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12.1 LEARNING OBJECTIVES
After going through this unit you will be able to:

z explain the concept of Keynesian Consumption Function, and
describe how it is related to income and what is the basis for such
relationship

z acquire knowledge about the technical attributes of Consumption
Function, viz., the Average Propensity to Consume (APC) and Marginal
Propensity to Consume (MPC) , and how they are related to one another
1

z iIlustrate how various subjective and objective factors influence the
consumption expenditure in an economy .
Q

state the meaning of autonomous and induced investment

Q

describe the concept of marginal efficiency of capital.

Q

explain the relation between marginal efficiency of capital and the
rate of interest.

Q

enumerate the factors that affect the marginal efficiency of capital.

12.2 INTRODUCTION
The classical economists believed in the concept of full employment
in a free enterprise capitalist economy brought about by the operation of
the Say’s Law of Markets in the product market and wage flexibility in the
labour market. This theory was severely attacked during the Great
Depression of the 1930s by Keynes. Keynes rejected the notion of full
employment and said that full employment was a special case; economics
(specially underdeveloped economics) usually suffer from unemployment.
He explained his theory of employment with the help of the Consumption
Function and Investment Functions. And showed how it is the level of
investment which ultimately can increase the level of employment and
income in the economy. The concept of the multiplier was used by Keynes
to show the overall increase in investment and income due to an increase
in total income (both direct and indirect). The concept of the accelerator
was not taken into account by Keynes. This concept is now used in the
study of the theories of trade cycles and economic growth. This principle
states that when income or consumption increases, investment increases
by a multiple amount.
This unit is concerned with familiarizing you with some basic
concepts of investment. Thus, through this unit, you will be able to derive
the meaning of investment and distinguish between autonomous and
induced investment. Autonomous investment is independent of the change
in income. That is why it is known as autonomous investment. Induced
investment depends upon change in the level of income. When there is
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change in income, there is a change in induced investment. Most of the
private investment is of induced type.
Marginal efficiency of capital describes the rate of discount which
would make the present value of expected income from fixed capital assets
equal to the present supply price of the asset. The relation between marginal
efficiency of capital and the rate of interest has been explained in this unit.
Apart from this, the factors that affect the marginal efficiency of capital have
also been discussed.

12.3 CONSUMPTION FUNCTION
As we have already noted, the pioneering work on consumption
function was done by J.M.Keynes. He brought consumption to the forefront
of macroeconomic analysis. The Keynesian consumption function is based
on the fundamental psychological law of consumption. According to this
law, human beings, in general and on an average are disposed to increase
consumption when their income increases but not as much as the increase
in their income. In other words, the Keynesian consumption function is nonproportional. According to Keynes, consumption relates to current disposable
income alone. This consumption function can be expressed as follows:
C = f(Yd)
where, C : Consumption expenditure and Yd : Disposable income
This functional relationship is captured by the equation:
C = Ca + bYd,

0<b<1

where, Ca: autonomous consumption; and b : marginal propensity to
consume.
It is obvious from the above equation that the Keynesian consumption
function is not only non-proportional but also linear. Linearity implies that
when the consumption function is depicted in a two dimensional diagram,
with income measured along the X-axis and consumption measured along
the Y-axis, it gives rise to a straight line. The intercept of the straight line is
given by the autonomous consumption (Ca) and the slope or inclination of
the straight line is given by the marginal propensity to consume (b). Such a
consumption function has been shown with the help of figure 13.1.
3

Figure13.1: Consumption Function
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Assumptions of Keynesian Consumption Function: While stating the
fundamental psychological law of consumption, Keynes made the following
assumptions:

z The traditions, customs, and mores that determine the consumption
behaviour of a community remain unchanged. Keynes believed that
behavioural changes can not occur in the short run.

z It is also assumed that normal circumstances prevail in the economy.
Abnormalities like war, famines, hyper inflation etc. are ruled out.

z The economy concerned is a developed free market economy.
Implications/Importance of Keynesian Consumption Function:
The consumption function constitutes an important tool in the Keynesian
analysis. The important implications of consumption function are the
following:

z Importance of Investment: The Keynesian consumption function
highlights the importance of investment in an economy. The law refers
to the tendency which creates a gap between income and consumption.
Since consumption function is stable in the short-run, income, output
and employment can not increase unless investment increases to fill
the gap between consumption and income.

z Repudiation of Say’s Law: Say’s law becomes invalid because
consumption rises less than the output or real income, and the gap
4

between consumption and income widens. Thus, supply does not
automatically create its own demand.

z Decline in Expected Rate of Profit: When consumption does not
increase to the same level as income, the demand for consumer goods
falls. This reduces the profitability of fresh investment. This further
indicates the possibility of a less than full employment situation.

z Secular Stagnation: The long run tendency of increasing saving and
fall in investment leads to secular stagnation in the economy. In a wealthy
economy, the saving gap increases and investment opportunities
decrease over time. This tendency is known as secular stagnation.

z Turning points of Trade Cycle: The marginal propensity to consume
being less than one also helps to explain the turning points of the business
cycle. Keynes attributes the upper turning point to the fact that
consumption expenditure does not increase as fast as income
increases. This fact results in over production of consumer goods which
has an adverse effect on the profitability of investment. Similarly, the
lower turning point is explained by the fact that as income falls
consumption also falls, but less than proportionately.

z State Intervention: The Keynesian consumption function logically
leads to the intervention of the State in the economy. It invalidates the
thesis that there is automatic adjustment in the economy under Laissez
Faire. When consumption lags behind income and causes
overproduction and unemployment in the economy, State intervention
becomes necessary for encouraging consumption.
On account of the above, Prof. Hansen regards the Keynesian
consumption function as “an epoch making contribution to the tool of
economic analysis”. He considered it even more important than Marshall’s
discovery of demand function. But despite this, we must also note that
Keynes has been criticized both on account of his assumptions and
empirical evidence. The following are the main points of criticism:
Q

The customs and traditions that determine the consumption behaviour
of a community may change even in the short run. In any dynamic society,
change is the norm and behavioural pattern can change very fast.
5

Q

By limiting the value of marginal propensity to consume between 0 and
1, Keynes made his analysis unrealistic for the poor developing countries
of the world where marginal propensity to consume can not only be 1
but even more than 1. This is because of the very low level of income
and very large unfulfilled needs of even basic amenities of life.

Q

Empirical evidence seems to suggest that while the Keynesian
consumption function conforms to the short run and cross sectional
data, it does not conform to the long run time series data. In the long run
consumption function appears to be proportional.

CHECK YOUR PROGRESS
Q 1: What is the fundamental psychological law of
consumption?
...........................................................................................
................................................................................................
................................................................................................
Q 2: Keynesian consumption function is …………………(Fill in the
blank)
Q 3: Express the Keynesian consumption function in equation
form.
................................................................................................
Q 4: State the basic assumptions of the fundamental psychological
law of consumption.
................................................................................................
................................................................................................
................................................................................................

12.4 AVERAGE PROPENSITY TO CONSUME AND
MARGINAL PROPENSITY TO CONSUME
The average propensity to consume (APC) and the marginal
propensity to consume (MPC) are the two technical attributes of
consumption function. The APC is defined as the ratio of consumption
6

expenditure to income (C/Yd), while the MPC is defined as the ratio of change
in the consumption expenditure to the change in income (“C/ “Yd). Let us
suppose that the income and consumption of a community are Rs.100,000/
and Rs.60,000/ respectively, then the APC = Rs.60,000/ Rs.100,000 = 0.6
(60%). Now if the income increases to Rs.1, 25,000/ and as a result
consumption increases to Rs.80, 000/ then MPC = Rs.20,000/Rs.25,000
= 0.8 (80%).
We know that the Keynesian consumption function is linear. The
graphical depiction of such a consumption function gives rise to a straight
line. The MPC of a straight line consumption function is constant, since “C/
”Yd , the slope of the line, is constant. However, the average propensity to
consume, C/Yd, decreases as income increases.
The proportionality of consumption function implies that the APC
remains constant at all levels of disposable income. Similarly, the nonproportionality of consumption function implies that the APC also changes
when income changes. Since APC in the Keynesian consumption function
decreases with increases in income, the Keynesian consumption function
is said to be non-proportional. Table 13.1 and the figure 13.2 exhibit a typical
non-proportional consumption function.
Table 13.1: APC and MPC
Stage
(1)

Yd (Rs.)

C(Rs.)

APC

MPC

(2)

(3)

(4) = (3)/(2)

1

100

100

1.00

--

2

200

160

0.80

0.6

3

300

220

0.73

0.6

4

400

280

0.70

0.6

5

500

340

0.68

0.6

(5)=

C/

Yd

C = Change in
consumtpion to its
previsous level. For
example, C at stage
2 is (160-100)=60.
Similar is the case
with Yd.

In the above table we observe that the income has been increasing over
time, and in response, consumption is also increasing. But APC has been
falling with increases in income and consumption. Therefore, the
consumption-disposable income relationship presented in the table is nonproportional. At the same time, the MPC remains constant at 0.6 with every
7

increase in income and consumption. Thus, this consumption disposable
income relationship is also linear. Such a linear non-proportional
consumption function is depicted in the following figure 13.2.
Figure 13.2: Linear, Non-proportaional
Consumption Function
C

Consumption

Linear, proportional line

C = Ca + bYa

b
0

45

Ca
0

Disposable Income
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In the above figure 13.2, the line C represents the linear non-proportional
consumption function. The intercept (i.e the distance of the starting point of
the line from the origin) is given by the autonomous consumption Ca , the
slope (i.e the inclination) of the line is given by the MPC which is a constant
b. The constancy of MPC makes the line C a straight line. At point P the
APC is 1; to the left of P, it is greater than 1; to the right of P it is less than
one. This variation in APC makes C non-proportional.

CHECK YOUR PROGRESS
Q 5:What are the two technical concepts of
consumption function?
...................................................................................
................................................................................................
Q 6: What does the shape of the consumption line represent?
(Answer in about 40 words)
................................................................................................
................................................................................................
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Q 7: How does APC behave in a non-proportional consumption
function? (Answer in about 20 words)
................................................................................................
................................................................................................
Q 8: Suppose, Yd=Rs.500/-, C=Rs. 400/-,

Y = Rs. 150/-, C =

Rs.12/-. Determine APC and MPC
................................................................................................
................................................................................................

12.5 FACTORS AFFECTING CONSUMPTION FUNCTION
We know that in the linear consumption function C = Ca + bYd, the
constant Ca represents autonomous consumption. It is the consumption at
zero disposable income, or the consumption which is independent of the
disposable income. Thus, the autonomous consumption also represents
the consumption which is influenced by the non-income factors or
determinants. Keynesian analysis categorizes the non-income determinants
of consumption into two broad groups:

z Subjective Factors
z Objective Factors
z Subjective Factors reflect psychological preferences. For instance,
individuals’ desire to have higher social status, to amass fortune, to
satisfy miserly instincts etc. can influence the consumption expenditure.
Similarly, business corporations’ desire to expand, to possess liquidity,
to demonstrate successful management etc. influence their
consumption decisions. Consumption habits are also influenced by
advertising, attractiveness of the product and by expectations about
the price level, the future availability of goods or the future level of income.

z Objective Factors include non-income variables affecting households’
ability to consume. The major objective factors that influence
consumption function are :

¾ Distribution of Income: When the distribution of income is such
that it is more in favour of the poor, then the consumption expenditure
9

is likely to increase. This is because the poor people have a higher
propensity to consume than the rich. With increased income share
going to the poor, they will spend more than what will be cut down
by the rich due to decrease in their share of income.

¾ General Price Level: Usually an increase in the general price level
is expected to curtail consumption expenditure. Similarly, a fall in
the general price level is likely to increase consumption expenditure.
But, if people expect the increase in the price level to accelerate,
then consumers may perpetually postpone their consumption plan
and consumption will decline with the decline in the price level.

¾ Rate of Interest: Rate of interest can influence consumption directly
as well as indirectly. As low rate of interest is likely to discourage
savings, thereby it will encourage consumption. At the same time,
low rates of interest reduce cost of borrowing and thereby encourage
durable consumption through hire purchase schemes.

¾ Availability of Credit: The larger is the availability of credit in the
economy, the higher is likely to be the consumption, particularly on
durable commodities like car, furniture, refrigerator, television sets
etc.

¾ Holding of Liquid Assets: Holding of liquid assets such as cash
balances, demand deposits, government bonds etc. also influence
the consumption function. When people have large amount of liquid
asset, they will tend to spend more out of current income and thus
their propensity to consume will increase. An increase in the real
value of such assets on account of a general fall in the prices also
raises consumption.

¾ Stock of Assets: Through the annual saving flows households add
to their stock of assets (i.e., their wealth). Greater wealth, in turn,
increases their ability to consume. It, therefore, follows that the annual
saving flows, ceteris paribus, increase the households’ stock of
assets and shift the aggregate consumption function upward.
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CHECK YOUR PROGRESS
Q 9:

What does autonomous consumption

represent? (Answer in about 30 words)
............................................................................................
................................................................................................
................................................................................................
Q 10: The non-income determinants of the Keynesian consumption
function has been divided into ................. and ............ (Fill in
the blank).
Q 11: Suppose, the Finance Minister assures the publilc that the
economy is going to recover very soon. What impact will it
have on the level of aggregate consumption, and why?
(Answer in about 20 words)
................................................................................................
................................................................................................

12.6 INVESTMENT: BASIC CONCEPTS
We often hear people making investment in the stock market. Such
investments are made in the form of purchasing of shares, stocks, securities
etc. However, in Economics paralance this is not considered as investment.
This is because, investment in shares, securities etc. are the mere transfer
of resources from one hand to another. Hence, such type of financial
investment does not affect the aggreagate spending of the economy (one
person has purchased shares of a company means that another person
has sold that share).

12.6.1 Meaning of Investment
In Economics, investment refers to real investment which
adds to the exisiting stock of capital in the economy. Such investment
leads to increase in the levels of income and production by increasing
the production and purchase of capital goods. Thus, in Economics,
investment includes new plant and equipment, construction of public
11

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.” The term capital here refers the real assets like factories,
plants, equipmnment, and other inventories of finished and semifinished goods. Capital also means any previously produced input
that can be used in the process to produce other goods. The amount
of capital available in the economy is nothing bu the aggregate stock
of capital in that economy. Thus, capital is a stock concept.
Thus, from the above discussion it follows that investment
is the production or acquisition of real capital assets during any
period of time. Say, for example, the capital assets of a company
as on 31st March, 2011 is Rs.10,000 crores and it invests an amount
of Rs.500 crores in the financial year of 2011-12. Thus, at the end of
the financial year 2011-12 (i.e., on 31st March, 2012), the aggregate
investment of the company will stand at Rs.10,500 crores.
Symbilically, let I be the investment and K be the capital in year t
(here, t is the current year, i.e., 2011-12), then It = Kt - Kt-1. Please
note that t-1 denotes the previous year (i.e., 2010-11 ending on March,
31, 2011).

12.6.2 Gross Investment vs Net Investment
The inter-relationship between capital and investment is
shown by net investment. In the above example, when we talked
about making an investment of Rs.500 crore during the year 201112, we talked about gross investment. Thus, gross investment is
the total amount of investment made on new capital asset in a
particular year. It should be noted that some capital stock wears out
every year and is used up as depreciation and obsolescence. To
derive the net investment in a particular year, the amount of
12

expenditure made as depreciation and obsolescence is deducted
from the gross investment made in that particular year. When gross
investment equals the cost of depreciation and obsolescence, net
investment becomes zero, and there is no addition to the existing
stock of capital in the economy. When gross investment is less
than depreciation and obsolescence, there is disinvestment in the
economy and the capital stock dereases. In this sense, for an
increase in the real capital stock in the economy, gross investment
must exceed the cost of depreciation and obsolescence. This also
implies that there is some net investment in the economy.

12.6.3

Induced Investment vs Automonous Investment
Investment may be categorised as induced or autonomous.

Autonomous investment is independent of the level of income, output,
and profit and sales of a business firm. Prof Alvin Hanson and some
other economists are of the opinion that this type of investment is
associated generally with the factors like the development of new
resources, growth of population and labour force and technological
innovations or invention like the introduction of new products into
the market.
The investment expenditure which is related in some way
with the current income, output and sales is termed as induced
investment. If there is a change in income and output, it will result in
change in induced investment. Since the incentive for such an
investment is the direct consequence of the change in current
income, output or demand.
The autonomous investment is generally undertaken by the
public authorities like federal state or local governments. On the other
hand, most of the induced investment is undertaken by private
authorities. This is because people are driven by profit motive.
Autonomous investment is generally is not induced by profit, but
induced investment is induced by profit.
13

From the above discussion, it seems like that there is no
relation between induced and autonomous investment. They are
totally different concept. But autonomous investment and induced
investment are related. It can be explained with the help of an
example. Suppose there is increase in autonomous investment of
20 crores undertaken by the government. Assuming the multiplier
coefficient is 2, it will automatically lead to an increase in income of
40 crores. This increase in income or output of 40 crores
encourages the private investors to undertake induced investment.
It implies that autonomous investment has its effect induced
investment.
The distinction between autonomous and induced investment
has been shown with the help of figure 13.3. In the figure, a1 and a2
represent autonomous investment while I1 and I2 represent induced
investment.
Figure 13.3: Autonomous and Induced Investment

Y

Investment

I1
I2
Induced investment

Automonous investment

a2
X
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CHECK YOUR PROGRESS
Q12:

State whether True or False

i) Induced investment is undertaken by the
government authority.
ii)

Autonomous investment is motivated by profit motive.

Q13: Differentiate between induced investment and automonous
investment.
................................................................................................
................................................................................................
................................................................................................
Q14: What is meant by induced investment?
................................................................................................
................................................................................................
................................................................................................

12.7 FACTORS AFFECTING THE INVESTMENT
FUNCTION
As we have already mentioned, induced investment (or, private
investment) are basiclly driven by the profit motive. As private entrepreuners
are basically driven by the profit motive, hence their inducement to invest in
capital goods are basically driven by two basic objectives, either to replace
the depreciated machineries or to expand the existing plant capacity. Private
investment depends upon marginal efficiency of capital and the rate of
interest. The marginal efficiency of capital (MEC), in turn, depends upon
future expectations which may be very fluctuating. As such, private
investment becomes very much undependable and very low.
Thus, marginal efficiency of capital along with the rate of interest
determines the amount of new investment. As has been discussed in the
earlier units, in the Keynesian equaltion Y = C + I, given the propensity to
consume and hence consumption being stable in the short-run, volume of
investment determines the volume of empoyment. Investment thus an
essential requirement for attaining full employment in a capitalist economy.
15

In fact, not only net investment, but an increasing rate of net investment is
necessary to maintain full employment for a longer period of time.

12.7.1 Marginal Efficiency of Capital
Keynes defined marginal efficiency of capital as the highest
rate of return expected from an additional unit of a capital asset
over its cost. Thus, marginal efficiency of a particular type of capital
asset is the highest rate of return over cost expected from an
additional or marginal unit of that type of asset. In general, however
it may be regarded as the highest rate of return over cost expected
from producing an additional unit of the most profitable of all
categories of the capital assets. Thus, the prospective yield (y) is
the aggregate net return from an asset during its life-time, while
supply price (p) is the cost of producing that asset. We can express
MEC mathematically as:
i

y
p

where i= marginal efficiency of capital, y= perspective yields of a
capital asset per unit of time and p = supply price of the asset.
For example, if the annual yield over a series of years is Rs
2000 and the supply price of the capital asset are 20,000, then;
i

y
p

2000
u 100 10 %
20000

An increase in the supply price (p) of the capital assets given
the expected annual yield will reduce the marginal efficiency of capital
(i). Similarly, a decrease in the supply price of the capital asset given
the annual expected yield will raise the marginal efficiency of capital.
Thus, i is directly related to the rise in y and inversely to the supply
price of the capital assets (p).
In a more generalized sense, Keynes has defined marginal
efficiency of capital as “the rate of discount which would make the
present value of the series of annuities given by the returns expected
from the capital asset during its life just equal the supply price”.
16

Symbolically it can be expressed as:
Sp

R1
R2

1 i 1 i

2



R3
1 i

3

 .......... ..... 

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
annuities given by the returns expected from the capital asset in the
years 1,2…..upto n and i is marginal efficiency of capital.
The marginal efficiency of capital of a particular type of capital
asset is the highest rate of return over cost expected from an
additional, or marginal unit of that type of capital asset.

12.7.2 Rate of Interest
The first element affecting inducement to invest is in fact is
the rate of interest. The Keynesian theory dealing with determination
of rate of interest is known as the Liquidiy Preference Theory.
According to Keynes, demand for money (liquidity preference) arises
out of three basic motives, viz., transaction motive, precautionary
motive and asset and speculative motive. Transaction motive relates
to the need of the people to hold money for purchasing goods and
services to fulfill the daily necessities of life. Apart from fulfilling the
transaction purposes, people also have to hold money to take proper
precautions against unforeseen future contingencies like sickness,
unemployment, accidents, old age etc. Holding of money for such
precautions is called the precautionary motive. According to Keynes,
people also keep cash in hand to take advantage of the rise and fall
of prices of bonds and securities. Keynes called this as speculative
demand for money. This speculative for money arises, as Keynes
argued, on account of the uncertainty regading the future rate rate
of interest.
All the three motives of holding money, i.e., transaction
motive, precautionary motive and speculative motive when added
gives us the total demand for money. The liquidity preference (i.e.,
17

demand for money) for transaction motive and precautionary motive
is more or less stable and is interest-inelastic. They basically depend
on the level of income. On the other hand, holding of money under
the speculative motive is very much sensitive to the changes in the
market rate of interest. If the rate of interest in investment
instruments, e.g., bond is higher, say 10%, people would choose to
hold less amount of money in hand or more to invest in bond. On
the contrary, if the rate of interest on bond is lower, say 2%, people
would be reluctant to invest more in bonds; they would choose to
hold money in cash.
Let us suppose, we represent the demand for money for
transaction and precautionary motives by M1 and the demand for
speculative motive by M2, then we can write:
M = M1 + M2,
where M stands for total demand for money.
As we have already stated, the demand for money for transaction
and precautionary motives are interest-inelastic and the demand
for speculative motive as interest elastic, we can write:
M = M1(Y) + M2(r)
where M1(Y) indicates that M1 is a function of income (Y)
and M2(r) indicates that M2 is a funciton of the rate of interest (r).
According to Keynes, the equilibrium rate of interest is
determined at the point where the demand for money equals the
supply of money.

12.7.3 Relationship between Rate of Interest and Marginal

Efficiency of Capital
As we have already mentioned, MEC and the rate of interest
are the two important factors that affect the volume of investment.
We know that the rate of interest is the price paid for loanable funds
and is dtermined, like any other price, by the demand for and supply
of loanable funds. A potential investor will go on comparing the MEC

18

on new investment against the rate of interest. As long as MEC is
more than the rate of interest, investment will continue to be made,
till MEC and the rate of interest are equalled. Once MEC becomes
equated to the rate of interest, equilibrium investment in determined.
The relationship of MEC and the rate of interest in the
determination of inducement to invest has been shown with the help
of Table 13.1
Table 13.2: Relationship of MEC and the Rate of Interest in
determination of Investment
Supply
Annual
MEC
Rate of
Effect on
price

return

interest

investment

Rs. 25,000/-

Rs. 1,000/- 4%

4%

Neutral

Rs. 20,000/-

Rs. 1,000/- 5%

4%

Favourable

Rs. 25,000/-

Rs. 1,000/- 3%

4%

Adverse

In above table 5.1 it has been assumed that the new capital asset
gives a constant return of Rs. 1,000/- annually. Now it can be seen
that when the rate of MEC (4%) is eaual to the rate of interest, the
effect on investment is neutral. When the rate of interest (5%) is higher
than the rate of interest (4%), there is a favourable affect on investment.
On the contrary, when the rate of MEC (3%) is less than the rate of
interest (4%), the affect on investment is unfavourable.

CHECK YOUR PROGRESS
Q 15: Choose the correct alternative from below:
Marginal Efficiency of capital can be defined as the
ratio of:
(a) Supply price of the capital asset and its prospective yield
(b) Prospective yield and the supply price

(c) Others

Q 16: Mention the three important criteria a business firm considers
in making investment. (Answer in about 40 words).
................................................................................................
................................................................................................
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12.8 FACTORS AFFECTING MARGINAL EFFICIENCY
OF CAPITAL
There are a number of short-run and long-run factors which affect
the marginal efficiency of capital. The shor-run factors include :
Q

Existing stock of capital: If the existing stock of capital is large, it
would limit the scope for new investment. Similarly, inducement to
investment would be low if there exists excess or idle capacity in the
existing stock of capital.

Q

Change in income: Sudden changes in income caused by windfal
profits or losses, tax concessions or levies also influence the marginal
efficiency of capital and hence investment. A rise in income will stimulate
the MEC while a fall in it will affect it adversely.

Q

Elements of Uncertainty: According to Keynes, MEC is more volatile
than the rate of interest. This is because, prospective yield of capital is
dependent upon business expectations. These business expectations
are very much sensitive to certain factors like macro economic
environment, growth rate of the economy etc. As a result, it is difficult to
calculate the expected annual returns on the life of a capital asset.
Further, because of uncertainty, investment projects usually have a short
pay-off period.

Q

Consumer Demand: Levels of present and future consumer demand
also affect the level of investment in the economy. For example, the
current demand for consumer durables is increasing more rapidly. This
will attract more investment to that sector.
The long-run factors include:

Q

Invention and innovations: In economies where invention and
innovations are sound, investment tend to be higher. This is because,
invention and innovation help to bring new products to the market, and
as such, the earing of profit also remains higher. This in fact is the key
factor behind huge investment in advanced economies where we find
large number of inventions and also find higher investment of resources
in research and development.
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Q

Population growth rate: If population growth rate in the economy is
higher, it could mean a larger market and hence level of investment is
also likely to be higher. On the contrary, a declining populaiton results in
a shrinking market for goods, thereby lowers the inducement to invest.

Q

Development of new territories: The growth and development of new
territories lead to heavy investment activities of all types. There will be
need to provide for additional transport facilities, residential and
commercial buildings. The development of new areas and townships
in India, for example Noida and Okhla (U.P.) has necessitated huge
development expenditure and investment.

Apart from the above short-run and long-run factors, the other general factors
that affect MEC are:
Q

State policy: The economic policies adopted by the Government always
affects the investment climate in an economy. Government policies like
taxation policies, environmental policies etc. have much influence on
inducement to invest in the economy. In general, if the government
imposes high progressive rate of taxes on corporates, inducement to
invest will be low and vice-versa. Investment will be lowered if the
government adopts the policy of nationalisation of industries. On the
other hand, if the government adopts measures like setting up of
infrastructural facilties, e.g., roads and transport, power and other such
facilties, inducement to invest will be higher.

Q

Political climate: The existing political climate in the economy also
affects the level of investment. Investment will be higher in a stable
economy, while inducement to invest will be adversely affected in a
hostile political environment. Investment would be low if there exists
excess or idle capacity in the existing stock of capital.
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CHECK YOUR PROGRESS
Q 17: How does consumer demand affect MEC?

................................................................................................
................................................................................................
Q18: How does population growth affect MEC?
................................................................................................
...............................................................................................

12.9

LET US SUM UP

z The Keynesian consumption function is based on the fundamental
psychological law of consumption. According to this law, human beings,
in general and on an average are disposed to increase consumption
when their income increases but not as much as the increase in their
income.

z The above implies that the Keynesian consumption function is nonproportional. According to Keynes, consumption relates to current
disposable income alone. This functional relationship can be expressed
in the following equation form : C = Ca + bYd , 0<b<1; where C a :
autonomous consumption, b = Marginal Propensity to Consume and
Yd : Disposable Income

z Keynesian consumption function is not only non-proportional but also linear.
Linearity implies that when the consumption function is depicted in a two
dimensional diagram, with income measured along the X-axis and
consumption measured along the Y-axis, it gives rise to a straight line.

z While developing the consumption function Keynes assumed that
consumer behaviour, which is shaped by customs and traditions, do
not change in the short run, that normal circumstances prevail in the
economy, and that the economy is a developed free market economy.

z The Keynesian consumption function repudiates Say.s Law, highlights
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the importance of investment, hints at secular stagnation in a wealthy
economy, provides an explanation to the turning points of the business
cycle, and finally, justifies the intervention of the State in the affairs of
the economy.

z However, Keynes has been criticized on account of his unrealistic
assumptions as well as for a lack of statistical justification for the nonproportionality of consumption function.

z The average propensity to consume (APC) and the marginal propensity
to consume (MPC) are the two technical attributes of consumption
function. The APC is defined as the ratio of consumption expenditure to
income (C/Yd), while the MPC is defined as the ratio of change in the
consumption expenditure to the change in income (“C/ “Yd).

z The non-proportionality of consumption function implies that the APC
changes with changes in income and linearity implies that the MPC
remains constant.

z The autonomous consumption refers to the consumption at zero
disposable income, or the consumption which is independent of the
disposable income. Thus the autonomous consumption also represents
the consumption which is influenced by the non-income factors or
determinants. Keynesian analysis categorizes the non-income
determinants of consumption into two broad groups: subjective and
objective.

z The subjective factors belong to the realm of human psychology. They
reflect the psychological preferences of the consumers. The objective
factors include non-income variables affecting households’ ability to
consume. The major objective factors that influence consumption
function are : income distribution, general price level, rate of interest,
availability of credit, holding of liquid assets, and stock of assets.
Q

Investment refers to real investment which adds to the existing stock
of capital in the economy.

Q

For an increase in the real capital stock in the economy, gross investment
must exceed the cost of depreciation and obsolescence.

Q

Investment may be autonomous or induced. Autonomous investment
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is not induced by profit motive, but induced investment depends on
profit.
Q

MEC is the rate of discount which will make the present value of the
capital assets over the years equal to its supply price.

Q

Rate of interest affect inducement to invest.

Q

All the three motives of holding money, i.e., transaction motive,
precautionary motive and speculative motive when added gives us the
total demand for money.

Q

There are a number of short-run and long-run factors which affect the
marginal efficiency of capital.

12.10
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ANSWERS TO CHECK YOUR
PROGRESS

Ans to Q No 1: According to the fundamental psychological law of
consumption, human beings, in general and on an average are
disposed to increase their consumption when their income increases
but not as much as the increase in their income.
Ans to Q No 2: Linear and non-proportional.
Ans to Q No 3: C = Ca + bYd
Ans to Q No 4: a) The traditions, customs, and mores that determine the
consumption behavior of a community remain unchanged. Keynes
believed that behavioural changes can not occur in the short run.
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b) It is also assumed that normal circumstances prevail in the economy.
Abnormalities like war, famines, hyper inflation etc. are ruled out.
c) The economy concerned is a developed free market economy.
Ans to Q No 5: The two technical concepts of consumption function are
Average Propensity to Consume and Marginal Propensity to
Consume.
Ans to Q No 6: The slope of the consumption line represents the MPC.
Ans to Q No 7: APC changes with changes in income.
Ans to Q No 8: APC = 0.8, and MPC = 0.8.
Ans to Q No 9: The autonomous consumption represents the consumption
which is influenced by the non-income determinants.
Ans to Q No 10: The non-income determinants of the Keynesian function
has been divided into subjective and objective factors.
Ans to Q No 11: The aggregate consumption expenditure is likely to go up
as income holders will expect a rising income due to growth
Ans to Q No 12:

(a) False

(b) False

Ans to Q No 13:

Autonomous investment is independent of change

of income, but induced investment depends on level of income.
Ans to Q No 14:The investment expenditure which is related in some way
with the current income, output and sales is termed as induced
investment. If there is a change in income and output, it will result in
change in induced investment. Since the incentive for such an
investment is the direct consequences of the change in current
income, output or demand.
Ans to Q No 15:

(b)

Ans to Q No 16: The three criteria that a business firm takes into
consideration in making an investment decision are:
Q

the cost of the capital asset,

Q

the expected rate of return from it during the life time, and/or

Q

the market rate of interest.

Ans to Q No 17: Levels of present and future consumer demand affect the
level of investment in the economy. For example, if the current demand
for consumer durables is increasing more rapidly, it will attract more
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investment to that sector.
Ans to Q No 18: If population growth rate in the economy is higher, it could
mean a larger market and hence level of investment is also likely to
be higher. On the contrary, a declining populaiton results in a shrinking
market for goods, thereby lowers the inducement to invest..

12.12 MODEL QUESTIONS
Q1:

Mention any five important implications of the Keynesian
Consumption Function.

Q2:

What are the major criticisms of the theory of Keynesian
Consumption Function?

Q3:

Write a short note on marginal efficiency of capital.

Q4:

Write a short note on autonomous investment and induced
investment. Differentiate between the two.

Q5:

What is menat by autonomous investment and induced investment?
Differentiate betwee the two.

Q6:

What is Keynesian Consumption function? What are the implications
of this consumption function?

Q7:

Elaborate the concepts of the average propensity to consume and
marginal propensity to consume.

Q8:

Discuss the non-income determinants of the Keynesian
consumption Function.

Q9:

What do you mean by marginal efficiency of capital? How does
marginal efficiency relate to the rate of interest?

Q10: Discuss the factors affecing the marginal efficiency of capital.

*** **** ***
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13.1 LEARNING OBJECTIVES
After going through this unit, you will be able to:

z describe the concept of business cycles and discuss the different
phases of business cycles with their significance

z explain different features, causes and effects of business cycles
z discuss the theories of Business Cycle

z put forward anti-cyclical measures.

13.2 INTRODUCTION
Economists have pointed out that a capitalist economy passes
through certain phases. This means that even when a capitalist economy
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(for example economy of USA or the UK economy) experiences growth
(growth in output, income and employment) over a longer period of
time, there are some ups and downs in the economic activity of these
economies. Interestingly, these ups and downs are recurring in nature;
more or less they occur at regular intervals; though the time period of
their occurrence is not fixed.
Economists have termed such ups and downs as business
cycles. Keynes used the term trade cycles instead of business cycles.
The ups and downs have been divided into certain phases. This unit
discusses meaning, definition, features and the various phases of this
phenomenon. At the end of this unit, you will be able to forward some
of the important anti-cyclical measures as well.

13.3 BUSINESS CYCLE
Business cycle is one of the complex phenomena that a capitalist
economy faces. Economists have tried to explain this phenomenon from
different perspectives. They seem to be divided equally while discussing
the basic concepts like causes and phases as well. We shall however
try to put forward the most common observations on the topic.

13.3.1 Meaning and Definition
Broadly speaking, business cycles are a kind of
fluctuations which occur in business activities in an economy
with a certain degree of regularity and which follows the different
phases in certain sequence. Different economists have tried to
define the term business cycles differently. In the following, we
discuss some of the important definitions.
The definition put forward by Wesley C Mitchell and Arthur
F Burns is considered to be the most comprehensive. According
to them,
[Business cycles are a type of fluctuation found in the
aggregate economic activity of nations that organize their work
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mainly in business enterprises : a cycle consists of expansions
occurring
at about the same time in many economic activities followed by
similarly general recessions, contractions and revivals which merge
into the expansion phase of the next cycle; this sequence of
change is recurrent but not periodic in duration; business cycles
vary from more than one year to ten or twelve years; they are not
divisible into shorter cycles with amplitudes approximating their
own.]

This definition highlights the following points:

¾ Business cycles emerge in organised capitalist economies.
¾ Cyclical fluctuations are important features of such economies
led by private entrepreneurs.

¾ Business cycles refer to the fluctuations in aggregate
economic activity.

¾ The phases of expansion, recession, contraction and revival
occur and re-occur in a definite sequence.

¾ The cyclical fluctuations are recurrent but not periodic. This
means that they re-occur. But their re-occurrence does not
follow a definite time-frame.
Keynes has defined business cycles (he used the term
trade cycles) as “A trade cycle is composed of periods of good
trade characterised by rising prices and low unemployment
percentages altering with periods of bad trade characterised by
falling prices and high unemployment percentage.”
Haberler defines the term in these simple words: “The
business cycle in the general sense may be defined as an
alteration of periods of prosperity and depression of good and
bad trade.”

13.3.2 Features of Business Cycles
Business cycles are very complex phenomena to explain.
However, some of the common features may be explained. Some
of the features of business cycles are as follows:
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¾ Affect the Whole Economy: Business cycles affect the whole
economy. Business cycles often emerge in regular intervals
and it affects all the sectors of an economy. Temporary and
partial fluctuations are not considered as trade cycles or
business cycles.

¾ Different sectors are affected with different intensities:
Even when all the sectors of the economy are affected by
business cycles, during the phases of depression and prosperity,
but all sectors of the economy do not feel the same pressures.
For example, capital goods producing industries suffer more.

¾ Irregular Time Duration: A business cycle may complete its
phases in a period of 5 to 10 years. Sometimes, this period may
extend to more than 10 years while it may also last less than 5
years.

¾ International by Character: In today’s age of Globalisation,
countries of the world are closely connected with each other
through international trade. As a result, prosperity or
depressionary shocks in one part of the world affects all the
countries. As a result, if depression emerges in a big economy,
its repercussions are felt in many other countries of the world.

¾ Recovery is comparatively slower than recession: The
trough of depression phases, (we shall discuss these phases
in detail in the next sub-section) contains the vital seeds for
recovery while the boom of expansion contains the germs of
recession. But international experiences suggest that usually
recovery is slower than recession.

¾ Complex in Nature: Business cycles are very complex
phenomena to explain. Their emergence are results of myriad
factors. This is the reason, why all trade cycles do not have
uniform characteristic and causes. Due to this reason it is difficult
to make accurate prediction of trade cycles before their
occurrence.
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¾ An Overall Growth Trend across different Business Cycles:
Even when the economy suffers from business cycles from time
to time, as the market economy grows over a long period of
time, there seems to be overall growth trend. This means that
the peak level of every next trade cycle occurs at a higher level
of national income than the previous trade cycle. We have
explained this phenomenon graphically in the next sub-section
of this Unit.

¾ Business Cycles affect beyond the Economy: The affects of
business cycles are not limited to economic activities only. In
fact, they cause serious social consequences as well. It affects

behaviour of people, and also results in increase in social crimes
etc.

14.3.3 Different Phases
Business cycles consist of four phases viz., expansion
(also called boom, upswing or prosperity); peak (also called
turning point); contraction (also called downswing, recession or
depression) and trough (also called lower turning point). We
shall now consider the following figures depicting different phases
of business cycles as has been shown in Figure 14.1. Then, we
shall briefly discuss the significance of each of the phases.
Figure 14.1: Four Phases of Business Cycles without Growth Trend
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Figure 14.1 depicts the different phases of business
cycles. From the figure it can be seen that the initial phase of
the economy is at point a. This is termed as trough or depression.
The economic activities (output, employment) are lowest at this
level. With revival in the economy, the economy moves from a
toward b. This is called expansion phase of business cycles.
The economic activities prosper most during this phase. It reaches
the peak level at point b. Level of output, employment and income
all remain high at this stage. But the economic activities do not
remain at such peak levels (we shall discuss its causes later
while elaborating each of the phases) for all the time. The
economy has to come down after some time. Thus, the economy
activities gradually slow down and it moves from b to c. This
phase (movement from b to c; i.e, until it reaches c) is called
contraction. When the economy reaches its lowest level at c, it
faces the stage of trough (or, depression) once again. This is
just the repeat of the stage a. After the economy reaches the
stage of depression, it gradually tends to recover and the business
activities start to expand. Thus, the previous movement from a
to b is repeated when the economy moves from c toward d.
When it reaches the peak of the expansion phase at d, the
economy grows to the highest level. After some time, it gradually
starts to come down; which is simply the repeat of the previous
stage from d to e. As it reaches point e, the depression phase
of the economy is repeated once again.
Further, you will notice from the Figure 14.1 that as the
economy passes though these phases, the overall economic
activities have remained stagnant. This means that the level of
output, employment and income has remained the same at each
corresponding phases of the cycles. This can be found out from
the fact that when the economy passes through the trough
(depression) stages at different times viz., a, c and e, the level
of economic activities has remained the same. This is obvious
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from the fact that all these points are tangent to the line tt
parallel to the x-axis. This can be found out by drawing a parallel
to the x-axis line through the mid-points of expansion and
contraction phases of the business cycles as well. The dotted
line in the figure thus, represents a dynamic stability i.e., no
growth trend over the years. No growth in output, employment
and national income has been thus experienced over the period.
Contrary to this, economists like J R Hicks has pointed
out even when the economy passes through these phases
repeatedly, but they actually experience cyclical fluctuations rather
than dynamic stability. This means, the level of economic activities
do not remain the same over the years; thus, overall it grows.
In such cases, when we depict a dotted through the mid-points
of expansion and contraction phases, it will show positive growth
in the economic activities. This has been shown with the help of
Figure 14.2.
Figure 14.2: Four Phases of Business Cycles with Growth Trend
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From the above figure 14.2 it is obvious that the economy
passes through the same phases as it does in case of previous
Figure 14.1. The only difference however in this case is that the
dotted line drawn through the mid-points of expansion and
contraction phases shows a positive growth trend. This means
over the years, there is expansion in output, employment and
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income even when it passes through the same phases. Such
movements of the business cycles thus depict cyclical
fluctuations rather than dynamic stability.

LET US KNOW
It is to be noted that an economy may not follow
each of the phases of business cycles in proper
sequence as suggested by the curve of business
cycles. Examples are available which show deviations from
theoretical understanding of it. In 1929, the economy of England
passed through Great Depression. Prior to the Great Depression,
the depression phase of the England economy seemed to have
stabled; thus, it should have actually moved towards expansion.
But to the contrary, it moved towards the Great Depression.
Again, the USA economy in 1937 once again moved towards
recession (contraction phase) after it had recovered from the
same phase.
Again, the time period of each of the phases is also not
fixed. Sometimes, an economy may recover quickly, while at
another instance it may require longer time to recover.

13.3.4 Significance of the Phases
Let us now discuss the significance of each of these
phases in brief.
Expansion and Peak: During the phase of expansion,
the economic activities start to expand. The level of output, income
and employment rises. It gains the highest level of prosperity
when it reaches the peak point of the business cycles. Economy
reaches the highest level of national income. It means that there
is no difference between the potential level of national income of
the economy and the actual level. The demand for output (goods
and services including durable consumer goods) reaches the
highest level; it reaches the level of full employment as well.
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However, the economy does not sustain at this level for good.
It takes the turning point toward decline in economic activities.
Economists differ regarding the possible causes for such down
turn. Keynes has made falling MEC (decline in expected rate of
profit) responsible for this. Monetary economists point out that
contraction in bank credit may be responsible for this.
Contraction: As stated above, the economic activities
tend to decline. Thus, the level of employment, output and income
declines. There exists large scale involuntary unemployment
in the economy. The rate of interest also falls. As a result, people
choose to hold cash in hand rather than keeping deposits in the
bank. Industries accumulate a large volume of excess capacities
as the level of production declines.
Trough or Depression: As the economy reaches the
lowest level of economic activities, the economy reaches the
phase of trough. The whole economy tends to break down during
this phase. If sustained for a long time, it may lead to depression.
The Great Depression of 1929-33 may be cited as an example
which causes immense human suffering.
The depression phase of the economy will not however
lead to prosperity automatically. If left at its own, the depression
phase may sustain for an inordinately long period. The
government must come to its rescue; it will have to undertake
policies for the revival of the economy like stabilization policy,
monetary measures like expansion of credit facility etc. such
that the entrepreneurial spirit can be revived and promoted.

CHECK YOUR PROGRESS
Q 1: Match the following sets (A) with (B). Write
the correct options in the alongside boxes.
Set (A)

Set (B)

(i) Expansion

(a) Turning point

(ii) Peak

(b) Boom
35

(iii) Contraction

(c) Lower turning point

(iv) Trough

(d) Recession

Q 2: Do you agree that the economy will automatically recover
from the depression phase of business cycles? Give your
arguments.
..........................................................................................................
..........................................................................................................
..........................................................................................................
..........................................................................................................

13.4 CAUSES OF BUSINESS CYCLES
We have already mentioned that business cycles are complex
phenomena. It is very difficult to list out the causes to its emergence.
Even then, economists and others operating in the market have tried to
list a few causes to its emergence. Some have tried to categorise them
as monetary and non-,monetary factors while others have tried to attribute
them to psychological factors. Samuelson has pointed out two sets of
factors responsible for the emergence of business cycles: external and
internal. Let us dicuss these factors in brief.
External factors: External causes of business cycles emerge
outside the economy and may range from sunspots, enviornmental
disturbances, wars, revolutions, political events, gold discoveries, growth
rate of population, migration, industrial discoveries and innovations etc.
For example, political instability in a big influential economy may adversely
affect the economic environment of that country along with the other
economies who are closely linked with that economy in terms of
international trade etc. An innovation like the railroads, telecommunication
brought unprecendented business opportunites to the economies.
Economic activities like investment, consumption saw mainfold increase
with such innovations. Similarly, situations like wars, famine, major
earthquakes etc. in one part of the world adversely affect the economic
activities in the rest of the world often causing chain reactions in the
global economy.
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Internal factors: The internal causes of business cycles emerge
from within the economy. Haberler has broadly classified them as
monetary and non-monetary factors. The monetary factors include bank
credit, over-saving or under-consumption and over-investment.
Monetary economists like Hawtrey, Friedman and others have
pointed out that cyclical fluctuations are caused by expansion and
contraction of bank credit. Expansion of bank credit leads to higher
demand of goods and services while contraction limits the demand.
Thus, they argue that increase in money supply (expansion in bank
credit) brings prosperity and a decrease leads to depression.
Economists like Hobson, Foster and Douglas argue that oversaving or under-consumption leads to depressionary phase of an
economy. They argue that the rich section of the people do not spend
their entire income on consumption. As a result, they tend to save and
invest more. This leads to over-production of consumer goods. The
poor section of the economy on the other hand, though have higher
propensity to consume, lack sufficient income in their hand to purchase
the consumer goods. Thus, there is a supply and demand gap in the
economy. While supply is more, demand tends to be less. As a result,
stocks of consumer goods pile up. This further leads to fall in prices of
consumer goods and the income of the producers. The final
consequence is that depression sets in the economy.
Economists like Hayek, Cassel and Robertson makes similar
arguments. However, they have pointed out that rather than underconsumption, it is over-investment that leads an economy towards
depression. According to them, due to availability of bank credits, overinvestment is experienced in capital-goods industries compared to the
consumer-goods industries. As a result, money supply exceeds the
amount of voluntary savings. While increased money supply leads to a
boom phase in the economy, due to lack of voluntary savings, banks
remain unable to supply sufficient credits for a longer period of time. In
this way, over-investment leads to a depression in the economy.
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The important non-monetary factors that cause business cycles
include: macro economic environment, competition, psychological causes,
innovations etc.
When the local and global macro economic environments are stable
and pass through a boom phase, there is a general positive sentiment across
the world economy. As a result, businesses in most of the countries
experience a high demand and go into a high growth cycle. On the contrary,
when global economy passes through an economic slowdown with cyclical
unemployment, the general business environment also experiences a
recessionary phase. This also adversely affects the local economy of the
country. On the other hand, if the local economy (particularly, the major
economies of the world) experiences serious economic downturns, they
are bound to adversely affect the local businesses, even if the rest of the
global economy is going through a growth cycle.
Chapman points out that competition may also lead to overproduction, which ultimately leads to a depressionary situation. Pigou pointed
out that psychological factors like ‘over optimism’ and ‘over pessimism’
lead to depression. According to him, over optimism of the business class
leads to over-production in the economy, while over-pessimism leads to
under-production. Pigou points out that these psychological factors of the
business class act like alternating waves, and as a result of these reversals,
business cylces occur in an economy.
Schumpeter points out that innovations in an economy are the
sources of business fluctuations. He puts it succinctly: ‘the cause of
depression is prosperity’. He argues that innovations in one field leads to
innovations in other fields. Soon, over-production results in the economy
which further leads to depression.

13.5 THEORIES OF BUSINESS CYCLES
13.5.1 Multiplier-Accelerator Interaction: Samuelson’s Theory of

Business Cycles
In the previous unit, we have pointed out a few factors for the
emergence of business cycles. J. M. Keynes also made significant
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contributions to the understanding of business cycles. He maintained
that business cycles are the results of ups and downs in investment
demand. In Chapter 22 entitled ‘Notes on the Trade Cycles’ of his
famous book “The General Theory of Employment, Interest and
Money”, Keynes argued that the problem of business cycle (Keynes
used the term Trade cycle) in the economy was caused ‘by a cyclical
change in the marginal efficiency of capital, though complicated and
often aggravated by associated changes in other significant shortperiod variables of the economic system.’ Thus, according to
Keynes, the prime factors of cyclical fluctuations in the economy
stems from investment changes generated by the cyclical changes
in the marginal efficiency of capital.
In his theory of business cycles, Keynes, with the help of
the multiplier theory has shown the effect of increase and decrease
in investment on output and employment get magnified when
multiplier is working during either the upswing or downswing of a
business cycle. However, he did not explain the cyclical and
cumulative nature of the fluctuations in economic activity. This is
because he did not lay any emphasis on utilising the accelerator in
the explanation of business cycles.
Later economists tried to utilise both the multiplier and the
interaction principles to explain economic phenomena including
business cycles. Samuelson was among the pioneers. He showed
that the interaction between the multiplier and accelerator caused
cyclical fluctuations in economic activities.
The basic tenet of the Samuelson’s model is that multiplier
alone cannot adequately explain the cyclical and cumulative nature
of the economic fluctuations. An autonomous increase in the level
of investment raises income by a magnified amount depending upon
the value of the multiplier. This increased income further acts as an
inducement to increase investment through the acceleration effect.
Thus, the increase in income raises aggregate demand for goods
and services. To fulfil the increased demand of more goods, the
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economy would require more capital goods for which extra
investment is needed. In this way, the relationship between
investment and income is one of mutual interaction; investment
affects income which in turn affects investment demand and in this
process income and employment fluctuate in a cyclical manner.
Samuelson’s model rests on the following assumptions:

z Consumption spending in the current period is related to the change
in income in the preceding period.

z Investment in the current period is related to the change in income
with a lag of one period.

z There is also an additional factor in the form of exogenous
(government) spending, which is constant.

z The model does not consider the determinants of this exogenous
spending nor the effects of it’s changes on the level of income.
Working of the Model: To explain the working of the
Samuelson’s model, let us first consider the following Figure 14.1
which explains with how income and output will increase by even
larger amount when accelerator is combined with the Keynesian
multiplier.
Figure 14.1: Combining Accelerator with Keynesian Multiplier

In Figure 14.1, “Ia = Increase in Autonomous Investment, “Y =
Increase in Income, 1/ 1 –MPC = Size of Multiplier where MPC =
Marginal Propensity to Consume, “ld = Increase in Induced
Investment, v = Size of accelerator.
The model of interaction between multiplier and accelerator
can be mathematically represented as under:
Yt = Ct + It
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…(i)

Ct= Ca + c (Yt – 1)

…(ii)

It = Ia + v (Y t – 1 – Y t – 2)

….(iii)

Here Y t, C t and It stand for income, consumption and
investment respectively for a period t, Ca stands for autonomous
consumption, l a for autonomous investment, c for marginal
pro-pensity to consume and v for the capital-output ratio or
accelerator.From the above three equations and from the
assumptions of the model we have already discussed, it can be
seen that consumption in a period t is a function of income of the
previous period Yt-1. Similarly, induced investment in period t is a
function of the change in income in the previous period. This further
implies that there is two periods gap for changes in income to
determine induced investment (consider the second assumption of
the model).
Now, in the equation (iii) above, induced investment equals
v(Y t – 1 – Y t – 2) or v (“Yt – 1).
Substituting equations (ii) and (iii) in equation (i) we get the
following income equation (iv).
Yt = Ca + c (Yt – 1) + Ia + v (Y t – 1 – Y t – 2) …(iv)
Equation (iv) explains how changes in income are dependent
on the values of marginal propensity to consume (c) and capitaloutput ratio v (i.e., accelerator).
With the help of different combinations of the values of
marginal propensity to consume (c) and capital-output ratio (v),
Samuelson explained different paths which the economy will follow.
The various combinations of the values of marginal propensity to
consume and capital-output ratio (which respectively determine the
magnitudes of multiplier and accelerator) have been shown with
the help of Figure 14.2.
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Figure 14.2: Combination of Multiplier and Accelerator

The above figure 14.2 though seem simple, is yet actually a
combination of five distinct patters, marked by A to E. These paths
or patterns of movements which the economic activity (as measured
by gross national product or income) can have depending upon
various combinations of the values of marginal propensity to
consume (c) and capital-output ratio (v) have been explained with
the help of Figure 14.3.
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Figure 14.3 (panel a to e): Interaction between multiplier and
accelerator (Different patterns of income (output) movements
for various values of c and v.

Explanation of different panels of Figures 14.2 and 14.3: When
the combinations of the value of marginal propensity to consume
(c) and capital-output ratio (v) lie within the region marked A (in Figure
14.2), with a change in autonomous investment, the gross national
product or income moves upward or downward at a decreasing
rate and finally reaches a new equilibrium as is shown in panel (a)
of Figure 14.3.
Now, if the values of c and v are such that they lie in region B
(in Figure 14.2), the change in autonomous investment or
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autonomous consumption will generate fluctuations in income which
follow the pattern of a series of damped cycles whose amplitudes
go on declining until the cycles disappear as is shown in panel (b)
of Figure 14.3.
Similarly, region C in Figure 14.2 represents the
combinations of c and v which are relatively high as compared to
the region B and determine such values of multiplier and accelerator
that bring about explosive cycles, that is, the fluctuations of income
with successively greater explosive growth. This situation has been
shown in panel (c) of Figure 14.3. In the figure it has been seen that
the system tends to explode and diverges greatly from the equilibrium
level.
The region D in Figure 14.2 provides the combinations of c
and v which cause income to move upward or downward at an
increasing rate which has somehow to be restrained if the cyclical
movements are to occur. This has been explained in subsequent
panel (d) of Figure 14.3. Like the values of multiplier and accelerator
of region C, their values in region D cause the system to explode
and diverge from the equilibrium state by an increasing amount.
In a special case when values of c and v (and therefore the
magnitudes of multiplier and accelerator) lie in region E in Figure
14.2 , they produce fluctuations in income of constant amplitude as
is shown in panel (e) of Figure 14.3.
Thus, we have seen the interaction of multiplier and
accelerator in case of various values of marginal propensity to
consume (c) and capital-output ratio (v). On the basis of the
interaction of the multiplier and accelerator the two categories of
business cycle theories have been put forward.
One category of these business cycle theories assumes
the values of multiplier and accelerator which generate explosive
cycles. For example, Hicks’ theory of business cycles falls in this
category. On the other hand, Hansen has propounded a business
cycle theory based on the interaction of multiplier with a weak
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accelerator which produces only damped oscillations. In the next
section, we shall discuss Hicks’ theory of business cycles.

CHECK YOUR PROGRESS
Q3: State whether the follwing statements are True
(T) or False (F).
(a) Keynes utilised the multiplier-accelerator interaction
technique to explain trade cycles. (T/F).
(b) Samuelson assumed consumption to be a factor of income
of the preceding period (T/F)
Q 4: Mention the assumptions of the Samuelson’s theory of business
cycles. (Answer in about 50 words).
-----------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------

13.5.2 Hick’s Theory of Trade cycles
Hicks presented his theory of trade cycles in his book ‘A
Contribution to the Theory of Trade Cycle’ published in the year 1950.
Even after more than 50 years of publication, his theory continues
to remain prominent in the discussion of the theory of trade cycles.
Hicks’ theory of trade cycles is based on three important concepts,
viz., J M Keynes’ multiplier analysis, J M Clark’s acceleration analysis
and Harrod’s growth analysis.
Assumptions of the Theory: Before discussing Hicks’
theory of business cycles in detail, let us consider the assumptions
on which the theory rests. These assumptions are:

z Hicks has assumed that the economy is in equilibrium initially.
z The economy is progressive in the sense that autonomous
investment increases at a constant rate such that the economy
over the period of time does not remain static at one point. This
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means the economy faces the situation of dynamic equilibrium
(please recall/review the discussion in the previous unit).

z Consumption in the current period is a function of income of the
previous period. Symbolically, it can be represented by Ct = f Yt-1;
where C means consumption, Y means income and t represents
time. This is different from Keynes analysis where he assumed
consumption to be a function of current income.

z Induced investment in the current period is a function of change in
output of the previous period. Symbolically, it can be represented by
It = f(Yt-1 – Yt-2); where I means investment, Y means income and t
represents time.

z Values of multiplier and accelerator remain fixed.
z There exists a limit to upward limit of growth (Hicks used the term
‘ceiling’) of the economy. It cannot grow beyond the full employment
level of output.

z There is no such direct constraint in the downward (i.e., contraction)
movement of the economy. However, there exists indirect
constraints. This is due to the fact that disinvestment can not
exceed depreciation cost (termed as transformation of the
accelerator) acts as the indirect constraint. Again, gross investment
can not fall below zero. Thus, it means that just like as the upward
limit, there also exists a downward limit (Hicks used the term ‘floor’)
to fluctuations.
Distinctive Features of the Theory: Though Hicks’ theory
is based on three earlier concepts, his theory possesses certain
distinctive features. Before explaining the theory, it will therefore be
better to consider these distinctive features in brief.

z Ceiling and floor limits to growth: Hicks propagates that there
exists a ceiling (i.e. upper limit) to growth. Thus, according to him,
interaction between the accelerator and multiplier (termed as
‘leverage effects’) cause the economy to grow at cumulative rates.
Such growth continues till it reaches the level of full employment. In
a dynamic economy however, due to rising ceiling, and hence it
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may take longer time (compared to a static economy) to reach the
ceiling.
The economy starts to take downward swing after it reaches the
ceiling. The downward turn however depends on the availability of
resources viz., population, technology, capital stock etc. The
economy in fact may not be able to reach the ceiling and take
downward turn if the leverage effect (interaction between multiplier
and accelerator) is not strong enough. In fact, the economy may
sustain at ceiling and creep along this level for sometime (we shall
discuss about this while explaining the theory). It is to be remembered
that according to Hicks, while both multiplier and accelerator tend
to push up the economy toward ceiling, but its downturn depends
only on the multiplier (as accelerator remains inoperative most of
the times). This in fact, reduces the rate of decline in growth less as
it could have been if both the multiplier and accelerator were in action.
Again, according to Hicks though there is no direct constraint in the
downward movement of the economy, there exists indirect
constraints as we stated earlier. These constraints are: first, gross
investment can not fall below zero. Secondly, even at this lower
level, some basic investment (or, disinvestment) as takes place for
replacing inventories and equipment. Again, autonomous investment
starts increasing and is higher than the amount of disinvestment.
Thus, increase in net investment causes an upturn of aggregate
income and pushes the economy towards expansion phase.

z Rising trend of cycle: Another distinctive feature of Hicks theory of
business cycles has been the rising trend of the cycles. Hicks has
assumed that even the economy move through a growth path even
when it faces the different phases of trade cycles (please recall/
review the discussion of the previous unit). This assumption is quite
realistic and matches the real working of an economy.
Explanation of the Theory: We shall explain Hicks theory
in terms of the four phases of trade cycles we have discussed
already. The theory can be explained with the help of the figure 14.4.
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Figure 14.4: Hicks’ Theory of Business Cycles
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In figure 14.4, the line AA shows autonomous investment, which is
assumed to be growing at a constant rate ‘g’.

z EE shows the equilibrium path of output which depends upon the
level of autonomous investment (AA). This equilibrium path is affected
by the interaction of multiplier and accelerator.

z LL represents the lower equilibrium path of output.
z FF represents the highest level of full employment (i.e, the ceiling
point). In general, it is above the equilibrium path EE and is assumed
to grow at the same rate at which AA is growing.
The four phases of the trade cycle as have been shown
with the help of the above figure are as follows.

z prosperity: As we have stated earlier, P0 is the initial equilibrium
point. Now, as autonomous investment is increased at the rate ‘g’
and the interaction of the multiplier and accelerator pushes the
economy upward toward the ceiling path CC. CC represents the
path of full employment equilibrium. Thus, the economy reaches
the point of P1. Now as we have discussed already, we are concerned
with a dynamic economy which exhibits dynamic equilibrium. Hence,
endowed with sufficient manpower, technology and other resources
and the lagged relationship of induced investments actually tends
to creep the economy to a higher level even after attainment of the
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level of full employment ceiling at point P1. Thus, the economy creeps
from point P1 to P2. It is important to note that according to Hicks,
full employment ceiling is independent of the path of output. Thus,
employment does not depend on output; rather it depends upon the
factors like population growth, technological factors etc. Again, these
factors have been assumed to grow at the same rate of growth of
autonomous investment.

z Downturn: Now, the economy can not sustain at ceiling for all the
time. It has to make a downturn. As we have discussed already,
according to Hicks, the downward movement of the economy may
start even before reaching the path of full employment equilibrium,
i.e., before touching point P1. It is interesting to note that while the
economy is pushed by the combined forces of multiplier and
accelerator, in its downturn the accelerator remains inoperative. As
a result its rate of fall becomes less as it could have been if both the
forces were to operate (in figure the line P2P3Q represents this path).
However, as the multiplier is alone operative in the downturn of the
economy and due to the indirect constraints we have already
mentioned, the economy actually moves towards the path P2P3Q1
and not along the path P2P3Q.

z Depression: You will notice from the figure that as the economy
make downturn, it passes the initial equilibrium path EE at point P 3.
So, will the economy be stable at this level and be in equilibrium
again? The answer is negative. The reverse multiplier effects
however pull the economy below EE. The lower limit however is
determined by the indirect constraints discussed already. In our case,
the line LL depicts that floor limit. The economy thus, reaches the
floor limit Q1.

z Recovery: After the economy reaches the floor limit at Q1, it will not
immediately move upward; but it creeps along and reaches a slightly
higher floor limit at point Q2. This movement from Q1 to Q2 is basically
due to the existence of excess capacity in the economy. Such
movement from Q1 to Q2 generates some growth in national income.
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Again, as autonomous investment is continuously being increased
at the rate ‘g’ and the interaction of multiplier and accelerator will
once again move the economy upward towards the growth path
Q2Q3.
Critical Evaluation: Hicksian theory of trade cycles
possesses theb following merits.

z Hicks has made distinct departure from earlier theories of trade
cycles with the argument that the economy actually declines at a
slower rate. His analysis that the accelerator remains inoperative
during downturn of the economy is quite significant.

z The creeping movements both in case of ceiling and floor limits are
also quite remarkable. Hicks has shown that the creeping effect at
the ceiling point is caused by multiplier-accelerator interaction and
the lagged response of investment. Again, the creeping effect at the
floor point is caused by absorption of excess capacity. Both these
are very sound arguments.

z Linking economic growth with trade cycles is another important
milestone.
However, in spite of the above merits, Hicks theory has been
criticised on the following grounds:

z The theory has been criticised for being too rigid. The acceleration
principle has been utilized in too rigid form.

z Hicks has assumed fixed values for the multiplier and the accelerator.
This is quite unrealistic.

z Hicks theory though does not neglect the role of autonomous
investment in the economy, but it has been attached a passive role.
The increase in autonomous at a constant rate has also been
criticised.

z Hicks’ argument that the full employment is independent of the path
of output has also been criticised.
Despite the above criticisms Hicks theory of trade cycles is
considered to be a major contribution in the field. Many critics
acknowledge its merit. It is also worth mentioning that even after 50
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years of its existence, the theory till today is considered as an
important theory in the discussion of trade cycles.

CHECK YOUR PROGRESS
Q 5: State whether True (T) or False (F).
a) Hicks has assumed a static economy in his
analysis.

(T/F)

b) Hicks has assumed that the economy is initially in
equilibrium.

(T/F)

Q 6: How according to Hicks does the economy recover after it
faces the situation of depression? (Answer in about 60 words)
................................................................................................
................................................................................................
................................................................................................
................................................................................................
................................................................................................
................................................................................................

13.6 CONTROL OF BUSINESS CYCLES
Different economists put forward different versions of remedial
measures based on their arguments of trade cycles. Economists
however agree that it is not always possible to avoid cyclical fluctuations
in the economy fully. So, they argue that two sets of measures should
be adopted. Preventive measures may delay the occurrence of such
phenomenon while curative measures will help the economy revive from
the crisis.
Remedial measures for prevention of economic crisis depend
on diagnosis of the crisis. Certain factors like change in climates or
monsoon, availability of raw materials are highly unpredictable and can
not be controlled. Again, the economic environment in an agrarian
economy is bound to be different from an industrial economy. An agrarian
economy however can reduce its dependence on climate through
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provision of adequate irrigation facilities. However, certain phenomena
like drought, earthquake and epidemics can not be predicted with
certainty.
The important economic variables like change in demand, export
and import, per capita income, cost of living index, movement of prices
etc., however, can be predicted much accurately if there exists a
sophisticated and up-to-date statistical system. This may help business
community to forecast economic variables to a large extent and follow
business decisions accordingly.
The corrective measures on the other hand, can be discussed
under the following heads:
Monetary Measures: As you have already known, monetary
measures relate to the banking and credit policy of a country. Thus, the
central bank of a country has very important role to play in setting the
right kind of banking and credit environment of the country. The important
measures of a central bank have been discussed in detail in unit 2 of
the next course. We just simply mention in this unit that bank rate and
open market operations are such two instruments. Thus, in boom
conditions, the central bank raises the bank rate with a view to contract
the credit supply in the economy. Again, during depression, a policy of
cheap money may help stimulate business investment and thus recover
the economy. Again, the central bank may also adopt sector-specific
credit policies to promote certain sectors of the economy.
Economists however differ regarding the effectiveness of monetary
policies to tackle cyclical fluctuations in the economy.
Fiscal Measures: We shall discuss in detail the important fiscal
measures adopted by the government in the next course. Fiscal policy,
in a wider sense, consists of public spending and appropriate taxation.
Keynes was prominent to acknowledge the role of government spending
during the period of depression. During depression government should
spend beyond its capacity of revenue earning. This means that deficit
budget is an important tool during depression. Such government
investments are expected to raise the level of employment in the
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economy. In the long-run, as the economy recovers, the government
should undertake budget-balancing measures to offset any adverse
effects on the economy. Such measures will help the economy to
stabilise in the long-run.
Again, the similar taxation policies are suggested:

z Tax structure and tax rates should be designed such that the
business firms are motivated to undertake investment decisions.

z Government should provide employment benefits to the employees.
This will help in boosting up the domestic consumption levels.

z Monetary measures should be suggested such that credit availability
is enhanced.

z An appropriate international economic policy should be followed so
that the domestic export sector is promoted.
International Measures: Business cycle is an international
phenomenon and the fluctuations in a country will also affect other
countries as well (especially in the present era of globalisation). Three
measures are suggested to control depression phase of the business
cycles (viz., international production control, international buffer stocks
and international investment control). International production control tries
to control the prices and production of primary products. Buffer stocks
go hand in hand with production and price control. Buffer stocks mean
holding stocks of primary commodities as a measure to wipe out price
fluctuations. Thus, buying buffer stocks during slump or low-price and
releasing the same when prices are high can help the economy ease
out. Similarly, international investment controls are adopted to promote
economic development of the backward regions of the developed
economies. Such efforts have long-run effects on raising the living
standard as well as reducing economic inequalities among the under
privileged people.
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CHECK YOUR PROGRESS
Q 7: State whether the following statements
are True (T) or False (F).
(a)

Preventive measures help the economy revive from
depression. (T/F)

(b)

Keynes was critical of government investment during
depression. (T/F)

Q 8: Why are the international measures important in controlling
depression? What international measures are generally
adopted? (Answer in about 50 words)
.............................................................................................................
.............................................................................................................
.............................................................................................................
.............................................................................................................

13.7 LET US SUM UP
z

Business cycle is one of the complex phenomena a capitalist
economy faces.

z

Business cycles consist of four phases viz., expansion (also called
boom, upswing or prosperity); peak (also called turning
point); contraction (also called downswing, recession or depression)
and trough (also called lower turning point).

z

It is to be noted that an economy may not follow each of the
phases of business cycles in proper sequence as suggested by
the curve of business cycles. Again, the time period of each of the
phases is also not fixed. Sometime, an economy may recover
quickly, while at another instance it may require longer time to
recover.

z

Samuelson was among the pioneers to use multiplier-accelarator
interaction to explaion the phenomenon of business cycle. He showed
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that the interaction between the multiplier and accelerator caused
cyclical fluctuations in economic activities.

z

The basic tenet of the Samuelson’s model is that multiplier alone cannot
adequately explain the cyclical and cumulative nature of the economic
fluctuations.

z

Hicks theory of trade cycles is considered as a significant contribution
in the field.

z

Various measures are suggested for the prevention of and cure
from cyclical fluctuations. Monetary measures like bank rate
operations and credit control are important for the control of inflation.
However, economists differ regarding the effectiveness of the
monetary measures.

z

Anti-cyclical fiscal measures consist of public spending and
appropriate taxation. .
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13.9 ANSWERS
TO
PROGRESS

CHECK

YOUR

Ans to Q No. 1:
Set (A)
(i) Expansion

Set (B)
(b) Turning point
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(ii) Peak

(a) Boom

(iii) Contraction

(d) Lower turning point

(iv) Trough

(c)

Recession

Ans to Q No. 2: The depression phase of the economy will not
automatically recover. If left at its own, the depression phase
may sustain for an inordinately long period and this may ruin the
whole economy. The government must come to its rescue,
especially for the revival of the economy through adoption of
stabilization policy, monetary measures etc.
Ans to Q No 3: (a) False

(b) True

Ans to Q No 4: Samuelson’s model rests on the following assumptions:

z Consumption spending in the current period is related to the change
in income in the preceding period.

z Investment in the current period is related to the change in income
with a lag of one period.

z There is also an additional factor in the form of exogenous
(government) spending, which is constant.

z The model does not consider the determinants of this exogenous
spending nor the effects of its changes on the level of income.
Ans to Q No 5: a) False

b) True

Ans to Q No 6: According to Hicks, the economy will not automatically
recover from the floor limit of trade cycles. Rather it tends to creep
along this floor limit and reaches a slightly higher point than this. This
movement is basically due to the existence of excess capacity in the
economy and it generates some growth in national income. Again, as
autonomous investment is continuously being increased at a constant
rate and the interaction of multiplier and accelerator will once again
move the economy towards the growth path.
Ans to Q No. 7: a) False

b) False

Ans to Q No. 8: Business cycles is an international phenomenon and
the fluctuations in a country will also affect other countries as
well (especially in the present era of globalisation). This
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necessitates adoption of international measures for the control
of business cycles.
Three measures are suggested to control depression.
They are a)international production control b) international buffer
stocks and c) international investment control.

13.10

MODEL QUESTIONS

Q 1: What do you mean by business cycles? Briefly discuss its various
phases.
Q 2: Discuss the various phases of business cycles.
Q 3: Enumerate the significances of various phases of business cycles.
Q 4: Discuss critically Hicks’ theory of Business cycles.
Q 5: What is meant by business cycles? Suggest important anti-cyclical
measures.

*** ***** ***
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