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Jagat Guru Nanak Dev Punjab State Open University, Patida was established in
December 2019 by Act 19 of the Legidature of State of Punjab. It is the first and only
Open Universityof the State, entrusted with the responsibility of making higher education
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simplification.
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L1 Introduction

The mwrm macro wmam introduced 0 economics by the economist Ragmar Frisch in
1933, It is used to describe the sudy of agpregates and averages covering the economy a5 2
wholde such gs totsl Income, toal loyment, national income, aggregate demand, general Price
level, wotal savings, wage level ete, Tt s that pant of economic theory which siudies the economy
in its totality or as a whole. It studies aot individual economic units ke a howsehold. a fiem o an
industry but the whole economic =ystem. Moecroeconomics is the study of aggregates and
averages of the entire economy . Such aggregates are national income, total employment, ;uggﬁ
pate savings and investment; agoregate demand, aggregate supply general price level, ca In
short, macrosconomics 15 the study of national aggregates or cconomy-wide aggregates. Main
il of Bts analysis are aggregate demand and aggregate supply. Macrocconomics is the basis of
all plains of economic development of underdeveloped economies. Economists are pow
confidently exploning the possibilities. and ools for maintaining economic growth and full
cmployment. Move than anything clse. macroeconomic thought has cnabled us o properly
organize, collect and analvze the dats sbout patbonal income snd coordinate intemational

coonemic policies.

1.2 Meaning of Macro Economics

The word _Macro'is derived from the Greek word _Makros which means large. Macro
Ecomomics refers o ecomomy as & whole Le economy of lorge dimensions. [t i that brmch of
evoicmics which stidies the economic aciivities of he econamy & a whoble, The locus ol
MICIeconomics 15 on macro-economic varigbles ke nabioaal income, ceneral employment.,
peneral price level, agerepnte demand, ngeregate supply ete. To understand it more we will
discuss somedefiniton of Macro Economics given by various economists,

According to Boulding., "Macro economic theory is that patt of economics which studies the

overall averages and agorepates of the system.”

According to Shapiro, "Macroeconomics deals with the functioning of the economy as a whole
According tw Prof. Ackley —Macrceconomics deals with ecomsmic affairs —in the largel. ot

concerns the overall dimensioms of economic life.l

John Maynurd Keynes i the ounding father of macroccomimics. Kevnesian economics s g
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macro economic theory of total spending in the economy and its effects on omtpat, employment.
and imflation. Keynes's theorv was the first to sharply separate the sindv of sconomic behavior
and markers based an mdﬁld il incentives from e study of broed nationdl economic aggregate
variables and constructs. K E. Bouldmg, -Macrocconomics deals not with individual guantities
a5 such, but with sgeregotes of these quantitics, not with individwsl mcome but with notionsl
income, nob wilh individua price but with price kevel, not with individual cotpur bot  with
national outputl

Keynes pioneered & new spproach 1o macre economics. Prier to Keynes the problem of
business cyches wis imevitsble with o specilic approsch o sslve these problems, The classical
economiss focused on only micre aspects of the cconomy. The Great depression of FY30 left
many u-ww:c eoonomists helples, In this backdrop Keynes come up with o new approach to
look at the economy. In his book, _The CGeneral theory of Employment, Interest and Money® he
talked about the possibility of high unemployment and underutilization of capacities in the
muarke] economy, He also argoed 0 Govy, can play bigeer rele during economic depression by

cifective atibization of fiscal and monetary policies.

1.3 Need of Macro Econpumic

Macreeconomics kas a greater role e play in our day-to-day life. The siody of macroeconemics

is of great importasce due 10 the following main issues.

1. To Understand the Economy as o Whole: We need 1o study masmoeconomics o analyee
aned study the economy as 3 whole, Whatever is true at micre fevel i, individual level may
ok be true ot macro level, This & called macroecopomic paradox. Acconding to Boulding i
will be musleading o apply the nedes of micm economics mmwmm:tum expecting the
same resulis, We can explain it with the help of an example. To solve the problem of
unemploymen at the mme ol greal depression, AGC Pigon, @ neoclassical econamist
sugeested all round wage cut to promote employment, From micro poant of view if a Firm or
inclustry. goes for wage cut. ot can employ more labour. But ot is not valsd for the whale
econcemy, Becanse cuming down wages boings down their income and it further brimgs down
the overall demand in the economy which in mrn will lead 1o fall in production and

empkoyment,
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Ii Siudies Issues Related to Well-Being of the Seciety: Macry ecomomics deals with
problems like unemployment, inflation, onequal distnbotion of moome . imbalance inhalonce
ol payment ete. Macrd econamecs explianmns the causes of these problems and measures 1o

solve them. It also sugoests the policies to overcome these problems.

Determination of National Income: Calculation of aggregates of Mational Income like

GNP at market prce, factor income, inberest on national debt etc, i= mensured under it,

Determination snd Aceeleration of Economic Growith: High economic growth is the posl
ol every developing econsmy. Economic growih helps raising the standand of living, curb
poverty, reduce unegual distribution of income and generste employment. It sugpesis

measures o schieve self-sustained growth.

To Explain General Price Level and Tnflation: Flumuminﬁ in price level and inflation
remains the problem with many developing cconomics. Fall in value of money and
persistent rise in general poice level is called inflation. Macro ccomomics helps developing
measures o solve the preblem of inflation with the help of mosetary and Oscal policies,
Macroeconomic models ke Hurod-Domar and Solow explam the important factors

determining sconomic growth.

To Understand Buosiness Cyeles: Significant  developments hmhinlm.'n made  in
M e HEmies o understand the cawses of business cyches, Keynesion theory of effective
demand along with the imteraction of multiplier and accelerator gives adequate explamaion
of bisiness cycles. Oa the basis of undersanding of business eveles, macroeconomics helps

s adopt proper monetary and fiscal policies o check business cycles,

Formulating Macroe Economic Polivies: Accurme and efficient macrosconomic policies
play an importast mole in development of an economy. Policies related o emplovinent
generstion. control of made cyeles. combating poverty, inflation ete, pluy & special role in

devedoping economies,

1.4 Features of Macro Economics

Macrocconmmics has following features:

Short-run in Nature: Macroccononics 15 o shoet run study. Short run refers to that time

pericd in which some factors are fixed and some are variable. Short mun nature of
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macroeconomacs can be expressed as given below,
al  Mational output is sssumed to be constant
bi  Only labour is the variable factor in the shor mn

€ Copsumplion in the shom mn remains same more or |ess as habis of the people
remain same in shor mn, Therefore, more siress i given in masroecoaomics o

investment & a factor W incresse employment.

Macroeconomics is Mainly Institutional: Mocrecconemics 15 mone real. We can
understand s real pature by examining the real factors like saving, investment, rate of

interest and instiutional factors influencing propersity to consume,

Importance of State Intervention: Macro economics lays great stress on the role of state
mtervention in balncing the cconomy. State plays an important role 0 dealing with
business cycles through monetary policy. raises propensity to consumption by equitable

distribustion af income.

Pivotal Role of Investment: Investment has a pivotal role to play in macro economics,
Effective demand depeods on consumpteon and investnent, Consunpticn rensaing samein
the short period. It is change in investment which can bring increase in eftfective demand.

Problem of unemployment and onderproduction is mainky due 1o lack of investment

A Monetary Econombes: classical economisis put stress on the mediom of exchange
function of money but maco cconomics acknowledged the role of store of value function
of money. According to macroeconomics determination of income md employment is

affected by demand and supply of mosey.

Comparative Static Analysis: Macro econemics bas an element of bath static anddymamae
analysis.

A Theory of Shifting Egquilibrium: Macro eccomemics lays  grest  stress  on
underemplovment and over employvment equilibrium, Bodh the sieaiiens are morerealsie

than full employment eguilibrium, They explain the shiffing equilibrivm,

Role of Expectations: expectations basically mean expectations from profit. If the
entreprensur is optimistic, he expects more ﬁt. he will invest more, Investment

gecording to mocro economics depends upon of Marginal efficiency of capital {MEC)and

-




MEC further is poverned by expected profitability

2. Kol of National Income and Consumption: Macro economics recognizes the role of
patingl income and consumplion in solving economic problems of a country. Keynes
explained how the analvsis of motional  income  helps solving  the  problem  af
unemployment. Also. through his psychological law of consumption he explained tha
consumption dogs not rise In some propoction os the inerease i meome. This lesda o tollin
elffective demand and rise in unemployment,

1.5 Seope of Macro Economics

The scope of macro coonomics is muoltidimensiomal, I includes the problems. activities,

issues and paraneters related o macroeconomics, Following are the beoad areas underlying

the scope of mpcropconamics,

L.

[ ]
H

3.

To Study the Working of ﬂlez.r: it 15 impossible to understand the working of
i eeanomy  without e study of macreeconomic vamables, These macroeconann
variables are statistically messurable therefore makimg it easy to analyze. With the help of
MIET? Eoonemics we can messure nafional income, sutput, employment, generd price

level ete, on the basis of which we understand the cconomic system.

To Siudy the Theory of Employment: High level of unemployment and
undercmployment 15 a4 common feature of developing economies. Macrocconomics
studies problems related W uemployment. It studies factors deteemining cmployment
like aggregate demand. aggregate supply, effective demand, ageregate consumption and
saving ele.

In Formulating Economic Policies: Developing economies fiee innumerable national
problems. Macro cconomics is extremel y helpful in combating these problems by finding

vinble solutions, The main responsibility of the povernments is w regulate and contrel the

problems like overpopulation, unemployment, balance of payment and inflation ete,

To Study the Theory of National Tnevme: Macro econenies studies different concepis
and components of National inceme and methods of measarement of mudonal income and

soial aecounting, Natiomal income data help in forecasting and policy making,
To Study the Theory of Economic Growth and Development: Boosting ecomomis

]




growth remains an important poal of developing economies. Study of problems relating
o ecomomic prowih, squal distribution of moome and wealith, mising per capita. income
ele, comes under the soops of mmern ecamamics, O the basis of i1, pOvETment frames
and implements plan for the overall increase in nateonal income ., employment and outpoe

o inerense development,

fi. In Study the Business Cycles business cycles refer to flectuations in output and
employment with altzring periods of inflation and recession. Macrnccuﬁnizﬁ developed
a5 an approach to solve the problem of Great depression of 195005 it studies the casses
of economic Auctustions and its remedies, Variows theores of bosiness cyeles and

mionetary and fiscal policies to control businegss cycles are used under macroeconomics.

7. To Study Genersl Price level and Inflation: Probiem of inflstion and rising prices is

one of the major problems faced by both developed and developing countries, [ stodies
and snalyze the problem of inflatgon. It was Beynes who pat forward demand pull theory
of inflation. After Keynes many theories of inflation were developed depending on

varimesenuses leading to prce rise,

a
B. Balance of Payments and Exchange Rate: Balance of payvment is a systematic recond of

ecnnamic fransactions of the residents of o country with rest of the world during one
accounting vear, There mav be deficit or surplus in halance of p:u;-'mem.&{—ﬂ: e
problematic. Transactions o balance of payments are crealed by exchange rate. Exchange
rate is the mte ot which & country's currency s exchanged for foreign currencies.
Instability in exchange rate and balance of payment problem has been major problem of

developing countries these,
Check Your Progress- |

21, What do vou meen by Mecro Economics”




It Helps to Understand the Functioning of a Complicated Modern Economic System:
It descnibes how the economy s a whole function and how the level of national income

and employment is determined on the basis of nggregate demand and aggregate supply.

Issues of Vital Importance: Mecrosconomics denls with the issues of vital importance,
such os upemployment, inflation, instabaiiy of foreizn exchange rales ele, which directly
affect the well-being of the people,

Helps in Measuring and Achieving Economic Growth: It helps o achieve the poal of
econamic growth, higher level of GDF and higher level of emplovment. It anal vees the
determinants of economic growth of 2 country. Also explains measures by attain high

econamic growth and sustain it

Macro Economics: It belps to bring stability in price level and analyses fluctuations in

business activities, It suggests policy measwres (o contral Inflation and deflation.

yplainsg Balance of Payment: it determines the faciors affecting balasce of payment,
identifies causes of deficit in balance of payment and suggests remedial measures.

For Imternational Coemparisons: Mocrocconomics belps inomaking  inmteenotional
comparisons, It helps in making imternational comyparizons of mational income, per cigila

incoame , consumpiion sd savings e,

To Understand Macrovconomic Paradoxes: Macrocoonomics explains the concepts

thint bodd good for imdividueals but sre net walid when appled to the society.

Solve Economic Problems: e helps o solve economic problems like  povery,
unernployment, Bisiness cycles, efe,, whose selution is possible at macro level only, ie..

ot the fevel of whole economy.
To Formulate Economic Policies: With detsiled knowledgze of functioning of an

econemy ot mocre level, it hos been possible to formudate cvmect economic policies angd

also coordinate intermational economic policies.

10. Wider Scope than Micre Economics: Macroeconomic theory has saved us from the

dangers of application of micrecconomic theory o the problems of the coomomy at large.
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11. Measurement of Material Welfare: macroeconomics helps in measuring aggregates like
aggrepme income, consumpbon, ssving and imvestment. Hence helps in assessing

nternal wellane,

1Z. Decision Making: Macrooconomics helps in policy making as it studies the econmmy a3
a whole. Hence on the basis of those individuals and businessmen are able to take nighi

decisions timely.

13. Economic Flanning: On the basis of macmeconomic aggregates, countrics formulate

comprehensive economic plans o schieve economic goals,

1.7 Limitations of Macro Economics
Main limitations are given & follows,

1. Contribution of Individual Units Ignored: macroeconemics thiows light on  the
function of aggregates only., It ignores the role of sconomic activities and the decisions

taken by individual units,

2, Excessive Generalization: Generalization of individual observation may lesd to

aocwrate results ahout the system as o whobe.

A Heterogeneous Units: We siudy  helerogenoous  units  under  macroeconomics,
Heterogeneous units are the units which are different from each other. It is mot possible to
migasure these units in eniform patieen. ¢g. consumers are ssumed o diffee from cach
ather: Under macroeconomics heterogens ous units are measured in terms of money which

iy ot be the true me s of their value in uge

4, Depends on Individual Units: Whatever the Bt correct for andividual may not

necessarnly be commect for the whole cconomy. As a person starts saving o the form of

mongy, but if everybody starts saving in terms of mosey (hen the aggregate demand will

fall. which cause reduction in national income.

h

Limited Application: Macroeconomics has lmited applications as it deals with

aggregatesonly . that is oot practical n veal life,

LE  Asswmptions O Macre Econpmics
Keynes propounded some assumptions of meemeconomics. These are given below.

11




. Short Perded: In short peacd it 5 nod possible o change all the factors ke techmique of

production, aste of the comsumer, habdits and fashion, Therefore, macro economics
assimed all these factors 0 be constant. According 1o Lovd Keyies the problem of
unemployment in developed countries wis a shon-term problem bocause in long min

period we are all dead.

(8]
. Perfect Cnﬁnﬁﬁnl: In perfect competition sitvation of the marker, ne inkerference of
other firms 1o determing the price of the product i 10 be assumed. Here, it assumes
perfect compenttien into the market,

Mo Government Interference: It ignores the intervention of the government on
apgregate demand. As per macro economics, aggregnte demand is a function of

consamption snd investment only,

. Closed Economiy: A closed economy is that economy where there is no trade with any of

the other counry. There is mo influckce of wrade on employment and level of income.

. Role of Money az a Store of Value: It sssumes that money 15 nol used for medien of

exchange only ruther money used for siore of valoe also. Theretor it is not necessary that

the persan spend all of their mosetary income as he pets,

Underemployment Equilibrium: Macwo economics assemes that the pesition of

cquilibrium can be achieved in Full employment as well in the usderemployment

situgntaog, Equilibrium is a situation where aggregate supply 15 equal 1o ageregate demand,

Mo Time lags: It assumes that there are no dme Lags in the vanables, For exampe, the
expenditure of persoa A on the day Frday depends wpon the income e eams on Friday

. TU ] I L il. Il E i il )
anlby. Therelore | present consumption depends on the present ineome anly

Full Utilization of Resources: [t assumes that there is foll otilization of resources tha

are pviukable 1 e ecoasamy

o Drimimishing Marginal Prodoctivity: [0 means that as more and more Iabour engaged for
the process of prodoction, the marginal productivity gained from the additional laborer
goes diminishing, Macro emnomics assumes diminishing margingl productivity  for
additonal Inborer,




10, Saving and Investment Funclbion: in Economics. saving is a function of income of the

consumer. More the income of the person keads o mone saving of the person,

1. lhulﬂ' i5 the Only ¥ ariable Factor of Production: [In short ron penod, it sssumed thst
all other Factors of productions like land and capital ete. wre constant in satwre and only
the quantity of lshour engaged on the process of production can be vanable {i.e. increased
or decreased the quantity of Isbour engaped 5= per reguirement)

7

12. Interest is a Monetary P‘hmlmﬂ.ch It ss=umies that interest 15 a monetary phenomenon
only. Inerest Tunctien is based on the demand and sopply of money, bere demand for
money indicates to liguidity preference. which wssed for the purpose of transaction,

precautionary and speculative motives,

Micro economics and macrd economics are closely related 1o cach other. Their relation is

& leir From the following anal ysis,
121 Inter-Belation Bebween Micro Economics and Macrs Economics

1. Study of Microeconomics is the Basis for The Study of Macroeconomics:
Macroeconomics is the stady of aggregares and these ageregate results obtained from
collection of individuals, Te undersiand the functioning of whole economy it is essential
o understand the bebavior of mdividual wnits. ¢.g collection of fms makes an indwstey

and several industres form an economy,

1, Study of Macroeconomics is the Mecessary Tor Microeconomibc Analysis: To study o
problem ot microd individual level macroeconomac analysis becomes indispensable, The
genend trend seen on macre level influences the misro level results I-E:m: extent, ¢.g
the sale of product of o firm ot only depends on its price but also on the ol supply of
money in the econnmy.

192

7
I Dhilferent Assumptions: Micro cconomics 15 based on the msump‘.i& of full
cinployment. fixed outpul and fixed expenditure. Whereas macro coonemics is based on

the azsumption of optimuom allocation of resources in the country,
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Dilferent Ohjectives: Both these brunches of sconomics have different objectives. Micro
economics studies the principies, problems and policies related to optimum: allocation of
resources, Whereas macie economics siudies te prmciples, protlems and policies relaed

o full employment and growth.

Different Moethods of Study: We stedy partial equilibrium analyss under micro
connemics, We assume other things being equal under the principles of micm sconomics,
Under the principles of macro economics we study guasi general equilibriom analysis,
Here economic [actors are divided inte imporant aggregates like agoresate demand,
aggrepste supply. sppregate income amd ageregate consumption ete,

Different Imporiance to Price and Incomae: The central determinant of the problem of
e economics s pree and thar of macr economics 45 incame. Demand, supply,
consumption etc. are taken on the basis of income. Under micm ecopmmics, consumers,
prodducers ete. take decisions on the busis of price whieress under macro economics
decisions regarding all aggrepates like aggregate consumption, aggregate investment and
aggregate saving atc, are aken on the basis of income

Difference Relating to Change: Sometimes there are changes on individual basis e a
miicro level but these changes sre aot there at macee level and vice versa. eg. if there is
increase in demand in o particolar sector, there may ool be any change in the demand asa

whaole due to fall in demand in some other sectar,

Paradoxes: In many activities advantages af mdividoal level may prove deteimental wothe
enciety or economy a5 8 whole. Prof. Boulding hos called =such parsdoses as
MECrecOnmmic. parsdoses. eg., miwe savings of an individusd may benefit the person
who saves but if the whole society starts saving more. agoregate demand will short of
aggregate supply leading to fall v astional ncome,

Differences in Degree of Aggregation: Micre economics stedies small units Bke a finm,
group of firms ete, It studies aporepates like general output, ol employment and

national income elc.

Check Your Progress- 11

0, Give oy two assumptions of Macro Economics
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Ans,

()2, Explain three limitations of Macro Economics.

1.10Sommary

Macry Economics is the use of economic resources ab the aggrepate level 1. national
level, Macro economies studies the problems and issues related o the economy as g whaole, For
example, aggregale comsemplion, aggregate sepply, ageregate savings, odal  emploveneni,
eneral price level and national income ec. macro ecosomics nod study the individual economic
s 25 stiedies by micro economics, rather it studies the isswees related e the collecnive society,
Maoreover, macre economics enabled the sconomist o organize. collect and analvee the Jdata
reloed b0 income and intermationsl econemic policies. ln other words, macny it deals with
natsoinal inceme md the individual income, individual price level, individual wility ee. it alse
considers the sub agoregates of large aggregates related to the economy as a whole. However.,
masre economics s the study of ageregates, and ¢ aggregate results obiained from the
colfeciion of data or bebaviour of individuals, So, n onder to uaderstamd the functioning of
whide sconomy it is essentiad o undemstand the behaviour of an individwal unit.

L1 Questions For Practi

A. Short Answer Type Questions
O Define macroeoonamics.
02, What are Macrocconomic paradoxes?
03, What are the main assomptions of macroeconomics 70, Give
Five salicnt features of macmeonnamics
05, Give some differences of microeconomics and macrocconomics.

O, Explain some major limiations or craticisms of macto ecomnomacs.

B. Long Answer Type Questinns
Q1. What do you mean by Macro econnmics? Explain its scope.

(J2. Bring out the relationship that exists between micro and macm ecomomics. Also

15




distingeish berween micr and macre economics.,

03 Discuss the imporiance of macm economics. Also aive ils limitstions.

4. Define Macr Economics. Also discuss its salient features.

112 Sugeested Readings

#  Branson, W H. (1979, Macroeconanic Theory and Podicy. Harper and Row
Publishers Mew York.

*  Dwiveds, DN (B, Macroeconomic Theory and Policy. Tata MO Graa Hill
ﬁumltim Private: Limited.,

o Wlankiw, MG (2003 ) Mecroecomarnics . Worth publcations,

o Krugirian, P& Wells, B 20031, Moeroeconmmics, Worth Publishers,

o Bheelan, B, (2000), Undersianding Keyoes ' Generad Theory, Palgrave Macmillan,
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MLAT ECONOMICS)

SEMESTER -11

COURSE: MACRO ECONOMICI

UNIT 1BE SATIONAL INCOME ACCOUNTING: CONCEPTS AND METHODS
OFMEASUREMENT

(1]
STRUCTURE

1.0 Learning Ohjectives
1.1  Introduoction
1.2 Meaning and Definition of Mational Income
1.3 Hasic Aggﬁgatrsé Mational Income
131 Gross Domestic Product at Market Price (GDPMP and Factor

MI&DPFC:I

1,32 Net Domestic Produd at Market Price (SNDEPMI® and ai Factor
Cuost (NDIPFC)

1,33 Gross Sational Prodoct at Market Price (GNPMP) and Factor
Cost (GNPFC)

134  Net Mational Product s Moarket Price (NNPMP) and Factor
Cost (NSNIFC)

135 Net Value Added st Market Price (NVANP and Factor Cost
(NVAFC)

136  Private Income and Framusl Inenme
137 Personal and MNational Disposahle Inconwe
138 Nominal GDP and Real GDFP

139 GDP dewnr

1.4 Basic Differences between the domestic Income and Matonal Income at Factor

Cosi

1.5 Basic Differences between the domestic Produoct and Mational Income at Market
Price

1.6 Rasic Differences het Mational Income and Private Incomae

1.7 Methods to Megsure National Income
1.7.1 Produoect Method
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1.7.2  Income Method
1.7.3 Expenditure Method
1.8 Difference between Final Goods and Intermediate Goods
1.2 DHiMicultles Faced by Underdeseloped Countries in Measuring Mational Income
L1 Sommesry
111 Qaestions for Practice
1.12 suggesied Rewdings
L1 ing Obiecti
Adter completion of this, lepmer will be abde po:
¢ Know the concepts of Mational Inoome
= Understand the related aggregates of National Income
s Rnow about methods of messaning Mational income
o [efine the difficulnes faced by underdeveloped countries in measmunng
W ational Income

¢ Understand the difference between various aggregates of Mational income.
L1 Introduction

Im an cconomy, the people are emerged in prodective activities, wherehy they
can income and spend their income on goeds and services too satisfy their unlimited
wints. The growih and progress of an eoonomy can be estimated from how much they
arc able w prodece and spend, ic. the total owtpur, income sl expenditare doring the
specified period n%m. These _apgregates’ of the economy are conssdered as different
perspective o its narg incommne natonal mceme (5 e iscome of & nanon and the
assessment of money value of all the poods and services provided by a nation during the
specified period of time, Generally, it is taken by nggregate of income ¢arned by ol the
individuals of & nation, Mamonal incomse he I;a:he. mation 1 determing the growih of that
nation with respect to its basic requirement, Mational income can be defined a5 the fotal
net value of all goods a5 well as services produced within a-nation over the period of
trmie.

Im bricf, national income is an imporant concept of macrocconomics. There are

Varions aggrepates or varanz of matonal income. Bxch ageregate w composed of a

0




specilic meaning and measurement.

L2 Meaning and Definition of Natiopal Income

The temm natioasl incorme can be inerchangeably wsed with national ouput,
national dividend and sational expendituce. All the three terms are symsomymais 1o the
term matonal income & they provide the true picture of the condition of particukar
ecomomy in terms of growth and development. Many sconomists have defined national

income i different weems, i has vwo rvpes of defininons a5 explained below:
I. Tradifional Definition
This is prowided by the classical economists like Marshall, Pigow and Fisher. All

three had wsed different concepts o define nanonal income and led o different

conclusins. These concepts are expluned a5 below:
A, Marshallian Definition

~The labour and capital of a country acting on its notural resources prodoce annually
a certain net ageregate of commaodities. material and immatenal including services of
all Kinds, This is the true net annual income or revenue of the cqu o nitical
dividend ] Thus, the Marshallian definition defines the imponancg_of the Factors of
production like labour and capstal which vses natural resources af the country o
produce poods and services which contribate o the value of the national income of that
coupiey . Bl Iliihﬁlini[iun his some laws such as G0 is el possible o cormecily
estimate the total goods and services produced in an sconomy in the present world as
there are 5o many varieues available. Also, tere iz possibility of double counting in the

CCOMmOY,

B. Pigouwvian Definition:
(o)

~Mational income s that part of objective income of the commumity, incleding
income defived from abroad which can be measured i rerms of ml:ﬁy.l Thaus,
Pigeuvian delinition 15 better thet the Marshall's definition o it correctal  the preblem
of double counting by included only the money value of the goods and services m the
pecounting . But this definition is net tully v:u:nrn:::téil also hins some defeds inhokited

in it. Some of them are thai this includes only the money value of the goods and
0




services which can be done in developed coumnes only. In under developed counines

barter system atill prevails in sonie sectors and also proper seoounts arg nol mainlmned,
C. Fisher's Definition:

Thes defimnon meluded consumption as the cneron 0 calcudate the nationol
incoine of a partculir economy . This defimition is batter than the other definitons on
the part that i provides the estimation of the standard of living of the economy on the

geis o the consumprionpattern, Bur this definition is oot without defects a0 it meludes
the value of the goods or services used in the particular year on the basis of their
estimmted shell life, But, what will haippen of The eSimaion may lncreise or decrense,
Thi= will lead to wrong conclusions and the nationzl income accounting may go wrong,
Thas, this definition is wot completely perfect in defining pational income.
2 Musdern Definition

This definition ineludes the curment e delinitons of the national ingome whiclh

i5 being practically vsed in all the cconomies o estimate. Some of the definitions are
aiven below:

A anmn Kuznet's Definition:

~National income is defined a5 the net output of commodities and services
flowing during the year from the country’s productive system in the hands of ultmste

consumers. |

This definition is the most scceptable definition as it inclules the estimation of
the value of goods and services which directly or indirectly resch the end users ie
CLISATES N Che monetary iwems,

B, United MNations Definitbon:

~Matbonal income hes been defined as nofional product, os sddition to the shares
of different factors and as ned pational expenditere in 3 couniry in 3 vear's timel
This definition is al=o mostly seceptable g= it involves the concept of national
incoyme a5 national product and pational expenditure which are adways egual while
cebculating and mostly vsed interchangeabl v
LCheck Your Progress-|
Q1. Detine Pigouvian definition of national income.
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(0, Wrte Simon Fuzne's definition of natiomal incame,
A,

Generally known, an economy produces various goods and services dunng a penod of
one year, These poods and services cannol be added wgether in terms of quantin,
Thus, these are represented in terms of money. Basic aggregates of Naotional Income

wre given below,

Girn=s Domestic Produoct at Market Price (GDPAM P

It imiplies the gross market value of all fnal goods and services produced within a
nation dunng one scounting year, Ui the neome camed by the nationads of the
coniry within the domestic -;::ruEr_',' and excludes the meome enmed from the foreign
country, Demburg defines GDF ot muarket price ns -the morket value of the ouiput of
final goods and services produsced in the domestic territory of 2 country during an

aceounting vear |

GDPME = YValue of sutpui in domsstic terntory-vakise of intermedinie consamytion
I the definiticn of GDEP, some terms which are explained as;
& Gross in GDEMP refers o include the depreciation.
o Domestic m GOPMP smplies that uEmda and services produced within a naton,
o Product in GDPMP undarlines thar caly final goods and services are ancluded,
»  Market Price in GDPMP usderlines the amsount of indirect taxes paid and excludes

armount of subsidy received

L]

Final goods and services i the definition invoelve all the finished goods which are
besngproduced in the country,

Geross Domestic Product at Factor Cost (GDPFC):

0




It incledes the grass money value of all the fingl goods md services prodocad within
the beisumdary during & one period. I involves the income garmed By all the Gt
of prowdusction like |sbour, capital. land and entreprenear ina given year within the
divmestic  territory of the country,
GDPEC = GDEMP - MNet Indinect Taxes Or
GDPRC = GDPRP - Inderect Tases +
subsidies
This imvodves the fector income being comed by the tactors of production m the
ecomomy  which the producing sector provides w the howsehokd sector, The basic
difference among GDP at market price and factor cost i that GDPFC includes all the

elements of GDP at market price except net direct txes,

132 Net Domestic Product at Market Price (NDPMP) and ot Factor Cost iNDPFC)

Met Domestic Prodoct at Marcket Price (MDPMWP:

According 1o Dernburg, -MNet Domestic peoduct st marker pace 15 the market

value ufdﬂ prtput of fimal goods and services produced in the domestic lermiory of a
couniry by its noemal residents and no-residents during 2n accounting yearl. The term
net refers 1o the valueof goods and serviced deducted after the wear amd tear and some

of the expenses made by the business house.
NDPM P= GDPM P- Deprecintion

Met Domestic Prodoct al Factor Cost { NDIPFC):

Ii refers to net mopey value of all the goods and services produced within the
COUMEy generally during one year, This also involves the lector prices provided
by the business sector 1o the houschold sector but exclude the fixed capital
consumption allowasce (deprociation).

KDPFC = GDPMFP - Met Indirect Taxes
Depreciation otNDPEC = GDPRC Depreciation
ar

NDPFC= NDPM P~ Net Indirect Tases
1]




MOPEC is alsn known as Domestic Income or Domestie Factor Income, B shonld be

neted here that the entive component either domesiic or net, manly attributed outpot
and services produced within the nation not ouiside the nation. Now we will consider

the national level concepts.

According to Demburg, <The GMP st market price 15 defined as the market valoe

of all the final goods and services produced in an economy during an scoounfing year
including net factor income from abrosdl, Therefore, it includes all the income eamed
by the nationals ofthe country both within the dmneaﬁ bondary and ourside it The

income eamied from the forsign sector is known as the met fsctor income from s,

GMNEMP = GDPMEP + Ne Factor Income from absomd { NFLAS

Caruss Mational l‘mdu.célt Factor Cost | GNPFC):
According 1o Peterson. -L-"Hss national product at factor cost is the sum of factor cost of
the gross product attribute to the factors of prodoction supplied by the normal residents

of the country during & year and net factor income from abroad!.

GNPEC = GNPME - Net Indirect Toxes

[ vk Mational Prodoct st Market Price (NNPMP:
It copsiders the net money value of all the final goods and services produced by the

normalresidents of a nation during one year. [t 15 also knowe as National income at market

prrice.
NMPMP = GNPMP — Deprecistion

0




Met Matlomal Product at Factor Cost { NNPFC ):

It refers 1o mer money value of all the final goods and services produced by the normal
residents of a country doring a perod of one year. It i known & the national income. It
refers to the cost that the individuals of the economy face in terne of resources of the
coonomy to produce the net output,

NMPFC = GNPMP - Met Indirect Tazes — Deprecistion
1t should be noted here that production of only normal residents of the country is to be

included even if they are outside the nation.

!“IJI:EI III:I:II: |E:I]EEEI':i "
. Define Gross Domestie Produet ac Factor Cost (GDPRC)

Q2. Wrte the formula of Gross National Product st Market Price (GMPMP).
Ans.

O

135 Net Value Added at Market Price (NVAMP) and Faclor Cost (NVAFC)

Met Value Added at Market Price (NVAMP):

The tere chat is used to denode the ner comtrbution made by a firm s called value
acked, Ir is the djr'r'ua-:u between the value of outpuat and input or raw matenal or
mtermediabe pn&t‘t at each stage of production. The net value added at market price
refers o the net domestic product an marker price which is the difference of gross value
added and the depreciation.

MY AMP = GV AMP— Deprociat

Med Value Added at Factor Cost (SNYAFC:

It gives the net valve added by all the productive enterprises of an indusiry or
sectoe af factor cost, By adding up the net factor ineome fooam abeoad to it there will be

the total national income of the cconomy.

0




136 Private Income and Personal [nemme

It invalves the income eamed by the prvate sector of the econamy from bath the

domestic and foreign marker, This includes Tollew ing o parts:
A, Factor incoame or the eamed incomsa
B, Trmnster ineoms or uneamed ieomne

Private Income = [ncome from domestic product of private sector + Net factor

imgome from abroad + interest on MNotional Debt + net transier from government +

tramster payments
froam the rest of the world
PERYATE INGOSEE
1
I
Farte ingume Tran=fer bwome
1 |
| i I I
Domestc terrhory Rest of the wordd Domestic tarettang Rastof the
l \ l \ l wicer gl \

Fersonal income involves the income eamed by the household sector of the cconomy

from both the domestic and the foreign market from all the sources, It nksa includes
factor income and franster income.
Persomal Income = Private income — corporale tax — saving of privale enferprises

iretained earnings of Tomeign companies)

137 Personal and Natienal Disposable Income

This inelides the income that is avalable to the household sector for
consumption afterthe payvment of taxes, fees and other miscellaneows receipls of the
EOVeTimeEnl,

Persomal Disposable Income = Personal income — personnl/direct taxes -

20




mnscellanenusreczipts of the povernment
Maronal disposable income includes the money inoime that is avalable 1o the whale
ecnnnmyion nmy.umﬁm porpose. This involves TWo Terms, e,
A Met Mational Disposable Inceme: [ is the sl income that iz available o the
whodesconomy for consumption or zaving. It is written as NNDY.

NMNDY = National consuimption cxpenditure + National Saviegs or

NMDY = National Income + Met indired 1axes + BNet current irransfers
4 ;W
fromithe rest of fe world
B. Gross Matonal Disposable Income: When deprggiation s added o the net
mationaldisposable income. the result will be the gross natonal disposable
IO .
GMDY = Mer National Disposable Income + Depreciation
L3S Nominal GDE and Beal GDE

This refers to the market value of all the fimal goods and services produced in the

demestic fermtory rﬁﬂr country during an sccounting year caloulated on the basis of
curment }t:nr&icﬁ. It is piso known as monetary GDP or GOP ol current prises,

Real GDFP refers to the market value of all the goods and services produced in an
ﬁrmming wear i the domestic ermory of the country calculated on the basis of the
base year prices, It is also known a5 GDP &t constant peices.

139 GDP Deflator
e
It is the matio of the nominal GDP and real GDP which shows the change in

the valueof the GDP due to the change i the prices of the economy,

HBE Deflator = :‘w X0

Foeal GDP

Hiasis Dovmestic Incomse Mational Tncome
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Mature of
Concept

It refects the value of output

andservices produced within

nation.

It s related o those producers
Uial

are associated o the popds and

servioes withim natson

Ir 15 @ matsonal level concept
represented the value of
poadlsand services produced
in the entine wordd,

It re lares toall producers
whi

are normal residents of the

TafEon.

Met Factor Income|

Abrad (NFLA)

It excludes the NFLA

[t includes the NFLA
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. G at Market Price Mutional Income
{GDPMP) NNPFC
It reflects: the value of | 15 #ssociaked ﬁ] il
Nature of final goodsand  services concept anvolves the wvalise of
concepl aroducedwithin nation. fimal  goods  and  services
produces m the entire world.
Category All the producers who are
All the producers within H
0| mation. nerralres idents of the nation.
Tproducers
Net It is a markel price Le, it It 15 & factor cost, e, it
Indivec) mcludedmet mdivect taxes. excludesnet indirect taxes.
tTaxes
Depreciation Inclusive of depreciation Exclusive of deprecimion

Basis of DNifference

Mational Income

Private Income

Public and private sector

It iecledes  the nCcome

| eamed by both the public

and private sector

i imcludes  ihe
income  eamed by

only private sector

Fector and transter income

Public sector income

It imvidves only the factor

income

It incledes the public

sectanneomes

It imvolves the
camed  in
of both  the

(actor and transfer

income

Terms

income

It does oot include

thepublicsecior

I OE




It does pot include interest b Bivrilives ot

Imterest on Nationol Debt on nmatiomal debt while is ot ik

caleulatin
i fncaleularion

Check Your Progress-111
01, What are the basic differences between the domestc product and national income

al markerprice?

3}, Define Preeate Income,
Ans

L7 Methods to Measure Natlonal Income
Nutional income is the most important measure @ compute the performance of the
egonomy, The Calcolation of the national incaeme is very complicated and it reveals thai
because of the ways of the [ow of resources the nationzl ipcome can be compuisd in

three wiys, These are termead as:

A Produet method
B. Imcome method

C. Expenditune method

These can be explained in detail as folkws;

L71  Product Method

Thas method measures e value of natiomnal im:ému i terms of the product

being prodoced in the economy in an accounting vear, This method is also known as
valise added method or outpar methed, Valoe added is defined as the difference between
the fimal goods as they are being produced and the cost of goods that entered thal stage.

Iy Steps o Measore Nationad Income Under Yaloe Added Method

L. Identification of the Productive Units: firstly, to caleulate the national income

there is need to identify the producing sectors of the economy, There are mainly three

0




sectors of the coconomy which are being contributing to the production of the coonomy.
These ane

A_ Prmary sector; It involves the agricultuml sector of the economy. Along with

agriculture there are alse allied activities |ik§.ui:|.|u] busbandry . horticulture, boe-

keeping, ete. are being involved. Thss, the gomds and services produced by them
aie ancluded in the caleulation of natiodaal seonme.




STERCE S SR

o walaw 3 ghied maTrDes

-
Croys welue sdded at
prirmary fandery Ehd

N L

Mwt Domarizic Producy
barkot Prica

Liess Not Indirect § rnsy

FrOQurCT o

or Cout

pdid Net Factor |
fram &brc

Incorme methsasl

Compeniaticn of
il L. Ol atig

wid Nat Fachhir lRddime
from Abrosd

Matioral Income [MKEPF, |

Expenditure
method

aalplegi M nepnaTe

Frl'll'l Enmecr rTTE

frormmhon, ned rEane

{(aross Domestic
Prodect at Market

price

Met Domestc Prodhuct
at Market Price

k=g Net Indeec]
Tames

Mt Domestc Proguct

Matboral b ome
(NNP,)




B. Secoidary sector: It involves Eu: poods  apd  services produced by the
industrial seciorof the economy. Along with industrial sector it also includes the
construction, manufacturing etc. Here the products are being produced with the
belp of men, machine, material et

. Ternary sector: It anvolves the services provaded o the ather sectors of the
coonony, [0 mcludes  ransporistion,  banking, real estate,  information

technology . elc.

1. Calcolation of the Valve Added: The value added of the sconomy can be
codculmied by added the value of output being produced by all the sectors and the
subtracting the intermedisbe consumptiom from it. B & also known as GDP st market
price.

Walve Added = Value of cotper (Primary + Secondary + Tertiary) — Intermadiate zoods

A Caleulation of the nadional income: For calculation of the satonal income. the
depreciotion nnd net indirect toxes are to be subiracted from the valve added ond

then net tactor incomefrom abrood 15 added fo this.

Mational Income (NDPFC) = GDPMP - Depeeciation - Net Indirect Taxes +

Met Factor Incoase from Adbaoad

i Precautions of Prodoct Methosd

Doible counting should be svokded.

Production for selfconsumption should be included.

Sule of second-hamxl goods 15 not 1o be included.,

Production from: illegal activities should nat o be included.

m o0 @ »

Value of services rendered by housewives/family members should ot be included.

172 Lngome Method

Under this method. the Factor incomes being earned byoall the facors of
production are calculated and added to derive ot nutional income. This method 15 also

known s foctor income method or income consumption method.,

Iy Steps Involved in Calewlation of MNational Tneonee:

1. Compensation of Employees:; if inw.'rl'-eavstt'n: incoane being paid by the emplovers o




the warkers or emplovees in the business bowse. It mvalves following poins:

A, Wages and salary in cashy it includes the money income being paid by the
cmpkoyers o e warkers for the work beang done by them in the prodscion of the
commmodity.

B. Wages and salary in Kied: it includes non-monetary benefits provided to the workers
e stay in the business house, such as free cab service. free houses, educiional
facilities to their child, etc.,

. Emplover's contribution 10 social secunty scheme: it inclodes the contribution made
by the emplover for the benefit of the workers.

2. Operating Surplus: it mvolves the incomie eamed by the factors other than labour

for their contribuion in the production of the commoday, It mvolves following poims:

A, Reni and Rovaliv: rent 55 provided on the land privately wsed by the
entreprenedr forthe business purpose, It is the payment made fior the ese of nd,
Royalty is the amount paid for the leasing of the sub-soil land 1o the povemment
officials.

B. laterese: it is the payment made by the government on public debt or by one Firm

the other on the funds provided for the productive purposes.

. Profitz it is the rewand peovided o the entreprenseur for incurring risk in the
producnon of goods and services, I is used by the entreprencur for mannly three
PUIPOEEs . 10, b pay corporate tax, i pay dividend and to retain camings for

Busingss purposes,

3. Mixed Income: it involves the impuied value of the self-emploved work being done
by the normmal resident of the economy. 1t includes the valwe of rent from ewned land.
wiges of owned work, ete. e, Farmers, retail treders, eto, it invalves 5 service of

desctor running his clinic atthe residence.

4. Net Factor Income from Abroad: the nee factor income From abroad involves the
income earmed by factors of production by working outside of the domestic emtory,
It inwvolves the net value of the poyvment mode to the foreign world and receipis from

them o the domestic econemy,

NFIA = Net income earnad from abroad - Met income paid to abrod
33




Mow, the National income can be calculated by adding all the four pans of the income
method,

1
12, MDP fo = Compensation of employees + Operating Surplus + Mised income + MNet
factor income from abroad.
I} Precautions Regnrding Income Method:

1) Transfer paymems like old age pension, unemployment allowance are nof inehaded

in estimating national income.

2 Imputed rent of self-occupied houses and imputed value of prodection of goods for
self-consumption are to be included in calculating national income. But value of
salfs consumed srrvices is nol 1o be included.

llegal money through smugghng, thefl e, is not ncluded in national income.

41 Windfall zain: are not included in this method.

51 Denth duties, zift tax, tax on ktieries oo, are paid From past saving or wealth sre mot
a part of current income. So. they should not be treated 85 a part of notional income
of that year.

f) The receipes from sale of second-hand goods should not be trested as a part of
national ineome because second-hand goods do not create sew fows of goods and
services in the year.

71 Sales procesds of second-hand poads are mot included in nanenal income,

# Indirect taxes are nof included while estimating national inceme at factor cost,

173 Expenditure Method

It iz a method of computing GDP that messures the amount spent on all final
poods during aémﬂ perind, Expendiiure method is the method which messures final
expendimre on gmss domestic prE:ct at market price during an aceounting year, Final
expenditire refers wexpendinire on final goods and Services in an accounting vear, The
main problem is o find out whether the expenditure is on Fi% gond or intermediate
gooed. Only fingd expenditure is added in this method, IF geods and services are
purchased for final consumption or capital formation, the expenditure on them is final

cxpenditune.
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(69
Ih Steps Involved in the Calenlation af The Mational Income:

1. Consamption Expenditure: [t invalves the expenditure bemg incurred on the
prurchase of goods amd services, There are many ypes of goods being avuilatde in the

goomomy. Some of these types are as follows:

A Durable/™Non-perizshable goods: refrigersiors, air conditioner, cooker, Turmtire, efc,
B. Semi-durable goods: Clothes, food items ke sugar, salt, ec.
. Non-durnble/Perishable good: vepetables, fruits. e,

The expenditure is being done by both the government officials (government final
comsumption  expendiiired and  prvate  mdividuals  (private  final  cossumption

expenditure) on the purchascof these goods,

2. Investment Expenditure: it involves the expenditure being done by the individuals

or the sovernment in the use of funds for further capital formation.

A Gross, Private domestic mvestment: This i alse Koown as business investment as
it is done by the business houses for their capital formation. This investment is
done mainly w the purchase of plant/machinery, furniture, land ete. for business
purpases,

B. Crowvernment investment: it is al=o known as i|ﬂ'f|%‘ltﬂl expenditure a5 the
investment done by the government is mainly for the purpose of the
development of the economy. This imvalves  the expenditure heing incurred on

the construction of rosls, dams, bridges, e1c.

3. Net Exports: Net exports the difference barween exparts and imports af the couniry

during one year.

Mel Exports = Expors — Impearts

80
Exporis r:fv:ﬁr codls amd mon-facior services from Gne ::uum.r&n rest of the waorld.

and Imports mefer 10 purchase of goods and mos-Factor services of one country o Fesi
of the world.

Mow, the calculation of national income con be dome by adding all these wems which
lead to the caleulation of GDPMP and then subteacting depreciaion and pet indirect

taxes from it with adding net factor income from abroad.
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GOPMP=C+ T+ G +4X - M)

Mational Income = GDPMP- Depreciation — Net indirect raxes + Ner facior income from
abroud

I Precautions Regarding Tacome Nethod

1y Since the prodoection value of final goods is included, the expenses for any
infermediate goeds are not copsidered, Otherwise, o single expense will be
counted twice. causingthe national income to inflate imaccurately.

2p The transfer pnyments do not wdd valee 0 the economy of o notion; henee, they
shoubd nod be included.

% The purchase of second-hamd goods s nat included since they do not affect the
fotal wisiie of prodeced goods and services,

4y Buwing mEnllina of Bonds and shares signifies a change in aﬁwmhip and does
ol afTect the vahee of goods and services, These ransactions are not included in
national income. Howewver, the brokerage paid for the trumsfer of shares is

considered while using the expendiiune method,
5 Services provided by the povermment and non-profit organizations and  the
eipenses  inourred for e production of any good D s wsed for sell-

consumption ire comsidered in the national income calcutation.

Identity among Mational Product, National Income and Mational Expenditure

I the econmy, there are final goods and services which are being produced in

the accounting vear and also the income carned by the factors of production which ane
being producing these goods and the expenditure incurred on them are identical. Value

of final goods is equal to the factor cost which is identical o the expenditure on the
final prodsce, Thus, it can be concluded tha the natonal income calculaed with the

help of product method, income method ard expenditore method are all equal.

Mational Produst = Mational income = Mational Expenditure

Hasiz of
Final Good=s Intermediate Goods
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Thase ponds which are produced (o  Those poaods which are veed for

Hleringion bedirectly consumed by the producing other goods. are Known
CORNSLATIET ane is
known as final gioods intermediste poods
- These con be semi-finished or
Mature These are fimished Ao~
ponds

(inished El.'ﬂ!ld!-i

I

2)

k }

Processimg  There is no need of Dirther

Demand Thess gonds have imherent or

for directdemand

LIRS e N e ey g ]

There i= nead of furiher

processing asthey are refined o

esiin prErastLOMI ey are (Eady 10 he erke goads for Cinal consumpiion
crkmsumed,
lrmpact on ) ) _
Matianal These poods Torm Che part ol Ihese poods do e Tomm prart
Ticiiiish matsonalincome cfnational income

These goods do net have
natueal demand as they are
based on the preferences of
the users and havedenved

demand

Value of Goods Not Incduded: In underdeveloped countries, when the
transsctions are mainly in the form of barter system, they are not included in
mational income calculaion, Also, many of the goods are for self-comsumption
and are not properly messured in monctary terms. I crestes  problem in
cilenlation of national income .,

lliteracy: onderdeveloped  counirics have  massive  illideracy  and
hackwardness. Mostof the entreprencurs are illiterate in the coomnmy and does
oL raintan proper accounis for the goods and services which mislead the
calcalation of national income,

Little Specialization: There i oo o very licle speciadization in the

underdeveloped economies due to which products are not of good guality and do
not have proper indwstrial base.
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4) Statistical Availahility: There & oo proper availability of the relmable statistical
data in underdeveloped coumrics.

5 Method te Caleulate: Because of lack of proper and reliable avatabiliny of the
data. the method to calculste national income 5 not proper. There 5 combined
method being used w cakulate national income in many counteies which lead
o mislesding resulis,

6! Economic Stage: The most important problem in the calculation of national
income here is ot whst sconomis stage is the income being included, 1f the mim
of the computation is the progress of the economy, then the production is to be
inclsded. But, if the aim s to compuate the welfare of the ecomomy, then the

consumption stage is morectiective,

Check Your Progress- 1V

O Mentioan the nunes of methods o mensure satbonal ineorse.

A,

L T e N T T

32, What do youw mean by consomer e pend)ture!
ANE. Ll

110
In general, national income means the value of goods and services produced IH a
country during the fimancial penod, 1t s concemed with the economic activities of a
couniry duning o particular year, National incomes wseful 1ﬂ€timuw the growih of the
nation with respect to the basic requirement. Acconding to -Mational income 15 defined
as the net ompot of commodites and cervices flowing dunng the vess from  the
country’s productive system in the hands gf ultimate consumers| There are vanous
concepts or aggregates available relared w national income,. These are gross Llnmes:'%
product, gross national product, net national product, net domestic prodoce tare at
market price and facior coa), Personal and disposable income and private incoms,
There wre thres methods available o measure the mistional moome. These ane
income method, expenditure method and value-added method. Income method i5 based
it income generated by the producton factors {e., land and laboury Howewer,

expendimre method is based en investment and comsumption of a countey, YValue-pdded
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method comists of value added of prodect during the penod of manufactor ag process.

L1l _OQuestions for Practice

Ao Short Answer Type Questions
1. Define gross domestic product a1 market price

L2, What Iﬁwum by gross national produet’?

3. Define pet domestic product 3t market price

Q4. Define pet domestic product ot fscior oosi

035, What do you mean by Private income?

O, Whar do you mean by Private iseomae?

07, What do vou mean by Personal income?

38, Whai do you mesn by Disposable income?

09, What is consumpion of fised capital or depreciation?

10, Explain the difference between personal income and personal disposable income,
B. Long Answer Tyvpe Questions

21 Explain the concept of domestic product, Distinguish berween gross domestic
product and gross national produst
D2 Explan the vanous aggregates related 1o pationad income, Explain the inter-
refationship between them with the help of equastions and chart,
3 Explun the concepts of
al  Natiomil dispossble income and national income
By Foctor income and transfer income
¢l Private income and personal income
04, Distimguish betwesn the following cwr:pts of national income

al  Gross domestic product and gross oational produc
by Met national product af market price and nel national product at facior cost

Q5. Define pational income. Explain the different methods of messuring national

Income.

6. Explain income methad of measuring the national income

(37 Explain expendiure method of messuning the national income

LB, Explain the precautions 1o b taken whibe measuting the maional income by
33




Expenditure method.
(A, Explain the precauiions 1o be Taken while measumng the ol income by

incomernethod,
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2.0 Learning Objectives

Adter studying this unit. leamer will be shle bo:

¢ Know the basic features of Classical and Keynesian school of thought.
¢ Understand the Determination of the income, output and employment.

& [rifferentiate berween Classical and Keynesian aleas,

L1 Introduction

The task of ccomamists 15 10 build theorics and apply them o understand the working of
economy. In Mecroeconomics. there have been two primary groups known as Clossical
Ecomomists and Keynesiam. The ferm éliﬁiil’.‘ﬂl Appraach]l wias used by Tohn Bavnard
Keynes for the ideas of economists like Adam Smith, David Ricardo. Thomas Malthus and
L5, Mill. Although clissical economists had net propounded any coherent theory of
macrgeconomics bulit should not be taken as classical economists had ot given any views
on output or empboyment determination. Classical economists had made certain assumptions
about the workigg of economy and their idess were dominating the macroeconomic theory
il carly [UHk. In 1936, John Maynard Keynes published his book The General Theory af
Emprlaymaent, Interest and Money. He challenged the view of classical economists hecause
theughts of clussical econeimists were fuiled w explain the ressons behind unempleyment
during Great Depression of 1930, The basic difference bebween classical and Keynesian
pecspectives is whether market cconomues, i left (o themselves, adjust w full employment o

mot.

I this unir, we will discuss classical views, erticism of classical views by Keypesins
aned Kevnesian views regarding determination of income, sutput and emplovment,

22 Basic Concepls
A. Aggregate Demand (AI}N: Aggregate demand is the quantity demanded by houscholds,
businesses, the government and rest of the wmlﬁ the aggregate prce level.
B. Aggregate Supply (AS): Agprepate Supply s the quanticy of aggregate oupul supplied
in the ecomomy of aggregate price level
Co Aggregate Expenditure: Aggregaie exponditure (s the sum of all cxpesditures

undertaken by the households, business firms and government during a specifie tme

q1




perid,

D. Effective Demand: Effective demand i the willingness and ability of consumers o
purchase goods ardifferem prices,

E. Resl Wages: Beal waee is nominal wage divided by price level.

E‘s start with the classical school of thought, The clsscal school of thought believed
that wages mﬂﬁimﬂ adjust quickly to changes in supply and demand. The ecomomy is selfs
fegulaiing i, of the economy 15 nol of full employment then it ¢an move sself o thes
position, Let us begin with a brief review of the ¢lassical postulates,

231 Assumpiions

The classical aystem is based on certain assumptions, Let's now discuss about what

these assumprions ae, These are as follows:

Lalssez-faire; The classical assumed that ecopomy works on the pringiples of
laissees Faire, It means there is no govemment intervestion {fescept w ensure free
competition} and there is perfect competition i the marker,

Full Employment: The classical economists assumed that there is full employment
in theesonomy, Ifeconomy i5notan full employment there, then there 18 a tendency
towards Full emplayment if govemment does notintervene, However, there is
perssibilaty of frictional and voluniey unemploy et in the stee ol fll

Say’s Law: A firm hires Emm of production (land, labor, capital, and
entpeprencur) 1o produce goods and services and the praduction of goods am

services cressbes income Toe cwners of these inpats, which mten creates 2 demaned

employmeni,

for goads, Thus supply of goods and services sell genermies sulficient income
penerate & dermand equal 1o the supply of goods. 'EE i= what is known as Say"s

Law, stated by French cconomist JB. Says as -supply creaccs its own demand.|

This Tow is regarded as the centeal part of _classical® macroeconomic thought,
Stable Equilibrium: According 1o Sav's kw, the owoers of inpuis, l.l.-huﬁm HCdH T
through the process of production, spend their entire income on purchase of goods and
services, Thus, the entive curpat of goods and services is sold oul, There

2




i= o genera overprosduction and underprodection over g period of production ansd
the econamy remans in stable equilibrium,

Money as Medium of Exchange: The classical economists focus on medium of
exchange function of money, According to classical approach, money is used only
fo Fagilitare the iransactions and it does nod play oy significant role in determining
the output and employment, The classicnl economists emphasized the role of neal

factors in outpur and ermployiment determination.

We can undersiznd the classical views oa income, oupur and empleyment
determination by studving the working of product market, labowr marcket and credit
market, The classical views on all three markets can be derived from Sny°s low of

market, wage price flexibility and interest raie tl:xihilit:.'-
232 5ay’s Law

Axcording to Sav's law, in markel economy WE’:\'ET produced is sold out, I means ths
production of goods and services requires factors of production, These faciors of
production get in (remt, wages, interest and profits) in return, This income is further
st ﬁ purchpse of goods and services and demand for goods and services is creaied,
Thus, supply of goods and services creaies its own dermaned,

Production of goods and servdces] generaies income | generates demand

Therefore, in classical system, since valoe of output E income 15 equal to expenditure,
there is equality between demand snd supply henee ngEEm: demand {AD) equals to
agerepate supply (AS). The classical economists believe that output level i5 maximum &
full a.plnyml:m level. The classical economists did not differentiate between Inrﬁun
and shom-ren supply curve, The only aggregae supply curve in classical sysiem is long-
run aggregaie supply curve which is vertical.

Ageregate Supply (AS): In the classical system, there is state of full employment
and ourpa &5 maxioem, Therefore , aggregmesupply does not change with change
in price fevel and aggregare supply curve is vertical line (pandlel w Y -axish & in
&um I
Aggregate Demand (AD: The relatonship between aggregate demand and price
43




level is UhMHI\'EM relativnship, Themefore, aggregare demand corve slepes

dow pwiards from keft to right as in figure 2,

Ya Aggregate Supply (AS)
T
>
w
|
&
=
&
*
0 Chutput X
Figiie |
Y
F
®
=
=]
E Agpregate Demand
-
Agpregate Demand X
Figure 2
7]

7
Equilibrivm Level of Output: In the dassical system Focuses on fulll employment

and based on Say's law of market. Thus, classical economists assumedthal prices
ﬁ Hexible and determined by market forces of demand and supply, hence
aggregate demand equals o aggregaie ipply, Therefoae, ourput produced at full
employment is equilibrium level of cutput. In diagram (Figure 33 AS is aggreguie
supply ru&r: A i= initial aoeregste demand and E is pant of equilibnom where
AD=A5. Equilibrium output is 001 and price levelis OF] .
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Mow let I.Iﬁl].l].'ll.h': sl A1 imadividoad gk oo spenad Bis enline ineome 1dn|¢&ﬁuvir|gx~]
and there 15 fall in aggregate demand. Doe to fall in aggregate demand, the equality of
aggregnte demand and sggregote supply is disturbed, This full in oggregate demand could
cllse economy oo move fowands point A, where resources would be unemiploved. The
unemployment of inputs wouldcavse fall in input prices and economy will adjust to new price

level P2,

Price Level

. X
Q. Qs Output’Employment

o
&

Figure 3

Similarly . if there isae.n inerease in aggregate demand (aggregate demand curve shifts o
ADI). economy coukd move o point B which 15 beyond full employment level. The input
suppliers bid up inpet prices and the economy quickly adjust 1o the new prace level at P, Thus,
due 1o flexibility of praces eqguilibrivm s restored if disturbed due o fall e oo inerease in
agpregate demand.

The clmsical cconomists believed in Bay's law. Therefore, scording to classical
economiss, production creates demand sufficient wo purchase all poods and services produced.
This law can be easily undemtood in harter system, Suppose a farmer produces wheat, Some par
of the wheat produced will be consumed by the farmer and with the remaining surplus of wheat
Farmer 15 thinking of goods and services be com obain in exchange of i, Thos, production of

wheat by farmer creates demand for other prodscts.

But in mosey economy, farmer may not spend his eative income because he may choose

to snve somme momey. Thus, famier’s demand for goods and services does not necessarily match
5




the ineome of the Tormer amd i1 is difTicul 1 lieve that Say's liw does hold in money

economy. But classical economists argueed that Say's law siill holds in mosey economy where
individunls may spend less than their entire income. They explain their argument on the basis of

[nterest rate fexibility,
Check Your Progress-1

Q1. Define Say's law

032, How to determine Equilibrrum level of output?

Ans.

233 _Interest Rate Flexibility

The classical econpmisis argeed thar i an individwsal is mo spending his entire income, he
will save, Suving i5 the leikage out of spending stream and savings are njected back in
spending stream through investment, ]ﬁh: elassical model, saving 15 matched by an
eqpuial amoum of invesiment becawse of inberest rate Aexiblioy in the credin marker.

Investment (1): According to clussical fcmnn%ﬁ, imvestrment 15 interest-glastic andthere
is inverse relstionship between investment and rate of nterest bocause ke of inferest is
cost of bormowing. The higher the rate of mterest is, the fewer the borrowings of the firm
Hence the curve showing relationship between investment and rte of mierestis
dowpaard sloping.

Y
I

Interest Rate

Investment
-

0 Invé&tment X

Figure 4




Savings (5): Acconding to E]E{HH economists, savings of households are also
imternest- elastic .ir%dﬂ‘ﬁﬂl‘lhhip between savings and mteres mte is posative. The
Tigher the rewand for savings (rste of interest) is, higher the savings of households
since opportunity cost of consumiag & high. Hence the curve showing this

relationship is upweard nisimg,

11{ I 9
Savings
a
=2
4
=
-
-
0 Savings X

Figure 5
Equilibrium in Credit Market; According to clossicol economuists, the interest
rarte is Mlexible and adjusts soochat savings equals investment, Thuas, if savings
increase (from 51 to 52), interest rote folls (from 11 to i2) ond hence invesiment
increases (Trom 11 to 120 and saving investment equality restored since increase in
caving would result i equivalent cut in consumption and investment increase by

same amount 45 drop in consumplion {5 shown in figure &),
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Figure &

Therefore, saving and investment will always be brought nto hee by nierest rae
Mexibiliny, Hesce savings will always equal o invesiment in classical system  and
cconomy will always be in equilibrivm. Such equilibrivm will be a1 full employment level

due 1o wage flexibility,
134 MWage Rate Flexibility

The classical economists believe that markets are competitive and Forces of demand and
supply operste in all market. Hence in lsbour market, waze tate flexibility would cosse the

equality of guantity supplicd of labeur and the guantity demanded of labour.

ADemand for Labour: A competitive, profit masmmzing firm would hire an sdditional unit of

labour by comparing extra revenoe generated by additional unit of fabour (from increased

production ) 2 grestor than extia cost of hiving additsonal wnit of bour.

Here, Extra revenue generated by additional unit of labour = MPL = P and extra cost of
hiringadditional unit of labwwr = W

Where MPL is margisal product of labowr P is prce of owiput and W is wage.

Now, if MPL = P =W ie. extra revenue exceeds the extra cost. an extra wnit of labour
increases the profit. Therefore, finm continue to hire labour until the next unit would no longer

bepeoditable. It means

MPL x P=WW
(L}
mpp, =2

8
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0 Demand for Labowr  — X

Figure 7
Thus. to maximize peoft, E firm hires upto the point where marginal peoduct of laboue

Real Wages

i5 axqual toreal wags, Since marginal product of lnbowr decreases os the omoosnt of labour
increases s labour demand uu&e (DL is downward sloping, Therefore, labour demanded
creases with dernﬁe in real wage rate as shown in figure 7.

B. Supply of Labour: The supply of lbour is positively related to real wage because to get
employment worker bave o saerifice leisure, So. emplover bas o offer addifiond wage 1o
put worker on additiosal labour, Therefors, saupply of labour incrcases with increase in the
real wage rae as shown by supply curve (SL in figure 83, But this relationship helds only tll
the point of work-leisure trade-off 1o after a pont, further increase o

Y
e S

Real Wazes

L Egupply of Labouwur >
Figure 5
wage eate would induce workers 1o prefer leisure 10 work bence supply of labour would fall
with incremss in wage rate,
C, Equilbrivm in Labour Marked: The pomt of ioeersection of labour dmmuudﬁ.um il
Fabour supply curve determines the equilibrivm in labour maket{figure 9 hence the level of

etmployment {OMN] and wage rate (OW) = determined.
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According o classical economists, there is glways full employment in the economy. If
there is Lﬁmpl:l}'mmt 1e, demand for laboar a8 less than supply of Babour, monzy rw.n- weionld
fall and full employment fevel will be restored. Simikardy, if there I8 a shonage nothe fabor
market, the wage e will nse, and the gumtity supplied will equal the quantity demanded. We

cun uwdersiand this process as follows;

Unemployment! | fall in money wages: | fall incost of production’| fall in product prices ™
mcrease in demand for product” increase in salesT] merease in produciion [ increase in

employment,

Thus, full employment will be attained. This 15 keown as waze-price flexibility in classecal

sysbem,

145 inati

The level of output and emplovment in classical svsiem 5 determined by produection
function wnd equalsbrinm in labour market, Aceording to classical economists, output depends on
the labgur and capital employvel, The classical production function assgned that capinal is Hxed
hcmcﬁmr is only variabie factor and application of labour = subject T the law of diminishing
retuims o2, marginal productvity of labour decreases with increase in employment. The fgure 10
shovars that marginal product of Isbour goes on decreasing as labour employvment increases. The

level of owtput increases as employment increases but less that proportionasie,
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The equilibrium kevel of employment is determined by equating demand for and supply

of labour and determination of output can be shown by puiting together the production function

with labour market equilibrinm {Figure 115,
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Im Babwour market, the kevel of employment (0N and wage rate {OW) is determined. The line ON
extended downward to the production function which intersect the production function at point
F. & lme desws from point F o Yeaus determines the equilibrivim level of output st OY, Thus,

employment and output are simultameously determined in the classical model.

According w classical thoughts there §s full employvment in econmny and prolonged

unemployment s impossible i the long ron becaese quick adjustiments in prices, wages and
interest rates keeps resources Tully eenployed .
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236 Criticism of Classieal Ecopomics

With the occorrence of Great Depression in 1930, the basic posmlates of classcal

econemics were proved wron g Keyvnes challenged the classical thinking in 1936 on following

ol s

1}

2}

3

41

Kevnes criticized the closscyl postulate of state of cquilibrium and full emplosment in
the econcmy, During Grear Depression, economies suffered a longrun diseguilibrivm
and a prolomged state of involuntary unemployment,
Anather postulate of classical economics is Say's law Le aggregare demand (s always
equial o aggregate supply in classical system, In the US, dee w depression, the supply of
labour as well a5 goods and services was there but demand logged far behind.

According to Keynes, increase in savings due to decrease in consumption may not
matched by equal merease m investment. Thus, with decrease in total expenditure
aggregse demansd will fall

Kevaes challenged the classical cconomist’s belef that saving and investment depend on
the imterest e, Acconding o H:ynlﬁi::m are pumber of Bactors such as meeme and

business expectations that determines the level of savings and irﬁsm&em.
Kevnes believed in government  intervention 0 influence the level of outpst omd

employment,

Thus, clasical econpmics was Gailed o explain the cases of unemployment amd

disequilibrium in economy during Grear Depression, Hepce classical system collapsed and it

pave mise o Reynesion eoonamiss,

Check Your Progress- 11

00 Which type of adjistments keeps resouirces Tully emploved inclassical framework?

e s T T E L L L L L e ——

22 How Keynes challenged classical thinking?

Ans
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Adter discussing the classical theory, we pow move o Keynwu thenry of income.
cutput and employment determination. Keynes had developed his theory of income and
i:mpluy'mmtﬁu:rmilatlm in contrust to clisshieal maodel. He criticized the Say's law and
emphasized the role of demand in the determination of output and employment. He also
challenged the classical postulates of Laissez fuee, self-reguloting economy amd wage, price and

interest rate fexibility.

141 Assumptions
Before we start the Keynesian theory, et us go through the assumptions on which

Keynesian theory is based,

I} In Keyoesian theory prices are assumed to remain constant even if aggregate demand or
aggregate supply change.

2} Keynesian theory holds good in short persod because Keynes believed that, —in the long
e we are all desd |

3y According o Keynes, mediom of exchange is not the oaly function of money. [0 also

4} In contrast to classical economists, Keynes believed that interest is monetary

performs store of value function.

phenomenon amd i is determined by demand for and <upply of money .

3} There is no forsign trade.

Giiven these assumptions, we can now snxly the determination of income. outpul and
emplovment i Kevoesian  economics.  Before  discussing  the  output and  employinent
determunation we nead o know the wiews of Keynesian on wage, peice and milerest rale
Mexibility.

In Ccontrast Lo Classical ecenomisis, many economisls beleve hal wages and prices ar
slow i adjusting, especially downwards, This tendency for wages and prices 1o adjust slowly
downward o chasge in economy is known as wage-price inflexibility. Empincal evidences
suppor the wages and prices w0 be sticky downwards. Due o dong-teem labour conteacts and

efficiency wages (higher wages airact productive workers) firm may nod be able o cut wages
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which cases dwnward stickiness of wages. Prices could alsobe inflexible due to menu cost e

ciost of pnnting new cataboas and new adverti sement sto

Kevnes alsp sroued that wages snd prices are inflexible downward, Wages could be
sticky due to long-teem labour contracts, trade unions and minimum wage Mws, Due oo stickiness
of wapes, price-level will not fall (because some firms ﬂm price slowly) in response to
reduction in agoregate demand. Further Keynes argued 1hm&:ma1 stmcture of economy is not
always competitive enough o allow prices o fall. The monspolistic clements in ecomomy
sometimes prevent prices from Falling.

Tb&'itlt]r.inm-.!i of wages and prices capses the sufficiemt excess capacity in economy and
therefore short run aggregate supply curve is lat. Keynes believed that the tme required for
wupes and prices to adjpst downward §s long emough to say that the sconomy 15 not self-
repulating .

242 Aggrepute Demand snd Aygregale Supply Framework
According to Keynes, equilibrium level of output is determined by the cquality of

aggregate demand and agegregaie supply,

A. Aggregate Demand: Since there is no forcign trade. agoregate demand consists of

copsumption, mvestment @nd government expenditure. Any chanpe in these vanahbes can
ciuse shift in aggregate demand, For example, nise in autonomous consumpbion will mise
consumption expenditure and hence there would be increase in aggregate demand depending
on the maltiplier, According to multiplier process, consumption of one person would merense
with an mitial fse n autonomous consompiien level, This increased consumplion generates
additional income for another person leading to additiopal consumption spending by that
person gnd s on, The valoe of muluplier is -;;:df:ulait:la following formula,
I

Multiplie
ulnpher ]ﬂiﬁ

Where, MPC is marginal propensity io consume Le. change in consumption expenditure with

chunge in income,
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B. Aprregate Supp&ﬁ Since the price level s sssume to be constant until economy reaches at

full employment. the aggregnie supply curve must be horizontal, The Keynesion agoregite

supply curve is horzonial il economy reached ar il empleyment,
Maow we can obscrve the effects of changg in mggreenie demand ziven the aggregate

supply curve in Keynesian model (Figoure 12), An increase in aggregate demand (from AD |
o ADZ) before full employment kevel raises output but price remained same. Onee econmmy
has reached full employment level sn increase in ageregale demand {from ADS to ADY)

raoises the price level (from P2 to P3)

Therefore, changes In aggregate demand before full employment (in the honzonial section of
aggregabe supply curve ) do mod change any price level, but change in aggrepate demand aifter full
employment (in the vertical section of ageregate supply }do change in price level,

Py

W

b

Price Level

Figure 12

According o clussical econcmists, discquilibriom in economy s emporary siac. Bu
Keynes belicved that coonomy could g@tﬂuck in o recessionary gap because consumption and
investment would not rise enough to shift the aggregate demand cwrve, Kewnes argued that
mvestment spemding not always respond the change in inferest rate. The pessimistic business

expectulions may resist penple o invest more ai lower inferest rate.

Therefore, Keynes believed that the econamy 5 nod self-regulating and economic
instability 15 possaBbe. Hence govemment intervention can belp oo shift aggregate deomsind.
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Check Your Progress- [11
Q1. What are the views of Keynes on wage-price flexibility?
ﬁ s

02, Wit 15 the shape of aggregate supply curve in Keyoesian framework?

FEE TR TR R TR R TR R R R E RN NE TN NIRRT RN R R RN R F T NS TN RS EEET R OEECE N W N N OETTISCESNEEEEE R W T W ¥

1. Agpregate Expenditure: In rwo-sector model. there B no govemment taxes or subsidies,
Henee, aggregate expenditure faggregaie demand) consists of two clements e, consumplion

expenditure and invesiment expenditure. That i,
Ageregate Expenditure (AE) = C+l
Where, C is copsumption Expenditure ond 1is Investment

A, Consumption Expenditure Consumption Expenditure b= positive function of current
absolwie income, That is, if income increases, consumplion expenditune also increases bl

bzzs than proportionately.

C=f(Y}

The valve of maszinal propessity o conseme lies between zere and one e O=BMPC<1,
Marginal propznsity to EE!.ITH-L‘. 15 the change in comnsumption expenditure with rise or
Fall in disposible income. The consumption function can be writhen a5:

C=a+bY
Where, C is consumption expenditure,

a8 dutonomons consumplion and bis MPC= AL
AY

Comzmiion Experditin

i T avinhes ki
Figwre 13
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B. Invesimient: To simplify things, investnient is assumed © be constant and the invesiment
curve t& horirontal [ =

Investment
i
-

o

Output
Figure 14

!.ugatr Supply: Aggrepate supply refers o the total supply of goods and services in an
coonomy. Keyvnes used the li.'|.!5!-ihi.'.'é]:ll.'fh:ll.l.'.1.im'.| function to derive aggregate supply function
where short mun ouipet depends on level of emplovment. [t means aggregate demund 15 always
eopl 1o sgeregate supply {AD = AS (e, C+ 1= C + 5)

Boeynies foam -.tggw:m supply function on basis of this relationship between AD and AS.
Im diagram |figuee 15) the relationship between aggregeie demand and ageregaie sopply s
shown by 45" line. At each point of this line mzput and aggregate expenditure are equal.

Aggregate Expendiure [ AE)
[ 3
AS f,» 3 Output = Expenditure
>
.-"-I-..-.
£ AD
Figure 15
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The concepis of aggegate supplﬁnd aggregate demand were Tarst used by hMalthus,

Malthus. in contrast to o lassical. aroued that aggregate demand might fall shon of the ageregaie
wply leading o ovenproduction, but could nor prove i1, Kevnes used this sdea o develop his

theory of income and employment delermination,

Y. Equilibriom: According to Keynes, equilibrium level of output is determined at 8 point where

agoresate demand (04 1) is aqual 1o ageregste supply §C 4 57, That is,
Al = AS
C+l=C+5

1 Kevnes argeed that aggregate demand amd aggregate supply are nol always equal, Becawse
agpregate demand depends on houselolds® plan 1o consume and 1o save and invest and aggregate
supply depends on producers plan 1o produce goods and services. Therefore, iF howscholds® plan
coincides with producers™ plan only then ﬁ,rﬁgam dermand could be equal W agaregae supply.
Thus, mational income 5 in equilibrivm ot unique level of output and income at which aggregate

demand equeals o aggregate supply, hence equilibrnm condition is:

5=1

144 Saving-Investment Approsch

Saving investment approsch can be derived directly from aggrepate demand-agoregate
supply approwch. The equilitrium condition is

Al =AS
oF
C+I=C+5
OF
I=8

That iz, saviags equals w investment. Whene investment is assumed o be constant and saving is
function of income. Since people spends something on consumption at zero level of income,
thetefore savings are negative W individual is onakle o mest his consumpion requirenents aur
of his income. When income rises above the consumption cxpenditure, positive savings takes

place and after that savings increase with increase in income,
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§=f1Y)

savings (+)

':':1" Income
g
{ﬁ Figure 16

Saving investment approach determines the same eguilibrium level of the national income as

determined by the sggregate demand and ageregate supply approach as shown in faure 17

_AS {output)
Ji‘.,r..'-'-'"--.. AD=C+T (AE)
S L7 Cmathy

- _.-"'"-...-"' : _.-"'-'.-:
i el __,.,t-' |
3 __.a-"--..-. -"::-"rf E i

" -.-____.-' ._-:_-' : i | -

ﬂ -__.'_-/q""‘/ 1 i i _:__,_-'-'_- 5
= ---. - T —— ~ i

- ey | i I
o e e :

o i O 1
T o/ Ot it
Figure 17

The point of intersection of AD curve and AS curve {ie. AD = A5} is the point (shown
by point E in the diagram) of equilibrium of natiomal income. This poiat of inicrﬁiim i5 called

_the Keynesian ross.” The ouiput level cther than QFE when nggregate demond, the amount the
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people want 1o buy, @5 ol equsl 0 cwipal produced shows disequilibriem i the cconomy and

thiz disequilibrimm is comected theough change in inventories. Inventory 15 the siock of ooods
ihat 4 business firm hold o meer unespected change n densind, For example,

»  Aroutput level Q| aggrepate expenditure (AE) > Owtput produced | unexpected decrease in
inveniores since firm have o meet this rise in demand from stock held! ) fiom will realiee
underproduction | incresse in prodoction ) output move Bo OE.

+ At putput level OQF. aggregate expenditure (AE) < owput [ firm has prodoced more than
demand 1 difference is added to inventories” unexpected increase in inventoriesT fiom will

realize overproduction . production cull ) outpat move foe QF,

Therefore, we can say that any change m aggregate expenditure (AD) will chift
&ulilihrium from one point to cther and acoordingly curput level will change. For example,
ncrense in aggregate demand will couse an upwand <hift in aggregate demand curve, hence <hift
cquilibrium point wwards right will cause sutput i incresse. We can further note that changes in
ﬁ:‘eg:ue demand could be due o change in consimption of change in investment of both,
Consumplion 5 a stable function of income. On the other band, mvestmest s determined by

business expectations, innovations, rate of inferest efc and bow maiional ineome changes with

change mvestment depends on investment mulisplier.

After discossing the classical and Keynesian approach of owput and employment

determination, we can easily differenuate the views of both schools of thowghe,

1) Classacal economisii belioved Say*s law' of markeér, That s sceording to classical
cconemists, supply creates its own demand. But Keyoes believed that overproduction is
possitde due to lack of sggregate demand.,

2} Classical school of thought focused on supply side while Keynes emphasized the mole of
aggregae demans,

3 Acconding o classical economists, savings are directly related w rate of interest. Bul
kevnes believed that it depends on savimgs goals of savers.

4} In classical system, investment is mversely related 1o nterest rate, But in Kevnesian
econimics, if Msiness expectations ane pessimistic investor may invest less al lower rale

of imterest,
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5} Savings wre leakages and investment is injection in the spending stream. So savings are
equal toinvestment in classical systemn. But sccording 1o Keynes, income can be hoarded
(i cash or banks] o avodd nsky lending of mopey. In such situation savings will exceed
Inwestrment.

6} Classical coonomists belicved in wage price Mesibility, According to Keynes, wisges and

prices may be inflexible downwards,
LCheck Your Progress- 1V
1. Which side Keynes focused upon?

T T e T

02, Dees saving investment approach determines the same eguilibrivm level af the national
income s determined by the aggregae demand and aggregate supply approach?

Mis .
L6 _Supunacy

The clazzical economuisis believed that econamy 15 always i equilibeiom prven  the

fect competifion in the market. I there is disequilibrium caused by external forces. the market

of demand and supply bring it back o equilibrivm, The classical economics is based on

Say's law which states that aggregate demand is always equal to aggeegate supply . The chisscal
copnomics was dominating the macroeconomic ideas until the Grest Depressiom, when ideas of
classical economists were challenged by Keynes. Keynes argued that classical economics is
failed to explain the phenomenon of US commomy during the Great Depression. He criticized the
Sav's law and emphazzed the mole of aggregate demand. Keynes believed that there is possibility
of overprodection duc o defwiency of aggregate demand. He also questioned the classical
coonomists” postulate of wage-price flexibility and argued that wages and prices may be

nikexibie downwards.
2.7 Umestion for Practive

Al Short Answer Type Qoestlons

. Deefine aggregate demand and aggregane supply
S6




(21. What is principle of laissez-faire?

03, Do Keynes believe in Inissez-faire?

(M. Explain wuge-price flexibility.

05, What is interest cate (exibilicy?

6. Denve Boeynesian agaremate supply curve,

Q7. Why wages and prices are sticky?

0%, Differentiate hetween classical and Keynesian views,
B. Long Answer Type {uestions

L Explain in detail the classical theory of output and employment

2. Explain in detail the Keynesion deory of ouiput and employiment,

O3, Cratically examing the classical approach i ineome, cutpat and employment
determination.

4. How equilibrium level of outpuat is determined under ADRAS framework of Keynes.
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44} Learning Objectives

After reading this unit. leamer will be shie to:

¢ Know the concept of consumption function.

o Describe Kevoesan consumpiion funetion,

o [escribe Belative Income Hypothesis.

¢  ldentify the factors influenc ing consumption decisions,
4.1 Introduction

The consumption decisions of househalds, e, how miech 10 consume and how much 1o
save, are crucial. The clasieal school of thought tends o view cossumption in negaive
sense because in thewr perspective, consumplion spending is unproductive. The clasaca
economisis, based on Sav's law, focused on supply side. Kevnes, on the oiher hand.
cmphasized on demand side. He rejected the view of classical econmmists and appreciates
the central mile of consumption expenditure in determining effective demand. Keynes
focused on propensity o consume in his theory w explun aggrepate consumpiion

expenditure.

1.2 Basic Coneents of 1

In the unit, we are geing to discuss the consumption behavior of mdividual household.
While studving the consumption behovior of individual household, we will go throsgh
Keymes Psychological Law of Consumpiion, Determimants of Propensily fo Consume,
Absolute and Eelative Income Hypothesis, Before we discuss these laws related 1o
COMELIM PN E!Epf'r'lljihlﬁ:. weneed oo have some wdea of the COICEps related o these lows
such as consumption function. propensity [0 consume. propensity o save oo, Let us

disguss these concepts Cirst,

Disposable Income; All personal income is not disposable, Individeals have to pay taxes
and they are free o spend left over mcome after pavment of taxes, Thus, Disposal income

i5 the income after receipt of government transfers and payment of taxes.
Persomal Disposal Income = Pesonal Income — {Payable Taxes + Other Deductions)
We can observe Fromm our daaly life that people with high dispesable income on an average

i




Spend more than pecple with lower disposable incomes,

Consnmption  Funchion: A  functional  satement  showing  relstionship  between
consumplion espenditure and is dererminanis s known as Consomption  Funcrion.
Consumption expendiiure of an individual or bousehold depends on many factors such as
inceme, wealth, expected future income. consumption of other people. age cte. Income is
the primary deerminant of consomption out of these factors, hence gemeral form of
consumption function shows the relationship between consumption expenditure and

disposable income, It can be wiillen s
C=f(Y})
Where, C - Consumption Expenditure, and Y — Disposable [ncome,

Propensity to Consume; Propensity io consume is o fursctional relationship between given

level of income and consumption expenditure out of that level of income,

it Average Propensity o Consume (APC): The proportion of disposable iscome which
i% spent on eonspmprion expemditure is l.-"il“':li.!{.il'-'ll'-]'ﬂgll [HRORENEIEY [ COnsIms,

APC=_
¥

iy Marginal Propensity fo Consane { MPC); The change in consumpiion espendiiung
with rise or fall in disposabde income s called marginal propersity oo consume, I is the
amount consumed out of additional nupee of income and calculated by dividing change

in consumer spending by change in disposal income,

AL
MPC=_
AY

Where, AL —change in consumption expenditure and AY- change in disposable income

Saving Function: As we koow tha income is either conaumed or saved thene fore

¥=C45
=Y-C
Where 8- Savings,
Thereiore, saving function 15 counterpart of consumption function and it shows the

relationship berween savings and Esposable income,




I, Average Propensity to Save (APS): The proporiion of disposable income which is nal
spent o eonsumprion expemnditre oF saved is called average propensity 1o save,
3

APS =
¥
2. Marginal Propensity to Save (MEPS): IE is the amount saved out of additional rupee of

mcrme and caleulated by dividing change s savings by change in disposal income,
AS
MPS =
AY
Where, AS - change in savings and AY - change in disposable income
E. Relationship between Marginal Propensity fo Consume (MPC} and Marginal
Propensity to Save (MPS): We know that that part of incmme which s ool spenl on

consumption expenditare is saved fe.

Y=0C4+5
5=Y-C
AR =AY - AT
Drivide both sides by AY
AR _AY  AC
aAY Ay
AY
MPS = 1- MPC
Cir
MPS + MPC = |
Therefore, todal of marginal propensity 0 consume or marginal propensity o save s equal

ow e,

F.Autonomowns Consumption Expenditure: Till now we have sodicd that consumplion
expenditure of a household depends on disposable income, But we can imagine & situation,
when disposable income of ousehodd s nil. What would be the consempiion expendiuee of
4 houschold with zem disposable income? A houschold with zero disposable income would
fund some consumption wsing §ts savings or by bommowing from  someone, 5o, the
expendiure of a houschold oo consumption of o hed zeo disposable secome i calbed
avtonomeus  consumprion expenditure and the devel of consemption independent of
dispemable income is called autonomous consumption.
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13  Kevpes' Peycholegical Law of Consumption

When we think about consumption function, some mathematical functional relstionship
comcs e our mmd,. The cconomists, whoe smudy the consumption behavior, rely on data
collected on income and consumption expenditure to analyze the behavior of houscholds.
However, Keynes, who wrotehis book in 1936, made cortaim sssamptions about consumprion

function based on introspection and observations.

Sl Assumplions

Keynes' Psychological law of consumption is based on follewing assumptions:

v Howsehaolds decide their current consumption expenditure on the basis of their curren
CHITLE.

2t The marginal propensity toconsume { MPC) is between zero and one,

i1 The average propensity o consume {APC) falls as income rises,

Based on above assumptions Keynes developed a theory of aggregate consumption.
dat.d  Ihe Fundamenial Psvehological Law

h’.e}'nm‘&m of aggregate consumption, what be calls a fundamental psychological law 1=
basedon the concept of propensity [ consame.

Feynes" defimed this faw o -the fundamental psycholegical Biw, upon which we are
entitled to depend with: great confidence, both a prorl from the knowledge of human napure
and from the detiled Facts of experence, is that men are disposed, as o role and on the
average, 0 increase their consumption as their income incresses, but not by s much as the

nerense i their imeome, ™

In the opinion of Keynes, when & person earns an extra unit of income {say rupec). he
ivpreally spends some part oF it and sves remaining pan of i1 Bul as income increases,
people spend less and less proporion of marginal income on consumption ic. margina
propensity o consume decreases with merezse in income. Thus. Keynes talked about non-
lnear consumption function. We can see fronn table below that marginal propensity to

comsume do mol remiins




constant. It decressed & income increases. This relatonship is also shown with the help of
Tahle Vand the dimpram (Figore 1),

Table 1
Income (%) Consmmption (C) Savings (5) MFPC ﬁ
L 30 <3 .
LUk 13 -H) 05
2H) 0 ] 1)
3y 2530 S0 .5
KTy 75 125 0.25
L
C
——— C=fTY)
5 L
3 i
g
|V
L
(e DHsperable Income ¥
Figure 1

The consumption fusction produced '& Keynesion theory is relevant for individusl
housebold's consumption behavios not for the economy as a whole or at the aggregate level.
However, Keynesian L‘rm‘ﬂ'ﬂixts cmpirically estimated  the consumption  function  for
COOnnmY a US and found that the relationship of income and consumption expenditure is
lincar e, margmal propensity @ oonsime remains constast. Thus, propensity (o consume is

central to the consumption theory of Keynes and Keynesian econmmists.

Chech Your Progress- 1

21, Define consumption Functic,




2, What do vou mean by propensity o consume T

--------------------------------------------------------------------------

Ans

The propensity 1o consume out gf disposable income is centre-pizce of Keynes® theory of

ageregate consumption. Although inceme i the main dererminant of conswmption spending,
bt there is aother which determine the value of propensity o comsume. These are subjective,

orbjective and abitsd Grctors,
A4 Subjective Factors

The subjective factors consist of such fectors which metivate people o consumes morne or
which pur pressure of pecple © save more, These mativations may be different in different
socierses and depends on culture, history and beleefs of the society, We can broadly cateporize

The suhjective factors inte two types of malivistions,

A} Muotivation to Conseme: If o community believes in o enjoyment and n:x1m'-ugml:::ail
shows that subjective motivations 1o consume are strong in that society. Hence the
propensity to consume out of given inoome will increase.

By Mativalion to Save: [0 in o society, e are subjective molivalions 10 relrain rom
consumption, peope will believe in precaution, greed and saving. Hence subjective

mativitions 1o save are strong and propensity o consume out of given income wall fall,

K.evnes belisved that subjective fnctors wre unlikely to infloence propensity to consome in
short perid. According to Keynes, subjective factors will only occur over long penod of

me.

13.5 Obiective F

Keynes also identified some objective factors which can influence propensity to consume.

These factors ans:
13 Windfall Gain and Loss: Windfall gains amd losses are anexpected. Therefore,

(=5




3

4

a)

Propens=ity e consume increases with windfall gains and v Galls with windfall
losses,
Expected Fmﬁe'l:hunge in Rate of Inferest: The propensity o consume s hkely 1o
incresse with low rate of interest. But according to Keynes, propensitbyto consume is
niol responsies o stmoll changes in imerest rate,
Change in Distribution of Income: 17 the distribution of income maves 1owarnds poor
people of the socisty, propensity 1o consume will incresse,
Change in Fiscal Policy: Due 1o change in raxation policy, if the disrribution of
income changes, then it can influence the value of propensity to consume.
Chamge in Aggregate Nel Income; Entreprencors set assde linancal provision 1o
cover supplementary costs, I aggregate net income falls due o increase in these

supplementary costs, prepensity to consume will fall,

datfr Habits of Consumer

Aceording 10 Keyvees, another facior along with mcome., objective factors and subjective
factors that can influcace the propensity to consume is the habits of consumers. Due te shon-
period changes in level of income, the habits of consumers de mor adjest w the changes
instantly, This can cause value of the propersity W consume to fluctuate. However, of the

change mn incomeis sustained theneventually the consumer's habis will adjust 1o the changes.

Howewer, Keymes asumesd these subjective, objective and habimal Gcers remained

constant and hence propensity o consume 15 a reasonably stable function.

34 Absolute Incowe Hypothesis

Kevnesian fundamental law of consumpiion was the irst systematic theary of consumpiion
L-.xrrendim-é Howewer, Kevnes® theory of comsumpdion was challenged on the basis of
argiment Ml consimplion ex pendiine depends nol caly on curment inoome Bl af=e on oter
factars ke wealth, expectaons. mcome distribution e, Although the econcmiists have the
view thst comsumplien expenditure 15 function of income but different economsts lave
different concept of income like shsolute mcome, relative income, current %ume. ex pected
mneone and permanent income afe, The main theories of comsumption are- Absolute ncome
Hypothesis, Relatve Income hyporthesis, Permanent Income Hyporthesis and Life-cycle
hypathesis,




Irn i wmit, we are godng e discuss Cirst iwo theeres vie Absoluie Income Hypothesis and

Relative Income Hypothesis, This sub-section deals with absodute income lypothesis,
77
Based on the peychological law of consumpiion, the dbsolue income hypoihesis saies dl
the current consumption expenditure is function of cumrent and absolute kvel of income. That
I5
C=FiY)

Where, (- current consurmption and Y - Corrent income

J4.1  Short-Run Consumeion Fusction

Keyviesian theery deals in shor-run, Therefore, theory of consumiption is also treated as

ahwort-rumtheory.

o Change in income leads to change m consumption as well as change in saviags. That is,
" AY =AC + A5

& Constmprion Ea mﬁi[m is positive function of currenr absolote income ., There s positive
relationship betweoen consumption and income. That is. if income

inereases, consumplion expenditre also incneases.
- AL
o C=(Y¥)uand - =11
A

Ll
. ':.'-'illl'IHI.HI:'I]J[iiZIr'I tmcoane relationship s reversibie 1e,, of [neome decrenses, COMELIPIIn
expenditure plsy decreases,
= Consumption expenditure of individual bowschold does oot depend on consumption
e Belationship befween consumpiion and income is non-propertional in sature, That s if
income increases, consumption expendibure will increase less than
rtaomte |y,
propeorta ¥
= The anlua of marginal propensity to consime lies between zeroand one be, b=MPC<] .

expenditore of other consuiner

» The margmal propensity (o consume |5 less than average propensity (e consume |.¢

AC €
__ MPC<APCor <
. AY ¥
* There B regative relationship between average propensity (o consume {APC) and income

()
& The marginal propensity to consume decling as income meneases,
&6




Therefore, according o absolute income hypothesis, marginal propensity o l:uwm:

decrepses with increase in income. That is, households with lower income have higher
marginal propepsity o consume than uscholds with higher income. However, keynesian
econeiss, on basis of empincal dacy, found that margimal propensity 1© consume g5 stable
in nature andrelationship between consumption and income is linear,
Thus, in shsolute ipcome hypohesis, LlE‘iUHl]:I[iiJII Cunstion can be writlen as;

C=a+hY
Where, C is consumption expenditine,

@ % MRS constrmpion and
Al
b MPC=
AY
Example; Kevnestan eoonomist™s consimption funcion with constant MPC can be shown

{TahleX) as follows (hypothetical example):

Tahle 2
Income (¥} Consumption (L) '“H:ﬁ I
n 1D LR ]
100 i B 165 0.65 !
e 1.1 230 1h.64
00 [ 295 0.65
4K 360 11,65

The egueaiion of copsumption function representing above example can be writlen as

Co= 100+ 0.65Y

Where, C i5 consumpiion expenditure and the wviloe 100 shw e auroasomKs
consumption ie. level of consumption at zero level of income. Y is mcome and marginal
propensity o oonsueme 15 065 We can note bere that although MPC is less than one bat it

rermanned constant with increase i mcome, This consimption function can also be shown
with the help of figure I,

E - £ e CLBE Y
g S

(e ] | FiC<eTay =] 5

Filgmre 2




Thu&i@u.cd on postulates of absolute income hypothesis, short un consumption function
reflects that as income increases., people tend o spend a dchnﬁing percentage of moome or
tend 1o save an increasing percentage of income. Therefore, marginal pmgﬁmjxw CONSUMmE
15 less than aversge propensity to consume. f with mcrease i income. the mtio of
consumption to incoms (APC) falls then the mtio of increment 19 consumption te imcrement
1o ancome {MPC) must be smaller than APC,

In long-run, consumption is determined by income, objective factors and subjective factors.

C= Y. 5]

Where, C is consumption cxpenditure, ¥ is inceme, O 15 objective foctors and 5 is subjective

fncbors.

Im J'}%,&nm Kuznet studied the consumplion and saving behavior. The study %wcd that
average propensity o consume does not fall with mcrease 0 income and it 1= egual to

marginal propensity to consuime over the long mun, Therefore, by late 1945, it was obscrved
that

Cross-sectionnl  badget  studies snd  business cycle or shord ron data show  ihat
MPC<APC.

Long-run frend dats show that MPC = APC.

143 Critici
The Kevnesian consumption function is eriticized on following grounds:

Revies absolute ircome hypothesis s based more on _introspestion” than on

observediacts.

Concept of income used by Keynes is wrong, Cumrent consumption mot only
depends oncument mcome bul alseon past savings,

Role of wealth is not full v integrated into chis theory,

B yresiat consumpnion tnction is amakle toexplzin the long fan eomstansy of AFC,
It his ignoeed the role of expectations in consumption decisions,

Eaole of relative income in delermining sonsumption expenditure is also

ignered ingbsolute income hypothesis,

B




Inspite of these criticisms, Keynesian theory is the first theory of consumption and other
theories. are improvements of this theory. This theory is able to explain the cross-section

CORMSUIPANaN TuncLion
Chick Your Progress- 11
1. Define absolute income bypotdsesis,

Ans

02, Define long run consumption funciion of propensiny 10 consume,

42 Belative Income flypothesis

We hove nded that Keyies® consumption theory could nor be suppored by empirical dats,

Therefore, economists thed o develop a consumption theory based on empirical data. The
model developed by Duesenberry in 1Y differs from sbsolute income  hypothesis,
Dipesenberry by usingincome-consempiion data propoundead the theory of consumpiion based

o o Belative Incomme Hypotheses,

A) According to first hypothesis, consumers are not =0 much concemed abouot their shsolute
level of consumption as they are with their consumption relative to that of the est of the
population.

Bl Dugsenbermy’s second hypothesis is that present consumption is not only mflvenced by
present levels of absolete and relative ieome but also by levels of consampiion aftaned n

previous period.

Af.1  Assumptions

Refative income hypothesis of consumption is based on following assumptions:

Consumption decisions of households are interde pendent,
The interdependence of consumption decisions 1= based on strong demonstration
effect i.c.imitation of consumpiion decisions of other househokds inthe same
relative Income group.
Consumpiion habits are imeversible, Once scquired connot be changed easily,

(]




352 Demonsiration Fifecl

According o relative income hypothesis, the consumption expenditune of & household does
ol depend on 15 absolute nmeome I.-Hlkﬂ! the level of it income in relation o the bousebolds
with which it identilies iself. That is households having 4 relatively lower income and living
in the community of higher incomes tend o spend a higher propomion of their income than
the households with higher incomses. This i called demonstration effec on consumption.

This hypothesia is particularly based on social patfern of consumption. Consumprion is mol
independent, Consumption behaviod of a person 15 alfected by consumption of sociery, A
statermnent showing social pattern of comumplon, known as Joreses Effect is)

« To keep up with Joneses

The statement indicates that middle class people try to keep their standard according 1o high
standard families

Therefore, implications of the relative income hypothesis ar:

¢ MPC remains the same for all the houscholds iof their moome changes by the same amount.

+ [f the income of other houscholds remnins same, MPC remeins same with incresse in
abselube income of household.

e [ the income of other hovseholds of the group increases, then MPC of the household with
consiant income inareases,

e F a household moves up from & lower income-group o @ higher income-group then its
MPC decreases.

The proposition of fall in MPC s household move o higher eome group 8 same as

Kevmes' propositions. However, the eelative income hypothesis makes a significant deviation

froam the absolute income hypothesis,

While absolute income hypothesis hnldﬁﬁut relatipnship  between  consumpiion

expenditure. and sbsoluie income is positive, the melative income hypothesis holds that
s umpion does nol decrense in propestion o decrease in income, Duesenberry explained it
m the form of so called, the Ratchet Effect.




453 Ratchet Filect

According 1o Duesenberry o is moch more difficulr for a family 1@ reduce consumpiion
lewvel gace acained than o reduce savings, Thus, previous income put forth s influence on
current consunpion. Duesenberry maintains thet basic consumption-inceme relationshig is
progomional. During expansion, the higher current mcome lends 10 raise consumplion in
propotion il But tdedepressant pull of previoos lower incomie permats it to fise only less
than proportionately and APC falls with a rise in imcome. On the other hand, decline in
current income tends o redoce consumplion in proportion o @, But as the peeple had become
used to a higher consumption standard, the ascendant pull of previowus higher income restrains
people to cut consumption only less than proportionately and APC goes on rising with fall in

NG,

This tvpe of consumplion behavioe gives us the Ratchet Effect. During perod of recovery, as

(e ineresses, consumplion increases slowly becase of Dwo reasons;

o Dug o depressant poll of fow level of income of previous periad,
¢ People will like to compensate for decline in their savings due o previows dedline in
inceme. As soon as the previous dissavings are made pood, consumption starts rising in
lomg run in proportionate relation with income,
Thus, this hypothesis points out that consumer figd it much casier o incresse comsumption
than to reduce it. This is called the Rutchet Eftect. It can be shown with the help of following
dingram example ond diagram,

Table 3
I Incomel¥ ) | Consumption (C) | MPC 4L | ApC L : Relation  between MPC and
[ AY . ¥ | APC
Increase in [ncome

100 0 08 | 08 | MPC = APC

[ L0k HE .
! Fall in Income

16N bl 0.5 (kK3 MPC < APC

0 75
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C . Long-run Function

i

0 90 100 110 '

Figure 3

As imcome incresses {from Bs, 100w Bs | W, consumption also increases {fom KBs, 8 to
Rs B8pabong the long mun function with constam APC, But fet us suppose at point C 1 . there is
recesspon i the economy and income falls off (from Ba. 100w By, ™4 then consumplion
expenditire decremes (fromm Ks, 8001 Bs. 75 along a shor man function C1O] oot along long
fun {3z, from Bs. B0 w R 72). Rachet effect keeps consumption at Rs, 75, Recovery of
income take consumption back o previous level trend growth resumes along the long-run

fumct o,

This, Duesenberry’s model implies 3 rateher effect is than when income falls off, fall in

consumption 15 less than it dses a2 income grows. Hence consumplion-inceme relatonship is

nok reversibie.

a4 Lriticisms

The cxonemists have pointed oot following shortcomings in the redative income hypothesis

I} This theory ignores the role of shaolute income and wealth in consumer decisions.

2 Raole of expectstions has also boen ignored.

3} This hypothesisis silent shout the fole of non-income deferminants viz. subjective and
objeciive 1aciors in consumplion decisions,

41 Consumer decisions are not only based o imitations but also on preferences,

5 This theory does oot tally with latter empirical evidences, The cmpirical evidence however

suggests that with unexpected increase in ingcomes, consumption increases less than
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proporiicnatel v,

f1 Comnsumphion standards are reversihle in long mun. Becaose If there is & contimsous fall in
imeoime, people canpol go on dissaving in the long run o maintain their earler living
standards. However, the relstive income hypothesis does admit the reversibility of

consumption ¢xpenditure with decrease in income but less than proportionately,

Thus, we can sav that, despate ifs criicism, Duesenberre's relative income hypothesis is
regarded o5 a significant improvement over the absolute income hypothesis as it mken intoe
sccount the role of demonstration effect and past consumption habits In consumption

decisions,
Check Y our Progress: 111
QJ ; E!l.]':luill the statement To .‘:.r'.rlr.l Luyr witlly fomeses.

Ans

22, Detine Ristchet effect.,

Ans

i Summary

The comsumption behavior of houschold is impoitast in determining aggregate
demand. Consumption expenditure of an individual or household depends on many factors
such & income, wealth, expected futore in come. consumption of other people, ape oo, but
income §5 the primary determinast out of these factors. Therefore, functional statement
showing relationship between consumption expenditure and its determinants is known as
Cun.-.umpni% Function. The change in comnsumption cxpenditure with change s inoome is
shown by marginal propensity to mnsum:ﬁc‘mrdmg to Keynes, current consumption
expenditure depends mﬁlnﬁnt income and marginal propensity o copsume liss bepween
zero and one. In his Fundamental psychological law, Keynes stated that as m:'nﬁ
increases ., people spend less and less propoction of marginal meome on consumption i.c.
marg il propensity s eonsume decrerses with incresse in income. However, Kevnesian

eoonomisis based on empinical Nindings arpued that marginal propensity to consume

71




although less tian oo bul remsins coastant with increse in ipeome, Acconding © Keyies,
along with income there are some objeciive factors, subjective Factors and habitual factors
which may influence the consumption behavior of mdividual, On the other hand,
Dusesen berry by using income-consumption data propounded the theery of consumpion
based on two Belative Income Hypotheses. According to Duesen berry. consumers s
very mech concemed aboutl their consumplion reliztive e rest of e pogilaton. He bl
highlighted the role of consumpton anained in previows period in determining

consumption levels,
A7 Uuestions for Practice
A, Bhort Answer Type Questions

L, Explain bricfly the concept of A and WP,

2 . What is the relaionship between APC and MPC?

13 What is sutonomods consumpiion?

Q4 What do you mean by nos-lingar consumiption functien of Keyies?
5. Explain Demonstration Effect.

£ What is Ratchet Effect on comsumption?

7 What are the subjective factors miloencing consumption behaviar?

B. Long Answer Type Questions

O Explain in detal the Fundamental Psychological Law of Consumpiion,

2. What = Absolute Income Hypothesis?

03 Explain in detail the theory of consumption based on Relative Tiscome Hypothesis.

4 How demonstration effect and Ratchet Effect influence the consumption behavios of
mndvid ﬁ'

O35 What i propensity 1o consume T What are the determimants of propensity o consume’’

34 Suggested Keadings

Branson, W.H, {1979, Mucroeconomic Tieory and Policy. Harper and Row Publishers
New York.

Drwivedi, DN, {20000, Macroeconomic Theory and Policy, Tata MOGraw Hill
Eaducaion Private Linited,
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Shechan, B. { 2008 ). Linderstandivng Keyaes ' General Theory. Palgeave Macmillan
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MLA (ECONODMICS)
SEMESTER -1
COURSE: MACRO ECONOMICS

UNIT 4 A : INNESTMENT FUNCTION AND MARGINAL EFFICIENCY OF CAPITAL

STRUCTURE

4.0 Learning O jectives

4.1 Intreduction

4.2 Busic Concepis of Investmaent

4.3 Types of Investment
430 Awtonomans and Induced Tnvestrent
432 Gross and Nel Investomeni

433 Ex-ante amnd Ex-post Investment
44 Investment Function

4.5 Factors Affecting Investment Decisions
4.5.1 Marginal Efficiency of Capital
452 Marginal Efficiency to Investment
453 Market Hate of Interest
4.6 Investment Demand Schedule
4.7 Relationship between MEC, Rabe of Interest and Investment
4.8 Decision Rule for the Entreprencur
4.9 Summary
4.10 &IH“&HE for Practice
411 Suggested Readings

4.0 Lewning Objectives
After goang throwgh this unit, learner wall be able fo;
+  Describe the comcept of Investment function
v [Mlferentiste besveen dilferent types of myvestment
s ldentify the factors ilfﬁ!wg the investment decisions
e lnterpret the concept of marginal efficiency of capital
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#®  lllusirate the investment demand schedule

»  Recognise the relaticmship between MEC, mte of interest and investment,
4.1 Intreduction
Term investment is a very commaon phease and it usually refers oo the addition i the
erpabng sock of capatial, In mac o onomics lteraiure, mvestmen has alwiays Besn an
impartant factor, This importance fas been enpoyed mor onsly in the Keynesian and posi-
keynesian theorses bul alseom the pre-Revmesian business oycle theornes, This is s
becanse agoregate imvestment expenditure is an importont and vodatile component of
the aggregate demand fupction, Investment expenditure = found o be ot igher levels
in course of prosperty dus o high rates of profitability, wheress it 5 found to be at
lower levels m omes of depression due to very low rates of retum. e course of
depression, invesiors become risk-averiers and even refuctant to incur expenditure even
fiur repl:n:iugn:he depreciated  capital equipment. Therefoee, we can say  that
investment  plays 8 crucial mle  n deermimimg  the  level of  mational
income/output'employment in the coumry. Moreover. higher Jevel of investment
provides a push facior o productive capacity and hence assisgs m Q&lleruﬁg higher
level of agpregate demand and supply. which will further help in achieving the soal of
full employment i the ecomony,

Im the light of whove introduction, this onit aall first of sl provides the meaning
of invesiment concepl, then we will differentiate between different  types  of
investment- gross and net; indoced and autonomow and ex-ante and o ex-post
investment. After this. omit will focus on the determining factors of - investment
decizon, From this, you shall Be able roderive the meaning and determinants of the
MEC. Fnally, in the last sections of the unit, you will be able w analyse thar how ihe
investment decisions are undenaken by the investors in particular capital asset or

project,
4.1 Basic Concepts of Investment
I common parlance myvestment in considered as the purchase of the existing

stocks, shares, debentires and M'l;'u%ﬂ:i. But this ws nol genending or adding any
increment to the productive capacity of the economy, which 15 regarded as the general
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pfcome of the investment. So, i economics, such kind of expenditure on  the
purchase of aocks, shares, bonds and other financial instrmaments is ool regarded as
the investment, rather it 15 refered o s the Bnancial im‘t&itn&l- in which moncy
merely ransferred from one hand 10 amdher, In ccopmpics, imvestment is wsweally
defined = the additicn in the existing stock of capital.

In Keynesian ecomomics, thene is difference h:[wearﬂl and Tinancial investment, Real
investment means. the imvestment underiaken |m the purchase of pew machines,
consiruction of new (aciory buildings, moads, bridges and other fonms of productive
capital stock of the community, including the incresse ininventories. On the other
hand, finaiscial nvestinent refers 1o pun:h.mi:a' financial instriiments {stocks, bonds,
debentures, secunties ¢c.), which comprises & transfer of nmnihrmm Qe Pty o
amother party involved in the tamsaction, Financial investment does mot lead w any
change in the employment level in the econemy, Itis the real investment, which leads
to change in the employment in the economy. An increasein the real investment will
resulls in increase in demand for labowr as well as for other physical :rcs.nurﬁ and
hence increasing the emplovment in the economy. Therfore. investment plays a
strategic mde in achieving the major geals of the econpmy. From sbove discussion it is

clear thet in economics, we are concemed with the Keynesian sense of invesiment.

Different economists have defined the ferm investment differentdy, In the words of

I M. Keynes, '|r:~.lu-:»:mﬁ1 refiers o the increment of the capatal equipment.” According
I J::uua] Shapire, Invesment i that parl of the ecopomy's culpul Tor any tme
period] that takes the form of pew strsciires, pew prosdiocer’s durshle aguipment and
clange in invenleries,' According o Bosalind amd Rebomnn, ‘Investment relers w the
accumulation over time by fioms of real capital goods, which will wield & fulure ow
of seevices. Real capital goods can be subsdivided into pwo types- fixed copital and
working capital. Fixedcapital comprised of plant, machinery. buildings and transport
mfrastructures, which keep their particular phiyvsscal form  throughowt their working
life., Working capital consists of siocks of mw matenals, manufactured inputs and
final goesds”

In simple ferms, investment refers to the addition o the existing physical stock of
copital in & given time perid,
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4.3 Types Of Investment
There are different tvpes of investment and their classificanon is hased on the
purpss, which they are salving, In this unil, we have emphasised on the Tollowing

tyvpes of the Investmeni-

I Autonamoos and Induced investment

2. Giross and Met Investrseni

3. Ex-ante snd ex-post investment

O the basis of returss from investment, it can be classified inmo two categories
autonomous of induced type. Indoced investment &5 wsually associated with private
sEclor and aulgnemous is associated with public secior, Induced investment, as its nam
W!HL i= induced by the profit motive, this type of investment is determined by the
changes in the income ie. indsced investment iereascs as income ncncgses. The
Functional relntim!s];ipl'elweﬁ the investment and the income, indicating the induced
investment in the econemy can be ilustrated with the help of Figuee 1. On the x-axis
incoane 18 measured and along with y-axis comesponding changes i the investment
level are measured. 11 @5 the Em:r.-d investment curve having positive slope. Tt is
clearly shown in the figure thar indeced investment curve 15 upward sloping, mplyving

the increase i investment level a8 8 result of increase in the income level.

Figure 1: Induced lnvestmemnt

Investment
'h.\.‘"
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Figure I Antonomouns [nvestment
7]

livvestisent

Income L

Autonamoss investment is not motivated by the prafits. Auonomoss investment
is imlependent of the Mucniations in the oulpulineomeprolits level, Such type of
investment is usually underaken by the povemment- either central or state level or
both, In simple words, autopomous mvestmserd is the expenditure  imowmed on
copital formation exclusively by the government, and which is independent of the
chonge i ECome, wutput. rate of meerest {profit rate) ge, The curve of autonomous
curve 15 shown in the Figure 2. Figure is depicting the relationship between the
investment ad the income variables i the economy. I'l' is the auonemons investmend
curve, Shape of astonmnows investment curve i homzontal, parallel 1o x-axis,
representing  income-inelastcity, Thus, we ¢an say thal sutonamois investment is
i:lﬂupuycn[ Gl ecomamie activily, Dormg the period of depression, govermmanl Hes
boost the economic system by increasing the level of autonomiows  investment,

Therefore, sutohomous investment 5 one of the components of the welfane siate.

432 Cross and Met Investment

Grows mvestment is defimed as, the Lu.rﬁdinnu incurred. on punchase of new

fiaed copital poods and on e maintensnce of the ﬂhlkii!%ﬁk ol capatal, in s given
time period, Expenses mowrred on the maintenznce of the existige stock of capital ane
known as the replocement investment, Beplacement in?‘ﬁ1|1|ﬂﬂ1éu]ﬂﬂ{iﬂiﬂ1 152 ofFset
the depreciation, wear and tear and obsodescence in the existing stock of capital. On the
cther hamd. net investment can be obtained by subtrocting the replacement im'u::imﬂl

from the gross invesiment, Thus, net investment actually shows the net additon o the
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stock of capital in & given year. It is the change in net investment, which leads 1o

changes in the income, outputand emplovment level in the economy, We can show the

relationship betwesn gross and net investment symbolically also-
lp=in+fr

Ip refers to the gross investment taking place in the economy in a given period; fn refers
ter oot investment- net addidos o siock of capital and §r shows the replocensent
investment in @ given year. From the above cquation three possibilities can be
drawn regarding addition inthe productive capacity of the cconomy

Tg=Ir ]1'&| the given periced value of fg is more than e, it means B s pmil'hv: and there
i5 acisal incredse in the stock of capatal in that year and hence Increase o the

producti ve capacity of the economy.

Fgcles I in the given period, vﬁue of fr is moere than fg, then fr would be negative for
that year, indicating decling in the productive capacity of the economy on account of
depreciation .m nhsalescence expenses.

fp=lr: When the vadue of gross investment is equal 1o the value of replacement
mwe;tmmuﬁlen the value of net investiment i» found 1 ke zero, indiciting zero
addition to the productive capacity of the cconomy.

Therefare, net investment §5 an addition to the stock of capital in a given time
period wnd the gross investment is made wp of new structures and pew producers’
durshle equipment and allowance for the wear and tear and obsolescence of the existing
stock of capial. Shapice (20001} has clasified the gress investment into three
components-  non-residential  mvestment  {which 13 essenbally  besiness  fised
investment); residential imvestment (largest component of which is single unit houses)
and the in WENTY investment  (nan-Tised component, change o the  basiness

inventorizs),
433 Ex-Ante and Fx-Post Investment

Ex-ante invesiment. also known as planned or intended investment, is wsually
undertaken by the finms in 3 planned way so that pre-determined targets can be

gchieved. The reason behind such type of investment by the firms is that- firstly, Finms
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have anticipation that there will be increase in demand, soin oeder to earmn peofies, firms
make  plamed investment, Secondly, ex-mie  investment s Tﬁqwﬁﬂ when the
government want to achieve the goal of centain level of emplovment in the cconomy.
O the oiher hamd, ex-post investment s also lermed as onplannsd or unintended
investment. As the name suggest, it is not planned nvestment. it takes place due to
unexpected changes in the cconemic activity (demand in poricelar) in the economy.
Smmply, such type of mvestment is not intended or anficipated by the fims and the

firms increase the stock of capital all of sudden in order to offset the fall in demand.

Check Your Progress- |
Q1. What die vou understand from autonomdaus investment?
= R s AT

022, Differentiate between pross and nel investment,

Ans,

44 _ Investment Function
Investment function refers o the functiond relatonship between the level of

investaent and the real interest rate. In any economy volume of nvessment depends
on therate of nterest, Interest rae reflects the cost of the borrowed funds, anlised for
the investment purpose. lovestment i profitable moaser will ke place ﬁnlyﬁiﬂn
the returns from the mvesiment are mose than the cost of bormowang the funds, In the
context of mterest rate, it 15 essential to dthEﬂi}ih hetween two types of inferest rafes
ic. nominal and real intercst rate. Nominal interest rate §5 umﬂt:r:n rate, which is
usually reported and investors pay i order 0 bomow money. Beal intercsi rate, on
the other hand, s that raee of interestwhich s corrected fod te cffects of iﬂmiml
(Mankiw, 2008), For example i in year 2020, the nominal imerest was found 10 be &
prer cent and the inflation mte was 2.6 per cent. in ﬂ:uﬁmu ouf real intesest rate wolld
have been 3.4 per cent. From the above distinction ® 8 clear the real inferest rate is
mst impmtanﬁwnm:-r it helps ws in caleulating the sctval cost of bormowing,

Therefore, real interest mte is an imporiant determinant of the investment decision.
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We can depict the investment fusction in the functional form as-

I=ifr

This equation shows that myvestment (F) is funciion of the real rate of i:nb:ﬁt {cost of
berrowing). Further this functional selationship between investnent and seal rate of
interest can be illustrated with the help of fioure. Figure 3, ﬁhnmﬁh: investment
function. ey curve shows the change in quantum of investment due o changes n the

real mte of interest, Feal interest pate o) and quantity of investment is measured along

veaxis and x-axis pespectively.

Figure 3: Investmenl Function
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From the figure it s clear that, slope of 1heﬁvesm1&m function s negative
tdownward) imphang inverse relationship between the inierest ate amad quaniity of
invesiment. When e ine Fale is lewer, more quantry of Dnvesiment will be
demanded and vice-versa. If there is change in interest rate then it will be depicted on
the same investment demand corve. But if interest rate remaining the constant and
there is change m other faciors such as technological progress. fulure cxpectations,
change in cost e, thea it will be shown by shift in investment demand curve cither

rightwand or leftwands depending upon the direction of change m other variables,

A i s keown Gt et capital goods are wseful for long tme, so producers o
firrs wswally take the decision to imvest after considering retums from the invesiment,
Decision 1o invest 15 affecied by the cost of bemowing fosds amd expecied retoms out of

this |:l.u.rti-;.'u|.u: investment. Entreprepeur’s estimate of the pmﬁi ar loss that will accroe
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from any particular invesiment is bBased on the relatonship ;uﬁng thiee coigRIBEns-
the expected income flow Trom the capita gomd, purchase of poce of the capital good
and the pra'uilin_g market rate of interest. Althowgh, there are  several factors
influencing e invesiment m:ismllﬁh&, ertrepreneur bt Keynes has focused on iwe
major determinants mamely, muﬁt rade of interest and marginal efficiency of capatal.
Usually, catreprencurs compare the marginal efficiency of capital with the market rate
of 1 Jdecision b0 investment will be taken only when the former is more than the
later, If the rate of interest comes oul be mone than the marginal efficiency of the
copital, then no investment will h«iﬂn!enakeu by the entrepreneurs, In the Following
section we will elaborare the case of marginal efficsency of capital and rate of inerest

and thelr relationship with investment.

4.5.1 Margingl Efficiency of Capigal (MEC)

This {5 an important variable in (he Kevoesian theory of investment, Marginal

efficiency of cyim] 15 also termed a5 Intemal Bate of Betom {IRRE ), Keynes has defined
the MEC as, that e of discount which makes the present value of he series of
annuities givenby returns expected from the capital Egci durning its life just equal to its
supply price. 5o, MEC can be considersd as that mte of discount which makes the
discounted present value of expected income stream equal 1o the cost of capital. Keynes
has teemed the expected rate of retuen fm-ﬁ:-pim asael as the prospective yield and
cost of capital as supply price. Therefore, marginal efficiency of capital is determined
by these two factors Le. prospective vield and supply price of capital asset.

A. Prospective Yield: It sctwally shows the net return which s expected from the
capitilasset, over its whole life, In onder 1o Find oud the pet return, ol costs like
maintenance, wear and toar expenditure, depreciation or obsolescenoe cost ete. are
deducted from gross rewens. IF the expected life of the capital asset can be
segregated into number of series of years. then the retums per annum can be
comverted e series of annuities, Here the term anmuity refers to the returns of a
fined amount &t uniform intervads of fme, Let us assume that senes of annuities 15

shoawn by-
R B2 EB3 i B,
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where R/ refers to returns in 1% year, 2 as retums in 2" year and similarly, Ry

means returns n the fth yvear of the capial asset, By adding these annal retums
over the life time of capital asset, we will be having prospective yicld of the asset.

 Supply Price Supply price 15 also known as replacement cost, Supply  poce
tetiects thecost of the assel, ]:uni-;:uaﬂ:.' of new pesed not the exising one. In simpde

words, supply price is the purchase price of the new capital ssset.

After discussing the relevance of ]:lrrr_qp\-étiv: yield and supply price. we can focus
or the MEC. According to Kurihors, marginal efficiency of capital can also be
Tepresent the form of ratie of prospective w the supply price, n}'l::bﬂl:u::ﬂ:.-
I=xip, 0 is the marging efficiency of capital: v is perspective yield and p is the
supply price of the copital psset, For cxomple, cost of new copitel asset o investor
is Ba, 10 lakhs, further, suppose that pet retum From this asset over its life ome is
expected to be Bs, SN per annum, 5o, MEC of this capital asset can be calcalated

by the matio of annual return © s supply price, 1.6,

MEC= (50000 [O0000) ¥ 100= 55

Sothe vahee of MEC, in this project is found to be 5 per cenl, which is scivally
showing expected annual return on the investment of Rs 10 lakhs. From this resolt,
il 15 clear thot any increase or decline o supply pace of assar will reduce o
increase the MEC, given the value of prospective yield. 5o, it can be stated that
MEC is having o direct relationship with the prospective yield and inverse

relanonship with supply prce.

But in this uncengn or dynamic world, it is not =0 casy o caleolate the
expecied refum with so much accuracy, Se, there 8 need o calculate  the
discounted wvalue of retums 'il:h respect 1 future, Therefore, Keynes  has
constdered the MEC as that mte of discount, which will equate the discounted
present vodue of the expected meome with the supply price of cost of capital
assel. Accordingly. the formula for estimating the MECwill be,

MEC = Rit+r =C

Im whove cquation, ¢ is the mte of discount which makes the discounted value of

expected returns (&) equal to the supply price of the asset (C). 3o, r actually shows
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the marginal efficiency of capital or intermal rate of return. The value of r can be
abtimed Troan Che abayve equistion, e

r={RiC I
Ia order o illustrate, we can take an example, Lot us assume that an entre prencur
undertake an investmient in capital asset having ife of ome year, which costs Bs
HHE million and the expected returns from investment are Bs 125 million a1 the

end of one vear, Purting these values in the above-mentiosed formuls, we will ger
the value of MEC as,

MEC =r = {125/ 10)-1 =025 ar 25 per cent

If the same capital ssset is having life of two years and expected retum at the end
of second veor s Bs 14400t is5 expected to give no meturn in fieg year), then the
MEC would he-

MEC= 144/({4rF=100 = 20 per cent

Similarly, if the life of the capatal et is extending v number of years, in
that cazeMEC can be estimpted with the help of following Tormula-

MEC = RI/il4rps R2L4rP+R3 1407 “Rpf{ 14} = C

Fow any investment, value of discount rate can be estimated only if we are having

theinformation regarding O and B, B2, B3, ... ..., R variables,

“heck : 1
(1. Define investment Function.

2, What is the meaning of supply price of capital asset?
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This concept is genernl form of the margingl efficiency of capital. Difference
between the two 15, MEL 1= related to particular project, wherneas MEC 15 related o
particular capital asset. Marginal efficiency of investment {MEI is that rate of discount
which will make the present value of expected returns from the given investment to the
cost of financing that project. Symbolically-

C= Bpi+d)+ RA{I4+a PR F4dr + . Rp{ 1 +d]

Here O 5 the cost of financing the given investmeni project, K s the ex d

returms of prospective vield from the given amount of investment and o inmplies the
Fabe of discount or marginal efficiency of insestment, which makes e expected vields
equal to the cosis, Impornance of this concept is that it assists us i ranking the
investment prijects or making the cheice among different investment projects. If the
value of the MEIL is found to be high. then obviously mnking of that mvestment project

wonld be higher and vice-versa.

Difference Between the MEC and MEI

Margmal efficiency of capital is related to the most gainful capatal asset, on
the comtrary . marginel efficiency of investment is refated o fxed amoum of
investment in particular progect.
B Margmal efficiency of capnal is a stock concept, whereas marginal efficiency
of investment 15 a flow concepl.
Under marginal efficiency of capital, supply price is imporiant vansble, while
ander marginal efficiensy of mvesment, cost of fmancing the project is
éch:rmining Factar,
45,3 Markei Hate of Inferest
Assessment u:rgze decision w0 investment cannot be done on the basis of MEC or
MED plone, Market mate of interest aleo plays g determining roke in the invesiment
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decizion of the frms. If the investment decision = undertaken solely on the basis of
MEC, then in that case it is presunmed tha market rate of Interest i= zaro and funds
are easily available, Bue in reality this is not the case. We bave 1o pay a positive price
for using the bomowed funds, Therefore, enfreprenenr or ﬁmﬁ considers both the
MEC 12, expected returis from the investment andthe market rste of interest i.e. cost
of bomowing funds for investment purpose .

Market rate of i i5 defined as the mte at which the funds arc I:lnn'ml-'fa The
reloticnship betwesn level of investment and rafe of interesi is inverse type 1., higher
rate of :iﬂcﬂ:ai.ﬁ'q:llil:i the higher cost of borrowing the funds and it will discourage the
investmenits, On the other hand . if the mte of interest s lower, then it will encourage the
mvestments in the econamy.

4.6 _Invesiment Demand Schedube

This iz also known os m#bcdulbnf marginal effeciency of capital. Invesiment

demand schedule depicts a functional relationship between the marginal efficiency of
ital and amount of wvestment’stock of capial. According o this relatonship,
dernand for capital assevfinvestment is inversely related to the marginal efficiency of
capital. That is MEC diminishes with the increase in investment in capital assets and
vice-versa, Canses for such diminishing nature of MEC are as- firsty, due 10 increase in
the mvestment in capital asset dunng a given period, prospective yiclds will decline.,
The resson being that more assets are produced and ultimaweiy, they will give
competition to each other in order to meel the demasd for prodect. sebsequently,
prospeciive retuens feom the vestment will dechine. Secondly, supply price of capital
assel will nse as more capital assers are produced, Thus, we can say that MEC
diminishes with an incrcase in iovestment level. cither due to falling prospective yield
of fsing supply price of the capital assel,
Investment demand schedule can be illustrated with the help of an E:HI:IT%E- describad
in the following Table 1. Table depicts the relotionship between stock of capitad and
margnal efficiency of capital. We can obwerve from the table that when the imvesiment
wits of Rs ’.‘Dﬂillium. MEC wis the highest, As the quantity of investment incremed
100 millaoes marginal efficiency of capital reduced 10 7 per cent only.
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6]
Tahle 1: Marginal EfMficlency of Capital and Ouantity of Tnvestmeni

Investment {in Million Rs.) | Marginal Efficiency of Capital (%)
m 25
4 I&
o 3
il £}
LCkE 7

Inwestment denand schedule can be illustrated with the belp of & diagram, & shown in
Pl

4. O wernical axis MEC is messured and on horizental axis stock of capital is measired,

Figure 4: Investment Demand Schedule
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b
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N

e,

Stock of Capatal .

AEL

MEC

It is clearly depicied in the disgram that vestment demand schedule s
downward sloping showing inverse relationship betwesn MEC and stock of capital,
Investment demand mad.lle can shift nghrwards o leftwards depending upon the
changes in MEC, I at the given market rate of interest, there s expectsion That
expected relums on investment will increase then subsequently, MEC schedule will
shifts rightwards. On the other hand. in times of depression, due o lesser business
confidence. there are expectations of falling expected retums on investmients and hence

MEC schedule will shift leftwards.
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From the sbove discussion, it 15 clear that marginal efficiency of capital and
marketrate of interest ore oo determining r'ucm@in investment decision, Interest rate
shows the cost of bormwing the funds. which is deiermined by the demand for and
supply of fusds, Marginal efficsency of capital is the anticipated rate of profitabilicy on
the wvestment/capital asget, For taking a wise decision e, whether o undertake the
INVESTmEnt in new project omed, i entreprencur psually compares the valse of MEC
Wills riate of |1E‘L‘HT- Investor will be interested in indertaking e mvestment o new
capital stocks as long as the value of MEC 15 more than market mate of inlerest, s it
imdigates the excess of cﬁcclﬂi relurns over the costol borrowing the  funds, 0F the
value of MEC is found to be equal to market rate of interest then investor can be
neutral in this siwation, I7 the value of MEC s less than interest rmae then no
investment will take place because cost of ing funds is more than expected
et fromm thas particular anvestment. This melationship between MEC, rate of inberest

and investment can be depicted with the belp of an lesteation, shown in Table I,

Tahble 22 H.ﬁimshlg: Between MEC And REate of Interest and Investment Decision
.EI;I.IPI]JE_.'F I._".:;:.pu:tl:ll MEC(r) | Rue of lmerest|  Investme |
Pricei ) Annual Returns {m %] (i) [in %) it
(im Ksl (R iin B4y Decasion

25000 LAY 4 4 Meutral '
25000 TN 3 4 " Profitable o |
urlertake
invesLmeni
25OHD L L 2 4 Linfavourahl !
= |
Froavs the above table it is clear that supply price of capital asser = Rs, 2 . having

ol return of Bx, 1000, MNow the decision of e investor will depend o i cost of
bommewing the funds and the comesponding retums on that investment. In the three
different scenarios, il‘l'l-'#bllElli seems 0 be profitable when the MEC=i, i, in seconsd

case where the MEC is 5Sper cent and rate of interest is 4 per cent, clearly indicating
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the positive differcnee.

48 Desision Rule for the Ent

After estimating the margmal efficiency of capitnl and market cate of interest,
entreprensur can ake decizsion aboul the investment, There are rules of thumb in this
Crnyfest

A If valve of MEC>i, then investment project is acceptable o the entreprencur
B, I valve of MEC=, then the project is accepiable 1w entreprencur only on the
non-profithasis.

C. If value of MEC<i, then the investment project is rejected by the entrepreneur

Check Your Progress- LI
Q1. Define Marginal Efficiency of Capital.

Anms,

rrrrrrrrrrrrrrrrrrrrrrrrrrrrrrrrrrrrrrrrrrrrrrrrrrrrrrrrrrrrrrrrrrrrrrrr

22, Explain market rate of interest.
Ans,

2. What are the differemt rules of thumb for investment decsien™
Ams.,

49  Supmsry

Ivestment refers o the addition m the exsting physical siock of capital
given time peaod. Investment can be dassified in o ditfferent types. like- gross and net
investment, tonomoes and induced ivestment, ex-ante and ex-post  investment,
Gimoss investmicnt 15 'HTJ of net investment and replacement investment, whersas net
investment refers o the aet addition in the cxisting sock of capital.  Autenonous
inucﬁtm%[ undertaken usually by government on noa-profit considerations, whereas,
induced investment = intended by the %ﬁt mmntve. There ane teo main determinants
which affect the invesiment decision- margingl efficiency of capital and marker rate
of inerest. MEC is that rate of discount which makes the discounted present valse of
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:::pncﬁ retums equal o the cost of capital, Investment decision will be undertaken

wlien the marginal efficdency of capital is more than the marker rate of iserest.

410 Ouestions For Practice

A, Short Answer Type Questions
1, What s an imvestment function’!

(2. Differentiate between induced and autonomous investment.

(3. Explain the followings:
avCiross amd net investment

bR =inbe fnd Ex-posn mvestingenl
4 Explain Marginal Efficiency of Capital.
5. Define Marginnl Efficiency of Investmeni.

6, Dhfference bereween the MEC and MEL
(7. Explain the decision rules of the entrepreneur.

B. Long Answer Tvpe (Juestions
1 Elaborate the factors affecting imvestment decizion
Q2. What do you mean by imvestment? Braefly explain its types.
03, Explain MEC, alsy discuss the melationship between MEC, rate of mirerest

andinvestment decision
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4.0 Learming Ohjectives
4.1 Introduction
4.2 Basic Concept of Multipher
4.3 Multiplier Theorem: Derivation of Investment Multiplier
4.4 Operation or Working of Multiplier
4.5 Siatic and Dynamic Muliiplier
451 Siatic Multiplier
452 Dynamic Multipler
4.6 Limitations of Multiplier
460 Leakages from income stream
42 MNom-avallability of consumer goods and services
463 Full employment
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410 Working of Acceleration Principle
4.11 Limitations of Acceleration Theory
4.12 Summary
413 am'ilinns for Practice
4.14 Supgested Readings

40  Learning Objectives
Adver resding this unit, fearner will be able o
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= [efine the concept of muliplier
= Differentiate between static and dysamic multiplier
s Denive the working of mulfiplier
= Interpret the accelerator principle

e  [Hustrate the operstion of accelerator principle

4.l Introductivn

In general, equilibnum level of income and output is determined by the

aggregate spending level in the economy. Any change in aggregate spending will
consequently affect the income and oustpat level and this will funher result in either
unempleyment or full emplovment depending upon the direction of change. Increase in
the apgregate spending or consumplion t:.kpadinm: beads o mmlviple times incnease in
the wncome and carpit kevel and vice-versa, Rano aof this change in incorme and output
fo the change in consumption expenditure is known as the multiplier. 5o, the analysis
of multiplier mechanism helps us in understunding, E change in circular flow of
coonomic oetivity due to chonge in oany component of sggregote spending'demand

(consumption. investment. govemnmment spending or net exports).

Concept of multiplier was first embraced 0 macrozconomics analysis in the
1930, when Kevies wsed it m his analysis of income determination for explaimning the
Great Depression of 19%30s, However, this concept was introduced by FA Kahn in carly
1930 and Eater on refined by Keynes, Kahn has focused on the employment moloplier,
whereas Keynes has emphasised on investment multiplier, Empleyment multiplier
indicates that for any increase in employment, there will be multiple times incresse in
sporegate . employment level. Similardy, investment multiplier refers 1o mwnifold
increase in incomefputputemployment due to indtial mcrease in investment fevel in
ecnnomy, Another concept related o multipliens the accelerator, which is opposite o
multiplier. Accelerator refers o the change in investment level due o change in

aggregate pending/consumprion expendinsre,
4.2 Basic Concepls of Mulliplier

I Kevnesian approsch 1o income/onipal deferminstion, multiplier occupies an

important position, Mot only this, it is an important vorishle in the business cycle
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theosies ton, Keynes heliuﬁl that m any econmmy emplovment relies an the effective
dermind, which is. Turther mtemumda The constmpricn and investment expenditure,
Rimce, consumplion remains constant i the short-ran. it s the investment which led o
chamge in inceme/oupur level in economy. According 0 Kevoes, i0 is the  initial
increase in the investment which ployvs a significant role in income determination
process. So, ths eelationship in mvesiment and change in icome or employment of

outpul can be expressed in terms of muoltiplier.

An njecticn to circulor flow of economic activity leads to an increment in
ngmicanal income, this crement s usually laeper thay the extent of the injection. The
rati o incremental meresse in income we the quaniim oF Tresh mjection s relermed w
as muleiplier, The injestion w circular flow of economic scivity can take any form,
such as- investment., government spending and exports, These forms of injection, Fesulls
in upward shifts in the national incomefoutput. For example, if the economy is injected
with the investment of Rs.]1 crore, consequently notional income of the economy boost
up by K=3 crores. In this illustrafion income hes increased by three times, simply
implying that merese in investment has resulted in muliipde fimes increase m the

national income/dutput level in the economy.

We are concerned with the sutonomons investment expenditure ingurmed by the
gml:mma which will take the form of imjection to circular flow of economic activity.
In short, investment multiplier can be described s the ratio of chapge in income to
the change in monomous invesiment expenditure.

4.3 Multiplier Theorem: Derivation of Investment Multiplier

Ivestment multipher can be derived with the help of sgzregae spending
function in the two-sector economy, We know that in the equilibrium  position,
aggregate spending function i composed of consumpiion function and investment
function, In simple terms, income 1= either consumed or saved {=investments under
equilibrivm), accordingly the mcome cxpenditure is sum of consumption expenditure
and mmvestment expenditure in the economy. In slgebraic form, we can define the above
relationship as-

Y= +f R
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Where, ¥, is iitial income level, O, 8 the consumprion expendinare and 1, 15 the

autonomousinvesiment expenditure. Equation 1, shows the initial equilibrium in the economy.

Suppose that imvestment expendiure inceeased in the coonomy from F oo Ad and

thisleads to increase in the ¥ and C as well. Sothe | equation becomes,
A¥Y = Al+AL 20

AY. shows the change in imcome; AC, change in consumption and A, change in

investmentspending. Bearranging the above equation, we will pet-

P =ACAY + AAAY e
Here the mtio of c n consumption expendifure (AC) due to change in Income

fevel (A¥)s kiown a5 the marginal propesity to consume (MPC). Using this identity in
equation 3, we will obtzin-
! = MPC + AlAAY Y
AlAY= I-MPC el 3]
Taking reciprocal of equation 5 on bath sides,
A= fiif-MPrC) L0}
By panting A YAS = &, which is sctually our multiphier's coefficent, so equation 0 becomes-
ko= IT-MPC) A

Since, we know that MPCEMPE=Hsom or marginal propensity o sove and marginal
propensity o save is cqual o unity), so £-MPC = MPY, by using this identity in ahove

eguation,
= JMPE -y

Finally, value of multiplier ceefficient can be determined either with the help of MPC
or MP5. Eguation 7 and 8 are describing the value of multiplier and also  the
refaticnship between K and MPC and k and MPS. Following are the major results of this

functional relationship-

1 As the value of MPC vanes berween sero and unity, sumilady, the value of
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multiplierlies betwesn | and o«

2; There is a positive relationship berween MPC and & IF the value of
MPC ishigherlower, value of multiplier will be also higherlower

3 There is negative relationship between MPS and k. If the value of MPS is

Bigher, thenvalue of multiplier (&) will be lower and vice-versa,
For example. if the value of MPC= I, then putting this in shove formula,
k= IN1-MPC) = IEd )= 10 =
Stimikarly (Fthe value of MPC=03, then value of maltiplier will be,
k= I}fi-0F)= 5 =2

o thee othier B, i the value of MPS= 023, nultiplice will be cqual to-

k= IMPS = /03 =333
for the valee of MP3= 0.7, value of multiplier would be, &k =1.43,
44  Operation of Multiplice or Working of Multiplice

A discussed earlier, multiplier = the process through which income pets
midltiplied a5 an oufceme of kel investment in the economy. How ke operation of
multiplier goes on”? can be well explained with the help of working of multiplier. Let
us assume that economy is in the position of equilibrivm and governmem undenake an
sutonomous investmen of Rs. 100 crores. 3o, in the first period/mound, this will rase
the income by Rs. |0 croees in the econemy, paniculardy 1o tose engaged i the
investment goods sector, Further, assume thal marginal propensity 0 consume s
worked out w be B8, which implies that out of every ncrease in income, B0 per cent is
spent o consumer goods, Accordingly, B0 per cent of Rs, 1K) e, Bs, B crores, will
be: our consumption expenditure m the birst round, This ex penditore on consumer gonds
will form LE income o consumer goods producers. This idea is based on the
assumption that one persons consumplion expenditure = forming  anather person’s
incomne. Therefore, those who reccived Rs 800 crores ns income in second  mound,
they will spemd 80 per cent of this income on the consamplion activity, 12, Bs. &40
crores a5 consumption expenditure in this period. Similarly in thicd rownd, income of

RBs 630 crores will be generaed. Important point toomention here s that, this increases
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i income in esch suocessive round will goes on dechning and this poocess will
comtide Tl addinonal ncrease in income tends o fero. Ultimately, this process wall
end up when additional income becomes egual to SN (k=141-0.81=5. which mecans

income will inerense Tive thmes of imtial inerement i investoment),

[Mustration of working of muloper is depicted m Table 1, which clearly shows
the process of income generation by an additional mvestment of Rs. 1000 crores in the

x‘l,.:dem.

From table o 1 it is clear that injection in the circolar flow of income will leads
tor i ltiple dmes increase in the ixeome of the econemy. It is generally perceived that
it willtake around two-three months" time to actualise the expenditure incumed in each
preried. This gap i realisation of consumption cxpendiiure i fermed s the mulisplice
period or propagation period.

Table 1: Working of Multiplier

Change in
PeriodRound | Cremgein | Inceme Generation or|  Comsumption
% investment (Al) | Change in income Ex penditure
(4¥) (ACHMPC=0.8)
| 1000 1000 ¥0
3 ™ EO0 640
2 - G4 512
. - 502 409 6
: = 409, 216
6 B
Liasl ruasnl -k 0 o
Teal 1000 00 4000
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So. multiplier perisd can be defined as the mean‘average time which wall be
invalved in comversion of PO = C O RS W PC= A N O, 2 when income received s
comvertad into consumption ad this consempiion expenditore beowmes someone elwa's
inceme, Shilt from ope sound ey amsther round, will lesds e gradual Gall in thi

consecutive sdditions in the income.

The working of multiplier is illustrated graphically in the figure 1. Consumption
expendifure and savings are mesured along yv-axis and income'ouipel mesensd sloag
x-axis, b is assumed that ecomomy & in equilibrivm and it s indicated by consumption
function Cea+by and initisl investment given by the line £, which is parallel to
horizontal axis. Further, with the given mnsmnq:linwunctinn and myvestment level,
agpregate spending/demand is indicated by O+l Equilibrium level of income is
determined of Y/, where agpregate demand (C+0) curve imersects with the aggregate
supply curve LAY Appregate supply = equal to sddition of consumption expenditure
and savings (AS=C+5)

Figure 1: Working of Multiplier
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With the injection of atonomeus mvestment in the system, onginal invesiment curve
b shifted wpword o A1 curve, This upward shift in the investment schedule results

in shift in aggregate demand curve from C+F to OHI+AL. The new AD (Agpregale
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Demand demand curve intersects the AN { Aggregate Supply) curve at poimt E2. hence
equilibrivm level ofincome shifts aghtwards fiom FF point 1o ¥2 poinl. S0, increase
in national imcome (A ¥} conbe expressed as-
AY=¥Y2-F =¥IY2=EIM

This increment in income is the cufcome of change %imeﬂmem (A, If we
look at the fgure, we can notice that increase o income is more than the incorease in
investment level
12, AY=AlL which implies that there will be mubiple times  increase '&thc inCome

due toinitial injection of investment, So, the mulfiplier can be expressed as the ratio of

change in income due to change in investment level, alpebraically,

m= AFAJ here mois the investment moltiplisr.
Check Your Propress- ]

L3I the valve of MPC=005 what would be value of multiplier.

On the basis of ame lag mvolved in comsumption function, multipler s
congidered as stane and dyvmamic, Under siage molophier, noe time Iag i avolved,

whereas, dynamic multiplier considers the time involved in consumprion respoase.

451 Static Multipl

Actually, static multiplier is independent of tme, this s the resson that stacic
multiplier is olse knowmn as comparstive static multiplier, simoltanesus  meltplier,
logical multplier, fmeless muloplier and instat multiplier. According 10 statc
multiplier, if' there 1= change in the invesiment in the economy. then it will coause

immediate change in the ipcome levels, means oo time lag is involved in response. In
T1




simple terms,  static mulopler entails that change i mvesimest  resulis 0
instntaneaus change i ncomne, For exanple, of govemnient injected the investment of
Ke 1in the system. it will instantly increase the society's income by multiple of Ee 1.
Working of static multiplier is explained in e earlier section and the ilustetion shown

in Table 1 &= an example of static multiplier.

In real world. we are not dealing with timelsss sconomic activities, we are living
in dynamic world. So, lime lag = involved in initial sutonomous isvestment and final
change in mcome, moreover, senes of successive rounds huppen in order o complete
the working of muliiplier, Therefore, limitation of static moaltiplier = that i does nod
consider the course of time invedved in completion of the multiplier process,

It is also termed as penod multiplier or sequense multiphier. In controry to statie
multiplier. dynamic multiplier, considers E fime lag involved in working of multpler.
According  to dvpamic muoliplicr. change & investmemt will ot cause
immedizte/insient change in imcome of the econsmy rther it & o gradual process
thraugh which rhwmne will change. 5o, this multipher is fundamentally a stage-by
stage coleulaton of clange in income due © change n initval investmem @ this
process will contnue il the full potential of multiplier is comprehended,

Let w5 assume thal mitally . oor economy is m equilibeim posinon, Government
injecied the system with the auioammous investment of Rs 10000 crores.  Suppose
further that this investment is undertaken on the purchase of capital zoods and labour,
which leads to increment in ineome of capital goods Edun:m and lahourers by Bs
1000 crores in the period 1. denoting this by AY(. IF the marginal propensity o
consume 15 found tn be (L8 of the society. then it implies that who received this
income (Ks 1000 crofes), will make consumption expenditure of BEs 800 crores.
Consequently, in neat period, income of the consumer goods producers rises by Rs 800
cromes, densting it as AY?, Fudher, 80 per cent of this B> S04 crores je, Bs 640
cromes, will be increment in income in peried 3. denoded by
AVi. This procedure will go on wntl the increment in income and conswmption

expenditure 15 reduced 1o zere. This illustration is pre-assuming that there is one period
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lag in the change in consumption expenditire doe o change in mcome of the economy

ig. change inconsumption expenditure 1o be incurred in ©ime period is the fanction

of change i incomein =1 time perod,
This exercise af dynamic multiplier can be summed up i the fallowing expression:
AY=AYI +AT2 +AFT + A¥d + i cniiinn + At L)
S0 the seeregate change i ncone (A Y due toonimal investment of Bs 1000 crores, will be-
AY = 1000 + 10008 + PO (0EF + 1000 08F + M08 + .+ 100 (0.8
Al = N+ SO0+EL04 5124327 74 oo+ — 1 = SOIND
In ordes g match this aggre pate increase 10 ncome, we can compuate e value of

multiplier as, ratio of propertionate change in income ¢ proportionate change in

invesimenie.

AYAT = SNE 0 = 5

Since in period 1, increase in income is equal to the astonomous investment. so it can

be written like this, AYi= Afand dynamic multiplier can be generalisel as-

A¥=Af+ Aficl + Af(eP+ A (e s A iel™ o HAT e ()
A¥=Al{l + ' 4+ v+ + Y A 3)

In equation 3, ¢ is the marginal propensity o consume, replacing the sum of an infinite

geometrc series by L l-c ), we will get-
A=Al 1<) L4
By putting the values of A= Rz 100 ceores and o= 0.8, we ger
AY = M (108 = PRSI0 2 )= NS = B SO0 crores

From cguation 4, it is clear that cumuolstive change in aogregale income is edgqueal
e 3 multiple of incfease m aulonmmons imvestiment expendituce. The tenm f¥ ), 15
termed &= multiplier, whereas equation 2, implies the working of dynamic muliplier in

the coonoasy .,

46 _Limitations of Multiplicr
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Altlaugh, it kas been realised that mvestment multipler plays a determining role
in econemy and helps m bnnging about desored resulls in incomeoliiperemployment,
Still. it = ot free from limitations. 1t has been seen that in order to achieve the target
growth e, nation just need wromeasure the essn reguirement of investment, given
the value of MPC. Butin reality. we can't compute the quanium of investment reguired
to push the economy, with so mach cxactess. So. the limitatons of working of

multiplier can be classified into three main categones-

46,1 Leakages from moome stream
462 Mop-availability of consumer goods and services

4463 Full employment situation
46,1 Leakages From Income Stream or Leakages in the YWorking of Multiplier

It iz clear from the above discussion that value of multiplier is neither one nor
infiniy, We never spest the whale amount of increase in ipcome and never saved the
whide increased portion of income, Fesson behind such behaviowur is thet thene ane
many leakages under income stream, which reduced the speed of income propagation
process ond hence the working of multiplier gets affected. Moreover, under theory of
miltiplier it is assumed hat cenain portion of incressed income will be spent on the
consumer and copitel goods. Bt in reality, society tends tospend on the vanions non-
consumplion and non-capital goods. These iypes of expenses are termed as leakages
from income siream in the process of multiplier, These kakages include, like savings,
debt  cancellation, imports, hoardings. purchsse of existing wealth ete. Detailed

discussion on different tepes of leakages from mcome stream Tollows as-

1y Paymend of Past Debts: 17 the increase in income s used for paviment of loans
purpose, then it will lend to full in marginal propensity to consume, This decline in
MPC. further, reduces the value of multiplier.
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2y Bavings and Hoeardings: Savings arc considered & an impoertant Ir.-ahn&in thi
multiplier process. As we know that thene is inverse relationship between marginal
propensity o save and value of multpler, therefore, moee the share of additional
ingome goes for savings: less effective will be the multiplier, On the mber hand,
activity of hoarding e, high liguidny preferences also resimers the value of
multiplier

3 Porchase of Existing Wealth: This 5 also an imﬁ[;ﬂnt type of leakage o the
wikingol molvplier, IF the seciety hove o endency o spend the increased portion
ol their income on the purchase of exiging stock of wealth and property such as
real estate, second-hasd consumer durables, puichase of shares. boads, socks
and securitnes elc, then it will inlubit the process of income propagation beciese
such rypes of expenses never come back in consumption stream, heonce affecting
the waorking of multipler,

4) Imports: IF the economy 15 open econemy, then mflow of foreign prodiscts and
services, negatively affect imcome propagation process of the economy, This s 50
becanse, income spent on the imported goods and services will flows out of the

coumiry and having the lesser chanees (o come back o income stream of the nation.

452 Li
Don-Avallability of Copsumer Goods and Services

The theory of multiplicr s bﬁd oot the pre-assumption that there s officient and
instantancous supply of consumer goods and services in the system. But in practice,
this is not the case. Supply of consumer goods and services does ool respond
instantaneously o the increased demand, time lag is always there, So, tme dimension
invalved inoadpestmend pm.ﬁ has been ignored. In course of Ing period, increased
income penerates additional demand for goads and services which in marn  generates
the demand pressure and thus resulting in rise in prices {inflation). Theses rise
prices reduce the comsumption expenditerein real wmmns, which restrain the muoliplier

citect.

46,3 Full Employment
Working of multiplier is not compatible with foll employment. If the
economy is in full emplovment or close to full employment situation, then futher
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increase i production capacity s mal possible. Thus, increase i aulonomods
investrment will only resull in milaion, nol the generation of addional real mcome in

the economy.

47 Multipl LLDCs: K CAMPC | Multiglier Parad
As per the multiplier theory, higher the value of MPC. more effective will be the

miltiplier and vice-versa. Further, lower the mcome, higher proportion will be spent

(higher

MPCE. In context of fess developed cowntries (LIDCs), it was found thst moeme., saving
and mvestment rotes were fow as compared to developed countries scenario. In the
LDCs, usually the saving rates are lower, which implies relatively higher MPC. It is
perceived under the multiplier theory that higher the value of MPC, higher will be the
size of multiplier, Therefore, in LD, higher value of MPC should accommiodate
higher vitlues of muoltiplier and bence given quantum of sionemaous mvestment should
result in higher employment and output and conseguently high cconomic growth rates,
But in practice, (s whole scemirio does nob hold tree in case of less developed
countries, Generally, in LDCs value of multiplier and rate of economic growth are
lower. despite the larger size of MPC. This shows a paradoxecal situation in context of
multiplier theory and is termed as Keyoes' MPC and multiplier pamdox. 8o, we can say
that Keynesian investmest multiplier s oot compatible with the less developed

couniries,

The reasons behind, non-applicabilicy of moltiplier principle w less developed
couniries sre the assumption taken by this principle, These  assumptions  are mot

fulfilled by tlie LS.
Acssumptions:

13 High level of indusirial development in the economy

2y Existence of involuniary unemployment

30 Existence of excess productive capacity

4y Price-clostic supply of goods and services

50 Absence of dynamic changes e, wehsological progress, capatal
formation andaccumulation, factor supplies ete. remains constant
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ar Based on the closed economy model

Th Imstantoneous changes in consymption expepditure a5 resalt of change in inceme

Many of the shove-mentioned sssumptions do not bold in coase of LINs, According to
YRRV, Ean (1952), there are ceramn other reasons (along with these assumpiions)
beliund this mapplicability of maltpliee theary 1o LIS, Chiher reasons include, the
circumstances prevailing under LDCs, such as- pre-dominancy of agriculiure sector,
substantial  portion of  disguised  unemployment, shortage of  capital,  outdated
technology, existence of non-monetised sector tharer svstem) and production for self-
consumplion purpese. Doe b0 these features of LDCs muoltiplier does ot weork
elfectively in LDCs,

Check Your Progress- 11

(31, What do vou meen by stetic multiplier”

X What are the leakages in the process of multiplier?
AlE,

BRSSO S8 0 T e I o o e o T i T e e B L e S e TR o

48 Acculeration Theory and s Working

Im the previous sections related to principle of multiplier, we hawe scen that
investment 1% treated a5 the antonomons and most impaermant vaciable in income
determipation process. However, the posi-Keynesian refinements in the invesiment
theory kas realised the inerdependency of the investment mﬁmmu on each other,
That is level of investmemn relies on the national meome and naticnal mesme in o
depends on the level of investment, This interdependent comelation among income and
mmvestment 15 cxplained by super multiplier and secelermor principle. We are here
concerned mainly with the acceleration principle. popularly known as aceelerator theory
of investment. Principle of accelerntion was developed by A, Aftalion { 1909}, Hawtrey
(1913) and CF_Hikerdike (19145 and 1M, Clack (1917). The main wdes of thes theory 15

that accelerator is related o guantum of desined or oprimum stock of capaal rather than
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change in nulammﬂ mmvestiment. So. the basic relationship with which we are
concerned, i, refnonship between clinnge in level of oniput &l volume of imvesiment
spending, 5 known as the scocleration principle. As we know that ratio of capital siock
L0 UL B termied @ capial-ouip ratio, this el is known as seceleraior under this

thizory.
439 Assumptions of Acceleration Theory

This theory 15 based on some assumptions, which are as follows-

Iy Capital w0 ouipur ralo of accelerator coellicent is assumed 1o remain fixed,
This fisedratie, further, implies that there is absence of technological progress
in the ecopomy,

2y Capital goods in the economy ane fully wilised.

30 Absence of excess capacity,

4) There is no upper limit on iovestment, which implies that supply function is
perfectlyelastic.

5y There is absence of time lag between demand and produection, ie.
instantimeoussd justment in demand for and supply of product

a) Met investment will increase mstantaneously with the mcrase in output
in theecommy.

71 Supply of funds is clastic i.e. no financial restriction on availability of funds.
410 Working of Mcecleration Principle

According to acceleration principle. investment enlarges the stock of capital as
e capital is required o preduce mone sutput, Increase in outpul can be broughi with
the belp of wehnological sdvancements also, but for simplifications we have assumed

that capital-outpur ratio remains comtant in the svsiem

Let us assume that e cutpat of firms in the economy is measural by ¥ oand
the stockof capital required to produce it be measured by K, Capital-output ratie (& F)
i5 indicated by v, S0, the formal relationship between capital stock and the output can
he articulated as-
K=Y

i
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= K'Y
Here vilkue of v s assumed 1o be more than unity i, o=/,

With fixed capital-output ratk over time, the desired stock of capital will change
over successive e perieds oy with the changes in output levels, Considering the
soume perticular time frame as €, preceding imie periods a5 t-1 and -2 and subsequeent
(FT T i as 1 and 1420 sccording to this we can assume  that o peged -1,
desived stock of capial wes required w produce the particular kvel of oupet in period
=1 . Symbaolically,

Kr-i=v ¥t vl

When there is increase in ourpat bevel from Fr-0 o ¥e, i will lead o change in desired

stock olcapital alsc, from Kr-J o &, ie.
Kt =vlp wl2)

If ﬂ:cﬁis rise in desired stock of capitel, then it s measured by H’r-a. I In arder o
raise the stock of capital, net investment expenditure {f3) is required, which is equal o

the difference between the capital stock int and t-1 time period. In equation terms-

Iy = Ki - Ki-) N

By using 150 and 2nd equations in 3" equation, net investment can be expressed s

=¥ -l = I.'.|"|"'1I - Y- 1) ...I:-f:l

This equation implies that net investment during t period relies on the change in
putpet from -1 © @ perod multiplied by capital-oulput ratio v, Possible  outcomes

relsed 10 net invesoment-

Ao of Y=Y ] then met investment would be positive in period 1;

B. of ¥p<Fr-7, then el investmeni tums oul o be negative or disinvestment has

taken place in the economy in t period and

Coaf Ye=¥p-f, then there will be fero ner mvesteent in the ecomomy, b sioples
33

terms, given the value of v, any change in ourput level from -1 10 1 period is
respensible for the change i nel investment, which could be either positive or

negative.
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In awder to check out the importance of gross investment under the sceelesation
principle, we can make addition of replm.:emmrﬂvemmm i e equanon sysiem,
A owe have learned in the previous unet that gross investment i= equal o the swm of e
aned replocement investment, thereby adding the replacement invesineEnD Compoment
in both sidesaf the 4% equation, we oet.

Ii+ Ry = vk - 1i-1) 4+ Ry o L5}

Since gross investment (fgy, gross investment in & period in economy. ) is sum of net and

replacement investment, so eguation 3 can be represemied as
T =y =¥l + By By

This is the final equal of the accelerator theory, here v is the acceleraror
coefficient. It 15 clear from the abowve equstion thal value of scoelertor coeflicient, v,
depends om the output level also along with the capital -owtpul ratio. Forther, if the valee
of v 15 found to be more than one, then the required incresse in copitnl stock must
overweigh the increase in sutput.

Working of the acceleration theory can be better understood with the help of
numerical example exhibited in Table 2. Thiz example is based on certain asumpiions,
ie. capital-putpul ratio is considered w5 owe and rae of depreciation or replacement

investment is considered ag five per cent of the inital capial stock (in penod 1),

Table 2: Warking of the Acceleration Peinciple, With N=2 And RT=5%

Pene | Oupu | Bequired’Desire |Amm Replacement Mt Cinas
i [ dCapital Stock Capita Investment | Investme | Investme
|Stock Lo s

1 21K ELE] 0 20 1k 26k

2 210 420F 42 20 20 | Ak

3 220 440} 440 2il 20 ' Aip

4 250 500 500 20 60 | B0

3 270 Sl 340 20 4k il

fi 260 52 5200 i -2k ]
B 512 12 | 20 4 12

a 2300 i LH) FH) 20 2. | &




0 230 ik 4] 20 - | 2
10 20 <k 00 20 -6 | Al

Im this table colomn | refers toothe time peniods wnder consideration, column 2
provides us the information regarding outpat level in the sconomy in each period,
Since capital 10 sutput matio is token a5 two, so we can estimate the required stock of
capital by simply mltiplving the oatpat level with two, which is shown in column 3,
Actual stock of copital = given in column 4 and in column %, replacement investment is
given, which is sssumed to be five per cent of inital stock of capital. In cur exampile.
stock of capital in first peniod is given as Bs 404 crores, so replacement investment
i5 K= B crorcs (5 per cont of 4000, Further, column & deals with net investment,
which is estimated by subtracting the actsal capital steck in =1 period from actaal
copital stock o1 period, I last colomn 7, gross invesiment i5 compuied by simply
ackding column 5 and 6. The scceleration or deceleration in net invesiment can be seen
from codumn &, Upto pericd 5, there is scceleration in net investment, after that process

of deceleration has started,

On the basis of above illusiration, we can measore the change in oulpul in
periad | and 2, 5. 10 units increment in outpar level has been registered, Provided the
villise of ¥ a8 Iwe, pross investmenl reguired in order o achieve s increment of 10

units in output level can be estimated as-
fa = vi¥e-¥e-1)
[pr= 2{210-2(0} = 2%1{} = Rs. 20 croves.

Simikar calculation can be waorked for ather perinds as well.

411 Limitations Or Criticism of The Accelerator Tt

Accelerator theory suffers from senous defects and these defects are mamiy
bpsed on the rigid assumptions taken by this theory, Some of the points of criticism are
s Tollows-

1y Constancy of Capital-Ouiput Babio: Acceleration principle is based on fixed
value of capital-output retio, Under the dynamic and uncertain situations, we
can'l petain this constancy. Moreover, in realaty this ratio s Fewnd o be
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2)

3

4

a)

)

datermined by changes i echnology. expectatons, uncertanty, changzs in
composition of outpur et fscrors,

Absence of Excess Capacity: [t has been assumed that there is imexistence of
eXCEss capacity in consumer goods indusiries, which iz oorally weong,  In
practice, firms always maintain reserve capacity in order W caplure the
sudden nercase o demand. In such circumstances, sccelestion  prasciple
bhecomes less effective or ineflective.

Financial Limitatien: According to this theory there is no ceiling on availability
aof funds, But in pratice, thene are financial Rmitations on meeting the additnonal
capital requirermnents.

Time Lag: I his Been dswmed at hese 13 no thme g betwesn demand and
production process. In reality, existence of discontinuities and indivisibilities in
the production function bampers the production process and prevents smocth
and instant adjustments.

Profitability Considerations: According to this ponciple major ebjective of
forms isto maximise their profits. Business firms do mot always foces on profit
maximisation goal, there are many other ooals along with this goal. Such &,
sales maximization goal, securing certain market share, builling reputation ele
Lacks Practical Ufility: Thes principle lacks practical wtility, According to this
prnciphe, for acceleraton coefficient o work i effective manner, full capacity
is 1 pre-condition, Stissceal evidences Toave shown that Tull camcity rarely

CRISE,

Although, this theory is less practicable, stll it can be used along with other Factors by

ceomomists e explain the oscillations, which are observed in investment in the

ety From time w time,

Check Your Progress- 11

Q1. Define Accelerator

Anms,

QI Discuss any e limitations ol the scosleration theory,
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412 Summary
Investment mulnpher can be descnbed ﬁwﬁ ratic of chamge in income o the
chamge n amfonomots invesiment expenditere, The value of multiplier depends upon
the marginal propessily 0 consume amd save. Om the basis of tme dimension,
distinction is made between static and dynamic multplier. Further, sccordng to static
mudlriplier, iF there is chage in the nvestiment in e economy. then i1 will cose
immeadigte change in the income levels, menns mo time lag 15 imvedved i esponse.
According to dynamic multiplier. change in mvestment will so1 casse immediste or
instant change in income of the cconomy rather it is a gradual process through which
¢ mcome will change. Accelerator is related o quantum 1:fde.=.irud oF OpLinLT
stock of capital mther than change in autonomous investment, Kelationship betwesn
change in level of ourpat and volume of investment spending, s known as the
acceleranon prineiple. Theory of acceleration principie is criticlzed on the basis of

rigid nature of its assurmpbions.

A, Short Answer Type Questions
1 Describe the meaning of imvestment multiplier.

02, Define dynamis multiplicr with the help of example
Q3 Explain the concept of MPC and multiplier parados.

(. Give assumptions of acoelemtion theory
(5. Discuss the leakages in the working of multiplicr
00, Briefly explain the working of acceleration prmciple
B, Long Answer Type Questions
1. What do you mean by multiplier? Denve investment multiplier,
02, Differentinte statie pnd - dynomic muoltiplier and discuss in detuil the working of
miultiplier.
02 Explamn the Bmataions of muliplier in detal.

(4 Critlcally examine the theory of aceeleration,
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0 1 e i
A frer reading this unit, leamer will be able to:
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& Kpow aboul the meaning of the business cvcles
& Deseribe the different phases of business cycles
o Define the concepr of the inflation

o Koow abowt the different tvpes of inflation

¢ ldentify the canses and the etfects of inflation

21 Introduction

This umit theows light on the concepts amd tvpes of business cyveles as well as inflation.
Mozt of the clazsical economic theories are based on % assurmplaodt that the economy s always
inequilibraum. Any deviaton from that 15 oaly for the shon period %In the bong mun, the
COOMITHITY :mlnmatical%n:.urh:ls the full empioyment kevel, where the supply crcates its own
demand (Say. [K34) and agerepate demand is eqoal o apgrepate supply, These theories also
assume that the savings are passive in nare which means thar they adjust themselves acoording
i the demand for invesunent, Hence, there = no need of povermment imervention. Bur in real
lifi, we Tosd gaps in aggregate demond and aggregate supply along with the gaps in savings and
investment. I government does not intervene, then these gaps conbinue to exist for a long period.
Thes leads 1o inflatorsey o deflatonary tendencies i io the sconomy. Keynes (1936], oo, has
pointed oot that underemployment equilibrium is the geneml condition of the economy. He tried
oy show Ht paps in ageregate demand and supply through his psychological law of consumption.
He said that o marginal propensity to consume being less than one, causes the murning peints in
any business cycle. Schumpeter (1961) says that the innovations are the casses of cyclical
Muctetions in the economy while sccording o Samuelson (F94R), the besiness cycles are cansed
by the imeraction of accelerator and the muliiplier, All these reticians’ cmphasis that any
marke! economy gocs through several fluctuatons. Theretore, 495 imporant o know sbout the

cofcepl. ypes and causes of business cveles in general and inflatkon. in particular,

s Meaning and Basic Concepts of Busingss Cycles

Busipess oyeles, trade cycles, oyelical fluctuations are being identified by many
coonomiss @nce 19th century. In economic literature, Clement Juglar s supposed o be the firss
coomomists o talk about itin his writings. Some also call these oycles as Juglars after his name.
Mitchell and Bums defing @ business cvele as o evele which consists of expamsions ansd

contractions in vanous sectors of the economy at the same time or at different time. periods,
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giving an overall picture of expansion or contrection. This sequence of change is recurrent not
periodic. The dumtions of the cycles may differ from secior to sector or from economy o
econmny, depending upon the macr economic policies, In short, 3 busingss cvele exhibis a
wave-like Huctustion in economic activity which expansion or prosperity iz followed by
contraction and vice-versa, Some trode oyveles ame of shorter duration snd may last for two o
three vears while others may last for longer period, of say B-10 wears o even larger, The
experience of various economies has displaved that there is so Fixed deration of o complete
cvcle, Even the cyclical movements within a single cycle may not be svmmerncal, 2.
movement towards the peak can be pradusl while to thet of the trough con be sudden or vice-

VET L,

2 Phases of A Cyele

I economic theory, atrade evele has four phases, which are mentioned below:

Szh1 Prosperity

It is & phase thint s characerioed by rising income, employment and output, there are oo
unemploved resources, wages and consumption levels are high, prices are nsmg and profitability
i5 also very high. Thus, during thas phase, most of the ceonomic activitics mre moving towirds
their poak kevels. This period is also called as a peniod of inHlation. General optimism prevails in
the economy, This phase also witnesses the cunmwifative growth of consumption of durables as
well as non-durable ifems, giving a boost © agriculiure, mdosry a5 well as services. The
confidence in future 15 50 strong that people are creasing investments in Fimancial and nom-
limancial imstroments and real estate, Bul this remd cannot go for ever, The lorces of expansion
get weaker with time. Margina! propensity to consume being bower than one leads to slower
growth in consumption than income which results in o overprodection, further causing o
stagnation in prices, profits, additional investments, emplovment ele, before they move o g

declining phase.
12 Becession
As we have seen above  that the slowdown starts in the period of prosperity itself and

after ol the economic activities reach their peak level, declining tendencies ore set in, Since the

optimism of the earlier phase did aet bring the desired results, the investors, prodiucers as well as
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the households become skeptical in making pew investments. The peojects are halted. flow of
credit o existing projects/ventures slows down or stops. This lead o declining prices, lower
WiEes, hﬁﬂ' rate of unemployment etc, The level of investment cannol be increased by
reducing the rate of interest as the margingl efficiency of capital is declining duning this phase.
Thus. this phose is characterized by controction of every cconomic sctivity, wet the real
eeonomie variables remain above the equilibrsm path,
Sob  Depression

['-"E].'IFN.'SSE‘.II.‘I % dismal condiion of The reCessionary tendencies, This 1= the phase when
all the economic vanable atains & valee below the equilibrivm path, During this phase, the
production, investment, employment, prices, peofitability cre. undergoe a subsiantial declise. The
rate of interest remains af the lowest level, sl the inveswors are ot willing 1o make any
investments, They rather prefer to keep the money with themselves. This phase expenences a
liguidity trap and all sectors of the economy like manofacturing, construction and services
experence 3 substantial fall in investment and many enterprises just shot down due o exiremely
pessimistic coonomic conditions, This phase is also weomed as a phase of deflation. Beardsh
tendencies prevail in the financial sector, peaple lose money on the value of their securinies,
shares or other fnancial instruments. Unemployment is also ac its highest level and there i a
sharp fall in demand despite the fect that the prices are falling. However, this phase s also not
permanent, After. many wa:w enterprises have left the market. the gap in demand and supply
narrows down. Though, the Tall in income  and employment leads o f&ll in conswmption
the Tall im consumption is mal as sharp as that of the income, This furher leads 1o Fall in gag in
demand and supply. As a result, the fall in prces, peofitability and employment is checked and
the economy starts gaining some reliel trom the declining tendencies. Some sectors start gaiming

same confidence in the econamy which lead the econamy 1w the path of recovery.

24 Becovery

This phase begins by the lower turning point from the period of depression and ends of the point
of equilibtnom from where, the prospenty starts, This phase hhl)‘»'-ﬁlll: signs of restormg the
huziness confadence and every economic activity starts improving, The level of incoime, ot
and employment stits incressing. The mvestors stan making new investments, e stalled
projects may restart dunng this phise, An increase i wages, profits and interest alse leads (o
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incresse in demand which further increases prices, profitshility. rate of mvestment and hence.
emplovment. The financial sector also regains the confidence of the investors & securities and
shares stan showing increase m thelr values, This, money starts fowing in, giving a renewed
life to the cconomic sctivities, which leads to fading sway of peneral pessmism that was
prevailing in the ceonomy during the preceding phase. But the cconomy still remuins below the
equilibrium level. The shorter this phase is, the guicker will be the transformation of the
cvonomy to the path of prosperity

Above meitioned four phases of a business cvele can be observed from figure 1, In
figure. the cyele starts from point A . where the economy was in original equilibrium. From A to
B, we can see the prosperity phase which starts declining after the economy reaches its peak al
point B, Then from point B 1o C, the economy witnesses the penod of recession, This phase
continues uptil the economy reaches the equilibrivm level, But as the declining tendencies do
nod stop, the economy slips below the equilibenam fevel and enters the phase of depression
which ranges from point O to I3, Finally, the ecopomy recovers from the declining tendencies
and & wrning poant a0 the dough, marked by D besds e economy bagk o the poinn of
equilibrinm, This is known as the recovery phase, In figure, it s marked by the movement of the

cosnomy from point 2 e E.

Figure 1: Four Phases of a Business Cyele
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Check Your Propress-1

O, What do vou mesn by secession?
A

2. Delime the business cycle of depression,
A

A Saaaans

24 Muaning of Inflation

In common parlance inflation often refers o0 8 sustained increase in prices. Yel. the
economisls differ m their approaches while detining inflation. Some simply express it as fall in
value of money at o constant rate of growth. They say that it is & purely mosetary phenomenon
when o much money follows too few poods. Thos, it follows that incresse in monesy supply

cobses Fs2 i prices aloag with the fall in purchasing power,

5.5 Types of Inflati

Inflation is further categonized on various scales, Some cateporze it by its causes, some

by its e of occummence while some by 0s mite of clange. These tvpes dre discussed below,

551 Typesof Infation by Level of Empl L in the E
Most of the Keyaesian cconomists think that infladon occurs afie fevel of full
employment is achieved in the economy, They say, any nse in prices before the level of full
employment only induces the invesiges o invest more which furiher leads to increase in demand
for Factors of p clion and pushes the econemy towards the level of full employment. Keynes
apined that the jo 18 caused by the excess of effective demand and bence open inflation
occurs only ;&cr the level of full employment is achieved in e cconomy. He says that any
increases in quantity of money before the level of full employment increases the level of
income, sutput and employvment proportionately and any increase in prices during this phase is
mainly due to the structural bottlenecks. Therefore, any intlation that ocours before the level of
I emplovment 15 achieved is rermed as semi=inflanon, reflation or borde-neck inflation, Bur &
the level of full employment is achieved, any increase in moncy supply leads w pressure on
demand for productive resources  and since all the resources are already  fully emplaved,
therelore, it heads v sharper increase in prices. Keynes calls this phase as o phase of apen or rue
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inflation. These types can be observed from the figure 2. The figure shows that FF s the level
of full employment. curve QEF shows the price level and E = the point where the fuoll
employment i achieved, Below the curve FF, as money supply increases, it leads 1o slower
incresse in prices than the period after level of [ull employment is achieved. This is shown by
lower slope of the curve QE then that of the PE. Thus, we can observe that the cconomy faces
semi-inflation, reflation or bottleneck inflation below FF and open or true inflation shove the

curve FF,
Figure 2; Types of Inflation by Level of Employment
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Crpen inflation may assuine different types by the mfe of change m prces. Initially,
prices may risc at a lower rate but if the problem is not overcome by consciomn palicy actions,
the situation may agomvate. Little doses of mflotion are considered as the oxygen of the
cconamy as it gives the investors a fecling of optimism that their profitability s risimg.
Herwever, a very high rabe of inflation may cut their profils deastically as the cost of inputs also
increascs. The ecommisis belicve that not all types of inflation are bad. A smallee rate of change
in prices is good for the economy. They call this rate a5 creeping inflation while a mate of
inflation higher than that may Fall i to 8 category of walking or running inflation while the
hyper-inflation is caused by wars, a catustrophy or some other emergency situation which halts
the prduction with drastic sconomic consequences. Under such situations the purchasing power
of the money people have in their s is eroded overnighe, However, under norml
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CirCumsianges, any eConomy may g&ﬂlmu[.:h the phases of creeping. walking or running
imflatian, Figure 3 shows thess types by the mie of change in pnces. The curve OA shows that
the prices are increasmg at a very slow rate, usually less than 10 per cent per decade or kess than

| per cent per anmum. This curve shows ﬂﬁ.ﬂt of cresping inflation. The curve OB shows the

case of walking inflation i 2. the prices ane rising at & rale of ELI'-JUEL'::M per decade or 34 per

cent per anmumm while the running inflation {shown by curve OC) shows that the mte of change
in prices i5 about 1K per cont per decode or 1 per cent per vear, On the other hond, the curve
OD shows the case of hyper-inflaton which means that the prices rise by 100 per cent in a
penod of less than one year and the cumulative change in such cases can be more than O per

cent in & decade iF il is left wnchecked by any goevernment. This will definitely lead o
devasiating conditions for any economy

Figare 3: Types of Inflation by Kate of Change in Prices
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2.3 Tvpes of Inflation by the Capses
i this secion we will discuss the (vpes of inflaton by their couses. It is generally stated
that inflation can be caused by both demand and supply sides. Hence, it can be called demand
pull or cost push inflation. All other types like credit inflation, wage nflation or stnuctural
inflation can be pet under these two brosder categories.
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2531 Demand Poll Inflation
This type of milstion s cwsed by excess demand. relative 1o the avalable supply of

goaeds amd services. When ﬂﬁmmw has alresdy reached the full emplovment level, there i3
noy pesibility of mereasing the supply of poods and services bot increase in supply of money
incresses the demand, This leads o increase in prices in faciors as well as poods marker, This
can be observed from figure 4, In this figure, 5 s the supply curve while %is the eniginal
demand curve, The orginal eguilibrium is obtained ig}ﬁi level of prices and the economy is il
the level af full employment as wie can sec that after the point of e g 0of oraganal demand
and suppl ¥y curves, the supply curve becomes parallel 1o Y-axis which ma:ar&ﬂml: the supply of
ponds and services cannot be mncreased with existing resources. Hence, any ilammn in demand
will lead to increase in prices. The figure shows that as the demund increases, the demand carve
shifts upwards to [ and the new eguilibrium 15 atained at higher prices e, OF1. Similardy,

when demand further increases wo D7, the prices also morease o OP2.

Figure 4: Demnd Pull Inflation

Ya munm.l—s

The concept of demgind pull nflation can also be undersinad with the help of the 15 and LM
curves, Figure 5 shows that the initigl increase in excess demuond is o e exient of Y0Y 2 as the
5 curve shilts from 150000 15] . This leads to increase in prices and new equilibrivm s sttained
al Y1 st an imerest rate higher than the ergingd O, During this process, the contrmgtion in LM
curve oocurs due 1o two reasons, an increase in excess demand. shifts the existing resources o

transsetion purposes snd there will be kesser demand for speculotive purposes of higher rte of
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Intzrest. Further, increase in prices resulting from this excess demand :ﬂs:acduc‘r:ﬁ the real value

of the money balances people have in their hands, this is just like a fall in money supply. Hence,
the LM curve shifts inwards 1 LMp] and the final equilibriom is restored ot Tull employment

lewed pe., YO bt st hugher mate of interest ad praces,

Figure 5: Demand Pull Inflation: 1S And LM Curves
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Another view point is that instead of excess demand, the prices rise due o increase in
cost of production, it may eccur due to demand for higher wages by the lnbour unions, incresse
in prices of raw materials o other inputs or due (o a higher mark-up by the sellers, especially in
an oligopolistic market. The ides of cost push inflation was put forth in its theoretical form by
Thorp and Quamdt {1959, Whenever, there is an increase inoprices, the producer will ask for

higher prices tor the same level of supplies as their cost of production has increased.
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In fagure &, DIy is demand cur&mﬂ S50 = the original supply curve, The omginal
equilibrinm i= arained ar 1:ni1H'. where the economy iz at the full employment Iﬁll. After
increase in cost of the inputs, the marginal cost of production incrzases as a result, the supply
curve shifts from 550 o 551 and the new equilibmium is attained at poist 'B'. This leads o
inerense in prices o 0P and spemployment is crested 1o the extent of Y0¥ ). A further is cost
shifts the supply curve o 552 and the poce level inereases 10 OP2 while the level of

uncmployment mereases 0o Y0¥ 2. Thos, the menease mn cost nol oaly leads o nse in prces bt

also an increase in unemployment.

The working of cost push inflatson can also be understood with help of the 15 and LM

curves, as shown in figure 7.

Figure 7; Cost Push Inflation: Is and LM Curves

&

In this figure. the original equilibrium is wmm where IS0 and LM intersect each other and
full employment i achieved o O%0 and the rate of interest 15 H). With an incresse in codt of
preduction, more of the money & spent in purchase of npurs w less of the money 15 left for
ather purposes, this is like f‘ﬂﬁﬂﬁinﬂ of money supply, which is mpres.en@ by inwierd shift af
the LM curve i LMP. The new equilibriumg s actuined ot ©Y) level of income which is less
than the full employment level. The level of full employment can only Iwchlmrﬂ:l if there is

fiscal expansion ond the 15 curve shifts 0 151, But it will cowse o further rise in mte of interest
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Toi] which is equivalent o incmease in prices,

Chedk Your Progress- 1
0 Define Densand Pull Inflanon.,
AT,

02, Define cos push inflation.

As we have discussed earlier lesson that every increase in prices, is not considered bad.
Thowgh, most of the theories assume that the money is neatral, indicating i ssimple termes that
the increase in prices is similar for all the sectors and sections of the economy. But this does not
happen in real life, When prices rise, different factors are affected differently. The lower income
sections ol the sockery, those with fixed income and consumers often sulfer more than the richer
sections and the producers or the sellers. So. it is importam to discuss the effects of inflation on

different sections of the society,
Soame of these effects are discussed below:

1. EiTects on the Producers: Afier fevel af full emplovment is achieved, any increase in
maney supply may tum the nse in prices from a creeping nflation © walking or ranning
inflation and if it remains unconteolled then even o hyperinfiation, Under such situations,
the prodocers have to bear a very high cost of preduction. So they have only two options
of either reducing the supplies or 0 maintain the sapplies ot higher prices, This will further
bave a pegative impact on therr sales amd hedee on the profitability,

2. Effects on Disiribution: Inflaion & ofien seen as an agent 0 increase the income
inequalities as i1 does oot inerease the income of variows factars of production i equal
propariions. Baig hoarders and speculstors corn more while those wh fised mcome lose
their purchasing power. The profits, rent efc. may increase while the wage rafe may not
change in propartion o the mre of mflaoon, This redistribates the resources Trom the hands
of the w income groups 1o the gh income groups, Thos, mflaoon increase the income
inegualites.,
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Effect on Debt: As the increase in prices leads 1o deterioration i the purchasing power,
the debiors ane considersd o be benefited from the inflation. If the rate of interest remzing
wichanged wath increase i1 prices or the Change in rate of interest |3 less than the e of
inflation, then the debtor will retem lower amount of moasy in real terms. Under such
cases, the creditors will suffer from inflation as they will not get back the same smount of
money in real terms,

Effect on Wage/Salaried Earners: Mony studies have indicated that the sfter inflstion,
e Wages or salaries of the pesons Incredse after 4 Iag ard inore often thes ancrense 18 me
in proportion with the inflation rate. In coutries where agricultural sector employs a big
proparion of s workforce andfor a majonty of the workers belong 1o the unorganised
sector (as i Indiad, any increase in prices pushes the people towands the poverty line, With
o small incresse in prices, o big mujonty of them fuils to make their both ends meet, Thus,
with inflaton, the middle class is pushed owards poverty, those whe were earlier jusi
above the poverty ling, are pushed below the poverty line and poor hecame poarer,

EfMect on Hunmn Capital Foromtion: Inflasen has 2 negative impact omn standard of
living of commaen masses, With hmited income, when the prices increase, they find it
difficult to maintoin their onginal standards, This lends o gt in expenditure on education
and health of the family members, During the periods of inflation, the school fees and cost
of medical treatment also incresmes. Hence, people find it difficult o atan higher
education, nutntonal dets and proper medical care for thesr wellness, This has an wlverse
effect on the process of human cpital formation,

Sowcinl Problems and Political Instability: Inflation ageravides the income inequalitics, A
big proporiion of the populstion of deseloping ecconaomics live under the comditions of
vulnersbility o poverty. The growith does mo1 paroolate 1w the lower sections of the sociery
and inequalities are in their worst form, This leads o wide spread unrest among the
commaon  masses, With a life full of deprivations, public often lose faith in the
democratically elected govermments, This mesolts in to poditical instabality, Wder
inequalities also lexds o socid problems, When people do nog get encugh from their
livelihoods and thewr labour is sot adequately rewarded, they resort to other means such as

loating. corruption, dowry, of oiher illegal ways 10 amass money,
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40 Summary

Business cyele can be defined as the downward and wpward Noctuanons of  gross
domestic product (GO along with its samural growth rate over a long period of rime. Business
cycles influcace business decisions enormously and set the wendencies for future business. In this
umit, there are four phases of business cycles momely, Depression, Recovery, Prospenty and
Recession. The period of prosperity opens up new and lager opportunities for investment,
employment, and production and promotes business in the economy. Wheress, the peniod of
depression redoces busmess opporiuniies and investment as well as employmeat in the
coonomy. Thus, in order 0 cam maximum profid, an entrepreneur must analyze the economic
environment of the period before taking his important business decision. We have farther
discusscd abour the meaning and types of inflations. Here, inflation |:|-:aﬁ IICPCEsS 1 mOncy
supply which causes nise in prices along with the fall in purchasing power. Demand pull and cost
push inflation are the types of nflation. Demand pull inflation means Ase in praces s caused by
excess demand, refative 10 the available supply of goods and services, while cost push inflation

means. instead of excess demand, the prices rise due 1o increase in cost of production.

L8 Ouestions for Practice

A. Short Answer Type Qheestions
. W hist da you mzan by s business cyele!
Q2 Define prosperity.,
L3 How would you differentiste between recession and recovery?
O3 What are the chamcieristics of the phase of depression in any business evele?
5 Whist d your mesn by inflation?
L Dreling hyper-inflation
O Do s think that all evpes of inflation are bad? I nor, why?
Q4 Differentiote between cost-push and demsnd-pull inflation.

B. Long Answer Type Questions

O What do vou mean by a business eycle? Dhiscuss warions plases of a business
cycle.

€12 Discuss various types of inflation,

03 What is inflation’ Discuss its couses and effects,
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b5 Questhons for Practice

6.16 Sugpested Readings

6. Learning Objectives

& fter reading this enit, leamer will be able to:

«  know the Meaning and Origin of money

&« Proble f barter system and stages of growth of money
#  [dentify the difference betwesn money and near-money
= [dentify the functicns of money

o REnow abour evils and classification of Money
02 Meaning of Money

Basically, term money was derived in English lsagusge from Lstin word
Monets'. Moneta is another name of the Raman Goeddess Juno. The fist regular
mint was establishedin Rome in the temple of the Caoddess Juno or Moneta. The
carly Roomun coins minted on one side, the bead of the Goddess with her name
Moneta, With the passage of mme, the name of money passed on 1o the prodwct of the
mint afier the name of this Goddess. Muoney cannot be described on the basis of the

ratter i is made of i Iv con be defined 0 rerms of it funciions,

.3 Urigin of Money

The ditficuliies of barter made it cssential for people te derive some meaning
of momey o overcome the p&vlumh o barter system, the method derived was the use
of something which served a5 a medinm of exchange and a messure of value which
later on considernsd as money, has gradsally become the ceatral figure in an ecomemy
and revilution in the 15&1}- of mankind. The need for money was realized long ago
and the idea eriginated i the very early siages of man's economic life, The difficulries
ab barer were Tell mose and mone a5 produchon increased and exchange I.‘,I[.'ﬁlndﬂd.
Speciadization developed exchange and the use of o medium and a standard became
mecessary, Bul money developel through a number of stages and i natore bas been

changing from time to tme and from region (o region.

However, there are two theories related to the growth of money.
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I Thesry of Spantaneons Growth of Mosey: Spontanecos growth theary of money
wils propounded by Prof. Spalding, This theoey staes (hal money was ol
discovered by any particular individual, s growth was just spomtaneous, With the
development ol civilization, exchange incnessed and 1o &'ﬂrﬁ;mnu the probiems of
exchange, people started o use a particular commodity 25 & medium of exchangs.
Thus, with the passage of mme, this commodity came o be accepted as moncy. In

this way, money came into existence of its own.

(]

Theory of Evolution of Money: This theory is associnied with the nome of Prof.
Crowther, This theory states that money has come into being not an its awn bt doe
o specific human efors, Acconding o Crowther, "Mogey s one of e most
fundamentabof all man's invention, It peeded the comscious reasoning power of man
to make the 'stramm simpke burden (oo money accounting, 1 owas with a view (o

find 2 standard measure of value and @ medium of exchange.
6.4 Stagesof The Growih el Money

1. Commuodity Money: As human civilization went on o develop, commadities
were used as money. For instaice. in the hunting stage. people used animal skins,
bows and amrows etc.as money. [n the animal stage, goats, sheeps, cows and oxes were
wsed as mediom of exchange. Similarly, in agricalural siage, groms were used as
medivm of exchange, Thus, in different stages, different commodites were aocepred

s medmm of exchange |

Demerits; The following are the main dements of commodity money;
a  These commodities lacked profitability.
b All catthe o paher goods are nol homogeneous,

o Supply of commodities could abruptly change

2, Metallic Money: Metallic money was introduced in Bth century by king Midas to
avercome the difficulties of commaodity money, With the growih of human civilization
man discovered various metals like ron, gold, —brass, copper. silver ete. These
metals wereused as moncy. In the beginning, people were indifferent to the weight of
the picces of these metals. But with the passoge of time, different picces of metals
were weighted to easure uniformity. As a result, the metal pieces were stamped and
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their value was inscribed on them.
Demerits. Some of the elements of metallic money are a5 under.
i Meal coins proceed o expensive form of money supply
b, Supply of metalhc ooins could sot always be adjusted o their demand.

e Metal coins vsed o be very heavy in weight

3, Paper Money: Paper money wis first of all imtroduced in China in 1807 10 remove
the difficultics of metollic money. As is known, metallic money is inconvenient as
well as risky affair e transfer, There is involved & Jor of risk of being  stislen,
Theretore. to cope with these diffecultics, traders in the past used to deposit their metal
money with money lendes and ob- tain cenificate of deposit. These cenificaes were
sed o obiain metal money 0 differest satons, Therefore, these cemificales came 1o
be used as momey,

Ments: The main Menis of paper mosey are as under

a This 1= a cheap sowee of cumency,
b, It can ewsily be transfermred from ene place (o other,
¢ s supply can be exsily adjusted according o its need,

d Credit Money. Banking system came into existence due o expansion of trade.

Crrovwth of banking system led (o the creation of credit money. It comprises of chegues,
promissory notes eic. This 15 a very simple, convenient secured as well as less
cxpensive lorm of monetary system.

4.Near Money: MNear moncy means those promissory notes which are readily
converted into money . Mear money comprises of Treasury Bills, Exchange Bill, Bonds,

securities, Fixed Deposits with the Banks_ Insurance 'Flnlit'il:!i and the like. Therefore,

near meoney 18 less liqued as compared w paper mosey.
fd Definitions of Money

Money 15 not easily defined because it hos many  definitions due te its
scatiered subject matier, S6ll, it is controversial what moaey 15 and whal we cunsliw
in money. The nesr money assets perform the functions of money and satisfy the
definition of money. 1t 5 possible 0 know the constiteznts of money, but it is very

difficult to give its suitable and vniversal definition. Another reasen due to which it is
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mot easy toodefine money precizely becawse of changing usages amd customs. How can
i o dvmamic society, fixed or rigid dehimnon of money can be given” In old tmes,
precious metals were regarded as money like pold and silver coims. But im the
madern mes, paper notes amd demand deposits, plasie. money (ATM Cands, sl
Credit Cords) have become part and parcel of money. The present controversy has
been cle by including Gme deposits or fixed Labilities refereed w0 by Milton
Fricdman, Radcliffe Committee and Gudey and Shaw, the non-banking financial in

term diaries and liabilities of the saving banks into meney.

H. . Johwson in his "Monetary Theory snd Policy” and £L. Feige . "Demand
for Liguid Assers A Temporal Cross Section Analvsis™ have followed Four spprosches

tor the definition of money.

1. Conventional Approach.

2. Chicago Approach or Monetarisis Approach.

3 Gurley and Shaw Appeosch or Liquidity Approach.
4, Central Bank Appraach,

These approaches are discuszed below:
I. Conventional or Traditional Appreach: This is the oldes s&mu:h 1 the

definition of money, According 1o ihis approach, money acts only as & medium of
exchange. It means maney is defined in terms of its characteristics like spend ahility,
and liguidiny, e, According W G, Crawether "0 o thing thar is Facl penerally
acceptable in payvment and generally wsed a5 8 mediom of payments. it 5 money.”
Cieneral scceptability depends vpon the social and legal conventions, Keynes
opined, "Money is that delivery by which debt contracts and price contracts are

discharged and i the shape of which a store of general purchasing power 55 held.”
This defimition of mosey includes in it the comency (whinch i e liaklity of the

central banky and demand deposits (which sre the liabilities © of the commerciol
banks.)

M=C+D
M - Money Supply, U- Currency, D- Demand Deposits.

2, Chicago Approach or Movetarist Approach or Quandity Theorlst Approach:
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Thizapprosch is associaied with the Naobel Prize Wmner, Milion Fredman and other
Chianiey Theansts o Monetansis, The Chicago economists have bropdened the
scape of money by defining it as "a tcm;a’ary abode of purchasmg power” (Milton
Frigedhman), It megns money can function a8 a lemporary abode of purchasing power
if it is kept in the form of cash, demiand deposits or any other asset which is close (o
i :uc}-:év.- ncar ey assel. According o this sppeosch money includes
currency. demand deposits and time deposits,
M=C+D+T

M. Friedman and D, Meiselman have given 1wo crtena o inelude time deposins

UL Iy

3 Gurely and Shaw Approach or Liguidity Appwth- This approach has besn
given by Professors lohn G, Gurley and Edward 5. Shaw, in their book Money in a
Theory of Finange'. and the Badeliffe Commitiee, They have stated that thers are
many aszels which hawve claims against financial mtermedinries: cumency  amd
demand deposits are just two among them, They lay siress on large spectrum of
financial assets, On the basis of this approach, they include in money (M), the
currepcy (C), demand deposits {Z)), time deposits (7)), saving bank deposis (38,
shares [ 5), bonds (B etc,

M=C+D+T +85F+ 5+ 8,

Thus, Radcliffe Cnmmi:%and Ciurley and Shaw approach include in money the

Chicago definition plus the liahilities of non-banking financial | intermediaries,
Thus the

The Central Bank Approach: The central banking appeoach hos further broadensd
the scope of the concept of the money, According e this approach, there is similanty
between money and other means of financing purchases which are measurable and
imimesurable, The seasirafle-concept means, i s the ol amount of credit
outstamding that matiors and the money supply stfects only becanse bank credit 15 @
part of wtal credit. The anmeasurable concepr means the concept of lguidity of the
ccnnomy and credit can be substituted for money without limit. Money 15 the credit

extended by a wide variery of sources. The cradic has w be contolled i egulawe the
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econamy. Thus, under this appenach. money wclodes corrency (O), hank  eredi
(02, wme deposits (77 credit Trom non-banking fomancial mstmtions (VEF and

credil From unorganized apencies {CU7A) to coonomze it use.

M=C+ D + T+ NBFI+ CUA,
Check Your Progres-1

1. Mention the names of the stages of the growth of money.
A,

i iy Y e s, i, o i i o o i o o e . o o i s i iy i o i i v o i i e < i

2. Define conventional or traditional approach of money,

6.6 Features of Money

The main features of money are as stated bebow,
1. General Acceplability: The main features of money are that people accept il as &
medium of exchange. It i accepted 2= a standard of pavmem withoul any
hesitation. In this regand Meralvin has raghely ﬂt‘tﬁﬁ\'é "The essential function
which money epables to identify money is that;, it 15 generally accepted as a

means of payvmentl,

= &m:y is Mot o Yeil: Bconomiss regarded money as o vell, Itowas beld that
money acts 45 a medium of exchange without affecting the level of economic
activity in omy way, However, modern economists omned that moncy is not o veil,
It i= an active agent of the economic system. In this way, mmr%'li required in
every economy before the process of production starts. Changes in the demand for
and supply of money <ignificantly in- tluence the nature and level of economic
ACTIVITy,

1, Measure of Value: It is possible o measire the vialue of goods and services in
terms of moncy.

4, Liguid Asset: Mopey is considensd as the most liguid asset, Lisuidity relers to thit
asset which can be converted imtn gonds and services a5 and when desired, (ither

assels, other than mosey, are nol equally lgoid. Thes, bouses, lamd, furnmmce ec.

11




are nat as bguid as money, One has 1o Tiest dispose of these assets, convert them
It ey, Belore other poods and =ervices dre boaght,

L. Voluniary Acceptability: Another imponant feature of money 15 that it has
voluntery acceptability of the people. The peeple always wish o bold money, This
does net need sny lepal sanction.

. Money is a Means and Notan End: Moncy is useful osly bsdirectly. Itmeans, we
can buy goods and services with money to satisty our wants. Theretore, money ik
a:l'_v a means to satisfy human wants, Thus, meney 15 of no direct ﬂai:-.h:timu.

7. Medium of Exchange: Money acts as the medium of exchange for the sale and
murchase of goods and services.

F. Government Control; All ecopomic problems are refated o the Bow of money in
the econamy, In the modern econamies. the mole of Govt, is non nearly restricted o
e administration of the country. Rather, i s mcremingly participating in
econommic activities, To contrel, the inflatonary and deflationary tendencies in
the sysiem, the role of the Govi, is megarded as an unsuitable phenomenos,
Crenerally, the Ceniral Bank of country acts on behalf of the Govi. to regulate the

flow of money in the system.

6.7 Functions of Money

Money came into existence due to varous @Efficulties of the barter system. The
functions of money are such that they are expected to remove the difficulties of
barter. Even the best definition of money cannot bring gut the exact featmes of
money, We musr, therefore, like Prof, Walker, sav, money is what money does, i2.
anything that performs e functions of moacy. A proper saderstanding of the 1o
money , therefore, necessitaies a discussion of the funciions of money. 1t will net be out
of ploge toguete a couplet which descnbes the function of money as;

"Mowey iy a maiter of functions four,

A medinm, a measure, a standard and a store,"

Prof, Kinley has classified the fupctions of money into three groups:

(v Prmary or essential,

(i) Becondary, and

(it Contmgent,
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The fallowing pictune is dllustrative of the functions which mosey performs in modem times:

Functions of Money
|
i + i
Primary Functions Sccondary Functions  Contingent Functions
+ i |
| ' . 4 .
Medivm of Measure Standardfor  Storeof  Trassferof
Exchange of value Deferred value valoe
Payment
|
' * ' '
Bagic of Distribution Maxdmum Productivity

Credit of National Income Satifaction  of Capital
6.7.1  Primary Functions
Pn tunctions of maney sre the following:
i1 Medinm of Exchange; The most important function which money performs is the

medivm of exchange. I!'.-'Indiumﬁ::«;charlgc implics that anything which is
generall vaccepted in exchonge of goods and services, The scceptunce of money as
a means of payvment is & matier of social or legal convention. Exch person accepts
maney with the mfloence thar others will aceep it in payment, The socil
sonvention could be set up throwgh o formal pledge by all members of society 0o
accept a certain commodity agreed upon as @ medinm of exchange, IT some social
conventisn is enforced by livw, it is called legal convemtion, According (o Newion,
"The essential function which enabdes us midemifﬁmney i& that it is penerally
gceepted os n menns of payment,” By perdforming its role on & medivm of

exchange, money has removed the difficulties of harter system.
Iy Common Messare of Value, Another function of money Eh: measare of value,

It implies that the value of cach commodity is messured in the Eﬂ:tu}r unit.
Money is looked upon as a collective measure of values, Simwl vilues are
expressed in enms of money, sa it s an sy job o determine the rate of exchange
between '-'Em.ﬁ goids and services under the barter sysiem. it (s very difficult w
determine the rae of exchange berween varous types of goods and services. But
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the discovery of maney has remsoved this difficulty. But maney sill has difficulry
in its role as o collective mewsure of vale, And commodity which scis as a
measure must itself be stahle i value, But this cannotbe said of money. Money
A% st el of account belps in econemic comparison and hence preferences can be
ranked on the basis of satisfaction schieved. Moresver, this function facilitates
accointing and book-keeping. The planners use shadow prices for the evolution
of a preject. Individuals on the basis of this [unction of money get the economic

infosmation.

6.7.2 Secondary Functions

I the secondary fusetions of mosey, inelode:

1. Store of Value: The store of value is the most important function of money. It is
very wseful for economic analysis, The siore of value 5 also termed as peneralized
purchasing power of money. I imphes the shifting of purchasing power  from
present f the funre, Money & also stored as permanent abode of purchising power
Beynes Wiks Trst who realized ins LT HE T I this sense, ITINEY 15 siored 0 the
form of sesel, Money is an asset becavse i1 85 claim  against ol poods and
services, which ope likes o buy, People may keep their wealth in the form of
money. Money has 10 compete with other assets. Iis the most liquid of all assets.
It is 50 begouse it can be eosily exchimged for any goodsand services Liguidity in
general means the ability of an asset 10 be converted inio cash without any sk or
loss or wastage of time. The lgquidity of an asset depends on its ready transferability
and stability im valoe, All assets other than money ek reversibility in the sense that
their valie 1o pavment is mol equal wo their value in receipt.

I Standard of Deferred Pavmenis: Under barler syvsiem. bommowing and lemding
were very difficult, Bur the modern money economy has facilitated these processes,
Mow both fending and borrowing are done in erms of mosey, A large volume of
transactions are consented with contractuad  payments which are expressed m

NSy, il SETViEs B8 &
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4.

standard of deferred payments. It is more stable and durable as compared w othee
gonds and has _r;cncruﬁ:ucmahility- Therefore, due to these ressons money
continues o bedesirable as o standand of defeered poyments.

Transfer of Value, The area of exchange his widened with the growth of the
eonnianies. The exchange of poods iz done st distant places I s necessary in these
cases o iransfer purchasing power from one place o anather, Money has facilitaned
the transfer of value. In modem times, the wants of the poople are mulifarions.,
Therelore, o meel these wants, he posds and services sre bought rom remote
arens. Mopey being liguid and generally acceptable can be vsed tor transter of
walue, Any person can scll any asset ar a ploce andbuy it ot another place; it is duc
0 this function of money thar the idle funds Iving with uneénun can be lent w
interest (o ancther person to use them optamally., As a result, it helps in the economic
development of the country,

Guarantor of Selvency: Prof. Kent referred 1o this function of money & guamnion
of selvency, In order o meet the unexpectad obligation, the person and -basiness
tirms haveto keep larpe sums of mosey. They bold money oo pwoid insolvency.
Thus, when moneyis kept w avoid insolvency, it is called guarantor of mlv:nuh
Kent lamented thst money a5 guarantor of solvency is different from money as a
store of value. Store of wvalue Munction of money implics the buying of gomds
sopner of later, But when money is kept o guarantor of solvency, individual has no

o part with it wotl it becomes absolutely necessary.

673 Contingent Functions

The main contingeni functions of money are & under,

1

2

Distribution of Mational Income: The goods and services are produced by four
factorsof production, They have o be duly rewarded for :Er cfforts. It is with the
help of money that the national income produced by four factors of production i.c.
land, labodr, capital and entrepreneur is distributed in the shape of rent, wages,
interest and profit- respectively, Thus, money facilitaed the distribution of
national income and each Factor of production is paid interms of money.

Bazis of Credit System: In the modem economic senp credit has occupied & vical

place. Credit is called promise to pay. Every currency notes or cheque carmes the
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legend: On demand [ promize o pay Bupee. Prior to the inventon of money, the
mantfacturing of credit by banks was nol possible, Bat o the modern money
wonld. the cheque system, dratts and bills of exchange are widely used. The
basis of these credit instroments is moeney. People save some part of their income
and put in the bank. On the basis of these deposits the banks create credit. Thus,
money serves & the basis of credit.

31 Equalization of Marginal Utilities and Productivities: It is money with which
consumers and producers maximize their satisfaction. The we of mosey results in
the application of principle of substitution, Human wants are anlimited and

variegated whersas income is scarce. The constimer uses s loted resources
MU, MU, MU; MUp
F.x P}T Fz 2 F“
such away 50 what marginal utilities from various goods are equal, e.g..

Similarly, the prodecer wses his limited resources in such o fehion as the cost of

productionis mininum and profits &re magimiin,
This equates the marginal physical productivities of ditferent Factors of production.
MPFy MPPy  MFFp _ MPPp

P.H F'r Ft F“

Stathe And Dvnamic Functions of Money

Paul Einzig bad classified all the funcions of money inin two bmoad catepories, viz,,

staie Tunctions and dynanmie meons,

I. Static Funclions: Static functions of money apply to conventional,  fixed,
technical, and passive functions of money, These Munctions only belp 1o regolae
the econamic systern: they do not mfuse any element of dymamism inte the system
These basically include the Primary and Secondary functions of money, such as
medium of exchange. standard of valee, store of value, transfer of value and
standand for deferred payments.

2, Dynamic Functions: Dynamie functions of money imply those functions  of
money wbﬂ impart dynamism 1o the cconpmy. By imparting dynamism, we mean
i ensure stability of prace level as well a2t improve the kevel of income and
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emplovment. Diynamee functions also consist of such functions as increasing the
liquidary of capital and serving as e basis of credic creamon, Al such functions
of money make it amply clear that money & a Dynamic Force. In order o resolve
the problems of inflation amd deflation., the Gov, in s fomulation of the monetary
policy. focuses only on the dynamic functions of money.

The hasic dynamic functions of money are

i Money creates the situaton of inflation or deflation through changes in the price

level
(i Money facilitates full wilization of the natural and man-made
resourogs, Thismereqses the level of national income.
Check Your Progress: 11
(3, Wt @re the primary Tenctions of money?

A

B N s O P T RT"

Q2. Define statse and dynamie functions of money,

Ans_

68  Importance of Money

In modem economy, money plays a very crucial role because the modem economics
cannod fusction properly without money. Thus, money occupies a peime place in all
branches of cconomics. The following are the main points of significance of money:

1. Importance in Consumption: The invention of money has greatly benefitted the
constimers, The consumers gel their incomes in the form of money which gives
them a ready command over a varery of goods and services. They can posipone
therr demand it they so desire, According 1o Boberson, "Money helps cach member
of society i ensure that the means of enjovment . o which he has secess | yield him
the greatest amount of ac- twal enjoyvment which is within his resch,

2 Importance in Production: Money helps the prodiscers in a number of ways hy its
signifecant role in deciding, plannisg and managing the productive activities m the

mosl efficient way, Moreover, the existence of money helps the producers o
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discover what peaple want and how they aant.

3 Hemsoval of the Difficuliics of Barter Svstem: The essstence of maoney s

removed the dmwhacks of old barmer sysiem. Under harter system goods are
exchangzed for poods, There always exisis the double coincidence of wants, But, thi
invention of money has greatly facilitated by removing these difficulties. Now, the
value can be messured casily and quickly. There is no diffsculty in the exchange of

indivisible goods,

4. Importance in Distribution: Money has greeatly facilitaced the proces of

distribution of national prodect among different factors of production in erms of
cents, wages, interest and profit. All these payments are made in terms of mosey

It signifies the Tact that money acts as a mediom of exchange.

Importance in Public Finanee; The megnitede of public finonce is so vast that it
caneol be managed withowt money, Public finasce deals with the income and
expenditure of the govt, The povenment receives income in the form of faxes,
fees, fines etc. and spends this ancome on developmental and adminisirative
purposes. Without money. these tunctions of the modemn states would become

difficult and complex,

6, Importance in Capital Formation: Money has greatly Goerlitaed the process of

capital formation. T means increase in invesument. Investment will be undenaken
only when there are savings, The financial instifutions mobilize the savings from the
general public and channelize them into productive processes by the woy of

advancimg loans o theinvestors.

7, Increase in National Unity: In every country of the world, money has served as

a helping hand o promote the national umity. It has curailed the social isolation.
People living in far off regions meet each other for commercial purposes, In

seTves [0 encourngethe national unity in & couniry.

B, Messwore of Social Wellare: Sccial welfare can be memxured only through money.

The utility derived by a person can only be measured in terms of money .

4, Importance in Trade: Money theough its funclion &= & medium of exchange

focilitates trade, In modern economics. the ropid exchange of goods ond services

is possible becanse of money. Money constitutes the basis of price mechanism
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througl which the economic activities of the community ane adjusted.

WL Economic Development: Monelary policy of every country greaily influenges s
economic development, In an economy ., if money supply is maore, people will spend
eore which will lead 0 a0 iocrease in demand, production amd  thus, there is
every possibility of economic development.

1L Inecrease in Standard of Living: The smsooth functioning of money economy helps
the society to raise its standard of living. [t does so by incressing the overull
production and through equitable disribution of income and wealth.

125ution o Cenfral Economic Problems: Money facilitates convenient and
apprapriate solutaen of the central eoonomic peablens of an economy. The man
central problems ofan economy e what 1o produce, how o produce and for whom
to prodoce.

13.ivision of Laboor and Extent of Market: Because of mosey, there s been a
phenomenil expansion of the markets. Production is now being done on large scale.
This has inceeased the degree of mechanization. High degree of mechanization las
fucilitated division of labour and specialization.

H.Basis of Credit: In modern age, trude depends on credit, In the shsence of money.
credit creation was nol possible. As a store of valee, money has Facilitated the
creaicn of credil, Tooguote Flabm, "Money i the most appropriate mods of credit,
because compared o goods; its value remains relatively stable, Credif system will
Just come tooend in the shsence of money,

6.9 Evils of Mones
According to Ludwig Von Mises, "Money makes the mare go.” But money is not
an unmixed blessing. Money is staed & the roon of all evils" Highlighting the evils of
money Mises has further stated, "Money is regarded as the cause of theft and murder
of deception and betrayal. Money is blamed when the prosomte sells her body and
when the bribed judge pervers the law, It 5 money aganst which the  mocalist
declaims when he wishes to oppose accessible materialism. Significantly enough,

avarice i5 called the love of money and all evilis artriboged 1o 6"

Robertson has stated. "Money, which is 8 source of so mony hlessings o

mankind, becomes alse. unless we can contrel it, a source of perl and confusion”.
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Money 15 8 valuable though dangeroos invention. It is a good sereant bad a bad
master, . The varions scomomic and non-cconommic evils of money are discissed as
under:

2.1 A, Economic Evils off Money, The economic evils of money are as stvted below:

. InfAationary snd Deflationary Presseres: Inflation snd detlotion which are coused
by monetary factors have been causing hardship to the people. One of the greatest
demerits of money is the change in s valee. It means there may be inflafionary o
deflationary pressies.

Dharing mflarion, wealth concentraies in the hands of besiness communites and the
poor have o sulfer dus pe sky-high poces, In this cose the rich become fmeher-aml-ihe
poor-pets poorer, The inflationary pressures jeopardize the econemy, The real
production will fall and speculative activities will be encoumged. Dunng deflation,
the purchasing power of money rises and the business community sufters a great loss.
The working class fiwces the situstion of unemployment, OF course, the middle-closs
gaing. Deflation was severe in 1YY which caused 8 redical fall in employment.
Thuz, the pattern of production changesdue 1o change in the value of money.

I, Trade Cyeles: Wide fuctuanons in busaness activity and prices have been the mesol
of the Mlow of money, Under & capiialistae system, trade cycles are a nommal feature, A
boom is followed by o sfump and slump resulis in boom, Therefore, instabdliny
exists in the economy. The result is that different sections of the society face
diffeculties and incomveniences. In Fact, money is the cose for ups and downs i the
country. In a barter cconomy, there is no possibility of trade cycles because there are
ao chances of over producton and under production,

A, Inequalities of Income: One of the greatest evil of money is the inequalities of
micomenid wealth. It has divided the sociary into two classes Le. haves and have nots.
It pesules in concentration of wealth m the hands of copitalistic classes, Bur it
adversely affects the working dass. It makes the nch richer and poor poorer. I is due
f lhas Fesson; moeney bad creatsd o wide pull between dalterent groups of the
society. This has led to the exploitation of working class and the existence of
degradation m the midst of plenty,

4. Over-Capitalizstion: With the inception of money, borrowmgs and landings have
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become possible. But the easy bomowing and lending have led o the problems of
over- capatalizaion and over-producion. U means some mdusties use mode Capliad
than regquired. Cheer capitalizatinn results i over production and therefore uncertainky
il instability,

« Misuse of Credit: Money is the basis of credit. I with the help of money, more and
e credit 15 created, but cutput is oot incrcased, in that case oo much money
chases too few goods. IE will result in rise in prices which is a chronic problem in the
micdern economy, Thus, money results in misuse of credit.

Hoarding: In the marerialistic world, people give mare importance o money thn

what o deserves. Instead of puiting money in productive channels, people start
hoarding 1t. Thus, it creates problems in production, The concept of money will
function micely omly if all that is soved is invested. But the Hoarding of savings
would adversely affect inceme, ourputand employ ment.

. Black Marketing: Money has also cregted the problem of black money . In the face
of exorbritant tax rates, people stat evading taxes by concealing tcome. They Tod it
convertent. because of the storsbility characteristic of money. Black mopey in turn
mduces black marketing and speculative activities, This existence of Back money
rums & parallel econemy within an economy. B has devastating effects on the sound

functicning of monetary and fiscal pelicies
692 (B) Mon-ecomomic Evils of Money

If money is ot propedy managed, it pollutes social, political . moral and ethical fife.

The non-eeonomic evils of money are s follows:

1. Political Evils: Money is a source of donger and disaster in political life if it is ni
managed in the best imersts of the communty. Money has o only  spoiled
podicical life and democrani: imstitutons b has alse bead ferocious wars. Money in
reality has become the life blood of modemn economy, In @ poor country like Indin, it
i% with money that vates can be purchased by the economically rich, Thus money

affects the political institutions adversely,

2. Special Evils: Moncy has stepped up the propensity of materialism cum 50 was
wrechod social life. The success or failure of & person is measured inoteoms of

money. Friendship, love, affection and respect, ete., are measumed hikewise. Money
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pus a curtan on all the evils of man. Everyose moorder to have a good states i the
saciery wishes 1o accumulate more and more wWealth, For that he resorts (ooall rvpes
of cxploitaiions. Thus, pood social instiutions have been relegated o the
background with the inception of money, Further, the spiriteal valees have declinsd

and svarice has prevailed over. Money has encournoed thetts, murders_ Prawds, ete.

4. Moral and Ethical Evils: Moral and ethical considerations have heen sacrificed at
the abar of money. People in the moderm tmes derive more pleasure from money
rather than from enything else. Money is regerded as end rather than a means. It has
corrupied all political and social institutions. It has made the people maney-minded
and hence cormpl, Thus, money has resulted in morl and ethical degeneration, A
greedy busband may murder his wife for bringing fewer downes, Likewize, a
greeddy fther may g1 his educated and bemutitel daoghter marmied to an wgly and
unedocated rich man, Thus, for man., money has become 'Gospe! of Mamean.'

Check Your Progress- 111

(1. Mention the imporance of money in consumplion,

Ais.

02, What are the non-economic evils of monegyT

Ams.

The vanous types of money can be known by its classitication. Eifterent
eeonmmistshave classified money on different grounds, But mainly money can be

classiled as wnder:

6.0, Classification on the busis of Nature

Frof. Keynes has divided money in twe parts on the basis of nature as Le.

Actunlmoney and Money of Account,
L. Actual Money

Actual money refers o that money which cireulates actually in a country. It is
the sctual mediom of exchomge. It octs as & medium of cxchange, messure of value and
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siode of wealth, Bt s throogh money that goods and services are exchanged in the
markel, In Indus. all ooins in he Torm of rupees and pase and currency notes of
different denomination in cirrcolation constiute sctual money. Benham dermed thes
kind of money as Unit of Correney and Seligman calls it Read or Concrete Money,

Lord Keynes has divided money into twio sub-parts.

A. Commodity Money: Vanouws commodities have been wsed as money in
different places and o differest persods. Pavoral teibes amd aovives used canle,
and some sl do. as money, Bul as cotle were nelther divisible nor wnifonm i
size and guality, it did oot prove o be o pood mediom of exchange. Some
comemen articles of trasle, such as wbacco or salt or sKins, wene Baer usal as
money, since they were not perishable, and under those circumstances, handled
casily. Rum was used as a medium of exchange in the caly years of New South
Wales. Cigarettes were used both as a medium of exchange and as a measure of
value in some prsoners-of-war comps and is the black market of Europe
immedastel y atter the war.

B. Representative Money: It refers to thal money whose intrinsic value = sot egual
o s face walue, Such money 15 allowed fo be converted into commodity money,
It = andlicative of value, Paper money 15 an example of representative mongy,
Itis alse oftwe rypes; Convertible and Incomverfible, Convertibie momey can be
exchenged for commodity mopey but so far as inconvertible money 15
conceried, puthontes ssuingit of e govermment are not liable @ copvert it into

commodity money. Therefore, it is called Fiat Money.
2 Money of Account

Moncy of account refers to that in which all sorts of accounts ane kept.
Accordimg 10 Reymes, "Money of account i that im which debis and  general
purchasing power are expressed, For example, in India, Rupee is a money scoount
although s forms and contems have undergone changes many & times, There was a
time when rupee coin wes made of silver. These days, it is made of pickle. Such

money has been referred to as ideal money by Seligman.

6102 Classilication on the basis of Legality

11




I this category . maney can be divided inta fiollowing three parts.

1. Legal Tender Money (Standard meney): Legal money refers o the moncy
having foroeod law ai its back, No one can refuse (o accepl i as a means of pavment,

It is standand money through which all economis tmnsactions are carmied cul within

houndaries of & counery, Legal tender money may be of the fellowing two types:

A, Limited Legel Tender Money: Limited legal tender money is accepted os legol

tender only up to a certain limit. As in our country, the small coins of 1, 2, 5. 10

and 25 paiza are legal tender only to 4 som of Rs. 25,

B. Unlimited Legal Tender Momey: It pefers o dhat money. which has (o be accepied
s mediom of pavment up o any ameunt, For instanee, in India, 530 paise

Coins, cnes rupee eoims dod cumensy notes of @l dencminations ane unlimited

begal tender,

2, Optiomal Mowey: Opisonal meoney &5 that which is ordimarily accepied by the people
but legally nobody can be compelled o accept i, In simple words, this type of
money does nol enjpey a legal status, To accept or i 0 sccepl it as a modium of

exchinge depends on the people. Chegues. drafis, hundies., bills of exchange etc. are

some of the instances of optiomnal

money. Robertson termed optional money as bank money.

Difference bebween Legal Tender and Optional Money

_ Legnl Money

Optional Moncy

1. The acceprance s compulsory

Aoceplance i expedient and opional,

2, Legul tender money is issued
under

statutory prowvisions,

Optional money is issued on the basis
of

deposits fying in the banks,

3, Legal Tender Momey i a
mediim

of payiment in U s,

Optional money 1% a mediom of

payment in developed counries,

4. Legal tender money 15 bought
with

risk.

Oprtacatal money entaiks oo sk,

cuse of legal tender money.

5 Receipt is called on for payment

Mo receipt is required for paymest
in

case of optionad money.
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3, Dutside and Inside Money: Outside money refers o that monetary asel which has
its origin i the act of the Government. purchase of goods and services. This asset
consdsts of the claim of private sector against public sector. When there is change in
the revenue, expenditure and transfer pavments of the Government there exiss
eocresponding change i the stock of curside money.

Imswde money refers o thal monelary assel which has 115 origin i the act of
fimancial institutions purchases of secunties, This sor of money develops doe o
purehase of securties by te loancial instmtions, I is penerated by banks, Therefore,
the mopey whose suppdy comes into being as g resull of expenditure by privale sector
i= teimed as bwide memey, s stock incressces when fisancial bstititiens like

eommercial banks purchase the secinties,

6.10.3 U the Basis of Money Malerial

Chin the basis of moeaey materal, money can be classified mo following pans.,

A, Metallic Money: With the advent of gold and silver and the discovery of other

nrctals, the wse of commoditics as money was suspended. Their place was aken up
by gold and silver and these have probably been used as money for some five
thowsand years. Their exchange value would have been consaderably lower than
their imrinsic valse had they not been widely used as money, They serve & a
medinm of exchange because they are durable, divisible, homopeneous and oot
very bulky, Besides, since their sl supply s guite comsistent over time and
distance Muchations in their value are not very significant a5 was the case with
perishable poods.
In the beginning., gold and silver was wsed a5 a mediom of exchanpe without
being coined. It meant that everyene using them as medivm of exchange had w
satisfy himselfas 1o the weight and fineness of the metal. Later on, the invention of
commage saved him from thas ronble.

B, Standard Coins: These comns are those whose value as commodity 15 equal o s
valug i money. Those coins are made either of gold or sifver, These coins have
definiteweight and fitness. Their face value is egual @ their intrinsic valoe.

. Token Codns: Token coins refer o those coins whese valie as commodiry is los

than their value as money. It comprises of all those coins whose foce value is more
114




than mntrinsic valie. They are used for making small pavments. These coms are

made ofcopper, mckel e, They serve as subsidiary fo standard coins,

Morw the issue i that 5 Indian Bupee a Standard Coinor A Token Coin

[0 i nod easy e anal vse whether Indian ropee is o standord coin o7 @ token codn,
The reason in what it contains the sttnbotes of either standard coin or token coin. Prior
i 1893, Indion rupee wie o standard coin, B was made of silver, s intrnsk valve
was equal to the face value. There was free coinage of it. But now its position has
changed alogether. In odher words, new Indian rupee 13 both o standard comn as weell
as token ooin. As a token ooinit comprises of less coinage of it. it is made of silver.
On the other hand, as a standard coin it has ateshutes of principal money of the
eountry, medium of exchange and unlimited legal render,
1. Suhbsldiary Coins: Subsadiary coins refler w those coimg whose intrmsic valoe
i5 fess than their Face value, Thess ¢oins ane of small dememination. These coins
are made of lght and cheap metal. These are used to make small payments. These

are limited legal tender, There s o free coinage.
] - 1V

QF, Brefly chssaly money an the basis of matore,
AN

------------------------------------------------------------------------

2. Define inside and outside money.

011 FPaper Money

Paper money means promissory notes printed on a special oype of paper. The
isgung authority promises to pay he bearer the sum mentioned their in. Basically, in
[9th century, paper money was first of all used in Chinn. But with the passage of

time, it spread o theother countres of the world,
Types of Paper Money

Paper money is of following (our ivpes:
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I,

Representative Paper Maoney: Represemanive paper money  refers to that
racaiey whichis fully backed by gold and silver. In e beginning, e main paorpose
of Issumg paper notes was o check the foss caused by wear and tear of precious
mietal, Paper money wsed fo serve merely a5 a representative of gold and  silver
Iving in reserve fund. People were ensured that sctus! money was gold and
silver. In order to inspire the confidence among people. paper moaey was fully
backed by gold and silver, It is called represented monpey because it represented
gold and silver lying in fund. It & fully convertble inmo gold and sidver. In
America, gold & silver certificates were issved a5 representative money for a
short period. Tn Indsan contest, Hilton young Commisson in 1925 sugpested the
adoption of Gold Bullkom Ceniticates, bl i1 15 not carred: o,

Convertible Paper Money: Convertitle paper money refiers o that moncy which
is convertible inio standard comns. Gove, pugrantees o give oold or silver at a fixed
rate in exchange for paper money. This system was valved o revalue this

deawhack of tepresentaive paper money.

Features: The representative convertible paper money has the following chamecteristics.

al It is backed by pold and silver.

b Public is ensurcd by the Government that it con get gold and silver in
exchangefor paper notes,

ci Giold or silver is boaght or sold ar predetermined races.

@ A part of reserve fund is kept in the form of full bodies.

Inconvertible Paper Money: Inconvertible paper money meins money which is
not convertible into gold and silver. In ssmple words, Government does not give
BNy ZUaFAMes 10 conver cumency nodes into precious  metsls, Moo metollic
rescrves are kept w0 back the currescy notes. This tvpe of money remains in

cirgulation on the basis of credit of the govi,
Features: The main features of incomvertible paper money are as

1. Mo msurance is given by the Govemment, to convent it into gold and silver,
2. Paper money serves as standard money,

i, Paper money is unlimited legal ender
119




4. Exchange e of currency s fixed for the convenience of foreign trade.

4. Fiat Paper Money. Fiat money refers o the money which circulates on the
acithoity ofthe Gost, In the words o Keyies, "Figl money is that money whch is
crested and issued by the stare b is not convertible by law  into anything other
than itself. It is olso knownos emergency money. The reason is that it is issued
umder emergency condition. Thistvpe of money is nol backed by any mesdrves,
Covernment does not give ony guamnieste convert it inte metallic coins, In fact,
it is extra-ordinary mosey which is issued under exceptional cases.

GLZ Near Money

To know the concept of near money it i5 necessary (o understond the nobure
of wealth, Wealth s of two types: Beal wealth and financial wealth. Beal wealth
comprises of physical assets like houses, land., machines, materials etc. Financial
wealth includes currency notes, coin, and demend deposits of banks. These can be
wsed toobuy poods and services, These are liguid in satere, Contrary 1o this, time
depasits, treasury bills, bills of exs changze, bonds, debentures, shares, life inserance
palicy e, ane called Mear Mopey, To buy goods and services, these are first o be
converted into cash. These can be converted into morey without any loss of fime aed
wealth. Therefore, near money refers to those assets which cannot be used

immediately 1o buy goods and services, but which can be convertedinio money very

casily and their values are known in terms of money .

Parts of MNear Money: The following assets are included in near money

1. Time or Fized Deposits: Time deposits mean those amounts which are
deposited in the banks for o fixed perod. However, it can be withdrawn before
the expiry of specified period,

i

Rills of Exchange: It is an instrament of credit in which a debror is ardered o

pay with anterest the amount of loan on the expiry of the specified period, say

Q) doys.

3. Treasury Kills: Treasury bills are those mstraments of ceedit on the bagis of
which Government gets loan from the public for a short period.

4. Bonds: Bonds mesns documents on whose strength the Gove, & the firms get
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lpans fiw a bong period. Bond issued by the firm and indusifes are called

debentures,

5. Shares: Joinr stock companies eollect therr funds by issuimg shares i the public,

The shareholder can encash their shares by selling the same in the share macket.

6. Policies of Life Insurance: On the basis of secority of policies of life insurance,

lpans can be obwined from LIC. Likewise, policies of Unit Trust of Indis can

alse be converied ensily info money,

Guld  Difference betvween Money and Mear Mowey

Mone
¥

Noar
Moy

1. Mosey includes curmency
ez conm and demand deposin of
banks.

2. Muoney has teneral
scceptabilaty.

I Mear money includes trensury halls,
bills  of bond,  Govi,
securites, and fixed deposit in banks.

lncks

exchange,

2, MNear miney
scceptnbility,

EENCTE

& Momey is Liguid,
4. Money does ned vield any

3. Mear momey is less ligquid,
4. Near money is a source of income,

5. Mear money 15 not 4 madium

INcome.
5. Maney is o medium of ofexchange.
cachange.
Check Your Frogress- Y

Q1 Define convertible paper msmey,
Ans.

Q2. What do you ncan by convertble moncy?

Ans.

i aieir i il i e T vl B ey ol T s ara

6,04 Summary

T

rErErE T TEET T ST ESEET R R ERE TR R EE R R

Mopey, the term i derived o overcome  the difficulties of barler system.

Initiolly, barter system was wsed in the ecopomy for the exchange of commodities, In

this bartersystem one product or commodity was exchanged for another commiodity as
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per the requirernent of the consumer. Generally, Money s accepted in the form of
mediom of exchange, mensure of valoe, store of value and standard of defermed
payments. The primary functions of money include the medium of exchange and
measire of value: however, the secondary Tupctions oF money contain standand of
defered payvments, store of value, transfer of value. Contingent functions of money
comsgiat of basis of ceedil creation, maxinum satisfaction, distrabution of income,

guarantee of splvency, incresse in the hgquidity of capital.
fl5 Oucstions for Practice

A, Short Answer Type Questions
Ol Define Moaey.
2. What are the stages of momey !

()3, What are the primary fupctions of money?

(M, Explain the four evils of meney,
05, Explaim the dyoamic functions of money.
(M, Giive suitable definition of money.

Q7. Discuss the types of paper money,

O3, Dastinguish Money and Near Money

0. Defane legal tender imoney.

Ii. Long Answer Tvpe Questions
Q1. What is Maoney? Write the stages and mamn features of Moacy,

2, Discuss the primary and secondary functions of Moncy,

3. Descnbe the economic and nop-cconomic evils of money.
4, What ix mopey? Discuss it impaortanes

05, Money is what money does critically examine the statement,

(6. Classify money on the hasis of nature and legality.
6l6 Suggesied Readings
Money and Barking, by TN, Hajela,

Money and Banking by KPM Sundram,

Money and Banking by Schuam Series, MeGrawHill Publishing Co,
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A1 Suppested Readings

Gl Learning Objectives

Adfter reading this unit, leamer will be sble to:

o understand concepts of theores of money

» dfstinguish the difference between value of money and peice level
s know aboul guantity theory of money-definitions

s [eseribe the equations of guantity theory of money

s Know about the comparison between transaction and cash balance approach

{1 Introduction
Value of different poods and services is expressed in terms of money, bot the

vilue of meney cannot be expressed in terms of moency, If the value of money is
expressed in terms of goods and services, it will have millions of expressions, In a view
to overcome the difficultics wecaloulste the collective value of money, We select some
poods and services as used in day-to-day life, Their average price is calcalated. It 15
known as general price level, There is inverse relationbetween the value of money and

aeneral price level. When general price level (P) falls, value ofmoney rises. Therefore,
i |
Valie of Money = P

In the words of Fsher, "Purchasing power of money i the reciprocal o the fevel of
prices.so that the stsdy of purchasing prwer of money is identical with the sty of price

value "

62 Ouantify Theors of Money: Meani

The guantity theory of money has a long history. But the pure version of the
theory is saide have from David Home, I was stated in several forms, The dassical
economists’ quantity theory essumed two forms. The first one i5 the Transactions
Appraach of Irving Fisher, an Amencan economist. The second version known as the
Cash Balances Approach came from the Cambridge economists led by Marshall. The
guantity theory of mopey became guite popular in these two forms. The theory was
eclipsed for sometimes due o the Keynesan Revolution. Milten Friedman, a Chicago
economist, made o restatement of the theory in 1956,

Accordimg 1o Fishers quantiey theody of imoney e w4 dired mmd proporoniie
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refation between quantity of money and peneral price level and inverse relation
berween guanity of money and value of money,
Definitions

Accordmg to B.S, Sayers, "The valie of mane y oharges inversely ordd the price level direcely
e

Hhe chargres in the guaniiny of money”®,

Accordmg to Fisher, "Ceher things remaining enchanged, as te grantity of money in
ewemaiion ergases the prtoe level mereases i divect propaeriton and the volve of money
aevreases o vice verso”,
According to LS. Mill, "The valiee of money, other things being the same, varies
Inversely ax (15 guanity, every increase of guaniiy fowers teovalie and every
dimineirion raixing it in a rario evactly eguivalens.”
Aceording o Prof, AL, Dey, "The quantity eory of meney stales thet the price level
varies indivect proporiion fo the guansine of money. IF the guaniity of money doubles w0
will be she prbceleved . Simdarly | deey will foll fogether
Egquations of Quantity Theory of Money

= Transaction or Fisker Equation

*  Cash Balance or Cambridge Equation.
621 1 i Fishier Eauati

Prof, Irving Fisher in 1911 put forward transaction approach of money in his

fumeus book, "The Purchasing Power of Money”. According o Fisher, "The quantity
theory s comect in the sense that the level of prices varies direstly with quantity of
money and walves of teade are not changed . To Fsber demand for momsey 15 made foa
iransaction motive, Yalee of money, likeay other good is deermined by e demvand Tor
and supply of money. Therefore, value of mosevor price level s determined at that point

where demand for money s equal e supply of money,

Demand Tor Moy

The demand for money 15 just different From the demand for other commmadities.
Sugar orcloths are demanded became they directly satisiv some want of the coasumer,
But demand for money & sot direer, it 18 a desived demand. Mosey 15 demanded

becaize it is o mediim of exchange, This, greater the number of rEn:aciions o be
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dome. the larger will be the demand formosey. Se, we can wrile,

MY =FT
F1
M= F

Supply of Mopcy

For a clear understanding of the theory. supply of maney should be examined
sepauratelyin the comtex] of paint of time and perod of tme, AT padnt of Time, quanticy
of money s equale stock of money Le., corrency, Currency is the amoust of notes and
coins pssued by the Government, Let it be dened by M,

Is equilibrinm, the demsmd for money s equal o £ supply. Therefore,

MY =PT
When o period of time s considercd, flow of money is t0 be token into consideration;
apcther factor caters the scene, 105 known as transaction velocity of caculaton of
maney. Yelocity of money is the average mumber of times a unit of money changes
honds during & given period ande denoted by V. Every time the unit of money changes
hands, it is a3 0f & new wit of money has come into being, This, a unit of money
changing kands five times dunng a penod 5 domg the work of five rupees (1 X 5= 5.
Thus, supply of money now becomes MY
Velocity of Money:

It #5 not ooy the quantity of money but its velogity which adds o the purchising
power ofmoney. Velocity refens to the rate at which money passes in payment from one
person o ancther peeson. Thus, it oxans an average number of times o single unit of
money changes hands in course of transactions during a certain period of time. It
depends upon a nimber of factors and izconsiderad o be independent of chamges m M.
In the long pericd ¥ depends apon the habis of the pesple regarding the use of
cheques, hoarding of cash, the frequency of income receipts. population. rapidity of
Trport, et In the short period it depends upon rate of inerest, changes in the price
lewel. and the degree of confidence about future events, Many times it offsets changesin
M. I M does pob ineresse, V oineresses 1o mest the demand for more money, ¥
declimes, if people accept cheques and do not msist on cash in payment for goods. It
also goes down when liguidity peeference increases or credit i= easily avadlable or

political instability 1= anticipated. Ifwages are paid after longer intervals, more money
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i= needed for wransaction purpose. Therefore, ¥V ancreases when economic developmaen
i= increasing and the monetzed secorn s expanding., 10 s also high where demsity of

population s kigh. Thus, in equilibrium,

FT =MV

MV

. EEY
Here, we have only sssumed that all transactions are done in cash, But this is not
abways s0. People have deposits im the banks on which they domw cheques 1o make
payvments, 5o such bank money should legtimabely form part of money sopply. Let the
bank money be denoted by M. It has a velocity of its own. represented by 'V oand s
evident from the fact that the tooal payvments made through cheques are Far more than

the deposits in the banks. Thus. money supplyincresses by MV and the total quantity of
money becomes MY + MV, Therefore, wie can writeit as under:
PT=MV+ MV
- MV+M'V’
o T
where P stands for price-level. T for number of transactions, M for Cuantiny of Money {2,
CULTency.
YV for transaction velooty of circulation, M' for bank money
VT o velacaty of circulation of bank money.
This form of equation was developed by Fisher and called z= Fishers eguation of
exchange. Fisher assumed that V', ¥ and T are constant. There is fixed proporison
between M and M. Therefore. we can conclude it as under:
fo) Fchanges becanse M changes. P s the passive facior.
(il PP changes i tbe same propaction in which M changes.

In shord, there is direct and proportional relationship between guantity of mopey and price
lewel.

We. further conclude that:
(ip There is inverse relation between valus of money apd gquantity of money,
(i) Thechange in value of money is inversely proportional 1o change in the
quuntity ofmoney, When quantity of moeney is doubled, value of money is

hinlved.
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612 Assumptions

The mam assumptons of the theory are as stted below;

1. Constani Ratio between Bank Money and Currency Money: The mtio of credi
My 16 caah remains stable dwiime the shon pt:'i:'n.l. In fact, bank moasey (58 1§ a5 a
function of curmency money (M), With expansion of corrency, bank money expands
and vice versa,

% Money is g Mediom of Exchange: Fisher's approach is based on the medivm of exchange
funciion of money, Money is used for fransactions purposes only,

3. Mo Hearding: There exists no hoarding. It means that the entire quantity of moncy
i5 put into circulation,

4. Full Employments The theory is bised on the assuwmption of full employment, Tt means

there are oo idle resources available to expand the prodsction of goods and zervices.

i

Price Level (P)is a Passive Factors The price level iz a passive factor iself, It
statcs that price is affected by oher varisbles of the equation and it does not offect
the other varibles ofthe equanon. An merese in the supply of money (M) or velocity
of circulition (V) raises the proice level and vice versn, An increase in troanssciion
reduces the price level but an in-price level does not incresse supply of money o

velocity or total transactions,

h. Constant Velocity or Constant ¥ and Vi The velocity of circulation of money
(%3 s an mdependent element in the equaton and is constant in the short penod,
Any change in the guantity of money (M} does not affect velocity of circulation
because it depends on exegenous fuctors like banking hebits of people, population,
comEurmption pattern, These Tac- sors are nommally stable in the short period, so Y also

remains constant. Similarly M docs notalfect V.

7. Constant Volume of Transactbons (Tl The ol volume of wade or total
rransacions are alse oot affected by any cliange i the quantity of money (M) and
other tuctors in the equatiom because Fisher says that T depends upon nabaral
resources, technological developmen and population efc. which are outside the
equation, so that any change m M does not affect T,
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8. Long Period: Fisher's theory is based on the sssumption of long period. Acconding
[0 this theory, & proper co-ordination is estabiished berween guantity of money and

price level inthe long nin,
i:] nn. IJ E | I‘ u

It showld be remembered that the equation of exchange in itsedf is not the
quandity theorvol money. Fisher has wsed it only g5 s tool to prove the validity of the
theory. For better understanding, the theory can be expressed with the help of a diagram
miven bielow:

Io this diagram., quantity of money is shown along the horizontal axis and the general
price level along the vertical axis, When the quantity of money is egual 1w OM price
leweld s OF, IF quantity of money rises w0 OM, price level also dses w OF', The
propartionate rise i the general price

- U=
level ¢ s equal 1 the proportionate increase i the quantity of money M Similady, when
the total quantity of money in circulation falls 1o OM", price level also falis o P and the

M—u
propartionate fall “wm . in the quantity of money. Thus clange in the quantity of money

CHuses an equi-proportionate change in the price level. By joining the poinis B, C and
0. we get the curve BE. This curve forms an angle of 45° with the horizontal axis and
represents the equi- propetionate relstionship betwesn AM {chenges in M) and AP

{changes in Pl

¥
E
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624 Criticisms

The quantiy theory, & propounded by Fisher is by no means the fimal word regarding

the determination of vaue of money. It has been subjected w a severe criticism. It has

been denounced as unsuitabde, o1 lease, in s rigid Form, The maim points of eriticism are

a5 wnder;

No Fixed Relation between M and M': The theory bis sssumed & constant rafio
hetween the amount of currency (M) and the amount of credit money {M'), s¢ that
when M is doubledM' is also doubled. In actual practice, however, it may not be so,
For example., duning perodsot’ boom and depression M and M do not move in the
same proportion. or even in the same direction. During boom period, because of
greaer demand for eredit, M' will continue 1o fseeven if there is no increase in M,
On the contrary ., during depression MM will be low in spiteof o rise in M.

Causal Process not Explained: The theory has been expressed in the form of an
cipuation ., It becomes oo mechanical, It does not explain what forces arise when M
changes which lead to subsequent increase in P.For example, Keynes was toexplan
later that increase in M reducerate of interest which cause invedtment, output, cosis
o mount and thus gve the price levelthe push in the wpsward direction,

DifMiculty of Measuring Varkables: It is very difficult oo measure Voand ¥V, Again
T s diffecult 1o caleulate because it is nol easy 10 add up transactions espressed in
different wnits like meters of cloth, tons of steel etc. Moreover. WV and T are oot
Coie g,

Siress on Supply Side: The theory is based on both the demand and supply sides .
but in reality, more atention 15 paid o changes on the supply side de. M oo the

cxchision of etherforoes, Demand sade remmins constant @ FT.

Ignores Money as a Siore of Valoe: Money is oot only a medium of exchange; itis a
sore of value as well, The quantity theary & developed by Fisher agnores this
second imporant function of mwoney. An increase in demand Tor hoanding should
b trented as & redwction in money supgely in circulation.

Assumption of Full Employment: The theory assumes full employment, while in
readity; generally, wnemployment s seen, thus rendering inoperative the logical
srquences of the Quantity Theory, Kevnes proved that Say's Law of Markets was
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inwalid.

7. Static Theory: The theory applics only in & world in which many things remain constant.
Butin the real-world changes are alwavs taking place, Thus, the theory is notdynamic.

K. Momey not a Medium of Exchange: Cuantty theorists regerd money only as a
mediim of exchange. They believe that the entire quaniity money & used for
purchasing goods and services. It has, however, been ponted om by Kevnes and
other modern econamists that money 15 wsed 35 a store of value also,

9, lgnores the Role of Rate of Inferest: It is not a satisfactory theory of money
Becatise i gEnones e foele of the fate of meerest, The relaion between the clidmges
in the supply of Mand P s not direct but indirect. Given ihe liguidity preference, an
increase i the supply of Mlowers the raie of interest and consequently myvestment
increases which along with consumption expenditure raises the level of income and
autput therehy affecting price level,

10, Existence of Barfer Svstemy: The theory assumes the existence of the barer
eystem. Butl in most of the backward countries bamer is 2ol popular with miral
population. Thus, the scopeol the theory becomes limined,

i1, Iznores Short Period Fluctvations: The theory considers only long  peried
changes in prices, o5 a result of chonges in the quantity of money. It fails o explain
short peniod fluciuations which, sccording to Keynes, are of greater significance.

12, Fails o Integrate the Theory of Value and Theory of Money: Kevoes hes pointed
ot that the eguation of MY = PT tails o mtegrate the theory of money waith the
theory of value, Moscy plays an active code and  affects rate of mterest which in
i determines the level of oups ad emplovment, Therefore, theory of prices
shounld form an integral part of theory ofmomney,

This drastee criticism against this theory should nol kead ws 1o believe that it 15
absolutely pseless. Indeed . the Chicago School of Economists has fried to show that the
money supply is ome significant mfluence on the value of money. In face, there has been
atendency to over-crticize the theory and try to read into i more than that Ieving Fisher
really intended. In realivy, the theory merely iHlustnoed a static position of equilibrium

which is assumed oo prevail af & given moment




cither before or afier o change has faken place. Money, bowever, is a dynamic factor in the

eeonmny, o the paciure of the situation presented by the equation is nola realistic e,
Lheck Your Progress- 1

Q6 What do you mean by quanury theory of money !

Ans,

R T EE TR TN EEE T F AT T TN RIS EE TS SESEEEEEEEECETI TS EEE

Q2. Define demand for money in Fisher s equation,
Ans.

63 Bakance Approach or Cash Balance Equation

Ancther version of quantity theory of money i3 contaimed and Ninalized in cash
balance or Cambridge approsch. It wes developed mnd finalized by a group of
Cambridge economists e, Marshall, A.C. Pigou, Roberson and ITM, Keynes, This theory
smtes that value of money 15 deter- mined by demand for and supply of money. At any
particular time. supply of meney remains constant, therefore, changes in demand for
money have more influence on value of money, Thistheory lays moere stress on demand
for money compared to its supply. Therefore, it is also known as Demand Theory of
Maoney .

Supply of Money

Supply of money at a certain timie includes all the notes, coins with the public

and the demand deposits, Thaefore,

Supply of Moncy = Notes + Coins + Demand Deposits
Demand for Money
Demand for money refers o people’s desire for balding cash balances. According tocash
halance equation demand for meney is not for the purpose of transsction alone bot for
the purpose of sworing up value alse. Therefore, poople store up value i the Form of
cosh balances 50 a8 o pse the same as 3 medivm of exchange, Coash balapce is tha
proportion of the anpual real incsme which poople desire to bold in the fam of meney.
Thius, tetal demand for money 15 the aggregareol ca 1 balance of money holdings of all
individuals st o given moment of time,

LPemaind tor Moy = Uash Bakancoe
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Differemt Equoations of Cash Balance Approach
CrifTerent econemists ave put forwant the following egquations o determine the value of money,

1. Marshall's Equation: According o Marshall, the value of money is determined not only by

changes in money supply but also by change® modemand for money. Svmbolically.
M=EY+EK'A
M = Quantity of Money, K = Fraction of real income, ¥ = Aggre pate real income
K'= Fraction of tofel sssets, A = Azgregate mopey value
The followers of Marshall abandoned the assef pan of e equation, Symbobcally,
M=EKY
Y=P0
P = Price level, O = Dudput

Thevefore, the equation can be expressed as

M=KPO
po M
"~ KO

In terms of purchasing power. it 15 opposite o the price level
LR

B
M

Thus, there is inverse and proportionate relationship between value of money and money
supply.

2, Fzou's Equation: Pigou s given s equation of momey i the form of purchasing power or
valie of money. In wems of valee of money

KK

M

F = Yalee of moncy, K = Propertics of cash hedd by people.
K = Real resources, M = Money supply.

I terms of price level , the equatesn can be wrilicn as

M
P=—
i

Since K oand B are sssumed o be constani, so there is direct and proportionate refation

berween money supply and price level, According o Pigou, demand for money
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conzasts of legal money. 5o, he miodifed the equations as
KR
C = Cash with people. 1 - O = Bapk deposits, h = Proportion of bank deposit beld by bank
This can be shpwn with the help of figure.

In the diagram OFF is the demand corve for money and M5 M252 and AFS3 are ihe
=nppdy

curves of money drawn on the assumption tat money supply is fised ara poisd of tme, [T means

maoney supply s o stock concept, On Yeaxis Pigouy purchising power or value is
ken, When the money supply 15 AC353 and demand is 20, in that cose the valee of
money is P f . Mow withthe increase in money supply from CXM Y 1o OM2 | the value of
money 5 reduced From G o OF2, The Ball in the value of money by PF2 exactly
cguals the incrense mothe supply of money by MM 2, If money supply increases three
times, from OMY w0 OM3 the value of money is reducedby exactdy ooe third from OF)
to (P 3. Thus. [0} is the rectangular hyperbola where elasticity isequal to one.

4 51 S Sa
D
|
-
i
§ri e
E
o P2 -2l 1 -
W Pg} D
1 -
g
* X
o M M M3y
QUANTITY OF NONEY

Thus, it 15 cledr that the price level will vary inversely with £ or 8 and directly with M.
Pigou inhis equacion has bid stress on K rather than M. Tt means the valve of money
depends on demand for money w0 hold cash.
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3. Robertson's Equation: Robertson has given the more or less the similar equation of
enchange a5 mven by Pigon, The only diference between the two s thal Pigon  gave
total real resources whereas Bobertson gave the volume of total transactions. This

eguarion is as

F = Frice Level, M = Cantity of Mooey, T = Quantity of Goods and Services
K = Portion of T which people wani to keep cash.

4. Keymes' Equation: Kevoes in his equation laid more emphasis on consumer goods .

K+ ek’
n=PlK+rkiorP= d

il
Accordimg 10 Keynes, people Told cash to buy consumer goods and services, Bevnes

cyuation 15

i = Quantity of money, P = Price kevel. K = Proportion of consumer poods
k' = Proportion of Cash reserves

Critheisms:

1. Nothing New: B is alleged that the cash balance eguation is simply quantity theory
in mew alpebraic deess. The conclusions of the analysis are not different From those
of tramsaction anal vsis excepl for a change in emphasis,

2. Fails to explain casual process: This approsch also fils o explain the casual
process, It holds that changes in P are caused by changes in K. But the suthors have
Failed to realize thatkK itself i influenced by changes m P. [t &, therefore. both o couse
and effect of changes in P.

3. Speculative Demand for Money benored: Explanation of demand for money is
e arpletlens ot Fails to take into comsiderstion the Hpﬁflllil[h'l.' e Tar inoney
which is a very powertul factor in determining the demand tor mosey in modern

times. This means that the link connecting the theories of interest and level of
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incarme throu gh the demand for money ismassing.
Long Period Thesry: Like traditional theary, Cambridge equation also explains
only long pernod changes in the value of money, I fails o explain shon period

fluchzstions.

. Narrow Approach: An imporant deswback in cash balance equation 15 thar it

deals with money in terms of consumption goods alone. If is a namow view ol the
determination of theprice level.

Static Theory: The cash holance approsch provides o st of equations which are only
exercises in compartive statis, These cannot analyze the dynamic econmmisc analysis,
Fails to explain Trade cyeles: This theory fails to explaim frade cyeles. It does not explain
the causes that give vise (o booom and depeession.

Excessive Emphasis on Yalue of Money: 1t ignores the real forces like income,
saving andinvestment on the value of money. The theory considers the changes in
demand for money only which bring about changes in value of money which is
WO,

Unreal Assomptions: It assumes some of the faciors ke K and T e be constant, Bun in
real

life B amd T are not constant. They are subgect w change,

A SimBarites. Both the cquation: have following similarities.

Same conclusions; Both equations reach the same conclusion thar price level changes in

the same proportion as the quantity of money does.

2, Same Equation: The cash balances equation P=F of Roberson is gquite sivnilar

i thie
MY

egution of exchange given by Fisher, F=T " Boththe eoEations s the same nolations,

4,

meaning the same thing. The only difference lies n Vo snd K. But in reality,
and Boarereciprocal we cach ather,

Fungtions of Money: Both the approsches regard function of money  as
mediom of exchange, To Kobertson, Fisher eguation and Cambridge equations
are not fundamentallvdifferent from each other.

Concepd of Money Supply: From the different equations we find thas MU +

ML’ of Fisher equation and M' of Robertson and Pigou and 'n’ of Keynes refer 1o
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total supply of money.

K. Dhssimilarities: The points of dissimilaciies between Inmsaction axd cash bakance

1

approach ane stated below,

Functivns of Money: In Fisher theory money has been treated a5 mediom o
exchanpe wheress in Cambridpe 2quation. its function of store of value has been
apven ducimportance.

Velocity of Circnlation: Fisher theory lays more emphasis on velocity of
circubstion of meney. Cash bakmee theory lavs greater emphasis on that part of tonl
maney which is kept cash.,

Nature of Price: In Fisher Equation and in Combridge equation price is not used
identically, In fisher equation price refers 1o geneml price kevel, But in Cambridge
versicnprice 15 concerned only with the prices of consumption goods.

Relative Importance of Demsand for Money and Supply of Money: Fiabenion
appraschhas stressed on supply of money, Bul in the cash halance appeoach there
is shift of emphasis from he supply of mwosey W the demand for moesey. It s
mare realistie since demand for money definitel v plays an mportant roke,
Definition of Money: The two approaches to the quantity theory of money use the
concept of money in Jdifferent ways, The Fisherian version emphasis is on the
medium of exchangefunction of money, The Cambridge version emphasize on the
store of valee function of money. In this way, Fisher's version of quantity uses

the concept of money in & nomow sense,

Transaction Velocity and Income Velocity: Fisher approach stressed on the
importanee of transaction-velocity o circulation of money, On the other hand,
Cambridee cquations emphasize on that part of moeme which is kept in the Form
of cash balanee. Therefore, Fisher considers the tronsaciion velocity of mosey
while cash balance approach consider sthe income-velogaty,

Stock and Flow Concepts: The Cambridge version regards money a= s stock
concepd. where as in Fisher's equanon it s a flow concept. According 1o
Cambridge squation. the money supply refers to given stock at any point of dme.
But Fsherian equation refers money supply as a flow. To claborate  this

argument., Fisher links the flow of money expenditure and money haoldings. But
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the Cambridge economists hink the money holding and stock of wealih. It is on
this account that Fisher emphasizes ¥ whereas Cambridge ecanamists iy stress
on the imponance of K.

B, Mature of Voand K: The natere of W oand K b been interprened dilferently by
the two spproaches. In Fishers equation velocity of circulstion is o highly
mechanicel concept. It isa measure of speed at which mosey changes bands. Velociy
depends on various fectors like kenglh of the pay period, spending habits of the
people, the development of banking system, ete, But on the oher band, the
Cambridpe version bas lasd stress on K which depends om psychological and

miraspective fctors like habits, human aminede, belavier, ete

Despute similarities and dissimilarities berween the two approsches, cash balance
appredach is certainly superior to the tronsaction approach on the basis of the following
e nES:

1. Basis of Liguidity Preference Theory: Further. the cash-halances approach has
helped Kevines o develop his famous "Liguidicy Preference Theory” which is
brased on the preferences of the people w held cash for various motives.

2, Explanation of Trade Cyele: It is also claimed thar K s definie while WV s
vague, It is easier to find out K rather than Y. Cosh balance approach is, therefone,
more significant inundemstanding the cyclical fluctuations.

1, Integration af Theory of Money with the Theory of Value: By recognizing the
forces of demand and supply and using demand supply analysis for the
determination of valee of money, the Cambrdge equation has integrated the
thesary af ioney with the gemeral thearyel value,

4. Casval Process: Fisher's approach explains that changes in the price-level are cansed by
Changes in supply of money, This does nar explam the casual process hetween

money supply and the price level, Cambridge approach explans how price level
changes even ifmoney supply is hold constant due to changes in K.
5, Broader Concept of Demand: Cambridze equation gives a beoader concept of
demand because according to the approach moeney is demanded not only for
transaciin but alse forstoring of value
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f. ITmportance to Demand Side: Another achievement of Carbeidge equation s that i
fakes o consideration supply as well as demand for money, In 10 traditomal
theory. demandside is ignored.

7. More Realistic: The Cambridge equation stresses on cash balances, They regand
human motives s important factor which affeat the price level. The subjective
factor behind K has led o die study of factoes ke expectation, wisceriainty,

mitives bor Bguidity and 1 ateod interest.

B Short Period: Cambridge equation is maore appropriate as if studies short term factoes.

{in

the other hand, Fisher's equation studies long temm faciors.

9, Easy Calculation: According s Kurihara, caleulation of K and R' in Cambridge equation

is easier than WV and T ia Fisher equation.
18, Based on Micro Factors: Another reason for the supenonity of Cambeidze equation
i5 that it 15 based on micro decisions and behavior. Contrary to this Fisher

equation is criticized on the ground that it is based on macro factors.

Check Your Progress- 11

1, Prefine Marshall's squation of money.
Adby........

QL. Discuss the ssuperionty of cash halance approach
AMB.__

6.6 Liguidity Preferense Tt

The famous economist of twenteth century, Lord Keynes explained a monetary
method ofthe determination of rae of interest in his famous book "The Gemer Theory
of Exmprloyment, foterest and Money", This theory 15 also known as Ligquidity Preference
Theory, According to thistheory, interest s price of the services of money, Accordingly,

interest is determined by demand




for aed supply of mosey. Intevest 5 8 mometuey pheismcno.

First of all, we must know what is meam by interest”? According o Keynes, "Interest is
the rewardfor parting with ligquidity”. And the rete of inlerest is the premivm which is to
be offered to induce the people w0 hold wealth in some form other than the hoarded
money. ) He further explained, Therate of inferest is the premiom which is o be affened
to induce the people to hold wealth in someform other than the boarded money.”

According 1o Prof. Mayers, —Liguidity preference is the prefierence to have an equal amount of
casli

rather than ¢laims against sthers,”

In other words, peopte give preference for bolding money in cash form {quidity) 1o
fending it womhers, Thus, preference for lguidity i called Bouidity preference, Again, tey
wiill, therefore, part with Hguidity only iF they are given o reward or price o it This

reward for parting with Liguidsvis called mterest,
Determination of Interest

According 1w hquidiny preference theory, interest 15 determined by the demand
fior and supply of money. i is determined ot & point where supply of moaey is eqoal to
dermind for money A detaiied description of demand for and supply of money (s given as
bzl iy

] Demand for Mongy

Te Kevnes, money is e only o mediom of exchange, bt also g store of wealth, Now,
there arises a guestion, why people want 10 hodd cash? According to Keynes, there are

three medives behind liguidity preference.

66,2 Transaction Motive

According to Peterson, “The tramsactions motive relates 1o the need to hold some
guantaty of money balances (either cumrency or dermand deposita) o carry on day-10-day
economic dealings”. Most of the people receive their incomes by the week or month
while the expendiure goes on every day. Therefore, a certain amount of ready money is
kept in hand to make daily payments. Notonly individuaks and households need money
tor et daily nequirenients, but bosiness frmsalso nead it to meet daily tmasactions ke

the pavement of wages, purchass of raw-matenials and [ pay For e cost of rnspor, e,
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The demand for money for ransactions purposes deperds opon varions factors like
income, the general level of business activity, and the interval at which income 15
received. For mstance, iF income s received after 8 long merval of time, a larger
propertion of income will have w be kept in ready cash. Similady, where goods are
availabde on credit, fewer amounts of ready cosh iz needed. Thus, o a general male, in
can e said that the wansactions demand for money i3 income clastic and may be
expressed o
(Lah=FY)

Demand for money for rapsaction motive (L) is the function (f) of income (Y ie.

depends Muncome

663 Precautiopary Motive

Every individual and firms keep therr savings in lquid form for rainy days, Some
part of theincome s saved to peovide for contingencies as iliness in the family, a
joumey that may be required to be undertaken under compelling circumstances, some
RUESEE Ay arrive, some moneyis o be kept apan for some such event as barth or
marrige, some frend o relaive may requirelinancal ssistance, For all such purpoeses,
the person would like o keep money in liguid foem oo =ligqued foem, eg, in savings
bank, Liguidity prefersnce for such motive B ol as high as forbe iransaction motive,
Mevertheless, theme is some liquidity preference For precautionany motives. This fact can be
express=ed in the fom of an suaEtion s

Lp =f(Y)
Demand for money for precautionary motive (Lp) is a function (f) of income (Y} e, depends
CNLTICORTLE.,

According 1o Keynes, demand For money for precantiomary modives depends on income,
Kevnes

denoted M1, the combined demand for these two motives, Thus,

Mi =Lt +Lp =fY})
In fag. 1 wertical ling AB represents the demand for precautionary and transactionary
mives., It signifies the fact that demand for money foe these two purposes remans O

irrespective of any change in rate of interest.




fufid Speculative Motive

If & man has money that he can spare even  after satisfying his consumption
needs and alter building Munds sulficient w meel contingencies, he would like w0 invest
money in such a way that brings him profits. In this case he would not be very keen for
keepaing lis money m lguid focm. The lquidity preference & low in such cases. Thus,
holding back meoney in cash form i the hope of earning more income i future is
called speculative motive. According o Kevnes "Speculative motive is the motive of
enrming profit from knewing beter than the market what the future will bring forth.”
Therefore . people prefer to hold cash to eam more profit on account ofchange in future
kg of interest or price of bonds, In short, demand for money Tor specalative motive s
interest elastic.

A high rate of imerest can bring some money kepl for preciutionary motive for
lending, but it will hardly be possible to bring out the money kept for transactional motive
for lending. Themvore the money that 15 kept for the first iwo motives, the higher will be
the rate of interest in thesociery and vicesversa,

It can be expressed i the form of an equation
M2 =Hfr)

Demand for money for specalative motive (M2} is a function () of rate of interest (T} et
depends on the rate of mterest,

In fig. 2, COis the demand curve for speculative matives, It slopes downwiaind
from left toright. But at point K, it becomes parallel to X-axis. It indicates that demand
for money is inversely related to rate of mterest. In other words, at higher rate of

interest, demand for moneyfor speculative motives will be low and vice-versa,
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Meovw, the wotal demand For money (MDY in the summation of rapsaciion. precastionry
andspeculative demand for money.
MD =M + M2 =1i(Y,r}

Total demand for money for all the three motives i.e. {1) transaction motive (1)
precautionary motive and (T} speculative motive,

Ir fig, 2 0A) transaction and precautionary demand for money is shown, AB &= the
demand carve which is perpendicular o X-axis. It indicates that rate of interest has no
effect on i, In other words, with the increase or decrease in rate of imerest demand Tor
money remains stable.

Im fig. 2B} speculative demand for money is shown, JK & the demand curve
which at point K becomes horizontal to X-axis. It signifies that rate of interest docs
affect the demand which is lower and viee-versa

In fig. 3 0C) tofal demand for money is shown, B ois the summation of
traneaction, precautionary snd speculative demand for money, It is DO curve which at
poinl M becomes honzontal o X-axis, This demand curve is known as hgqudiy

preference curve.
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6.6.5_Supply of Mopey

By supply of money is meant the sum total of curmency ond bonk deposits held
by non-banking public. The money supply in a country is determined by the monetary
“authority such as the central bank. Maoney <upply 15 not related o the eate of inerest. It
i the need of the economy which will determine the quantity of money.

Therefore, the supply curve of money (M) is shown as a vertical line pamilel
e theordinate (%) axis as shown in Fig. 4.
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Equilibeium Rate of Inberest

Aceording 1o Kevoes, equilitsriom e of interst s determined ab a point where dermand
for money is equal m sapply of mopey.

MD (LP)= M5,

o fig. 3 M3 is the supply curve of money where LP is the liguidity preference or
demand curve for money. Both these curves intersect each other &t point B which
determines R rate of interest. However, effect of change in demand for money and
supply of mopey are explained asunder,
Change in Demand for Money

If the supply of mosey remains constant, and as the liguidity preference for
money meresses mbe of iInerest also increases and vice-versa,
In fig, & SM is the supply of money curve. M, M1 M2 are the demand for money
curves, Mow suppose that inmtially M oas the demand corve. Here equilibriem is restored
at point E where M curve cuts M5 and or rate of interest is determined. IF Bguidiny
preference increpses to ML, new eguilibriom will be ot E1 ond the interest rabe

ingreses o OR 1, I contrary 1o this lguidiiy
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preference curve falls to M2, equilibrium will be at point M2 which will determine
UR2 interestrate.

Fig S

Chamge in the Sapply of Money
If demand for money remiins constant, as the supply of money increases, mte of iMerest
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Im Fig. 7 LP is the liquidity preference curve while MS, M151 snd M252 are the supply
curves, In the beginning, MS is the supply curve which intersects demand curve at
puaint E. Hereequilibrium mte of imerest is OR., Now if the supply of money decrcases to
MI1%1. Here LP curvecuts supply curve st EZ. The equilibrium rute of interest is OR | .

Crn e other hand, if supply of money increases o 3382, equilibriem mrerest re falks o

CIR2.
Main Points of the Theory
I. Imterestis a monetary phenomenon and the rate of interest is determised by the

imtersection of demumd for moaey and supply of money;

2, Coven the supply of money, the rate of interest fises o the demand for money
increasesand falls as the demand for money decresses

3. Given the demand for money. the rate of interest falls as the supply of money
incrensesand rises ws the supply of money decresses

4. The eate of iverest cannor be reduced bevomd the boswer Timit set by the Ligudiny trap,

Check Your Frogress- I11
Q1. Explain transaction motive of mongy,

Ans,

2. Define speculative motive of monsy.

AThS.

6.6 Liguidity Trap
By Dquidity rap, we mean a siteation where the e of inferest caniod fall below a
particular minimun level, imems male of interesd is always positive, IDcanmo be 2ero or

negative, It can beshown with the help of fig. 8.
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Along the X-axis is represented the speculative demsand Tor money and along the Y-axis
the ratest infenest. The lguiday preference curve LP s downwand sloping towards the
right. It signifees that the higher the rte of ierest, the kbwer the demand  for
speculative maotive and vice-versa. Thus, at the high cumrent rate of interest OFE, & very
sl mmount OM is held for speculstive motive, This 1s because at a high curent rale
oof inferest much money would have been lent out orused For buying bonds and therefore
less momey will be kept as inactive balances, If the rate of interest rises w0 OR] then
less amount OM Y will be bedd under speculitive maedive, With the further fall in the rate
of imerest w ORZ, wwaey held under speculative motive increases w OMZ. Tt will be
seen in Fig, 9 that the liquiday preference curve LP becomes gquite flat £e. perfectly

clastic ol o very low rate of inferest,

b
w.
=
| i wppiany Trap
II L=
4 -— * -
_— -
~traer IR n
Fizure 9

It is bonzontal line beyond point E. towarnds the right. This perfectly elastic portion of

173




iguidity preference curve indicates the position of ahsodute Bguidity preference of the

peaple, That 15, ar a very low e of interest people will bold with ihem as inactive

balances amy amount of money they come to have. This portion of boguidity preferences

curye with abselue lguidity preferenceis called lguidity rap by some cconomists,
M1=L11Y)

Maow et us exomine why interest mte carmot fall below a porticular level:

A, sibstituiing bonds for moaey, apart from loss of lgusdicy, afso in valies some cost
and inconvenience. Some minimuam refum s orequired o offset thes oot and
inconvenience . When the imterest rate 5 very low say zero, the lenders will nodt lend
Maney.

B. At the lowest possible interest rate, poople will hodd mosey rather than © make an
investment in bonds or securities,

C, The rate of interest cannot fall below floor kevel, There is every possibility for the
interest raie 1w increwse i1 has reached is lowest level and hence the bond prices
may fall. The investors would not by bonds under these circumstances . They would
rither like o sell their bomnds,

I In case of low rate of interest, investors hope that the rote of  interest would
incremse and come to the noural kevel, A rise in the interest rate involves lesser
capital losses than a rise inthe rate of interest after reaching the minimsm level,

Thus, the rate of inerest cannd fall below a panicular level. The minimum me of
interest represems the lguidity wap, where people keep all cash with them, Tnstead of
buyving of bonds ond securitics, they sell them. According o Keynes there of interest can
never rech zero because once the rate of interest reaches Moor reaches floor level the

people expect it o inorenss,

6.7 Importance of Ligoidity Preference Theory

L. Importance of Money: Kevnes' liquidity preference theory of interest highlighis the
importance of maney in the determunation of the rate of interest. Acconding to this
theory, interest is 3 monetary phenomenon and the rme of interest is determined by the
demand for and supply of money.

L Importance of Liguidity Preference: Liguidioy peeference or the demand  for

money has attained the special imporiance in Keynes' theory of interest refers fo the
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desire of the people 1o hold their wealth o hgquid foem e o hold cash)y. Kevmes
gives three reasans Tor holding cash, 2. the ansacions motve, e precaitiomry
motive. and the speculative motive. Interest has been considered as the reward for
parting with Bguidity, Thus, Keynes has laid greater emphbasss on the siore of value

functn of momey.

Imiportance of Speculative Demand : 5peculative demand for money oF demand for
idle balonees 15 the unique Keynesian contnbutien, It means the demand for holding
certain amount of cash in eserve to make speculative gains out of the purchase and
=le of bonds through future chamges in the mate of interest, According o Keynes, the
rate of interest 15 determined by the decision as to how much saving should be held
i money and bow much allocared o bond poehase

Muore Generatized: The classical theory was g special theory applicable aly 1w a
full- empovment situation. Kevnes theory is more general in tha it is applicable boch
o full as wellas under employment squations,

Inteprated Theory: A preal mert of Kevnes theory is that it has integrared the
theary of interest with the general theory of culput and employment. Employiment
depends on the levelof investment and mducement to invest is influenced apart from
marginal efficiency of capital by the sate of inlerest.

Integration with Price: Keynes has ivegrarad the theory of interest with the theory
of price The classical writers had unduly emphasized such real factors as abstinence
and timepreference, According 1o Reynes, inlerest is the price of money, and like the
price of any commaodity, it is determined by the demand for and supply of money.
More Practical: The thoory b5 of great practical significance alse. The rate of inerest
dependson the demand tor and supply of money. The supply of money 15 reguated by
the governmentor the monetary authority of the country. Therefore, the govermment
can greaily influence therate of intenest by regulating money supply, Alse, through
its liguidity trap hypothesis, the theory stresses the limitotion of monetary suthority
in fowermg the rate of interest bevond a certam level,

Long Term ¥s Short Term Interesi Rates: According o Keynes, intetest is o
reward for parting with liquidity. The interest rate differs on debts of different lengths

and maturities. The mterest rate on daily ouns will be different from the rates of
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interest ain weekly, monathly and vearly loans. Debis of longer matunty like three,
feve o 1en yedars will have ditferent Inerestmles,
68 Criticisms Shoricomings of Liguidily Preference Thedrs

The liguidity preference theory of interest has been widely eriticized by Prof. Hansen,
DonPutinkin snd Haelit on the following bases:
I. No liquidity Without Savings: Keynes argued that interest is the reward for parting with

ligguidity. However, critics point ot that witheot saving there can be no funds, The
question ofparting with ligwidity anises only after we have saved money, IF there are
no savings; there is no parting with liquadity either. According to Prof. Hansen,
“swithoat savimgs there can be no hgukdiny o surrender, The rate of inferest is the
return for saving without Bguidity.”

L Real Tactors ignored: I is observed that the rate of interest is nod prely & monetary
phenomenon, Beal factors comprising of productivity and savings play an important role
in the determination of the inerest-rate, According to Keynes, inferest is independen
of the demandfor investment funds wherens in reality cosh balapces of businessmen are
greatly influenced by their demand for investment funds. The demand for investment
funds depends on the marginal revenue productivity of copital. When marginal
cificiency of capital 15 high. busimessmen expect higher profits, there 15 greater
demand for investment Tunds and g0 the eate of interest goes up. Simdlarly, if the
propensicy o consume of the people declines, savings would increase. Therefore,
supply of funds in the marker will increase which tend o lower the marker rate of
inlerest.

A Indeferminate: Most economists have pointed out that like the classical and the neo-
classicad theories of mierest, the lguidity preference theory 15 also indeterminate,
According 1o Keynes, rate ol interest 5 determined by the speculative demand for
money and the supply of money available for speculative purpases. Given the todal
supply of money we cannot know how much is available for the speculative motive,
unless we know what the transactions demand For money is. And we cannot know the
Iramsactions demiad for meney unless we first Knosw thelevel of imcaine

4. Applicable to Advanced Countries: Kevnes theary of interest is applicable anly o

advanced coumries where money i widely in circulation and the money marker is
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well organized. It iz only i such countnes that people can choose among different
Types of securites, I0does natapply 10 Beckwiind countnes where the choice of assels
i limited . 11 cannot be soplicd toa barter economy.

£ Contradiciory: According oo the teory, the rate of interest depends on liguidiny
preference. Greater the Higuidity preference. higher is the rate of interest; smaller the
liguidity prefercace the lower is the sate of intesest. However, it s noticed that durnag
depression, peaple have highliquedity preference and yet the market rale of interest 55
low. Similady. in times of inflation. peoples’ liguidity preference is ow but the rate
of interest is high. These facts contradict withKeymes theory,

In the wiords of Prof. Hazlioe For if @ maa is holding his fuads an the form of 2 ime

deposits. or shon-terms ireasary bills, he is being paid interest on them, there he gets interest
and liquidity too. What becomes then of Keynesian theory that interest is the reward for
parting with liguidity.”

i All or Nothing Theory: Kevoes assumes that the choice always lics between liguad
cash and higuid bonds. The theory i, therefore. all o nothing theory. In reality,
owever, varions investibie assets, differing i bguidity, are avalable in the market,
A person who has sodne gavings does oot want 3ooeither hodd in cagh or invest it an
iliquid boads, Instesd, he keeps some cash, some lguid ase1s, and some nnq&
assets. Keynes has thus unnecessunly separated the liquid from the illiguid ssseis for
e determinntson of the ntenesi-rikg

7. Hoarding: Keynes in his theory has not explained the term hoarding properiy. All
those factors which raise propensity 0 hoard have ot been eaplained by Keynes,
O this acoount we canndd call Keynes theory as complete,

k. Productivity of Capital: Keynes theory ignores  productivity of copital, According
o critics interest = ot only the reward for parting with Iguicity but ot arizes due (o
productivity of capital. Had the capital not been productive, no one had demanded it

% Supply Side Ignored: Keynes theory has limited validity from supply side aso. It is

ot possible te reduce the rate of interest by ncreasing money supply and vice-versi,

and, henee, paid no interest on capial.

It is possible that when supply is incrensed, increase in hquidity preference in the
snme rtice may keep theinterest rate onaftected

I Several Motives for Liguidity Preference: According 10 Keynes, "intemst 15 a
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rewand for parting with Daguidity. Inocealicy, liqusdity §s kept not only for three
atives, Practically, Hguidity preference depends on money, and other factors hike
rate of savings. propensity o consume, marginal efficiency of capital etc. All these
lactors are complerely ipnosaed by Royimes,

ILContrary o Facts: Another defect of the theory s that lguidity preference theory
:". dircetly contrary to the facts that il presumes 1o cxplain. According to thes
theory, the rate of interest should be the highesi at the bottom of d:prmimﬂam,
due to falling peices, people bave grear liquidity preference. But, iﬁe.ﬂi:}-, rate of
inferest is the fowest ot the bottom of adepression. On the contrary, accerding (o the
ligguadity preference theory, the rate of nterest shauld be the lowest ot the peak of a
bocwm whien, due 1 general rise in incomes and prices, theliguidiny preference of the
people s the Iowest, But generally, the interest rate is the highesi at the peak of a
boom. Hadlin bas observed Keynes liguidity preference theory a5 incomplee.
According to him. "This type of demand and supply theory is mot incorrect but it is
superficial and incomplete.” But this theory in modern ecomomics occupics an
important place becanse it takes imo account monetary factors in deermining micrest rae.
There ix afwawvs Ia thun full employment in un economy. It is with the help of Lliguaedity
prreferenoe theory that Bl employmssnt can be restonad.

Check Your Progress- [V
Q1. Define liguidicy trap.
Ans.
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02, Give any two criticisms of Lguidity preference theory.
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68 Summery

Ciantity theory of money wsed o determine the general price level in the
eonmamy. A% per Fishers theory of money, there 13 iﬁeﬂ determination of price fevel on
the basis of supply of money. Theretore, it has direct and proportional relationship
between money supply and price level i, i money supply doubkes, price will doublc
and as money supply 15 redeced to balf, itwill decline by the same amount, .ﬁu:rnrdi%
to Fisher theory of money, total value of all the goods sold dering a particular period is
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equal e the ol quantity of money spent during that penod. Another meth il
quantity theory of money is cash balanee approach. Accarding 1o this theary it s nol the
toeal money, bat thet portion of cosh balance I:hmﬁuph: spend which miluenceihe price
fevels. Most of the people in the sociery held o cash balance in their hands rather than
spending the f]lliﬂ:d‘ﬂn‘l.lrl! all at once. In liguidity theory of money, s mven by
Keynes, moneydos sot directly affect the price E&_ A change in guanity of meocy lead
to change in the rate of imterest. which further lead 1o change in income, outpul and

loyment. Therefore, all tese factors will lead to change in price of goods, In
liguidity trap, we mean o siuation where the rate of interest cannod Fall below &

particular minmmum level. It means rate of interest iz always posanve

610 Questions for Practice

Ao Shaort Answer Ty pe (Qaesthins

Q1. Distinguesh Valee of Money awd Price Level.
2. What do vou mean by Quanity deory of money?
3. Give the equatinz of cosh balance spprooch under;
p. Pigou's equation
b, Keynes's equsion
Q4. What do you mean by Liguidity Trap? Explam with diagram.

05 Define Liguidity Preference theory bricfy,

6., Define deménd and supply of mooey under lquidaty preference thery
(7. Brief Mote on

i, Precautionary Motive,

b Speculative moteve
L8, Wnte the pssumptions of Fizher's guantity theory of monzy.

Q'—J.E:ﬂpluirﬁnmﬂ it eqqisarion of morey with the belp of diagram
Q. Why rate of interest cinnot fall below s particular level under liguidity preference

Theory? Explain it
B, Long Answer Type Quesibons
Q1. Cnatically explain Trunsaction Approach of Fisher's Theory of Moncy.
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2. Discwss the Cambrdge BEquation or Cash Balance Approach of Theory of Moey.
(X3 Whiat dooyou mean by lguadiey preference? Give iis impariance,
4. Critically examime Eevnes s lquidiry preference theory of money,

05 Wrate Sumilartics and dizsimilanstees of Transacton ol cash Badamse Approaches of

o Money and Banking, by T.N. Hajela,

#  Money and Banking by KPM Sumdram,

v Adomey and Banking by Schuam Series, MoGeawHill, Pulslishing Co
Lid, Mew Belhi

»  Money Ecomomcs-Institwions, Theory and Policy by Sura; B Guprla

v Innovations in Banking Services by HR, Suneja

¢ Moneary Econpmics: Instintions by Suraj B, Gupa
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10 Learning Objectives

After reading this unit. learner will be able bo:
o Eonew the meaning of commercia banks
*  [Describe the types of banks

o Llnderstand the Tuncrions of banks

L1 Introduction

As for as the origin of the present banking system in the world 85 concerned, the first hank
called the "Bank of "-.-'euia" is beliewved 1o be establisled in [taly i the yvear 1157 o finance
the monarch in his wars, The first hank ilﬂndia was started in 1770 by the Alexander & Cao.,
an EnglishApency as " Bank of Hindustan® which tailed in 1782 due to the closure of the Apency
House in Iedin The first bonk in the modem sense was estzblished in the Bengal Presidency as
"Hank of Bengal” in theyear TR,

According to G, Crowther the modem banking has three ancestors in the history of banking in

thizaorld: -
Ll The Merchans
LL2 The Goldsmiths
LL3 The Money Lenders
A, The Merchants

It was the merchast bankers who first evolved the system of bankmg ss the trading activitics

required remittances of money from one place to another place which &= one of the importint
functions of a bank even now. Becanse of the possibility of theft of money during physical
rarsportation of money, the traders began to issoe the documents which were taken as titles of
money. This sysiem gave mse tothe mstitotion of "Hundi® which meies a letier of transfer wherehy o
merchant directs another merchantto pay the bearer of hundi the specified amount of money in the
Hundi and debit this amount sgainst thedrawerof Hui

B. The Goldsmiths

The second stage in the growth of banking was the mie of pokdsmiths. The business of

peldsmils was such that he hisd 10 secure safe o prdect e gokd dgainst thell and

take special precautions. Ina pernod when paper was not in circulation and the money consisted of
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gold and -ﬂan- the people started leaving their precious bullion asd coins in the cusiody of
poldsmmithe, As this proctice spread, the goldsmitles started charging semething for @king e of
the gobd md silver. As theevidence of receiving valusbles, be stured to issue o receipt, Since the
gold and silver coins had no mark of the owners, the poldsmiths Sared lending them, 'BE
eoldsmiths were prepared o issue anequalamounnt of 2odd or sibver money o the recespt holder, the
poldsenith rece ipts became Hke cheques as a medium of exclemps and @ means ol payment by one
merchant 10 the other merchant,
C. The Mouey Lenders

Thez third stage in the growth of banking sysem 15 the changing of the choracter of goldsmiths
it that of the money lenders. With the passing of time and "on the basis af expersence the
Eﬂllﬂail'lilTlhfﬂl.lﬂll that the withdravwals of coins were much less than the dlepaosits with 1Fem and if
a0l nesessary ohold the whole of the coins with them. Afler keeping ihe -.m[ingen& resgrve, the
poldsmiths stariedadvancing the coins on loan by charging interest. In thes way the goldsmith
money lemder became abanker who started performing two important functions of the modern
banking svstem that of acceptmng deposits and advancing loans. The only difference = that mow i
i5 the paper mopey and thenit was gold or silver coins.

IZ2  Neaning aod Definition of Commercial Bank

Iris very difficult to give a precise definition of & bank due e the fact that a modeen Bank

performs o variety of functions. Ordinanly & 'Bank' is an institution which deals with the money and

credit i such a mansner that it acoepts deposits from the publicand makes the sueples funds svailable 1o

those who need them. and helps in remitting money from one place o another safely. Different

ecoennets leve piven different definitions of a bank . Some of the important definitions are as e
According wo Gl Crother "A fvek codlects bose v feom thove whio e 8 Lo spaee or who aie

SR I el -:ll"r.l'r{'r'r-:‘wm'.'i'. and ey ihis mone v fo fhose wivo regaiee 18"

As per RP. Kent "A bank J5 an organization whose principal aperations are concermed with the

accimutation of the temporarily idle mane of the general public for the purpose of advarcing 1o sther

Jor expenditure.|

From these definations it can be concluded thata bank in the moderm times refers to an institwiion which

is having the following fearures:

Tadl  That s a commercial institation - carming profis

122 That it deals with money - accepts deposits from public and advances loans to the needy
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bormowers,

T.13  That it deals with credit - it has the ali‘lym create credit.
124 Thatit ereates demiand deposits - which serves as a medivm of exchange and manages the
peymeem svstem of the country,
Therefore, an idenl definition of o bank con be given o5 under:
A bank is 2 commercial establishment which deals in debts and mms af earning profits hy
accepting deposite from general public st large, which is repavsble on demand or otheraise
through cheques orbank dratts and otherwase winch are used for lending © the borrowers o

mvested m CGovernmentsecurities.

13  Topesof Banks

Banks are of varioos tvpes and can be classifed: on the busiz of seserve bank schedule, on the

busis of ownership, on the basis of domicile and basic functsons, These types of banks explam below:
Lil Oothe basic of Beserve Bank Scheduls
Banks can be of the following two types o ithe basis of Second Schedule of the Reserve Bank of
lindia Act, 1934 0., %\-ﬁ:h.d:d Banks wsd Mon-scheduled Banks.

Scheduled Banks: All those banks which are incleded in the list of
Schedule S-aamd of thelewerve Bank of India are called the Scheduled Banks,
Coly those banks e o ludesd i the Tist of scheduled banks which satisfy the
I’ulhaiug conditiens;
Theat it must bave a pabd-up capital and reserves of Rs.3 lakhs.

Thait it st ensure the Beserve Bank that its operations are nof detrimental to the
interest of the depositors,

Thar it must be a corporation of @ coaperative sockery and mol 3 gingle
owner firm oF & panmership firm.

Non-scheduled Banks: The banks which are nor included m the Second
Schedule of the Reserve Bank of India Act, 1934 are called non-schedubed
hanks. They are mu'm:l wded in the second schedule because they do not
Fulfill dee three pre conditions Laid down in the act w qualify forthe induction
in the second schedule,

132 On the Bass of Oweership
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Bu:nb.s can be classified on the basis of ownership in the followng cuepories

A, Public Sector Bﬂs:ahe banks which are owned or controdied by the Government are
called "Public Sector Banks" 1955 the fiest pEiﬂ sector commmercial bank was established by
passing @ special Act of Parliament which is knewn as State Bank of India. Subsequenty the
Crsvernment ook aver the majosty %a‘rmmﬂ of erher State Banks which were operating af the state
fevels namely StateBank of Paaka, State Bank of Bikaner & Jaipur, Stae Bank of Travancore, Stare
Bank of Mysore, State Bank of Indore, State Bank of Saurashira and State Bank of Hyderabad
presently working & sﬁidj:u-ies of State Bank of India.
In the fHeld of bankmg, the expansion of public secior was marked with the matonali zaton of 14
e cowmmerced keks by Mrs, Indira Gandhi on Taly 19, 196% throagh an oedimance with the
deposits Bs 50 crores each. Again, on April 15, [98(0 another group of 6 commercial banks were
it el ized with ﬂu:ﬁms-i[s R5.200 crores each, resultng i the ozl ﬂf%ﬂlﬂi banks. But due 1o
the merger of New Bank of India with the Punjab National Bank in 1993-94, the aumber of
matkonalized banks has been reduced to 19, The Stae Bank of Tndia and is seven subsidimies Tad
alveady been nanonalized . The progressive mationalization of banks hag increased the role of public
secion ranking in ﬂﬁmntr}'. In 196 these natkralized commercial banks and 31,055 branches all
over [ndia wheress State Bank of Tndia and its subsidiares alone had 12,903 branches,
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At present there are 37 Public Sector Bankes {1 State Bank of India +7 Subsidiaries of State
Bank +1% Natomalized Banks). The regional Rural Banks are ako coversd onder the category
of Putdic Sec-or Banks. AL presen there are 190 Regional Bural Banks in India,
Linder the new liberalization policy of the Government, The Onental Bank of Commerce,
State Bunk of India. Corporatien Bank, Bank of India and Bank of Baroda bave offered their
share o the geseral public and fnancial institutions and therefore these banks are o longer
ovwned by Government of [ndia, Although magrity of the shares 2 still wath the Govemmen,
eretone thesa ane sl public sector banks
Private Sector Banks: On thy contrary Private Sector Banks are those hanks w‘.luc!‘g:
owied and contmolled by the privite seclor i, private mdivideals and ¢ icns, The
privae seclor played o strategic role im the growth of Dint stock banks in India. In 193] there
were in all 366 private sector tonks of which 92 l:mn&wm scheduled banks and the
remining 474 were non -scheduled banks, At that time there was not even asingle public
sector hiank. With the nationalization af banks in IEJ-WI 19800 neither role in commercial
banking had declined considerably, Since then, the number of privite sector binks s
decreasing and the number of public sector Banks is increasing. However the following known
privale sector banks contnued o opemste in the banking sector (Total there are 25 such benks
0 i 10 Indiay:
I. The Federal Bank Ltd,
2.The Nedungadi Bank Lad,
3. Bharat Overseas Bank Lid,
4. Lord Krishni Bank L
¢ Lasmi Yilas Bank Lud.
-Ihe Vyasya Bank Lid,
7. The Jarma & Kashmir Bank Lid,
8. The South India Bank Lid.
o, The Bowrur % visa Bank
Private sector banks include Foreign Banks, Scheduled Commercial Banks and Mon-
Scheduled Commercial Brnks. The Gowvernmest of inw sel-up & nine-member
commitiee under the chuirman-hip of Sh, Narsmbam. former Govemor of Reserve Bank of

[ridian, poy ezmine the srueture and functioming of ke existing financial system of Fedia and




suggest financial ssctor reforms. According o Committee report which was submitted 1o the
parliament on December 17, 1991, the private sector hanks should be allowed to he
established in fndia, Butthe minimum capital of new priviie sector banks should be at least
Rz 1040 crore. Thereafter a number of private commercial banks have been established in
Indis. A1 present the major private sector banks established in India are:

1. UTl Bank Ltd.

1 HIYFC Bank Lud.

3. IDBI Bank Lut,

4. Times Bank Ltd

5. Induslnd Bank Lid.

&, Bank of Pungab Lid,

7. Centurion Bank Ltd,

8. Global Trust Bank Lid,

9. Development Credit Bank Lad,

14, LCICT Bambing Comporstion Li
Tl March 1996 all these privaie sector banks bad 76 branches, Existing private sector banks
hive been assvred that they will be allewed to expand their activities withowt any fear of
nationalization,
o Coeoperative Banks: The word cooperation stands for working together. Therefore, co-
aperative Bnking means an insciteeon which s estahlishied on the Eineiphe ol CoRIpETilon
dealing in ordinary banking bosiness. Cooperative banks are special tvpe of banks doing
ordinary banking business in which the members cooperate with each other for the promotion

of their common ecanmmis interests,

Features of Cooperative Banking

Following are the distinguishing main features of a codperative bank: -

. Membeship of Cooperative Banks is voluntary,

2 Functions of a Coaperative Bank are commeon banking fupctions.

5. Oxganmation and masagement of o Cooperative Bank is based o democratic primeiples,

4. Maip objectives of a Cooperative bank zre to promote economic, social and moral
development of ifs members,

5. Baswe ponciple of Cooperative Bank is equality .
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Therefome, we can conclude and defime a cooperative bank as under:

"Craperative Bank is an incitusion extablished on coaperarive bavic which deals in ondinary
barking hisiness for the prosmosion of eeaosie, sociol amd moead developmnent of [ mebers o
The short-term agricultural credit institutions cater to the short term financiol needs of the
chultuws which have the following three ter federal strocture;

the prineipde of equaline.”

i) Atthe Village kevel i Emaryhghlmlﬁ:dir Socictics,
by ALhe Distrct kevel : Centrad Cooperative Banks,
¢l Adthe Sone kevel ! State Cooperative Banks,

132 Onthe Basksof Domicile
The banks can be ¢lassified inio the following two calegories on the boses of domicibe;
Domestic Banks: Those banks which are mecorporated and registered in the India are
alleddomestic hanks.

Foreign Banks Foreign Banks are those banks which are st up i 2 foreizn coumry wath
their control and mapzgement in the hands a‘hcad office in their couniry of origin but
hiving business branches in India, Foreign Banks ane also known as Foreign
Exchange Banks or Exchange Banks, Traditionally thess banks were se1up for financing
the foreign trade in India and discounting the foreign exchange bills. But now these hanks
are also accepting deposits and making sdvances like other commenial banks in India.
Motable leading foreign banks in India are:

il ANZ Grndlay's Bamk baving 56 banches in Indea.

il The Standard & Chanered Bank with 24 branches in India,

i) Hongkong Baak having 2 | branches n Indis.

w1 American Express Bank.

vl Ciri Bank,

vil Bank of Americaand others foreign banks.

Check Your Progress-1
(3 Define the rerm hank,




02 Define public secior banks.
L P—

-

03, What do you mean by scheduled bunk=?
Ans.

banks can be classificd on the bosis of functions in the follewing categomes;

1. Commercial Banks: Commercial banks are those banks which perform all kinds of banking
business and functions ke sccepting deposits. advancing loans skort term boans, credit creation. and
sgency functions for their customers. Since their major ponion of the deposits are for the shart
period. they advance only short ferm and medivm-term haﬁtﬂr husiness, trade and commerce.
Majority of the commercial banks are in the public sector, OF late they have started giv'ﬁ lodng
term loans also to compete in the commercial money market, These commercial banks are also
called joint sinck banks becawse they are constituted and organised i the =ime manner & the

Joint steck companies ane constituted. Major commercial banks operating in India anz as under:

| Stute Bank of India & Its Subsidiaries Nativnalized Banks

I State Bank of India, I UCCyBank

2 Saate Bank of Mysore. L [Dona Bank.

1 st Bank of Indore, 3 [ndian Bank,

. State Bank of Patiala, d  Canara Bank,

3 State Bank of Hyderabad. 5 Wijaya Bank,

h State Rank of Travascone. fu Andhra Bank,

T Stwte Bank of Saurashira, T Synidicate Bank,

B Sume Bank of Bikaner and Jaipur, i Allshobad Bank.
B Hank of India.
Ith  Bank of Baroda.
11, Comoeation Bank,
12, Bank of Maharashira,




13 Pumjab Wational Bank.

14 Punjab ard Sind Bank,

13 Ulnicn Bank of India,

16 United Bank of India

1T, Db Obyviersons Bank,

IE  Ceniral Bank of India.

19 Onental Bank of Commerce.

2. Indusirial Banks: The Industrial banks are those banks which provide medium term and

lomg-term finom<e Lo the industries for lhtmim-: of Land and Building, Plant ond Machinery
and oiher mdusirial equipment, They also underwrite the shares and debenmures of the industres
and also subsenbe b them, The main functions of an Industrial Banks are as follows:
A, They provide Jong term finance 1o the industries o purchase Land and Buildings,
Plant and Machinery and construction of factory buildings.

B. They abo scoept long term deposits,
. The under write the shares and debentures of the industry and sometimes subscribe to
them.

In India there are number of finoncaal institutions which perform the functions of an Industrial
Bank. Major financial imstitutions are as under: -
A Indwsirial Development Bank of Inddi (IDED.
E. Industrial Finance Corporation of India (IFCI).
C. Industrial Credit ond Investment Corporation of India (1T and
[ State Indvstaal Development Comporations such as Punjab State Indusirial
Development Corporstion (P50

3 Agriculiure Banks: The nesds of apricoltesl credin are different from e of imlusiry,
busmess, rade and commerce, Commercial banks and Indusiral banks do pot deal with
azriculiure credit finomeing. An agricuburisl hiss both types of needs:

il Herequires shoet term credil to purchase seeds, Tertilizers and osher inpors and
il He also requires lomg term credit to purchase land o make. permanent improvement
o Bl 1o paselise agriculmral machinery and equipment such as teactors e,

Apricultural credit 15 generally provided in India by the Cooperative instidutions. The
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Cooperative Agncultueal Crodit Instinutions are divided int two catepories: -

A, Short term agricultural credit institofions

The short-term agriculural credit instimrions cater & the shor-term Nnancial needs of the
agriculiurizls which have the following three tier federal structure:

ad  Atthe Village hm:l: Primary Agricultural Credit Socictics,

B Adthe Districy bevel: Central Cooperative Banks

ch Arthe Stare fevel:  Stawe Cooperative Banks,

B. Long term agricobtoral credit mstibutions

The 1mg-|:1:mwriml1u|ul credit is provided by the Land Development Banks which were

carlier known as Maongage Banks, The land development banks provide long term to
agricultunists for g period moging from 3 vears (o 25 years,

?ﬂ:hlgt Banks: The exchange banks are those banks which deal in foreign exchange and
specialized in financing the forgien trade. Therefore, they are also called foreign exchange
banks. Foreign Exchange Banks are those banks which are set up in a foreign country with their
control and management in the hands of head office in their countey of oeign but having
business branches in India. Notable leading foreign exchange banks in India are:

iy ANZ Cnndbay's Bank havieg 36 branches in India. Head office in England

bl The Standard & Chartered Bank with 24 beanches in India, Head office inEngland,

i) Hongkong Bank having 21bragghes in India, Head office in Horgkeng,

vl American Emﬁ Bank wath Head office in Uinited Sttes of Amernica.

vl Citi Bank with Hmdn%: m Uniled States of America.

vil Bonk of Amenca with Head office in United States of America

Central Bank: The Central Bank is ihe apeéh:mk of a country which contrals, regulates and

supcrvises the banking, monctary and credit sysiem of the country, The Cegral Bank is owned
and controfled by the Goverament of the couniry. The Reserve Bank Of India is the Central
Bank in India.
The im: functions of central bank are gs foliows: -
il It acts as hanker @ the Government of the country
1 It also acts as agent and finencial adviser i the Government of the coundry.
1it) It has the monopoly W Bsue currency of te country.
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iv) I serves e the lender of the kst reson,

Vi e actsas the clearing hoose and keeps cash reserves of commercial banks,

Check Your Progress- 11
L Define industrial banks,

14 Functions of Commercinl Bunks

The Commercial Banks pertorm a variety of functions which can be divided in the following
three categories: -

»  Basic Functions.

e Asepey Functions,

#  Ceneral Utility Functions.

241 ‘Basic Fugch
The basic functions of bank are those functions without performing which an institution
cannot be called u banking institution at ul. That is why these functions are also callsd primary or
acidtest functions of a bank. The basic/primary/acid test functions of a bank are:
Accepiing Deposits
Anbvancing of Loans.,
Credit creation.

L4L1 Accepting Deposiis

The first amnd the maost important functson of a bank are wo accept deposits from those pecple who
can save and spare for the safe costisdy wish the bankers. 11 seoves two purposes for the customers.
On one hand their money is =afe with the bank without any fear of theft and on the other hand
they aleo earminierest as per the kind of soving they have miade. For this purpose., the banks have

different kinds ofdeposit accounts i attract the people which are as under:
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31

Saving Deposit Avcount: The Saving Bank Account is the most common bank sccount being
utilred by the peneral public. The hasic parposes of this acoount are o mobilize the small savings
o the general pubdic, Certain restrictions are imposed on the depositors regarding the number of
withdrawalk and amount 1o be withdroam in o goven period of time. Generally, the rate of interest
paid by the bonk on these deposits is low as compared 1o recurring or fixed deposit sccounts,
Chegue facility is also provided 1o the depositors with certain exien restictions on the de posiiors,
Oz of the conditions is that the deposiior shall have {0 maintain o minimum balance in the account
sy Fa 500 which is otersase very low in the case of an accoant withour the faciliny of the chegue
book. say Bs 20 only. Some service charges are also imposed if the depositor uses the chegue facility

il large levels,

Fixed Deposit Account: This s an scoount where money can be deposited for a fixed period of
time sy One Year o Two vears or Thiee Years or Five Years and so on, Once the modaey is
deposited 'or o fixed period of time, the depositor is prohibited from withdrawal of money from the
bank before the expiry of the stipulated period of time. The basic advantage ti the customer is that
b is aflered inter vat he higher e of iverest and the banker is free o utilize the money For that
fixed period. But where a customer is in necd of money in any contingency or emergency, the bank
alan has the Bcdity to provide lan against the fixed deposit receipt a liberal terms and conditeons,
Even it a customet insists on the withdrawal of his money the fixed deposit receipt can also be
encashed before the expiry of the stipulated peniod of time with the comdition thiat the customer
shull not be entitled to higher rate of interest, but the customer is allowed that mate of interest which

i applicable on the saving deposit acoound as if the amount was depossted inthe savings accoumi.

Current Deposit Aceount: [n the savings bank sccount, deee are restrictions on the number of
withedrawals that can be made in & day or a week or o month. Therefore, it does ool suit to the needs
of eaders and Businessmen who have i make several payments daily and deposis mosey in a
simifur manner. Therefonz, there is a facility for them in the shape of ancther account called Current
Depowit Account, These sccounts are generally maintained by the iraders and businessmen wha
have 1o make & pumber of payments every day. Mosey foom tis account can be withdraws by the
account holder 25 many times as desired by the customer. Nommally bank does not pay any interest
ot these current accounts. rather some incidental charges ace charged by the banker &2 cervice

charges. These accounts anz abso called demand deposits or demand labilities,
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The facility of Over Drafts is providing to the traders through these current accounts for which the
hanks charge interest on the ootstanding balance of the costomens. A limit is fixed by the hankers
for withdrawal of over drafts and the cusiomes 15 nof allowed o withdeas more than thit limit from
his (VY current account. Say if & trader has an O limit of Bs, 100000, with a bank, he can
withdrow money upto Bs, 10N from the bank without depesiting any money with the bank,
Bur he cannet withdreaw more than Bs, LOGO00, He <hall have m pay mterest on such withid rawals.

Recurring Deposit Account: To epcouraze regular savings by the general public. another account
is opened in the banks called Becwrring Deposil Account. This account is preferred by the fixed
Income group, becawse o particular amount fixed ai the time of opening the accouni has to be
deposited in the sccount every month for m stipulated perod of time, Say Bs 500 per month fora
period of three years. In this case the customer is bound to deposit Rs 500 per month regularly for o
period of three vears, Generally the bank payvs rate of interest higher than that of & saving sccount
el Just eguial foothe Troed deposit accouwl on Such recurnng deposit accounts, The withdrawal of
money 15 allowed only after the stipulaed peniod of time akng with the interest. Rather the account
stanads chosed at the end of the stipulsed period of time., In this case also the bank provides a facility
tey withdraw the money before the stipulated period of time in the case of any emergeney. The bank
sholl sllow rate of interest which is applicoble on saving bank account in cose the customer want 12

close the pccount Before then stpulaed peaod of time,

Home Loan Account: Home loan account facility has been imtroduced in some scheduled
commercial banks o encourage savings for the purchasing of or constraction of a house 1o live, In
this account the customer is required to deposit a particular amount per month or half yearly or
even verrly for a peniod of five yeors, After the stipulated period bank provide three o five times of
the deposited amount a loan o the subscribee o purchase or constiuct a house, Rate of inecest is
mlso very atiractive on this account nearfy equal o that of the fixed deposit ﬁwﬂ. Even the rehats
o Incorme Tax is akso gy ailatde on the amount coniributed inthis sceosnt umder Section B8 of the
Income Tax Act, 1961, Facility to close the account afier the stipulated period of time is also
il o,

T4.01.2 Advancing of Loans

Advancing of khans 15 the second acid test function of the commeercial banks . After keepang




|

certain cash reserves, the banks lend their deposits w the needy bomowers. I is one of the
primaryfunciioes with oot Which an institutosn cannot be called a bank . The bank kends a certain
percentage ofthe cash [ying in the deposiis on g higher rate of mrerest tan it pays on such deposits,
The kanger & the peniod for which the kan i required the higher 15 the rate of merest. Similarly
higher the amount of loanthe higher shall be the rate of intercst, Before advancing the loans. the
bank satisfies themselves abour cheque credit worthiness of the borrowers. This = how a bank
earns profits and carmies on its bimking business, There are various types of loans which are
provided by the banks w0 the borrowers, Some of the impoant ways of advancing leans are o

under: -

Call Monev Advances: The Calll Mone y Marker whech is also kopwn as inter-back call money
market deals with very short period loans called call loans. The Call Money Market i5 a very
pmporiant constituent of te organized money Iﬁkﬂ which functions as an immedsite soumce of
gery short term loans. The major s.uppllrnié the funds in the call money market are All
Commerneal Banks, State Bank of India (5Bl), Life Inmﬁhmﬂrﬂtiuﬂ of India (LIC). General
Insurance Corporation {GECY, Unit Trust of India (UTT) and Tndustrial Development Bank of India
(1B and the majr bomowers are the Scheduled Commercial Banks. Mo collateral secumitics ane

requined againa these call money market loans,

A the participans are mosty banks, it 15 also called imer-bank call money market, The
Schesduled Commercial Banks use their sumplus funds w lend for very short period to the bl
bokers, The bill brokers and dealers in stock exchanges generally bormow money at cafl from the
comimereial anks, The Bill brokers in trm wse hem o disosnt o purchse te bilk. Such fonds
are borrowed at the call rabe which vanes with the volume of funds lent by the commencal banks,
When the brokers are asked 1o pay off the beans immediately, then they borrow from SBIL LIC, GIC,
and UTT ete. These boans are granted by the commerncial banks for 2 very shoet period, net exceedeng

Seven Days in anycase. The borrowers have to repay the loan immedistely whenever the lender
bk calls thenm back.

Cash Creditzs: This iz 2 tvpe of loim which i provided 1w thy basinessmen against theis current assels
such ax Shares, Stocks, Bonds e, These loans are nol based on credit worthiness or personal
secunity of the customers. The bank provides this lean theough opensng an account in the aame of

the custowmer and alleows them o withdraw borrawed amount of loan from time tootime op te the Bmit
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fixed by the bank which is determined by the value of security provided by the bormowers. [nterest
i5 charpe only on the amount of money actaally withdrswen from the banks and ot on the amoont of
the sanctioned dmount of loan.

In some other cases certain banks follow a different procedure for cash credits. The whole
amsount of loan s credited to the current account of the bormower, In case of a new customer &
separdte socount & opened and amount of loan is ransferred to it The borrower is fnrw withdraw
the money through cheques as imd when required by the bormower. But in this case the borrower

has to pay the interest on the whole amount credited in their accounts,

Owerdrafts: The facility of Ower Drafts is providing o the iraders and buzinessmen throagh cumre
seeounts for which the boanks charge inierest on the owistanding balance of the customers. A limit is
fimed by the ankers for withdrawal of over defts and the cuestomer is ool alkewed o withdraw more
thizn that et froaon bis Over Deaft Curerent Aceount. This Tacility is equired by the teaders and
bosinessmen becawse they issue several chegues ina day and similardy deposits so many chegues
dadly in their current ascomnts. They may ool be knowing & o padicular day that whether thers is a
bl im e account or 100 and their s chegues wre wol dishonored they are provided with the
facility of overdrafis, Say if a trader has an Over Dirat limin of Bs. 2000000 with & bank, he can
withdraw money upto Bs. 2,00 000 from the bank without depositing any maney with the bank.

Bur e cannel waldraw more thian Bs 200000, He shall have 1o pay intereston such withdrawals.

Discoanting Bills of Exchange: This is another popular type of lending by the commercial banks.
A alder of a bill of exchange cin ger it dGscounted with a commercil bank, Bills of Exchange ane
also calbed the Commercial Bills and the market dealing with these bills is also called commercial
bill market, Bills of exchange are these bills which are issued by the businesmen or firms in
exchange of goods sold or purchased, The bill of exchange = 3 wrinens unconditional ceder signed by
the drawer (seller) requiring the drawee (buver) io pay on demand or at a figed Fotre dase, usually
hree mosthe aler date weiten on the bill of exchange ), a definite sum of money. ADer the bill has
been drawn by the drower (seller), it°s accepied by the drawee (buyer) by cobniersigning the bk,
e the buver puts his socepiarce on the bill by signing i, it becomes o legel document, They are
fike posrdared chegies issued by the buvers of goods for the goods received. The bill holder can ger
this bill discounted in the bill market if he wants the amount of the ball before its sctoal maturity,




These hills of exchange are discounted E re-discounted by the commercial banks for kending
credit to the hill bokers or ring fram the central bank, The bill of exchange market is not
properly developed in India. The Beserve Bank of India inroduced the bill marke! schieme in 1932,
Its maim sim was to provide finance szainst bills of exchange for 90 days, The scheduled
commercial banks were allowed o convert o part of heir advances into promissory notes for 90 doys
for ledging as collperal security for advances from Beserve Bank,

In 1970 on the recommendations of Namsimham Commigiee. the Beserve Bank OF India

mirockuced the Bill Re-discounting Scheme. Under this sche L .all licensed schedoled commercinl
banks are eligible to re-discount with Beserve Bank of India genuine trade bills arising oat of actual
sakz or purchase of goods, Apart from the scheduled commercial banks, certain other finane ol
mstitutions were also allowed to re- discount the bills. These financial institutions mchided LIC,
GIC, UTLIDELACICL IRCT, NABARD, SB1 and CANBANE Mutual Fund.

Term Loans: Eaclier the commercal were advancing only shor-tenm loans. The
commercial hanks have also stared advancing mediem e and long-term loans. Now the maturity
[reTine D|'1GEI11£LFI!~ is more than one year, The amount of the Ioan sanctioned 15 gither paid 19 the
horrewer or 1t 15 credited o the account of the borrower in the bank: The isterest 5 charged on the
whole amount of kean sanctioned imespective of the amount withdraan by the bomower from his

account. Eepavment of the loan & accepted in lump sum or in the installmends.

Idld  Credit Creation

Credil creation 15 one of the basic Tunctions of a commercial bank, A bank ditfers from (he mber

fi mrﬂ'-nl insnrutbons Becase i can create credit, Like other financial mstimations the commencial banks

alsoarm at epming profits. Forthis purpose, they sccept deposits and advasce loans by kcang sl | cash

in reserve forday-to-day ransaceons. In the yiman's larguage wiven a kank advances a loan, the bank

creates credil or deposl. Every bank loan creates an equivalent deposit in ank. Therefore, the

credit crestion mesms muliple expansions of bunk deposits, The word creation refers o the ability of

the bank w0 expand deposits as g multiple of its reserves,

The credit creation refers o the wnique power of the banks to multiply losns and advances, and

hence deposins, With a limke cash in hand. the banks coan create Mdu[iﬁl purchasing poswer o 3

considerable extend. It is becavse of this multiple credit creation power that the commercial benks have




been mamed 1he "facories of creatimg credi " or manufaciurers of money,

I4d  Ageno Fuodions

The Commercial Banks also perform cenain agency functions for and on behalf of their

customers, The bank acts 2= the agent of the customer while performmg these functions. Such services

of the banks are called agescy services. Some of the important agescy services are as under:

1y

2)

k1]

4)

5

L]

il

Remittanee of Funds: Commercial banks provide a safe remittance of funds of their customers
from one place to another through cheques_bank drafis, ielephone transfers efc.

Collection and Pavment of Credil Instruments: The comimercial banks used 1o collect and
pay various negotiable instruments like chegues, bills of exchange, promissory mofes, humdis,
cic.

Execufion of Standing Orders: The Commercial Banks abo execute the standing orders and
instructions of their customers for making variows periodic pavmens like subscriptions, rents,
ppsurance premiums and fees om behadf of the customers out of the a:u.‘mnﬁt’ their cusiomers.,
Purchase and Sale of Securities: The commercial banks abso pndertake the sabe and purchase of
securities Bke Sharss, Stocks, Bonds, Debentures etc., on belall of their customers performing the
function as a broker agent.

Collection of Dividends on Shares and Interest on Debentures: Commercial banks also maks
collection of dividends anmnounces by the companies of which the customer of the bank is a
sharchobder. and also collects the interest on the debentures which becomes due on particulsr dates
gencrally half yearly or annually.

Trustees and Executors of Wills: The commercial Banks preserves the wills of their customers
as their trustecs and exocute the wills affer the death of the customer as per the wall & the
EXOCUIOS.

Representation and Carrespondence: The commercial banks afso act as the representative and
correspondents of their cusiomers and get passports, travekers” tickets. book vehicles apd plots for

thercustomers on the divections of the customers.

Lad General Uty Functions

[ addition to basee functions asd agency fonctions the commerceal banks also prm-b&ﬁnu-rul

utiliny services for their customers which are needed in the various walks of life and the

commimedc il lanks provide a helping hand in wolving the general problems of the costomers, fike
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wtlery Trom loss or theftand someny olher DciBries some dem are & uder;

Locker Facility: The commercial banks provide bocker facility to its customers & very reasonable
charges, which is not pessible at the premises of the cusiomers, The customers can aval the facility
of lockers in difterent sizes according to the peeds of the customers. The locker charoe alse varies
with the size of the lockers. The customers can keep their vabuables in it and imporism documents in
the se lockers for safety. Lock-can be operated in the usual bosiness hour of the bank on all working
days.

2. Traveler's Chegue Facility: Where customers wont to visit long distamt places ond also need money,

fi,

they need not carry the money with them which s not safe during long distant joumneys and there s
ahways a fear of loss oriheft dunng the joarney. The commiercial banks provide s unigoe Tacility
through fravelers Cleequee, The customers cain get traveler's chedues ram the banks and travel
without the fear of thefi or loss of meney. Where ever they need money they can appreach the branch
of the bank in that city omd encosh the traveler's chegue according to the necd of the customer and
keep the balance in traveler's cheques again.

Gift Chegue Facility: Some commercial banks also provide the facility of isswing @it chegues in
the denommation of different amounts according 1o the needs of the customess, sy for Bs 11,2151,
1001, 501 and som. This fucility is provided for the special occasions for the customers wnd normally
the banks do nol charge anything for Esuing these gifl chegues,

Letter of Credit: The commercial banks also help their customers by providing amother unique
sorvies by providing the letter of credit in which the bank certifies the credit worthiness of the
customers, These letiers of credin are vsed inthe long distan trade and specially in foreign trade
where the parties do not know each other’s and it is bank which provide the safety & them regarding
their credit worthiness by issuing beiter of credi

Underwriting Confracts: The commercial banks usderwrnite the securities issued by the public or
priviste companics ind Government sceurities, Itis the reputation of the bank which matters in the
underwrifing contracts, Where the bank = a very reputed one, the investors shall not have any
hesitation in mvesting the money in which their banker is the underwriter, In case the public do not
purshase the securitges, it the underwriimg bank which has 10 peechase e securities wpoo (s
amount of which the bank his underwritten,

Provide Statistical Data; The commercial banks also help their customers by providing them
impaetant informaton theowgh stamstical dacs, Commercial banks collect statistical data i which
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important information relating to industry, trade. commerce, money and banking & collected and
pubdished in their joarnalks and bulletins containing research artickes on the economic and finarceal
matrers, Such saristical dats may be uselul for the customers in dealing with their own business,
bristhe @ COMMEECe .

Forcign Exchange Facilities: The commercial banks also deal in the business of foreimn currencies,
These banks provide foresgn exclhange and also discount the foreagn bills of exchange. Some
commercial banks have slso opensd special branches for the foreign exchange services to the
ioii-resilient Indeans seitled abeoad.

Merchant Banking Services: The commercial banks have also started providing merchant
hinking facilities, The Banking Commission Report 1972 emphasized the need of creating
ﬁci&]iﬂﬂ istittions to cater finance ] requinements of different sectors exclisively and examined
the ned of =etting vp merchont banking institutions, Comgussion recommended the setting up of
merchznd banking instiutions, Consequently, in (972 iself Mate Bank of India starved #s merchant
kanking divison, Since then, a nomber of other commercial lanks and financial instintions stared
their merchant anking divisions, Mow the merchont banking foms in privice m[mﬁw sarted
gearing wp o mept the chalfenge posed by commercial banks and financial institeons i the Febd of
meerehont banking in Indin.

Merchant Banking activities were regulated by guidelines of SEBI and Ministry of Finance,
Companies Act, 1956, Sccurities Contract (Regulation) Act, 1956 and Iiﬁ"lg guidelines of stock
exchanges in Inda, 1o December 1992, i o5 wisdom SEBT came ow with Secuntes And Exclsnge:
Em‘d of India (Me" hant Banking) Regulations, 1992 4 comprehensive emctment w© regulate
merchant banking activities o India,

Merchant Banking = mo bnger o monopoly of Institutional asd Banker merchant bankers onfy,
After SERT (Merchant Bankers) Regulation 1992 mercham banking has heen given a specific
direction. Since their roke in public ssees 15 exhaustiive and their responsitalites also bote,
professaoaal expertise B necessanly needed, In India the merchant banking activity can be divided

hasically amongst the following main segments
Ao Faancial Instioutiois ke ICICL IDRILIFCT, and SIDBIL ficaed merchant banking divisions,
B, Poble Sector Natonalized Commercial Banks promoted subsidiames (o carry out mercha

banking activities like SBI Caps, PNE Caps and Canting etc.
C, Forelgn  Banks  proomcted  merchant banking  divisions like Grindlays Bank, Standard
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Chirtered Bank Citi Bank and Honkong Bank e,

0. Provate sector merchant banker's corporate firms ke JM Financials, Kodak Mahindra

Finance, DSP Finance e,

9. Aciing ns Referee: The commicrcial banks are the best source of seeking information about the
ereditworthiness of the customers. Banks may be referred for seeking information regarding credit

worthiness, Fmancil position, business repotation and respectability of their costomars.
Check Your Progress- 111

O Define current deposit account in banks,
Ans

.

2, Wihat do vou mesn by credit creation”
Ans

T

23, Mention the pame of genend wility functions of banks,
Ans

Bank isan institution which deals with the money and credit in such o manner that it accepts
deposils Trom thie patdic amd makes e surpos Donds available o those who seed em, and helps in
remitting money from one place o another sately . In other words, a bank 15 2 commercial establishment
which deals m debis wnd mims at eerning protits by accepting deposits from general public ot large,
which is repayable on demand ar mberwise throigh cheques or bank deafts and atherwise which are
nzed for lending to the borrowers or invested in Govermmient securities, As far as bypes of hanks is
ﬁﬂﬁaﬂ. bsad on reserve lank schedule (2., schedile banks and non-scheduled banks) awnership
i, public wecor, private sector banks and co-operative banks), domicile (e, domestic and foreign
k=) wnd funciions (e, commersial banks, indwstral bisks, agriculural banks, exchange lanks and
ceniral banksh. In the context of functions of commercial banks, broadly divided into three parts: hasic
functions, ageney functions snd geperal ofility fanctions . Basic functions corsist of sceepting loans,

advancing loans and credit creanon,




L6 Ouestions for Prociice
Th.1  Short Answer Type Qoestions

Q1 Wriie a note om the origin of bk,

Q2 Give acompreharsive definition of obank,

03, What are the different types of banks?

L What wre Scheduled Commercial Banks?

5, Write anote on Privite Secior Banks,

06, Explain the Tunctions of banks wnder advancing loans,
7, What are the sgercy functions of banks"

(8. Write anole on Foreign Banks.

¥, What are Indusirial Banks?

QL Wit dee you siean By chedit creation!

Tk 2long Answer Tyvpe Cuestions

O Define 2 back. Write a detailed note on fvpes of banks on the basis of owderslep.
2 Worate the classification of Commercial Banks.
O3 Ex plam the basic functions of Commercial Banks.

4. Define the agency functions and general utility functions of banks.

2.7 Suggesied Rewdings
e Money and Banking, by T M. Hajela,
e Money and Banking by KPM Sundram
e Money and Banking by Schuam Serses, MoGrawHill Peblshing Co, Lid,, New Delhi
*  Maoney Economics-Institutions, Theory and Policy by Suraj B Gupta
* Innovaiions in Banking Services by H.R . Suneja

¢ Monetary Economics: Instrutions by Suraj B. Gupta.
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After reading thiz wmr, learmer will be able po:
«  Outline the concept of fiscal and monetary policy
=  Know the objectives of tiscal and Monetary policy

#  Lize of toods of fiscal and Monetary policy For its objecives
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8.1 Intreduction

Macroeconomic pelicies play crucial role in an economy. Fiscal Policy is a sigmticant podicy
il of economtic framewaork of the economy. Fiscal Policy is the poficy related 10 Public
Revenuses, Public Expenditures, Public Debts and also Deficit Financing by the govemment.
Fiscal policy belps 1o mebilize the resources, allocanion of resources, capitel fermation., rse in
investment levels and abke. Fiscal Policy wims to promote developmest and  peoductive
activitics. It includes both Development activities (ke expenditure on infrastructure. transport,
small seale industries ete ) and son-development activities (like salanes, E'E"“i“‘b subsidies
ctc.). Fiscal Policy provides incentives to private sector investment and production. Fiscal Policy
i5 designed by the government of the country. For example, in India. the union finance minister
formulates and deals with Fiscal policy through amnual budget and other interventions.

2 Meaning of Mopetary Policy

Monetary podicy means the policy relating o supply of n&r.}'. availabdliey of money and cost of

money. Through monetary podicy, central bank regulates the supply of morey, direction and cost
irate of interest) of y in the cconomy .

Hairy, Jobinson, —A policy cmploying the central banks control of supply of moncy as an
nstrument for achieving the objectives uf&n:rﬂ] coonomic policy is 4 monetary policy.d G k
Shaw, -By monetary policy, we mean any conscious acton usdertaken by the monetary
authomities to change the guantity, availability or cost {r.utrﬂ interest) of money. |

Mston. DC, -Monetary policy H&l\-‘-ﬂa the influence on the level and composition of aggregate
demand by the manipulation of inierest mies and availabilicy of credil )

These definitions explain the following points:

1) Central bank or monetary authority operates monetary policy
b} Repulation of quantity/ cost’ divection of money supply
¢} Influence on aggregate demand

dy  Bpecific objectives of monetary policy.

83 Objectives of Monetary Palicy
1. Achievement of Full Employment: Generation of emplovinent is o pertinent issue m ail

the sconomics especially in kess developed economizs. Monetory policy aims st generating
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more employment through the expansion of AD, incomes and outputs. For this objective,
central bank adopts _cheap monetary podi cy/expansionary monetary policy” and lowers the
rates of inferesn in order e increase the Dow of cradit for consumpoon &d investments,
Promote Economic Growth and Development: Economic growth means the process by
which the renl pational and real per copits icome coatinue to mse for o long period of
time, This process will enhapce the prodection capacities, lead w skill Tormation and
capital formation. Less developed economies face the problem of shomage of financial
resources and less capital formaton, Therefore, monetary policy aims e mobihize 1he
financial resources For more investments and capital fomation.

Price Stability: It refers 1o Jessen the Muctostions in price level, The process of persisient
fise i prices is called inflation. Greater Mow of Money supply, higher AD and less
production of poods are main cowses of mfletion. Inflation brings socil  injustice,
inequality of income and wealth, 11 lowers the purchasing power of pecple and reduces
consumption expenditures and ALY The process of falling prces ealled deflation i5 also
baarmlul becaese it discourages nvestment wxd production, Maopetary policy aims o corect
buoth the sitwations by regulating money supply and rares of mwreﬁ

Exchange Stability; The issees reloting forcign exchange rate, stock of forcign exchange
reserves and balanoe ﬁa}-mem (BOP are significant for the external price stability, The
problems of shortage of foreign exchange reserves and adverse BOP can be solved with
ey |H-:: ¥.

Equitable Distribution of Income and Wealth: This abjective of monetary policy relates
to pedistribution of pational income in such o manner that moere incomes and funds Tow 1o
the poorer sections of socery, Monetary pelicy aims © provide more loans and  funds ai
bowe rates of mterest to margnalized sections, weaker sections, women and small investors
for providing better opportunines of businesses, work and nvesiment i ndusiry and
agriculine,

[n shoet, monetary policy warks in tune with the main obpectives of econamic polickes and

planning for growth sed development,

84 Tvpes of Mopctary Policy
Follpwing are the main tyvpes of monetary policy:

20




Expansionary SN Lowering rates of N More avatlabalify of
Monetary P a'.'lljc}' : merest S [0ans [maoney supphy

Less availability
of loans/money
supply

Contractionary [  Raising rates of
Monetary Policy [ Interest

A, %mnﬂnmr}' Monetary Policy: Expansionary monetary policy expands the amouit of
money'credit supply available to consumers, producers and investors. Lowering of rales
al inberest makes the loans'credits Cheaper. I encobrpes the consumers (o bormos more
for buyving poods like cars, fumitune, and house construction and provides boost o the
inve to bormow more for sterting wp businesses, industnes and trade activities, This
raizes the level of agerepate demand in the economy. As a result, levels of income outpuat
and employment ém'l. TEing.

B. Contractionary Monetary Pollcy: Contractionary maoneiary policy restricts/contract the
amoumt of money/credit supply available o consumers, producers and investors, Raising
of rutes of interest mokes the loans'eredits costlier. It discournges the consumers to
bormow more for buying  peods like cars, fumiture, and house construction amd restricts
the investors di borrow more for starting op businesses, industries and trade sctivities,
This reduces the level of aggregate demand im the ecanomy. As i result, evels of income
output and cmplovment start shrinking.

Check Your Progress- [V

Q1. Define monetary policy.
s
Q2. Owitline the differences betwesn libermlichesp monctary policy and restrictive/dear mometary

podicy.
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Tools of Monetary Policy

l

Cuantitative fools Dualitative tools

A, Quantitative Tools: Cuantitative tools are these tools which target ai changing the quantity
of money supply in circelation. Generally, the use of such tools affects the entire coonomy.
This is a sod-discanunatory credit policy operated by central bank. Following are the mais
guantitative tools of monetary policy.

+  Hunk Hate;
*  Odpen market operatiens;
¢ Cash reserve ratios feash minimum reserve rotio and statuiony lquidity ratio

1. Bank Rate: [t is defined as that mie of interest at which central bapk lends to :nmlﬁni.ul

Laet ws sl e these wools in detal,

bonks and discounts the securitics of banks. Bank rate is posiively relatesd 1o market rate of
mrerest, Market rate of in is the rate at which commercial banks give loans o the people
(nvesiors and cmsum:ﬁim in bank mte increases the market rate of interest {culluﬁc
Dear maney polacy or Restriclive monetaty policy; and @ fall in bask saee decreases the
marke! nEe %iﬂ!:ﬂ:ﬂ (called a5 Cheap money policy or Expansionary monctary policyi. A
rise in bank rate and market rate of inm%bﬁngﬁ o coniraction in credit ovalloble 10 invesiors
and consumers. A Tall in bank rate aod market rate of interest brings an expansion in credin
available to investors and consumens,

I, Open Mu‘i&bﬂp&mﬂms (Omwn): This 1= the mechanism thivugh which central bank sells
and buys the securities in the open market. A) The sale of secuntes by the ceniral bank to the

public has & contractionary ellect on monevcredit supply in the econemy (called as Dear
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money palicy or Restrictive monetary policy) because when people buy secunties  from
central bank . their money 15 transferred to centmal hank. B When central buys socunties from
peaple then money i iransferved from central bank 1o people so that this has an expansionary
effect {ealled 3z Cheap money policy or Expansionary monetary policy). Howewver, the
effectiveness of OMO depends on securnitics market, cxeess reserves with commersial anks
and such other factors. In India, EBI changes the repo rate and Reverse repo mte, Repo rate is

i pte &t which commercial banks bomow money by selling their secunities 1o BB Reverse

fepo rate o8 the rare ot wiich BB Borows modey oo commercial banks when there s

excess money supply in the market. At the time of inflation. BB raises the reverse repo rate

w1 that banks give more of their funds o BBl o cam more retums, This has o contraciionary
effect.
A, Changes in Minloum Reserve Rathos:

g Minlmom Cash Heserve Ratio (CHREE [t refers 1o the minimum percentage of the o
deposits of each commercial hank  which is i bhe kept with central hank, For example,
every commercial bank will depositiransler this amount o central bk, This cannal be
psed by the commercial banks as advancing leans 1@ the investors ad consumers, 11 15 a
check on the lending copacity of the commercial banks, A higher cash minimum reserve
ratin {ealled as Dear money policy or Restrictive monetary policyy lesds to Tall in the credit
creation capacity of commercial banks through loans to mvestors and consumers; and a fall
i s rano expads the credi creaton ciapacity of commercial banks (called as Cheap
money policy or Expamsionary monetary policy),

b, Change in Statuiory Liguadity Ratio (SLREE It refers o the peroent of ot deposit of
cormmercial banks which they have 0 keep in cash or Liguid form. For example, every
cormmercial kank will keep a fixed percenr of irs ioaal deposits i cash and o will noc be
dble 1o lend this money o investors and consumers, This ratio 15 8 kg check on the credit
cresmion capacity of comimercial banks. A higher statetory ligusdity ratiolcalled as Dear
money policy or Restrictive monetary policyd leads o Fall in the credit creation capacity of
commercial banks through Joans w investors and consumers and a Tall in seansory Bguidity
vatio expands the credit creatien capacity of commercial banks {called ac Cheap money

prlicy or Expansionary monetary policy)

20




Remember: a) Expansionary monetary policy means fall in bank rate, buying of securities by

central bank, fall in minimum cash reserve: mtio and fall in statutory fiquidity ratio; ond h)

Contractionary restctive monetary policy means rise in bank ran, selling of secunties by

central bank . rise in mininum cash reserve ratio and rise in statutory Bouidity ratso,

B. Qualitative ToolsSebective Tools: Qualitative tools are used as discriminatory credit policy.

These tools apim to change the direction of money supply. These tonls are vsed to discriminate

between different uses of credil. For example, more eredit can be mizde available @ agriculre

and export sector and less o car manufactuning industry.

Change in the Margin Haquir!mnua Loans: The centrul bank can mase or lower the
margin reguirements of loans. Margin is the difference between the valee of goods pled ged as
security and amount of logn. It means that proportion of loan amount which is not affered by
the bank. Higher margin means low amount of Inan and lower margin mesns more amount of
boan. This ool helps w divent lnancial recourses from less imponant sectors 10 more and
needy sectors. This is done by raising the margin requirements of loans for less imporant
sectors omd reducing 1 for more necessary sectors,

For example. lowering the margin requirements of Ioans for farmers/agriculture sector and

raising it for production of cars,

Rationing of Credit: Centril bank lends money 1o all the commercial banks. Under rationing,
ceedit b advanced by putiing a lmit, Central bank can

®  directly refuse to give lnans;

s itcan reduce the amount of Joans;

®  fix credit quodas for different banks: and

® it can fix quotns for vanoos sectors. Central bank con regulate the consumer credil

akso.
Moral Persuasion by Central Bank: Central bank can suggest the commercial banks 1o

wirkl i coordination with the policies of central bank which are adggled tme to time. In a
way . central bamk can exercise soame pressure on coammercial banks in onder o achieve the
objectives of mometary policy.
Remembers Centrdd bank 0525 & judicious mixmre of these wels for effective implementation
of monetary policy, lcan use o combanation of tools i get the desired results,
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1. What is the link between bank rate and market rate of interest”

Aris

02 Meation the changes in gquanstitative ools, under expansionary monetary policy .

ANs,

03, What is rationing of credin?
Ans

Use of Mometary Policy for Tnternal and External Stability

1. To Control Tnflation: During isflation, it 18 necessiary 10 restrct money supply in the

cennoeny. For this, followsing tonls can be used.

L Applicaton of quaniiatve wools sech as nereme in bank e, sale of secoritbes by
central hank, increase in CRE and SLE

(i Cualiacive onls can be used for reallocatzon of funds into move productive sectors
stch & increasing the margin requirements of loans and more rationing of ¢redir,
Oae o all the wols can be used o per the requirements

(i) Besides, central bank can prohibit the printing of new corrency This will help to check
the money supply in e economy because the above changes will discourage more
borrowing by investors and consemers, leading to fall inAD and this wiall control the

ASINE prices,

2, To Control Dveflation: Duning deflation, it is necessary to cxpand money supply in the
econemy. For this, following wels can be used,
ab Application of quantitative tools such as decresse i bank rate, purchase of secuntics by
wentrid bank, reduction in CRR and SLE,
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by Qualitative toals can be wsed for reallocation of funds imo more productive sectors such
s lowening the margin requirements of loans and more credit to banks, This will ease
the borrowings by peaple,
One or all the tosls can be wsed us per the requirements.

¢b Besides, centril bonk can increase the prnting of new comrensy, This will help to enhance
the money supply in the economy because the above changes will encourige more
homowing by investors and consumers, This will incresse available money with
consumers and (nvestors, It will increase AD in the economy and control the falling

prices.

Exchange Habte and Balance of Payments Position: In simple wonds, balance  of
payments (BOPY refers o the aceount of exports and imports, The deficit BOP means
excess of imporis over exports, This means more payments for imports ane o be made in
ierms of foreign cumeney (say Dollar, S This ralses the demand Tor forelgn exchange tsay
Dodlar, 31, As a resulr, the vadue of Dollar, 3 in weems of say, Bupee stan rising, It means
dollark becomes more costly in exclange of Rupee. This worsens the BOP sitwatson. To
tackle this situation, central bank cin u=e tools of moetary policy,

When there is deficit BOP (as sated above), following toods can be used as under.

(1) Beductson in money supply 10 lower the level of demesne proces. This will oake
exports cheaper and lead o rise in demand for exports and discourage  imports
because cheap goods are available inthe home country mow . The deficit in BOP will
become lesser, requiming less demand Tor foreign currency (sav dolkar3),

(i} Lowering the raes of imerest and making maore creditmoney supply avallable o
domestic businesses and i:lv:::ic and foreign investors as well, The incrensed
production of goods and services will lead o full m demand for imported goods anxd
less demand for forelen exchange,

(il tMare credn avaitable w exporters will also help 1o increase the expor eamings, This
will incicase the wflow of forcign exchange in the country and will reduce the
demand for foresgn currency m world marker,

Remember: The combination of different foals of monetary policy can be used such as

combining OMO, CEE 'SLE or gualitative fools.

20




Economic Growih and Developmeni:

Let ws first ﬁmm the process of ecommmic d&ueﬁmm and growth, Economic
prowthidevelopiment i a continunis procets wherehy the real mational income and real per
capila income conlinee © s for a long me penod, This process requines rise i capits
formation which in tum involves:

A Higher volume of savings;

B} Mobilization of savings through banking/financial systems: and

) Investments of savings.
An effective mongtary policy uses 18 waols for Tfinancing the development process, This is
very muoch significant especially for developing economies, Let ws kpow it throogh an

exanmplc.

India i= o developing economy, More snd more funds sre required for financing the
development activities such as businesses, willage indwstries, small entreprensurs, women
entrepreneurs, factories, farming, infrastruciure and alike. For this wask, monetary pelicy aims

at following steps

e Better mobalization of savings through larze number of fisancial nsintions,

o  Lucrative savings schemes

& More finances for investmenits even for startups, small businesses

®  [dentification of priovity sectors and providing these sectors loans &l lower rates of

interest
®  Easy loans for consumplion Rirposes

o More and easy loans for more and more prodoctive purpaoses,

Chieek Your P vl

21, Mention the tocls of monetary podicy for contrelling inilateon,

A,

22, What is the difference between CRE and SLE?
s,
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A, Whit sme the steps of wels of monetary policy are neaded Tor the expansion of

businessactivities i e econmny?

%.7 Meaning of Fiscal Policy

Fiscal Policy is the policy related o public revenues, Public Expenditures. Public Debts and also
Deficit Financing by the govemment. It & a policy relating 1o government tax and non-tax
revenues and government expenditures and government borrowings. Let us understand with the
help of following definitions.

Rawan, DO .- —Fueal Palicy s defined w.l'ee' disrretionary aetion by the governuent to change
e level of govermment expendifire on goods and services and ransfer payments and the vield
af frcatiemt af gy giver bevel of parpurl,

G.K. Shaw- ~Fivcal Podicy {x defined ax oy decislon o change the level, compodiion and timing
af geversement exprenditure or change the burden, siractwee and freguency of the ax poyrent |
Bodh the above definitions state the main cloments of fiscal policy- Revenues amd expenditures,
Government can change the magmitude. composition, direction and timings of taxes and
expenditures,

Monetary policy s an effective podicy for regulating the economy in erms of imermal and
extermnal ﬁmhi{H and  generation of employment, Tt is a policy ol which nm:np:ex he
quaniumysize of money supply and growth raie of money supply in an coomomy. The ceniral
bank of the econmmy generally regukies monetary policy throwgh s Tinencial svsemdbanking
aystemicommerceal banks and wses s wol such as Bank rate. Rawe of interest adjustiments., Cash
reserve requirements and Rapo rates o change the quantity and direction of money supply to
achieve variows abjectives, I regulates (expand ar contract) the flow of credin and moaey supply

i available the public in the economy.

$8 Objcetives of Fiscal Pali

Main objectives can be exploined ns under:
1. Price Stahility: Price stability means fewer fluctuations in the gﬁml price level. It is
measured by mte of inflation. Price stahility means when there is novlow rate ol inflation or

deflation. Let's understand the two situntions.
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#, When there is higher rte of inflotion, & comraction in aggregate demand — amd

expendiure i3 requirgd and for this, gevernment reduces the fiscal deficit and public

expendiure and rases the axes. Inreduces Various y saving schemes, The paelicy is

use all finoncial resources in g productive way.
b, When there is deflation. an exponsion of sggregate demuand is required and for this.

government increases the public expenditure and redoces the tases,
Higher Economic Growth and Development: Economic growth and development is
imedsired by e of ncrease in gross domesne Prodect (L) ol an eoOnoiy, EXpasionary
fiscal policy is needed for this. For sconomic growth and development, GIH and per capita
income must rise for a long time period, Fiscl Policy cyguraise the levels of investmenis in
an economy. For this, regular investments ane mqnimﬁhi-:h leads o imcrease the rate of
capital formation, This in o, helps to incrense the levels of owtpet, income and
erployment in the economy, As a result. the rate of economic growily and develepment
AlaTls Inerensing,
Higher leo,}'mmll Rafe: Fiscal Policy aims 0 accelerae the pte of empleyment
generation 5o that economy can move owards full emplovment level. This i possible by
riising the level of aggregate demand, Fisenl policy cam help to increase the productive
public expenditure amd reduce mxes on prodective activities like small scale indusiries,
Investments in productive activities and i&m:ruﬂu'r.- penerate more emplovment. This
expamsionary &1 will boost up mvestment in the economy which in teen will increase the
level of outpur, income and enplovinent,
Economic Eguality: Most cconomies suffer from the issee of income and wealth
inequalines, The society 15 divided berween rich and poor sections. Fiscal policy aims 1o
reduce these inequalities and bring maore aqual distiesbanon of meome and wealth. For this,
Covernment designs fiscal policy in such @ manner thal money/income 15 wanstermed from
the mch 10 poor via povermnment activities, Govermment imposes progressive axes like
incare and wealth taxes on the Acher section and onllects tax revenue. This amount 5 spent
by The gmwmm o provisien of welfare activities for the poor and weaker sections,
Reducing Balanee of Payments Deficitz: Balimee of Paymests (BOP i< a record of all
international transscions {cumrent and capitad sccounts) of @ nation during a year. A deficit
BOP means that receipis (inflow of money iscomesd are less than the Paymenis {owtflow),
To reduce this deficit, Gscal policy aims w promoe exports by provision of cenain lscal
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incentives to producers/exporters like exemption in taxes and provision of subsidies. Rise in
exports increases the export receipts which reduces the deficit in BOP.

6,  Halanced Hegional Development: It means more development of backwand n2gions/siates
50 that all the regions/states orow egually. Fiscal policy aims to raise the orowth rates of
bockward regions/states through the allecation of more grants and other funds for creation of
infrastructure like roads, power and directly productive activities like =mall scalle enterprases,
cottape and willages mdustres,

7. Optimom Allecation of Bespurces: Fiscal Policy alms o allocate resoprces imobdlized
through tax revemues. These allocations are made keeping in view the objectives of fiscal
policy like allocation of funds for education, health, development of socisl and plvsical
infractructure, investment in small secior, willage industries and measures o boost
investment in privite sector,

To sum up, fiscal policy plavs significant role o promote welfare of the people, growih of
indusiries and agriculinre and other seclors,

8.9 Tvpes and Various Combinations of Fiscal Policy
A, Newtral Fiscal Policy
B. Expanssonary Fiscal Policy
C. Contractionary Fiscal Policy

Expansionisy Fiscal Contrucionary Fiseal

Blagtral Fiseal % Palicy
= Government » Governmen! = Government
expenditure= Tax Expenditune = Tax Expenditure < Tax
Revenue Revenure - Fevenne
« Budget has neuiral * Boost to investment « Control and
eftect on the -émrinm}l and production in the contrction of
BCONOmYy expendiiures
especailly
unproductive
expenditures

Most often, the Fiscal Policy is enher expansionary of Conactionary, We muosi
winderstaind that under different situations, government wes different combinstions of the tools of

fiscal podicy to get the desired results. When there is need to give boost o investments,
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government will design and implement expansionary fiscal policy, for example- during the time

perickds of deflation or recessionfdepression. When there is need to resinictcontract the

expenditures, government will design and implement contractioaary fscal pelicy, for example-
[mflation.

In Confractionary Fiscal Policy, there are following pessibilitics mainly,

A) Reduction in Public Expenditure with constant tax rates

B} Reduction in Public Expenditure with Rise in tax rtes

C) Rigid Public Expenditsre with Rise intax raes
In Expansionary Fiscal Policy, fllowing combinations are:

A) Increase in Public Expenditure with constant tax rates

E} Increase in Public Expenditure with Decrease intax rates

C) Rigd Public Expenditure with decrease in Tax rates
Grovermment has to moniter the Fiscal Pelicy very ¢losely =0 that price stability as well growih
and development and other objectives are achieved. Government will tuke the decision reganding
the combmations of fiscal policy us per the ehjectives of the policy.
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C}E: Whist is Fiscal policy?

22: Mention the name of types of fiscal policy?
Ans
03 Dilfferemiate between expansionay and contractionary fiscal policy,

Here, we will know the main wools/methods which government vses 1o achieve the various
ehjectives of fiscal policy during different economis situstions,

Fiseal Policy is operated and implemented theowgh its main tools explaised as ander,

Tools or Instruments of Fiscal Policy

TaafionPelicy | | ExpenditrePolicy | | PublicDebtPoliey | | DeficitFinancing Policy

A,  Taxation Policy
This tool relates to the revemse side of the fiscal policy. Tax is a compulsory payment made to

the government. The aim of taxation policy is o
{1)  mobilize the resources,
fip formation of capital,
(i) achicvement of econmmic egquality and
{iv} price swahility.
Taxes can be dircer tees like meome wx or indirect taves Hke sales tax, excise duty, GET erc.

Taxes reduces the disposable income of the bouschold sector {Disposable Income = Personal
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Income-Taxes). Direct taxes reduce money incomes and indirect taxes reduces red income via
rise i prices (Purchasing Power folls). Therefore, changes in tax rates affect the agoregnte
demand (ALY in the economy, The exwent, 1o which this change affects AL, depends on 1as
multiplier.

Tax multiplier is the change in AD or Income caesed by a change in taxntion levels,

Tax Multiplier = AY/AT or change in income divided by change in tax,
Tax Multiplier = “MPL ]
{I-MPC) MFS

MPC = marginal propensity o consume

MPS= mrginal propensity 1o save

Tax multiplier shows negative relation between change in income or AID and change in tax, It
means @ mise m faxes reduces AD or imeome and @ fall in taxes ingreases AD or imcome,
Government will adopt tax mate policy as per the set objectives. Under expansionary fiscal policy,

tax rates generally fall and under contractionary fiscal policy, tax rate rise,

B. Expenditure Policy

Crovernment expenditure policy mcludes expeaditures made by the government on development
and mon- development activities. The main beads of such expenditure are welfare activitics like
social security contributions by government, transfer payments |ike pensions. scholarships,
expenditure on social and economic infrastructure like hospitals, roads, bridges. health care,
&uc‘aﬂnn, defense, public enterprises etc.
A rise in government expenditure lewds to ncrcase m AD and & fall in covemment expendinure
leads o decrease in AD. For eximple: When government spends money, incomes of people rise,
their purchasing power nises, AD in the economy rises. It has expansionary eftect
Government can spend in variows wavs:

it Expendinare robuy goods and service winch ks direct effect on AL,

b} Expenditure on Transfer payments fike pensions, medical facilities which have indirect

effec on A,

Crovernment expenditure is classified into three main parts:

[k Copatal Expendifurs

(i) Corrent govemment spending and

(i} Tramsfer payments.
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* Expenditures on schools,roads, hospitals, buildings,defence
* |t builds capital stock

\
* Expenditures on goods and services like education health
* [t improves labor productivity
J
* Expenditures on social security systems lke
pensions,unemployment benefit, maternity benefits
* These are unilateral transfers from government to people |

The extent 1w which government expenditure affect AD or income, depegds on the Governnent
expenditure multiplier. Government expenditure multiplier measures the ratie of change in
income to the change in government expenditure.

Government expeadiure multiplier = AY/'AG or change in income divided by change in
povermment expenditune.

Government expenditure multiplier =— 1L
I-MPC

Where MPC= Marginal Propensity to consume

It shows tha there is posiiive relation berween (e value of MPC and Govemmen! expendiname
multiplicr. It means & nse in value of MPC will increase the values of Govemment expendiiure
maaltiplier and vice versa, Thereture, a rise in govemment expenditore will increase income or
AL multiplier tmes and & fall in government expendituze will decrense incame or AD multplier
fimes,

Giovernment will adopt expenditure pohey as per the set objectives, Under expansionary fiscal
policy, povernment expenditure rises and ander contrasctionary fiscal policy, government
expenditure Lalls, Government expenditure s directed wwands speclic groups, prctices or

oy,
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C. Public Debt Policy

Public debr refers i the bormowings taken by the govermment o meet s expenditures, It can be
a) Intermal debi- bormowings within the country from non-hank financial intermedianes.
commercil banks, central bank and (oo people through boads and secunties, I involves
wansfer of funds from people o government, These bormowings may reduce the money/ineomes
available tofwith people. by Exweenal debi- borrowings from outside the cowntry .

Public debi and ADVincome generafion in the economy are relaed, Public debt affects

AlVincome in many ways.

a) Expansion of AD and incomes: After poblic debt, if there are constant expenditures or
same AD by private sector alopg with nse i govermment expenditures out of amoust of
public debi, then there will be expansion'rise in ADVincomes in the economy, This will
kave an expansionary effect in terms of income, outpat asd eomployment

by Contraction of ADVingovmes; After public debt, if there = Gl in expenditure or fall in AL
by private sector abong with mse in government ex penditeres out of the amount of public
b, then there will be fall in AVincemes in the economy, This will have a contractionary

elfest in terms of income, output and employment,

In general, these three wols of fiscal policy are highly sgrificant. However, budget defiis
form important part of fiscal policy. Therefore, we can analyze here deficit financing as a ool of
=l poly,

0. Deficit Financing

Deficit financing is a technique to geserate funds to fll the deficit of the badger. This &= doae by
porrowings advanced by central bank by panting new mopey, Therefore, more deficit firsmncing
means morg  money  supply owith the  povernment. This ool is usal when  governmeni
expenditimes excesd i1s reventes, When this Im'rcﬁxl money supply is spent by the goevernment
for productive purposes which increase kevels of outpul of goods and services, then ot s
mencficial for the health of the eoonomy . Otherwise, i may be highly inflatonary,

Ta sum up, govermment uses combination of various ols per the set objectives for desired
res s,
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Check Your Progress-11
(M. What is tnx multiplier?
I oo e o S S L L T St e A B ey

T Y ] e T e T ] T

2. What is Government expenditure multiplier?
B S R e i
3. What is public debt?

Use of Fiseal Policy for Internal and External Stability:
1. Use of Fiscal Policy During Inflation: Inflation s the process of continsowsly nsing
prices. Price stability is essential o achieve this objective; following tools of fiscal policy

win b applied.

SN [T T [ o 41 N *decrerase in public expenditure
Policy sespecially unproductive expendifures
: ) sincrease in public debt
Public Debt Policy ey e

Yaxation Bolicy *Rise in taxes
aNauaT: FONCY sespecially on conspcuous consumption

: 1 ssurplus budget or
Budget Policy shess deficit linancing

a4, Public expenditure policy: Government should decresse public expenditere, Higher
levelz of government expenditures have expansionary money effects in the economy

which leads to rise in prces. Therefore, o fall m pubic expenditure, especially

unproductive expendinores will help o contml the rising prices,
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b. Public debt policy: During inflation. it is essential 1w reduce the purchasing power of

the people or to redoce the wvailable money with the people =0 a5 to contract the size of
AL in e economy, Therefore, government should borrow more especially  from
people, 5o that savings of the people are transferred from people o the government. As
& resull, totl spending by the people or AD will fall.

Taxation Puhﬁ During inflation. a rise in rates old taxes and imposing new taves will
help to curtail purchssing pewer of the people. As a result, the spending by the people
or AL will fall, This will help o check the mse in prices,

Budget Policy/Deficit Financing: [deally speaking. a surplus budget policy 15 needed
during inflation, Surplus budget means when revenses of the government ¢xceed its

expenditwes, It will help o check inflation,

2, Use of Fiscal Policy Doring Deflation/Recession: Deflation is the process of falling

il

prives, To schieve s objective, following rools of fscal poelicy can be applied,

Public expenditure
policy

Pubhic debt pohicy

Taxation policy

Budget policy

Letus analyee cach policy one by one.

Public Expenditure Policy: Government should increase public expenditure dunng
deflaticn/recession. Higher levels of government expenditures have expanssonary money
eftects in the economy which will boost the levels of private investment. During times
o depression, nse government expenditre acts as e peimeing, PUMD prinmmg mens

_when the increase in government expenditure acts as incentive o private invesiment”.
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i. Govermment bomows from banks and idle cosh with banks pets utilized and
investments by eovernment increase.
i, Hise in government investmenis leads o incresse in income by moltiplier times
whitch mm lum boost the private mvestmients.
Therefore, o rise in public expenditure especially on productive activities will help 1o
control the falling prices and profits. Besides this, govemment can spend more on social
welfare activities such as public healih, medical services, social security, grants ete. This
will rise the bevels of A and investments,
b. Public Debi Policy: During deflation, it is cssential to incrense the purchasing power of
ithe people or 1o raise the available money with the people =0 as 10 expand the size of AD
ifi the economy, Themfore, povermment should repay the old debis so that meney 13
trimsferred from government to people. Government should not borrow from the people,
A result, total spending by the people or AD will increase,
£, Taxation Policy: Dlnﬁnwﬂa[inn. a reduction in rtes of old 1axes and fewer new faxes
will help oy insrease the purclssing power of the people. As @ result, the spending by the
peopde or AD will rise, This will help o check the falling prices,
d. Buodget Policy/Deficit Financing: ldeally speaking, a surplus budget policy is needed
during inflation, Surplus budger means when revenues of the govemment exceed its

expenditures. It will help to check inflation,
3. Exchange Rate Stability

Exchange stability means minimization of the fluctuations inn foreign exchanze rates. For
this, the balanee of payments {BOPY situation needs o0 be monitored, An unfavorable BOP
{when impor poyment excesds cxport receipts) leads to more fluctuations in cxchange rafes.
Fiscal policy mims to;

4. promoie exports by provision of comain facilities like subsidies, thix concessions and alike

b. restrict imports by certam import duties and

¢, encourages impon substituticn

Economic Growth and Development

For economic development, Tiscal policy acs as powerlul tool, With the use of fiscal policy,
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B

Level of investment and rate of capital: formation; mobilization of these savings and
Increasing investment can be msed,

Different tooks of fiscal policy lke taxatkon, govermment expenditures, public debts can be
=ed to achieve this objective.

Government itself con invest like private entreprencurs and encournge privete investment

for the zeneranion of more production, income and employment,

. The role of fiscal policy for this purpose i= o allocate the resources inoan =fficient and

desivable manner, For examgle, Government can dessgn Flscal policy o devert fesoumoes
trom non-essentinl/luxomous prodwction to more usetul and essential production.

At the same time, price stability is maintained.

Fiscal policy focuses on the equitable distrbation of income simuliaeously and divers
money/incomes from richer sections to peorer sections via its expenditure and 1oy policies,
Emplovment must be generated abong with economic development, Fiscal policy (s used
for enhancing the skills of homan resources (human capital formation), I operates 1o
provide work oppoctunities, For example, govermment expenditures o consiruclion work
penerate emplovment and 1ax comcessions promates indusines’ small enterprizes which

provide emplovment to large number of people.

Remember: _Public cxpenditure n any sector attracts more recourses and imvestment  while

laxes imposed inoany sector leads fo withdeawal of resources and investiments from thin sector:-

Meier and Baldwin.

Check Your Progress- 111

Q1. What do vou mean by public debt?

s,

Q2. Deefine deficit financing?

O3, What is pump priming?
Ams,
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812 S8
Maomerry pnli-:_'.-awﬂt'-'c:. the iafluence on the level and composition of agerepate demand by the
manipealation of inerest mites and avalabiliny of ceedit, The challenge before monetary policy s
that many of the objectives are conflicting. For example. acceleration of develepment process
needs more mobey supply while control of mflation peeds less money supply, A udiciows mis of
various tools and peoper timings are essentizl for the desieed resulis,

Fiscal Policy 1= the policy related to public revenues. Public Expenditures, Public Debis and also
Deficii Financing by the govemment. It = a policy relating o government tax and non-tax
revenues and government expenditures and government bomrowings . In other words, fiscal Policy
is the policy related to public revenues, public expenditures, public debts and also deficit
financing by the government, Fical poley sins at price stability, exchange sate stalslity,
economic development, equitable distmbution, and employment generation. The tools of tiscal
policy ie., government expendituees, public revenues, public debt are used to achieve all the
objectives. Generally. more than one tool is used simultaneously for the effective and desired
results of fiscal policy.

Ceatral bank can use variouws ooels simultinewsusly for achieving various objectives or o control
any instability like inflation and deflation/depression and can regulate the quantem and direction
of moneyicredit supply in the econoimy.

I the end. for achieving wvarous objectives, fscal and monetary  policies are  used
similaneously, A judicions blend of these two macro-economic policies will help o get the
desived results. The tools of both these policies must operate inune with cach otlse, ic., in the

same direction,
$13  Ouestions for Practice

A, Short Answer Type Qruestions
21, What do vou mean by fiscal policy?
Q2 What ame the objectives of fscal policy?
03 Discuss the types of Tiscal policy.
CE Bphain the govermment expendiiure policy under the tools of Tiscal policy.
05 Explain the use of fiscal policy for the economic growth and development.
L6 Define monetary poficy
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(9]
7 What are the objeciives of monetary pelicy ?
& What are the types of monstary policy T
0 l'_::l.'||l.i|in Lhe quisatikalive ol al FaEary pi |ii{:].'
B, Long Answer Tyvpe Duestions
O Define fiscal policy. Also exploin its objectives and rypes.
22, Explain the various tonls of fiscal policy
3. Explain the applications of the wols of Hiseal poley
O, Diiscuss the ohjectives and cvpes of monetsy policy
5. Explain the quastitative and gualitazive wools of mumsetary policy

(35, Dhiscuss the applicatiens of the monetary policy for internal and extemnal stability,
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