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Macroeconomics is the part of economic theory that studies the 

economy as a whole, such as national income, aggregate 

employment, general price level, aggregate consumption, 

aggregate investment, etc. Its main instruments are aggregate 

demand and aggregate supply. It is also called the „Income 

Theory‟ or „Employment Theory‟. 

Basic Concepts of Macroeconomics:- 

Consider a basic scenario of your school‘s annual day celebrations. 
You and your friends may either volunteer for backstage help or 
participate in one or more events. Some of your friends may also 
be involved in stage décor. In most cases, everyone is involved in 
one activity or the other. And amidst all these preparations, there 
will be someone or some committee overseeing or managing the 
entire event at a large scale or macro level. Or in other words, the 
big picture. 

 
Now, studying this big picture in terms of a country‘s economy is 
what is called macroeconomics. Wikipedia defines 
macroeconomics as a branch of economics that studies 
the structure, behavior, performance, and decision-making of an 
economy as a whole. 

 
Now that you are familiar with the basic idea of macroeconomics, 
let‘s understand a few concepts. Macroeconomics is a vast subject 
and a field of study itself. However, some quintessential concepts 
of macroeconomics include the study of national income, gross 
domestic product (GDP), inflation, unemployment, savings, and 
investments to name a few. Let‘s discuss a few concepts. 



 

 



Income and Output 

One of the most important concepts of macroeconomics is income 
and output. The national output is the total amount of all goods and 
services produced in a country during a specific period. And when 
production units or organizations sell everything they produce, they 
generate an equal amount of income. Hence, you can measure 
output by calculating the total income from the sale of all goods and 
services. 

 
In relation to macroeconomics, economists usually measure 
national income or output by gross domestic product or GDP. By 
measuring GDP, economists can understand the market swings 
and changes. They can identify what measures to take to improve 
the GDP of the country. With technological advances, capital 
increase, and acquisition of state-of-art equipment, production units 
and organizations can increase national output and income. 
However, income and output can be affected by the recession and 
other market factors. 

 
Unemployment 

Another important component of macroeconomics is 
unemployment. Economists measure the unemployment rate in an 
economy by calculating the percentage of individuals without jobs. 
Unemployment categories include classic unemployment, frictional 
unemployment, and structural unemployment. 

 
Classical unemployment is when wages are too high for employers 
to consider hiring more workers. Frictional unemployment occurs 
when the time taken to search for an appropriate employee is too 
long. Structural unemployment occurs when there is a mismatch 
between a worker‘s skills and the actual skill required for a job. 
Another important category of unemployment is cyclical 
unemployment that occurs when an economy‘s growth is stagnant. 



Inflation and Deflation 

The study of inflation and deflation is another important aspect of 
macroeconomics. The term inflation refers to an increase in the 
prices of goods and services across the country. And the term 
deflation refers to a decrease in the prices of goods and services. 
Economists measure inflation and deflation by studying price 
indexes. A price index is the weighted average of price for a class 
of products and services. 

 
Inflation occurs when an economy grows too quickly. Deflation, on 
the other hand, occurs when an economy declines over a period of 
time. By studying the inflation and deflation trends, economists can 
help curb inflation rates by taking appropriate measures. Too much 
inflation can lead to negative consequences and continuous 
deflation can cause low economic output. 

 
Macroeconomic Policies 

Now that you are familiar with some of the basic concepts of 
macroeconomics, let‘s try and understand some macroeconomic 
policies. The two main macroeconomic policies that a government 
may apply to bring about stability are the monetary policy and the 
fiscal policy. 

 

 

 

The monetary policy is an important process, which is under the 
control of the monetary authority of a country. This monetary 
authority is usually the central bank or the currency board. The 
monetary policy is usually implemented by the central bank to 
stabilize prices and to increase the strength of a country‘s currency. 



The monetary policy also aims to reduce unemployment rates and 
stabilize GDP. It also controls the supply of money in an economy. 
For example, the central bank of a country can pump money into 
an economy by issuing money to buy bonds and other assets. On 
the other hand, the central bank of a country can also sell bonds 
and take money out of circulation. 

 
Fiscal Policy 

The fiscal policy is a process that makes use of a government‘s 
revenue generation and expenditure as tools to control economic 
windfalls. The government uses the fiscal policy to stabilize the 
economy during a business cycle. For instance, if production in an 
economy does not match the required output, the government can 
spend on idle resources and help in increasing output. 

 
Usually, economists prefer the monetary policy over the fiscal 
policy. This is because the monetary policy is under the control of 
the central bank of a country, which is an independent 
organization. The fiscal policy is under the control of the 
government, which can be affected by political intentions. 

 
Interrelation between micro and macro Economics 

Macroeconomics and Microeconomics study the different economic 
problems. Microeconomics studies the problem of scarcity and 
choice at the level of an individual, a firm, etc. Macroeconomics 
studies the problem of scarcity and choice of an economy as a 
whole. They are not independent but interdependent areas of 
study. 
Micro variables depend on the level and behaviour of 
macroeconomic variables. For example, wage rate in a particular 
industry will be influenced by the overall wage rate in the economy 
as a whole. 



In the same way, macro variables depend upon the level and 
behaviour of microeconomic variables in the economy. For 
example, national income is the sum total income at the micro level 
or it is the sum total of the incomes of all the residents of a country. 

 

Meaning of Circular Flow Of Income: 

It refers to the cycle of generation of income in the production 
process, its distribution among the factor of production and finally, 
its circulation from households to firms in the form of consumption 
expenditure on goods and services produced by them. 

Phase in Circular Flow of Income 

1. In the First Phase(Production Phase), the firm produces 
goods using factors of production(Land, Labor, capital and 
Enterprise) 

2. In the Second Phase (Income Phase), the firms make factor 
payments (Rent, wages, Interest & Profit) to the household for 
providing factor services. 

3. In Third Phase (Expenditure Phase), the households spend 
the amount received by firms in purchasing their products. 

 
 
 

STOCK AND FLOW 

 Stock Variables- It refers to those variables, which are 
measured at a particular point of time, for example- 
Government Budget, National Capital, etc. 

 Flow Variable- It refers to those variables, which are 
measured over a period of time, for example-National Income, 
any transactions in money, etc. 



Difference between Stock and Flow 
BASIS STOCK FLOW 

 
Meaning 

Stock variables refer to 
those variables, which are 
measured at a particular 
point of time. 

Flow variables are those 
variables which are 
measured over a period 
of time. 

Time 
Dimension 

It does not have a time 
dimension. 

It has a time dimension 
as it is measured over a 
period of time. 

Nature of 
concept 

It is a Static Concept It is a dynamic Concept 

 
Examples 

The population of any 
country, capital, stock of 
machines, etc. 

 

 
 

TYPES OF CIRCULAR FLOW 
 

Different types of circular flow are- Real Flow and Money Flow. 

 Real Flow - It refers to the flow of factor services (land, labor, 

capital, and enterprises) from household to firms and the flow 
of goods and services from firms to households. It is also 
known as ‗Physical Flow‘. 

 

 
 Money Flow - It refers to the flow of factor payments (Rent, 

wages, interest, and profit) from firms to households for 
providing factor services and flow of consumption expenditure 
from households to firm for providing goods and services. It is 
also known as Nominal flow. 

















Difference between Real Flow and Money Flow 
BASIS REAL FLOW MONEY FLOW 

 
Meaning 

It is the flow of goods and 
services between households 
and firms. 

It is the flow of money 
between firms and 
households. 

Kind of 
Exchange 

It involves the exchange of 
goods and services. 

It involves the 
exchange of money. 

Difficulty in 
Exchange 

These may be the difficulty of 
the Barter system in exchange 
of goods & factor services. 

There is no such 
difficulty in the case of 
money flow. 

Alternate 
Name 

It is also known as 'Physical 
Flow' 

It is also known as 
'Nominal Flow' 

 
 
 
 
 
 
 
 
 
 

Circular Flow in Two Sector Economy 
 

In a simple two-sector economy, there exist only 2 sectors i.e. 
household and firms, where households provide factors of 
production (Land, Labour, Capital, and Enterprise) and consumer 
goods & services made by the firm and sell them to households. 

In order to make our analysis simple, we can make some 
assumptions:- 

 Only two sectors in an economy are there i.e. Households 
and firms. 

 Households provide factor services to firms only and firms hire 
factor services from household only. 

 The amount received by the household from the firm for 
providing factor services is used entirely on consumption. 

This brings us to the following conclusion. 



 There are no savings in the economy, i.e. neither the 
household saves from their incomes, not the firm saves from 
their profits. 

 In the given diagram, it can be seen that households are 
providing factor services in exchange for factor payment and 
firms are providing goods & services to households in 
exchange for consumption expenditure. 

 Total Production = Total Consumption 
 Factor Payment = Factor Income 
 Consumption Expenditure = Factor Income 
 Real Flow = Money Flow 

Circular Flow in Two Sector Economy With Financial Markets 

Circular Flow of Income in 2 Sector Economy assumes that there is 
no savings i.e. households spends their entire income on 
consumption of goods and firms spends all their receipts in making 
factor payments. 

But in real-world, this does not happen i.e. household saves some 
part of their factor incomes for future contingencies, whereas firms 
save some parts of their profits for expansion or some other 
reasons. 

The firm also borrows money from Financial Institutions for the 
same. All savings and borrowings are channelized through 
Financial Institutions / Market. 

Financial Markets refers to institutions such as banks, insurance 
companies, etc. which transacts in loanable funds. Savings of 
households accumulated in the financial market are utilized by 
firms for investments purposes. 

Leakages 



Leakages refer to the withdrawal of money from the circular flow. 
Leakages reduce, the flow of income. 

Examples of leakages in different types of Economics:- 

(1) Two sector Economy (without- No leakages financial market) 

(2) Two sector Economy (with financial –saving s market) 

(3) Three Sector Economy-Savings + Taxes (Government) 

(4) Four Sector Economy-Savings + Taxes + Imports 

Injections 

Injections refer to the introduction of income into the circular flow. 
Injections increase the flow of Income. 

Examples of Injections in different types of economies: 

1. Two Sector Economy(without – no injections financial market) 
2. Two Sector economy(with the financial-investment market) 
3. Three Sector Economy-Investment + government expenditure 
4. Four Sector Economy-Investment + government + exports 

Equilibrium is achieved when leakages are equal to injections. 

 
Concept of national income 
What is National Income? 
National Income of any country means the complete value of 
the goods and services produced by any country during its 
financial year. It is thus the consequence of all economic 
activities that are running in any country during the period of 
one year. It is valued in terms of money. In short one can say 
that the national income of any country is the total amount of 
income that is accrued by it through various economic 



activities in one year. It is also helpful in determining the 
progress of the country. 
It includes wages, interest, rent, profit, received by factors of 
production like labour, capital, land and entrepreneurship of a 
nation. 

National Income: Concept 
There are various concepts of National Income including GDP, 
GNP, NNP, NI, PI, DI, and PCI which explain the facts of economic 
activities. 

a. GDP at market price: Is money value of all goods and services 
produced within the domestic domain with the available resources 
during a year. 
GDP = (P*Q) 
Where, 
GDP = gross domestic product 
P = Price of goods and services 
Q= Quantity of goods and services 
GDP is made up of 4 Components 

a. consumption 
b. investment 
c. government expenditure 
d. net foreign exports of a country 

GDP = C+I+G+(X-M) 
Where, 
C=Consumption 
I=Investment 
G=Government expenditure 
(X-M) =Export minus import 

 
b. Gross National Product (GNP): Is market value of final goods 
and services produced in a year by the residents of the country 
within the domestic territory as well as abroad. GNP is the value of 



goods and services that the country's citizens produce regardless 
of their location. 
GNP=GDP+NFIA or, 
GNP=C+I+G+(X-M) +NFIA 
Where, 
C=Consumption 
I=Investment 
G=Government expenditure 
(X-M) =Export minus import 
NFIA= Net factor income from abroad. 

c. Net National Product (NNP) at MP: Is market value of net output 
of final goods and services produced by an economy during a year 
and net factor income from abroad. 
NNP=GNP-Depreciation 
or, NNP=C+I+G+(X-M) +NFIA- IT-Depreciation 
Where, 
C=Consumption 
I=Investment 
G=Government expenditure 
(X-M) =Export minus import 
NFIA= Net factor income from abroad. 

IT= Indirect Taxes 

d. National Income (NI): Is also known as National Income at factor 
cost which means total income earned by resources for their 
contribution of land, labour, capital and organisational ability. 
Hence, the sum of the income received by factors of production 
in the form of rent, wages, interest and profit is called 
National Income. 
Symbolically or as per the formula 
NI=NNP +Subsidies-Interest Taxes 
or, GNP-Depreciation +Subsidies-Indirect Taxes 



or, NI=C+G+I+(X-M) +NFIA-Depreciation-Indirect Taxes 
+Subsidies 

 
e. Personal Income (PI): Is the total money income received by 
individuals and households of a country from all possible sources 
before direct taxes. Therefore, personal income can be expressed 
as follows: 
PI=NI-Corporate Income Taxes-Undistributed Corporate Profits- 
Social Security Contribution +Transfer Payments. 

 
f. Disposable Income (DI) : It is the income left with the individuals 
after the payment of direct taxes from personal income. It is the 
actual income left for disposal or that can be spent for consumption 
by individuals. 
Thus, it can be expressed as: 

DI=PI-Direct Taxes 

 
g. Per Capita Income (PCI): It is calculated by dividing the 
national income of the country by the total population of a country. 
Thus, PCI=Total National Income/Total National Population 

 
 

Measurement of National Income 
There are three methods to calculate National Income: 

1. Income Method 
2. Product/ Value Added Method 
3. Expenditure Method 
 Income Method 

In this National Income is measured as flow of income. 

We can calculate NI as: 



Net National Income = Compensation of Employees+ Operating 
surplus mixed (w +R +P +I) + Net income + Net factor income from 
abroad. 
Where, 

W = Wages and salaries 

R = Rental Income 

P = Profit 

I = Mixed Income 

 Product/ Value Added Method 
In this National Income is measured as flow of goods and services. 

We can calculate NI as: 

NATIONAL INCOME = G.N.P – COST OF CAPITAL – 
DEPRECIATION – INDIRECT TAXES 

 Expenditure Method 
In this National Income is measured as flow of expenditure. 

We can calculate NI through Expenditure method as: 

National Income=National Product=National Expenditure. 

 

Gross national product (GNP) is the value of all goods and services 
made by a country's residents and businesses, regardless of 
production location. GNP counts the investments made by U.S. 
residents and businesses—both inside and outside the country— 
and computes the value of all products manufactured by domestic 
companies, regardless of where they are made.1 2 



GNP doesn't count any income earned in the United States by 
foreign residents or businesses, and excludes products 
manufactured in the United States by overseas firms. 

GNP Formula 

The formula to calculate the components of GNP is Y = C + I + G + 
X + Z. 

That stands for GNP = Consumption + Investment + Government + 
X (net exports) + Z (net income earned by domestic residents from 
overseas investments minus net income earned by foreign 
residents from domestic investments).3 4 

GNP Versus GDP 

U.S. GNP says a lot about the financial well-being of Americans 
and U.S.-based multinational corporations, but it doesn't give much 
insight into the health of the U.S. economy. For that, you should 
use gross domestic product (real or nominal)—which measures 
production inside of a country, no matter who makes it. GNP is the 
same as GDP + Z. That means GNP is a more accurate measure 
of a country's income than its production. 

Examples of GNP vs. GDP 

The output of a Toyota plant in Kentucky isn't included in GNP, 
although it's counted in GDP, because the revenue from the sales 
of Toyota vehicles goes to Japan, even though the products are 
made and sold in the United States. It is included in GDP because 
it adds to the health of the U.S. economy by creating jobs for 
Kentucky residents, who use their wages to buy local goods and 
services. 

Similarly, the shoes made in a Nike plant in Korea will be counted 
in U.S. GNP, but not GDP, because the profits from those shoes 
will boost Nike's earnings and stock prices, contributing to higher 



national income. It doesn't stimulate economic growth in the United 
States because those manufacturing jobs were outsourced. It's 
Korean workers who will boost their country's economy and GDP 
by buying local goods and services. 

These examples show why GNP is not as commonly used as GDP 
as a measure of a country's economy. It gives a slightly inaccurate 
picture of how domestic resources are used. For instance, if there 
were a severe drought in the United States, GNP would be higher 
than GDP because the foreign holdings of U.S. residents would be 
unaffected by the drought, unlike the U.S. investments of foreign 
workers. 

GNP is also affected by changes in a country's currency exchange 
rates. If the dollar weakens, then the foreign holdings of U.S. 
residents become worth more, boosting GNP. But that may not 
accurately reflect the state of the U.S. economy. A weaker dollar 
can eventually boost GDP because it makes exports cheaper, 
which increases sales and production.6 

GNP per Capita 

GNP per capita is a measurement of GNP divided by the number 
of people in the country. That makes it possible to compare the 
GNP of countries with different population sizes. 

GNP by Country 

The World Bank has replaced GNP with gross national 
income (GNI). So that GNI can compared more fairly among 
nations with widely different populations and standards of living, the 
World Bank uses GNI per capita.7 

The World Bank also uses the purchasing power parity (PPP) 
method, which excludes the impact of exchange rates. Instead, it 

https://www.thebalance.com/per-capita-what-it-means-calculation-how-to-use-it-3305876


values each nation's output by what it would be worth in the United 
States. 

The CIA Fact book doesn't measure GNP; it only uses GDP. The 
Fact book notes that in many emerging markets, such as Mexico, 
money made by residents overseas is sent back to their home 
countries. This income can be a significant factor in 
boosting economic growth and would be counted in GNP, but it 
isn't counted in GDP—which may cause the economic power of 
these economies to be understated. 

The Bottom Line 

While GDP is a measure of an economy‘s health, GNP tells us 
about a country‘s real income. GNP is the value of all the income 
earned by a country‘s citizens and businesses, regardless of 
whether they are located in their own country or abroad. 

Although GNP reflects the financial standing of a nation, GNP is 
not an accurate measure of economic health because: 

 Foreign exchange rates affect it. 
 It does not give an accurate picture of domestic resource 

usage. 
 It is not a good gauge of whether the economy is growing or 

contracting. 

For these reasons, the United States ceased using GNP in 1991 as 
an indicator and adopted GDP instead. GDP is still commonly used 
internationally. 

 

Gross domestic product 
gross domestic product (GDP), total market value of the goods and 
services produced by a country‘s economy during a specified 
period of time. It includes all final goods and services—that is, 



those that are produced by the economic agents located in that 
country regardless of their ownership and that are not resold in any 
form. It is used throughout the world as the main measure of output 
and economic activity. 

In economics, the final users of goods and services are divided into 
three main groups: households, businesses, and the government. 
One way gross domestic product (GDP) is calculated—known as 
the expenditure approach—is by adding the expenditures made by 
those three groups of users. Accordingly, GDP is defined by the 
following formula: GDP = Consumption + Investment + 
Government Spending + Net Exportsor more succinctly asGDP = C 
+ I + G + NX where consumption (C) represents private- 
consumption expenditures by households and nonprofit 
organizations, investment (I) refers to business expenditures by 
businesses and home purchases by households, government 
spending (G) denotes expenditures on goods and services by the 
government, and net exports (NX) represents a nation‘s exports 
minus its imports. 

The expenditure approach is so called because all three variables 
on the right-hand side of the equation denote expenditures by 
different groups in the economy. The idea behind the expenditure 
approach is that the output that is produced in an economy has to 
be consumed by final users, which are either households, 
businesses, or the government. Therefore, the sum of all the 
expenditures by these different groups should equal total output— 
i.e., GDP. 

 
 
 

Each country prepares and publishes its own GDP data regularly. 
In addition, international organizations such as the World Bank and 
the International Monetary Fund (IMF) periodically publish and 

https://www.britannica.com/topic/economics
https://www.britannica.com/topic/World-Bank
https://www.britannica.com/topic/International-Monetary-Fund


National Income Accounting Equation 

The national income equation represents the relationship between 
national income and the economy‘s expense, along with other 
attributes, as shown in the following equation: 

 
 
 
 
 

 
Where: 

 Y – National income 
 C – Personal consumption expenditure 
 I – Private investment 
 G – Government spending 
 X – Exports 
 M – Imports 

 

National Income Accounting and Gross Domestic Product 

maintain historical GDP data for many countries. In the United 
States, GDP data are published quarterly by the Bureau of 
Economic Analysis (BEA) of the U.S. Department of Commerce. 
GDP and its components are part of the National Income and 
Product Accounts data set that the BEA updates on a regular 
basis. 

 
 
 
 

National income accounting 
 

 

 

https://www.britannica.com/topic/US-Department-of-Commerce


Gross Domestic Product (GDP), Net National Product 
(NNP), Gross National Product (GNP), personal income, and 
disposable income are the important metrics determined by 
national income accounting. 

However, the most commonly used measure of the economy is 
GDP. It is the cumulative value of products and services generated 
in an economy over a given period of time. Only the goods 
produced in the home country are included in the GDP, regardless 
of the nationality status of the company owners. 

The gross domestic product figure may not represent the correct 
value, as some goods may not even make it to the market, which 
makes it difficult to determine the true value of the market. 
Nevertheless, GDP reasonably represents the national output. The 
other economic measures can be derived from GDP. 

 
 
 

National Income Accounting Methods 

The following methods are used to measure national income: 
 
 
 

1. Product method 
 

Also known as the value-added method, the product method is 
based on the net value added to the product at every stage of 
production. In the product method, the economy is usually divided 
into different industry sectors, such as fishing, agriculture, and 
transport. 

The national income is calculated by adding the total output of the 
companies in the economy. The method shows the contribution of 
each sector to the national income, hence demonstrating the 
importance of different sectors relative to each other. 

https://corporatefinanceinstitute.com/resources/knowledge/economics/gross-national-product-gnp/
https://corporatefinanceinstitute.com/resources/knowledge/other/products-and-services/


 The statistics provided by national income accounting can be 
used to simplify the procedures and techniques used to 
measure the aggregate input and output of an economy. 

 The data provided is used to frame government economic 
policies, and it also helps in recognizing the systemic changes 
happening in the economy. 

 National income accounting provides information on the trend 
of economic activity level. Various social and economic 
phenomena can be explained through the data, which helps 
the policymakers in framing better economic policies. 

 

 

2. Income method 
 

In the income method, the national income is measured by adding 
up the pretax income generated by the individuals and companies 
in the economy. It consists of income from wages, rent of buildings 
and land, interest on capital, profits, etc. in an accounting year. The 
income method shows the national income distribution among 
different earning groups in the economy. 

 
 
 

3. Expenditure method 
 

In the expenditure method, the national income is measured by 
adding up the expenditures made by individuals, companies, and 
the government. Thus, it combines consumer spending, 
investments made by companies, net exports, and government 
spending to calculate the national income. 

 
 
 

Importance of National Income Accounting 
 

https://corporatefinanceinstitute.com/resources/knowledge/accounting/fy-fiscal-year/


 
 

Interrelations between National income and Economic welfare 

 
Pigou establishes a close relationship between economic welfare 

and national income, because both of them are measured in terms 

of money. When national income increases, total welfare also 

increases and vice versa. 

The effect of national income on economic welfare can be studied 

in two ways: 

(1) By change in the size of national income, and 

(2) By change in the distribution of national income. 

Change in the Size of National Income: 

The change in the size of national income may be positive or 

negative. The positive change in the national income increases its 

volume. As a result, people consume more of goods and services, 

which lead to increase in the economic welfare. 

 Central banks can use the national income accounting 
statistics to vary the rate of interest and set or revise 
the monetary policy. 

 The data on GDP, investments, and expenditures also helps 
the government to frame or modify policies regarding 
infrastructure spending and tax rates. 

 The national income accounting data also shows the 
contribution of different sectors, relative to each other, 
towards economic growth. 

https://corporatefinanceinstitute.com/resources/knowledge/economics/monetary-policy/


Whereas the negative change in national income results in 

reduction of its volume. People get lesser goods and services for 

consumption which leads to decrease in economic welfare. But this 

relationship depends on a number of factors. 

1. Change in Prices: 

Is the change in national income real or monetary? If the change in 

national income is due to change in prices, it will be difficult to 

measure the real change in economic welfare. For example, when 

the national income increases as a result of increase in prices, the 

increase in economic welfare is not possible because it is probable 

that the output of goods and services may not have increased. It is 

more likely that the economic welfare would decline as a result of 

increase in prices. It is only the real increase in national income 

that increases economic welfare. 

2. Working Conditions: 

It depends on the manner in which the increase in national income 

comes about. The economic welfare cannot be said to have 

increased, if the increase in national income is due to exploitation 

of labour e.g., increase in production by workers working for longer 

hours, by paying them lesser wages than the minimum. Forcing 

them to put their women and children to work, by not providing 

them with facilities of transport to and from the factories and of 

residence, and their residing in slums. 

3. Per Capita Income: 



National income cannot be a reliable index of economic welfare, if 

per capita income is not kept in mind. It is possible that with the 

increase in national income, the population may increase at the 

same pace and thus the per capita income may not increase at all. 

In such a situation, the increase in national income will not result in 

increase in economic welfare. But from this, it should not be 

concluded that the increase in national income results in increase 

in economic welfare and vice versa. 

It is possible that as a result of increase in national income, the per 

capita income might have risen. But if the national income has 

increased due to the production of capital goods and there is 

shortage of consumption goods on account of decrease in their 

output, the economic welfare will not increase even if the national 

income and per capita income rise. 

This is because the economic welfare of people depends not on 

capital goods but on consumption goods used by them. Similarly, 

when the national income and the per capita income rise sharply 

during war time, the economic welfare does not increase because 

during war days the entire production capacity of the country is 

engaged in producing war material and there is shortage of 

consumption goods. As a result, the standard of living of the people 

fall and the economic welfare decreases. 

Often, even with the increase in national income and per capita 

income the economic welfare decreases. This is the case when as 



a result of the increase in national income, income of the richer 

sections of the society increases and the poor do not gain at all 

from it. In other words, the rich become richer and the poor become 

poorer. Thus when the economic welfare of the rich increases and 

that of the poor decreases, the total economic welfare decreases. 

4. Method of Spending: 

The influence of increase in national income on economic welfare 

depends also on the method of spending adopted by the people. If 

with the increase in income, people spend on such necessities and 

facilities as milk, ghee, eggs, fans, etc. which increase efficiency, 

the economic welfare will increase. 

But on the contrary, the expenditure on drinking, gambling etc. will 

result in decreasing the economic welfare. As a matter of fact, the 

increase or decrease in economic welfare as a result of increase in 

national income depends on changes in the tastes of people. If the 

change in fashions and tastes takes place in the direction of the 

consumption of better goods, the economic welfare increases. 

Conclusion: 

It is clear from the above analysis that though the national income 

and economic welfare are closely inter-related, yet it cannot be said 

with certainty that the economic welfare would increase with the 

increase in national income and per capita income. 

The increase or decrease in economic welfare as a result of 

increase in national income depends on a number of factors such 



as the rate of growth of population, the methods of earning income, 

the conditions of working, the method of spending, the fashions 

and tastes, etc. 

Changes in Distribution of National Income: 

The changes in the distribution of national income take place in two 

ways: 

1. By Transfer of Wealth from the Poor to the Rich: 

When as a result of increase in national income, the transfer of 

wealth takes place in the former manner, the economic welfare 

decreases. This happens when the government gives more 

privileges to the richer sections and imposes regressive taxes on 

the poor. 

2. Transfer of Wealth from the Rich to the Poor: 

The redistribution of wealth in favour of the poor is brought about 

by reducing the wealth of the rich and increasing the income of the 

poor. The income of the richer sections can be reduced by 

adopting a number of measures, e.g., by progressive taxation on 

income, property etc., by imposing checks on monopoly, by 

nationalising social services, by levying duties on costly and foreign 

goods which are used by the rich and so on. 

On the other hand, the income of the poor can also be raised in a 

number of ways, e.g., by fixing a minimum wage rate, by increasing 

the production of goods used by the poor, by fixing the prices of 

such goods, by granting financial assistance to the producers of 

these goods, by the distribution of goods through co-operative 



stores, and by providing free education, social security and low rent 

accommodation to the poor. When the distribution of income takes 

place in favour of the poor through these methods, the economic 

welfare increases. 

But it is not essential that the equal distribution of national income 

would lead to increase in economic welfare. On the contrary, there 

is a greater possibility of economic welfare decreasing if the policy 

towards the rich is not rational. Heavy taxation and progressive 

taxes at high rates affect adversely the productive capacity, 

investment and capital formation, thereby decreasing the national 

income. 

Similarly, when through the efforts of the government, the income 

of the poor increases but if they spend that income on bad goods 

like drinking, gambling etc. or if their population increases, the 

economic welfare will decrease. 

Both these situations are not real and only express the fears, 

because the government, while imposing different kinds of 

progressive taxes on the rich, keeps particularly in view that 

taxation should not affect the production and investment adversely. 

On the other hand, when the income of a poor man increases, he 

tries to provide better education to his children and to improve his 

standard of living, his welfare increases. 

Conclusion: 



We arrive at the conclusion that as a result of the increase in 

national income, the economic welfare will increase provided that 

the income of the poor increases instead of decreasing and they 

improve their standard of living and that the income of the rich 

decreases in such a way that their productive capacity, investment 

and capital accumulation do not decline. 

 
 
 
 

 
Classical theory of Employment 

The classical economists believed in the existence of full 

employment in the economy. To them, full employment was a 

normal situation and any deviation from this regarded as something 

abnormal. According to Pigou, the tendency of the economic 

system is to automatically provide full employment in the labour 

market when the demand and supply of labour are equal. 

Unemployment results from the rigidity in the wage structure and 

interference in the working of free market system in the form of 

trade union legislation, minimum wage legislation etc. Full 

employment exists ―when everybody who at the running rate of 

wages wishes to be employed.‖ 

Those who are not prepared to work at the existing wage rate are 

not unemployed because they are voluntarily unemployed. Thus 

full employment is a situation where there is no possibility of 



involuntary unemployment in the sense that people are prepared to 

work at the current wage rate but they do not find work. 

The basis of the classical theory is Say‘s Law of Markets which 

was carried forward by classical economists like Marshall and 

Pigou. They explained the determination of output and employment 

divided into individual markets for labour, goods and money. Each 

market involves a built-in equilibrium mechanism to ensure full 

employment in the economy. 

It‘s Assumptions: 

The classical theory of output and employment is based on the 

following assumptions: 

1. There is the existence of full employment without inflation. 

 
2. There is a laissez-faire capitalist economy without government 

interference. 

3. It is a closed economy without foreign trade. 

 
4. There is perfect competition in labour and product markets. 

 
5. Labour is homogeneous. 

 
6. Total output of the economy is divided between consumption 

and investment expenditures. 

7. The quantity of money is given and money is only the medium of 

exchange. 



8. Wages and prices are perfectly flexible. 

 
9. There is perfect information on the part of all market participants. 

 
10. Money wages and real wages are directly related and 

proportional. 

11. Savings are automatically invested and equality between the 

two is brought about by the rate of interest 

12. Capital stock and technical knowledge are given. 

 
13. The law of diminishing returns operates in production. 

14. It assumes long run. 

It‘s Explanation: 

The determination of output and employment in the classical theory 

occurs in labour, goods and money markets in the economy. 

Say‘s Law of Markets: 

Say‘s law of markets is the core of the classical theory of 

employment. An early 19th century French Economist, J.B. Say, 

enunciated the proposition that ―supply creates its own demand.‖ 

Therefore, there cannot be general overproduction and the problem 

of unemployment in the economy. 

If there is general overproduction in the economy, then some 

labourers may be asked to leave their jobs. The problem of 

unemployment arises in the economy in the short run. In the long 



run, the economy will automatically tend toward full employment 

when the demand and supply of goods become equal. 

When a producer produces goods and pays wages to workers, the 

workers, in turn, buy those goods in the market. Thus the very act 

of supplying (producing) goods implies a demand for them. It is in 

this way that supply creates its own demand. 

Determination of Output and Employment: 

In the classical theory, output and employment are determined by 

the production function and the demand for labour and the supply 

of labour in the economy. Given the capital stock, technical 

knowledge and other factors, a precise relation exists between total 

output and amount of employment, i.e., number of workers. This is 

shown in the form of the following production function: Q=f (K, T, N) 

where total output (Q) is a function (f) of capital stock (K), technical 

knowledge (T), and the number of workers (N) 

Given K and T, the production function becomes Q = f (AO which 

shows that output is a function of the number of workers. Output is 

an increasing function of the number of workers, output increases 

as the employment of labour rises. But after a point when more 

workers are employed, diminishing marginal returns to labour start. 

This is shown in Fig. 1 where the curve Q = f (N) is the production 

function and the total output OQ1 corresponds to the full 

employment level NF. But when more workers NfN2 are employed 



beyond the full employment level of output OQ1, the increase in 

output Q1Q2 is less than the increase in employment N1N2. 

 
 
 
 
 
 

 
Labour Market Equilibrium: 

In the labour market, the demand for labour and the supply of 

labour determine the level of output and employment. The classical 

economists regard the demand for labour as the function of the real 

wage rate: DN =f (W/P) 

Where DN = demand for labour, W = wage rate and P = price level. 

Dividing wage rate (W) by price level (P), we get the real wage rate 

(W/P). 

The demand for labour is a decreasing function of the real wage 

rate, as shown by the downward sloping DN curve in Fig. 2. It is by 

reducing the real wage rate that more workers can be employed. 



The supply of labour also depends on the real wage rate: SN =f 

(W/P), where SN is the supply of labour. But it is an increasing 

function of the real wage rate, as shown by the upward sloping 

SN curve in Fig. 2. It is by increasing the real wage rate that more 

workers can be employed. 

When the DN and SN curves intersect at point E, the full 

employment level NF is determined at the equilibrium real wage 

rate W/P0. If the wage rate rises from WP0 to WP1 the supply of 

labour will be more than its demand by ds. 

Now at W/P1 wage rate, ds workers will be involuntary unemployed 

because the demand for labour (W/P1-d) is less than their supply 

(W/P1-s). With competition among workers for work, they will be 

willing to accept a lower wage rate. Consequently, the wage rate 

will fall from W/P1 to W/P0. 

The supply of labour will fall and the demand for labour will rise and 

the equilibrium point E will be restored along with the full 

employment level Nr On the contrary, if the wage rate falls from 

W/P0 to WP2 the demand for labour (W/P2-d1) will be more than 

its supply (W/P2-s1). 

Competition by employers for workers will raise the wage rate from 

W/ P2 to W/P0 and the equilibrium point E will be restored along 

with the full employment level NF. 

 

Wage Price Flexibility: 

The classical economists believed that there was always full 

employment in the economy. In case of unemployment, a general 

cut in money wages would take the economy to the full 



employment level. This argument is based on the assumption that 

there is a direct and proportional relation between money wages 

and real wages. 

When money wages are reduced, they lead to reduction in cost of 

production and consequently to the lower prices of products. When 

prices fall, demand for products will increase and sales will be 

pushed up. Increased sales will necessitate the employment of 

more labour and ultimately full employment will be attained. 

Pigou explains the entire proposition in the equation: N = qY/W. In 

this equation, N is the number of workers employed, q is the 

fraction of income earned as wages, Y is the national income and 

W is the money wage rate. N can be increased by a reduction in W. 

Thus the key to full employment is a reduction in money wage. 

When prices fall with the reduction of money wage, real wage is 

also reduced in the same proportion. 

As explained above, the demand for labour is a decreasing function 

of the real wage rate. If W is the money wage rate, P is the price of 

the product, and MPN is the marginal product of labour, we have 

W=P X MPN or W/P = MPN 

Since MPN declines as employment increases, it follows that the 

level of employment increases as the real wage (W/P) declines. 

This is explained in Figure 3. In Panel (A), SN is the supply curve of 

labour and DN is the demand curve for labour. The intersection of 

the two curves at E shows the level of full employment NF and the 

real wage W/P0. 



If the real wage rises to W/P1, supply exceeds the demand for 

labour by sd and N1N2 workers are unemployed. It is only when 

the wage is reduced to W/P0 that unemployment disappears and 

the level of full employment is attained. 

Pigou explains the entire proposition in the equation: N = qY/W. In 

this equation, N is the number of workers employed, q is the 

fraction of income earned as wages, Y is the national income and 

W is the money wage rate. N can be increased by a reduction in W. 

Thus the key to full employment is a reduction in money wage. 

When prices fall with the reduction of money wage, real wage is 

also reduced in the same proportion. 

As explained above, the demand for labour is a decreasing function 

of the real wage rate. If W is the money wage rate, P is the price of 

the product, and MPN is the marginal product of labour, we have 

W=P X MPN or W/P = MPN 

Since MPN declines as employment increases, it follows that the 

level of employment increases as the real wage (W/P) declines. 

This is explained in Figure 3. In Panel (A), SN is the supply curve of 

labour and DN is the demand curve for labour. The intersection of 

the two curves at E shows the level of full employment NF and the 

real wage W/P0. 

If the real wage rises to W/P1, supply exceeds the demand for 

labour by sd and N1N2 workers are unemployed. It is only when 

the wage is reduced to W/P0 that unemployment disappears and 

the level of full employment is attained. 



 
 

This is shown in Panel (B), where MPN is the marginal product of 
labour curve which slopes downward as more labour is employed. 
Since every worker is paid wages equal to his marginal product, 
therefore the full employment level NF is reached when the wage 
rate falls from W/P1 to W/P0. 

Contrariwise, with the fall in the wage from W/P0 to W/P2, the 

demand for labour increases more than its supply by s1d1, the 

workers demand higher wage. This leads to the rise in the wage 

from W/P2 to W/P0 and the full employment level NF is attained. 
Goods Market Equilibrium: 

The goods market is in equilibrium when saving equals investment. 

At that point of time, total demand equals total supply and the 

economy is in a state of full employment. According to the 

classicists, what is not spent is automatically invested. 

Thus saving must equal investment. If there is any divergence 

between the two, the equality is maintained through the mechanism 



of the rate of interest. To them, both saving and investment are the 

functions of the interest rate. 

S=f(r) …(1) 

 
I=f(r) …(2) 

S = I 

Where S = saving, I = investment, and r = interest rate. 

 
To the classicists, interest is a reward for saving. The higher the 

rate of interest, the higher the saving, and lower the investment. On 

the contrary, the lower the rate of interest, the higher the demand 

for investment funds, and lowers the saving. If at any given period, 

investment exceeds saving, (I > S) the rate of interest will rise. 

Saving will increase and investment will decline till the two are 

equal at the full employment level. This is because saving is 

regarded as an increasing function of the interest rate and 

investment as a decreasing function of the rate of interest. 

Assuming interest rates are perfectly elastic, the mechanism of the 

equality between saving and investment is shown in Figure 4 

where S is the saving curve and I is the investment curve. Both 

intersect at E which is the full employment level where at Or 

interest rate S = I. If the interest rate rises to Or1 saving is more 

than investment by ha which will lead to unemployment in the 

economy. 



 

Since S > I, the investment demand for capital being less than its 

supply, the interest rate will fall to Or, investment will increase and 

saving will decline. Consequently, S = I equilibrium will be re- 

established at point E. 

On the contrary, with a fall in the interest rate from Or to 

Or2 investment will be more than saving (I > S) by cd, the demand 

for capital will be more than its supply. The interest rate will rise, 

saving will increase and investment will decline. Ultimately, S = I 

equilibrium will be restored at the full employment level E. 
Money Market Equilibrium: 

The money market equilibrium in the classical theory is based on 

the Quantity Theory of Money which states that the general price 

level (P) in the economy depends on the supply of money (M). The 

equation is MV= PT, where M = supply of money, V= velocity of 

circulation of M, P = Price level, and T = volume of transaction or 

total output. 

The equation tells that the total money supply MV equals the total 

value of output PT in the economy. Assuming V and T to be 

constant, a change in the supply of money (M) causes a 



proportional change in the price level (P). Thus the price level is a 

function of the money supply: P = f (M). 

The relation between quantity of money, total output and price level 

is depicted in Figure 5 where the price level is taken on the 

horizontal axis and the total output on the vertical axis. MV is 

the/money supply curve which is a rectangular hyperbola. 

This is because the equation MV = PT holds on all points of this 

curve. Given the output level OQ, there would be only one price 

level OP consistent with the quantity of money, as shown by point 

M on the MV curve. If the quantity of money increases, the MV 

curve will shift to the right as M1V curve. 

 
 
 
 
 
 

As a result, the price level would rise from OP to OP1 given the 

same level of output OQ. This rise in the price level is exactly 

proportional to the rise in the quantity of money, i.e., PP1 = 

MM1 when the full employment level of output remains OQ. 
2. Complete Classical Model – A Summary: 

 

 

The classical theory of employment was based on the assumption 

of full employment where full employment was a normal situation 



and any deviation from this was regarded as an abnormal situation. 

This was based on Say‘s Law of Market. 

According to this, supply creates its own demand and the problem 

of overproduction and unemployment does not arise. Thus there is 

always full employment in the economy. If there is overproduction 

and unemployment, the automatic forces of demand and supply in 

the market will bring back the full employment level. 

In the classical theory, the determination of output and employment 

takes place in labour, goods and money markets of the economy, 

as shown in Fig. 6. The forces of demand and supply in these 

markets will ultimately bring full employment in the economy. 
 



In the classical analysis, output and employment in the economy 

are determined by the aggregate production function, demand for 

labour and supply of labour. Given the stock of capital, technical 

knowledge and other factors, there is a precise relation between 

total output and employment (number of workers). 

This is expressed as Q = f (K, T, N). In other words, total output (Q) 

is a function (f) of capital stock (K), technical knowledge T, and 

number of workers (TV). Given K and T, total output (Q) is an 

increasing function of the number of workers (N): Q=f (N) as shown 

in Panel (B). At point E, ONF workers produce OQ output. But 

beyond point E, as more workers are employed, diminishing 

marginal returns start. 
Labour Market Equilibrium: 

In the labour market, the demand for and supply of labour 

determine output and employment in the economy. The demand 

for labour depends on total output. As production increases, the 

demand for labour also increases. 

The demand for labour, in turn, depends on the marginal 

productivity (MP) of labour which declines as more workers are 

employed. The supply of labour depends on the wage rate, SL = f 

(W/P), and is an increasing function of the wage rate. 

The demand for labour also depends on the wage rate, DL =f 

(W/P), and is a decreasing function of the wage rate. Thus both the 

demand for and supply of labour are the functions of real wage rate 

(W/P). The intersection point E of DL and SL curves at W/ P wage 



rate in Panel (C) of the figure determines the full employment level 

ONF. 
Goods Market Equilibrium: 

In the classical analysis, the goods market is in equilibrium when 

saving and investment are in equilibrium (S=I). This equality is 

brought about by the mechanism of interest rate at the full 

employment level of output so that the quantity of goods demanded 

is equal to the quantity of goods supplied. This is shown in Panel 

(A) of the figure where S=I at point E when the interest rate is Or. 

Money Market Equilibrium: 

The money market is in equilibrium when the demand for money 

equals the supply of money. This is explained by the Quantity 

Theory of Money which states that the quantity of money is a 

function of the price level, P=f (MV). Changes in the general price 

level are proportional to the quantity of money. 

The equilibrium in the money market is shown by the equation MV 

= PT where MV is the supply of money and PT is the demand for 

money. The equilibrium of the money market explains the price 

level corresponding to the full employment level of output which 

relates Panel (E) and Panel (B) with MQ line. 

The price level OP is determined by total output (Q) and the 

quantity of money (MV), as shown in Panel (E). Then the real wage 

corresponding with the money wage is determined by the (W/P) 

curve, as shown in Panel (D). 



When the money wage increases, the real wage also increases in 

the same proportion and there is no effect on the level of output 

and employment. It follows that the money wage should be 

reduced in order to attain the full employment level in the economy. 

Thus the classicists favoured a flexible price-wage policy to 

maintain full employment. 

3. Keynes‘s Criticism of Classical Theory: 
 

 

Keynes vehemently criticised the classical theory of employment 

for its unrealistic assumptions in his General Theory. 

He attacked the classical theory on the following counts: 
(1) Underemployment Equilibrium: 

Keynes rejected the fundamental classical assumption of full 

employment equilibrium in the economy. He considered it as 

unrealistic. He regarded full employment as a special situation. The 

general situation in a capitalist economy is one of 

underemployment. 

This is because the capitalist society does not function according to 

Say‘s law, and supply always exceeds its demand. We find millions 

of workers are prepared to work at the current wage rate, and even 

below it, but they do not find work. 

Thus the existence of involuntary unemployment in capitalist 

economies (entirely ruled out by the classicists) proves that 



underemployment equilibrium is a normal situation and full 

employment equilibrium is abnormal and accidental. 

(2) Refutation of Say‘s Law: 

Keynes refuted Say‘s Law of markets that supply always created its 

own demand. He maintained that all income earned by the factor 

owners would not be spent in buying products which they helped to 

produce. 

A part of the earned income is saved and is not automatically 

invested because saving and investment are distinct functions. So 

when all earned income is not spent on consumption goods and a 

portion of it is saved, there results in a deficiency of aggregate 

demand. 

This leads to general overproduction because all that is produced 

is not sold. This, in turn, leads to general unemployment. Thus 

Keynes rejected Say‘s Law that supply created its own demand. 

Instead he argued that it was demand that created supply. When 

aggregate demand rises, to meet that demand, firms produce more 

and employ more people. 

(3) Self-adjustment not Possible: 

Keynes did not agree with the classical view that the laissez-faire 

policy was essential for an automatic and self-adjusting process of 

full employment equilibrium. He pointed out that the capitalist 

system was not automatic and self-adjusting because of the non- 

egalitarian structure of its society. There are two principal classes, 

the rich and the poor. 



The rich possess much wealth but they do not spend the whole of it 

on consumption. The poor lack money to purchase consumption 

goods. Thus there is general deficiency of aggregate demand in 

relation to aggregate supply which leads to overproduction and 

unemployment in the economy. This, in fact, led to the Great 

Depression. 

Had the capitalist system been automatic and self-adjusting, this 

would not have occurred. Keynes, therefore, advocated state 

intervention for adjusting supply and demand within the economy 

through fiscal and monetary measures. 

(4) Equality of Saving and Investment through Income Changes: 

The classicists believed that saving and investment were equal at 

the full employment level and in case of any divergence the 

equality was brought about by the mechanism of rate of interest. 

Keynes held that the level of saving depended upon the level of 

income and not on the rate of interest. 

Similarly investment is determined not only by rate of interest but 

by the marginal efficiency of capital. A low rate of interest cannot 

increase investment if business expectations are low. If saving 

exceeds investment, it means people are spending less on 

consumption. 

As a result, demand declines. There is overproduction and fall in 

investment, income, employment and output. It will lead to 

reduction in saving and ultimately the equality between saving and 



investment will be attained at a lower level of income. Thus it is 

variations in income rather than in interest rate that bring the 

equality between saving and investment. 

(5) Importance of Speculative Demand for Money: 

The classical economists believed that money was demanded for 

transactions and precautionary purposes. They did not recognise 

the speculative demand for money because money held for 

speculative purposes related to idle balances. 

But Keynes did not agree with this view. He emphasised the 

importance of speculative demand for money. He pointed out that 

the earning of interest from assets meant for transactions and 

precautionary purposes may be very small at a low rate of interest. 

But the speculative demand for money would be infinitely large at a 

low rate of interest. Thus the rate of interest will not fall below a 

certain minimum level, and the speculative demand for money 

would become perfectly interest elastic. This is Keynes ‗liquidity 

trap‘ which the classicists failed to analyse. 

(6) Rejection of Quantity Theory of Money: 

Keynes rejected the classical Quantity Theory of Money on the 

ground that increase in money supply will not necessarily lead to 

rise in prices. It is not essential that people may spend all extra 

money. They may deposit it in the bank or save. 

So the velocity of circulation of money (V) may slow down and not 

remain constant. Thus V in the equation MV = PT may vary. 



Moreover, an increase in money supply, may lead to increase in 

investment, employment and output if there are idle resources in 

the economy and the price level (P) may not be affected. 

(7) Money not Neutral: 

The classical economists regarded money as neutral. Therefore, 

they excluded the theory of output, employment and interest rate 

from monetary theory. According to them, the level of output and 

employment and the equilibrium rate of interest were determined 

by real forces. 

Keynes criticised the classical view that monetary theory was 

separate from value theory. He integrated monetary theory with 

value theory, and brought the theory of interest in the domain of 

monetary theory by regarding the interest rate as a monetary 

phenomenon. He integrated the value theory and the monetary 

theory through the theory of output. 

This he did by forging a link between the quantity of money and the 

price level via the rate of interest. For instance, when the quantity 

of money increases, the rate of interest falls, investment increases, 

income and output increase, demand increases, factor costs and 

wages increase, relative prices increase, and ultimately the general 

price level rises. Thus Keynes integrated monetary and real sectors 

of the economy. 

(8) Refutation of Wage-Cut: 

Keynes refuted the Pigovian formulation that a cut in money wage 

could achieve full employment in the economy. The greatest fallacy 



in Pigou‘s analysis was that he extended the argument to the 

economy which was applicable to a particular industry. 

Reduction in wage rate can increase employment in an industry by 

reducing costs and increasing demand. But the adoption of such a 

policy for the economy leads to a reduction in employment. When 

there is a general wage-cut, the income of the workers is reduced. 

As a result, aggregate demand falls leading to a decline in 

employment. 

From the practical view point also Keynes never favoured a wage 

cut policy. In modern times, workers have formed strong trade 

unions which resist a cut in money wage. They would resort to 

strikes. The consequent unrest in the economy would bring a 

decline in output and income. Moreover, social justice demands 

that wages should not be cut if profits are left untouched. 

(9) No Direct and Proportionate Relation between Money and Real 
Wages: 

Keynes also did not accept the classical view that there was a 

direct and proportionate relationship between money wages and 

real wages. According to him, there is an inverse relation between 

the two. When money wages fall, real wages rise and vice versa. 

Therefore, a reduction in the money wage would not reduce the 

real wage, as the classicists believed, rather it would increase it. 

This is because the money wage cut will reduce cost of production 

and prices by more than the former. 



Thus the classical view that fall in real wages will increase 

employment breaks down. Keynes, however, believed that 

employment could be increased more easily through monetary and 

fiscal measures rather than by reduction in money wage. Moreover, 

institutional resistances to wage and price reductions are so strong 

that it is not possible to implement such a policy administratively. 

(10) State Intervention Essential: 

Keynes did not agree with Pigou that ―frictional maladjustments 

alone account for failure to utilise fully our productive power.‖ The 

capitalist system is such that left to itself it is incapable of using 

productive powerfully. Therefore, state intervention is necessary. 

The state may directly invest to raise the level of economic activity 

or to supplement private investment. It may pass legislation 

recognising trade unions, fixing minimum wages and providing 

relief to workers through social security measures. 

―Therefore‖, as observed by Dillard, ―it is bad politics even if it 

should be considered good economics to object to labour unions 

and to liberal labour legislation.‖ So Keynes favoured state action 

to utilise fully the resources of the economy for attaining full 

employment. 

(11) Long-Run Analysis Unrealistic: 

The classicists believed in the long-run full employment equilibrium 

through a self-adjusting process. Keynes had no patience to wait 

for the long period for he believed that ―In the long-run we are all 

dead‖. 



As pointed by Schumpeter, ―His philosophy of life was essentially a 

short-term philosophy.‖ His analysis is confined to short-run 

phenomena. Unlike the classicists, he assumes tastes, habits, 

techniques of production, supply of labour, etc. to be constant 

during the short period and so neglects long-run influences on 

demand. 

Assuming consumption demand to be constant, he lays emphasis 

on increasing investment to remove unemployment. But the 

equilibrium level so reached is one of underemployment rather than 

of full employment. Thus the classical theory of employment is 

unrealistic and is incapable of solving the present day economic 

problems of the capitalist world. 

The Keynesian Theory of Income, Output and Employment! 

In the Keynesian theory, employment depends upon effective 

demand. Effective demand results in output. Output creates 

income. Income provides employment. Since Keynes assumes all 

these four quantities, viz., effective demand (ED), output (Q), 

income (Y) and employment (N) equal to each other, he regards 

employment as a function of income. 

Effective demand is determined by two factors, the aggregate 

supply function and the aggregate demand function. The aggregate 

supply function depends on physical or technical conditions of 

production which do not change in the short-run. 



Since Keynes assumes the aggregate supply function to be stable, 

he concentrates his entire attention upon the aggregate demand 

function to fight depression and unemployment. Thus employment 

depends on aggregate demand which in turn is determined by 

consumption demand and investment demand. 

According to Keynes, employment can be increased by increasing 

consumption and/or investment. Consumption depends on income 

C(Y) and when income rises, consumption also rises but not as 

much as income. In other words, as income rises, saving rises. 

Consumption can be increased by raising the propensity to 

consume in order to increase income and employment. But the 

propensity to consume depends upon the psychology of the 

people, their tastes, habits, wants and the social structure which 

determine the distribution of income. 

All these elements remain constant during the short-run. Therefore, 

the propensity to consume is stable. Employment thus depends on 

investment and it varies in the same direction as the volume of 

investment. 

Investment, in turn, depends on the rate of interest and the 

marginal efficiency of capital (MEC). Investment can be increased 

by a fall in the rate of interest and/or a rise in the MEC. The MEC 

depends on the supply price of capital assets and their prospective 

yield. 



It can be raised when the supply price of capital assets falls or their 

prospective yield increases. Since the supply price of capital assets 

is stable in the short- run, it is difficult to lower it. The second 

determinant of MEC is the prospective yield of capital assets which 

depends on the expectations of yields on the part of businessmen. 

It is again a psychological factor which cannot be depended upon 

to increase the MEC to raise investment. Thus there is little scope 

for increasing investment by raising the MEC. 

The other determinant of investment is the rate of interest. 

Investment and employment can be increased by lowering the rate 

of interest. The rate of interest is determined by the demand for 

money and the supply of money. On the demand side is the 

liquidity preference (LP) schedule. 

The higher the liquidity preference, the higher is the rate of interest 

that will have to be paid to cash holders to induce them to part with 

their liquid assets, and vice versa. People hold money (M) in cash 

for three motives: transactions, precautionary and speculative. 

The transactions and precautionary motives (M) are income elastic. 

Thus the amount held under these two motives (M1) is a function 

(L1) of the level of income (Y), i.e. M=L (Y). But the money held for 

speculative motive (M2) is a function of the rate of interest (r), i.e. 

M=L2 (r). The higher the rate of interest, the lower the demand for 

money, and vice versa. 

Since LP depends on the psychological attitude to liquidity on the 

part of speculators with regard to future interest rates, it is not 



possible to lower the liquidity preference in order to bring down the 

rate of interest. The other determinant of interest rate is the supply 

of money which is assumed to be fixed by the monetary authority 

during the short-run. 

The relation between interest rate, MEC and investment is shown 

in Figure 1, where in Panels (A) and (B) the total demand for 

money is measured along the horizontal axis from M onward. The 

transactions (and precautionary) demand is given by the L1 curve 

at OY1 and OY2 levels of income in Panel (A) of the figure. 

 
 
 
 
 
 
 
 
 
 
 
 
 

Thus at OY1 income level, the transactions demand is given by 

OM1 and at OY2 level of income it is OM2. In Panel (B), the 

L2 curve represents the speculative demand for money as a 

function of the rate of interest. 



When the rate of interest is R2, the speculative demand for money 

is MM2. With the fall in the rate of interest to R1, the speculative 

demand for money increases to MM1. Panel (C) shows investment 

as a function of the rate of interest and the MEC. Given the MEC, 

when the rate of interest is R2, the level of investment is OI1. But 

when the rate of interest falls to R1, investment increases to OI2. 

―In the Keynesian analysis, the equilibrium level of employment and 

income is determined at the point of equality between saving and 

investment. Saving is a function of income, i.e. S=f (Y). It is defined 

as the excess of income over consumption, S=Y-C and income is 

equal to consumption plus investment. 

Thus Y = C + I 

Or Y-C = I 

Y-C = S 

I = S 

So the equilibrium level of income is established where saving 

equals investment. This is shown in Panel (D) of Figure 1 where 

the horizontal axis from O toward the right represents investment 

and saving, and OY axis represents income. S is the saving curve. 

The line I1E1 is the investment curve (imagine that it can be 

extended beyond E as in an S and I diagram) which touches the S 

curve at E1. Thus OY1 is the equilibrium level of employment and 

income. This is the level of underemployment equilibrium, 



according to Keynes. If OY2 is assumed to be the full employment 

level of income then the equality between saving and investment 

will take place at E2 where I2E2 investment equals Y2E2 saving. 

The Keynesian theory of employment and income is also explained 

in terms of the equality of aggregate supply (C+S) and aggregate 

demand (C+I). Since unemployment results from the deficiency of 

aggregate demand, employment and income can be increased by 

increasing aggregate demand. 

Assuming the propensity to consume to be stable during the short- 

run, aggregate demand can be increased by increasing 

investment. Once investment increases, employment and income 

increase. Increased income leads to a rise in the demand for 

consumption goods which leads to further increase in employment 

and income. 

Once set in motion, employment and income tend to rise in a 

cumulative manner through the multiplier process till they reach the 

equilibrium level. According to Keynes, the equilibrium level of 

employment will be one of under-employment equilibrium because 

when income increases consumption also increases but by less 

than the increase in income. 

This behaviour of the consumption function widens the gap 

between income and consumption which ordinarily cannot by filled 

up due to the lack of required investment. The full employment 

income level can only be established if the volume of investment is 



increased to fill the income-consumption gap corresponding to full 

employment. 

The Keynesian cross model of under-employment equilibrium is 

explained in Figure 2 where income and employment are taken on 

the horizontal axis and consumption and investment on the vertical 

axis. Autonomous investment is taken as a first approximation. C+I 

is the aggregate demand curve plotted by adding to consumption 

function C an equal amount of investment at all levels of income. 

 

The 45° line is the aggregate supply curve. The economy is in 

equilibrium at point E where the aggregate demand curves C+I 

intersects the 45° line. This is the point of effective demand where 

the equilibrium level of income and employment OY1 is 

determined. 

This is the level of underemployment equilibrium and not of full 

employment. There are no automatic forces that can make the two 

curves cross at a full employment income level. If it happens to be 

a full employment level, it will be accidental. Keynes regarded the 



under-employment equilibrium level as a normal case and the full 

employment income level as a special case. 

Suppose OYF is the full employment income level. To reach this 

level, autonomous investment is increased by I1 so that the C+I 

curve shifts upward as C+I+I1, curve. This is the new aggregate 

demand curve which intersects the 45° line (the aggregate supply 

curve) at E1, the higher point of effective demand corresponding to 

the full employment income level OYF. 
This also reveals that to get a desired increase in employment and 
income of Y1YF, it is the multiplier effect of an increase in 
investment by I1 (=I2 in Panel C of Figure 1) which leads to an 
increase in employment and income by Y1YF through successive 
rounds of investment. 

 
 
Aggregate Supply And Demand provide a macroeconomic view of 
the country‘s total demand and supply curves. 

 
Aggregate Demand function 

 
Aggregate demand (AD) is the total demand for final goods and 
services in a given economy at a given time and price level. 

 
Aggregate Demand Formula 

Aggregate Demand is the total of Consumption, Investment, 
Government Spending and Net Exports (Exports-Imports). 
Aggregate Demand = C + I + G + (X – M). It shows the relationship 
between Real GNP and the Price Level. 

 
Factors that Affect Aggregate Demand 

https://www.intelligenteconomist.com/gross-domestic-product-gdp/


 

 

1. Net Export Effect 
 
When domestic prices increase, then demand for imports increases 
(since domestic goods become relatively expensive) and demand for 
export decreases. 

 
2. Real Balances 

 
When inflation increases, real spending decreases as the value of 
money decreases. This change in inflation shifts Aggregate Demand 
to the left/decreases. 

 
3. Interest Rate Effect 

 
Real Interest is the nominal interest rate adjusted to the inflation rate. 
When inflation increases, nominal interest rates increase to maintain 
real interest rates. Lower real interest rates will lower the costs of 
major products such as cars, large appliances, and houses; they will 
increase business capital project spending because long-term costs 
of investment projects are reduced. 

 
4. Inflation Expectations 

 
If consumers expect inflation to go up in the future, they will tend to 
buy now causing aggregate demand to increase or shift to the right. 

 
Aggregate Supply function 

 
While, the Aggregate Supply is the total of all final goods and 
services which firms plan to produce. during a specific time period. It 
is the total amount of goods and services that firms are willing to sell 
at a given price level in an economy. There are two views on Long 

https://www.intelligenteconomist.com/demand/
https://www.intelligenteconomist.com/nominal-interest-rate/


Run Aggregate Supply, the Monetarist view and the Keynesian view. 
The curve is upward sloping in the short run and vertical, or close to 
vertical, in the long run. 

 
Investment, technology changes that result in productivity 
improvements and positive institutional changes can increase short- 
run and long-run aggregate supply. Some factors can only affect 
Aggregate Supply in the short run. 

 
Factors that Affect Aggregate Supply 

 
1. Supply Shocks 

 

 
Adverse supply shocks shift AS to the left, i.e., a decrease in the 
AS curve. Usually, a huge rise in oil prices can cause a supply 
shock. Natural catastrophes or hikes in taxes can also shift AS to the 
left. It is either a leftward shift in the short run AS curve (the one on 
the left) or by the leftward shift in the vertical long-run AS curve. 
However, the long run AS curve is best suited for natural disasters or 
setbacks in the economy, such as corrupt governments. 

 
2. Resource Price Changes 

 
Changes in the short run resource prices can alter the Short Run 
Aggregate Supply curve. Unless the price changes reflect 
differences in long-term supply, the Long Run Aggregate Supply is 
not affected. 

 
3. Changes in Expectations for Inflation 

 
If suppliers expect goods to sell at much higher prices in the future, 
they will be less willing to sell in the current period. As a result, the 
Short Run Aggregate Supply will shift to the left. 



4. Capacity Increase 
 
A rightward or an increase in AS implies an increase in the 
productive capacity of the economy. You can think of this as an 
outward shift in the production possibility curve. An increase in the 
quality and quantity of the factors of production or technological 
advancements or any increase in productivity can cause an outward 
shift. 

 
Governments can influence AS through Supply Side policies and 
improvements in health and education services. This result can be 
better imagined by an increase in the Long Run AS. An increase in 
natural resources can also shift the AS curve to the right. 

 
Consumption and savings function 

 
consumption function, in economics, the relationship between 
consumer spending and the various factors determining it. At the 
household or family level, these factors may include income, wealth, 
expectations about the level and riskiness of future income or 
wealth, interest rates, age, education, and family size. 

 
In short, consumption equation C = C + bY shows that consumption 
(C) at a given level of income (Y) is equal to autonomous 
consumption (C) + b times of given level of income. 
ADVERTISEMENTS: Calculate consumption level for Y = Rs 1,000 
crores if consumption function is C = 300 + 0.5Y. 

 
The consumption function is a relationship between current 

disposable income and current consumption. It is intended as a 

simple description of household behavior that captures the idea of 

consumption smoothing. We typically suppose the consumption 

function is upward-sloping but has a slope less than one. So as 

http://en.wikipedia.org/wiki/Productive_capacity
http://en.wikipedia.org/wiki/Productive_capacity
https://www.intelligenteconomist.com/production-possibilities-frontier/
https://www.intelligenteconomist.com/supply-side-economics/


disposable income increases, consumption also increases but not as 

much. More specifically, we frequently assume that consumption is 

related to disposable income through the following relationship: 

consumption = autonomous consumption + marginal propensity to 

consume × disposable income. 

 

A consumption function of this form implies that individuals divide 

additional income between consumption and saving. 

 We assume autonomous consumption is positive. Households 

consume something even if their income is zero. If a household 

has accumulated a lot of wealth in the past or if a household 

expects its future income to be larger, autonomous 

consumption will be larger. It captures both the past and the 

future. 

 We assume that the marginal propensity to consume is 

positive. The marginal propensity to consume captures the 

present; it tells us how changes in current income lead to 

changes in current consumption. Consumption increases as 

current income increases, and the larger the marginal 

propensity to consume, the more sensitive current spending is 

to current disposable income. The smaller the marginal 

propensity to consume, the stronger is the consumption- 

smoothing effect. 

 We also assume that the marginal propensity to consume is 

less than one. This says that not all additional income is 

consumed. When a household receives more income, it 

consumes some and saves some. 



"The Consumption Function" shows this relationship. 

 
 
 
 

More Formally 
 
In symbols, we write the consumption function as a relationship 

between consumption (C) and disposable income (Yd): 

C = a + bYd 

 
where a and b are constants. Here a represents autonomous 

consumption and b is the marginal propensity to consume. We 

assume three things about a and b: 

1. a > 0 

2. b > 0 

3. b < 1 
 
The first assumption means that even if disposable income is zero 

(Yd = 0), consumption will still be positive. The second assumption 

means that the marginal propensity to consume is positive. By the 

third assumption, the marginal propensity to consume is less that 

one. With 0 < b < 1, part of an extra dollar of disposable income is 

spent. 

What happens to the remainder of the increase in disposable 

income? Since consumption plus saving is equal to disposable 

income, the increase in disposable income not consumed is saved. 

More generally, this link between consumption and saving (S) 



means that our model of consumption implies a model of saving as 

well. 

Using 

Yd = C + S 

 
and 

C = a + bYd 

 
we can solve for S: 

S = Yd − C = −a + (1 − b)Yd. 

 
So −a is the level of autonomous saving and (1 − b) is the marginal 

propensity to save. 

We can also graph the savings function. The savings function has a 

negative intercept because when income is zero, the household will 

dissave. The savings function has a positive slope because the 

marginal propensity to save is positive. 

Economists also often look at the average propensity to consume 

(APC), which measures how much income goes to consumption on 

average. It is calculated as follows: 

APC = C/Yd. 

 
When disposable income increases, consumption also increases but 

by a smaller amount. This means that when disposable income 

increases, people consume a smaller fraction of their income: the 

average propensity to consume decreases. Using our notation, we 



are saying that using C = a + bYd, so we can write 

APC = a/Yd + b. 

An increase in disposable income reduces the first term, which also 

reduces the APC. 

propensity to consume, in economics, the proportion of 
total income or of an increase in income that consumers tend to 
spend on goods and services rather than to save. The ratio of 
total consumption to total income is known as the average 
propensity to consume; an increase in consumption caused by an 
addition to income divided by that increase in income is known as 
the marginal propensity to consume. Because households divide 
their incomes between consumption expenditures and saving, the 
sum of the propensity to consume and the propensity to save will 
always equal one. 

 
 
 
Factors Affecting Consumption Functions: Subjective and Objective 

Factor! 

According to Keynes, two types of factors influence the consumption 

function: subjective and objective. The subjective factors are 

endogenous or internal to the economic system itself. The subjective 

factors relate to psychological characteristics of human nature, 

social structure, social institutions and social practices. 

These are likely to remain more or less stable during the short 

period. Established behaviour pattern undergoes material change 

only over long periods. These factors fundamentally determine the 

https://www.britannica.com/topic/economics
https://www.britannica.com/topic/income
https://www.britannica.com/topic/consumption
https://www.merriam-webster.com/dictionary/consumption
https://www.britannica.com/topic/marginal-propensity-to-consume
https://www.britannica.com/topic/saving
https://www.merriam-webster.com/dictionary/propensity
https://www.britannica.com/topic/propensity-to-save


form of the consumption function (i.e., slope and position of the 

propensity to consume, the С curve). 

The objective factors affecting the consumption function are 

exogenous, or external to the economy itself. These factors may at 

times undergo rapid changes. Thus, objective factors may cause a 

shift in the consumption function. 

Subjective Factors: 

Subjective factors basically underlie and determine the form of the 

consumption function (i.e., its slope and position). 

The subjective factors concerned are: 

(1) behaviour patterns fixed by the psychology of human nature 

 
(2) the institutional arrangements of the modern social order, and 

social practices relating to the behaviour patterns of business firms 

with respect to wage and dividend payments and retained earnings, 

and the institution controlling the distribution of income. 

Human behaviour regarding consumption and savings out of 

increased income depends on psychological motives. 

First, there are motives which ―lead individuals to refrain from 

spending out of their incomes.‖ 

Keynes enlists eight such motives: 
1. The Motive of Precaution: 

The desire to build up a reserve against unforeseen contingencies. 



2. The Motive of Foresight: 

The desire to provide for anticipated future needs, e.g., in relation to 

old age, family education, etc. 

3. The Motive of Calculation: 

The desire to enjoy interest and appreciation, because a larger real 

consumption, at a later date, is preferred to a smaller immediate 

consumption. 

4. The Motive of Improvement: 

The desire to enjoy a gradually increasing expenditure since it 

gratifies the common instinct to look forward to a gradually improving 

standard of life rather than otherwise. 

5. The Motive of Independence: 

The desire to enjoy a sense of independence and the power to do 

things. 

6. The Motive of Enterprise: 

The desire to secure a mass de manoeuvre to carry on speculation 

or establish business projects. 

7. The Motive of Pride: 

The desire to possess or to bequeath a fortune. 

8. The Motive of Avarice: 

The desire to satisfy pure miserliness, i.e., unreasonable, but 

insistent abstinence from expenditure as such. 

To this, Keynes adds a corresponding list of motives on 

consumption such as enjoyment, short-sightedness, generosity, 



miscalculation, ostentation and extravagance. 

 
Subjective motivations also apply to the behaviour patterns of 

business corporations and governmental bodies. In this respect, 

Keynes listed the following motives for accumulation: 

(a) The Motive of Enterprise: 

The desire to do big things, to expand, to secure resources to carry 

out further capital investment. 

(b) The Motive of Liquidity: 

The desire to face emergencies and difficulties successfully. 

 
(c) The Motive of Improvement: 

The desire to secure a rising income and to demonstrate successful 

management. 

(d) The Motive of Financial Prudence: 

The desire to ensure adequate financial provision against 

depreciation and obsolescence and to discharge debts. 

Keynes maintains that the strength of all these motives may vary 

considerably according to the institution and the organisation of the 

economic society. Since economic and social institutions and 

organisations are formed by habits, race, education, morals, present 

hopes and past experiences, techniques of capital equipment and 

the prevailing distribution of wealth and established standard of life 

— all these factors are unlikely to vary in the short run. They, 

therefore, affect secular progress only very gradually. In other words, 



these factors, subject to slow change and over a long period, may be 

considered as given or stable. 

Objective Factors: 

Objective factors, subject to rapid changes and causing violent shifts 

in the consumption function, are considered below: 
1. Windfall Gains or Losses: 

When windfall gains or losses accrue to people their consumption 

level may change suddenly. For instance, the post-war windfall gains 

in stock exchanges seem to have raised the consumption spending 

of rich people in the U.S.A., and to that extent, the consumption 

function was shifted upward. 

2. Fiscal Policy: 

The propensity to consume is also affected by variations in fiscal 

policy of the government. For instance, imposition of heavy taxes 

tends to reduce the disposable real income of the community; so its 

level of consumption may adversely change. Similarly, withdrawal of 

certain taxes may cause an upward shift of consumption function. 

3. Change in Expectations: 

The propensity to consume is also affected by expectations 

regarding future changes. For instance, an expected war 

considerably influences consumption by creating fears about future 

scarcity and rising prices. This leads people to buy more than they 

immediately need, i.e., to hoard. Thus, the ratio of consumption to 

current income will rise, which means that the consumption function 

will be shifted upward. 



4. The Rate of Interest: 

In the long run, substantial changes in the market rate of interest 

may also influence consumption. A significant rise in the rate of 

interest may induce people to reduce their consumption at each 

income level, because people will save more in order to take 

advantage of the high interest rate. 

Moreover, if the rate of interest rises, then the lending of the present 

saving (realised by consuming less) will enable one to obtain an 

even larger quantity of consumption goods in the future. Keynes, 

thus, argues that ―Over a long period, substantial changes in the rate 

of interest probably tend to modify social habits considerably.‖ 

In addition to these four factors, Keynes also mentioned changes in 

the wage level, in accounting practices with respect to depreciation 

(indicating the difference between income and net income), as the 

objective factors affecting the consumption function. 

Keynes‘ disciples, however, considered his list of objective factors 

inadequate and have listed others which we consider below: 

1. The Distribution of Income: 

With the given level of income, aggregate consumption will vary if 

income is distributed in different ways among the people. A 

community with a greatly unequal distribution of income tends to 

have a low propensity to consume on the whole, while a community 

with a high degree of equality of income will have a high propensity 

to consume in general. 



Thus, redistribution of income through fiscal measures of the State 

will affect the propensity to consume. Joan Robinson explicitly states 

that ―the most important influence on the demand for consumption 

goods is the distribution of income.‖ It may be noted here that 

Keynes does not specify income distribution as an objective factor 

but includes it under the common heading of fiscal policy. 

2. Holding of Saving — Liquid Assets: 

According to Kurihara another factor affecting the consumption 

function is the volume of accumulated savings by the people. The 

larger the amount of such savings (i.e., holding of liquid assets, like 

cash balances, savings accounts and government bonds), the more 

likely people will tend to spend out of their current income, because 

the holding of savings in the form of liquid assets, will give them a 

greater sense of security. A change in the real value of such assets 

held by them, owing to general price changes, might also affect the 

consumption function. 

3. Corporate Financial Policies: 

Kurihara observes that business policies of corporations with respect 

to income retention, dividend payments, and re-investments, 

produce some effect on the propensity of equity holders to consume. 

A cautious dividend policy followed by corporations and corporate 

savings will reduce the consumption function by reducing the 

residual disposable income of the shareholders (who are 

consumers, in a way). 

All the above-mentioned factors will affect the consumption function 



in one direction or another. However, all of them are relatively 

unchanging in the normal short run and, therefore, cannot explain 

the changes in total consumption during the short-run period. 

Income is the only variable which will change considerably in the 

short run and affect consumption. Thus, it may be asserted that 

consumption varies only in the level of income. 

saving function (or propensity to save) relates the level of saving to 

the level of income. It is the desire or tendency of the households to 

save at a given level of income. Thus, saving (S) is a function (f) of 

income (Y). The slope of a saving line is given by the equation S = - 

a + (1-b)Y, where -a refers to autonomous savings and (1-b) refers 

to marginal propensity to save (here b refers to marginal propensity 

to consume but as MPC + MPS = 1, so (1-b) refers to MPS). 

The APS is the ratio of saving to income. It is found by dividing 

saving by income, or APS = S/Y. It tells us about the proportion of 

each income level that people will save i.e., they will not spend on 

consumption. For example, in Table 1 at an income level of Rs 180 

crores, the consumption expenditure is Rs 170 crores and the 

savings are Rs 10 crores. 

The APS is 0.06 which means that people save 6 per cent of their 

income, as shown is column (4) of the Table. It is to be noted that as 

income increases, the average propensity to consume (APQ 

decreases from 0.94 to 0.92. But APS increases from 0.06 to 0.08. 

Diagrammatically, the APS is any point on the S curve. In Fig. 2, 



point S, measures the APS of the S curve which is S1Y1/OY1. 

 
 
 
 
 

The Marginal Propensity to Save (MPS): 

The MPS is the ratio of the change in saving to the change in 

income. It can also be defined as the rate of change in APS as 

income changes. It can be found by dividing a change in saving by a 

change in income, i.e., S/ Y. For example, in Table 1 when income 

increases from Rs 180 crores to Rs 240 crores, savings increase 

from Rs 10 crores to Rs. 20 crores so that Y = Rs. 60 (=240-180) 

crores and S = Rs 10 (= 20 – 10) crores and the MPS = 10/60 = 

0.17. It means that 17 per cent of income is saved, as shown in 

column (5) of the Table. It is constant at 0.17 because AS/AY= 10/60 

is constant. 

Diagrammatically, the MPS is measured by the gradient or slope of 

the S curve at a point or over a small range. This is shown in Fig. 3 

by AB/BC where AB is the change in saving S and ВС is the 

change in income Y. 

 
 
 
 
 
Thus APS and MPS are two different concepts. The APS relates 

total saving to total income. On the other hand, the MPS relates a 



change in saving to a change in income. 

2. Determinants of Savings: 

Savings depend upon the will to save, power to save and facilities to 

save. 

These three determinants of savings are discussed as under: 
(a) Will to Save: 

A portion of the income can be saved only if a person has the will to 

save. Nothing can be saved by a person, if he does not want to 

save. 

This, in turn, depends upon the following factors: 

1. Family Affection: 

It is the natural love and affection for the family for which people 

save. Every person has some affection for his children and family 

members. To make them enjoy life and to better their future 

prospects, he earns more and saves more. He wants to leave more 

property for them. For all this, he must have the will to save. 

2. Precaution: 

Need for money can arise at any time in the future. So people keep 

money or wealth with them. People save in order to provide for old 

age, disease, accident and unforeseen needs and emergencies, etc. 

Therefore, every person wants to save as a precaution against 

future unforeseen needs. 

3. Standard of Living: 

A person may want to raise his standard of living which can be 



achieved only through savings from his present income. 

 
4. Farsightedness: 

Future is always uncertain. A farsighted person wants to make 

provision for education, marriage, etc. of his children. He wants to 

secure his old age. All this can be done by savings in the present 

time. 

5. Calculating Mind: 

Certain persons have a calculating mind and they want to increase 

their future incomes. Therefore, they save out of their present 

incomes so as to earn more in future by investing the saved amount. 

6. Enterprise: 

Persons doing trade or business want to take advantage of 

fluctuations in the rate of interest. They save more if they expect a 

rise in the rate of interest in the near future. Sometimes, savings are 

done to start a new business or to expand the existing one. 

7. Independent: 

Every man wants to be self-sufficient or economically independent. 

He does not want to borrow from anybody in case he needs money 

in the future. He, therefore, saves out of his present income. 

8. Social Status: 

Only wealthy persons are respected in the present society. 

Everybody wants to enjoy a higher social status. It strengthens the 

will to save. 



9. Miserliness: 

There are people who save without any specific purpose. Miser 

persons save only to satisfy their desire for wealth. 

(b) Power to Save: 

Power to save refers to the capacity to save. It means what remains 

after meeting the consumption expenditure out of the present 

income. In spite of his willingness to save, a man cannot save, if he 

does not have the power to save. After providing for his consumption 

expenditure, if more money remains with him, his power to save will 

be more. 

Thus the power to save depends upon both the levels of income and 

consumption. A person can save if his income exceeds 

consumption. If the gap between income and consumption is more, 

the power to save will increase. The power to save can be increased 

only by increasing the income, as there is less possibility of 

decreasing the consumption expenditure. 

Therefore, the power to save of the people in a country depends on 

their income or factors affecting their income. 

The following factors determine the power to save: 

1. Size of National Income: 

Primarily, the power to save of the people depends upon the national 

income of the country. The higher the national income, the greater 

will be the power to save. The low national income is the main 

reason of the low power to save in india. 



2. Natural Resources: 

The economic conditions and the income of a country depend upon 

its natural resources, i.e., availability of land, water, minerals, etc. 

The greater use of these natural resources helps in increasing 

production. It increases income which further raises the power to 

save. But it should be noted that mere availability of natural 

resources does not raise the power to save, if these resources are 

not properly utilised. India is rich in natural resources, still its power 

to save is very low because we do not utilise these resources 

gainfully. 

3. Trade: 

Both internal and foreign trade affects income and the power to 

save. Income increases with the development of internal and foreign 

trade which, in turn, increases the power to save. 

4. Industrial Development: 

Industrial development increases the power to save through the 

increase in income. 

5. Agricultural Development: 

In countries like India where agriculture is the main occupation, 

power to save depends upon the development of agriculture also. 

Agricultural development increases income which results in an 

increase in the power to save. 

6. Efficiency of Labour: 

An efficient labour in a country helps in increasing its production, 



resulting in an increase in income. It, in turn, gives rise to the power 

to save. A less efficient labour proves a hindrance in the way of 

power to save. 

7. Distribution of Wealth and Income: 

The power to save depends upon the distribution of wealth and 

income in the country. An unequal distribution of wealth and income 

contributes to an increase in the power to save. Unequal distribution 

concentrates wealth in a few hands who can save more after 

meeting their consumption requirements. 

(c) Facilities to Save: 

Savings depend not only on the will and the power to save they also 

depend upon the facility to save. 

These facilities are: 

1. Peace and Security: 

People can save only if their life and property are secure. They will 

not save if there is no peace and security of life and property. 

2. Banking Facilities: 

An efficient and developed banking system facilitates savings. 

Savings are secure and beneficial in the form of cash, if these are 

deposited in the banks. Lack of banking facilities diminishes savings 

because in the absence of banking facilities money remains in the 

hands of people which is readily available for spending. 

3. Taxation Policy: 

The taxation policy also influences savings in the country. 



Progressive taxation reduces savings because tax rates increase 

with the rise in incomes. Similar is the case with wealth and 

succession taxes. People generally show a tendency to save less. 

They feel that most of their incomes will be taken away in the form of 

taxes and, therefore, they save less. On the contrary, expenditure 

tax encourages savings because to avoid this tax, people save more 

out of their income instead of spending it. 

4. Value of Money: 

Facilities to save require stability in the value of money. The value of 

money 

decreases with an increase in prices. People save less for fear of fall 

in the money value Stability in the price level or the value of money 

encourages savings. 

5. Investment Opportunities: 

Investment opportunities encourage savings. Savings increase if 

there are sufficient opportunities to invest in trade and commerce. 

The development of stock and exchange markets also results in 

more savings. Scarce investment opportunities result in fewer 

saving. 

6. Economic Policy of Government: 

Facilities to save are also influenced by the economic policy of the 

government. If the government wants to adopt the socialistic pattern 

of society, it would like to nationalise different industries and people 

will have a tendency to save less. 



3. The Paradox of Thrift: 
 

 

The concept of ―paradox of thrift‖ was first introduced by Bernard 

Mandeville in the Fable of the Bees in 1714. It was later recognised 

by several classical economists and became an integral part of the 

Keynesian economics. 

Thriftiness is usually regarded as a virtue. An increase in thrift on the 

part of an individual leads to greater saving and wealth. It is also 

regarded a public virtue because if people consume less, then more 

resources can be devoted to producing capital goods which lead to 

increase in income, output and employment. 

According to Keynes, thrift is a public virtue only if the propensity to 

invest is equally high. Otherwise, thrift is a public vice if the increase 

in the propensity to save is unaccompanied by increase in the 

propensity to invest, i.e., (autonomous investment). 

Suppose people become thrifty and decide to save more out of a 

given level of income, given the propensity to invest. This will lead to 

a lower equilibrium level of income. This situation is illustrated in Fig. 

4 where S is the saving curve and I is the income-inelastic 

investment curve. The equilibrium level of income is E where the two 

curves are equal. 



 

 

Suppose people become more thrifty. As a result, the saving curve 

shifts upward to 5, with no change in the investment curve I. The 

new equilibrium point is E1 which leads to a decline in the income 

level from Y to Y1.Note that at the new equilibrium level Y1, saving 

is the same as it was previously at E. (This is because both saving 

and investment have been taken along the vertical axis). 

Thus people‘s desire to save more has been frustrated. This is 

called the paradox of thrift. 

The paradox of thrift can also be explained if investment is induced 

rather than autonomous. This is illustrated in Fig. 5. The investment 

curve I slopes upward and intersects the S curve at point E where Y 

level of income is determined. Suppose people increase their 

savings due to thriftiness. 
 

As a result, the S curve shifts upward to S1 It cuts the I curve at 



E1and the new equilibrium level of income is Y1 The result is that 

there is reduction not only in the society‘s rate of saving but also in 

the rate of investment with the fall in income from Y to Y1 People 

have tried to save more but they ended up saving less. This is the 

paradox of thrift. 
Conclusion: 

The paradox of thrift highlights the fact that if people decide to save 

more, they end up saving less unless the increase in the propensity 

to save is offset by a higher propensity to invest, i.e., the upward 

shift of the investment curve is larger than that of the saving curve. 

So saving is a virtue for a person or family because it leads to 

increase in saving and wealth. But it is a vice for the entire society 

because it leads to reductions in income, output and employment. 

Thus the paradox of thrift leads to the conclusion that saving is a 

private virtue and a public vice. 

 
 

In ordinary parlance, investment means to buy shares, stocks, 

bonds and securities which already exist in stock market. But this is 

not real investment because it is simply a transfer of existing assets. 

Hence this is called financial investment which does not affect 

aggregate spending. In Keynesian terminology, investment refers to 

real investment which adds to capital equipment. 

It leads to increase in the levels of income and production by 

increasing the production and purchase of capital goods. Investment 



thus includes new plant and equipment, construction of public works 

like dams, roads, buildings, etc., net foreign investment, inventories 

and stocks and shares of new companies. In the words of Joan 

Robinson, ―By investment is meant an addition to capital, such as 

occurs when a new house is built or a new factory is built. 

Investment means making an addition to the stock of goods in 

existence.‖ 

Capital, on the other hand, refers to real assets like factories, plants, 

equipment, and inventories of finished and semi-finished goods. It is 

any previously produced input that can be used in the production 

process to produce other goods. The amount of capital available in 

an economy is the stock of capital. Thus capital is a stock concept. 

To be more precise, investment is the production or acquisition of 

real capital assets during any period of time. To illustrate, suppose 

the capital assets of a firm on 31 March 2004 are Rs 100 crores and 

it invests at the rate of Rs 10 crores during the year 2004-05. At the 

end of the next year (31 March 2005), its total capital will be Rs 110 

crores. Symbolically, let I be investment and К be capital in year t, 

then It = Kt– Kt- 1. 

Capital and investment are related to each other through net 

investment. Gross investment is the total amount spent on new 

capital assets in a year. But some capital stock wears out every year 

and is used up for depreciation and obsolescence. Net investment is 

gross investment minus depreciation and obsolescence charges for 

replacement investment. This is the net addition to the existing 



capital stock of the economy. 

 
If gross investment equals depreciation, net investment is zero and 

there is no addition to the economy‘s capital stock. If gross 

investment is less than depreciation, there is disinvestment in the 

economy and the capital stock decreases. Thus for an increase in 

the real capital stock of the economy, gross investment must exceed 

depreciation, i.e., there should be net investment. 

2. Types of Investment: 
 

 

1. Induced Investment: 

Real investment may be induced. Induced investment is profit or 

income motivated. Factors like prices, wages and interest changes 

which affect profits influence induced investment. Similarly demand 

also influences it. When income increases, consumption demand 

also increases and to meet this, investment increases. In the 

ultimate analysis, induced investment is a function of income i.e., I = 

f(Y). It is income elastic. It increases or decreases with the rise or fall 

in income, as shown in Figure 1. 
 



I1 I1is the investment curve which shows induced investment at 

various levels of income. Induced investment is zero at OY1 income. 

When income rises to OY3 induced investment is I3Yy A fall in 

income to OY2 also reduces induced investment to I2Y2. 

Induced investment may be further divided into (i) the average 

propensity to invest, and (ii) the marginal propensity to invest: 

(i) The average propensity to invest is the ratio of investment to 

income, I/Y. If the income is Rs. 40 crores and investment is Rs. 4 

crores, I/Y = 4/40 = 0.1. In terms of the above figure, the average 

propensity to invest at OY3 income level is I3Y3/ OY3 

(ii) The marginal propensity to invest is the ratio of change in 

investment to the change in income, i.e., I/ Y. If the change in 

investment, I=Rs 2 crores and the change in income, Y = Rs 10 

crores, then I/∆Y = 2/10=0.2 In Figure 1, I/ Y =I3a/Y2Y3 
2. Autonomous Investment: 

Autonomous investment is independent of the level of income and is 

thus income inelastic. It is influenced by exogenous factors like 

innovations, inventions, growth of population and labour force, 

researches, social and legal institutions, weather changes, war, 

revolution, etc. But it is not influenced by changes in demand. 

Rather, it influences the demand. Investment in economic and social 

overheads whether made by the government or the private 

enterprise is autonomous. 

Such investment includes expenditure on building, dams, roads, 

canals, schools, hospitals, etc. Since investment on these projects is 



generally associated with public policy, autonomous investment is 

regarded as public investment. In the long-run, private investment of 

all types may be autonomous because it is influenced by exogenous 

factors. Diagrammatically, autonomous investment is shown as a 

curve parallel to the horizontal axis as I1I‘ curve in Figure 2. It 

indicates that at all levels of income, the amount of investment 

OI1 remains constant. 

 

The upward shift of the curve to I2I‖ indicates an increased steady 

flow of investment at a constant rate OI2 at various levels of income. 

However, for purposes of income determination, the autonomous 

investment curve is superimposed on the С curve in a 45° line 

diagram. 

 
3. Determinants of the Level of Investment: 

The decision to invest in a new capital asset depends on whether 

the expected rate of return on the new investment is equal to or 

greater or less than the rate of interest to be paid on the funds 

needed to purchase this asset. It is only when the expected rate of 

return is higher than the interest rate that investment will be made in 

acquiring new capital assets. 



In reality, there are three factors that are taken into consideration 

while making any investment decision. They are the cost of the 

capital asset, the expected rate of return from it during its lifetime, 

and the market rate of interest. Keynes sums up these factors in his 

concept of the marginal efficiency of capital (MEC). 

Marginal Efficiency of Capital: 

The marginal efficiency of capital is the highest rate of return 

expected from an additional unit of a capital asset over its cost. In 

the words of Kurihara, ―It is the ratio between the prospective yield to 

additional capital goods and their supply price.‖ The prospective 

yield is the aggregate net return from an asset during its life time, 

while the supply price is the cost of producing this asset. 

If the supply price of a capital asset is Rs. 20,000 and its annual 

yield is Rs. 2,000, the marginal efficiency of this asset is 2000/20000 

× 100/1 = 10 per cent. Thus the marginal efficiency of capital is the 

percentage of profit expected from a given investment on a capital 

asset. 

Keynes relates the prospective yield of a capital asset to its supply 

price and defines the MEC as ―equal to the rate of discount which 

would make the present value of the series of annuities given by the 

returns expected from the capital assets during its life just equal to 

its supply price.‖ 

Symbolically, this can be expressed as: 

SP =R1/ (1+i) + R2 (1+i)2 + Rn/(1+i)n 



Where Sp is the supply price or the cost of the capital asset, 

R1 R2… and Rn are the prospective yields or the series of expected 

annual returns from the capital asset in the years, 1, 2… and n, i is 

the rate of discount which makes the capital asset exactly equal to 

the present value of the expected yield from it. 

This i is the MEC or the rate of discount which equates the two sides 

of the equation. If the supply price of a new capital asset is Rs 1,000 

and its life is two years, it is expected to yield Rs 550 in the first year 

and Rs 605 in the second year. Its MEC is 10 per cent which 

equates the supply price to the expected yields of this capital asset. 

Thus 

 
(Sp) Rs 1000 = 550/(1.10) + (605)/(1.10)2 = Rs. 500 + 500 

In equation (1), the term R1/(1+i) is the present value (PV) of the 

capital asset. The present value is ―the value of payments to be 

received in the future.‖ It depends on the rate of interest at which it is 

discounted. 

Suppose we expect to receive Rs 100 from a machine in a year‘s 

time and the rate of interest is 5 per cent. The present value of this 

machine is 

R1 / (1+ i) =100/(1.05) = Rs 95.24 

If we expect Rs 100 from the machine after two years then its 

present value is100/ (1.05)2 = Rs 90.70. The present value of a 

capital asset is inversely related to the rate of interest. The lower the 

rate of interest, the higher is the present value, and vice versa. For 

instance, if the rate of interest is 5 per cent, PV of an asset of Rs 100 



for one year will be Rs 95.24; at 7 per cent interest rate, it will be Rs 

93.45; and at 10 per cent interest rate, it will be Rs 90.91. 

The relation between the present value and the rate of interest is 

shown in Figure 3, where the rate of interest is taken on the 

horizontal axis while the present value of the project on the vertical 

axis. The curve PR shows the inverse relation between the present 

value and the rate of interest. If the current rate of interest is ii the 

present value of the project is P1 On the other hand, a higher rate of 

interest (i2) will lead to a lower present value (P2) when the present 

value curve (PR) cuts the horizontal axis at point (Z), the net present 

value becomes zero. 
 
 
 

 
 

As a matter of fact, the MEC is the expected rate of return over cost 

of a new capital asset. In order to find out whether it is worthwhile to 

purchase a capital asset it is essential to compare the present value 

of the capital asset with its cost or supply price. If the present value 



of a capital asset exceeds its cost of buying, it pays to buy it. On the 

contrary, if its present value is less than its cost, it is not worthwhile 

investing in this capital asset. 

The same results can be had by comparing the MEC with the market 

rate of interest. If the MEL of a capital asset is higher than the 

market rate of interest at which it is borrowed, it pays to purchase 

the capital asset, and vice versa. If the market interest rate equals 

the MEC of the capital asset, the firm is said to possess the optimum 

capital stock. 

If the MEC is higher than the rate of interest, there will be a tendency 

to borrow funds in order to invest in new capital assets. If the MEC is 

lower than the rate of interest, no firm will borrow to invest in capital 

assets. Thus the equilibrium condition for a firm to hold the optimum 

capital stock is where the MEC equals the interest rate. 

Any disequilibrium between the MEC and the rate of interest can be 

removed by changing the capital stock, and hence the MEC or by 

changing the rate of interest or both. Since the stock of capital 

changes slowly, therefore, changes in the rate of interest are more 

important for bringing equilibrium. The above arguments which have 

been applied to a firm are equally applicable to the economy. 

Figure 4 shows the MEC curve of an economy. It has a negative 

slope (from left to right downward) which indicates that the higher 

the MEC, the smaller the capital stock. Or, as the capital stock 

increases, the MEC falls. This is because of the operation of the law 



of diminishing returns in production. 
 

As a result, the marginal physical productivity of capital and the 

marginal revenue fall. In the figure, when the capital stock is 

OK1, the MEC is Or1. As the capital increases from OK1to ОK2 the 

MEC falls from Or1 to Or2 .The net addition to the capital stock 

K1K2 represents the net investment in the economy. 

Further, to reach the optimum (desired) capital stock in the 

economy, the MEC must equal the rate of interest. If, as shown in 

the figure, the existing capital stock is OK1 the MEC is Or2 and the 

rate of interest is at Or1 Everyone in the economy will borrow funds 

and invest in capital assets. 

This is because MEC (Or1) is higher than the rate of interest (at 

Or2). This will continue till the MEC (Or1) comes down to the level of 

the interest rate (at Or2). When the MEC equals the rate of interest, 

the economy reaches the level of optimum capital stock. The fall in 

the MEC is due to the increase in the actual capital stock from 

OK2 to the optimum (desired) capital stock OK2. 

The increase in the firm‘s capital stock by K1K2 is the net investment 



of the firm. But it is the rate of interest which determines the size of 

the optimum capital stock in the economy. And it is the MEC which 

relates the amount of desired capital stock to the rate of interest. 

Thus the negative slope of the MEC curve indicates that as the rate 

of interest falls the optimum stock of capital increases. 
4. The Marginal Efficiency of Investment (MEI): 

 

 

The marginal efficiency of investment is the rate of return expected 

from a given investment on a capital asset after covering all its costs, 

except the rate of interest. Like the MEC, it is the rate which equates 

the supply price of a capital asset to its prospective yield. The 

investment on an asset will be made depending upon the interest 

rate involved in getting funds from the market. If the rate of interest is 

high, investment is at a low level. 

A low rate of interest leads to an increase in investment. Thus the 

MEI relates the investment to the rate of interest. The MEI schedule 

shows the amount of investment demanded at various rates of 

interest. That is why, it is also called the investment demand 

schedule or curve which has a negative slope, as shown in Fig. 5(A). 

At Or1 rate of interest, investment is OF. As the rate of interest falls 

to Or2, investment increases to ОI‖. 



 
 

To what extent the fall in the interest rate will increase investment 

depends upon the elasticity of the investment demand curve or the 

MEI curve. The less elastic is the MEI curve, the lower is the 

increase in investment as a result of fall in the rate of interest, and 

vice versa. 

In Figure 5 the vertical axis measures the interest rate and the MEI 

and the horizontal axis measures the amount of investment. The 

MEI and MEI‘ are the investment demand curves. The MEI curve in 

Panel (A) is less elastic to investment which increases by I‘I‘‘. This is 

less than the increase in investment I1I‖2 shown in Panel (B) where 

the MEI‘ curve is elastic. Thus given the shape and position of the 

MEI curve, a fall in the interest rate will increase the volume of 

investment. 



On the other hand, given the rate of interest, the higher the MEI, the 

larger shall be the volume of investment. The higher marginal 

efficiency of investment implies that the MEI curve shifts to the right. 

When the existing capital assets wear out, they are replaced by new 

ones and level of investment increases. 

But the amount of induced investment depends on the existing level 

of total purchasing. So more induced investment occurs when the 

total purchasing is higher. The higher total purchasing tends to shift 

the MEI to the right indicating that more inducement to investment 

takes place at a given level of interest rate. 

This is explained in Figure 6, where MEI1 and МЕI2 curves indicate 

two different levels of total purchasing in the economy. Let us 

suppose that the MEI, curve indicates that at Rs 200 crores of total 

purchasing, OI1 (Rs 20 crores) investment occurs at Or1 interest 

rate. If total purchasing rises to Rs 500 crores, the MEI1 curve shifts 

to the right as МЕI2 and the level of induced investment increases to 

OI2 (Rs 50 crores) at the same interest rate Or1. 
5. Distinction between MEC and MEI: 

 

 

Keynes did not distinguish between the marginal efficiency of capital 

(MEC) and the marginal efficiency of investment (MEI). 

But modern economists have made clear distinctions between the 

two concepts as follows: 

(i) The MEC is based on a given supply price for capital, and the MEI 



on induced changes in this price. 

 
(ii) The MEC shows the rate of return on all successive units of 

capital without regard to the existing stock of capital. On the other 

hand, the MEI shows the rate of return on only units of capital over 

and above the existing stock of capital. 

(iii) In the MEC, the capital stock is taken on the horizontal axis of a 

diagram, while in the MEI the amount of investment is taken 

horizontally on the X-axis. 

(iv) The MEC is a ‗stock‘ concept, and the MEI is a ‗flow‘ concept. 

 
(v) The MEC determines the optimum capital stock in an economy at 

each level of interest rate. The MEI determines the net investment of 

the economy at each interest rate, given the capital stock. 

Main factors influencing investment by firms 

1. Interest rates 
Investment is financed either out of current savings or by borrowing. 
Therefore investment is strongly influenced by interest rates. High 
interest rates make it more expensive to borrow. High interest rates 
also give a better rate of return from keeping money in the bank. 
With higher interest rates, investment has a higher opportunity cost 
because you lose out the interest payments. 

 

The marginal efficiency of capital states that for investment to be 
worthwhile, it needs to give a higher rate of return than the interest 
rate. If interest rates are 5%, an investment project needs to give a 
rate of return of at least 5% or more. As interest rates rise, fewer 



investment projects will be profitable. If interest rates are cut, then 
more investment projects will be worthwhile. 
Evaluation 

 Time lags. If a firm has started an investment project, a rise in 
interest rates will be unlikely to change the decision. The firm 
will continue to finish the investment. However, it will make 
them think twice about future investment projects. Therefore 
changes in interest rates can take time to have an effect.

 Other factors. Interest rates can be outweighed by economic 
conditions. For example, in 2009, interest rates were cut from 
5% to 0.5% – but investment fell because of the deep 
recession and the unwillingness of the banks to lend. It was 
cheap to borrow, but in these circumstances, this wasn‘t 
enough to encourage investment.

2. Economic growth 
 
Firms invest to meet future demand. If demand is falling, then firms 
will cut back on investment. If economic prospects improve, then 
firms will increase investment as they expect future demand to rise. 
There is strong empirical evidence that investment is cyclical. In a 
recession, investment falls, and recover with economic growth. 

 
 
 

Accelerator theory The accelerator theory states that investment 
depends on the rate of change of economic growth. In other words, if 
the rate of economic growth increases from 1.5% a year to 2.5% a 
year, then this increase in the growth rate will cause an increase in 
investment spending as the economy is on an up-turn. The 
accelerator theory states that investment is highly dependent on the 
economic cycle. 
3. Confidence 
Investment is riskier than saving. Firms will only invest if they are 
confident about future costs, demand and economic prospects. 

https://www.economicshelp.org/blog/2267/economics/accelerator-effect-and-investment/


Keynes referred to the ‗animal spirits‘ of businessmen as a key 
determinant of investment. Keynes noted that confidence wasn‘t 
always rational. Confidence will be affected by economic growth and 
interest rates, but also the general economic and political climate. If 
there is uncertainty (e.g. political turmoil) then firms may cut back on 
investment decisions as they wait to see how event unfold. 

 
 Evaluation – Confidence is often driven by economic growth 

and changes in the rate of economic growth. It is another factor 
that makes investment cyclical in nature.

4. Inflation 
In the long-term, inflation rates can have an influence on investment. 
High and variable inflation tends to create more uncertainty and 
confusion, with uncertainties over the future cost of investment. If 
inflation is high and volatile, firms will be uncertain at the final cost of 
the investment, they may also fear high inflation could lead to 
economic uncertainty and future downturn. Countries with a 
prolonged period of low and stable inflation have often experienced 
higher rates of investment. 

 

 Evaluation – if low inflation is caused by a fall in demand and 
economic growth – then this low inflation will not, of itself, be 
sufficient to boost investment. The ideal is low inflationary and 
sustainable growth.

5. Productivity of capital 
Long-term changes in technology can influence the attractiveness of 
investment. In the late nineteenth century, new technology such as 
Bessemer steel and improved steam engines meant firms had a 
strong incentive to invest in this new technology because it was 
much more efficient than previous technology. If there is a slowdown 
in the rate of technological progress, firms will cut back investment 
as there are lower returns on the investment. 

 

6. Availability of finance 



In the credit crunch of 2008, many banks were short of liquidity so 
had to cut back lending. Banks were very reluctant to lend to firms 
for investment. Therefore despite record low-interest rates, firms 
were unable to borrow for investment – despite firms wishing to do 
that. 

 
Another factor that can influence investment in the long-term is the 
level of savings. A high level of savings enables more resources to 
be used for investment. With high deposits – banks are able to lend 
more out. If the level of savings in the economy falls, then it limits the 
amounts of funds that can be channelled into investment. 

 

7. Wage costs 
If wage costs are rising rapidly, it may create an incentive for a firm 
to try and boost labour productivity, through investing in capital 
stock. In a period of low wage growth, firms may be more inclined to 
use more labour-intensive production methods. 

 
8. Depreciation 
Not all investment is driven by the economic cycle. Some investment 
is necessary to replace worn out or outdated equipment. Also, 
investment may be required for the standard growth of a firm. In a 
recession, investment will fall sharply, but not completely – firms 
may continue with projects already started, and after a time, they 
may have to invest in less ambitious projects. Also, even in 
recessions, some firms may wish to invest or startup. 

 

9. Public sector investment 

 

The majority of investment is driven by the private sector. But, 
investment also includes public sector investment – government 
spending on infrastructure, schools, hospitals and transport. 

 
10. Government policies 



Some government regulations can make investment more difficult. 
For example, strict planning legislation can discourage investment. 
On the other hand, government subsidies/tax breaks can encourage 
investment. In China and Korea, the government has often implicitly 
guaranteed – supported the cost of investment. This has led to 
greater investment – though it can also affect the quality of 
investment as there is less incentive to make sure the investment 
has a strong rate of return. 

 

 Definition of Money

 By money Friedman means ―literally the number of dollars 
people are carrying around in their pockets, the number of 
dollars they have to their credit at banks in the form of 
demand deposits and commercial bank time deposits‖

 1. Money has Facilitated Exchange and Promoted Trade:

 In the first place by serving as a medium of exchange and a 
common measure of value, money has removed the 
difficulties of the barter system and promoted trade in the 
economy. The difficulties of the barter system, namely, lack of 
double coincidence of wants, lack of division and lack of 
common measure of value are well known. By removing these 
difficulties, money has greatly facilitated the process of 
exchange. In the absence of money, trade and exchanges 
must have been few and far between and entailed a great 
waste of time and energy.

 2. Money Promote Division of Labour and Productivity:

 Money is of great importance as it promotes division of labour 
and productivity in the modern economies. Since under the 
barter system, exchange was difficult, a man had to be self- 
sufficient, that is, produced most of the goods for himself. In 
the absence of money there were great difficulties in 
exchanging goods and services. This worked as an obstacle 
to the division of labour and specialisation among various 
individuals and nations.



 3. Money Promotes Saving:

 A great significance of money is that it contributes a great deal 
to the increase in saving of the economy. Money has made 
saving easier than in the barter system. Increase in saving 
leads to the increase in investment which determines 
economic growth of a country.

 Further, money has made easier the acts of borrowing and 
lending and has given birth to various financial institutions 
which promote saving. Investment which is made possible by 
saving raises the rate of capital formation in the economy. The 
higher level of output in the modern economy is mainly due to 
the extensive use of capital in the production process.

 4. Money helps in Maximizing Satisfaction or Profits by 
Consumers and Producers:

 Money is of immense advantage both to the consumers and 
producers. To the consumers money represents a general 
purchasing power. He can buy anything with money he has 
and at any time convenient to him. Since the values of goods 
are expressed in terms of common measure i.e. money, the 
consumer can easily compare the relative money prices of the 
goods and expected utilities from them.

 5. Money can help in Reviving the Economy from 
Recession or Depression:

 According to modern economists, money may play an 
important role in bringing about real changes. They point out 
that at times of recession or depression when there exists a 
lot of idle productive capacity and unemployment of labour, 
expansion of money supply, say through Government‘s deficit 
budget financed by the creation of new money will cause 
aggregate expenditure or demand to shift upward. This 
increase in aggregate expenditure or demand will cause 
output and employment in the economy to rise and thus will 
help the economy to recover from recession or depression.

 Money supply



 M1

 M2

 M3 &

 M4

 1. Money Supply M1 or Narrow Money:

 This is the narrow measure of money supply and is composed 
of the following items:

 M1 = C + DD + OD

 Where

 C = Currency with the public

 DD = Demand deposits with the public in the Commercial and 
Cooperative Banks.

 OD = Other deposits held by the public with Reserve Bank of 
India.

 The money supply is the most liquid measure of money 
supply as the money included in it can be easily used as a 
medium of exchange, that is, as a means of making payments 
for transactions.

 Money Supply M2: M2 is a broader concept of money supply 
in India than M1. In addition to the three items of M1, the 
concept of money supply M2 includes savings deposits with 
the post office savings banks. Thus,

 M2 = M1 + Savings deposits with the post office savings 
banks.

 The reason why money supply M2 has been distinguished 
from M1 is that saving deposits with post office savings banks 
are not as liquid as demand deposits with Commercial and 
Co-operative Banks as they are not chequable accounts. 
However, saving deposits with post offices are more liquid 
than time deposits with the banks.

 Money Supply M3: M3 is a broad concept of money supply. 
In addition to the items of money supply included in measure 
M1, in money supply and time deposits with the banks are 
also included. Thus



 M3 = M1 + Time Deposits with the banks.

 It is generally thought that time deposits serve as store of 
value and represent savings of the people and are not liquid 
as they cannot be withdrawn through drawing cheque on 
them. However, since loans from the banks can be easily 
obtained against these time deposits, they can be used if 
found necessary for transaction purposes in this way. Further, 
they can be withdrawn at any time by forgoing some interest 
earned on them.

 Money Supply M4:

 The measure M4 of money supply includes not only all the 
items of M3 described above but also the total deposits with 
the post office savings organisation. However, this excludes 
contributions made by the public to the national saving 
certificates. Thus,

 M4 = M3 + Total Deposits with Post Office Savings 
Organisation.

 
 
 
 
 
 
 
 
 
 
 
 
 

 













 Theories of Money and prices – Irving Fisher‘s quantity 
theory of Money

 The quantity theory of money states that the quantity of 
money is the main determinant of the price level or the value 
of money. Any change in the quantity of money produces an 
exactly proportionate change in the price level.

 
 
 
 
 
 
 
 
 
 
 
 
 
 

 

 In the words of Irving Fisher, ―Other things remaining

unchanged, as the quantity of money in circulation increases, 
the price level also increases in direct proportion and the 
value of money decreases and vice versa.‖ 

 If the quantity of money is doubled, the price level will also 
double and the value of money will be one half. On the other 
hand, if the quantity of money is reduced by one half, the price



level will also be reduced by one half and the value of money 
will be twice. 

 Assumptions of the Theory:

 Fisher‘s theory is based on the following assumptions:

 1. P is passive factor in the equation of exchange which is 
affected by the other factors.

 2. The proportion of M‘ to M remains constant.

 3. V and V‘ are assumed to be constant and are independent 
of changes in M and M‘.

 4. T also remains constant and is independent of other factors 
such as M, M‘, V and V‘.

 5. It is assumed that the demand for money is proportional to 
the value of transactions.

 6. The supply of money is assumed as an exogenously 
determined constant.

 7. The theory is applicable in the long run.

 8. It is based on the assumption of the existence of full 
employment in the economy.

 Fisher has explained his theory in terms of his equation of 
exchange:

 PT=MV+ M‘ V‘

 Where P = price level, or 1 IP = the value of money;

 M = the total quantity of legal tender money;

 V = the velocity of circulation of M;

 M‘ – the total quantity of credit money;

 V‘ = the velocity of circulation of M‘

 T = the total amount of goods and services exchanged for 
money or transactions performed by money.

 This equation equates the demand for money (PT) to supply 
of money (MV=M‘V). The total volume of transactions 
multiplied by the price level (PT) represents the demand for 
money.

 According to Fisher, PT is SPQ. In other words, price level (P)



multiplied by quantity bought (Q) by the community (S) gives 
the total demand for money. 

 This equals the total supply of money in the community 
consisting of the quantity of actual money M and its velocity of 
circulation V plus the total quantity of credit money M‘ and its 
velocity of circulation V‘.

 Thus the total value of purchases (PT) in a year is measured 
by MV+M‘V‘. Thus the equation of exchange is PT=MV+M‘V‘. 
In order to find out the effect of the quantity of money on the 
price level or the value of money, we write the equation as

 PT= MV+M‘V‘

 

 
 Fisher‘s quantity theory of money is explained with the help of 

Figure 65.1. (A) and (B). Panel A of the figure shows the 
effect of changes in the quantity of money on the price level. 
To begin with, when the quantity of money is M, the price level 
is P.



 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 








 When the quantity of money is doubled to M2, the price level 
is also doubled to P2. Further, when the quantity of money is 
increased four-fold to M4, the price level also increases by 
four times to P4. This relationship is expressed by the curve P

= f (M) from the origin at 45°. 

 In panel В of the figure, the inverse relation between the 
quantity of money and the value of money is depicted where 
the value of money is taken on the vertical axis. When the 
quantity of money is M1 the value of money is HP. But with the 
doubling of the quantity of money to M2, the value of money 
becomes one-half of what it was before, 1/P2. And with the 
quantity of money increasing by four-fold to M4, the value of 
money is reduced by 1/P4. This inverse relationship between 
the quantity of money and the value of money is shown by



downward sloping curve 1/P = f (M). 

 

 
 Criticisms of the Theory:

 The Fisherian quantity theory has been subjected to severe 
criticisms by economists.

 1. Truism:

 According to Keynes, ―The quantity theory of money is a 
truism.‖ Fisher‘s equation of exchange is a simple truism 
because it states that the total quantity of money (MV+M‘V‘) 
paid for goods and services must equal their value (PT). But it 
cannot be accepted today that a certain percentage change in 
the quantity of money leads to the same percentage change 
in the price level.

 2. Other things not equal:

 The direct and proportionate relation between quantity of 
money and price level in Fisher‘s equation is based on the 
assumption that ―other things remain unchanged‖. But in real 
life, V, V and T are not constant. Moreover, they are not 
independent of M, M‘ and P. Rather, all elements in Fisher‘s 
equation are interrelated and interdependent. For instance, a 
change in M may cause a change in V.

 3. Constants Relate to Different Time:

 Prof. Halm criticises Fisher for multiplying M and V because M 
relates to a point of time and V to a period of time. The former 
is a static concept and the latter a dynamic. It is therefore, 
technically inconsistent to multiply two non-comparable 
factors.

 4. Weak Theory:

 According to Crowther, the quantity theory is weak in many 
respects. First, it cannot explain ‘why‘ there are fluctuations in 
the price level in the short run.

 5. Neglects Interest Rate:



 One of the main weaknesses of Fisher‘s quantity theory of 
money is that it neglects the role of the rate of interest as one 
of the causative factors between money and prices. Fisher‘s 
equation of exchange is related to an equilibrium situation in 
which rate of interest is independent of the quantity of money.

 

 
 Cambridge cash balance approach

 

 
 As an alternative to Fisher‘s quantity theory of money, 

Cambridge economists Marshall, Pigou, Robertson and 

Keynes formulated the cash balances approach.

 Like value theory, they regarded the determination of value 

of money in terms of supply and demand

 Robertson: The supply of money is exogenously determined 

at a point of time by the banking system. Therefore, the 

concept of velocity of circulation is altogether discarded in the 

cash balances approach because it ‗obscures the motives and 

decisions of people behind it‘.

 On the other hand, the concept of demand for money plays 

the major role in determining the value of money. The demand 

for money is the demand to hold cash balance for transactions 

and precautionary motives.

 

 
 The cash balances approach considers the demand for 

money not as a medium of exchange but as a store of value.

 The Cambridge equations show that given the supply of 
money at a point of time, the value of money is determined by



the demand for cash balances. 

 When the demand for money increases, people will 
reduce their expenditures on goods and services in order 
to have larger cash holdings. Reduced demand for goods 
and services will bring down the price level and raise the 
value of money.

 On the contrary, fall in the demand for money will raise 
the price level and lower the value of money.

 

 
 Marshall’s Equation:

Marshall did not put his theory in equation form and it was for his 
followers to explain it algebraically. Friedman has explained 
Marshall‘s views thus: ―As a first approximation, we may suppose 
that the amount one wants to hold bears some relation to one‘s 
income, since that determines the volume of purchases and sales 
in which one is engaged. We then add up the cash balances held 
by all holders of money in the community and express the total as 
a fraction of their total income 

 Thus we can write:

 M = kPY

 where M stands for the exogenously determined supply of 
money,

 к is the fraction of the real money income (PY) which people 
wish to hold in cash and demand deposits,

 P is the price level, and Y is the aggregate real income of the 
community.

 Thus the price level P = M/kY or the value of money (the 
reciprocal of price level) is 1/P = kY/M

Pigou’s Equation: 



• Pigou was the first Cambridge economist to express the cash 
balances approach in the form of an equation: 

• P = kR/M 
• where P is the purchasing power of money or the value of 

money (the reciprocal of the price level), 
• к is the proportion of total real resources or income (R) which 

people wish to hold in the form of titles to legal tender, 
• R is the total resources (expressed in terms of wheat), or real 

income, 
• M refers to the number of actual units of legal tender money. 
• This is shown in following Figure where DDX is the demand 

curve for money and Q1M1 Q2, M2, and Q3M3 are the supply 
curves of money drawn on the assumption that the supply of 
money is fixed at a point of time. The value of money or 
Pigou‘s purchasing power of money P is taken on the vertical 
axis. 

• The figure shows that when the supply of money increases 
from OM1 to OM2, the value of money is reduced from OP1 to 
OP2. The fall in the value of money by P1P2 exactly equals the 
increase in the supply of money by M1M2. If the supply of 
money increases three times from OM1, to OM3, the value of 
money is reduced by exactly one-third from OP1 to OP3. Thus 
the demand curve for money D 



 
 

D1 is a rectangular hyperbola because it shows changes in 
the value of money exactly in reverse proportion to the supply 
of money. 

• Robertson’s Equation:To determine the value of money or 

its reciprocal the price level, Robertson formulated an 
equation similar to that of Pigou. 

• The only difference between the two being that instead of 
Pigou‘s total real resources R, Robertson gave the volume of 
total transactions T. 

The Robertsonian equation is M = PkT or 

• P = M/kT 
• Where P is the price level, 
• M is the total quantity of money, 
• K is the proportion of the total amount of goods and services 

which people wish to hold in the form of cash balances, 



• T is the total volume of goods and services purchased during 
a year by the community. 

• Keynes’s Equation: According to him, people always want to 

have some purchasing power to finance their day to day 
transactions. 

• The amount of purchasing power (or demand for money) 
depends partly on their tastes and habits, and partly on their 
wealth. 

• Given the tastes, habits, and wealth of the people, their desire 
to hold money is given. This demand for money is measured 
by consumption units. A consumption unit is expressed as a 
basket of standard articles of consumption or other objects of 
expenditure. 

• If k is the number of consumption units in the form of cash, n 
is the total currency in circulation, and p is the price for 
consumption unit, then the equation is 

• n = pk 
• M=pk 
• M=p 
• If k is constant, a proportionate increase in n (quantity of 

money) will lead to a proportionate increase in p (price level). 
 

Inflation happens when the price of goods and services increase, 

while deflation takes place when the price of the goods and 

services decrease in the country. Inflation and deflation are the 

opposite sides of the same coin. 

Maintaining the balance between these two economic conditions, 

i.e. inflation and deflation is essential as the economy can quickly 

swing from one condition to the other as a result of these two 

conditions. The Reserve Bank of India keeps an eye on the levels 

of price changes and controls deflation or inflation by conducting 



monetary policy, such as setting interest rates in India. 

 

 
Inflation 

 
Inflation is the rate at which the prices for goods and services 

increase. Inflation often affects the buying capacity of consumers. 

Most Central banks try to limit inflation in order to keep their 

respective economies functioning efficiently. There are certain 

advantages as well as disadvantages to inflation. 

Inflation refers to the increase in the prices of the goods and 

services of daily use, such as food, housing, clothing, transport, 

recreation, consumer staples, etc. Inflation is measured by taking 

into consideration the average price change in a basket of 

commodities and services over a period of time. 

Inflation is calculated in India by the Ministry of Statistics and 

Programme Implementation. 

A simple example would be, suppose a kg of apple cost Rs.100 in 

2019 and it cost Rs.110 in 2020, then there would be a 10% 

increase in the cost of a kg of apple. In the same way, many 

commodities and services whose prices have raised over time are 

put in a group and the percentage is calculated by keeping a year 

as the base year. The percentage of increase in prices of the group 

of commodities is the rate of inflation. 



 

 

Causes of Inflation 

 
Inflation is caused by multiple factors, here are a few: 

 

Money Supply 

 
Excess currency (money) supply in an economy is one of the 

primary cause of inflation. This happens when the money 

supply/circulation in a nation grows above the economic growth, 

therefore reducing the value of the currency. 

In the modern era, countries have shifted from the traditional 

methods of valuing money with the amount of gold they possessed. 

Modern methods of money valuation are determined by the amount 

of currency that is in circulation which is then followed by the 

public‘s perception of the value of that currency. 

 
National Debt 

 
There are a number of factors that influence national debt, which 

include the nations borrowing and spending. In a situation where a 

country‘s debt increases, the respective country is left with two 

options:  
 

Taxes can be raised internally. 

Additional money can be printed to pay off the debt. 



 
 

 

Demand-Pull Effect 
 

The demand-pull effect states that in a growing economy as wages 

increase within an economy, people will have more money to 

spend on goods and services. The increase in demand for goods 

and services will result in companies raising prices that the 

consumers will bear in order to balance supply and demand. 

 
Cost-Push Effect 

 
This theory states that when companies face increased input cost 

on raw materials and wages for manufacturing consumer goods, 

they will preserve their profitability by passing the increased 

production cost to the end consumer in the form of increased 

prices. 

 
Exchange Rates 

 
An economy with exposure to foreign markets mostly functions on 

the basis of the dollar value. In a trading global economy, 

exchange rates play an important factor in determining the rate of 

inflation. 

 
 
Effects of Inflation 

 
When there is inflation in the country, the purchasing power of the 



people decreases as the prices of commodities and services are 

high. The value of currency unit decreases which impacts the cost 

of living in the country. When the rate of inflation is high, the cost of 

living also increases, which leads to a deceleration in economic 

growth. 

However, a healthy inflation rate (2-3%) is considered positive 

because it directly results in increasing wages and corporate 

profitability and maintains capital flowing in a growing economy. 

 
 
Steps to offset Inflation and its effects on Your Retirement 

 
Factoring for inflation is an essential process for financial planning. 

The question is how much will you actually need when you retire? 

Here are a few ways you can retire financially sound keeping 

inflation in mind. 

 
Invest in long-term investments. 

 
When it comes to long-term investments, spending money now for 

investments can allow you to benefit from inflation in the future. 

 
Save More 

 
Retirement requires more money than one might imagine. The two 

ways to meet retirement goals are to save more or invest 

aggressively. 



 

Make balanced investments 

 
Though investing in bonds alone feel safer, invest in multiple 

portfolios. Do not put all your eggs in one basket to outpace 

inflation. 

 
 
Deflation 

 
Deflation is generally the decline in the prices for goods and 

services that occur when the rate of inflation falls below 0%. 

Deflation will take place naturally, if and when the money supply of 

an economy is limited. Deflation in an economy indicates 

deteriorating conditions. 

Deflation is normally linked with significant unemployment and low 

productivity levels of goods and services. The term ―Deflation‖ is 

often mistaken with ―disinflation.‖ While deflation refers to a 

decrease in the prices of goods and services in an economy, 

disinflation is when inflation increases at a slower rate. 

 
 

Causes of Deflation 

 
Deflation can be caused by multiple factors: 

 

Structural changes in capital markets 



When different companies selling similar goods or services 

compete, there is a tendency to lower prices to have an edge over 

the competition. 

 
Increased productivity 

 
Innovation and technology enable increased production efficiency 

which leads to lower prices of goods and services. Some 

innovations affect the productivity of certain industries and impact 

the entire economy. 

 
Decrease in the supply of currency 

 
The decrease in the supply of currency will decrease the prices of 

goods and services to make them affordable to people. 

 
 
Effects of Deflation 

 
Deflation may have the following impacts on an economy: 

 

Reduction in Business Revenues 

 
In an economy faced with deflation, businesses must drastically 

reduce the prices of their products or services to stay profitable. As 

reductions in prices take place, revenues begin to drop. 



 

Lowered Wages and Layoffs 

 
When revenues begin to drop, businesses need to find means to 

reduce their expenses to meet objectives. One way is by reducing 

wages and cutting jobs. This adversely affects the economy as 

consumers would now have less to spend.  
 
 

 

What is Black Money? There is no as such uniform or accepted 
definition of ‗black‘ money. It can be best understood as any money 
that breaks laws in its origin, movement or use, and is not reported 
for tax purposes, then such money would fall within the meaning of 
black money. 

 

In other words, any money to be classified as Black money must 
fall under either of the two categories: – I. First, any money earned 
through any activity defined as illegal by virtue of any law prevailing 
in the country. II. The second category comprises of the generation 
of income from a legal activity that is not reported to the tax 
authorities and any audit trail relating thereto has been removed, 
leading to evasion of one or more taxes. Here are different 
situations where money generated can be said to be black money: 
Situation 1) – Any money generated by the way of bribery, 
racketeering, trafficking in counterfeit forgery, securities fraud and 
embezzlement will be classified as black money as per category (i). 
Situation 2) – Mr. Y agrees to sale a land for Rs. 1,00,00,00/- to Mr. 
X. The payment terms for this transaction was agreed as 60% by 
bank transfer and 40% in cash, however, the sale deed recognizes 
only Rs. 60,00,000/- as sale consideration (60% of decided 
amount) without mentioning any cash transaction. Therefore, , the 
remaining 40% constitutes as black money component passing 



from Mr X to Mr. Y without reporting it to taxation authorities and for 
the eyes of law, making it seems like that this sale transaction has 
taken place at Rs. 60,00,000/- only that too through proper banking 
channels. Hence, Rs. 40,00,000/- will be classified as Black money 
as per category (ii). (Reference to this situation is made several 
times throughout this article). To summarize, Black money 
proceeds are usually received in cash from underground/parallel 
economic activity and, as such, are not taxed. Recipients of black 
money usually hide it, spend it only in the underground/parallel 
economy, or attempt to give it the appearance of legitimacy 
through money laundering. Also, several terms are used to 
describe Black Money – ‗black income‘, ‗dirty money‘, ‗black wealth‘, 
‗underground wealth‘, ‗black economy‘, ‗parallel economy‘, 
‗shadow economy‘, ‗underground‘ or ‗unofficial‘ economy. What is 
Parallel economy & why does it exist? The black 
money/unaccounted money cannot be transacted in the normal 
economy as it will catch the government‘s eye and tax authorities 
would figure out the generation of such black money. Therefore, to 
avoid that, a parallel economy exists. The word ―parallel‖ means 
the occurrence of something in a similar fashion or at the same 
time. The ―economy‖ of the country constitutes people buying, 
selling, and creating goods and services. These financial 
transactions are meant to help common people and the country. 
Now, if we do the same thing: buy, sell and create ( an economic 
system) but with black money and without involving government or 
without government‘s knowledge which basically means we are 
creating an analogous or similar system which operates in 
PARALLEL to government system without giving the country and 
people it‘s due share, further, these transactions do not get 
compiled with the national income data. Thus, it is called the 
parallel economy. If we look back to the situation (ii) described 
above, the land was officially sold at Rs. 60,00,000/- as per the 
sale deed and in the eyes of law (all taxes and Capital gains will be 
charged on Rs. 60,00,000/-) but parallelly for the same transaction 
additional Rs. 40,00,000/- was also given (hidden from the 



government), thus, Rs. 60,00,000/- becomes part of the white 
economy and Rs. 40,00,000 does not even exist in legal terms. 
Now for Mr. Y to use this non-existing sum of Rs. 40,00,000/- he 
must do transaction hiding it from the government. With this, a 
cycle continues of passing this money from one person to another, 
giving rise to a parallel economy. Thus, this is how the parallel 
economy exists and operates. After understanding all this, here a 
question arises, why the parallel economy is tumour to the white 
economy? To briefly touch on this, it can be best understood by 
following impact which parallel economy can have on white 
economy: – 1. Under-estimation of the true size of the economy, 2. 
Tax evasion, thereby loss of revenue to Government, 3. 
Undermining equity, 4. Widening Gap between the Rich and Poor, 
5. Lavish Consumption Spending, 6. Effects on Production. What is 
Money Laundering? Now, we know how black money is generated 
and used for a transaction, but what if a person wants to use this 
money for expenditure into the white economy as legitimate 
money, then such person needs to convert such money into white 
money through the process of money laundering. There are three 
stages involved in money laundering: 1. Placement – First is 
injecting the black money into the official financial system. 2. 
Layering – After placement comes, layering stage. The layering 
stage is the most complex part of the process. In this the money 
spreads into various different accounts in different countries and 
constantly moving it from one account to another or even from 
country to country, each time exploiting the loopholes in the 
system. The more level of layering, the detection of the origin of 
money will be more difficult. 3. Integration – The final stage of the 
money laundering process is termed the integration stage. It is at 
the integration stage where the money is returned to the person 
making it seem like a legitimate source. A person could formulate 
‗N‘ number of strategies/arrangements of money laundering. Let‘s 
see the complete scenario where Mr. Y from our situation (ii) 
above, converts his Rs. 40,00,000/- into legitimate money. Step 1- 
Mr. Y contacts a hawaladar, Mr. A, and handover him Rs. 



40,00,000/- in cash, thereafter the partner of Mr. A in country XYZ 
which is a tax haven, splits & deposits the same amount of money 
after deducting their commission into the bank accounts of 4 
different shell/paper dummy companies controlled by them, 
incorporated outside India. (Placement) Step 2 – Now, these 4 
companies splits & floats this money in multiple bank accounts of 
15 different dummy entities in the form of unsecured loan, 
payments for fake invoices, fake contracts, investments, 
anonymous donations etc. This is layering; this process could be 
repeated several times, making layers after layers, making it harder 
to identify a trail. Step 3 – The last step is to return this money to 
the source i.e. to Mr. Y & making it look like legitimate money 
(integration), to accomplish this, these 15 different entities therein 
transfer this money as an investment in the share capital of M/s Y 
Ltd, an Indian Company, where Mr. Y is beneficial 
owner/director/member/promoter/employee. Now for the last leg of 
this arrangement, M/s Y Ltd. transfers part of this money to Mr. Y in 
the form of high salary and the partial amount by entering into an 
agreement with Mrs. Y for purchase of property and paying the 
advance for the same. Later, terminating the agreement over a 
dispute, leading Mrs. Y to forfeit the advance amount, making it 
appear like a legitimate transaction between two parties, later Mrs. 
Y transfers this amount to Mr. Y as a gift. Steps taken by the 
government to tackle black money and money laundering. In the 
scenario described above, Mr. Y converts his black money into 
white money without drawing unwanted attention, right? No, that‘s 
not the case, the government is keeping a vigil on our every 
transaction and zealously pursuing policies to minimize these kinds 
of arrangements. Action against black money is an on-going 
process. Such actions include policy-level initiatives, effective 
enforcement action on the ground, putting in place robust 
legislative and administrative frameworks, systems and processes 
with due focus on capacity building and integration and mining of 
information. Some of the step government has taken to curb black 
money and control money laundering are as follows: 1. The Black 



Money (Undisclosed Foreign Income and Assets) and Imposition of 
Tax Act, 2015 (―BMA‖) Enactment of BMA is to specifically deal 
with black money stashed abroad. 2. The Benami Transactions 
(Prohibition) Amendment Act, 2016: the main aim of this act is to 
striking the benami transactions and inter alia confiscate Benami 
property and prosecute benamidar and the beneficial owner. 3. 
Prevention of Money-Laundering Act, 2002 (PMLA): It forms the 
core of the legal framework put in place by India to combat Money 
Laundering. 4. Constitution of the Special Investigation Team (SIT) 
5. Constitution of Multi-Agency Group 6. Engagement with Foreign 
Governments. enhancing the exchange of information under 
Double Tax Avoidance Agreement/Tax Information 
Exchange Agreements/multilateral conventions. 7. Introducing 
General Anti- Avoidance Rule (GAAR) to enable authorities to 
neutralise the tax edge obtained through 
shell companies/companies in tax havens. 8. Restrictions on Cash 
transactions. 9. The Smugglers and Foreign Exchange 
Manipulators (Forfeiture of Property) Act, 1976: It covers penalty of 
illegally acquired properties of smugglers and foreign exchange 
manipulators and for matters connected therewith and incidental 
thereto. 10. Narcotic Drugs and Psychotropic Substances Act, 
1985: It provides for the penalty of property derived from/or used in 
illegal traffic in narcotic drugs. 11. Financial Intelligence Unit-IND: It 
is an independent body reporting directly to the Economic 
Intelligence Council (EIC) headed by the Finance Minister. 12. 
India is a full-fledged member of the Financial Action Task Force 
(FATF). Conclusion On one hand, the creation of black money and 
the existence of a parallel economy is a challenge which almost 
every economy is facing, what makes it even more dangerous is 
the involvement of people in money laundering and giving it a 
legitimate look. On the other hand, the government has taken 
various steps to curb out the black money, but still, there is a long 
way to go to successfully run a crusade against black money, the 
government requires more reform, reasonable taxes, and wider but 
simpler regulations to disengage the problem from the source i.e., 



reduce the incentive to generate black money. 

 
 

 
UNIT 5 

What is Banking? 

Banking is directly or indirectly connected with the trade of a 
country and the life of each individual. It is an industry that 
manages credit, cash, and other financial transactions. In banking, 
the commercial bank is the most influential institution for any 
country‘s economy or for providing any credit to its customers. 

In India, a banking company is responsible for transacting all the 
business transactions including withdrawal of cheques, payments, 
investments, etc. In other words, the bank is involved in the deposit 
and withdrawal of money, repayable on demand, savings, and 
earning a decent amount of profits by lending money. 

Banks also help to mobilise the savings of an individual, making 
funds accessible to businesses and help them to start a new 
venture. 

However, unlike commercial banks, private sector banks are 
owned, operated, and regulated by private investors and have the 
right to operate according to the market forces. 

Types of Banking 

Banks are further segregated into four types. 

Commercial banks: These banks are regulated by Banking 
Regulation Act, 1949. They accept the public deposit from the 
public for lending or investment. 

Cooperative banks: Cooperative banks are undertaken by the 

State Cooperative Societies Act and give cheap credit to their 
members. The rural population is dependent on the cooperative 



banks for its financial backup. 

Specialised banks: These banks provide financial help to special 
industries, foreign trade, etc. Few examples of specialised banks 
are foreign exchange banks, export and import banks, 
development banks, etc. 

Central banks: These banks manage, check, and monitor all the 
activities of the commercial banks of a country. 

Functions of Commercial Banks 

(1) Acceptance of deposits 

  Banks provide the loans only based on the amount 
deposited by the public. 

 They lend money and get interested in them. 

  They get funds for lending through deposits in current and 
savings accounts. 

  They pay interest on deposits according to the rates 
decided by RBI. 

(2) Lending of funds 

  Providing loans to the public is an important function of 
banks. 

  Advances can be made in the form of overdrafts, cash 
credits, term loans, etc. 

(3) Cheque facilities 

  Banks provide cheque facilities to the owners of savings 
and current accounts to withdraw their money. 

 It is the most developed form of credit instrument. 

 Banks also encash the cheques drawn on another bank. 

 There are two types of cheques. 

(a) Bearer cheques that are cashable immediately 



(b) Crossed cheques that are to be credited to the payee‘s 
account 

(4) Remittance of funds 

 Banks also provide the function of money transfer. 

  It provides money transfer facilities through drafts, pays 
orders, net banking, NEFT/RTGS, etc., on nominal 
commission charges. 

  A payee can present the cheques in the drawer bank to 
collect the funds. 

Types of Commercial Banks 

(1) Public sector banks 

  Public sector banks are those banks in which the major 
holding is of the government. 

 Examples: SBI, PNB, OBC, etc. 

(2) Private sector banks 

  Private sector banks are those banks that are owned, 
controlled, and managed by private promoters. 

 They operate according to the market forces. 

 Examples: HDFC, ICICI, Kotak Mahindra, etc. 

What is e-banking? What are its benefits? 
 

E- 
banking 

● It is the method by which the customer conducts 
transactions electronically via the internet. 

● Some of the examples of e-banking are managing 
deposit account, online fund transfer, ATM, electronic 
interchange, etc. 

Benefits ● It provides 24 hours and 365 days of banking service 



 
 
 
 
 
 
 
 
 
 
 
 
 

 

In very simple terms, a bank is separated from other financial 
banks by credit creation. Credit Creation is the expansion of the 
deposits. Also, the banks can expand their demand deposits as a 
multiple of their cash reserves because the demand deposits serve 
as a principal medium of exchange. 

 
 

 
Demand deposits are a very crucial constituent of the money 
supply. The expansion of the demand deposits means the 
expansion of the money supply. The entire banking structure is 
based on credit. The meaning of credit is to get the purchasing 
power now and promise to pay at some time in the future. And 
bank credit means the bank loans as well as the advances. A bank 
keeps a certain part of its deposits as a minimum reserve to meet 
the demands of its depositors and the rest is lending out to earn an 
income. The account of the browser is given the loan. Every bank 
creates an equivalent deposit in the bank. Hence, credit creation 
means expanding bank deposits. 

 

 
The Two Pivotal Aspects of Credit Creation 

1. Liquidity 

security in terms of money. 
It provides greater customer satisfaction higher ● 

● The load on branches can be reduced by having a 
centralised database for faster processing. 

● Customers can make a transaction from anywhere like 
the home office market, etc. 

● It includes recording of every transaction. 

https://www.vedantu.com/commerce/banking


The banks are bound to pay cash to their depositors when 
they exercise their right to demand cash against their 
depositors. 

 

 
2. Profitability 

The banks always look for profit. They are profit-driven 
enterprises. This is the reason why a bank must grant loans in 
such a manner that will help to earn higher interest than what 
it pays on its deposits. 

 

 
The bank‘s credit process is based on the assumption that at 
any time only a few customers will genuinely need cash. Also, 
on the other hand, the banks assume that all their customers 
will not turn up demanding cash against their deposits at one 
point in time. 

 

 
Know About the Basic Concepts of Credit Creation 

1. Bank as a business institution 

One has to believe that banks are a business institution that always 
tries to maximize profits through loans and the advances from the 
deposits. 

 

 
2. Bank Deposits 

Bank deposits are the basis for credit creation. Bank deposits are 
of two types as follows: 

a. Primary Deposits- 



A bank accepts cash from the customers and opens a deposit 
in his or their name. This is called a primary deposit and this 
does not mean a credit creation. 

 

 
These deposits are simply converted into deposit money from 
currency money. These deposits form the basis for credit 
creation. 

 

 
b. Secondary or Derivative Deposits- 

A bank grants loans and advances. Instead of giving cash to 
the borrower, the bank opens a deposit account in his or her 
name. This is called the secondary or derivative deposit. 

 

 
Every loan creates a deposit and the creation of a derivative 
deposit means the creation of the credit. 

 

 
Process of Credit Creation by Commercial Banks 

A central bank is the primary source of money supply in an 
economy of a nation through the circulation of currency. It ensures 
the availability of the currency for meeting the transaction needs of 
an economy. It also facilitates various economic activities such as 
production, distribution as well as consumption. For this purpose, 
the central bank needs to depend upon the reserves of the 
commercial banks which are the secondary source of money 
supply in an economy. 



The most crucial purpose of a commercial bank is the creation of 
credit. This is the reason why the money supplied by commercial 
banks is called credit money. All commercial banks create credit by 
advancing loans and purchasing securities. They lend money to 
the individuals as well as to the businesses out of deposits 
accepted from the public. 

 

 
Commercial banks are not allowed to use the entire amount of 
public deposits for lending purposes. They are accepted to keep a 
certain amount as a reserve with the central bank. This is for 
serving the cash needs of the depositors. 

 

 
The commercial banks can lend the remaining portion of the public 
deposits after keeping the expected amount of reserves. 

 

 
Factors affecting Credit Creation by Commercial Banks 

Factors that have an Effect on the Creation of Credit are as follows: 

1. The capacity of the bank banks to create credits which are a 
matter of the availability of cash deposits with banks. Also, the 
capacity to create credit depends on the factors that 
determine their cash deposit ratio. 

2. The desire of the banks to create credits. 

3. The demand for credit in the market. 

 

 
Advantages and Limitation of Credit Creation by Commercial 
Banks 



On the advantageous side, the depositors can access a wider 
range of products that the intermediaries offer that can easily be 
converted into cash. Investment of the company shares (mutual 
funds) can also be liquidated in a very easy manner. 

 

 
On the disadvantageous side, there are several limitations, these 
are as follows: 

1. Lack of securities. 

2. The Business Environment 

3. Lack of Cash 

4. The habits of the people 

5. Leakages 

Important Functions of RBI (Reserve Bank of India) 

Being a central bank of India, RBI serves a critical role in 
regulating the financial transactions in the country. Some of 
the important functions of RBI are listed below: 

Issue of Bank Notes 

Banker to the Government 

Custodian of the Cash Reserves of Commercial Banks 

Custodian of country‘s forex reserves 

Lender of last resort 

Controller of credit 

Now let us discuss these RBI functions in detail: 

The Issuer of Bank Notes 

The most important function of RBI is the issuance of 
currency notes and coins, except the one rupee note and coin 



which are issued by the Ministry of Finance. All other notes 
bear the signature of the RBI Governor. However, the agency 
of distribution of all notes and coins issued by the 
Government of India is the Reserve Bank of India. 

Banker to the Government 

Another chief function of RBI is that it takes care of the 
banking needs of the government, which includes maintaining 
& operating the deposit accounts of the government, 
collecting the receipts of funds, and making payments on 
behalf of the Government of India. It also represents the 
Indian Government, as a member of the International 
Monetary Fund and the World Bank. 

Custodian of Cash Reserves of Commercial Banks 

Commercial banks are required to maintain the cash reserves 
at a rate decided by the RBI in its monetary policy. 

Custodian of Foreign Exchange Reserve 

Another of the important functions of RBI is maintaining a 
reserve of foreign currencies that enables the RBI to deal with 
any crisis situation. 

Lender of the Last Resort 

Often regarded as the banker of banks, the RBI acts as a 
parent to all commercial banks in India. Thus, it becomes the 
lender of the last resort for all banks when they are in a crisis 
situation. RBI helps them by lending money, although at 
higher RoI, to sail through the tide of financial difficulties. 

Controller of Credit 

RBI controls the credit created by the commercial banks in 
India, in accordance with the economic priorities of the 



government of India. RBI uses quantitative and qualitative 
methods to control and regulate the flow of money in the 
market. These are implemented by announcing monetary 
policies at regular intervals. The monetary policy involves the 
management of interest rates and money supply. The central 
bank of India tweaks the money supply to achieve objectives 
such as liquidity, inflation, and consumption. 

This is an extremely topic to prepare for because not only is it 
the exam conducting body for RBI Grade B Exam but also 
your potential employer. Hence, a thorough knowledge of the 
structure and functions of RBI will help you in understanding it 
better. Further, over the years, questions from the RBI 
functions, structure, or the latest announcements/ 
notifications/guidelines that RBI announces are asked in the 
exam. 

According to the current trends, as many as 16% of the total 
questions from the Finance section are asked from RBI and 
monetary policy. Hence, do not skip the topic. Read it at 
length, as it is important for both Prelims and the Main exam. 

If you‘ve any difficulty in preparing for these topics, you can 
consider joining our detailed course on RBI Grade B Mains. 
We‘re providing online classes, mock tests, and doubt-solving 
sessions to help you achieve your dreams. Check out our 
range of RBI Grade B preparation courses for an enhanced 
learning experience. Should you have any queries, you can 
get in touch with our course counselors to seek assistance. 

 
 

Some of the methods employed by the RBI to control credit 

creation are: I. Quantitative Method II. Qualitative Method. 

The various methods employed by the RBI to control credit 

creation power of the commercial banks can be classified in two 



groups, viz., quantitative controls and qualitative controls. 

Quantitative controls are designed to regulate the volume of credit 

created by the banking system qualitative measures or selective 

methods are designed to regulate the flow of credit in specific uses. 

Quantitative or traditional methods of credit control include banks 

rate policy, open market operations and variable reserve ratio. 

Qualitative or selective methods of credit control include regulation 

of margin requirement, credit rationing, regulation of consumer 

credit and direct action. 

I. Quantitative Method: 
(i) Bank Rate: 

The bank rate, also known as the discount rate, is the rate payable 

by commercial banks on the loans from or rediscounts of the 

Central Bank. A change in bank rate affects other market rates of 

interest. An increase in bank rate leads to an increase in other 

rates of interest and conversely, a decrease in bank rate results in 

a fall in other rates of interest. 

A deliberate manipulation of the bank rate by the Central Bank to 

influence the flow of credit created by the commercial banks is 

known as bank rate policy. It does so by affecting the demand for 

credit the cost of the credit and the availability of the credit. 

An increase in bank rate results in an increase in the cost of credit; 

this is expected to lead to a contraction in demand for credit. In as 

much as bank credit is an important component of aggregate 



money supply in the economy, a contraction in demand for credit 

consequent on an increase in the cost of credit restricts the total 

availability of money in the economy, and hence may prove an 

anti-inflationary measure of control. 

Likewise, a fall in the bank rate causes other rates of interest to 

come down. The cost of credit falls, i. e., and credit becomes 

cheaper. Cheap credit may induce a higher demand both for 

investment and consumption purposes. More money, through 

increased flow of credit, comes into circulation. 

A fall in bank rate may, thus, prove an anti-deflationary instrument 

of control. The effectiveness of bank rate as an instrument of 

control is, however, restricted primarily by the fact that both in 

inflationary and recessionary conditions, the cost of credit may not 

be a very significant factor influencing the investment decisions of 

the firms. 

(ii) Open Market Operations: 

Open market operations refer to the sale and purchase of 

securities by the Central bank to the commercial banks. A sale of 

securities by the Central Bank, i.e., the purchase of securities by 

the commercial banks, results in a fall in the total cash reserves of 

the latter. 

A fall in the total cash reserves is leads to a cut in the credit 

creation power of the commercial banks. With reduced cash 

reserves at their command the commercial banks can only create 



lower volume of credit. Thus, a sale of securities by the Central 

Bank serves as an anti-inflationary measure of control. 

Likewise, a purchase of securities by the Central Bank results in 

more cash flowing to the commercials banks. With increased cash 

in their hands, the commercial banks can create more credit, and 

make more finance available. Thus, purchase of securities may 

work as an anti-deflationary measure of control. 

The Reserve Bank of India has frequently resorted to the sale of 

government securities to which the commercial banks have been 

generously contributing. Thus, open market operations in India 

have served, on the one hand as an instrument to make available 

more budgetary resources and on the other as an instrument to 

siphon off the excess liquidity in the system. 

(iii) Variable Reserve Ratios: 

Variable reserve ratios refer to that proportion of bank deposits that 

the commercial banks are required to keep in the form of cash to 

ensure liquidity for the credit created by them. 

A rise in the cash reserve ratio results in a fall in the value of the 

deposit multiplier. Conversely, a fall in the cash reserve ratio leads 

to a rise in the value of the deposit multiplier. 

A fall in the value of deposit multiplier amounts to a contraction in 

the availability of credit, and, thus, it may serve as an anti- 

inflationary measure. 



A rise in the value of deposit multiplier, on the other hand, amounts 

to the fact that the commercial banks can create more credit, and 

make available more finance for consumption and investment 

expenditure. A fall in the reserve ratios may, thus, work as anti- 

deflationary method of monetary control. 

The Reserve Bank of India is empowered to change the reserve 

requirements of the commercial banks. 

The Reserve Bank employs two types of reserve ratio for this 

purpose, viz. the Statutory Liquidity Ratio (SLR) and the Cash 

Reserve Ratio (CRR). 

The statutory liquidity ratio refers to that proportion of aggregate 

deposits which the commercial banks are required to keep with 

themselves in a liquid form. The commercial banks generally make 

use of this money to purchase the government securities. Thus, the 

statutory liquidity ratio, on the one hand is used to siphon off the 

excess liquidity of the banking system, and on the other it is used 

to mobilise revenue for the government. 

The Reserve Bank of India is empowered to raise this ratio up to 

40 per cent of aggregate deposits of commercial banks. Presently, 

this ratio stands at 25 per cent. 

The cash reserve ratio refers to that proportion of the aggregate 

deposits which the commercial banks are required to keep with the 

Reserve Bank of India. Presently, this ratio stands at 9 percent. 



II. Qualitative Method: 

The qualitative or selective methods of credit control are adopted 

by the Central Bank in its pursuit of economic stabilisation and as 

part of credit management. 

(i) Margin Requirements: 

Changes in margin requirements are designed to influence the flow 

of credit against specific commodities. The commercial banks 

generally advance loans to their customers against some security 

or securities offered by the borrower and acceptable to banks. 

More generally, the commercial banks do not lend up to the full 

amount of the security but lend an amount less than its value. The 

margin requirements against specific securities are determined by 

the Central Bank. A change in margin requirements will influence 

the flow of credit. 

A rise in the margin requirement results in a contraction in the 

borrowing value of the security and similarly, a fall in the margin 

requirement results in expansion in the borrowing value of the 

security. 

(ii) Credit Rationing: 

Rationing of credit is a method by which the Central Bank seeks to 

limit the maximum amount of loans and advances and, also in 

certain cases, fix ceiling for specific categories of loans and 

advances. 

(iii) Regulation of Consumer Credit: 



Regulation of consumer credit is designed to check the flow of 

credit for consumer durable goods. This can be done by regulating 

the total volume of credit that may be extended for purchasing 

specific durable goods and regulating the number of installments 

through which such loan can be spread. Central Bank uses this 

method to restrict or liberalise loan conditions accordingly to 

stabilise the economy. 

(iv) Moral Suasion: 

Moral suasion and credit monitoring arrangement are other 

methods of credit control. The policy of moral suasion will succeed 

only if the Central Bank is strong enough to influence the 

commercial banks. 

In India, from 1949 onwards, the Reserve Bank has been 

successful in using the method of moral suasion to bring the 

commercial banks to fall in line with its policies regarding credit. 

Publicity is another method, whereby the Reserve Bank marks 

direct appeal to the public and publishes data which will have 

sobering effect on other banks and the commercial circles. 

Effectiveness of Credit Control Measures: 

The effectiveness of credit control measures in an economy 

depends upon a number of factors. First, there should exist a well- 

organised money market. Second, a large proportion of money in 

circulation should form part of the organised money market. Finally, 

the money and capital markets should be extensive in coverage 

and elastic in nature. 



Extensiveness enlarges the scope of credit control measures and 

elasticity lends it adjustability to the changed conditions. In most of 

the developed economies a favourable environment in terms of the 

factors discussed before exists, in the developing economies, on 

the contrary, economic conditions are such as to limit the 

effectiveness of the credit control measures. 

 
 
 
 

Let us study about Monetary Policy in an Economy. After reading 
this article you will learn about: 1. Meaning of Monetary Policy 2. 
Objectives of Monetary Policy 3. Limitations 4. Conclusion. 

Meaning of Monetary Policy: 
Monetary policy may be defined as the use of money supply by the 
appropriate authority (i.e. central bank) to achieve certain 
economic goals. Whenever there is a change in money supply 
there occurs a change in the rate of interest. Thus, monetary policy 
influences interest rate or cost and availability of credit. 

When the central bank attempts to contract money supply through 
various credit control instruments so as to restrain the economy, 
the situation is then called tight monetary policy. Oppositely, an 
easy monetary policy is employed to boost the economy by 
increasing money supply through its credit control instruments. 

Though monetary policy influences other variables, control of 
quantity of money is considered to be the key variable in the 
monetary policy. 

Anyway, monetary policy is defined as the central bank‘s use of 



control of money supply or interest rates (i.e., the price of money) 
or the rationing of credit sanctioned by banks to influence the level 
of economic activity. 

Monetary authority employs monetary policy to influence aggregate 
demand in order to achieve higher levels of income and 
employment. The mechanism—called money transmission 
mechanism—that influences aggregate demand follows the 
following course. 

An increase in money supply by the central bank will mean more 
money in the pockets of firms and households. Faced with more 
money, people will buy more financial assets, such as bonds. 
Consequently, bond prices will go up and interest rates will decline. 
This will stimulate consumption and investment spending, thereby 
raising aggregate demand and, hence, level of income and 
employment. 

Thus, monetary policy, according to G. K. Shaw, refers to any 
deliberate and conscious action undertaken by the central 
monetary authority “to change the quantity, availability or cost 
(interest rate) of money. 
A broader definition must also take into account action designed to 
influence the composition and age profile of the national debt, as, 
for example, open market operations geared to the purchase of 
short term dated securities and sale of long term bonds.‖ 

Thus, monetary policy includes debt management —an important 
element of fiscal policy. For our present purpose, we will restrict 
ourselves to its narrow definition. In the words of Harry Johnson, 
monetary policy may be defined as a policy employing the central 
bank‘s control of the supply of money as an instrument for 
achieving the objectives of general economic policy. 

Attitude towards Monetary Policy during the 20th Century: 
To the classical economists, monetary policy was important. And 



fiscal policy was unknown at that time. But, Keynesian theory — 
introduced out of the Great Depression of 1930s—made a great 
damage to this key policy management of the economy. As the 
monetary policy collapsed under the impact of the Great 
Depression, Keynes-suggested ‗fiscal policy‘ became all-important. 

Monetary authorities put the monetary policy into the cold storage 
till the end of the Second World War. Fiscal policy was then 
yielding some sort of diminishing returns. No longer fiscal policy 
was seen as the only weapon for the management of the economy. 
Monetary policy was called in the 1950s and stood as an 
instrument of macroeconomic management up to the end of the 
1960s. 

The early 1970s saw the twin problems of inflation and 
unemployment—more popularly called stagflation (stagnation + 
inflation). Fiscal policy, however, could not combat these problems. 
To combat inflation and unemployment, monetarists suggested 
control of the growth of money supply. However, Keynesian 
economists did not subscribe to this view. 

Objectives of Monetary Policy: 
Monetary policy is regarded as one of the most important tools of 
macroeconomic management. 

Four most important objectives of monetary policy are the 
following: 
1. Stabilising the Business Cycle: 
Monetary policy has an important effect on both actual GDP and 
potential GDP. Industrially advanced countries rely on monetary 
policy to stabilise the economy by controlling business. But it 
becomes impotent in deep recessions. 

Keynes pointed out that monetary policy loses its 
effectiveness during economic downturn for two reasons: 
(i) The existence of liquidity trap situation (i.e., infinite elasticity of 



demand for money) and 

(ii) Low interest elasticity of (autonomous) investment. 

2. Reasonable Price Stability: 
Price stability is perhaps the most important goal which can be 
pursued most effectively by using monetary policy. In a developing 
country like India the acceleration of investment activity in the face 
of a fall in agricultural output creates excessive pressure on prices. 
The food inflation in India is a proof of this. In such a situation, 
monetary policy has much to contribute to short-run price stability. 
Due to various changes in the structure of the economy in a 
developing country like India some degree of inflation is inevitable. 
And mild inflation or a functional rise in prices is desirable to give 
necessary incentive to producers and investors. As P. A. 
Samuelson put it, mild inflation at the rate of 3% to 4% per annum 
lubricates the wheels of trade and industry and promotes faster 
economic growth. 
Price stability is also important for improving a country‘s balance of 
payments. In the opinion of C. Rangarajan, “The increasing 
openness of the economy, the need to service external debt 
and the necessity to improve the share of our exports in a 
highly competitive external environment require that the 
domestic price level is not allowed to rise unduly”. This is more 
so in view of the fact that India‘s major trading partners have 
achieved notable success in recent years in achieving price 
stability. 
3. Faster Economic Growth: 
Monetary policy can promote faster economic growth by making 
credit cheaper and more readily available. Industry and agriculture 
require two types of credit—short-term credit to meet working 
capital needs and long-term credit to meet fixed capital needs. 

The need for these two types of credit can be met through 
commercial banks and development banks. Easy availability of 



credit at low rates of interest stimulates investment or expansion of 
society‘s production capacity. This in its turn, enables the economy 
to grow faster than before. 
4. Exchange Rate Stability: 
In an ‗open economy‘—that is, one whose borders are open to 
goods, services, and financial flows— the exchange-rate system is 
also a central part of monetary policy. In order to prevent large 
depreciation or appreciation of the rupee in terms of the US dollar 
and other foreign currencies under the present system of floating 
exchange rate the central bank has to adopt suitable monetary 
measures. India by the Reserve 

Conflicts among Objectives: 

In the long run there is no conflict between the first two objectives, 
viz., price stability and economic growth. In fact, price stability is a 
means to achieve faster economic growth. In the context of the 
Indian economy C. Rangarajan writes, “It is price stability which 
provides the appropriate environment under which growth can 
occur and social justice can be ensured.” 
However, in the short run there is a trade-off between price stability 
and economic growth. Faster economic growth is achieved by 
increasing-the availability of credit at a lower rate of interest. This 
amounts to an increase in the money supply. 

But an increase in the money supply and the consequent rise in 
consumer demand tends to generate a high rate of inflation. This 
raises the question of what is the minimum acceptable rate of 
inflation which does not act as a growth-retarding factor. The 
question still remains unanswered. 

There is also a conflict between exchange rate stability and 
economic growth. If the rupee depreciates in terms of the dollar, 
then RBI has to tighten its monetary screws, i.e., it has to raise the 
interest rate and reduce excess liquidity of banks (from which loans 
are made). 



Mudra Yojana 

On the other hand in order to promote faster economic growth the 
RBI has to lower interest rate and make more credit available for 
encouraging private investment. Thus the RBI often faces a 
dilemma situation. 

 
 
 
 
 
 

Mudra yojana 
 
 
 

Medium and small businesses are often incapable of availing loans 

from banking institutions due to lack of security and inadequate 

funds for paying off the interest. Helping these businesses grow 

would ultimately lead to the advancement of the economy. Read 

more about Mudra Yojana. 

 
 
Mudra Yojana is a financial initiative for facilitating micro-units and 

providing them with sufficient funds to help them develop their 

business. Under the Jan Dhan Yojana, the government launched 

its MUDRA Bank (Micro Units Development and Refinance 

Agency) initiative on 8th April 2015. 
 

The inception of was done keeping in mind several 

objectives to be fulfilled during the implementation of this yojana. 

The most prominent of these are:  



 

For laying down policy guidelines for financing small/ micro 

enterprises. 

Getting all the Microfinance Institutions and related entities 

registered and then regulating the same. 

For helping the small businesses develop and grow further. 

Assisting lower income groups in building and expanding their 

business. 

To assist in creating easy access to finance for unbanked and 

help in lowering their cost of finance. 

To provide SC/ST lending preference. 

For regulating all Microfinance Institutions that are dealing with 

trading, manufacturing, and service. 
 
 
 
 
 

Jandhan yojana 

Pradhan Mantri Jan-Dhan Yojana (PMJDY) was launched by 
Narendra Modi on 28th August 2014. It is a national mission with 
an aim to provide access to various financial services including 
Remittance, Credit, Insurance, Pension, Banking Savings & 
Deposit Accounts in an affordable manner. Prime Minister 
Narendra Modi first announced this scheme during his 
Independence Day speech on 15th August 2014. 

Pradhan Mantri Jan-Dhan Yojana (PMJDY) – National Mission 
for Financial Inclusion, completed its six years of successful 
implementation in August 2020. 



Financial Inclusion is the delivery of financial services at an 
affordable cost to the vast sections of the disadvantaged and low- 
income groups, providing them with timely and adequate access to 
financial products and services. You can know further 
about financial inclusion on the linked page. 

With the outbreak of Covid-19 in India, the Finance Minister of 
India, Nirmala Sitharaman made an announcement to provide Rs. 
500 per month to every Women Jan-Dhan Account Holders for the 
next three months.This announcement was made on 26th March 
2020 as an initiative towards the loss caused by the outbreak. 

A relief package worth Rs 1.70 lakh crore will also be provided by 
the government to tackle the financial difficulties arising from 
Covid-19 outbreak under the PM Garib Kalyan Scheme. The 21 
days lockdown is expected to cost the Indian Economy a cost of 
around 9 lakh crores. 

As of 3rd August 2020, it was reported that more than 40 crore 
bank accounts have been opened under the government‘s flagship 
financial inclusion drive 


