraction in invest-
ment spending. There. is no gross investment at all in
period 6, which means that relative to the lower
level of output the system is still in excess capacity.
The wear and tear of equipment is a technical
process and is divorced from the rate of economic
contraction. The decline in investment expenditure
cannot go beyond zero replacement.
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It may be noted that the acceleration principle
does not act as well in the down-turn as it does
during the up-turn regardless of the rate of change
in output, the limit to the decline in investment is
zero replacement.

We may note that investment goods fluctuate
more intensely than does aggregate output. The
acceleration principle explains, the large cyclical
fluctuations of investmenl spending.

Criticism of the Acceleration Principle

In the acceleration principle, we find a powerful
explanation of' the destabilising forces working in
the economy during a trade cycle. If the accelerator
is the only force at work, then we shall have too
much of instability in the economy—more than is
actually found. In real life, we find that there are
limits to instability, both in the upward as well as
the downward direction, so that the trade cycle must
have a peak as well as a bottom.

The principle of acceleration has come in for a
good deal of criticism in recent years. For example
it has been pointed out by Kaldor that we cannot
assume a constant value of the accelerator through-
out the trade.cycic, that it is not true that an increase
in demand of 100 rupees must always give rise to an
increase in investment of 300 rupees (as in our
example). This is because, if already some machines
are lying idle, we shall try to use them before
rushing in for new equipment. Also, if our expecta-
tion is that the rise in demand is a temporary one,
we shall try to meet by overworking the existing
machinery rather than installing a new plant,

rurther, it may he easier for a firm to take
advantage of a small increase in demand than big
ones—Ior the financial resources of a firm may not
be sufficient to take immediate advantage of big
increases, while small additional equipment is not
likely to strain its financial resources to any great
extent. Hence, its response to the latter may be
quicker than to the former.

Conclusion. Thus, the simple type of acceleration
principle turns out to be a crude instrument, for the
value of the accelerator will vary at different stages
of the trade cycle. But this does not mean that the
basic principle, underlying the acceleration princi-
ple, is wrong. It is based on a sound principle that a
change in national income will tend to induce
corresponding additional changes in the rate of
investment.

Li mitations  of the Accelerator

It seems that the'explanation of fluctuations in the
capital goods industries provided by the principle of
acceleration is too good to he realistic. The assump-
tions on which it is based are too rigid and do not
hold good in real life. If increase in demand for
consumption goods led to much more than pmpOt -

tionate increase in the capital goods, fluctuations in
the capital goods industries would be much larger
than they actually are: We have assumed great
inflexibility of output in the consumer goods indus-
tries and great flexibility in capital goods industries.

The following assumptions made in the discussion
of the accelerator make it unrealistic:

(i) We have assumed that there is no excess
capacity exising in consumer goods industries. In
other words, we have assumed that no machines are
tying idle and shift working is not possible. If there
had been excess capacity and shift working was
Possible, the supply of goods could be increased
with the existing equipment and the accelerator
would not come into play.

In the capital goods industries, we have assumed
the existence of surplus capacity. If there was no
excess capacity in the machine-making industry,
increased demand for machines could not lead to
increase in the supply of machines, Actually, the
things are not so rigid as supposed.

(ii) The seeQ.nd assumption is the flexibility of
output. It is assumed that the machine-making
industry is capable of increasing its output for the
time being at least. The supply can be increased by
reducing stocks of finished machines, by working
extra shifts, and so on. But stocks cannot be reduced
below zero and working double shifts or adoption of
ether operiments is found to be expensive. Only
when the demand has increased permanently,, will
the entrepreneur find it worthwhile ' to increase
investment for installing additional machines,

(Ill) The size of the accelerator does not remain
const'nt over. time. Its value will be affected by the
businessman's calculations regarding the profitabili -
ty of installing new plants to make more machines
on the basis of their probable working life. It also
assumes that the demand for machines will remain
stable in future, although the increase in demand
has suddenly cropped up. The entrepreneur will
have to make so many complicated calculations like
the future demand for the final product made by the
machines, about the future demand for machines
themselves, about the cost and availability of
machines, about interest'rate ,., , and so on. This
indeed is too much for an average entrepreneur.

Utility of the Accelerator

In spi.e of these limitations and difficulties, the
concept of the accelerator has proved a very useful
ioot of economic analysis. There is no doubt that it
has restricted application but it does 'not mean that it
has no place in any reatisitc discussion of the factois
affecting income and employment. Some economists
have made use 01' the acceleration principle in
formal, mathematical models to bring out how an
economy would react if there was a sudden increase
in demand for goods.
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Comparison Between the Accelerator and the Mul-
tiplier

Now that we have studied both the multiplier and
the accelerator, we can pause and compare the two.
There seems to be some resemblance between the
two but the diflerciicc should be quite clear by this
time. We have to repeat what we have said already.
The multiplier shows the effect of a change in
investment on income (and consumption) whereas
the accelerator shows the effect of increase in
income (and consumption) on investment.

Another remarkable diffcrenoc is that the multi -
plicr ultimately depends on psychology: it depends
on the propensity to consume which is determined
by consumers' tastes and habits. and themarginal
efficiency of capital, which depends on entrepren
curs' expectations of profit or their confidence in the
success of the investment. This is all psychological.
But the accelerator depends on technical factors. It
depends on the fact that a given amount of capital
(i.e.. a machine) is required to produce a given
amount of final product, i.e., a consumption good.
Hence, the accelerator is based on technology,
whereas the multiplier depends on psychology.

APPENDIX

THREE CONCEPTS OF THE
MU1FIPLIER

Three concepts of the multiplier are: Static Multi -
plier: Corn pa rative - Static Multiplier and Dynamic
Multiplier.

Static Multiplier

The multiplier discussed earlier in this chapter
(pages 374-75) is an example of a static multiplier. It
shows a still picture analysing the forces bringing
about an equilibrium at a given time.

Comparative -Static Multiplier

The comparative static multiplier is the third type
of multiplier. It is 'timeless' in the sense that it leaps
over the time interval between two successive static
equilibrium positions. It does not show the path
actuall y travelled between the two positions of
equilihi urn. In other words, the process and the
time it takes from one equilibrium level to another
is ignored. It is assumed that there are no changes in
the MPC of the various income recipients as the
economy moves from one equilibrium level W the
next. The comparative static analysis simply leaps
over the transition period. It skips from one equili-
brium position to another. It leaves out of account
the rime path in between.

Dynamic Multiplier

The dynamic multiplier shows' a movie picture. It

;I equilibrium or logical theory of the
multiplier which holds good continuously without
time lag. The dynamic analysis ut the multipler
attempts to trace the steps by which income changes
from one equilibrium level to another. Obviously,
such changes can occur only over time and not
instantaneousl y , in 'dynamic multiplier, we assume
that production adjusts to changes in demand in-
stantaneously, that expenditures are instantaneously
translated into income receipts: but consumption
responds to changes in income with a lag of one
period.

We begin with an initial equilibrium income level
Y. Now suppose that autonomous investment rises
by A I in the first period and that subsequent
investment remains above the intitial level b y the
amount A I. That is. increase in Investment is
supposed to be permanent. itt the first period.
income will rise by the amount of' increase in
investment. hence Y= Y+ A I. In the second per-
iod, income will he in excess of the initial level Y
not only because investment remains in excess of the
initial level but also because a fraction say h of the
first periods' income increase is re-spent on con-
sumption. Hence

= Y+ A I +b( Y1 - Y)
=	 A I +h Al or
- Y= Al +/' Al.

Similarly in the third period, income will exceed
the initial level by A I increase in investment
spending plus b times the excess of' income in the
second period over the initial level. Hence

Y+ Al +1) Al + b _ \ 1. a nd so on for any
period 0 -

Yn= Y+Al -t-h Al +b 2 AI+lsAl+h'1 l Al.
It is thus that the dynamic equilibrium traces the
path of income as it adjusts from the old equili-
brium level to the new equilibrium level.

THEWALANCE[) BUDGET
MULTIPLIER

The multiplier effect may he associated with
changes in both taxes and transFers. This multiplier
etrect is normally smaller than the multiplier effect
associated itli a change in foverniflcni expendi-
tures. An y increase in gnvcrniiicnl expenditures ma
have an expansionary effect even though these
expenditures are matched by all increase in
taxes, This possibility has been called balanced
budget thesis.

How will the combined impact of the increase in
both government expenditures and taxes affect the
income level? This effect depends upon the corn'
hined impact of the increase iii government cxpen-
d itures and the taxes upon the aggreg;itc demand
function.



WAGES AND EMPLOYMENT

The relationship between wage rate and the
volume of employment has been a subject on which
acute controversy has raged. We shall here examine
in this connection the views of the classical econo-
mists, the Keynesian view and the view of the
modern economists.

CLASSICAL VIEW

The classical economists held the view that the
economic system automatically adjusted itself at the
level of full employment through wage-price flexi-
bility. According to this view, there was a strong
tendency towards full employment via wage adjust-
ment. For example, if during depression, money
wages were reduced all round, it would be possible
not only to reduce unemployment hut eventually to
create a situation of full employment. A cut in
money wages will lower marginal production costs
and as a result, lead to increase in output and
employment. The output (and hence employment)
will increase, because reduction in production costs
will enable the producers to lower prices and
stimulate demand. Unemployment, if an y, will be a
temporary phase.

It will appear that the clasLi remedy for 11110T11-

ploynient is to cot c n the money wages all round.
The process of bidding down the wages should
continue till the emplo yers find it worthwhile to
employ all people seeking jobs. According to this
view, unemployment exists because wages are kept

a higher leyl than what some employers consider
worthwhile. So tong as there is some involuntary
unemployment, wages and prices must continue to
fall. This will lead to increase in investment, output
and income, until unemployment is eliminated.

Assumption

The classical theory is based on one big assump.
tion, viz., that a cut in money wage results in
reduction in the real wage. It is reduction in real
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wage which will stimulate investment and increase
output and employment. With cut in money wages,
costs and prices fall. But, since prices do not fall to
the same extent as the cut in wages, real wages are
reduced. Reduction in real wages, without a corres-
ponding fall in prices, widens profit margins, and
hence provides incentive to the producers to in-
crease investment. In this way, output will continue
to increase till full employment equilibrium is
established.

Criticism

Keynes severely criticised the classical view. He
made a comprehensive analysis of the problem and
pointed out serious flaws in the classical argument.
The main flaw is that the classical economists have
ignored the demand aspect. They hold that reduc-
tion in wages tvill leave the aggregate effective
demand unaffected. There is no doubt that reduc-
tion in wages will, as explained already, lead to
increase in output. But, unless the increased outpin
is purchased and consumed, investment will be
discouragea and output and employment reduced.

The classical economists simply saw that when
wages in a particular industry were reduced, profits
there irreased, resulting in larger output and em-
ploymc it. Cut in wage.; in a particular industry or
by a ' rticular firm does not reduce the demand for
the pioducis of that industry. This is so, because
their particular labour is a small fraction of the total
labour force. Their purchasing power may be
reduced by a cut in their wages, but the purchasing
power of the rest of labour is not reduced. J-Icnce.
the demand for goods will not be reduced. On the
contrary, the cheapening of the goods produced by
them will increase demand for them, Their output
will increase and so employment in that particular
industry will increase.

But what is true of a particular industr y cannot be
true of the economic s ystem as a whole If there is a
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general wage cut, i.e., cutting of wages in all
industries, then the incomes, and so the purchasing
power, of all workers will decrease. Reduction An
aggregate effective demand will result in reduction
of output and curtail the volume of employment. It
is to be remembered that so far as the economy is
concerned, wages are not only cost but also source of
demand

It is riot necessary that a cut in money wage may
lead to a reduction iD real wigc. If prices fall to the
same extent as wages fall, real wages remain the
same. Real wages will be reduced only when prices
do not fall to the same extent as fall in wages. It is
reduction in real wages which is going to provide
incentive to the producers to invest and increase
output and employment.

Thus, the fatal flaw in the classical anasis is that
it suflèrs from the lack of a theory of effective
demand and it arises from the classical economists'
attempt to apply, to the economy as a whole, the
logic of a theory designed to apply to a particular
industry. They ignored the fact that an all-round
reduction in wages or a general or overall cut in
wages would reduce effective demand or aggregate
demand which will reduce employment rather than
increase it.

The classical and Keynesian ideas can be ex-
plained with the help of the following diagram(45. I):

EMPLOYMENT

Fig. 45.1

OM is the level of full emplo yment. MRP is the
marginal revenue productivity curve. With OW,
wage rate, OM 'people are employed, leaving M 'M
as unemployed. Unemployment leads to competi-
tion for jobs in the market, forcing, wagerate down
to OW. At this wage rate, OM persons are em-
ployed, which is a situation of full employment.
Hence reduction in wages has helped in achieving
frill employment, through wage reduction. Accord-
ing to Keynes, however, if there is an all round wage
cut, then people will have less purchasing power.
Reducing money wages means less spending. This
would result in a fall in prices md hence the total

receipts of the firms fall. A fall in the prices pushes
the MRP curve leftwards, i.e., to MRP'. With
MRP' as the marginal revenue productivity curve,
employment will not increase as a result of a wage
cut from OW, to OW.

KEYNESIAN ANALYSIS

We shall now briefly summarise the Keynesian
analysis regarding the relationship between wages
and employment as under:--

(I) In the first place, Keynes agreed with the
classical economists that other things being equal,
employment varied inversely with the level of real
wages. That is, when real wages rose, the volume of
eoiploymcnt was curtailed, and vice versa. In other
words, the demand for labour depends cii the real
wage rates: It increases when the real wage rate falls
and decreases when the real wages go up.

(2) Keynes did not agree that a cut in money
wages for the economy as a whole will necessarily
cut the real wages. On the other hand, a reduction in
the money wages reduced proportionately the total
outlay, demand and prices so that the real wages
remained the same. Unless real wages are reduced,
employment cannot increase. There is no doubt that
an individual firm can, by 'iittir' , money wages,
reduce costs and thus increa.e sales and employ-
ment. But when a general wage-cu\ is effected
throughout the economy, demand schedule will
register a fall throughout, because all workers find
their purchasing power reduced.

(3) Keynes believed that, while keeping the mon-
ey wages constant, aggregate demand must be raised
to increase employment. He said that it was possible
to keep the money wages stable under a system of
collective bargaining and the aggregate demand can
be raised by fiscal and monetary measures.

(4) Keynes further believed that a rise in aggre-
gate demand, while the money wages are kept
constant, would normally lead to a reduction in real
wages. And a reduction in real wages would stimu-
late investment and increase employment. He
agreed that since organisation, equipment and tech-
nique do not change in the short run, an increase in
aggregate demand would result in increased output
and a rise in marginal cost and prices. Rise iu prices
would mean a cut in real wages. It is increase in
employment which reduces real wages, and not the
other way round.

(5) According to Keynes, the wage-earners do
nor mind a small rise in prices and do not agitate
for a correspondingrisc in money wages. But they
vigorously resist a cut in money wages. Hence, a
better and more practical method of increasing
employment is to raise aggregate demand and not
cut money wages. For instance, the wage earners are
offended at a cut in money wages, but they cannot
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blame the employer for a reduction in real wages. A
cut in money wages also increases (lie burden of
their debt. The wage earners are not satisfied even if
the prices fall in proportion to the cut in money
wages, because they fear that the prices may again
rise to their old level. Thus, according to Keynes,
it is neither wise nor feasible to cut money wages.
The wage earners oppose cut in money wages even
when the prices are falling. Thus, in modern times
of strong trade unionism, it is impossible to cut
money wages.

(6) In order to explain why a general cut in
money wages would not increase employment,
Ke ynes analyses the effect of cut in money wages on
the main determinants of income and employment,
viz., marginal efficiency of capital, consumption
function and the rate of interest (discussed on the
next page). He shows that all these factors are
adversely affected by a cut in money wages. Hence,
we cannot hope to increase employment by cutting
money wages, unless other factors are favourable.

Conclusion. Keynes comes to the conclusion that
a cut in money wages is no remedy for unemploy-
ment nor a suitable prescription for increasing
employment.

Money Illusion

In this connection we would like to refer to a
concept called 'money illusion'.

Professor Irving Fisher introduced in economic
theory the term 'Money Illusion' in his book of the
same name based on a series of lectures that he
delivered at Geneva School of International Studies
in 1927. By 'money illusion' he meant that the
people thought that a rupee was a rupee for ever.
That is, its value or purchasing power in terms of
goods and services never changes. People generally
fail to perceive that a unit of money does not always
buy the same quantity of goods and services, i.e., its
purchasing power varies from time to time. Thus,
the constancy of the purchasing power of money is a
myth, but somehow people cling to the illusion that
it is not so.

It is the existence of money illusion which ex-
plains that there is a great discontent among the
workers whenever their employers cut money wages
and they do not hesitate' to go on a strike. But, when
their standard of living suffers owing to rising prices,
the discontent is not so grea. Rise of prices hits
them underhand. as it were, while the cut in money
wages is deemed a direct attack. As the late Lord
Keynes observed, "Whilst workers will usually resist
a reduction in money wages, it is not their practice
to withdraw their labour whenever there is a rise itt

the price of wage goods".
What explains the existence of the money illusion

in the minds of the people? There are two possible
explanations: (a) when prices rise, the workers in a
particular industry feel that the workers in other

industries are also hit to the same extent and their
relative position does not suffer in any manner. The
workers seem to be more keen on maintaining their
relative position than to raise their absolute wages..
(b) The workers strongly resent a cut in their money
wages, because they feel that it has been imposed by
their own employers and they must retaliate by
going on a strike. On the other hand, the rise in
prices (i.e., reduction in real wages) is not considered
in any way due to any action on the part of their
own employers.

Thus, the existence of money illusion has a
practical implication. It is this that workers will
resent any reduction in their money wages, but will
no, take much notice of a reduction in real wages.
Hence, if there is unemployment in the country due
to high wages, the proper solution will be to reduce
real wages and not touch the money wages.'In other
words, it would be preferable to increase employ-
ment by reduction in real wages than by cuts in
money wages.

EFFECT OF WAGE-CUT ON
DETERMINANTS OF EMPLOYMENT

We have said above that employment cannot be
increased by cutting money wages. Why not? For
this purpose, we shall have to consider the effect of
the wage-cut on the main determinants of employ-
ment, viz., marginal efficiency of capital, propensity
to consume and the rate of interest.

Effect on Marginal Efficiency of Capital

It is obvious that if money wages are reduced, the
profit expectations improve or the marginal effi-
ciency of capital increases. This will stimulate
investment and increase employment.

But a cut in money wages will promote invest-
ment only if the entrepreneurs believe that there will
be no further fall in money wages. If a further fall in
wages is expected, then the entrepreneurs, will wait
and put off their projects. Under a system of perfect
competition, there is no guarantee that if wages have
once fallen, they will not fall further.

Also, wage-cuts may provoke agitation on the
part of the workers resulting in industrial disputes.
Such a state of affairs is not conducive to profitable
investments, in this case, marginal efficiency of
capital is likely to go down.

There is another reason why marginal efficiency
of capital may be adversely affected by a cut in
money wages. When wages fall, prices are likely to
fall too. A fall in prices will increase the burden of
debt, both private and public, increase in public
debt will necessitate increase in taxation. All this
will have a depressing effect on investment and
employment.

However, profit expectations or marginal effi-
ciency of capital will rise in export industries,



because wage-cut will cheapen export goods. But it
ill have to he considered what retaliatory measures
ic importing countries may adopt to meet our

cuim petit km.

F:tr&ct on Consumption Function

It is unite clear that a general cut in wages wi!
reduce the purchasing power of the masses of
workers. Their consumption will diminish. Hence,
eflect of' a wage cut on propensity to consitrile is
itluire likel y to he unfavourable than favourable.
Income distribution in the communit y will become
more unequal. This re'-distribution of income
favouring the saving class and unfavourable to the
consuming class is likely to lower the consumption
In tic t io U

Cut in money wages may, however, raise t. ' 'a-
sit iii ption function in some cases. This effect was
ignored by Ke y nes but pointed out by Pigou who
was the chief supporter of the classical view. That is
why it is called "Pigou effect". Jr is clear that a cut in
mone y wages leads to reduction in prices and
income, which means the value of money goes UI).
As a result, the real value of various forms of money
assets. e.g.. hank deposits, government Securities
goes up. this creates a money illusion' and makes
he owners of these assets feel richer than before.

whose propensity to consume, therefore, increases.
Now we have to see whether Keynesian effect is

stronger or the Pigou effect is stronger. That is,
whether the redistribution of income resulting from
a tall in money wages a fleets the prolensity to
consume more than the rise in the real value of
mone y assets. The majority of the economists hold
that the adverse effect as pointed out by Keynes is
tar stronger than the favourable effect pointed out
by Pugou. We may, the?cf'ore, conclude that a
reduction in mone y wages would lower the con -
sumption junction rallier than raise it.

Effect on Rare of Interest

According to Keynes, cut in money wages will
lower the general Jrice level. Therefore much less
amouttt of money is needed for transactions. That is,
transactions motive demand f'o money is reduced.
Th'is means that the remaining quantity of money
exceeds the existing speculative demand for money.
This will result in lowering of the interest rate which
"iull tend to stimulate investment and increase
employment. The greater the fall in wages and
prices, the greater the quantity of money released
irons active balances to inactive balances, and,
therefore, greater the fall in the interest rate.

It is well to remember three things in the analysis
of Keynes' effect of cut in wages on interest rate; (a)
The fall in the interest rate, will depend oil the
amount of money released from transactions
motive. It also depends on whether the speculative
demand for money is interest-elastic or interest-

\VA(;i:S AND 1Mi'tA)YMLN I

inelastic. It may he that the liq ii dut y prctcrencc of
the people at the time may he so sir. .ig that in spite
of a large amount of money having been released
from the transactions and being available for specu-
lative motive, the rate of interest does not fall.
However, if speculative demand for money is
interest-inelastic then the rate of interest will fall,
when money for speculative motive has been in-
creased.

(h) Investment and employment are not likely to
increase if, in spite of a fall in wages, the profit
expectations of the entrepreneurs have been adver-
sely affected somehow.

(c) It shitld also he borne in mind that Keynes'
effectof cut in money wages on interest take place
through the monetary route. That is, it is the same as
increasing the total amount of money in order to
increase the amount available for speculative
motive. But, f't'oni a practical point of view, flexible
money policy is preferable to flexible wage policy.
This is so because policy of cutting wages has to lace
many difficulties. Keynes has shown that the favour-
able effect of wage reduction can be achieved Far
more etPctively by deliberate expansion through
deficit financing. Iii this case, harmful effects of
falling prices on profits can he avoided, while the
favourable effect will he more pronounced.

Summing up

The effect iii money wage cuts on the level of
employ ment tiiav he sum med up as under;--

"The effect of no ni ey wage cuts on the level of
employment will deiend to some extent on the
importance of Pigou eIfct, on the significance of
foreign trade, on the effect of 'money illusion'
(thinking increase in mony wages as increase in real
wages), on consumption, on money illusion in the
tax structure, on the effect of redistribution of
income on consumption, and finally oil the nature of
expectations induced by wage cuts". I

MODERN THEORY OF WAGES
AND EMPLOYMENT

The modern economists by and large agree with
Keynesian analysis. But there are some differences
which we shall try to bring out here.

According to Keynes, a decline in the real wage is
a condition for increase in employment. We have
already referred to his Ligrument that since organisa -
tion, equipment and tecsnique do not change in [lie
short run, an increase in aggregate demand would
lead to increased output and a rise in marginal cost
and prices. Rise in prices means a fall in real wages
even when money wages remain constant.

But the modern cconrpisLs do not agree that an

I. Dernburg and McDougall—Macro-Economics, in-
ter,iaiional Student Edition, p 148.
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increase in employment resulting from increase in
effective demand would necessarily lower real wage.
They put forward the following arguments in sup-
port of this view:

(I) It is pointed out that in fixing prices of
their products, the producers usually follow
"full cost" pricing policy rather than fixing them
on the basis of marginal cost. When prices are fixed
on a full cost basis, costs will fall as output expands
up to a point at which rising marginal cost rises
above total unit cost. Till this point is reached, it is
possible to expand output at prices lower than those
obtaining before the expansion of output started.

(ii) Keynes has assumed that, in the short run,
there is no change in organisation, equipment and
technique so that marginal costs must rise. But we
know that improvements in these respects are con-
tinually being made, which check the tendency of
the marginal costs to rise.

(iii) The modern economists believe that the
marginal cost curve remains flat over considerable
range of output, whereas Keynes believes that the
marginal cost curve rises upwards even with a small
increase in output. it follows, therefore, that in the
view of the modern economists, it is not necessary
for the costs and prices to rise as output expands nd
the real wages need not fall. Improvements in
techniques may even result in the fall of the
marginal cost. Hence, real wages may even rise,
instead of falling. The modern economists do not,
therefore, subscribe to the view that there is an
inverse relationship between wage rates and em-
ployment. They are more optimistic in thinking that
there are possibilities of expanding employment
through raising aggregate demand. This is because,
according to modern theory, prices need rise less as
employment and output expand than what Keynes
had believed.

Conclusion. Barring the points mentioned above,
the modern economists subscribe to Keynesian
analysis of relationship between wages and employ-
ment.

Application to Wage Policy

Anal ysis of wage-employment relationship given
here is not a mere theory but it has great practical
importance. it helps governments in formulating
and following a suitable wage policy. It need hardly
he emphasised that co-operation of labour is a key
to the progress and stability of industrial economies.
Hence, the importance of a suitable labour
policy.

It is clear from the anal ysis given above that
employment cannot he increased by a general cut in
money wages. if a policy of cutting money wages all
round is adopted, it will have adverse repercussions
in the economy on account of decrease in aggregate

effective demand. Economic conditions will become
worse than before.

Reduction in money incomes of the people or
deflation will adversely affect the main determinants
of output and employment. These determinants can
be favourably influenced only through appropriate
monetary and fiscal policies. Fiscal and monetary
measures can, therefore, he far more effective in
increasing employment than a policy of a general
cut in money wages. It will avoid deflation which is
detrimental to the growth of output and employ-
ment but which is bound to result when money
wages are cut over the entire economy.

Hence, an appropriate wage policy will be one
which keeps the money wages stable. Modern
wages -employment theory indicates efficiency
wages as the appropriate goal of wage policy. If
somehow, even by mistake, efficiency wages (i.e..
labour cost) have been raised, it is now the generally
accepted view to recognise the situation as an -
accomplished fact and not to attempt a wage cut and
get involved in a deflationary situation.

It does not, however, follow that wages should he
allowed to go on increasing without any increase in
productivity. if through pressure or wrong policies,
wages' are raised heedlessly, it will usher in an
inflationary situation which is equally dangerous for
economic stability. Hence, it is more appropriate to
maintain wage stability as far as possible.

/PIGOU EFFECT OR REAL BALANCE EFFECT
We have already referred to Pigou Effect (See P.

362). But we would like to cludidate it further in
view of its theoretical and practical importance.
Keynes held that shift in the consumption function
came from changes in income distribution incident
to wage reduction. But Pigou was of the opinion that
shifting of consumption function 'Upward was due to
increase in the real value of money assets resulting
from a fall in money wages and prices. This is the.
'real balance effect'.

When wages and prices fall, the total real value of
the public's holding of wealth which has lixc"d
money value, (in the form of mnoncyasscts like batik
balances, bonds, government securities etc.) will
increase though wealth, in the form ofgoods. land or
equities will deprciate. Thus a fall in prices will
increase in real terms the wealth of consumers to the
extent that its money valve is fixed. NOW consump-
tion is an increasing function of the level of wealth
and income. Hence a rising meal value of wealth
stimulates conurnption outlays at all levels if
income.

Thus we see that Pigou concentrates exclusively
on the 'real -value -of- money-assets' cffict, called
the real balances effect.



UNEMPLOYMENT AND
FULL EMPLOYMENT

TYPES OF UNEMPLOYMENT

Structural Unemployment

In the modern world, man by himself hardly
produces anything. Even the primitive man needed
some elementary tools like the bow and the arrow to
engage in hunting for the earning of his livelihood.
With the growth of technology and specialisation, he
needs much more capital with which to engage in
the productive activity. All these instruments of
production constitute community's stock of capital.
Now, if the working force grows faster than the
stock of capital of a country, the entire addition to
the labour force cannot be absorbed in productive
employment—because not enough of instruments of
production are there to employ them. The resulting
unemployment is knewn as the structural, long-
term or Marxian unemployment.

Seasonal Unemployment

Seasonal unemployment arises bcauseofe
seasonal character of a particular productive activitL
so that peolpic become unemployed during slack
season Indian a&riEiilttirè lila seasonal occupation
so that the farmers have not su1iiit töó
during the slack se. son. Other examples of seáoñaT
industry jcJhvjec factorie,s th e rieemillshç sugar
.factories., e 	 Theolution has to be found in

of----f production, and, where
this is not possible, complementary and subsidiary

....fobs have to -be- created for the piople suffering from
seasonal unemployment. 	 -

Frictional Unemployment

,, ric1ip aI unemployment exists when men are
tempoempp 	 cerThe Iack6f

ma
• gro	 ansLyiiuieecnop, in which some

industries aredeclini	 and others aIisinjg and in
.hiople are free to work wherever thy wish,

some volume of friciQnALu	 pjynt is bound
tëistFhis is so because it takes some time for the

p1oyedibour10 learn new trades or to shift to
rçs,'cre th ere is a demand for labour,

s, frictional unernployment exists when there is
iitisfied demand for labour, but the unemploy

wor1rs are either nttc js in ques tion or
are not itthe r!glace to meet this demand.

In friction al pployment, workcrs_arc only
p"̂r^nemploy&d-,–tFe —reasons heineimmo-

bility of laboi7i1 seasonal 5)rR7 shörtages6r
matcTiis, brcakdos'is ini machinery and cquiprn —en t,

oranceofthcjpb seeker s, et	 -
We cannot conceive of frictional unemployment,

unless there is unsatisfied demand for labour some-
where in the economy. If, in a country, the total
demand for labour falls short of the total supply of
labour, then the cause is not frictional but some
other. Some action can be taken to minimize the
harmful consequences of frictional unemployment
by offering quick retraining facilities to the unem -

ployed, providing labour exchanges, and by arrang-
ing adequate social security measures to help the
unemployed during the transition and by regulating,
in an orderly manner, the pace of technological
change.

In spite of some frictional unemployment, we can
say there is full employment if those who wish to
work are able to get work.

Keynesian Unemployment or Cyclical Unemploy-
ment

We have explained above that the eilibrium
I be

,esahijsiied at less than full em ployment level.
This is

known	 e^mcnt. Lt is due to
dociency of aggregate effective deman& -This is
also called dkaliunploy	 JLIS so called
because business depression occurs at more or Ies
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.rcgularintcrvai± During times of depression, busi -
ness activity is at a low ebb and unemployment
increases. Some pcQp) c are thrown out of employ-
meti algcther and others are only partially em-

Advanced capitalist countries havebeen
511 ringIr9PUifli to t ime from this type of

unenpIy.pcnl. This type of unemployment
not because of too tile capital as in the case of
stiucturat unemployment, but because of 'too m uch'

piial for a sh ort while inrelation to demand

In other words, this type of unemployment is due

to the fact that the total effective demand of the
community is not sufficient to absorb the entirç
production of goods that can be produced with the
available stock of capital. In a free private enterprise
economy, production lakes place in response to the
profit motive. When businessmen cannot sell their
entire output, their profit expectations are not
fulfilled so that their reaction in the next period is to
reduce their output. Now, factors of production earn
their incomes because of their participation in the
process of production and, when entrepreneurs
decide to reduce their production, some factors of
production become unemployed. Since employment
is the major source of incomes for a great majority
of people, a fall in employment signifies a fall in
their incomes also.

Measures to Remove Cyclical or Keynesian Un-
employment. Wej know th a t the Keynesian_unem-
ployment is due to the deficiency of effective
demand. We can, therefore, remove thistype of
unemploy

ment	 ffngupThfleyLpi effective
rate of

investment or shifting the consumption function to
the left.

adopt the following measures:

(i) Th o!erufln t may decide to induce the
private investors to invest more. For this reason, the
government may pursue a cheap money policy of
lowering the rate of interest. We know that ordinari-
ly, the lower the rate of interest, the higher will be
the level of private investment.

(ii)
)rivate investment by reducing the taxes on rofits.
so that the post taxrate of profit wi now be higher
than before.

(iii) of all these measures. adequate
private
ment m ay try to bopLllp	 mp[jvate consuption by

ticin the tax rates on incomes and comm odities ,iti,
direct subsidies to

Inc re ase Jyale con Sn ption
(iv) If all these measures do not !ca4 to full

itself decide to
increase its investment by resorting ton public
work pr()gr:irnme. This T[FOffer additional cm -
ploytnent to the lclors of production which, in turn,
will experience ihi lam iliar multiplier effects:

Nature of Unemployment in Under-de veloped

Countries

Bulk of the unempipyffiePUUflder -deve l oped _

nature from that in

and-&_vcloried 	part - of
0_f

cyclical nature which is due it) dcL^encv ciLaUre-
äieeectivc demand. BuLQsLQLthC uucpipoy-

ment in undcr-devej. pçd countries is not cyclical.

of unem p1 oyment and unde rpoymc n tThi
Ind ia  isihcdcfi-

of ca pit
o
f the
The classical economists were mainj.eonccrRe4

ipoym cot. A
nation s stock of capjtio can be

	 by
reased i vestment whicTinthcbencc of - any

unutilie	 ravings on

classical economists was to ensure that the rate of
capital formation was kept sufficiently high so that
employment opportunities were successively en-
larged to absorb the additions to working force of
the country as a result of population growth.

underdeveloped coun-
tries like India are facing today. Since ourof
ci Ia as nFjThwing at a rate fastflO%4geh to

the
cotii"scapacit to offer_productive empyent
o t e new entrants to the labour mirkt has be
severely liTie[ This manifests itself in two

firstiyTIl1 prevalence of large-scale unem-
ployment in the urban areas as evidenced by the
statistics of employment exchanges; secondly, it
manifests itself in the form of growing numbers
engaged in agriculture, resulting in disguised unem-
p loyrn en t.

It is common knowledge that with minor changes
in organisation and with e x isting techn i ques. our
agriculture can be looked after by a much smaller
number of persons than are actually engaged in it. If
alternative employment opportunities were availa-
ble, these people could be removed from agricul-
ture, where their marginal productivity is very low
(if not zero or negative), to occupations with higher
marginal productivity, and the national income of
the country would rise. Since employment oppor-
tunities in the non-agricultural sector are not grow-
ing rapidly, the new entrants to the working force
are compelled to remain in agriculture and perp-
tunIc the phenomenon of disguised unemployment.
this means that people Ire engaged in occupations,
where their marginal productivity is very low (if not
zero or negative). Consequently, a shift to alterna-
tive occupations will improve their marginal
productivity and add to the national income of the
country.

The Solution. The basic solution to the problem
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of this sort Is the 'aster rate of' capital Formation so
as to enlarge employment opportunities. For this
purpose, every possible encouragement should he
given to savings and their productive utilisation..in
increasing the rate of investmcnt. In under-
developed countries, investment incentives are very
low and the State can assist in the process of capital
formation directly as well as indirectly. Through a
-fiscal policy, which encourages savings and invest-
ment, and through a sound monetary policy, the
State can do much to encourage investors.

The State itself can participate in the process of
capital Formation by undertaking such development'
activities as the private entrepreneurs do not find it
profitable to undertake. Under-developed countries
suffer from a notorious shyness on the part-of'
private investors: therefore. the State has got to
assume a special role in speeding up the rate of
economic devctoprnent. The other line of attack has
got to he on the rate of population growth. Malthu-
sian theory may not be valid so far as advanced
countries are concerned, but it is true of under-
developed countries. If population grows at a rapid
rate, then, to maintain the people even at their
existing levels, large amounts of capital are needed.
This capital could otherwise have been used to raise
the amount of capital available per man and hence
raise the living standards at a faster rate. Hence, it
becomes absolutely necessary to check rapid popu-
lation growth.

FULL EMPLOYMENT

Meaning of Full Employment

To attain and maintain the ici.' of lull emplo y
-ment is one of the chief objectives of the present-

day economics. But what do'-s full employment
precisely mean?

The classical economists believed that there was
,ilwas lull employment and lapses, if an y , were
strictl y temporary. According to them, l'uli ensplov-
mcn( is a situation when there is no involuntary
unemplo y ment. though there may he voluntary,
casu,il. easun.il. uructural, technological and t'ric-
tional iiiicmplo y nient. In their opinion, in a free
competitive economy. serious unemployment was a
passing phase. All job seekers are able to find jobs
sooner or later at the prevailing wage rate. This
view, however, is not accepted by economists these
da ys. Actually, there is alwa ys some unemployment.

Employment would be lull literally, when every
able - bodied adult worked the number of hours
considered norm a I It r a fully employed person at
the current wage level. This level of ciii plo ym cot.
however, normally appears to he unattainable in
private enterprise economies. For, under such econ -
o nt ies, quite a few have enough u ncarned incomes
to be able to allrd a life of well-paid idleness.
Pigou. accordingly, defined lull einploynaent as one

slicn "everybody who at the ruling rate ol' wages
wishes to be employed is in fact employed."

But even Pigoviati full employment appears to he
unattainable for, at any given time, there is hound to
he some season at and frictional unemployment.
This led Keynes' and many after him to define full
employment as the level of employment which falls
short of Pigovian full employment. The Economic
and Social Council of the U.N. has accepted the
same definition, for it required countries to fix the
Cull employment standard in this sense. The purpose
of such a standar, J is to pj'ovrde lull employment
which is consjslent With, the smallest amount of
unemployment that a country can resonabl y be
expected to hae, after a minimum allowance is
made for seasonal and frictional unemplo'.niertt.2

Full employment refers to such a state 01 eco-
nomy that all productive resources of a community
—land, labour, capital and enterprise—arc fully
employad. In other words, when none of the
productive resources are lying idle or are under-
employed. Full employment may also be defined as
an amount of employment beyond which Further
increase in effective demand does not increase
output and emplo yment but results in inflation. In
this sense, even (lie under-employed countries may
he supposed to he in it state of l'till ciii ployrnenc
because increase in demand creates an inflationary
pressure owing to the fact that, on account of
deficienc y of capital equipment, the supply of out -
put is inelastic, 	 -

Keynesian lull employment is. by d'finitiors, the
maximum levee of employment that private enter-
prise countries can attain without experiencing
strong inflationary pressures. According' to Keynes,
full employment is a situation in which aggregate
employment is inelastic in response to an increase iii
effective demand for its output." But, for purpos
of practical policy, it is necessary to reduce the
concept to quantitative terms. It should he possible
to say precisely when emplo yment is less than full so
that remedial measures can he adopted to achieve
the full employment level.

Measurement of Full Employment Level

The concept. as defined above, raises two quanti-
tative problems, namel y , how to determine (1) the
1000unt of employment sought h' those who at
the ruling ssage-rates wish to he employed, and (2)
the inevitable minimum of frictional and seasonal
unemployment. l'lie first, in turn, depends upon (a)
the number of people able and willing to work for
wages. and (h) (lie avera ge onto her of hours of work
which each uI them wants to ho emplo yed. The

-	 /he General I'heori. pp. 15 16.
2. U.N.,  Prui,leno of 1 - nemplo i-mu', ii and J,iIjao,,. 1950

ai,d 195 I, P. 5.
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number of wage-emplo yment seekers depends upon
the size of' the population of' working age, the
number who, having sufficient unearned incomes,
choose to remain idle, the number who, being in
command of the requisite means of production, are
self-employed, and the prevailing wage-rates and
other incentives provided.

Normally, apart from the size of the population of
working age, these factors are likely to be more or
less stable over short periods. For instance, the span
of life regarded as falling within the working age,
while subject to variation as a result of changes in
the period of schooling or in the normal age for
retirement consequent on changes in health stan-
dards and longevity, is likely to remain unchanged
in the short period. Again, since most workers have
no large unearned income or accumulated savings,
they are obliged to remain continuously in employ.
ment. They cannot, therefore, throw their labour-
power on the market or withhold it therefrom in
some unpredictable manner. Accordingly, the
number who choose to remain idle is unlikely to
vary much in any short period.

4orcovci, even when some of these factors
change somewhat, the 'net quantitative effect may
not be Important. higher wages, for instance, may
induce some of the older workers to postpone their
retirement, while these may impel some of the
married women workers, now that their husbands are
better off, to relinquish their jobs. The net effect of a
rise in wages will not, therefore, be quantitatively
imporlant.4 The same applies to other of these
factors. The size of the population of working age,
too, though not invariant is measureable as
changes according to definite trends. It follows that
the number of wage-seeking population can he
determined with a great measure of accuracy. And
since the average nOmber of hours of work which
each wage-employment seeker wants to put in is
likclyto be more or less stable, in any short period,
the total amount of wage-emplo yment sought is
quite precisely measureahlt,

Similar observations may he made regarding the
permissible allowance for seasonal and frictional
unemployment. It will have to vary from season to
season, and from year to year. in accordance with
the inevitable seasonal variations in employment
and in the magnitude of thç structural shifts in
demand and production that together with i m mobi -
lity of labour cause frictional unemployment. It
may. therefore, he better defined as a range rathci
than as a precise figure. Since normally structural
shifts in demand and product on are unlikely to he
violent or spasmodic and since in industrialized
countries the incidence of seasonal unemplo yment is
hound to be quite tow, the allowance for frictional

and seasonal unemployment needs to be ver y small.
A U.N. study has suggetcd that this allowance need
not be beyond it range of 2.4 or 3.5 per cent of the
available labour force.

Thus, the possibility of measuring the size of the
available labour force and the inevitable minimum of
frictional and seasonal unemployment makes full
employment a determinate quantity. As suggested by
a U.N. study.4 as a necessary step in the effective
implementation of' full employment policies, each
country should fix a full employment target ex-
pressed in terms of the permissible range of friction -
A and seasonal unemployment. Unemployment in
excess of the fixed target would indicate a lapse
from full employment calling for remedial action.
rhe fixation of such a target would help to reduce
the chances of government inaction or vacillation in
the face of growing unemployment. It may also help
to maintain confl(lencc among businessmen, whose
pessimism ordinaril y plays a notable part in mag-
nifying the downswing. There is. of course, the
danger of the government actiIg on a false scent.
For at times, unemployment ma y cscecd the target
due t causes other thati insufficient demand. This
danger ma y be minimized b y allowing the govern -
ment the discretion to disregard the -gnat if' it has
clear evidence that rise in unemployment is not dmw

demand deliciencv.

POI.l(Y FOR FULL EMPLOYMENT

To create a state of full employment is not an easy
job. No simple and straight remedy can, he
prescribed for the purpose. 'the re s no panacea
which can cure a country of unemployment and
create conditions of full employment. The problem
has to be fought on all fronts and a comprehensive
policy covering the various aspects of the economy
has to he formulated. It will cover: -

(I) Fiscal Policy
(2) Monetary Policy
(3) Income Policy
(4) Price Policy
(5) International Measures.

Now a word about each of the ahove policies

Fiscal Policy for Full Employment

principal iiislrmi ment of' fiscal policy is the
pdhlc Iinancc or the budget. It involves purposet'ul
manipulation of public exp ,pditurc, tasation and
ruble debt. This is known as functional finance)
Public espr'odmtmmrc. taxation and public horrowuim
have to hc geared blight inflationary and deIlaIiii
ary tendencies so that thc national cconoms iiIo'cS
on an even keel.

Aumne the broad aims of fiscal polic y are' t	 i

I",o''. I ,,,m,'c f'rt,oi lu/i /LP?mploi'flIent, 1945, p. 5.	 4.	 biN,, Measures for full Luiplo inun!. 	 Ii
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improve the efficiency of productive capacity of the
economic system by an optimum allocation of the
productive resources in men, money and materials.
These productive resources are so allocated and
utilised that they make a maximum contribution to
na'(ional output, income and employment.

(h) The fiscal policy aims not only at maximising
national income and output but to bring about an
equitable distribution thereof. It seeks to reduce
inequalities of income and welath in order to
promote general welfare of the community.

(c) The overriding objective of fiscal policy is to
increase employment opportunities in the country
and to make the economy, march towards full
employment. Public expenditure, taxation and bor-
rowing policies are aimed at increasing consump-
tion, saving and investment. Unnecessary or conspi-
cuous consumption is to be ruthlessly curtailed and
mass consumption which creates employment
should he stimulated by means of suitable taxation
and by giving suitable direction to public expendi-
ture. But side by side, all possible incentives should
be provided for saving and even compulsion may be
resorted to so that the incomes are not recklessly
squandered. On the other hand, sizable proportion
of incomes should he saved towards capital forma-
tion. The savings must be channclised into produc-
tive investments. For this purpose, necessary
mechanism must he provided like a sound capital
market and healthy stock exchanges. Thus both
taxation and public expenditure should be geared to
economic growth and development.

(d) To maintain economic stability and price
stability is another important objective of fiscal
policy. It must be so designed as to maintain a
reasonably stable price level and to eliminate
cyclical fluctuations. A suitable fiscal policy has to
he formulated for an inflationary situation and for
depression.

During depression there is wide-spread unern-
ployment and fiscal policy must not only remove
this unemployment but generate additional employ-
ment. The government should adopt a taxation
policy which encourages private consumption and
investment. Taxes arc reduced to provide incentives
for investment; public expenditure is increased
through budget deficits which are financed by bor-
rowing from the public, commercial banks and the
central hank of the country. During depression
government spending assumes a great importance. It
seeks to lift the economy out of the morass of
stagnation. Public expenditure (pump priming)
revives economic activity and compensatory spend-
ing by government is intended to make up the
deficiency of private investment. GovernAient in-
creases its expenditure on public works and there
are transfer payments like subsidies and relief
payments. "Massive deficit - financed spending can
almost surely put millions back to work and push

the economy back to reasonably high level of
employment."

During inflation, however, the fiscal policy has to
be different. Through taxation and borrowing, the
government must withdraw money from the income
stream so that the purchasing power is taken away
from the public. This will exercise deflationary
pressure and tend to bring down prices. But the
crucial thing is that the withdrawal of money from
the income-stream should not be replaced by
Government spending.

Thus, fiscal policy should remove both inflation-
ary and deflationary pressures and make the work.
ing of the economy smooth and steauy.

To sum up, fiscal policy can serve as a powerful
instrument in taking the economy to the goal of full
employment, by mobilising productive resources
and their optimum utilisation, increasing govern-
ment expenditure and investment to cover the gap
between income and consumption by raising con-
sumption function, by encouraging private invest-
ment, by mai.iitaining economic stability, by
promoting capital formation and b y suitabl y altering
distribution of income.

Monetary Policy for Full Employment

Moriciarv policy refers to the rlicasurcs which the
central bank of a countr y adopis to expand and
contract credit as the economic Situation may
dcriiand . It is aimed at influencing the availability
and cost of funds with which the community may
have to finance economic activity)

For this purpose, the central bank uses the
well-known Instruments of credit control, vi:., man-
ipulation of the bank rate, open market operations
and other measures of general and selective credit
controls. The centml hank regulates the rates of
interest and other terms of lending in the money
market and it also regulates the money supply with
the public.

Among the objectives of monetary policy we may
mention maintaining neutrality of money. exchange
stability, price stability, steady economic growth and
above all full employment. The attainment and
maintenance of full employment is now regarded as
the most important aim of monetary policy. Accord-
ing to Crowther, the main object of monetary policy
is to bring about equilibrium between saving and
investment in the country and to create conditions
for full employment. Keynes strongly favoured the
use of monetary policy for maintaining economic
activity at the highest possible level.

Monetary policy can generate employment
through increased investment. Through cheap mon -
ey policy (i.e., low rates of interest) it can induce the
entrepreneurs to borrow and invest. Judicious in-
vstment encouraged by a suitable monetary policy

5. Bach. U. L.—Lcoaonmics. p. 20.
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can, through multiplier and acceleration ellects,
raise the level of employment in the country. It can
not only take the country to the goal of full
employment but also maintain the level of full
employment by maintaining in the economy stable
cost-price structure.

In order to ensure economic growth (which means
more employment) with stability the monetary
policy must protect the economy from the baneful
influences of both depression and inflation.

During depression, a suitable monetary policy
should he pursued to offset the decline in the
velocity of money, to stimulate lending for invest-
ment by bringing down interest rates and try to
inject cash into the economy and raise prospects of
profit. On the other hand, when there exists an
inflationary situation, the monetary policy can slow
down the rate of expansion of money supply. to
offset the increase in its velocity, to reduce liquid
assets with the people, to reduce consumption
spending and investment by raising the interest rates.
In this way, it can restore health and stability to the
economy and create conditions for the growth of
income and employment.

But monetary policy alone cannot play the trick.
'A suitable cmbination of monetary policy and
fiscal policy including prudent management of pub-
lic debt is required to increase the level of employ-
ment in a country.

It may, however, he emphasised that in the
under-developed economies, the role of monetary
policy is extremely limited, since the central bank
control does not extend to the entire money market.
A major portion of the money market is unorgan-
ised over which the writ of the central hank does not
run. Stock exchanges are also not properly deve-
loped. The nature of unemployment in under-
developed economies is not cyclical hence it cannot
beset right by the manipulation of credit policy. But
even here, the monetary policy can be used to
ni nfluence the pattern of investment and output
through control of bank credit. It can be made
effective through selective credit control. In- various
ways, monetary policy can influence economic
growth and the growth of employment. It can help
in the solution of balance of payments problems. In
all these ways, the weapons of monetary polity can
he used to raise the level of employment.

Incomes Policy for Full Employment

(There is no doubt that income policy can have a
I ir- reaching etThci oil level of economic-actIvIty,
and hence the level of emplo yment ill a country. For
Instance, if the government does not properly con-
trol incomes, i.e.. salaries, wages, dividend incomes,

it may end in inflation or damage the industrial
structure. A suitable income policy is essential to
achieve and maintain a high level of employment)
Instrument of income policy can he used to

reconcile economic growth and price stability. In-
crease in wages and other incomes must be in tune
with the rate of growth in the rational output. It can
curb private consumption expenditure and thus
create savings which call invested to increase
employment.

It is essential that wage and non-wage incomes
should be properly regulated in the interest of
economic growth and economic stability and full
emplo)mellt.

Price Policy for Full Employment

have already seen that in the interest of a high
level Of employment, a suitable price policy ig
esenttal. Price fluctuations are inimical to steady
economic growth. Both inflation and deflation are
detrimental to economic activity Booms and slumps
have a disturbing effect on the volume of employ-
nient. Price policy must seek to protect the economy
Ironi these business fluctuations. Lowering prices of
goods and services may result in expansion of their
markets and the resultant increase in supply will
increase employment. A fall in factor prices will
raise marginal efficiency of capital and hence
promote investment and create employment. Price
control and price support policy can he used to
maintain economic activity at a high level, which
means increased employment.

International Measures for Full Employment

(Co-operation and contacts with the other nations
and international political and economic organisa -
tions can go a long way to increase economic activity
and level of employment. Obviously, loans from the
J.M.F., the World Bank, and other international
bodies have helped in maintaining economic stabili-
ty of economically advanced nations and promoted
economic development of under-developed econo-
mies This has no doubt resulted in increasing the
'olume of employment. Domestic fiscal, trade and
monetary policies must be properly co-ordinated
with international measures.

Conclusions

Thus, policy for full employment must embrace
suitable fiscal policy, monetary policy, income
policy, price policy and international measures to
achieve and maintain a high level of income and
employment. A sound policy for full employment
must control economic fluctuations and for this tax
rates should he properly adjusted and public expen-
diture properly channelised. Interest rates should be
suitably adjusted by a wise monetary policy. In the
matter of income policy, wage rates should be so
controlled as to promote an equilibrium ratio of
wages to profits-, there should he a balanced wage
structure. Consumption should he controlled,
propensity to consume raised and private invest-
ment stimulated and public investment increased.
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TRADE CYCLES

Meaning of a Trade Cycle

The World has registered remarkable economic
progress especially during the last 150 years. But it
would he wrong to think that this economic progress
has been ;I upward swing and a continuous
01 <we taco I forward On the other hand, every busi -
nessman  knows that, after tell twelve years, the
production machinery receives a rude shock, which
throws It out of gear For a number of years. There
are upward swings and then downward swings in
hUSITiCSS. The periods of business prosperity alter-
nate with periods of adversit y . Every boom is
followed by a slump. and vice versa. ]'his is a trade
cycle. Thc trade c ycle simply means the whole
course of trade or husincs activity which passes
through all phases of prosperity and adversity.

l.oiioinie Crisis

An economic crisis, on the other hand, means a
period of stress and ,train when businessmen lind it
di t!im.ijlt to meet their commitments. In the words of
Adolph Wagner. "('rises imply he overwhelming
and simultaneous occurrence of' inability on the part
of independent entrepreneurs to pay their debts."
Or in J. S. Mill's words. "There is said to he it
commercial crisis when a great number of mer-
chants have or apprehend they have a difficulty in
meeting their engagement. It is a commercial crisis
when only merchants are involved in a difficulty.
But when it is accentuated and leads to bank failures
it 	 called linanctal crisis.

t'hascs of a Trade Cycle

Depression. Let us briefly liace the course of
trade c ycle. We night start at a point when business
is at the lowest ebb and the economy is engulfed in
depression. The lucky ones, ho are employed, get
distressingly lose wages. The purchasing power of
money is high but that of' man low. The general
purchasing power of the communit y being very low.

the productive activit y , both in the production of
consumers' goods and producers' goods. especially
the latter, is at -,I very low level. Business settles
down at a new equilibrium at a low level of prices,
costs and profits. This new adjustment or equili -
brium may last for a number of years.

Recovery. But the things are not going to conti-
nue to be in a depressed state for ever. Alter the
depression has lasted for some time, rays of hope
appear on the business horizon. Pessimism gives
place to optimism. The depression contains within
itself the germs of recovery. Alter the depression has
lasted for some time, the atuattoii is found favoura-
ble for a business venture. Wages are low even for
efficient workers, sufficient number of whom is now
'vail;ihle. Mone y is cheap and so are the other
materials and the factors of production. Prices may
he iosv but the costs too are low. This induces an
entrepreneur. who ma y have sufficient financial
hacking. to take the risk. He orders repairs. renewals
and replacements and, perhaps, a new plant. Con -
structional and allied industries receive orders and
re-employ workers who spend their newly-acquired
purchasing power on consumers' goods. 'Fills stintu -
tales further investment and production in scvcial
other industries. Lo! the business has turned the
corner.

Room. Recovery once started gathers nionien -
turn. The slender stream of recover y , ss,lien it has
started flowing, is strengthened b y numerous tribu -
taries oil wa y. The revival of investment in one
itidusirs leads to a revival in another. With the
general revival of dettiand. prices show an upward
trend. The businessman's income takes a forward
mm p while wages, interest, and other costs lag
behind. Profit margins are thus widened ()ptmniisnl
grows and spreads far and %Odv. Exceptional husi -
ness prosperit y turns husi ncssnian's head, and tli e'
indulge in over-trading. This phase ot tIw trade
c ycle m', known as boom

NJ
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End of the Room. But just as depression cre)1e(i
the conditions for recovery , similarl y the boom
conditions generate their own checks. All idle Fac-
tors have been employed and further demand for
them must raise their prices, but the quality availa-
ble now is inferior. Less efficient workers have to be
taken on higher wages. Rate of interest rises and so..
also the prices of the essential materials. As a
consequence, costs take an upward swing. They
overtake prices and the profit margins are first
narrowed and then begin to disappear. The boom'
conditions are thus almost at an end.

Crisis. Then starts the downward course. Fearing
that the era of profits has come to a close, business-
men stop ordering further equipment and materials.
The Government applies the axe mercilessly. The
bankers insist on repayment. The bottlenecks appear
and stocks accum ulate. Desire for liq uidiiy increases
all round. This accentuates the depression. Just as
the recovery is self- reinforcing, the forces of depres-
sion are also self -accumulating. There is general.
distress. This phase of the trade cycle is known as,
the crisis—a point of critical convulsions.

Slump. The crisis is the period of utmost suffering
for businessmen. But they recover in course of time
from the stunning blow. Their commitments are
liquidated somehow and business enters into , the
stage of what has already been described as dpres-
sion or slump or a state of stagnation.

Lord Ovcrstonc describes the course of a trade
cycle thus: "state of quiescence - next imprve-
ment - growing - confidence - prosperity -
excitement _o ver-trading .- convulsion - pressure
- distress - ending again in quiescence." To use
Mitchell's terminology, we can mark tour distinct
phases of a business cycle, viz.. Expansion (upward
movement). Recession. Contraction (downward
course) and Recovery. The above figure 47.1 repre-
seilts these four phases.

Characteristics of a Trade Cycle

A study of trade cycles has revealed two impor-
tant charictcristics (I) tic c yclical nature, i.e., perio-
dicity, (2) its general nal nrc or synchronism.

In the first place, it has been found that trade
cycles occur periodically at fairl y regular intervals.

I. Quoted by Marshall in Mone'i, Credit and Corn
merce, p 246

The interval is not a precise one but the degree of
regularity is sufficient to demonstrate the periodicity
al a trade cycle. There is a general consensus of
opinion that the cycle takes seven to ten years nearly
to complete itself.

The second characteristic is synchronism or its
all-embracing character. The business world is one
ec(nomIc unit, like a living organism. An attack on
one part of the business organism is bound to send a
shock to the other parts. If one firm is in grief, those
who deal with it cannot remain unaffected, and the-,4,
in turn, will affect others with whom they may he in
commercial intercourse. Thus, depression passes
from one industry to another. A time comes when
all industries in all districts and all firms in the
country are enilfcd. Few can escape the deluge.

fFIEOR!FS OF TRADE CYCLE

Several theories of trade cycles have been put
forward from time to time. We shall say here a word
about some well-known theories.

Climatic Theory

It is said that there are cycles of climate. For some
years the climate is favourable and then comes an
unfavourable turn. Changes in climate bring about
'changes in agricultural production. Thus, there are
bumper crops for some years followed by failure of
crops. The cycle of agricultural production results in
a cycle of industrial activit y , for'industry is deeply
affected by the stale of agricultural production.

One of the climatic theories is known as Jevons'
Sunspot Theory. According to Stanley Jevons, spots
appear on the face of the sun at regular intervals.
These spots affect the emission of' heat from the sun,
which, in turn, conditions the degree of rainfall. The
rain affects agriculture, which, in turn, affects trade
and industry. That is how trade c ycles are caused.

Comments. Modern economists do not place
much reliance on climatic theories. Nobody can say
with certaint y about the nature of the sun spots and
the degree to which they affect rain. There is no
doubt that climate affecs agnculival production.
But the climatic the does not adequately explain
periodicity of the trade cycle.

Psychological Theory

Attempts are made by sonic economists to expia in
rr;ole cycles in terms oh' ps ychology. There jr,:
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moods or optimism alternating with moods 01'
pessflI511' without there being any tangible basis
for the !ame. Al some stage, people just think that
trade is 'od and that it is going to remain good
Business activity is intensified and becomes feverish.
Then, all of a sudden, people start thinking that the
period of prosperity has lasted long enough and
adversity is round the corner. Thus, although there
was no valid reason for depression to come about.
but it is brought about by the people themselves. It
is all psychological.

Comments. The psychological theory lacks any
sound basis. There is conjectural element in it.
There is no doubt that industrial fluctuations are
affected by the waves of optimism and pessimism
and are intensified by them. But the y do not explain
the course of the trade cycles or their periodicity
aspect.

tinder-consumption Theory

According to under-consumption theory., there is
too much of saving during a boom and further
additions to saving reduce the level of consumption.
A reduction in the level of consumption, in the face
of increasing productive capacity, must sooner or
later lead to the collapse if the boom. This theory is
associated with the names of J. A. Hobson and
Major Douglas.

But why does over-saving or under-consumption
take place? This is because during the boom, though
prices rise wages lag behind, so that profit margins
are progressively increased. There takes place a shift
in the distribution of incomes in favour of profits
and against the wage-earners. The saving propensity
of the rich is greater than that of the poor. so that it
shift in income distribution in favour of the rich
leads to an increase in the volume of saving. This
process goes on till Prices keep on rising and wages
lag behind. I lowever, one result of such it of
affairs is that the demand for consumpticn goods
gets steadily reduced. This leads to contraction i
their output which precipitates tire crisis.

Comments. The under-consumption or over-
-saving theory contains an element of truth. But 'it
cannot he the sole or adequate explanation. For
example,-if the under-consumption theory were to
he exclusively relied on, we should expect the
consumption goods industries to fluctuate more than
investment goods industries. But exactly reverse is
the case in real life during a trade cycle

Monetary Theory

R. G. Hawtrey was a firm believer in the mone-
tary theory. According to him, variations in flows of
money are the sole and sufficient determinants of
business activity and account for alternating phases
of prosperity and depression. Non -monetary causes
like drought, floods, earthquakes, wars, strikes, un-
balanced development of certain industries, etc.. can

at best cause a partial as distinguished from general
depression.

The argument issomething like this: Most of the
business is done with borrowed money. When
business prospects are good. the banks freely extend
credit facilities. Assured of cheap and easy credit
facilities, the businessmen go on expanding their
business, entering into further and further commit-
ments. A huge superstructure of credit is built up.
This superstructure can be maintained by the curl-
tin uauee of cheap money conditions, if not their
further extension. But a point is reached. when
banks think that they have gone a bit too far in the
mutter of advances. Probably their reserve ratio has
fallen dangerously low. In self-defence, they apply
the brake, curb further expansion ol' credit, and
begin to recall advances, This sudden suspension of
credit facilities proves a bomb-shell to the business
community.

Businessmen have been. counting on the renewal
of overdrafts and cash credit facilities. But contrary
to their expectation, moneys are being called in.
They have to sell off their stocks in order to repay.
This general desire for liquidity depresses the mar-
ket, or the stocks are being unloaded all round.
Some firms, weaker links of the chain, tail to meet
their obligations and bring to grief those whom they
could not pay. Very solvent firms ma y fail, simply
because they do not receive timel y financial assis-
tance front the banks.

Thus, the monetary phenomena of hoarding and
dishoarding, credit expansion and credit contraction
have a lot to do with business cycles, since they
represent a succession of inflationary and deflation-
ary processes.

Comments. No doubt banking institutions play
an important part in building up trade activity. But
it is it bit unkind to sa y that they cause a crisis. The
most that we can say is that they aggravate matters.
They prop up a boom by an over-issue of'credit and
they accentuate a depression by its suspension. But
neither the boom nor the depression originates with
them. Secondly, it world phenomenon like a modern
slump cannot be attributed to the isolated action of
banks in one country. A trade cycle cannot, there-
fore, be exclusively attributed to the misbehaviour
(if n)oney.

Over-investment Theory

Some writers atVbute the boom to excessive
investment and regard the slump as the necessary
corrective for the imbalances created during the
boom. That investment becomes excessive during
the boom is borne out by the fact that investment
goods industries expand faster than consumption
goods industries during the upward phase of the
c ycle. During the depression, investment goods
industries stiffer more than consumption goods in -
dust'ries.
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xhy do investment goods industries expand
than consumption goods industries in the

ii phase of the cyck? On this point, there is a
i Ilèrenee of opinion among the various theorists.

who believe in the over-investment theory. Some
economists like Hayek, Machiup, Ropke and Rob-
bins trace this to the banking system. Though they
do not regard the trade cycle to he a purely
monetary phenomenon, yet they believe that the
disparity in the growth rates of cc)nsulnption goods
industries and investment goods industries could not
occur, if the banking system were not elastic.
According to this version, an increase in investment
Opportunities is fed by a low rate of interest. In this
way. there is encouragement to adopt more and
more roundabout methods of production. Resources
are increasingly withdrawn from consumption goods
industries through a process of "forced saving".

Comments. The over-investment theory correctly
states that fluctuations in the rate of investment are
the main cause of trade cycles. However, the theory
fails to offer a convincing explanation as to why
investment fluctuates in so regular a manner. Many
authors trace hack fluctuations in investment to the
behaviour of the banking system and that we have
seen already is not a very satisfactory answer.

Keynes' Theory

In explaining what determines at any time the
prevailing level of income, output and employment,
Keynes' 'General Theory' also provides an explana-
tion of business cycle, because the business cycle is
nothing more than a illythinic fluctuation in the
overall level Of income, Output and employment.

However, Keynes' 'General Theory "is not a
theory of business cycle as such. It is much more and
also much less than chat. It is more than a theory of
the business cycle in the sense that it offers a general
explanation br the level of employment quite
independently of the cyclical nature of changes in
employment. It is less than a complete theory of the
business cycle because it makes no attempt to give a
detailed account of the various phases of the cycle,
and does not examine closely the empirical data of
cyclical tluctuatioris, something which any complete
study of the business cycle would presumably do." 2

According to Keynes, fluctuations in economic
activity are caused by fluctuations in the rate of
investment. And fluctuations in the rate of iiives-
inemu are caused mainly by fluctuations in the
marginal efficiency of capital. The rite of interest,
which is the other determinant of investment, is
more or less stable and does not play a significant
role in cyclical fluctuations in investment, but at
times it reinforces and supplements the primary
motivating factor (i.e., changes in marginal cffi -

2. Dillard-Economics ofJ. Al. Kecnes. p. 276

ciency of capital). Now, the niarguial efficiency of
capital is a new Keynesian name for the expected
rate of profit on new investment. Therefore, the
economic fluctuations result from the changes in
expectations about the rate of profit on new invest-
ment.

Fluctuations in the marginal efficiency of capital
or the expected rate of' profit on new investment are
due to (a) changes in the prospective yields and (b)
changes iii the cost or supply price of the capital
goods. Fluctuations in costs are secondary and
supplementary to the primary initiating factor,
which is the fluctuations in the prospective yields of
new capital goods. It is the prospective yield which
makes the marginal efficiency of capital very unsta-
ble and subject to violent fluctuations.

Towards the end of a boom, the decline in
prospective yields on capital is due, in the first
instance, to the growing abundance of capital goods
which lowers the marginal efficiency of capital. This
is an objective fact which may induce a wave of
pessimistic expectations (a psychological fact) and
thus cause a further fall in the marginal efficiency of
capital. The turning point from expansion to con-
traction is, thus, explained by a collapse'in the
marginal efficiency of capital. As irf\'estment falls,
because of the decline in marginal efficiency of
capital, the income also falls. The multiplier works
in the reverse direction. A given fall in investment
leads to a multiple fall in income. As income is
falling rapidly, under the multiplier effect, the
employment also goes tumbling down.

Just as the collapse of marginal efficiency of
capital is the main cause of the upper turning point
in the trade cycle, similarly the lower turning point,
i.e., change from recession to recovery, is due to the
revival of the marginal efficiency of capital. The
interval, between the upper turning point and the
start of recovery, is conditioned by two factors: (i)
the time necessary for wearing out of durable capital
assets, and (ii) the time required to absorb the excess
stocks of goods left over from the boom. Just as the
marginal efficiency of capital was pushed down by
the growing abundance of capital goods during the
period of boom, similarly as the stocks of capital
goods are depleted and there grows a scarcity of
capital goods, the marginal efficiency of capital rises,
thereby inducing the businessmen to invest more.
Income increases due to the multiplier effect. So the
cumulative process starts upward.

Comments. Since Keynes's 'General 1heory', the
theories of trade cycle have shown a great degree of
convergence. Of course, even before Keynes, it was
agreed that fluctuations in the rate of investment
have something to do with the fluctuations in the
level of activity, yet a systematic exposition was
lacking. In a Previous chapter (46), we investigated
the melation between a change in investment and the
resulting change in the level of national income.
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This is the familiar theory of multiplier. The theory
of multiplier tells us that changes in investment will
bring about magnified changes in the level of
income and employment. This theory helps us in
understanding the relation between investment and
income.C.

But the theory of multiplier alone does not otTer a
full and satisfactory explanation of the trade cycle.
As has been observed above, a basic feature of the
trade cycle is its cumulative character both on the
upswing as well as the downswing, i.e., once eco-
noinic activity starts rising or falling, it gathers
momentum and for a time feeds on itself. Thus,
what we have to explain is the cumulative character
of economic fluctuations. The theory of multiplier
alone does not prove adequate for this task.

Suppose that investment rises by 100 rupees and
that the magnitude of multiplier is 4. Then, from the
theory of multiplier, we know that national income
will rise by 400 and, if multiplier is the only force at
work, that will be the end of the matter, with the
economy reaching a new stable equilibrium at a
higher level of national income. But, in real life, this
is not likely to be so, for a rise in income, produced
by a .given rise in investment, will have further
repercussions bn the economy. We have already
studied this reaction in the theory of the accelerator.

Modern Theory: Interaction of Multiplier and Acce-
lerator

having studied the various theories of trade cycle,
we turn to the modern theory. None of the theories
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explained above is fully satisfactory. The chief
drawback of Keynes' theory of trade cycle is that he
ignored the acceleration effect in his explanation of
the trade cycle. As pointed out above, the multiplier
alone cannot provide an explanation of the cyclical
fluctuations. It is the interaction between multiplier
and accelerator that gives rise to cyclical fluctuations
in economic activity. An autonomous increase in the
level of fixed investment raises income b y a margin-
at amount according to the value of the multiplier.
This increase in total income will induce further
increase in investment through acceleration effect.
When this happens, the chain of causation is linked
round in a 'loop': investment affects income. which
in turn affects investment plans.

Flow interaction between the multiplier and acce-
lerator causes fluctuations in income can be easily
understood from the following table:---

In the table, we have asumcd that the marginal
propensity to consume is 2/3, the accelerator is
2, and that there is one- period lag. One -period lag
means that an increase in income in one period
induces an increase in consumption in he succeed -
ing period. We have further assumed that an
autonomous investment of Rs. It) crores is added in
each period which is continuously maintained in the
succeeding periods. It will be noticed from the table
that, when autonomous increase in ,investment of s.
10 crores is added in period 1, it gives rise to an
increase in income of only Rs. 10 crorcs. It does not
induce increase in consumption in period 1, as we
have assumed a lag of one period.
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Now with marginal propensity to constine of 2/3,
the increase in income of Rt. 10 crores in period I
induces an increase in consumption of Rs. 6.7 crores
in period 2. With the value of accelerator as 2, there
will he induced investment of Rs. 13.4 crores in
period 2. Now the total increase in income in period
2 over the base period will be equal to the autono-
mous investment of Rs. 10 crores which is main-
tained in the second period plus the induced con-
sumption of Rs. 6.7 crores plus the induced invest-
men( of Rs 13.4 crores (total increase in income in
period 2=30.1). Now, in the third period, the
consumption would he equal to 30.1 x2/3 = Rs. 20
cr0 res.

The increase in consumption in period 3 over pe-
riod 2 is Rs, 13 crores (i.e., Rs. 20 crOres—Rs. 6.7
crores). This increase in consumption of Rs. 13.3
crores will irduce investment of the value of Rs. 26.6
Cr.T,(CS in period 3. Thus, the total increase in the
income in period 3 over the base period is equal to
Rs. 56.6 crorcs. In the same manner, the changes in
income for (lie succeeding periods will be deter-
milled. A glance at column 5 will show that there are
great fluctuations in total income. Under the com-
bined effect of the multiplier and accelerator, the
income increases up to the 6th period, but, beyond
the 6th period, it begins to decrease. 1st to 6th is the
stage of expansion or upswing. The 6th one is a
turning point and from 61h onward is the phase of
contraction or down-swing.

In the ahove,table, it has been assumed that there
is no limitation of productive resources. In other
words, there is no full employment ceiling. In the
table, we have only tried to convey the idea that
interaction between the multiplier and accelerator
gives rise to fluctuations in total national income.
We have taken certain values of the marginal
propensity to consume (and hence of the multiplier)
and the accelerator. The different value of the
marginal propensity to consume and the accelerator
will prudue fluctuations of different magnitudes.

Now introducing the fact that there is a limit to
the increase iii national income st by the lull
employment ceilings. we may explain the different
phases of the trade cycle with the aid of diagram
used by Prof. Flicks. In Fig. 47.2. AA is the line
representing autonomous investment. Prof. Flick
assu Ines that autonomous investment grows annual -
ly at a rate given by the slope of AA. Given the
marginal propensity to consume, the simple multi -
plier is detcrmind, Then, the multiplier and autono-
mous investment together determine the equili-
brium level of income shown by the line LL. Hicks
calls this the floor line. But induced investment has
not yet been taken into account. If national income
grows from one year to the next, as it would along
thV hue LL, there is some amount of induced
ins'estumlent via accelerator. The line FE shows the
equilibrium (line path of' national income deter-

mined by autonomous investment and the coinhiiied
efkcl of multiplier and accelerator. FT is the full

4:s ,

h EIL

Phases of Trade Cycle
Fig. 47.2

employment ceiling. It is a line that shows the
maximum national output at any period of time.

Starting from point E. the economy will he in
equilibrium moving along the path EE determined
by the combined effect of multiplier and accelerator
and the growing level of autonoinous investment.
When the economy reaches point P along the path
EE, ' suppose there is an external shock, sa y an
outburst of investment due to certain innovations or
jump in government investment. When the economy
experiences such an outburst of autonomous invest -
ment. it pushes the economy above the equilibrium
path EE after point P. The rise in autonomous
investment due to external shock causes national
income to increase at a greater rate than shown by
the slope of EE. This 'increase in national income
will cause further increase in induced investment
through acceleration effect. The increase in induced
investment causes national income to increase by a
magnified amount through multiplier.

Thus, under the combined effect of multi,licr and
accelerator, national income or output will rapidly
expand along the path from P to P, . But this
expansion must stop at P, because this is the full
employment ceiling. The limited human and mater-
ial resources of the economy do not permit a greater
expansion of national income. Therefore, when
point P is reached, the rapid growth of national
income must come to an end. Prof. Hicks assumes
that the full employment ceiling grows at the same
rate as autonomous investment. Therefore. EF
slopes gently unlike the greater slope of the line
II-0111 P, 1 to P . When point P 1 is reached, the
economy must grow at the '.a me rate as the usual
growth in the autonomous investment.

For a short time, the economy nlztv crawl along
the full employment ceiling FF. But hccati'.c
national income has ceased to increase at the rapid
rate, the induced investment via accelerator falls off
to (lie level consistent with the modest rile of
growth. But the economy cannot cras k I alnn2 its I till

27- 4
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employment ceiling for a long time. The sharp
decline in induced investment, when national in-
come, and hence consumption, ceases to increase
rapidly, initiates a contraction in the level of income
and business activity. Thus, there is a slackening off
at P 2 and The level of national income moves
towards EE. investment falls off rapidly and multi-
plier works in the reverse direction.

The fall in national income and output resulting
from the sharp fall in induced investment will not
stop on touching the level EE but will go further
down. The economy must consequently move all the
way down from point P 2 to point Q . But at point

• the floor has been reached. National income
will not fall further, because this is the equilibrium
level given by the working of ordinary multiplier
and autonomous investment free from the sirnultan-
cous operation of the accelerator. The economy may
crawl along the floor through the path Q I to 0 in
doing so, there is a growth in the level of national
income. This rate of growth as before induces
investment and both the multiplier and accelerator
come into operation, and the economy will move
towards Q 3 and the full employment ceiling FE.
This is how the interaction between multiplier and
accelerator causes economic fluctuations.

Kaldor's Contribution to Modern Trade Cycle
Theory

We have explained above how hicks explains the
occurrence of trade cycles through the interaction of
multiplier and accelerator. Kaldor also subscribes to
the view that fluctuations in the level of economic
activity (i.e., trade cycles) take place due to the
interaction of multiplier and accelerator but he uses
a modified and more —realistic form of accelerator
and investment function. According to the conven-
tional concept of accelerator, the investment or
demand for capital depends upon the rate of change
of the level of economic activity (i.e., the level of
income and employment). Kaldor has put forward
the view, and most of the modern economists agree
with him, that a more realistic concept of accelerator
or investment function is that which considers that
the demand for investment (or capital goods)
depends upon the level of activity rather than the
rate of change of that level. Ii should he rerneni-
bered that in Kaldor's analysis the level of activity
means the level of national output, income. and
employment. Furthcr, the Hicksian analysis iif acce-
lerator and investment demand does not c&n\idcr
the effect of capital accumulation on the prod uci c

capacity and, thcrefoic, on the ness insesinleni
decisions by the entrepreneurs. in Kaldor's model of
trade cycle. the capital accumulation by raising the
productive capacity affects the investment decisions
91 the entrepreneurs. The effect of the capital
accumulation on the investment decision of the

entrepreneurs makes the investment function non -
linear in the real world (that is, investment-incomes
or investmen(-employment curve is not a straight
line). Through this non-linear investment function
Kaldor has been able to explain the conditions of
stability and instability of the economic system.

Kaldor explains the occurrence of trade cycles
through saving and investment which by their
interaction determine the level of activity, that is,
the levels of national output, employment and
income. It is worth noting that Kaldor uses the
ex-ante concepts of saving and in'vestment, since it
is the ex-ante saving and ex-ante investment that
determine the level of economic activity and not the
e'-post or realised saving and investment. Ex-ante
investment means planned net addition to the stock
of fixed capital and inventories of goods. This
ex-ante investment differs froth the realised, actual
or ex-post investment by the amount of unintended
accumulation or disaccumulations of invento.rie.s of
goods which arise due to the difference between the
planned and realised sales of goods. Ex-ante saving
means the savings planned by the people for a
period if they had accurately forecast their incomes.
Therefore, unexpected changes in the level of in-
come will make the realised or ex-post saving
different from the planned or ex-ante saving.

As has been explained in an earlier chapter, when
ex-ante investment exceeds ex-ante savings, the
level of activity or income and employment will rise
and, on the other hand, when ex-ante saving
exceeds ex-ante investment, the level of activity or
incofne and employment will fall. The equilibrium
level of activity (income and employment) is deter-
mined at which ex-ante saving is equal to ex-ante
investment.

Let us now see how Kaldor explains the siahihity
or instability of the level of economic activity and
the course of the trade cycle. Kaldor takes first the
cases of linear (straight line) saving and investment
functions. Consider Figure 473 where hinea saving
and investment functions (i.e., curves) are shown
and where the investment curve 11 is more steeply.
inclined than the saving curve SS. The two functions
intersect at point C and seem to determine the level
of income Y 0 . But this equilibrium between ex-
ante saving and ex-ante investment is quite unsta-
ble. This is because in Figure 47.3, if once the
equilibrium between savg and investment is dis-
turbed, the economy will move either towards
hyper. intlation or towards cullapc. Thus, it', as a
result of some change. ex-ante Investment exceeds
ex-ante savings (Figure 47.3). then the level of
,mtis mtv (i.e., income) will go on rising unchecked
and will ultimatel y result in hvpc r . iritlation. On the
ilmer hand, if- some disturbance sends the system

ttO ards the right of the cross between saving and
nvcstinerit iii Fie. 47.3 so that es -alite saving

cscecds ex-ante investment thrt the level of in
27 b
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Fig. 47.3	 Fig. 47.4

conic or activity will go' On falling unchecked and
will ultimately collapse. Thus the situation depicted
in Figure 47.3 with linear investment curve more
steeply inclined than the saving curve is quite
unstable; any disturbance in the equilibrium situa-
tion either sends the system towards hyper-inflation
or towards collapse. Since such an instability is not
actually found in the real world, Kaldor rules out
this case.

Now, take Figure 47.4 where also saving and
investment curves are intersecting at point C and
determine the level of income Y,, But in Figure
47.4, investment curve II is less steeply inclined than
the saving curve SS so that the equilibrium between
them at point C or at the level of income Y, is quite
stable. In this case any disturbance, which sends the
system pn either side of the equilibrium level, will
not reinforce itself and the system will tend to came
back to its equilibrium level Y 1 . For example, if as
a result of some disturbance, the level of income
rises beyond equilibrium income Y0 , ex-ante saving
exceeds ex-ante investment which will tend to
reduce the income to the equilibrium level Yo. On
the other hand, if in Figure 47.4. the income falls
below Y . ex-ante, investment will exceed ex-ante
savings and as	 result the level 01' income will rise
to Y . Thus. equilibrium is quite stable in
Ftguiè 47.4 where investment curve is less steeply
inclined than tire savings curve. But such a stability
is also not realistic because economic system in the
real world shows great instabilit y . We thus see both
the cases depicted in Figeres 47.3 and 47.4 having
linear ex-ante saving and investment functions arc
quite unrealistic and therefore Kaldor rules them
out. Kaldor points out that in the real world both
the saving and investment functions are non-linear
(that is. the are not the straight lines) and explain
trade cycles oi fluctuations in the econom ic activity
with non -linear saving and investment function,.

The interaction hnstweep the non -linear sas iii
function SS and the non-linear investment function
It is showu in .Figuic 47.5. Given the shapesuf these

two functions, they intersect at Illeco points. A. fl
and C. Equilibrium at point ' 13 is quite unstable both
up. 'ard and downward. Above point B, investment
exeeds saving and, therefore, once as a result of
some disturbance investment exceeds saving, the
income (i.e., the level of activity) will go on moving
upward till point C is reached, and below point B
saving exceeds investment and any disturbance
whidi moves the system below point B. the level of
activity will go on moving downward till point A is
reached. Above point C. saving exceeds investment
and, therefore, if the system goes above point (', it
will come back to it. Therefore, the system is stable
upward. On the other hand, below point C, invest-
ment exceeds saving and, therefore, any disturbance
which sends the system below point C. It will (s
corrected by the return to the point ('. Thus, the
level of activity at point C is also stable downward.
It, therefore, follows thst the level of activity is in
stable equilibrium at point C.

A glance at point A in Figure 47,5.will reveal that

I/s

.kt

LEVEL OF ACTIVITY

it also represents it -stable equilibrium. ahis e P"11 11,

A saving exceeds investment and Ijelosspoilli A
Investment exceanis saving wi çh nrc..;i 	 bar h'
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LEVEL OF ACTIVITY

Fig. 47.6

level of activity will tend to return to point A if any
disurhanee, causing movement either upward or
downward. occurs. It, therefore, follows that both
the extreme points. C representing boom period and
A representing depression, are stable equilibrium
points. This means that economy should tend to be
iii stable equilibrium at either a very high or a very
low level of activity. This is. however, a quite
unlikel y and improbable result since in the real
world the economy is not found to he stable at these
extreme levels of activity. In the capitalist system of
the real world there occurs, if Government does not
take any steps, self-generating trade cycles.. That is.
a good deal of instability is found in the capitalist
system in the real world. But the stability at these
two extreme levels of activity seems to be necessary
it the saving and investment functions remain fixed
and also it the non - linear saving and investment
functions are actually of the shape as shown in
Figure 47.5. Kaldor shows that these shapes of the
two functions approximate to the real world situa -

tion.
It is throu g h the changes or shifts in the invest -

iliciit kinction and saving function curve that Kal -
dor csplains the self- generating trade cycles found
in . the Urce-market capitalist economics. According
lo K:iklor. when the lecl of investment is ver y high.
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Fig. 47.7

production of consumer goods increases and as a
result both consumption and saving increase. This
means that saving function curve SS will shift
upward when the high lcvel of activity is reached.
Besides, with a high level of investment the oppor-
tunities for further investment may become tempor-
arily restricted and as a result of this investment
function curve 11 tends to shift downward. Thus,
when the economy is at a high level of activity. i.e..
atpoint C. the saving function curve SS tends to
move upward and the investment function curve II
tends to move downward and consequently the
point C tends to move down and point B tends to
move up as in Figure 47.6, until they meet each
other at the combined point BC as in Figure 4?.7. It
will he seen from Figure 47.7. that saving cs.eceds
investment on both sides of the combined po int BC.
which means that the level of actis ity at the corn -
hined point BC is unstable downward. Thus.
because saving exceeds investment at the combined
point BC, the contraction in the level of activity will
not stop at point BC but will continue further until
point A is reached.

The economy will not go below point A in Figure
47.7, because, as explained abuvc.sa'. ri g OIJ invest-

ment are in stable equilibrium at point A. But,
according to Kaldur reversal movement of the cycle
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will start because the investment function curve will
shift downward. Given the level of activity at A,
investment in machines or equipment may not be
sufficient to cover the depreciation. This creates
opportunities for more investment, which causes the
investment function curve to move upward With the
level of activity at A, as the investment function
curve II moves upward relative to the saving func-
tion curve SS, the point B will separatc from point C
and tend to move towards A as in Figure 47.8 (a).
The investment function curve H will go on shifting
upward till combined point AB is reached as in
Figure 47.8 (b). But the combined point AB is
unstable upward, for above combined point AB,
investment exceeds saving. As a result, the expan-
sion in the level of activity will not stop at point AS
but will continue until once again point C is
reached. Now, with the point C representing again
the situation of boom having been reached, the
investment opportunities once again will become
restricted and as a result the movement of contrac-
tion in the level of activity will start once again and
the whole process of contraction and then expansion
will be repeated again, as brought out above. This is
how Kaidor shows that the occurrence of trade
cycles in a free market capitalist economy is self-
generating.

POLICY FOR THE TRADE CYCLE

Remedial Measures

Lack of unanimity, as to the policy to be followed
to eliminate trade cycle, is even more marked than
the lack of unanimity about the causes thereof. For
a complicated malady no simple remedy can be
prescribed. Most of the economists are agreed that,
under the existing economic order, crises are un-
avoidable: you can only delay them or mitigate their
severity when they come. We need, therefore, two
sets of measures: the preventive and the curative, for
the stabilisation of the economy.

For preventing or avoiding crisis, the remedy will
depend on the diagnosis. Influences of climatic
factors on the supply of raw materials cannot be
ruled out altogether. In a country like India, where
nearly two-thirds of the people depend on agricul-
ture, it is necessary that dependence on rains should
be reduced as far as possible so that agriculture no
longer remains a gamble in the monsoons. A
network of canals, wells and reservoirs may be
provided to ensure an adequate and regular supply
of water. Other external factors like wars, earth-
quakes, and epidemics cannot he provided against.
They do not, however, play an important part in a
trade cycle. At any rate, they do not occur with any
degree of regularity.

Imperfect adjustment of demand and supply can
be rectified by collecting and disseminating correct

and up-to-date suUistical information about the
condition of crops, quantities of goods produced by
the main industries, state of employment, imports
and exports, per capita income, prices and cost of
living index numbers and of company floatations,
profits, dc. This will help the businessman to form
an intelligent forecast of the probable changes in the
demand for, and supply of, certain types of goods.
The intelligence bureau may issue directives and
warnings from Lime to time so that undue pessimism
or optimism is nipped in the bud. In the boom
period, the companies may be asked to follow a
cautious policy in the distribution of dividends and
to build up reserves.

Monetary Policy

The above-mentioned preventive measures will
not, however, be enough. Besides these, a country
must always formulate and follow an appropriate
monetary policy so as to avoid the occurrence of
booms and slumps. If they still come about, mone-
tary weapon must be wielded to mitigate their
severity and also to restore economic stability as
early as possible.

Monetary policy embraces banking and credit
policy relating to loans and interest rates as well as
the monetary standard and public debt and its
management. It influences the volume of credit base
and, through it the volume of bank credit and thus
the general level of prices and of economic activity.
The usual methods through which it works are fully
discussed in another chapter. We may mention
here that the important ones among such methods
arc: manipulation of bank rate and open market
operations. When boom conditions are developing,
bank rate is raised and thus credit is contracted with
the consequent brake upon the undue expansion of
business activity. In a depression, a policy of cheap
money may he adopted to stimulate business invest-
ment and thus assist recovery.

The bank credit policy involves two types of
controls: the quantitative and the qualitative. The
quantitative control is aimed at general tightening or
easing of the credit system as the situation may
demand. It is exercised by influencing the reserves of
the banks. The qualitative or selective control seeks
to regulate .particular type of credit. Its object is to
stimulate, restrict or stabilise bank advances for
specific business schemes. In recent years, the
Reserve Bank of India has been following a policy
of selective credit controls.

Obviously, monetary policy has much to com-
mend itself and was, therefore, rightly regarded. in
the early thirties, as the best anti-cyclical instru-
ment. But there are limitations of the policy relating
to the hank rate and open market operations. Its
success will depend on how far certain assumptions

3. Chapter 53.
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are true. For example, how tai the various members
of the banking system are prepared to accept the
lead given by the central bank: how far the banks
can make their borrowers use their credits for
purposes for which such credits have actually been
created; further, how far monetary causes are
responsible for the economic fluctuations; and still
further, and most important, whether the business
community will adjust their investment exactly in
accordance with the altered rates of interest.

Limitations. Thus, since these assumptions are
only partially true, it is understandable that mone-
tary management can claim only limited efficacy.
The most serious limitation, in periods of depres-
sion, when the business community is so completely
in the grip of pessimism, is that even a substantial
reduction in the interest rates does not make them
embark upon expansion of production and new
investments. The horse may be taken to water, but it
may refuse to drink. The monetary authority can
only encourage business enterprises. The only result
of lower interest rates may be to create a state of
liquidity.

The existence of a huge public debt has also
blunted the edge of monetary control. For the sake
of their own solvency, the banks must keep the
prices of bonds stable.

Hence, modern expert opinion is not inclined to
place much reliance on monetary policy, as a tool
for keeping economic activity in proper trim,

Fiscal Policy

The inadequacy of monetary policy led, therefore,
to the search for suitable supplementary methods.
Fiscal policy was the most important new find. But,
for reasons to be explained presently, this new
method, though it was "designed to supplement and
strengthen monetary policy, has ended up by threa-
tening to supplant monetary policy altogether."
(Williams). Since public expenditure in all modern
States constitutes a fairly respectable proportion of
the total national income, fiscal policy is bound to
affect the level of prices, production and employ-
ment, irrespective of the fact whether this policy is
deliberately aimed at this or not.

Fiscal Policy, broadly speaking, consists of (a)
Public spending or a policy of public works and (b)
appropriate taxation.

We have already seen that, according to Keynes'
explanation, trade cycle is primarily caused by a
disequilibrium between saving and actual invest-
ment. II, therefore, the capital outlays of the State
and public bodies could be adjusted to the varying
private (business) investments, disequilibrium can
he prevented from arising, and, thus, economic
stability ensured. And if disequilibrium has some-
how conic about, it can be rectified by adjusting
public spending. Public spending has, thus, to be

varied according to the exigencies of the business
situation.

In a year of depression, that is, when private
investment is at a low ebb, the deficiency in invest-
ment will have to be made up by large capital outlay
by the State, and, conversely, during the upward
swing of.the cycle, the State will have considerably
to cut down its spending programme. Thus, during
the depression, years, the State must be ready to
spend beyond its current revenues.

In other words, the State should be prepared to
have deficit budgets during depression. Conversely,
there should be surplus budgets during the years of
prosperity. To put it in another way, instead of
having balanced budgets every year, the State
should aim at budget-balancing over a series of
years.

On the revenue side, rates and taxes should be
lowered during depression, while they should be
raised during boom years. To stimulate business
investment during depression, not only the rates of
taxes should be lowered but also more liberal
allowances for depreciation and obsolescence, etc.,
should be granted.

Thus, fiscal policy, which is also called the contra-
cyclical management of public finance, may be
operated both through public revenues and public
expenditure. Between these two, the expendiure
method is far more effective in stimulating busness
activity. Moreover, the revenue method leaves the
entire initiative to the business community and is
also not capable of directing expenditure into chan-
nels which may be particularly desired. HOwever,
best result will be achieved if both. of them are
combined.

Public Spending or public works policy, in view of
its greater efficacy, deserves rather a detailed treat-
ment. We shall begin with its theory. When during
depression, economic activity is at a low ebb, and
consequently there is considerable unemployment,
the propensity to consume is naturally low. One
important thing (apart from lowering the rate of
interest) is to increase this propensity to consume. If
somehow some additional employment could be
created by starting pub l ic works and thus purchasing
power increased through the wages paid to the
newly employed, propensity to consume will rise
and, in turn, stimulate private business investment,
on the principles of multiplier and acceleration. The
government expenditure on its public works will,
thus, have brought about many times greater invest-
ment and, thus, contributed greatly towards all-
round economic recovery. The public works expen-
diture of the State will have, thus, performed the
function of 'priming the pump' of economic activity
in the country.

This is to fight a depression, when it has already
occurred or is developing. But there is another
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function that public spending programme may be
made to perform, namely, that of stabilizing econo-
mic activity over a long time, and making it free
from booms and depressions. This long-term aim
can be achieved, as has been mentioned already, by
constantly and appropriately adjusting public in-
vestment to the changes in private investment.. The
function is called the 'compensatory action' of fiscal
policy.

In the words of the American Economic Associa-
tion, "In a system where the great majority of
workers are in private employment, government
slabilisation policy consists primarily in altering the
general economic climate so as to mitigate or offset
developing fluctuations in private business." Among
the measures that a government may adopt to even
out cyclical fluctuations, their report mentions the
following:-

(i) Alteration in tax rates and in the design of tax
structure to bring abôut changes in incentives to
individuals.

(ii) Changes in government contributions to the
income stream through transfer payments, i.e., em-
ployment benefits, etc.

(iii) Change in public expenditure on public
works and other government purchases.

(iv) Monetary control to bring about a change in
the cost and availability of bank credit.

(v) Public debt or monetary policy to bring about
changes in the financial assets and liabilities of the
public.

(vi) Timely announcement of a clearly defined
government policy with a view to influencing invest-
ment decisions as well as those relating to current
scheduling of output and employment,

(vii) An appropriate international economy
policy.

Two strategic principles have been recommended
for the achievement of economic stability.

(I) Government tax revenue should be higher
relative to government expenditure in periods of
high employment than in periods of substantial
unemployment.

(2) Money and credit should be relatively tight in
periods of high employment and relatively easy in
periods of substantial unemployment.

Complete unanimity is, however, still lacking
amongst economists regarding the merits of public
spending policy as a means of securing continuous
equilibrium between saving and investment. AS'
against this, all are agreed about the great utility or
fiscal policy in regard to its narrower, but surer,
application for combating cyclical fluctuations,
when these have already occurred.

Apart from the infinite gain in assisting invest-
ment during depression, public spending or puh!ic.
wo s policy, during such a period, will enable the

State to complete such works at much lower cost.
Wages, prices and interest rate during depression are
low. Moreover, the net expense by the State is lower
still. After all, if such schemes are not undertaken,
unemployment - 'doles' would have to be paid. The
net cost of public works is, therefore, their total cost
minus the unemployment 'doles', which would have
otherwise been paid.

Limitations. The limitations of fiscal policy must
not, however, be lost sight of. To begin with, many
of the public works may be non-shiftable in lime.
Some of them cannot wait for depression to set in.
Most of them are directly connected with the
general business movement, rather than being used
as corrective.

Then, owing to immobility of labour, the policy
may fail in creating additional employment. Road
making, for example, cannot absorb the unem-
ployed textile workers.

Besides, in a democratic State, the public may
bitterly oppose heavily surplus budgets during per-
iod of prosperity and may demand tax reductions.

Further, sufficient care will also have to be taken
to ensure that the spending by the State is in such
spheres only which would not have been taken up
by private investors, otherwise public investment
does nching more than merely replace private
investment. Moreover, public spending should not
increase the difficulties of private investors by rais-
ing the cost of construction materials, building
labour, etc.

Notwithstanding these limitations, fiscal policy is
a powerful anticyclical weapon. Its efficacy will be
further heightened, if suitable monetary manage-
ment is also combined with it. The twQ could be so
devised as to he "mutually reinforcing". "In reco-
very from deprcss.on the deficit budgeting may play
the larger role, both by creating new income direct-
ly, and by helping to implement an easy money
policy, while in a boom, monetary policy would play
an important and perhaps even the predominant
role."

State Control of Investment. In recent years.
economists have been advocating something farther
than direct public investments for the purpose of
counteracting business fluctuations. They urge that
private investment should also be effectively cont-
rolled by the State for the same purpose. Control of
private investment in certain countries dates from
the thirties, when it was adopted as an emergency
measure. It was further extended and tightened
during the War of 1939-45 by the belligerent
countries and by some neutral countries as well. But
then the object was the diversion of resources for
war purposes. After the war, though such control of
investment was relaxed, yet its role is being greatly
emphasised by the economists as a permanent
measure of economic stabilisation. In developing
economies, as in the Indian economy which have
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adopted a course of planned economic develop-
rncnt, control on new capital issues is generally
instituted.

The danger of such a policy lies in this that too
much State direction and intervention will hamper
private enterprise. But leaving private investment
entirely free is also not very safe. A happy mean will
have to be struck. Keynes was of the opinion that
such a golden mean could be struck. When that is
done, economic stabilization will become more
practicable.

International Measures

So far we have been discussing individual nation-
al et1brt at stabilisation. But trade cycle is an
international phenomenon and no country is her-
metically scaled from the rest of the world. In fact,
this international aspect creates complications and
makes crisis control all the more difficult.

The measures which are suggested to be adopted
on an international scale are: International Produc-
tion Control, International Buffer Stocks and Inter-
national Investment Control. International Produc -
tion Control envisages control of production and
prices of the important primary products. The
difficulties of such control are indeed formidable.
notably because agriculture in countries like India is
usually carried on a small scale and more as a mode
of living than as business, so that even though it
ceases to be profitable, it will he continued. But
production control, as far as possible, combined
with buffer stocks to counteract sudden changes in
supply and demand, will go a long way in prevent-
ing rise or fall in their prices, which give rise further
to serious fluctuations in the entire economy.

An international investment control for develop-
ing backward regions would help in raising the
standards of living of their people and thus reduce
the inequalities in the standard of living of different
peoples. Such reduction in those inequalities is
bound to strengthen the forces of stabilization. 7he
I I1.R.D. and President Truman's Point-Four
Programme and the Colombo Plan are attempts in
this direction.

Conclusion. These arc some of the measures that
can be adopted to alleviate suffering. But the world
has not been able to discover any panacea or
sovet :Ign remedy for a commercial crisis. Nothing
short of reorganisation of the economic system can
provide against the recurrence of crisis. These are
by-products of capitalism and so long as capitalistic
system of production continues such disturbances
must continue to take place. A planned economy or
some form of socialism may remove such a contin-
gency.

Even a Socialist State will commit mistakes about
organisation of production. It will also have to
anticipate demand. No human organisation can be

infallible, yet planning of the entire economic held
will so co-ordinate the various economic activities
that maladjustments will be a rare phenomenon.
Even when dislocations do occur, the vast resources
of the State can easily meet such a situation. No
failure of individual firms or displacement of labour
will take place; losses can be easily borne. When the
whole world was suffering from acute depression
and unemployment during the early 'thirties, nc
such dark clouds threatened the economic horizon
of Russia. Planned economy seems to he the best
way ofnot only preventing a crisis, but also of
fighting it when it comes.

MATHEWS' MODEL

Samuelson and Hicks's models are based on the
acceleration principle. ButProf. R,C.O. Mathews has
pointed out in his book, the Trade Cycle, the
acceteration principle lt=Y (Y1 _I—Y12) will not
work because the stock of capital at the initia
period 1 is not necessarily adjusted io the income
level of the period t-2, after which income rises in
period t-1 calling for re-adjustment of capital stock
in period t-through fresh investment. Instead, there
may be either excess capacity or short capacity in
period 1-2 Also, it is not necessary that investment
in period I should always bring the stock of capital
in adjustment with the income level of period t-I.
Hence level of investment in period t cannot be
expressed satisfactorily as a function of
(Yt - I -Y t- 2) as it is postulated in the acceleration
principle, Mathews has therefore discarded the
acceleration principle in his model and has instead
adopted another principle known as the capital
stock adjustment principle.

Mathews' approach to the theory of investment
resembles that of Kaldor, Goodwin, Joan Rabinson
and Kalecki. Like them Mathews has adopted the
formulation that investment changes directly with
income and inversely with the existing capital stock.
A linear formulation of this capital stock adjustment
is: It t= aY t-bKt where K represents the capital
stock and I and 'Y respectively are investment and
income.

The stock-adjustment principle as stated here
covers the acceleration principle too as a special case
when a is the normal capital-output ratio and b = 1.
This means that the stock adjustment priflciple is a
more general principle which includes the acciera-
tion principle as a special case.

It can be shown that cyclical fluctuations can
follow from the capital stock adjustment principle
more or less in the same way as they follow from the
acceleration model, either 'lags' or 'buffers' or
both are a necessary condition for the interaction
between the stock adjustment principle and the
multiplier to generate endogenous cyclical fluctua-
1 ions.
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Part I
Monetary Standards and Theory

of Money and Prices

NATURE AND FUNCTIONS
OF MONEY

Meaning of Money
Money has been defined in various ways. Some

say, 'Money Is that money does.' (Walker). In other
words, anything that performs the functions of
money is money. In the widest sense, the term
'money' includes all media of exchange—gold,
silver, copper, paper, cheques, commercial bills of
exchange, etc. But this definition is too wide.
Cheques, bills, etc., have been called representative
money as they are only convenient representatives
of the standard of value. Some writers narrow down
the definition to include only the commodity (e.g.,
gold) that may serve the purpose of money. This
excludes bank notes or government currency notes
from the category of money. These instruments
cannot, logically speaking, be excluded, because
they possess all the attributes of money, as we shall
see presently.

The most commonly agreed view is that, "any-
thing which is widely accepted in payment for goods,
or in discharge of other kinds of obligations" is
money (Robertson).

In Crowther's words. "The only essential require-
ment is general acceptability. Money . . . need
not itself be valuable. It must, indeed, be relatively
scarce, since it would hardly do if money could he
plucked off every tree. But, provided precautions are
taken to keep it relatively scarce and, it may be
added, comparatively invariable in amount—money
can consist of things as worthless as a scrap of paper
or the scratch of a clerk's pen in the books of a
bank"

CONCEPTS OF MONEY

Theoretical Debate on the Definition of Money

In recent years, there has been a keen controversy
on what is and what is not money. This controversy
hinges on what functions money is expected to
perform i.e. whether money is to be regarded as a

mere medium of exchange or a store of value. The
functions are discussed in detail in a subscqupnt
system. As pointed out by Prof. l-lany G. Johnson, in
his recent survey of developments in monetary
theory and policy, there are four main schools of
thought on the definition of money and money
supply We refer to them briefly as under:—

Conventional Approach. There are economists
who define money on the basis only of its function
being a medium of exchange. They include in the
term 'money' currency and demand deposits in
banks. Since they think that to serve as a medium of
exchange is still the primary function of money, only
currency and demand deposits in banks should be
included in the definition of money because they are
perfectly liquid and are generally and immediately
acceptable as medium of exchange.

Thus, according to this school, Money Stock = -
Cash + Demand Deposits. This is called M . This
definition of money includes only currency and
demand deposits, but excludes, all other assets (not
so liquid) like time deposits, post office savings bank
deposits and liabilities of non-banking flicancial
institutions which are known as near money. They
cannot he used as medium of exchange. It costs
something to convert these assets into currency or
cash or demand deposits. They are also called
'frozen assets' which can be sold at a substantially
lower price.

Chicago Approach. Prof. Milton Frilman is the
leacr of this school. The basic idea underlying their
approach is that they do not regard money as a mere
medium of exchange but also as a store of value.
Ke ynes also used the term 'money to hold'. Ob-
viously. when money is to serve as a store of value,
other assets besides currency and demand deposits
must also be included in the term money. These
economists regard money as a temporary abode of

I.	 Anouihneo[Monev. 1950,p.21.

409



410	 NATURE AND FUNCTIONS OF MONEY

purchasing power separating the act of purchase
from the act of sale. Thus money is supposed to
include, besides currency and demand deposits in
banks as in the conventional approach given above,
other assets like time deposits in banks as well as
savings bank deposits. The time deposits are very
closely linked with demand deposits and may app-
ropriately he called near ,?w,iep. They are also liquid
assets though not so liquid as currency and demand
deposits because one cannot spend them as money.
They have to be converted into cash or currency
before they can he spent- Money in this sense is

Thu.s M 2 + lime Deposits
=Currency + Demand Deposits + Time Dcposts

Emperical studies have brought out the close
relation between money income and money supply.
It has been found that correlation between changes
in money supply and changes in money income is
more clearly brought out if time deposits arc also
included in the definition of money supply.

Gurley and Shaw Approach. The other school of
quantity theorist is one led b y Gurley and Shaw.
They enlphaise the implications of velocity ofcircu-
latiori of' money and the existence of substantial
volume of liquid assets closely substituable for
money like short-term Government securities, liahi-
lines of non-banking financial institutions, time
deposits in banks, post office saving hank deposits,
etc. Thus the definition of money as currency and
demand deposits in banks is to be broadened to
include time deposits in banks and other assets
mentioned above.

Guricy and Shaware also of the opinion that
money supply should he defined as a weighted sum
of currency, demand deposits, time deposits and
liabilities of non-banking financial institutions,
weights being assigned on the basis of degree of their
substitutability for currency. For instance weight of
unity be assigned to currency and demand deposits
in banks and weights between zero and unity to
other assets depending on the degree of substituta-
bility between a particular asset and currency.

Credit Approach. There are two broad groups
representing this approach. One group, consisting of
the financial experts of the Federal Reserve System
of the U.S.A., emphasise the close substitutability
between currency and bank credit. They would
rather substitute credit for currency, since credit
instruments are very close substitutes for money.

The second group adopts the views of the Rad-
cliffe Committee whose theoretical basis was
provided by R.S. Sayers. This group wants to
replace the concept of money by the general liquidi-
ty situation of the economy. They are of the view
that money supply and its velocity have little
significance for an economy can substitute credit for
money without any limit. A credit card can enable
the holder to buy anything. This means a decrease in
the velocity of circulation. In other words, Radcli We -

Sayers Thesis is that money supply is not the main
lever of monetary action, because spending deci-
sions do not depend only on money supply out the
state of liquidity of the economy. Liquidity means
the case with which funds can be raised for financing
purchases which in turn depends on the borrowing
power of the community as a whoic. Hence these
economists reject money as an operationally useful
concept and substitute for it general liquidity posi-
tion of the economy.

Conclusion. Thus we see that there is no consen-
sus among economists as to what is money and what
is not money.

Money Stock Measures in India

In recent years, there has been it great deal of
debate as to what constitutes money supply with the
public. While all are agreed on money supply with
the pu,btic in the sense in which it has been
explained above (i.e., currency plus demand depo-
sits with banks), many monetary theorists have
expressed the opinion that in a country like India
where the branches of banks are confined to cities,
towns and only to a proportion of villages and
where the people maintain substantial deposits
with post office saving banks, it would he a true
measure of total money supply with the public,
if the peoples' deposits with postal savings banks are
also included. Accordingly, while money supply
with the public in the sense of currency and demand
deposits with banks (and other deposits with RBI)
may be designated as M1. Another measure of
money stock in the country, called M2. would be if
post office saving bank deposits are also added to
M l . In this case, apart from currency which is most
liquid form of money, demand deposits with banks
and savings deposits with post office saving banks
are also taken into account.

Some economists would like to go further and
include time deposits with banks also in the
country's money stock. When that is done, the
aggregate of money supply is designated M3 in
India. This is equal to the sum of Ml and time
deposits with banks. The justification advanced for
this is that the holders of time deposits regard their
such deposits as near money assets and in time of
need can use their time deposits by obtaining bank
loans against them or by getting them converted into
cash by receiving payment of such amounts before
their maturity by foregoing interest which would
have accrued had those deposits been retained till
their maturity.

The process of extending the concept of money
supply or money stock measures does not stop here.
Logically speaking, apart from demand deposits and
time deposits with banks, quite substantial am
are kept by people in India with post offices no ily
in the postal saving banks, but also in he fo	 of
term deposits (medium-term and long-term) 	 . C
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commodity money, metallic money, paper money
and then credit money.

ROLE AND IMPORTANCE OF MONEY
IN MODERN ECONOMY

form of post bonds/cash certificates. The money
stock In this comprehensive sense-currency with the
public pius demand deposits with banks plus time
deposits with banks plus total posts office deposits
(both saving deposits and term deposits) has, in
India, been designated M4.

Difficulties of Barter

When exchange is done without the intervention
of money, we call it barter. Barter, however, is
possible pnly under extremely simple conditions of
exchange. Associal organization became more corn -
plex through a more minute division of labour and
multiplicity of human wants, it was realised that
exchange by barter was not a satisfactory method.

The following are the main- difficulties of the

barter system: -

(i) Double coincidence of wants. Barter requires
a double coincidence of wants. If 'A' possesses a
cow, for instance, and wants to exchange it for a
horse, he has to find a person, who not only can
spare a horse but also wants a cow. Suppose he
meets 'B' who wants a cow but can only offer sheep.
'A' may then have to find a man who wants sheep,
and so on until he can get the commodity he wants
by a series of barter transactions. It is obvious that
this method involves much inconvenience and risk.

(ii) Lack of a common measure of value. The

difficultiesof barter do not end here. Even if two
persons, who want each other's goods happen to
meet, a second difficulty arises: In what proportion
the two goods are to be exchanged? There is no
common measure of value. The ratio will be arbi-
trarily fixed according to the necessities of the two
parties or the intensities of their reciprocal demand.
One party is bound to suffer under conditions,
where each exchange is an isolated transaction.

(iii) Indivisibility of certain articles. Even if an
agreement is reached regarding the proportion in
which things should be exchanged, a third difficulty
may arise when the commodities concerned are
indivisible. For instance, take the case of a man who
wants to purchase wheat equal to half the value of
his cow. With the other half, he wants to purchase
cloth which is in the possession of a third person.
How is the cow to be divided? Many similar
situations can be imagined.

The difficulties of barter can be illustrated by
taking the example of a French singer who gave
performances in an island where money was not in
use. She was paid in the form of pigs, goats, fowls,
apples, bananas, etc. She had to give the fruits and
other things to her pigs and goats to keep them alive.
What did she gain? Nothing. 11ad she been paid in
money for these performances, she would have
become rich.

Difficulties of barter led to the introduction ot
money which passed through several stages, viz..

There is no doubt that money facilitates and
motivates all economic activity relating to consump-
tion, production, exchange and distribution. Money
enables a consumer to maximise his satisfaction.
Money measures the intensity of desire and the
utility of a commodity to a consumer. Money
facilitates production by stimulating 

saving and
investment. It gives mobility to capital and helps in
capital Ibrmation. It enables the harnessing of
various factors of production so that the cntrepren-
cur is able to maximise his profit. Introduction of
money facilitates exchange and helps in the deve-
lopment of trade and commerce, both national and
international. Money functions as a common deno-
minator for the distribution of social product. it
is in terms of money that, wages, rent, interest and
profits are determined. Money helps the price
mechanism to operate and serve as an instrument
for the allocation of resources among competing
uses. Money is an extremely valuable social instru-
ment which has largely contributed to the growth of
national wealth and social welfare. It has ensured
the smooth functioning of the economic system. It
has accelerated the process of industrialisation. In
money economy, there is a continuous flow of
money payments. This circular flow is essential for
promoting economic welfare.

Whatever the type of economic system money is
found to he of great service. In a capitalist economy,
money plays an important role because capitalism
basically depends, on price mechanism which oper-
ates through the medium of money. As Prof.
Robertson observes, "the existence of monetary
economy helps society to discover what people want
and how much they want........and to decide what
shall be produced and in what quantities, and to
make the best use of its limited productive power.
And it helps each member of society to ensure that
the means of enjoyment to which he has access.
yield him the greatest amount of actual enjoyment
which is within his reach." Even in a socialist
economy, price tags are essential for its smooth.
efficient and economical working. It is said while
nsoiley is a master in a capitalist economy. it is a
servant in a socialist economy. Money also plays a
significant role in a mixed economy. It plays a
crucial role in determining emplo yment. output and

income in the private sector- In the public sector, it
is helpful in the allocation of' resources and for
changing the pattern of income distribution. It is a
powerful instrument for capital formation and
economic development in a developing economy.
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Dangers of Money

Money is not, however, an unmixed blessing.
Money is a good servant but a bad master.

Money has proved dangerous in several ways:

(i) Economic Instability. Some economists are of
the view that money is responsible for economic
instability that is to he found in capitalist economies.

When there was no money, saving was not
divorced from investment. Those who saved also
invested. But in a monetised economy, saving is
done by certain people and investment by some
other people. Hence, it does not follow that savings
and investment should he equal. When saving in a
conirniintty exceeds investment, then national in -
conic, output and emplo y ment decrease and the
economy is engulfed in depression. On the contrary,
when investment exceeds savings (i.e., investment
financed not by genuine savings but through deficit
Ii nancing). then national income, output and em-
ployment increase and there is a spell of Prosperity.
But if the process of money creation and investment
COfl titi ues beyond the point of fliP employment'
inflationary situation will he created. Hence, dispar-
i ty between savings and investment resulting from
the'creation of money, is said to be the maui cause
of economic fluctuations.

The main danger of money lies in its liability of
being over- issued in the case of incon vcrtible pp'
money. The over-issue of money ma y result in
hyper-inflation as in India ill Excessive rise
in priccs fins hard the consu'ming public and the
fixed -Incoinists.. It engenders speculation and inhi -
hit, ii oil Ictive enterprises. It also upsets debtor -
creditor rclutionship. It adversely affects distribution
of i nerirne and wealth in the community so that the
gulf between the rich and poor widens.

(ii) Economic Inequalities. Money has proved to
lieif convenient tool for amassing wealth and
of the cxplitai ion of the poor by (lie rich, It has
created a vawIrig gulf between the 'haves' and the
'have-nuts.' The misery and degradation of the poor
is. thus, to no small measure due to the existence of
money.

(iii) Moral Depravit y. Money has weakened the
moral fibre of man. The evils to he Pound in the
a tiluen I society are only too obvious. 'File wealthy
monopolise all the social evils like corruption, the
'wine and the woman'. In their case, money has
proved to be it I killing weapon. In the words of
an cmi lien t German economist Von M ises, "money
is regarded as the cause Of tliell and murder, of
ileccptioii and betrayal. Money is halnied when the
prostitute sells her body and when the bribed judge
perverts the law. it is money against which the
muralist ilecl,iinis when lie wishes to opposc exces-
sise materialism. Significantl y enough, avarice is
called the love of money and all evil is attributed to

It. 2 Money in itself' may not he had, but its
possession no doubt facilitates corruption and crime

Thus. 'money which is a source of so many
blessings to mankind becomes, unless we control it,
a source of peril and conlusion.'3

Money in a Socialist State

In view of the evils mentioned above. espcv'ially
the exploitation of' the poor by the rich, prominent
socialists like Marx and Lenin condemned money.
No wonder that when the Communists came to
power in Russia, they took steps to abolish money.
But it was soon realised that to run a modern
economy without money was impossible. All econo -
mic activit y has to be based on monetary calcula-
tions. As Leon Trotsk y observed, "['he blueprints
produced b y the offices must demonstrate their
economic expediency through commercial calcula -
tion. Without a firm monetary unit. commercial
accounting can only increase the chaos."4

Accordingly, money is fully and firml y established
in all Socialist States. Fven there it performs the
essential functions,

a) It facilitate.,, opli ni ii in allocation of the
court try's resources.

(h) It functions as medium if exchange and a
measure of value.

(c) Money guides economic activity.
(d) Money is essential ('or facilitating dis(ribution

of national income.

FUNCTIONS OF MONEY

Money performs five ml portant functions: ---

(i) It serves as a medium of exchange.
(ii) It is used a' a store of value, in more modern

terminolog y. it helps to keep resources liquid.
(iii) It is ,I 	 for measuring values.
(iv) Money serves as if 	 for deterred

payments.
(v) It transfers value.

Money as Medium of Exchange

The most important function of nione N is to serve
as a medium of exchange. As a medium of ex-
change, money removes all the difficulties of barter.
There is no necessity for a double coincidence of
wants in a mone y economy. The juan with the cow,
who wants to purchase a horse, need not hunt for a
horse-seller, who wants it He can sell his cow in
the market for money md (lien purch.ise if

2. Von M i.scs	 I/norm' u/ .tlu'ur	 uuil ('Iui. p
quoted by I'. I'M Smuuidh,mrnri ii lij .tfo,'i BanAing a,?
InecrnnonriI F rod', p 27

I.	 Robertson. D.11. -- -(loner, p . 15.

Trot sk s. I.. I) -- Soviet L'conon, r in l)i,u'rr, p 30.
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with the money thus obtained. The convenience is
very great when the person has to sell his services or
goods in an unfinished state which no consumer in
the narrow sense wants. They can be easily turned
into money, the general purchasing power. The
difficulty of indivisibility of certain articles is also
eliminated. Money units are of all denominations
and it is easy to make fractional purchases, which is
not possible under most cases of barter.

Money as a Standard Measure of Value

When money serves as a medium of exchange, it
incidentally measures the values of things for which
it is exchanged. One inconvenience of barter, as
noted, was the lack of common measure or a
common denominator of value in terms of which
other values could be expressed and added and
accounts kept. Money removes this difficulty too.
Money serves as a unit of account. In a money
economy, it is easy to compare the relative values of
commodities and services which are dissimilar and
entirely different from one another. The values are
in proportion to their respective prices. Expression
of values in prices enables us to add them up and
have a definile idea of a person's or a community's
wealth. In matiers of exchange, a common standard
,of value makes the transaction easy and also fair.

Money as a Standard of Deferred Payments

Money also serves as a standard of payments
made after a lapse of time. Lending and borrowing,
therefore, must take place in terms of a commodity
which will, reasonably speaking, keep its value
stable over time. Most commodities deteriorate with
the passage of time. But if the money material is
ropely selected and managed, its value can be

kept more stable than that of other articles. By
serving as a standard measure of payments over
time, money makes borrowing and lending much
less risky. Thus, it helps in stimulating all kinds of
economic activity which depçnds on borrowed
money or credit.

Money as a Store of Value

Money serves as a store of value or, morc

correctly, it enables a person to keep a portion of his
assets liquid. Liquid assets are those which can be
used for any purpose at an y time one likes. Most
persons in the modern world have to keep currency
notes in their pockets or at home, or they may keep
current accounts with the banks withdrawable by
cheque. The necessity arises Irons the fact that the
two streams of income and expenditure do not keep
time with each other. An employer has to pay wages,
etc., periodically, even daily, while his income does
not come to him in the same periodical intervals.
Money is best kept as a store of value to be used as
and when need arises.

Functions of money have been summed up in a
couplet thus

"Money is a matter of Functions four,
A medium, a measure, a standard, a store."

It should be noted that all these functions of
money are not independent of each other. They are
inter-related. Money is kept as liquid assets, for
instance, because it serves as a medium of exchange.
It is accepted as a medium of exchange, because it
has comparatively stable value. For the same reason,
it serves as a standard for deferred payments and
measure of value.

Money as a Means of Transferring Value

There is also another function which' money
performs. One can sell one's immovable and mova-
ble belongings at dTic place and with the money so
acquired he can buy them elsewhere. Value will thus
be transferred. Such things have happened on a very
large scale in India after the partition of the country.

Primary, Secondary and Contingency Functions

According to Kinley, functions of money can be
classified as under:

(a)-Primary functions, e.g., as medium of ex-
change and measure of value, (b) Secondary Func-
tions, e.g., as standard of deferred payments, as store
of' value and as a means of transferring value, and
(c) Contingent Functions such as distribution of
national income, as basis of bank credit, imparting
liquidity and uniformity to we and equalising
marginal utility.

Static and Dynamic Functions

Paul Einzig classifies the functions of money as (a)
Static and (b) Dynamic.

Static Functions are those mentioned above, viz..
serving as a medium of exchange, measure of value,
a standard of deferred payments, store of value and
transfer of value.

Th Dynamic Functions of money are those by
which money influences the working of ijie economy
by influencing price level, level of' consumption,
volume of production and distribution of wealth in
the economy. The dynamic functions thus determine
the economic trends. It is well -known that there i a
close connection between money supply witb the
public and thgeneral price level in the country. It is
also admitted that a high price level (inflation) and
low price leveldepression) have a profound effect
on the level of production, one stimulating and the
other depressing it. Deficit financing (i.e., created
money) can be resorted to for bringing about it
fuller utilisation of the h ii man and natural resources
of the country which may othcrisc he lying idle or
undcrutilisc&l. The monetar y system also iactlitans
public debt.

Dynamic functions have assumed great impor-
tance in modem times as is evident from the
monetary policy pursUed by modern governments.
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When Dues Money Cease to Perform its Functions?

The basic function of money is to serve as a stable
medium of exchange so that it can serve as a
standard of dehrred payments on the basis of which
debts can be contracted and repaid. But money
ceases to perform its functions properly and satis-
factorily in a highly inflationary situation when
money is fast losing its value. Such a situation arose
in Germany in and alter the two great wars.
Hyper-inflation causes a serious breakdown of the
monetary system. In such a situation, the first
consequence is that money ceases to act as a
standard of deferred payments. The debts are then
contracted in terms of some other uni.rsally
acceptable currency as the American dollar or the
English £.

Since all the functions of money are inter-
dependent or inter-connected, it ceases to perform
other functions too. When money ceases to function
as a standard of deferred payment. it also ceases to
act as a store of value. It is not considered
worthwhile to hold or hoard money when its value is
being fast eroded. In India, for instance, in 1974,
instead of keeping hank balances, people were eager
to invest in real estate or keep jewellery or gold
instead of cash owing to rapidly depreciating value
of money. Since, owing to instability in value,
money ceases 10 he a bridge between the present
and the future, people prefer to keep their assets in
other forms of wealth.

When money call no longer function satisfactorily
as a store of value, it can no longer function
sausfactorily as a medium of exchange and a unit of
account or a measure of value. All calculations
become difficult 'when money is fast losing its value.
Money is thus no longer a satisfactory unit of
account. As for medium of exchange. when there is
h yper-inflation, no one is inclined to receive money
because it loses value in their hands. Hence, no one
likes to keep or hold money at all.

In such a situation of a complete monetary
breakdown, old money must he demonetised and
some new mone y created to take its place.

Essentials of Good Money

From the above discussion, one can easily infer
what the essentials of good money can he: (a) The
basic ingredient of good money is that, it must be
stable and not rapidly change in value. (b) It must
then he a generally acceptable medium of exchange.
(c) It must he a dependable measure of value. (d) It
must he a suitable store of value. (e) Being generally
acceptable, it should he capable of transferring
value.

DEMAND FOR AND SUPPLY OF MONEY

Before we discuss the value of money in the next
chapter, rt will by useful to have an idea of the
demand for and the supply of money. The modern

notion about these aspects of money is different
from the traditional one. Let us analyse demand for
and supply of money separately.

Demand for Money

The old idea about the demand for money was
that money was demanded for completing he
business transactions. In other words, the demand
for money depended on the volume of trade or
transactions. As such, the demand for money in-
creased during boom period or when the trade wis
brisk and it decreased during depression or slacke i,
irig of trade.

The modern idea about the demand for milicy
was put forward by the late Lord Keynes, the
famous English economist, who gave birth to what
has been called the Keynesian Economics. Accord-
ing to Keynes. the demand for money, or liquidity
preference as he called it, means the demand for
money to hold. Broadly speaking, there are three
main motives on account of which money is wanted
by the people. viz.:

(I) Transactions motive.
(ii) Precautionary motive.

(iii) Speculative motive.

Now a word about each one of them.
(i) Transactions Motive. This motive can be

looked at (a) from the point of consumers who want
income to meet the household expenditure which
may he termed the income motive and (b) from the
point of view of the businessmen, who require
money and want to hold it in order to carry on their
business, i.e., the business motive.

(a) Income Motive. The transactions motive
relates to the demand for money or the need foi
cash for the current transactions of individual and
business exchanges. Individuals hold cash in order
"to bridge the interval between the receipt of
income and its expenditure." This is called the
'income Motive.' Most of the people receive their
incomes by the week or the month, while the
expenditure goes on day by day. A certain amount
of ready money, therefore, is kept in hand to make
current payments. This amount will depend upon
the size or the individual's income, the interval at
which the income is received and the methods of
payments current in the locality.

(b) Business Motive. The businessmen and the
entrepreneurs also have to keep a proportion of
their resources in ready cash in order to meet
current needs of various kinds. They need mopey ail
the time in order to pay for raw materials and
transport, to pay wages and salaries and to meet all
other current expenses incurred by any business of
exchange. Keynes calls it the 'Business M pive' for
keeping money. It is clear that the amount of money
held, under this business motive, will depend to
very large extent on the turn-over (i.e.. tftcolunic of
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trade of the firm in question). The larger the
turn-over the larger, in general, will be the amount
of money needed to cover current expenses.

(ii) Precautionary Motive. Precautionary motive
for holding money refers to the desire of the people
to hold cash balances for unforeseen contigencies.
People hold a certain amount of money to provide
for the risk of unemployment, sickness, acëIdents
and other more uncertain perils. The amount of
money held under this motive will depend on the
nature of the individual and on the conditions in
which he lives.

(iii) Speculative Motive, The speculative motive
relates to the desire to hold one's resources in liquid
form in order to take advantage of market move-
ments regarding the future changes in the rate of
interest (or bond prices).

The notion of holding money for speculative
motive is a new typically Keynesian idea. Money
held under the speculative motive serves as a store
of value as money held under the precautionary
motive does, But it is a store of money meant for a
different purpose. The cash held under this motive is
used to make speculative gains by dealing in bonds
whose prices fluctuate. If bond prices are expected
to rise, which in other words means that the rate of
interest is expected to fall, businessmen will buy
bonds to sell when the price actually rises. If,
however, bond prices are expected to fall, i.e., the
rate of interest -is expected to rise, businessmen will
sell bonds to avoid'capital losses. Nothing being
certain in this dynamic world, where guesses about
the future course of events are made on precarious
bases, businessmen keep cash to speculate on the
probable further changes in bond prices (or the rate
of interest) with a view to making profits.

Given the expectations about the changes in the
rate of interest in future, less money will be held
under the speculative motive at a higher current or
prevailing rate of interest and more money will be
held under this motive at a lower current rate of
interest. The reason for this inverse correlation
between money held for speculative motive and the
prevailing rate of interest is that at a lower rate of
interest less is lost by not lending money or investing
it thus at higher rate.

Friedman in his restatement of the Quantity
Theory of Money draws a distinction between
demand for money and the demand function for
mone y. Friedman takes note only of the asset
demand for money, not so much of the transactions
demand. Among the other post-, K eynisiap econo-

mists, Baumol and Tobin are of the view that
transactions demand for money is influenced not
only by the devel of income but also by is influenced
not only by the level Of income but also the rate of
interest (for fuller disctssion see chapter 50)

Supply of Money

We have described the demand for money as the
demand for the stock (not flow) of money to be
held. The flow is over a period of time and not at a
given moment. In the case of a commodity, it is a
How. Goods are being continually produced and
disposed of. This is the essential difference between
the demand for money and the demand for a
commodity. Similarly, the supply of money con-
forms to the 'stock' concept and not the 'flow'
concept. Just as the demand for monet is the
demand for money to hold, similarly, the supply of
money means the supply of money to hold. Money
must always be - held by some one, otherwise it
cannot exist. Hence, the supply of money means the
sum total of all the forms of money which are held
by a community at any given moment.

The stock of money, which constitutes the supply
of it, consists of (a) metallic money or coins, (h)
currency notes issued by the currency authority of
the country whether the Central hank or the govern-
ment, and (c) chequable bank deposits. In old times,
the coins formed the bulk of money supply of the
country. Later, the currency notes eclipsed the
metallic currency and now the bank deposits in
current account withdrawable by cheques have
overwhelmed all other forms of money. In modern
times, the supply of money really means the
chequable bank deposits. 	 -

The modern economists include in money stock
not only currency or cash balances and demand
deposits in banks together called M1. They Aso
include time deposits in the banks called near
money and call it M2 (= M1 + time deposits and
deposits in post offices.) The total money stock in
this sensd is called M3 . Further, term deposits in the
form c postal bonds/cash certificates are also
includi- i. Thus money stock in this comprehensive
sense .ricludes currency, demand deposits in banks.
time deposits with banks plus total post oice
deposits, savings bank and term deposits. It has beer,
designated as M4.
• The total supply of money in a contry, b y and
large, depends on the credit control policies pursued
by the.banking system of the country.
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MONETARY STANDARDS

Various monetary systems or monetary standards
have been adopted in practice from time to time.
These are (a) Bimetallism, (b) MonometalIism
silver standard or gold standard, and (c) Paper
Standard.

Bimetallism has now only a historical interest. We
shall discuss here gold standard.

GOLD STANDARD

Although gold standard of the orthodox type
ceased to function a long time back but gold
standard still retains some of its old halo. Gold
standard still figures in the discussions of the mone-
tary system. There are several distinct phases
through which gold standard has passed. We are
familiar with gold currency standard, gold exchange
standard, gold bullion standard and now, its latest
variety, gold parity standard. We shall now say a
word about each of Jiese types of gold standard,

Gold Currency Standard

This is also called Full Gold Standard. A country
is on a full gold standard when gold serves not only
as standard of value but also circulates as coins.
Before 1914, Britain had this kind of gold standard
and so had the U.S.A., France, Germany and other
European countries. Gold provides for the currency
a solid and tangible base. It is called the traditional
or the orthodox gold standard.

We may illustrate its working from the example
of pre-1914 Britain. Gold circulated in the form of
sovereigns of a given weight (1l3-l/6 '23 grs.)of pure
gold, plus a little alloy. The actual weight of the
sovereign was 123.27447 grammes 11/ 12 fine. In
other words, one ounce of gold 11/12 fine could be
coined into £3 17s. 104d. in English money. Actually
the Bank of England only gave £3 17s. 9d. for every
ounce of such gold. To purchase an ounce of

,standard gold from the Bank, one had to pay £3 17s,
10+d. per oz. Under this system, therefore, the

purchasing power- of a British sovereign could not
rise appreciably above or fall appreciably below
123.27447 grammes of gold 11/12 fine or 113.1/623
grammes of pure gold.

This system culd not be maintained during the
World War of 1914-18, and had to be given up. The
reason was that, for the prosecution of war, paper
money had to be issued on a very large scale and
there was not enough gold with the Central bank to
maintain convertibility of note-issue. In April 1925.
however, Great Britain restored the Gold Standard
but of a different variety, viz., the Gold Bullion
Standard.

Gold Bullion Standard

Under the gold bullion standard, the value of the
currency is fixed in terms of gold by making such
currency convertible into gold (bullion not coin),
and vice versa. But gold does not circulate as coins.

In the United Kingdom, under the Gold Bullion
Standard, the Bank of England was willing to buy
any amount of gold at £3 17s. 9d. per ounce 11/12
fine and to sell it in minimum amount of 400
ounces, at £3 17s. lO-}d. This was the same rate as
before 1914. Gold was allowed freely to move into
or outside the country. As a measure of economy, no
gold coins circulated in the country. But gold was
made available for foreign payments.

The Gold Bullion Standard was adopted in India
in 1927 on the recommendation of the Hilton Young
Commission. The currency authority was placed
under an obligation to buy or sell gold at rates
announced beforehand subject to a minimum of 400
•ozs. of gold.

Merits. The Hilton Young Commission claimed,
that it had all the advantages of a full gold standard
minus its disadvantages:

(i) It is economical as no gold coins have to be
minted and put into circulation. In their daily
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dealings, the public use a cheap medium of ex-
change, either paper money or rupees.

(ii) It makes for national prestige, becausegold is
made freely available both for use inside the country
and for exporting it abroad and not merely for
exchange purposes as under the gold exchange
standard.

(iii) The paper currency, under gold bullion stan-
dard, has a more tangible and solid backing. It is
convertible into gold. But, under the gold exchange
standard, one token money (currency note) is con-
vertible into another token money (rupee).

(iv) It is also claimed that, under this system, an
automatic mechanism for expansion and contraction
of currency is maintained. The currency will be
expanded when gold is sold to the currency authori-
ty, and it will be contracted when gold is purchased
by the public.

(v) It is considered that gold kept as a reserve in
the central bank is much more useful and gives
more valuable support to the national currency than
gold put into circulation. This is provided under the
gold bunion standard.

(vi) The gold bullion standard provided for
the public the facility to obtain gold and liberty to
melt or export it.

But these merits of the gold bullion standard are
more or less theoretical; at any rate, they turned out
to be so in the case of India. For the average man,
the convertibility of notes into gold was a farce, for
who could bring sufficient paper money to purchase
400 oz. of gold (400 oz.= 1,065 tolas)? Thus, under
gold bullion standard, automatic expansion and
contraction of currency was not brought about.

In 1931, England went off the gold standard and
so did India. The gold bullion standard made an exit
'unhonoured and unsung.'

Gold Exchange Standard

The first country to adopt gold exchange standard
cems to have been Holland, which it did in 1877.

Russia followed Ho!land in adopting it in 1894.
Austria-Hungary too adopted it at the same time.
The credit, however, of perfecting it and working it
effectively belongs to India where it started func-
tioning in 907. The Philippine Islands had estab-
lished it a lew years earlier. The Genoa Internation-
al Conference held in 1922 passed a resolution
recommending the adoption of the gold exchange
standard. India was on this system when the war of
1914-18 broke out.

As this system worked in India, the internal
currency consisted of silver rupees which were token
coins and paper currency. But for foreign payments
sterling (convertible into gold in London) was sold

I. See "International Currency Experience," League of
Nations, J944, Ch. H.

by the Government in return for rupees at a fixed
rate. In London, the Secretary of State sold rupees
(called Council Bills since they were sold by the
authority of the Secretary of State-in-Council) to
those who wanted to make payments to India. When
the Government of India sold drafts on the Secre-
tary of State, they were called Reverse Councils. The
rates 2 for buying and selling of rupees were fixed in
such .a way as to maintain the sterling-rupee ratio at
Is. 4d., or nearabout.

Thus, the gold exchange standard necessitates the
keeping of two reserves, one in the country, which
has adopted it, in the form of home currency, and
the other at a foreign centre, the former to make
payment for the Council Bills and the latter to pay
the Reverse Councils. The successful functioning of
the system depends on the adequacy of these
reserves. The Government of India maintained a
reserve for the purpose called the Gold Standard
Reserve.

The system broke down during the war of 1914-18
due to great demand for rupees accompanied by an
excessive rise in the price of silver. High price of
silver made the rupee a full-valued coin (instead of
being a token coin that it was) leading to its melting
and hoarding. The Government was unable to
supply rupees at the old rates. First, the rate was
raised, but later the attempt to maintain the rupee in
terms of the sterling was given up altogether.

After the war (in 1920), the gold exchange stan-
dard was again tried at the rate of 2s. (gold) per
rupee, but had to be given up. This time for opposite
reasons, viz., a fall in the price of silver accompanied
by a great demand for sterling due to excess of
imports over exports. The Government was unable
to sell sterling (by rupees) at 2s. gold or even at 2s.
sterling.

Essential Features. Thus, the essential features of
gold exchange standard are:

(i) The monetary standard is fixed either directly
or indirectly in terms of a certain number of
grammes of gold. For instance, the Indian rupee was
made equal to 7.53 grammes.

(ii) The local currency is pegged to a foreign
currency and the local mints are closed to free
coinage so that there may be no difficulty in
maintaining its value.

(iii) It is essential to maintain in the 'planet'
country a reserve in gold and in the 'satellite'
country a reserve in the local currency to provide
resources for the maintenance of the exchange value
of the currency.

(iv) To ensure that the actual rates of exchange

2. Before the war of 1914-18 the selling and buying
rates of the rupee were Is. 4d. and 1st, 3--29/32d. respecti-
vely, the former in London (Council Bills) and the latter in
India (Reverse Councils),
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do not vary widely from the fixed rate. (t rafls are
sold freely in both countries.

Advantages. Among the advantages clair.ed for
the gold exchange standard one was that it g.ve all
the advantages of the full gold standard without
involving the use of gold. It is thus economical.
Moreover, linking the rupee with the sterling was
said to benefit India, because of her consider-lie
trade relations witii Great Britain and financisL
status of London in the international field. Interna
tional payments. when made through sterling, were
considerably facilitated, while the sterling link gave
the rupee a high status.

The general advantages of such a system are:

(i) It is economical.
(ii) It facilitates foreign trade.

(iii) It keeps the external value of the currency
stable.

(iv) Possibly it may also make for comparatively
stable price levels.

Defects of the Gold Exchange Standard. Gold
Exchange Standard, as it worked during the inter-
war period, was criticised on several grounds:

In the first place, it was chargd with breeding
inflation. But it was really anti-deflationary rather
than inflationary.

Secondly, the central banks did not follow any
concerted or uniform policy in their reliance on
exchange reserves as against gold, so that their
isolated actions tended to produce a financial chaos.

Thirdly, keeping of reserves in the form of a
foreign currency was deemed to he a blow to
national prestige.

Fourthly, it was considered to be a British fad and
disliked by many countries on that account.

Fifthly. there was an inhercnl danger of deprecia-
tion of the foreign currency in whicb.the reserve was
kept.

Finally, it was said that, unlike gold movements,
the movements in foreign exchange reserves did not
bring into play the reciprocal tendency towards
contraction or expansion of currency.

So far as the working of this standard in India is
concerned, the gold exchange standard was criti-
cized by the Hilton Young Commission in scathing
terms. The following points may be mentioned in
this connection:

(i) It was too abstract, far from simple and
'unintelligible to the uninstructed public.' Not even
educated Indians could easily understand its work-
ing. Such a system could not inspire popular confi-
dence or enthusiasm. It made the currency authority
a suspect in the eyes of the public.

(ii) As the system operated in India, there was
unnecessary duplication of the reserves. There were
three reserves in India—the Gold.Standaid Reserve,

the Iaper Currency Reserve and the Government of
India's balances. Those reserves had their counter-
parts in England.

(iii) The system was not automatic. In its oper-
tion, it depended too much on the will of the
currency authority.

(iv) It lacked elasticity. Expansion of currency did
take place in India when rupees were issued to meet
Council Bills, but once issneil , the rupees remained
in circulation. There were no means by which
contraction ofcurrcr4y could be effected.

(v) A very serious defect is that currency policy of
one country becomes subservient to that of another
country. The Indian rupee was subject to all the
misfortunes to which the English currency may have
been subject to.

The Hilton Young Commission was of the opin-
ion that the gold exchange standard had inherent
defects and it was not possible to correct them.. They
came to the conclusion that it could not he mended,
it must be ended. Accordingly, they recommended
its replacement by the gold bullion standard (al-
ready studied above).

Gold Parity Standard

The latest to enter the list of gold standards is the
gold parity standard. This is the typq which is
supposed to prevail under the aegis of the Interna-
tional Monetary Fund. Under this system, no gold
coins are put into circulation. Gold does not serve as
a medium of exchange. The internal currency Con-
sists largely of notes and some form of metallic
money but certainly not of gold, nor are these notes
convertible into coins as under the lull gold stan-
dard, nor into gold bullion as under the bullion
standard, nor into particular foreign currency based
on gold as under the gold exchange standard. But
the only respect in which gold comes into play,
under this system. is that the currency authority
takes upon itself the obligation of maintaining the
exchange rate of the domestic currency stable in
terms ot a certain quantity 01 gold. This is the type
of gold standard which the member countries of the
I.M.F. were suppQsed to have till 1975 when gold
was replaced by SDR's for that purpose.

Advantages of Gold Standard

• Several advantages are claimed for the gold
standard, especially when it is adopted simultan-
eously by a number of countries, i.e., international
gold standard.

(i) It is an objective system and is not subject to
the changing policies of the government or the
whims of the currency authority.

(ii) Gold standard enables the country to main -
tain the purchasing power of its currency over Long
periods. This is so because the currency and credit



MONETARY STANDARDS	 419

structure is ultimately based on gold in possession of
the currency authority.

(iii) Another important advantage claimed for
gold standard is that it preserves and maintains the
external value of the currency (rate of exchange)
within narrow liniits.4 As a matter of fact, within the
gold standard system, it provides fixed exchanges,
which is a great boon to traders and investors.
International division of labour is greatly facilitated.

(iv) It gives, in fact, all the advantages of a
common international currency. It establishes an
international measure of value. As Marshall pointed
out before the Fowler Corn mittec (Report on Indian
Currency) in 1898, the change to it basis is like
a movement towards bringing the railway gauge on
the side branches of the world's railway into unison
with the main lines. 5 This greatly facilitates foreign
trade, because fluctuations in rates of exchange
hamper international trade.

(v) it is further claimed that gold standard helps
to adjust the balance of payments between countries
automatically. How this happens may be illustrated
by a simple example. Suppose England and Ameri-
ca are both on gold standard and only . trade with
each other, and that a balance of payments is due
from England to America. Gold will be exported
from England to America. The Bank of England
will lose gold. This will contract currency in England
and bring about a fall in the British price level. Price
level in America will rise due to larger reserves ands
the expansion of currency and credit. England will
become a good market to buy from and a bad
market to sell in. Conversely, America will become
a good market to sell in and a bad market to buy
from. British exports will be encouraged and im-
ports discouraged. American exports will be dis-
couraged and imports encouraged. The balance of
payments will tend to move in favour of Britain
until equilibrium is reached. It is in this way, that
movement of gold, by affecting prices and trade,
keeps equilibrium among gold standard coun(ries.
More of this later.

(vi) Gold standard inspires confidence and con-
tributes to national prestige, for "so long as nine
People out of ten in every country think the gold
standard the best, it is the best."

Disadvantages of Gold Standard

(i) Gold standard is costly and the cost is unne-
cessar y . We only want a medium of exchange: why
should it he made of gold? It is a luxury. 'The yellow
metal could tickle the fancy of savages only.'

(ii) Even (lie value of gold has not been found to
he absolutely stable over long periods.

(iii) Under the gold standard, currency cannot be

3. Sec Chapter on Central Banks,
4. See Chapter oil 	 Exchange.
5. Report. Fowler Committee, para 34.

expanded in response to the requirements of trade.
The supply of currency depends on the supply of
gold. But the supply of gold depends on the success
of the mining operations, which may have nothing
to do with the factors affecting the growth of trade
and industry in the country,

Recently even the gold standard has been a
managed standard. The central banking technique
has been applied deliberately to control the working
of the gold standard. It is thus no longer as
automatic as it was claimed to be.

(iv) Gold standard has also been charged with
sacrificing internal stability to external (exchange)
stability, it is the international aspect of the gold
standard which has been paid more attention to.

(v) Another disadvantage is that, under gold
standard "gold movements lead to changes in inter-
est rates, so that investment is stimulated or checked
solely in order to expand or reduce money income"
(Benham).

(vi) A country on a gold standard cannot follow
an independent policy. In order to maintain the gold
standard or to restore it (as in England after World
War 1), it may have to deflate its currency against its
will. Deflation spells ruin to the economy of a
country. It brings, in its wake, large-scale unem-
ployment, closing of works and untold suffering
attendant on depression.

Conditions for Successful Functioning of Cold
Standard

There are certain pre-conditions for the successful
functioning of the gold standard:

(i) Observance of the Rules of the Gold Standard.
Gold standard cannot function successfully unless

certain rules are observed by the countries on the
gold standard. These have come to be known as the
'Rules of the Gold Standard Game." The principal
rules are:

(a) There should he no restrictions on the move-
ment of gold from one country to another.

(h) There should he a high degree of freedom of
trade so that dis-equilibriurn 'arising out of balance
of payments may be adjusted through the move-
ment of goods. Gold should move only to cover
small gaps.

(c) The economic structure of gold standard
countries should be kept fairly elastic so that prices
and wages respond readily to gold movements.

(d) The most important of all—the government
and central banks should not offset the effects of
gold movements. A country losing gold must con -
tract its currency and allow its p)—ice—level to fall.
and the one that gets it toast expand its currenc y and
allow the price level to rise. As Crowther sa ys, "The
golden rule of the gold standard is: expand credit
when gold comes in; contract credit. hen gold is
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going out." In other words, there should be auto-
matic expansion and contraction of currency and
credit as gold inflows and outflows respectively.

Violation of these rules on the part of the gold
r'ir.dard countries will inevitably lead to the break-
down of the standard.

(ii) Exchange Stability. Besides the above, it is
essential for the successful functioning of the gold
staidard that the countries concerned should main-
tain stable exchange rates. Exchange instability is
bound to create chaos in international economic
relations and render it impossible for a country to
keep on the gold standard if there is a danger of its
losing gold by doing so.

(iii) No Large Capital Movements. Another
danger to the functioning of gold standard arises
from international capital movements on a big scale.
Short-term capital movements may be essential to
remove temporary disequilibrium in the balance of
payments. But large scale capital movements may
result in economic, social and political disturbances.
Panicky outflow of capital or gold is inimical to the
smooth working of the gold standard.

Absence of the above conditions in the inter-war
period (1919-1939) led to the breakdown of the gold
standard.

Causes of the Break-down of the Gold Standard

The gold standard broke down in country after
country soon alter its rehabilitation during the
post-1914-18 war decade. There were several rea-
sons for this development:

(i) Gold was very unevenly distributed among the
countries in the inter-war period. While the U.S.A.
and France came to possess the bulk of it, other
countries did not have enough to maintain a mone-
tary system based in gold.

(ii) Owing to general political unsettlement, a
habit arose on the part of certain Continental
countries to keep their funds for short periods in
foreign central banks, especially in Great Britain.
These funds were liable to be withdrawn at the
earliest danger signal. Withdrawal of such funds
from Britain on the part of France led to gold
standard being suspended in 1931 in the former
country. The Bank of Engand could not afford to
lose its gold resources in large quantities at such a
short notice.

(iii) International trade was not free. Some coun-
tries often imposed stringent restrictions on imports
which created serious balance of payments problems
for other countries. Not having enough gold to cover
the gap, they threw the gold standard overboard.
This specially happened during the Great Depres-
sion of ca'rly 'thirties.

6. Crowthcr, G.—An Outline of Mone y. 1950, p. 304.

(iv) International obligation in the form of' repar-
ations and war debts arose out of World War I.
Since the creditor countries refused to accept pay-
ments in the form of goods and also refused to
continue lending to the debtors countries, the debts
had to be cleared through gold movements. This led
to concentration of 34 per cent of the world's gold in
the U.S.A., and France, the two chief creditor
countries. The gold left with the other countries was
not enough to enable them to maintain gold stan-
dard successfully.

(v) The gold-receiving countries did not "play the
game of the gold standard". They (especially the
U.S.A.) did not allow this gold to have any effect on
their price levels. The gold was "sterilised" or made
ineffective. Had prices risen in these countries,
imports would have been encouraged and exports
discouraged and an unfavourable balance of trade
would have led to movement of gold in the reverse
direction. Since this was not allowed to happen, the
gold standard failed to work automatically.

(vi) Gold standard failed also because the econo-
mic structure of the countries concerned had
become less and less elastic after the World War of
1914-18. This was due to several reasons: The
enormous growth in the indebtedness of govern-
ments and local authorities resulted in a mass of
interest payments fixed by contract over a long
period of years. The huge expenditure in the form of
payment to social services could not he easily
reduced. The trade unions were now able to offer a
much stronger resistance to wage cuts than before
1914, The prices of raw materials and finished goods
were becoming more and more fixed by partial
monopolies, cartel agreements, etc. The result was
that prices no longer moved in the directions
warranted by gold movements and equilibrium
failed to be restored as of old.

(vii) Another weakness that was discovered in the
gold standard in practice was that It was always
liable to collapse in a crisis. It has often been called
a 'fair weather standard' only.

(viii) Another objection that was frequently
urged against the system was that gold movements
caused inconvenient changes in interest rates.
Deflation, for instance, may be made necessary at a
time of crisis to prevent suspension of the standard.
But deflation, which involves falling wages and
prices, may prove a cause of serious trouble. Wage
cuts are resisted by trade unions, and falling prices
increase the burden of fixed payments which the
government or the people may have to make.
Moreover, falling prices discourage enterprise and
create unemployment.

(ix) A large volume of short-term capital was
moving for safety from one financial centre to
another. Big flows of this hot money necessitated
large . gold movements which the slender gold
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Teserves of the countries could not maintain. Hence,
gold standard was given up.

Thus, it was that country after country abandoned
the Gold Standard in the inter-war period,

Future of Gold Standard

It is unlikely that, after the experiences of the
inter-war period, gold standard would be estab-
lished in the conventional sense by any country of
the world. Gold standard worked more or less
automatically under the pre-1914 conditions of
trade and finance. The experience of inter-war
period, however, showed that the gold standard
required quite a fair degree of management and still
greater degree of co-operation of the gold standard
countries for its smooth working. "The gold stan-
dard will work if every nation is content to march in
step with every other." Unless the rules of the gold
standard are observed, it cannot function successful-
ly. Also, the rigidities of the economic system stand
in the way of proper adjustment of price levels and
costs necessary for its successful working,

The International Monetary Fund, which was set
up, after the Second World War, is supposed to
achieve all the advantages of a gold standard
without its disadvantages by international co-
operation. Gold still plays a role but not such a
domnant role as it did under the gold standard. We
shall discuss the J.M.F. (International Monetary
Fund) in a later chapter.7 where the position of gold
in the present international monetar y system will
he indicated, Thus we can confidently assert that the
gold standard of the old type has no future.

PAPER CURRENCY STANDARD

In modern times, metallic money is supplemented
or replaced by paper..nioney altogether. Paper
money has been very useful. It economises the use
of precious metals. It is convenient to carry and easy
to store. Its value can be kept stable by properly
controlling its issue. It is of great fiscal advantage to
the government. A government can tide over a
period of difficulty by the issue' of paper money.
Hence, it has largely replaced coins.

In early times, when notes were introduced, they
were backed by an exactly equal amount in gold or
silver kept in reserve by the issuing authority. Such
notes could be exchanged for coins whenever
needed and did nothing more than represent coins.
They were called representative paper money.
American gold certificates (Greenbacks) were of this
type. This practice was very expensive and is no
more current now.

Paper money is not wholly backed by specie
precious metal) now. Only proportional reserves are
maintained and a good deal of the paper money

7. Chapter 59.

rests on people's confidence in the word of the
issuing authority, be it the Government or ihe
Central Bank of the country. Such a curreny is
called fiduciary issue (i.e., depending on trust or
confidence). The total notes in circulation in India at.
the end of March 1982 amounred to Rs 14,752:crores
nearly. This amount was backed by nearly Its. 226
crores worth of gold, supplemented by foreign
securities and securities of the Government of India.
Thus, currency is of a fiduciary issue.

Paper money can be convertible or inconvertible.
If the issuing authority promises to convert notes
into standard money on demand it is called 'conver-
tible paper money.' But sometimes after an over-
issue of paper money in an emergency like war, the
authority feels unable to convert its notes into coins.
Then it breaks its promise of converting notes into
standard money and thereby makes the money
inconvertible' or fiat money (money by order).
When the link with metal is broken. there is a
tendency to over-issue paper money. Its value then
depreciates. Prices shoot up, which results in suffer-
ing for the people with fixed incomes.

indian notes are convertible into the standard
money of the I country—rupees—as and when
desired by holders. But it should be clearly noted
that the rupee coins in India ,werc themselves only
token coins. The Indian rupee was called a note
printed on silver and later nickel. Even these rupee
coins of nickei are also no longer in circulation
One-rupee notes are not legally convertible into
rupee coins—they are treated as rupees. They arc
issued by the Government of India while all other
notes are issued by the Reserve Bank of India.

Advantages of Paper Money

Paper money has got several advantages and
disadvantages. The following advantages can be
mentioned:

(i) Economical. Paper money practically costs
nothing to the Government. Currency notes, there-
fore, are the cheapest media of exchange, if a
country uses paper money, it need not spend any-
thing on the purchase of gold or silver for minting
coins. The loss which a country suIt'ers from the
wear and tear of metallic money is also avoided.

(ii) Convenient. Paper money is the most con-
venient form of money. A large amount can be
carried conveniently in the pocket without anybody
knowing it. It is very risky to carry on one's person
Rs. 5,000 in coins, but not in notes. It possesses, in a
very large measure, the quality of portability which
a money material should have. In a very small bulk
it can contain a very large value. Think of a currency
note of Rs. 10,000.

(iii) Homogeneous. One essential quality in
money is that it must he exactly of the same type.
Even among the coins. there are good and had coins.
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But currency notes are all exactly similar. it is,
therefore, a very suitable medium of exchange.

(iv) Stability. The value of paper money can be
kept ftable by properly regulating its issue. That is
why there are many advocates of 'managed' paper
currency.

(v) Elasticity. Paper money is absolutely elastic.
Its quantity can be increased or decreased at the will
of the currency authority. Thus, paper money can
better meet the requirements of trade and industry.

(vi) Cheap Remittance. Money in the form of
currency notes can be cheaply remitted from one
place to another in an insured cover.

(vii) Advantageous to Banks. Paper money is of
very great advantage to the banks. They can keep
their cash reserves against liabilities in this form,
for currency notes are full legal tender.

(viii) Fiscal advantages to the Government of the
paper currency are undoubtedly very great, espe-
cially in times of national emergencies like a war. A
modern war cannot be prosecuted by taxes or loans
alone. All governments have to resort to the printing
press. In recent years in India there has been a high
degree of inflation. We must remember, however,
that by this means our Govemment has been able to
spend hundreds of crores of rupees on various
ambitious programmes of economic development.
Hence, within limits the issue of paper money comes
very handy to the government at the time of dire
need.

Disadvantages of Paper Money

(i) Paper money is of no value outside the country
of issue. Gold and silver coins are accepted even by
foreigners, as they have got some intrinsic value.

(ii) Paper currency may result in instability of
foreign exchange rates when the domestic prices and
external prices do not move in harmony.

(ii1) There is a possibility of damage to paper.
Fire may burn it if the place is flooded, it is gone; it
may also be eaten up by white ants.

(iv) A serious drawback in paper currency is the
ease with which it can be issued. There is always a
danger of its over-Issue when the Government is in
'financial difficulties. The temptation is too great to
be resisted. Once this course is adopted, however, it
gathers momentum and leads to further note-
printing, and this goes on till the paper currency
loses all value. This happened in various countries
in recent times: in Russia (1917), in Germany
(1919), in China (1944), and so on.

An over-issue of notes, in other words 'inflation'.
brings many evils in its train. Some of them are:

(a) Prices rise steeply. As a result, labourers and
people with fixed incomes suffer greatly. in fact, the
whole public feels the pinch.

(b) The indirect result of the excessive rise in

prices is a fall in exports and a rise in imports. This
leads to the export of gold from the country, which
is not a desirable thing. Its balance of payments
becomes unfavourable.

(c) The rise in prices also leads to a fall in the
external value of the home currency. The rate of
exchange falls. More home currency will have to be
paid to buy units of foreign currencies.

Conclusion. Really, paper money, if it is issued
and regulated carefully, is without any disadvantage.
All countries issue paper currency, and, in normal
times, they do not suffer ftom it in any manner.
Only when it is over-issued, it becomes a great
danger and a curse. It may cause grave discontent
among the masses. When paper money is over-
issued, therç is inflation' and prices rise. It hits hard
several important 'sections of the people like workers
and fixed-incomists. The people might lose confi-
dence in the currency and it might become useless.
Such a situation arose in many European countries
during and after World War I, and later more.
recently in China.

Principles of Note-Issue
In the issue of notes, two conflicting aims have to

be reconciled. On the one hand, the note issue must
be elastic. The circulation should expand and con-
tract in accordance with the requirements of trade.
On the other hand, the confidence in the notes must
be preserved by maintaining its convertibility. The
first is the principle of elasticity, and the second is
that of security. This requires a proper regulation of
note-issue.

Currency Principle vs. Banking Principle. On the
eve of the passing of the Bank Charter Act in
England in 1844, there was a keen controversy as to
what should be the right principle of note-issue.
There were two opposing schools of thought, one
advocating what is known as the Currency Principle
and the other the Banking Principle.

The advocates of the Currency Principle insisted
on full metallic, backing (i.e., 100% reserve). For
every, note issued, there must be kept in the currency
chest coins of the same value. In their opinion, the
currency note was merely a convenient economical
substitute for metallic money. Naturally, the paper
currency under this system was absolutely safe, but
it lacked elasticity.

Those who advocated the Banking Principle were
in favour of leaving the business of note-issue
entirely to the discretion of the banks. This would
enable them to vary the amount of currency in
response to the legitimate needs of trade and
industry. Any excess of note-issue would automati-
cally come back to the banks by being presented for
cash payments. They held that the banks in their
own interest would maintain adequate reserves to
honour these notes. No reserve requirements need
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be laid down by law. In their opinion, the banks
could be safely relied upon to regulate the note-
issue properly. The Banking Principle undoubtedly
made the note-issue elastic, but it lacked security.

We thus find that the Currency Principle provides
security but lacks elasticity, whereas the Banking
Principle ensures elasticity but is wanting in security.
A sound system of note-issue, however, must
provide both elasticity and security. Hence, all
countries have evolved systems each of which repre-
senls a compromise between these two principles.

Systems of Note-Issue

As mentioned above, there was at one time a
controversy whether notes should be issued on the
currency principle (i.e., 100 per cent reserve) or the
banking principle, leaving the question of paper
currency reserve entirely to the discretion of the
banks of issue. We may repeat that the Currency
Principle provides safety but lacks elasticity, where-
as the Banking Principle ensures elasticity but is
wanting in security. A sound system of note-issue,
however, must have both elasticity and safety.
Hence, all countries have evolved systems each of
which represents a compromise between these two
principles. Among these we may mention:

(a) Maximum Fiduciary Issue
(b) Fixed Fiduciary Principle or Partial Deposit

System.
(c) Proportional Reserve System.
(d) Minimum Reserve System.

Maximum Fiduciary Issue. Under this system, the
government fixes a maximum amount of paper
currency that the central bank can issue without
backing of metallic money. This maximum is sub-
ject to revision from time to time. This may,
however, result in inflation when a needy govern-
ment ma!raise the maximum to finance an excess of
expenditure. Such a system was introduced by many
countries including England since 1939.

Fixed Fiduciary System. In Great Britain, the
Fixed Fiduciary System was embodied in the Bank
Charter Act of' 1844 as amended subsequently.
Under this system, a given quantity of notes can be
issued by the central bank without keeping, any
metallic reserves. This portion could be covered
only by Government securities. This is called the
fiduciary limit. Notes issued in excess of fiduciary
limit must be covered pound for pound by gold.

This method was attacked from time to time as
lacking in elasticity. It, however, acted as a brake on
the over-expansion of currency. In abnormal cir-
cumstances. the fiduciary limit could be raised by
amending the Act. In 1928 the Treasury was given
power to increase the fiduciary limit beyond the
legal ceiling. This gavesome elasticity to the system.
It was, however, objected that the raising of the

fiduciary limit was always interpreted as a sign of
weakness. Thus, it was held that elasticity was
imparted but there was loss of confidence. In spite of
criticism, the system has survived owing, mainly
perhaps. to the force of tradition. Japan and Nor-
way, in fact, have introduced this system.

Proportional Reserve System. This system has
been adopted on the European continent. France
keeping 35 per cent and German y 40 per rent
reserve. With some modifications it has also been
followed by the Federal Reserve System of the
U.S.A. "The essential feature of this method, which
has now spread over a large part of the word." says
De Kock, "is the provision of a proportional metal-
lic reserve agtinst the note circulation (25, 30,
33-1/3, 40 ner cent), the remainder of the notes to

e covered by trade bills and Government securities.
with the further provision that, subject to Certain
conditions and penalties, the reserve ratio may be
allowed to drop below the legal minimum." The
banks generally keep a 'cushion' above the legal
minimum for fear of breaking the law.

However, it should be borne in mind that the
central bank reserve is not merely intended as a
cover for notes issued. "The amount of international
currency a country needs does not depend at all
closely on the amount of its domestic currency and
credit; it depends on its liability to suffer fluctua-
tions in the balance of external payments." And
what is kept as 'cover' is not available for external
settlements.

This system is more elastic than the Fixed Fidu-
ciary Principle. If the bank obtains, say, Rs. 40 worth
of gold, it can issue Rs. 100 worth of notes under the
Proportional Reserve System. but only Rs. 40 worth
of notes under the Fixed Fiduciary Principle, once it
has exhausted the fiduciary limit. The element of
safety, however, is less under this method of issuing
notes.

Some people think that if the State issues notes, as
was done in India until the Reserve Bank of India
took over this function, the note-issue can be better
controlled. But, in times of emergencies, the notes
will be over-issued, whether the State does it
directly or indirectly through its influence over the
central hank. In fact, note-issue by a central bank is
slightly better from this point of view, since there
may be some resistance by the central bank to the
proposals of the government to use the method of
printing additional notes for its finance.

So far as India is concerned, the Reserve Bank of
India has the monopoly of note-issue. For this
purpose, the Reserve Bank, like some other central
banks (e.g., the Bank of England), maintains a
separate department called the Issue Department.
The assets of this department are kept distinct from
those of the other department of the Bank, the
Banking Department.
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Till 1956. the Reserve Bank of India issued notes
on the basis of the proportional reserve system. The
assets of the Issue Department consisted of silver,
rupee coins, Government of India (rupee) securities,
gold coins, gold bullion, or foreign sterling securi-
ties, provided that the amount of gold coin, gold
bullion and foreign securities must be at leist 40 per
cent of the total reserve. With the sanction of the
Central Government, this 40 per cent limit could be
reduced for limited periods on payment of a,
specified tax on the dcicicncy. Thus, the system
adopted in India was a compromise between the two
systems discussed above.

Fixed Minimum Reserve System. However, in
1956, the proportional reserve system was replaced
by the Fixed Minimum Reserve System in India. A
minimum holding of foreign securities worth Es, 400
crores including gold worth Its. 115 crores was
prescribed. In 1957, it was cut down to Es. 200 crores
including gold worth Es. 115 crores. This drastic
reduction was necessitated by the rapid depletion of
foreign exchange reserves due to adverse balance of
payments. Under this system of note issue, paper
currency in India has now become practically incon-
vertible.

ESSENTIALS OF A SOUND
CURRENCY SYSTEM

Broadly speaking, a sound currency system must
fulfil the following conditions: —

(i) It must maintain a reasonable stability of
prices in the country. This means that its internal
value (or purchasing power in terms of goods and
services in the country concerned) must not fluctuate
too violently. As we shall see later, this involves
regulation of the amount of money in circulation to
suit the requirements of trade and industry in the
country.

(ii) A sound currency system must maintain
stability of the external value of the currency. This
means that its purchasing power over goods and
services in foreign countries, through its command
over a definite amount of foreign currency, should
remain constant. This is the problem of foreign
exchange, which we shall tackle in a later chapter.

(iii) The system must be economical. A costly
medium of exchange is a national waste. It is
unnecessary. That is why all countries use mostly
paper money.

(iv) The currency must be elastic and automatic
so that it expands or contracts in response to the
requirements of trade and industry.

(v) The currency system must be simple so that
an average man can understand it. A complicated
system cannot inspire public confidence.

PAPER GOLD STANDARD OR THE SDR
STANDARD

8. Chapter 58.
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The IMF was an improvement on the gold
standard. The IMF hhd all the merits of the gold
standard minus its demerits. It ensured exchange
stability without the country having to undergo the
expense of maintaining a costly currency system.
Under the IMF system, exchange parities were fixed
in gold but it was unnecessary to keep large gold
reserves for currency purposes. Besides gold stocks
and current output were utterly inadequate to
meet the requirements of ever-expanding volume
of international trade, thus giving rise to the serious
problem of international liquidity (This problem has
been considered at length in Chapter 59). The IMF
sought to provide multilaterism. The IMF quota
facilitated foreign exchange transactions and there
was no need to export gold to meet a trade deficit. It
also facilitated convertibility of currencies and
provided adequate and convenient currency reserve
for the use of member countries.

However, fast changing circumstances necessitat-
ed changes in the I.M F. system, In September 1967,
the Board of Governors approved a plan for a new
lype of international asset known as the S.D. Rs
(Special Drawing Rights). They have been called
"Paper Gold Standard". Under the Scheme, the
I.M.F. is empowered to allocate to various member
countries Special Drawing Rights (SDR's) on a
specified basis, which in ctThct amounts to raising the
limit to which a member country can draw from the
IMF in time of need. Besides, the SDR's supplement
gold dollars and pounds sterling most countries now
use as monetary reserves. They-can he used uncon-
ditionally by the participating countries to meet
their liabilities and they are no backed by gold.
They are meant to be used by the Central banks of
the Fund's member countries. With the SDR's. the
Central banks can buy whatever currencies they
need for settling their balance of payments deficits.
The resources of the new scheme are not a pool of
currencies but simply the obligation of participating
members to accept the SDR's for settlement of
payments between them. Thus, SDP's serve as an
international money as good as other reserve cur-
rencies.

But a nicely and diligently built up system of
exchange stability by the l.M.F: collapsed like a
house of cards. This was caused by the dolla,r crisis
created by the adverse American balance of pay-
ments.

Among the measures taken by the American
administration, there was one which delinked dollar
from gold. The delinking of dollar from gold
knocked out the very foundation of the IMF.

In January 1975, the IMF abolished the official
price of gold and SDR's have instead become the
basis of, the present international monetary stan-
dard. The SDR's are not convertible into gold; that
is why alternatively the present standard may also be
referred to as Paper Gold Standard.
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In the theory of money, we are concerned with the
determination of the value of money which has an
inverse relationship with the general price level.
There' are two main questions concerning the value
of money, viz., (a) how changes in the value of
money (or prices) are measured and (b) how the
value of money is determined, i.e., the factors
governing price fluctuations.

We first take up the measurement of the changes
in the value of money which is done by means of
index numbers.

INDEX NUMBERS

Meaning
In tjie world, as we see there are numerous

commodities bcmg offered for sale. Prices of all
these commodities do not always move together. It
is quite possible that while prices of some commodi-
ties are rising, those of other commodities may be
falling. Even if all the prices are moving together,
the rate Of change of some prices may be faster than
that of others, i.. some prices may be rising or
falling faster than others. In order to introduce an
element of uniformity, the concept of general price
level is used,, which, in a sense, is the average of
price changes of diverse commodities. This is done
-by means of index numbers.

Index numbers are devices for measuring the
differences in the magnitude of a group of related
variables. An index number of prices is then a
number which indicates the price level at any given
date as compared with the level of prices at some
standard date called the base.

Preparation of Index Numbers

The following are the various, steps in the con-
struction of such an index number: ---

(i) Choice of the base year. The first step is to
choose a year to serve as the base year, i.e., the year

with reference to which the price changes in other
years are expressed as percentages. Care must be
exercised in its selection. It should he an average
year, neither a year of boom nor of depression.
Sometimes an average (of prices) of a number of
years is taken to serve as the base.

(ii) Selection of commodities. The second step is
to select commodities the prices of which have to be
taken to represent the general price-level. The
commodities should be really representative and
should he sufficiently large in number. The selection
of commodities also depends on the object with
which the index is prepared. For instance, if the
object is to study how the cost of living of working
class has been affected by price changes, we select
those commodities which figure in the consumption
of the working class.

(iii) Price lists are then taken for each commodi-
ty. It is better to have an average of wholesale prices
of the same commodity from a number of represen -
tative markets. These prices are taken for the base
year (or years) and also for the subsequent years, the
index number for which we want to construct. Retail
prices are better because it is the retail prices which
consumers actually pay. But retail prices are not
taken because they differ widely from locality to
locality.

(iv) The next step is to represent the price of each
commodity for the base year as 100 and the price of
the same commodity for the subsequent year as a
percentage of the price for the base year. For
instance, if the price of wheat in the base year is Ps.
70 per quintal and is called 100, a price of Ps. 154 in
the subsequent year should be called 220 and so on
in the case of all the commodities taken and all the
years.

(v) The final step is to strike the average of the
numbers thus obtained with reference to each year.
The average for the base year will of course come to
100. The other average will be higher or lower than

425
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Commodities	 Base year
(1970) Price

1. Wheat	 Rs. 70'(per quintal)
2. Sugar.	 Ms. 2.40 (per kg.)
3. Milk	 Ms. 1.50 (per litre)
4. Cloth	 Ms. 2.00 (per metre)
5. Kerosene Oil	 50 paise (per litre)

Average
—100

5

100 according as the general price-level has risen or
fallen.

The above table illustrates how index numbers
are constructed. (Figures arc Imaginary).

According to this table, there was a rise of 194 per
cent in general prices in 1983, as compared with
1970. This means that in 1983 . as compared with
1970, the value of money in India (on the basis of
the above figures) had fallen by about 66 per cent.

Weighted Index Numbers. The type of index
number constructed above is called an unweightcd
index number. Here every commodity is given the
same importance. But actually to a consumer a small
rise in the price of a particular commodity may
mean a greater disadvantage than a big rise in
another commodity which is not so important in his
household expenditure. This fact is specially to be
taken into account when we are constructing what is
called the 'cost of living index number,' i.e., the one
for measuring changes in the Cost of living of a
particular class of people.

Suppose the above articles represent goods con-
sumed by a particular class of people, and we want
to know how the war affected their cost of living. All
these articles are not of the same importance to
these consumers. To show their relative importance,
we can assign a "weight" to each commodity by
multiplying its index number by a certain figure

Base year	 Current year	 Current year
Index	 (1983) Price	 Index

l3	 Ms. 154	 220
100	 Ms.	 4.80	 200
100	 Ms.	 3,75	 250
100	 Ms.	 8.00	 400
100	 Ms.	 2.011	 400

1470
5

294

indicating the degree of its importance. Such a
figure is usually based on the proportion of money
spent on particular commodities in a typical family
budget.

The following table illustrates how a weighted
index number is constructed. The same figures are
taken as in the previous illustration:

Thus, we have given 3 times importance to wheat
as compared with sugar, kerosene and milk and four
times to cloth.

The cost of living on this basis has not risen as
much as indicated by the unweighted index number,
if that, was regarded as a cost of living index
number. These figures, however, are only by way of
illustration. Actually the same index could not be
employed to measure changes in the general level of
prices and changes in the cost of living. Moreover,
the commodities taken to measure changes in the
cost of living of different classes will not all be the
same. It will depend upon what commodities figure
in their scheme of consumption.

We have only chosen a few commodities. Actually
a large number of commodities is chosen. For
instance, the oldest series of index numbers in India
was the one constructed by the Commercial Intelli-
gence Department of the Government of India. It
included 28 exported and imported articles. The
series was unWeighted and took 1873 as the base

Commodities	 Base year
(1970) Price

I. Wheat	 Ms. 70(perquintal)
2. Sugar	 Ms. 2.40(perkg.)
3. Milk	 Ms.	 1,50 (per litre)
4. Cloth	 Rs. 2.00 (per metre)
5. Kerosene oil	 50 paise (per litre)

Average

Base Year	 Currrrn Year	 Current Year
Index	 (1983) Price	 Index

100x4	 Ma 154	 220x3= 660
lOOxI	 Ms. 4.80	 200x1 = 200
lOOXI	 Ms.	 3.75	 250x1=250
100x3	 Ms. 8.00	 400X4=1600
lOOXI	 Re 2.00	 400xl. 400

1000 —100	 3110,_3[[
10	 10
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year. At present the most important index number
of wholesale prices is compiled and issued by the
office of Economic Adviser to Government of India.

Weighting can be indirectly introduced by taking
prices of more than one variety of a commodity, e.g.,
3 varieties of wheat, 2 of cloth.

About 20 different cost of living index numbers
are now published in India from various important
urban centres.

Uses of Index Numbers

Measuring Changes in Price Level, The method
of index numbers is used for measuring changes in
the price-level. This is essential for maintaining
price stability. Price stability is conducive to the
maintenance of economic activity at the desired
level.

Measuring Other Economic Changes. We can
measure any quantitative change in addition to
changes in the value of money and the cost of living.
There may be index numbers of wages, imports,
exports, industrial activity, employment, change in
areas under cultivation, change in population, etc.
These measurements indicate social and economic
trends and help in framing policies with respect to
them.

Adjusting Wages and Prices. An index number of
cost of living can guide us in the adjustment of
wages to changing prices.

Exchange Stability. Index number of wholesale
prices can guide the currency authority not only in
stabilizing price-levels but also in stabilizing foreign
exchange.

çompanng Economic Conditions. We can com-
pare, with the help of index numbers, economic
conditions of a class of people at two different
periods.

Comparing Purchasing Power of Two Currencies.
Index numbers can also be used to compare the
purchasing power of two currencies and to fix the
purchasing power parity.

Equitable Discharge of Debts. Index numbers can
be used as a basis for an equitable discharge of
contracts, i.e., borrowing and lending. When prices
rise, the creditor is a loser, for the same amount
returned to him has tess purchasing power. It should
be more just to ensure that the creditor gets back the
same purchasing power. It that is so, then the
amount of the principal should be increased in
proportion to the increase in prices. Similarly, when
the prices fall, the debtor should be asked to pay
correspondingly less, otherwise the burden of the
debt in terms of commodities and services will be
increased in proportion to the fall in prices.

Limitations

Index numbers are thus very useful, nay their
preparation is essential for modern governments

otherwise all the economic policies will be a leap in
the dark. But it is necessary to recognise that the
index numbers suffer from certain limitations:

(i) Index numbers are just approximations. They
cannot be taken as infallible guides. Their data are
open to question and they lead to different interpre-
tations.

(ii) International comparisons are difficult, if not
impossible, on account of the different bases, differ-
ent sets of commodities or difference in their quality
or quantity.

(iii) Comparisons between different times are
also not easy. Over long periods, some popular
commodities are replaced by others. Entirely new
commodities come to figure in consumption, or the
commodity may be vastly different from what it
used to be. Think of a modern railway engine and
one of the early ones. Ford car 1983 is a different
commodity from the 1940 Ford.

(iv) Index numbers only measure changes in the
- sectional price-levels. An index, therefore, prepared

for one particular purpose, may not be useful for
another. An index number that helps us to study the
economic conditions of mill-hands or railway coo-
lies will be useless for a study of the conditions of
college professors. An entirely different set of com-
modities will have to be selected. Different people
use different things and hold different assets. There-
tore, different classes of people are affected differ-
ently by a given change in the price-level. Hence,
the same index number cannot throw light on the
effects of a price change on all sections of society.

(v) One set of weights may yield quite a different
result from another, and weighting is all arbitrary.

As Coulborn observes, "No general price-level is,
in fact, compiled in this way because the practical
difficulties of collecting the various prices and as-
sessing weights strictly appropriate to the base year,
and approximately relevant to the subsequent ones,
prove to be difficulties which are insuperable in
practice."

THEORIES OF MONEY AND PRICES

Value of Money: Its Meaning

The term 'value of money' has been variously
used. Thus, it may mean (1) its command over a
definite weight and fineness of gold or silver, as is
the case under gold and silver standards respective-
ly, or (ii) the units of toreign currency that it will

purchase (e.g., £l.= Rs. 15.55 as on January 17 1983.
or (iii) its command over goods and services with a
country, i.e., the internal purchasing power of mon -
cy. When we use the term "the value of money"
without qualitication, we mean it in the third sense.

The value of money, then, is the quantity of goods
and services in general that will be exchanged for a
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unit of money. In other words, the value of money is
its purchasing power, i.e., the quantity of goods and
services that a unit of money can purchase.

It should be noted that the value of money, or its
purchasing power, has a definite, though inverse,
relation with the general level of prices in a country.
When general price-level rises, the value of money
falls and conversely, when general price-level falls,
the value of money rises.

There are three principal approaches to mone-
tary analysis:

(I) The Quantity-Velocity Approach or Cash
Transaction Approach/ Friedman's Restatement.

(2) The Cash Balances Approach.
(3) The Income - Expenditure Approach.
The first two, viz., quantity-velocity approach

and the cash balances approach are grouped
together as the quantity theories of money, The
income-expenditure the-ry is generally considered
the modern theory. We shall now discuss these
theories one by one.

QUANTITY THEORIES OF MONEY

The Quantity-Velocity or Cash Transactions Ap-
proach

Till recently, the economists believed that the
major cause of fluctuations in the general level of
prices was to be found in the changes in the quantity
of money. Some economists still hold this view to
correct, though with many qualifications. However,
most economists today regard the quantity theory of
money as theoretically unsound and practically mis-
lead ing.Quantity of money includes cash (M) and
its velocity (V). The velocity of circulation depends
upon the frequency of transactions, the volume of
trade, the nature of business conditions (whether
boom or slump), the level of prices (inflation or
deflation), facilities for borrowing and lending, etc.

Statement of the Theory. Basically, the quantity
theory of money states that other things remaining
constant, changes in general price level are to be
explained with reference to changes in the quantity
of money in circulation so that an increase in the
quantity of money leads to a rise in the price level,
while a contraction in the quantity of money will
lead to a f'ill in general price level. In an extreme
-version of the theory, it is asserted that, other things
remaining the same, the value of money falls
proportionately with a given ncrease in the quantity
of money. Conversely, the value of money rises
proportionately with a given decrease in the quantity
of money. In other words, the changes in the general
price level, other things remaining the same, are
directly proportional to changes in money supply.
Double the quantity of money and the price level
will be doubled.

Qualifications. In the milder as well as the

stronger version of the theory, we use the phrase
"other things remaining the ,same." Now what is
meant by this phrase. It means that there should be
no change in the following factors while the quantity
of money changes:—

(I) Velocity of circulation of money. Velocity or
rapidity of circulation of money means the number
of times a money unit changes hands. If, for
instance, during a given period, a five-rupee note
changes hands five times, then the quantity of
money in this case will be Rs. 25 and not Rs. 5.

(2) The use of credit instruments as money. If
there is an increase for decrease) in the use of credit
instruments, such as cheques, book credit, etc., it
should be regarded as an increase (or decrease) in
the quantity of money in circulation. Similar is the
case as regards the velocity of circulation of credit
instruments.

(3) Barter transactions. If some exchanges are
done without the use of money, they should either
be excluded altogether or be regarded as an increase
in the quantity of money (supply) or decrease in the
quantity of transactions (or demand for money).

(4) Finally, the volume of transactions must
remain constant. This means that the work to he
done by money, or the transactions to be performed,
must remain the same. Not only the amount of
goods exchanged, but also the number of times
goods change hands (rapidity of circulation of
goods) must.	 remain constant.

In a word, other things being equal, the value of
money varies inversely with its quantity and directly
with the volume of goods and services in existence.

Equation of Exchange. Professor Irving Fisher
has expressed the relationship between the quantity
of money and its value in the form of a formula,
which he calls the equation of exchange. This is: —

_ 
MV--M'V'

Here P= Price level, or P = the value of money;
T=Transactions to be performed by money;
M = Metallic money; M' credit money;
V Velocity of metallic money; and

V' =velocity of credit money.

This formula equates the supply of money to the
demand for it. Price-level multiplied by the transac-
tions gives the total value of transactions which
means demand for money (PT). This is equal to the
supply of money which Consists of cash and credit
instruments with their velocities of circulation
(MV+ M'V').

Thus PT=MV+MV'
MV+M'V'

Professor Fisher contends that, in the short per-
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ioU, T. V. V' remain constant. The proportion of
M' to M also remains constant. Therefore, P varies
directly with M. In other words, I/P (value of
money) varies inversely with M or quantity of
money in circulation.

Why do "other things (T, V. V' and proportion of
M' to M) remain constant? Professor Fisher holds
that:

Transactions or amount of work to he done by
money remains constant in the short period, because
in the short period, population does not change,
production per head of population does not change,
percentage of consumption by producers does not
change. percentage of exchange by barter does not
change and the rapidity of circulation of goods does
not change. Methods of production and habits of the
people in this connection are practically fixed. Thus,
the demand for money remains constant.

As regards the supply side, rapidity of circulating
of money and credit depends upon custom and
business habits of the people. The proportion of M'
to M depends upon the policy of the banks. These
things also do not change appreciably in the short
period. Hence, we can say that the value of money
varies inversely with its quantity.

Critical Evaluation of the Quantity Theory

The Quantity Theory has been widely criticised, h
is a static theory, whereas the real world is dynamic
where changes are constantly taking place. With the
qualification "other things remaining the same" it is
a useless truism. It is an over-simplified version. The
real trouble is that 'other things' seldom remain the
same. They change not only in the lone period but
also in a comparatively short period. Population,
amount of business transacted per head of the
population, velocity of circulation, policy as regards
the proportion of credit to cash all are subject to
change and changes in them are constantly taking
place.

Thus, many factors, other than the quantity of
money, may bring about a change in the price level,
and hence the value of money, e.g., change in the
volume of trade, improvement in transport facilities,
gold movements, extension of banking and credit
facilities. etc. All such factors can bring about
changes in the price level. Hence, exclusive empha-
sis on the quantity of money is not proper.

Process Not Spelt Out. The quantity theory is
said to be only a short-hand expression and does not
fully explain.the whole process by which a change in
the quantity of money brings about a change in the
price level or the value of money.

Money Not Merely a Medium of Exchange.
F p her's theory regards money as merely a medium
f exchange which must be exchanged for goods.
3W money may be wanted for its own sake to be

held as idle cash balances. It is also a store of value
and may be wanted for speculative purposes.

Not Independent Variabks. Moreover, these fac-
tors are not independent variables as Fisher as-
surpes. For instance, a change in M in itself may
cause a change in V, and thus cause a change in P
more than in proportion to a change in M. After the
First Great War, the German mark was depreciating
fast and no one was willing to hold it. The rapidity
of circulation money (V) increased progressively
and out of all proportion to the increase in the
note - issue (M). Similarly, a charge in M may cause,
and does cause, frequently a change in T, and a
change in P may lead to a change in M. An increase
in the supply of money may raise prices, increase
profits and stimulate production beyond the profita-
ble level thus again depressing prices. Moreover,
higher price-level may necessitate the issue of more
money to carry on transactions. Thus, high price-
level may be the cause rather than the effect of the
increase in the quantity of money.

M and V Differ. M refers to a point of time and V
to a period of time, and it is wrong to multiply two
different things, e.g., MV.

Wrong Assumptions. Basically, for the quantity
theory to be true, the following two assumptions
must hold:-

(i) An increase in money supply leads to an
increase in spending, i.e., no part of additional
money created should be kept in idle hoards.

(ii) The resulting increase in spending must
face a totally inelastic supply of output.

Both the assumptions !ack generality and, there-
fore, if either of them does not hold, the quantity
theory cannot be accepted as a valid explanation of
the changes in price level. Let us take the first
assumption. Under this assumption, the entire in-
crease in the quantity of money must express itself
in the form of increased spending. If spending does
not increase, there is no question of a change in
prices or output. But is it valid to make such an
assumption? Obviously, there is no such direct link
between the increase in the quantity of money and
the increase in the volume of total spending. No one
is going to increase his expenditure simply because
the government is printing more notes or the banks
are more liberal in their lending policies.

This is not to say, however, that changes in the
quantity of money have no influence whatsoever on
the volume of aggregate spending. As we shall
show below, changes in the quantity of money are
sometimes capable of inducing changes in the
volume of aggregate spending. What we are denying
is the assertion that there exists a direct, simple, and.
more or less a proportional relation between varia-
tion in money supply and variations in the level of
total spending.

Coming to the second assumption, this will be
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valid only under conditions of full employment. It is
only then that we can assume a totally inelastic
supply of output. for all the available resources are
being already fully utilised. In conditions of less than
full employment, the supply curve of output will be
elastic. Now, if we assume that aggregate spending
increases with an increase in the quantity of money,
it does not follow that prices must necessarily rise. If
the supply curve of output is fairly elastic, it is more
likely that the effect of an increase in spending will
he more to raise production rather than raise prices.
Of course, at full employment, every further in-
crease in spending must lead to an increase in prices
as output is inelastic in supply. Since full employ-
men( cannot he assumed to he a normal feature, we
cannot accept the quantity theory of money as a
valid, general explanation of changes in the price
level in the short run.

Not useful. Apart from challenging the basic
assumptions underlying the theory, it is criticised on
the score of its utility. It is not regarded as particu-
larly helpful either as an analytical tool or as a guide
to policy. It is pointed out that neither the volume of
transactions nor the velocity of money is stable.

Merits of the Theory. Although the quantity
theory of money is widely criticised by modern
economists and is rejected as an adequate explana-
tion of the value of money, it has sonic merits too:

(i) It is historically true for whenever there has
been over-issue of currency, prices have invariably
asen. The currency history of every country has
demonstrated it.

(ii) The practical utility of the theory is evident
from the ltct that whenever the monetary authori-
ties seek to control prices they do so by regulating
and controlling the issue of currency. The manipu-
lation of the bank rate and open market operations
(If the central bank are based on this assumption.

(in) Although every change in the quantity of
money may not produce a proportionate change in
the price level, yet the theory scents to be broadly
true.

Cash Balances Approach: Cambridge Equation

As already mentioned, there are two main lines of
approach to the problem of relationship between the
quantity of money and its value (or the price-level).
This has given rise to two types of quantity theories.
One is the Quantity Theory of Money proper. called
the Transactions Approach theory which we have
discussed above and which is represented by
Fisher's Equation. This approach has been more
popular in the U.S.A. The other approach, known as
the cash-balances type, which has been mdre popu-
lar in Europe, especially in England, is represented
y the Cambridge Equation.
The latter is an improvement on the former

Quantity Equation in. the sense that it is bused on
the National Income approach and takes into ac-
count the concept of liquidity, both of which form
part of Keynesian Economics.

As mentioned above, the Cambridge Equation
represents what has been called t he cash-balances
approach to the value of money.' It simply says that
the value of money depends on demand for cash-
balances and the supply thereof at any given time.
We have discussed in the preceding sections the
determinants ol' both demand and supply of money.
Here we want to draw the attention of the student to
one point on the demand side. The demand for
money does not merely depçnd on the physeial
quantity of resources or of the goods and services
which are sought to be exchanged, but it largely
depends on the period of time which the transactions
'.re intended to cover. Take the case of a
consumer of wheat. Is it necessary for him to
purchase his whole year's requirement of wheat at
once or, what comes to the same thing, keep
sufficient liquid cash to buy the whole year's
requirement? No, it is unnecessary. Few consumers
will do that unless they happen to .be foolish. A
consumer may decide to buy wheat from month to
month. It will then benecessary for him to keep
cash equal to 1/12 of his total requirement of wheat
for the year. Similarly, he will keep liquid funds just
enough to enable him to purchase his requiremcits
of other goods and services for a certain period only
and not for the whole year.

If the members of a community are in the habit of
keeping cash to cover their purchases over a long
period, obviously their demand for cash will be
greater. Ony a fraction of the whole income is kept
in cash, the rest is invested. The amount olcash held
should not be too much, because to keep cash
locked up idly means a loss, besides being a danger,
although a large cash balance makes business
smooth and easy. Nor should the amount of cash
held be too small, because it may be risky from the
business point of view. As Marshall observes, A
man fixes the appropriate fraction (of his income)
after balan"ing one against another the advantages
of a further ready command and the disadvantages
of putting more of his resources into a form in which
they yield him no direct income or other benefit."'
An individual has thus to keep only a fraction of his
income in titles to legal tender (i.e., liquid cash) to
carry on his business smoothly and to guard against
emergencies. Let this fraction he denoted by k.

The equation is usually put in the form:
M = kpR

where M is the quantity of money and is the same as
M of' Fisher's Equation of Exchange. R is the real

I. Koheruoii. D.H.—Monev, 1932. Ch. II and Appen-
dix A.

2. Marshall, A.—Moner. Credit and Commerce. I. iv. 3.
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national income, i.e., it is the sum total of goods and
services finally brought to the market and sold for
money, e.g.. cotton is not part of R but a suit of
clothes made by a tailor is a part of R. Similarly,
wheat is not included in R, but bread is.

p is the average price-level of the real national
income That is, it is the average of price of clothes,
food, s(elter and other goods, and services con-
sumed by the public.

Thus, pR is the monetary national income,
Now, a proportion of the monetary national

income is held by the community in cash. This
proportion is k and represents the desire of the
public to have liquid resources. This is called the
liquidity factor for buying it. If all nioney circulated
only once, then the amount of money required
would be the same as the monetary national income.
If money circulated twice in a year, then obviously
half pR will be required to purchase the national
product, i.e., to create the monetary national income
which is shown as pR above. The number of times
money circulates for buying the national production
in a year is V 1 ,i.e., income-velocity of circulation of
money, k is the proportion of the monetary national
income which the community desires to hold in
cash. pR then is the demand for money for purchas-
ing the national product. This must be equal to the
money supply.

Mx veloty of circulation of moneyM x V.

MkpR where

We have seen that in the Fisher'. Equation of
Exchange in its simplest form

PT I
xPT

By Cambridge Equation
M=kpR

INow as
VT

4_PR

Differences between Fisher Equation and Cam-
bridge Equation. The differences between the two
equations are as follows:-

(i) Tin the Fisher Equation is the sum total of all
transactions, whereas R is only the final product
which comes to the market. For example, Fisher will
include in T the transactions of production and sale
of cotton, sale of yarn, sale of cloth and finally
brought to the market, e.g., tailored clothes.

(ii) Similarly, P in the Fisher equation is the
average of the price-level of each good and service
at each stage of production and includes the average
price-level of all transactions. p in the Cambridge
Equation is the price-level of only the goods finally
brought to the market. They may tend to move up
and down in the same direction, but are not the
same.

(iii) The meaning of V and V,, i,e., velocity of
circulation, also differs between them. In the Fisher
Equation, it takes the form VT, i.e., Transactions
Velocity of Circulation. It represents the number of
times a unit of money circulates for performing all
the transactions taking place in the economy in a
year. V1 , on the other hand, is only Income Velocity
of circulation and represents the number of limes a
Unit of money circulates for buying the final
product.

Superiority of Cambridge Equation. The Cam-
bridge equation, which in fact was a later form of
the Quantity Theory, sought to remove some of the
shortcomings of the latter and took several steps on
the way to the modern theory of money and prices.
The old theory did not provide any explanation of
the velocity or circulation of money. Instead of
explaining the frequency with which money
changed hands, the Cambridge equation tried to
explain why money rested (instead of moving) in
people's hands. This was an important shift in the
emphasis. An attempt was now made to analyse the
motives on account of which people wished to hold
money.

Similarly, there was a switch away from the
analysis of causes of changes in the supply of money
to an analysis of the causes of changes in the
demand for it.

Another important new clement in the Cam-
bridge version was that instead of being concerned
with the total number of transactions, it was con -
ccrned only with the transactions relating to final
goods only, i.e., the level of income. It thus
concentrated attention on a concept which occupies
an important place in the whole of modern econo-
mic theory.

The Cambridge equation went some way towards
explaining both short and long-run changes in the
level of income. But the theory did not satisfactorily
separate price changes and changes in the level of
output both of which are included in the changes in
the level of money income.

Criticism. However, the Cambridge version is an
over-simplified explanation of the theory of money
and prices. It ignores the speculative demand to
hold money. Thus, it loses sight of an important fact
that the quantity of money may change without
corresponding changes in the level of money income
or that money income may change without corres-
ponding changes in the quantity of money.

Also, ignoring the speculative demand meant that
the theories of interest were not linked with the
theories of level of income through demand for
money. This is an important omission.

Thus, the Cambridge version is an inadequate
guide to the understanding-of the mechanics of price
changes. Its misleading sirr'olicity obscures more
than it reveals.

In the words of A.C.L. Day. Although the
29 - A
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Cambridge version of the Quantity Theory repre-
sented a big advance on the Fishrr version, it is not
in itself an adequate monetary theory. Its weakness
is that it is too simple to deal adequately with the
complexities of the economic system." 3 Its weakness
lies in this that it does not pay attention to the fact
that effective demand for goods and services does
not necessarily vary at all closely with the quantity
of money. In order to understand variations in
eflçctivc demand, we must analyse the causes of
changes in expenditure.

The second weakness is that it pays inadequate
attention to the fact that the price level does not

'necessarily change in proportion to the changes in
effective demand.

Thus, we can say that the Cambridge Equation
lays stress on the national income, its price-level
and the liquidity of the public. Keynes uses the
concept of national income in the modern Keyne-
sian analysis and it is with the fluctuations of the
price-level of final goods and output with which the
modern trade cycle economists and governments are
concerned. The concept of liquidity, slightly
modified, is used by Keynes for his theory of rate of
interest and investment, as a determinant of total
production.

But, for Keynes, there are other factors more
important on which total national income depends.
These are the profitability of investment and thrifti-
ness. The Cambridge Equation does not take note of
these and is, therefore, not used for analysis these
days.

Friedman's Restatement of the Quantity Theory of
Money

Milton Friedman, a leading luminary of what has
come to be known as the Chicago School of
economists has put forward his own quantity theory
of money. In his restatement of the theory, he
restored the quantity theory of money almot to its
original position. That is, he resuscitated and reha-
bilitated the Fisher formula of the quantity theory
o.f money, but in a more sophisticated manner. Inv
iew of the importance of his restatement of the

theory and the influence his theory exercised on
economic (h inking and policies if deserves a fuller
treatment which has been attemptea in a subsequent
sen ion.

I"RIEDMAN'S RESTATEMENT OF THE
QUANTITY THEORY OF MONEY

Special Features

Milton Friedman's restatement of the quantity
theory of money has already become a modern
classic. He says that his quantity theory of money is

3. Da y . ACE—Outline of.Nfoneiar.r Econamic.c. 1960
p. 257.

essentiall y a theory of deniand for money. Hence his
analysis in this connection is primarily concerned
with exploring and explaining the nature of the
demand function for money! its objective is to
discover the relatively more significant variables
which determine the demand for money and to find
out whether this function is stable or not. The
traditional qtianty theory of money was based on
the assumption of a constant velocity of money.

Friedman draws a distinction between velocity
and velocity function. He says that while velocity of
money may and does fluctuate, the velocity func-
tions is stable. Thus the modern quantity theorists
like Friedman draw a distinction between demand
for money and the demand fund/an for mone y or
between velocity of money and velocity-of -money
function. The velocity-of-money function is highly
stable much more stable than the Keynesian con-
sumption function. Friedman therefore prefers
economic analysis in terms of changes in the money
supply and a money multiplier derived from veloci-
ty relationship rather than use autonomous expen -
ditures and the multiplier which emerges from the
consumption function as emphasised in the Keyne-
sian theory.

The modern quantity of money theorists regard
the money demand function not only stable but also
of vital importance in determining khc variables
which are very important for the eiioniy" . as a
whoJc e.g. the level of national income, employment
and price level.

Friedman is of the opinion that the demand
function and the money supply function are inde-
pendent of each other. That is, there are sonic
important variables which determine the supply of
money but which do not aflct the demand for
money. The notion of stable demand function is
useful in order to trace out the effect of changes in
supply, but it is useful only 1 - supply is influenced by
at least some fators other than those regarded as
affecting demand. Thus the modern quantit y thcor'
Ists would reject the notion thatthe suppiy of money
cxpaiidor contracts according to the needs of trade.

We can also say that the modern quantity theor-
ists reject the concept of the Keynesian liquiditytrap
or infinite elasticity of demand for money. Fried -
man makes out a strong case for the quantity theory
if the elasticity of demand for money is approxima -
tely zero.

Without going into how Friedman derives or
expounds his version of the Quantity Theor y, it may
suffice to give his restatement of the Quantity
Theory of Mone y thjs is set out below:

V =M V(%.r. —i-- , 1L, W2-, U)

F'i'ied ma n's above equation is equivalent to the
Equation of Exchange of the traditional Quan tit
Theory. i.e. M PY. howcvr, with the djtl'ereucL
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that 'Y is the real income in the traditional equation
instead of the money income that Y represents in
Fried man'san's eqnation given above.

It is very necessary to bear in mind that the
traditional quantity  theory is only superficially cqui -
valiit to Friedman's restatement of it. The funda-
mental di11irence hetween the two approaches is
Iht Friedman has substituted the velocity function,

V( 'h rc ,L. (1 , W. iV), in place of thi velocity
P dt	 p

constant V. or its reciprocal, k. in the traditional
siiicm"'I of the Quantity Theory. This is b y no
means a mere formal diflërcnce: it is inctead a very
signilican t th//'rence of vhvnc
Criticism

F riednian 's Resta ternen i of the Quantity Theory
of Money gives a highly formalised model of the
determination of the demand for money. But one
can pick a number of holes or gaps and inadequa-
cies which are mentioned below:-

(i) Friedman's derivation of money demand takes
explicit note of the asset demand for money only,
but the transactions demand for money has not been
adequately analysed. This means that he has practi-
cally ignored the function of money as a means of
payment. It provides no analysis of the cost of
transactions and how these costs could be relevant in
the determination of the demand br money and for
alternative form of assets.

Also, as Miles Fleming put,,, it, "The nature of the
services pioidcd by mone y balances is not enquired
into closely" and this makes Friedman's analysis
rather too abstract.

(ii) In Fried man's analysi3 is implied that the
different forms of assets mentioned by him are closc
sijh',iitiit' of one another. I loo this :.ihstitutabiliiy
wilt influence the demand for money and alternative
assets is not c'''arly spelt out.

(iii) Friedman's model has been given in a static
torm. It takes no notice of the time lags involved
and implications for the demand of money. The
nature of the time lags will determine the values of
the variables from j;.aiod to period. Time Iág.s in the
adjustment of' the values and structure of assets in
the wca Ith -holders portfolios to the desired levels
and structure are also important in the determina-
tion of demand for money. But Friedman's model
does not take note of these factors.

(iv) Empirical investigations have not borne out
Friedman's assertion that his money demand func-
tion and the monetary multiplier based on it are
much more stable than the Keynesian consumption
function anti the Keynesian multiplier based ther-
eon.

(v) An important implication of Friedman's
moJcl is that there is a very regular relationship
between the supply of money, the money income
and prices. This proposition is however challenged
by certain studies.

(vi) Friedman's definition of money is too broad.
t includes even time deposits which cannot he

regarded as ready money
Conclusion

In sum, the Friedmanites think that the economy
is like a "black box" and it is difficult to know or
show preciseiy what processes are taking place in
this 'black box,' which connects changes in M to
changes in GNP. They would like to hold that
whatever the processes arc, the interest elasticity of
demand for money is very l.'.>w or zero. A study
covering the period 1897-1958 showed that the
quantity of money was a better predicator of con-
sumption than was uivestinent. In other words, it
was found that the quantity of money furnished a
better explanation of the GNP than tic multiplier
did except durmg the Great t)epression of the 30's
(thirties).

1 Fius, we eome?b the conclusion that - the quantity
theorists of today seem to have established a broad
relationship between the GNP, consumption and
money supply. It may he that this relationship does
not hold uniformly saustactonly throughout the
various periods of economic history. They hold that
money supply is the principal factor leading to
fluctuations in income, though causal' influences
work slowly and variably. One implication of the
contemporary quantity theory of money is that the
monetary authorities should not use monetary
policy for the "fine-tuning' of the economy when
one is trying to deal with short-term fluctuations in
economic activity" 4.

KEYNESIAN THEORY OF MONEY AND
PRICES: THE INCOME APPROACH

The modem theorists, especially the Keynesians,
do not deny that changes in money supply can bring
about changes in the price-level. However, what
they do deny is that there is a simple, direct an
easily predictable relation between the quantity of
money and the level olprices.

'ihe modern theory emphasises that the value of
money or the price level is in fact, a Consequence of
the total incomes rather than of the quantity of
money. The real cause of fluctuations in prices is to
he found in fluctuations in the level of aggregate
income or expenditure. Therefore, changes in the
quantity of money can bring about changes in the
level of prices only if they change aggregate spend-
ing in relation to the supply of output. Unless
spending increases, there can be no increase in
demand for goods. And if demand for goods does
not increase, the question of price rise does not arise.
However, even if aggregate spending does increase,
prices may still not rise if the supply curve of output
is fairly elastic. Therefore, the effects of a change in
quantity of money on the price-level depend on the
following factors:-

4. Stonier, A.W., and Hague, D.C., 4 Textbook of
Economic Theory, 4th Edition, p. 567.
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(I) effect of changes in money supply on the level
of aggregate demand or spending;

(ii) relation between aggregate spending and the
volume of production.

As regards the volume of spending, it depends on
the followin g: —

(i) The consumption function.
(ii) The investment demand schedule.
(iii) Liquidity preference schedule.
(iv) Supply of money.
An increase in the quantity of money in the

Keynesian system will lower the rate of interest- But
if the rate of interest is already very low, further
increases in the quantity of money will not be able
to reduce it still further. And we know thit a fall in
the rate of interest encourages new investment.
Thus, if the rate of interest is reduced as a result of
an increase in money supply, the rate of investment
will rise and the increase in investment will lead to
increase in income via the multiplier. If this ha p

-pens, there will be an increase in aggregate spend-
ing. But if the ratt of interest cannot be reduced any
further bv increases in the quantity of money, i.e.,
we are :orating along the perfectly elastic part of
the liquidity preference curve, the rate of investment
will not increase; and i' investment does not in-
crease, income and spending cannot increase.

Thus, there are circumstances when an increase in
the quantity of money may fail to increase the level
of aggregate spending. If this is the case, prices will
not rise at all, even though the quantity of money
has increased.

Even if aggregate spending does increase because
of an increase in the rate of investment, it is not
necessary that prices must rise at all, much less
proportionately to the increase in mone y supply. If

.we have less than full employment and there are idle
capital and labour resources, the supply curve of
output will be fairly elastic, and increases in aggre-
gate spending will lead to an increase in production
without much increase in prices. On the other hand,
if there is full employment, an increase in aggregate
spending will largely result in an increase in the
level of prices rather than output.

To sum up. In the modern theory, money has an
important place. But the relationship between
changes in money supply and changes in prices is
much more indirect and uncertain than was as-
sumed by the quantity theory of money. It all
depends on its effects on aggregate spending and the
elasticity of supply of outnut.

Determination of the General Price Level: Keyne-
sian View

We, are now in a position to give the modern view
regarding the determination of general price level.
In the classical and neo-classical monetary theory,
the general price level was supposed to vary directly

with changes in the quantity of money, so that an
increase in the quantity of money, was supposed to
be the cause of a rise in the price level. That view, it
is now generally agreed, is a gross over-
simplification of what happens in real life.
- In modern theory, the general price-level is
thought to be determined by the same forces which
determine the level of national income and employ-
ment, i.e., aggregate effective demand and aggregate
supply. As we have discussed elsewhere, aggregate
effective demand in a given period is the sum of the
demand of the consumers for current goods and
services, the demand of the government for current
goods and services and net capital Formation in the
economy as determined by the decision of entre-
preneurs. Similarly, aggregate supply of output of
all sorts of goods is determined by the profit
expectation of entrepreneurs.

It is quite likely that the total of effective demand
(at constant prices) in a given period may not equal
the aggregate supply of output atconsiant prices)
Forthcoming. The result will be that in the process of
adjustment, the real value or a given monetary
effective demand will have to be cut down to be just
equal to available supply of output. The mechanism
of this adjustment is provided by the change in
prices, if aggregate demand tends to be greater than
aggregate supply, the general price level will move
up, and vice versa.

Policy 'Significance
In conclusion, let us clearly understand the policy

significance of the theories of money and prices. The
quantity theory of money suggests that if prices are
too high, the monetary authority should contract
credit and reduce the money supply. On the other
hand, when there is depression, money should be
pumped into the economic system so that economic
activity or investment is stimulated through the
lowering of the rate of interest. The income theory,
on the other hand, seeks to control prices through
changes in the level of national income and expen-
diture. It follows that du'ning depression, govern-
ment must increase its expenditure which will raise
the level of incomes and effective demand. Similar-
ly , a business boom can be checked by reducing
effective demand thrc ugh taxation and reduction of
government expenditure.
Post-Keynesian Developments in Theory of Money
and Prices

The economists coming after Keynes have tried
to fill up the gaps in the Keynesian theory and
refined it. The post-Keynesian monetary economists
have tried to discover and emphasise additional
variables which have influence on the demand for
money. As a refinement of the monetary theory,
these economists have given a more elaborate and
rigorous application of the capital theory to the
nnajysis of demand for money.
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In the application of capital theory to money,
they have denied the Keynesian proposition that the
demand for speculative money is iiitcrst elastic and
the transation-cum-prccaUtloflary demand for
money is interest inelastic. For instance. Baumol's
"Transactions Demand J?r Cash': An inventory
Theoretic Approach" and Tobin's "Interest Elasticity
of Transactions Demand for (is/z" have put forward
the view that transactions demand for money is
influenced not only by the 'level of income but also
by the rate of interest. Tobin is of the view that there
is an inverse relationship between the rate of interest
and the transactions demand for money. This ad-
justment is based on inventory-capital theory. In a
well developed modern economy, with a well,
organised bond market, the transactions demand for
money is determined both by the level of income
and the rate of interest. The number of transactions
will increase if income and the rate of interest rise.
The larger is the number of these transactions, the
greater is the proportion of incotnc and the rate of
interest rise. The larger is the number of these
transactions, the greater is the proportion of income
held in the form of bonds and smaller the propor-
tion of income kept in the form of cash balances.
Thus the transactions demand for money is not a
constant proportion of income held in bonds hut
varies with the rate of interest and is inversely
related to it. Hence it is meaningless to distinguish
between transactions- cum -precautionary demand
for money and put the money demand function in
the Keynesian form M = M  + M2 L 1 (Y) +L2(r);
It should he written as M = L(y,r).

Tobins Portfolio Balance Approach

An important post -Key nesian deelopmcnt is
what is knows as Tobin's Portfolio Balance Ap-
proach to the analysis of the asset demand for
money. In his paper Liquidity Preference as 'Beha-
viour Toward Risk" Tobin has liberated the concept
of the speculative or asset demand for money from
reliance on expectations regarding future changes in
the rate of interest. He has done away with unrealis-
tic Keynesian assumption that the only alternative
to holding assets in the form of cash balances is to
hold single-maturity bonds. These economists hold
that money as well as various forms of non-money
assets can be liquid as distinguished from the
Keynesian view that money is the only liquid asset,
although money is perfectly liquid whereas non-
money assets possess less perfect liquidity. The
various assets can be arranged in a descending order
of liquidity thus-money, time deposits, hills, bonds,
equities and goods. The normal individuals or the
risk averters tend to arrange their portfolio in such a
way as to balance, at the margin, the utility of
additional return against the disutility of additional

uncertainty. An important imphictltion of Tobin's
theory is That the demand for money, as an asset is
determined by the total size, of wealth and not
merely by change for the rate of interest.

Patinkin's View. Anotner post .Kcyncsian deve.
lopment has been brought out in Patinkin's Money.
Interest and Prices" Patinkin suggest that wealth
Effect is like the Income Effect. Thus an increase in
the wealth of an asset holder induces him to
distribute the increment over all the form of assets
except in the exceptional case, when a particular
assets is looked upon as 'inferior'. Hence demand
for money will increase if wealth increases,

Conclusion. Thus the post-Keynesian version of
the demand function for money may be mentioned
as

M -- = L(y, r, w)

Where m denotes demand for money, M for quanti-
ty of money. P for price level. L for functional
relationship, Y for real national income r for rate of
interest and w for wealth.

Neutrality and Non-Neutrality of Money
The issue of neutrality or non-nculrality. of

money has an important bearing on the question of
'effectiveness or otherwise f monetary policy. The
supporters of neutrality of money say that a change
in the quantity of money may generate. 'economic'
fluctuations. It is held that creation of mo,ny may
generate prosperity. The classical economists
regarded money as neutral and a veil. It is regarded
as simply a medium of exchange and not affecting
output and employment in any manner. But to
Kryncs, it was no longer a veil. Money affects rate of
interest and through it rate of investment and hence
general economic activity in thcountry.

Money is. regarded as neutral if a change in the
quantity of money does not alter the real
equilibrium of the economic system. That is. the
relative prices, and interest rates are not affected by
a change in the quantity of money.

Conditions for Neutrality
Money will be neutral under the following

conditions:	 .
(1) Existence 'of only one kind of money i.e..

either inside money (created against private debt
and constituted by ciims against financial institu-
tions) or outside money (backed by foreign and

government securities).
(2) Absence of money illusion (see p.385)

(3) Absence of distribution effects.

(4) Price-Wage flexibility.

(5) Absence of open market operations.

(6) Unitary Elasticity of Expectations.


