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OBJECTIVES

After studying this unit you will be able to know:
● Regarding the concept of equilibrium.
● The details of consumption function.
● The meaning of investment and types of investment.
● The relation between savings and investment.
5.1

INTRODUCTION

By equilibrium we mean the state of balance or state of no change. By equilibrium
national income we refer to that level of national income which remains unchanged at
a particular level. At the equilibrium level of national income there is no tendency for
income/output to rise or fall. In the Keynesian two-sector economy there are only
household and business sectors.
National income, (GNI) or national output (GNP) is the total output available to satisfy
peoples wants. A rising GNP implies economic growth. However, GNP does not
always show a steady upward movement. Sometimes it moves up and sometimes it
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moves down. Thus economists are interested in knowing why GNP shows fluctuations.
To answer this ques-tion we need a theory of national income determination.
Such a theory was first presented in a systematic way by J.M. Keynes in 1936. The
theory which explains the level of national income and changes therein is called the
theory of income determination. To be more specific, the theory of income
determination seeks to find out the equilibrium level (value) of national income.
The Keynesian theory of income determination is based the following assumptions:
● Wages and prices are rigid. Thus, if aggregate demand increases production (GNP)
will increase, wages and prices re-maining unchanged. In fact, Keynes assumed
output adjustment and not price adjustment,
● The economy is having unemployed resources and idle capacity. This means that if
aggregate demand increases it is possible to increase production immediately to
meet the extra demand. Thus according to Keynes there is no such thing as
‘automatic full employment’ as has been postulated by the classical economists,
● Thirdly, all investment is autonomous and thus independent of national income
(i.e., independent of income),
● Finally, consumption is partly autonomous and partly induced (i.e., dependent on
income).
5.2

CONSUMPTION FUNCTION

The distinction between consumption and consumption function will make the meaning
of consumption function clear. Consumption means the amount spent on consumption
at a given level of income, but consumption function or propensity to consume means
the whole of the schedule showing consumption expenditure at various levels of
income. It means how consumption expenditure increases as income increases. The
consumption function or propensity to consume, therefore, indicates a functional
relationship between two aggregates, viz., total consumption expenditure and the gross
national income. It is a schedule that expresses the relationship between consumption
and disposable income.
5.2.1 Concept of Consumption Function
As the demand for a good depends upon its price, similarly consumption of a
community depends upon the level of income. In other words, consumption is a
function of income. The consumption function relates the amount of consumption to
the level of income. When the income of a community rises, consumption also rises.
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How much consumption rises in response to a given increase in income depends upon
the propensity to consume or consumption function. It should be borne in mind that the
consumption function or the propensity to consume is the whole schedule which
describes the amounts of consumption at various levels of income. We give below such
a schedule of consumption function. Consumption function should be carefully
distinguished from the amount of consumption. By consumption function is meant the
whole schedule which shows consumption at various levels of income, whereas amount
of consumption means the amount consumed at a specific level of income. The
schedule described above reflects the propensity to consume of a community i.e., it
indicates how the consumption changes in response to the change in income. In the
above schedule it will be seen that at the level of income equal to Rs. 1200 crores, the
amount of consumption is Rs. 900 crores. As the national income increases to Rs. 1500
crores, the consumption rises to Rs. 1125 crores. Thus, with the given propensity to
consume or consumption function, amount of consumption is different at different
levels of income.

The above schedule of consumption function reveals an important fact that when
income rises, consumption also rises but not as much as the increase in income. This
fact about consumption function was emphasized by Keynes, who first of all evolved
the concept of consumption function. The reason why consumption rises less than
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increases in income is that a part of increment in income saved. Therefore, we see that
when income increases from Rs. 1000 crores to Rs. 1100 crores, the amount of
consumption rises from Rs. 750 crores to 825 crores. Thus, with the increase in income
by Rs. 100 crores, consumption rises by Rs. 75 crores; the remaining Rs. 25 crores is
saved. Similarly, when income rises from Rs. 1100 crores to Rs. 1200 crores, the
amount of consumption increases from Rs. 825 crores to Rs. 900 crores. Here also, as
a result of increase in income by Rs. 100, the amount of consumption has risen by Rs.
75 crores and the remaining Rs. 25 crores has been saved. The same applies to further
increases in income and consumption. We shall see later that Keynes based his theory
of multiplier on the proposition that consumption increases less than income and his
theory of multiplier occupies an important place in macroeconomics.
5.2.2 Propensity to Consume
Propensity to Consume means the relationship between income and consumption, i.e.
propensity consumption is also called “consumption function”. Aggregate
consumption depends on consumption function (or) propensity to consume.
Consumption means the amount spent on consumption at a given level of income. The
factors influenced consumption are;
(a)
(b)
(c)

The real income of the individual,
His past savings
Rate of interest consumption function (or) propensity to consume means
how consumption expenditure increases as income increases.

Consumption demand depends on income and propensity to consume. Propensity to
consume depends on various factors such as price level, interest rate, stock of wealth
and other subjective factors.
Average and Marginal Propensity to Consume:
There are two important concepts of propensity to consume
(1) Average propensity to consume and
(2) Marginal Propensity to consume
Average Propensity to Consume
The average propensity to consume is a relationship between total consumption and
total income in a given period of time. Therefore, average propensity to consume is
calculated by dividing the amount of consumption by the total income
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APC stands for average propensity to consume C for amount of consumption, and Y
for the level of income.
Average propensity consume is the ratio of consumption to income.
For example, Consumption ©
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Marginal Propensity to Consume
The marginal propensity to consume measures the incremental change in consumption
as a result of a given increment in income-is how much consumed and how much saved.
Marginal propensity to consume is the ratio of change in consumption of the change in
income. Thus:

Where, MPC stands for marginal propensity to consume �C for change in
consumption, and �Y for change in income.
For example, the table below shows the marginal propensity to consume at various
levels of income. In this schedule when income rises from Rs. 1000/- crores to Rs.
1100/- crores, the consumption increases from Rs. 950 crores to Rs. 1040 crores. Here
the increment in consumption is Rs. 90/- crores. Therefore marginal propensity to

5.2.3 Factors affecting Consumption Function
The factors that determine consumption function are of two types,
(a) Objective factors;
(b) Subjective factors.
● Objective Factors
Distribution of Income: This is an important factor determining the propensities to
consume. Normally the average and marginal propensities to consume of the poor
people are higher than those of the rich. This is because the poor have a lot of
unsatisfied wants and are likely to spend every additional unit of money that they
obtained in satisfying their wants. In contrast, the rich have a high standard of living
and relatively less urgent wants remain to be satisfied. Additional income in their case
is more likely to be saved.
Fiscal Policy: The Fiscal Policy of the government is related to taxation. Expenditure
and public debt affects the propensity to consume. A reduction in taxation will leave
more post – tax incomes with people which would tend to increase their expenditure
on consumption. In contrast, an increase in taxation will decrease consumption. A
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highly progressive tax system decreases inequalities in the distribution of income which
increases the propensity to consume.
Financial Policies of Corporations: If corporations and companies retain more
reserves and distribute lesser profits in the form of dividends, the disposable incomes
of the shareholders will be smaller. In contrast if more profits are distributed more will
be spent on consumption.
Change in Expectations: If the consumers expect a shortage or rise in prices of certain
goods they may rush to purchase such goods in excess of their current needs. This
would raise the consumption function. On the other hand, if the people expect a decline
in price they would tend to postpone purchases of such goods which would lower the
consumption function. The consumption of a person is also influenced by expectation
as to what his income will be in the future. If he expects an increases in income in future
he will tend to consume more
Windfall Gains or Losses: Sudden and unexpected gains and losses in income affect
consumption function. It is believed that the beneficiaries of windfall gains increase
their consumption above the normal level.
Liquid Assets: Changes in liquid assets of people affect their consumption with an
increase in their liquid assets, the people have a tendency to increase their consumption.
Rate of Interest: It is not possible to say with certainty as to which way a change in
the rate of interest will affect the consumption function. One possibility is that a higher
regard for savings may stimulate savings and thereby decrease consumption. Keynes,
however, considered the effect of variations in the rate of interest on savings as highly
complex and uncertain.
Duesenberry Hypothesis: Prof Duesenberry had made two important observations on
the factors affecting consumption function, which are called Duesenberry hypothesis.
In his view, consumption expenditure of an individual is determine not only by his
current income but also by his standard of living in the past. If income falls, the
expenditure on consumption also falls but not to the same extent because people find it
difficult to adjust their expenditure to the changed income. Secondly, he has suggested
that an individual’s consumption depends not only on the amount of his income but
also on the size of income of others. His reaction to a change in income will differ
according to others. The consumption standards of low income groups are considerably
influenced by the consumption standards of high income groups.
Selling Effort: Given the level of income an increase in selling effort may increase the
total volume of consumer’s expenditure. But this factor has not been given much
attention in the theory of aggregate demand.
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Relative prices: There is a tendency among economists to ignore the effect of changes
in relative prices on the aggregate demand. But in fact changes in relative prices can
affect aggregate consumer demand.
Volume of Wealth: The larger the wealth possessed by a person, the lower would be
its marginal utility to him and as such the weaker would be the desire to add to future
wealth by reducing current consumption.
Demographic Factors: Even at a given level of income the consumption expenditure
may differ from family to family. Such differences consumption can be explained by
demographic factors which include size of the family, place of residence, occupation.
Other things remaining unchanged the large sized families would spend more. Families
with children of college age would spend more than those with children of primary
school age further the urban families have tendency to spend more than the rural
families.
Terms of Consumer Credit: The terms of consumer credit exert an important
influence on consumer purchases of durables. In recent years there has been
considerable increase in the volume of purchases of consumer durables financed by
consumer credit. It is generally recognized that the interest rate paid on installment
credit is not of so much importance.
Permanent Income: A family’s expenditure on consumption is determined not by its
current income but by its permanent income.
Consumer Durables The short run instability of consumption expenditure in relation
to income is considerably concentrated in the area of consumer durables. The logic of
the consumption function suggests that it is the current services rendered by durable
goods which are desired in an amount related to current income. The purchase of
durables are considerably influenced by the size of the existing stock of durable goods
possessed by the consumers.
● Subjective Factors
Keynes mentions the following important motives of a subjective nature which lead
people to refrain from spending.
➔ To build up reserve against unforeseen circumstances.
➔ To provide for an anticipated future relation between income and the needs of the
individual different from that which exists in the present.
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➔ A larger real consumption at a later date is preferred to a smaller immediate
consumption.
➔ To enjoy a gradually increasing expenditure.
➔ To enjoy a sense of independence and the power to do things.
➔ To carry out speculative projects.
➔ To bequeath a fortune.
➔ To satisfy a pure miserliness
The above motives are called by Keynes as the motives of precaution, foresight,
calculation, improvement, independence, enterprises, pride and avarice and the
corresponding motives to consumption are called enjoyment, short sightedness,
generosity, miscalculation, ostentation, and extravagance. In addition, Keynes gave the
motives of enterprise, liquidity improvement and financial precedence whereby firms
and corporations save, thus reducing consumption expenditure. But these
psychological characteristics of human nature do not undergo much change in a short
period. Therefore Dillard concluded that although the propensity to consumer is stable
in the short period it is not absolutely rigid. Subjective factors can bring shifts in
consumption function effectively.
5.3

SAVINGS FUNCTION

A mathematical relation between saving and income by the household sector. The
saving function can be stated as an equation, usually a simple linear equation, or as a
diagram designated as the saving line. This function captures the saving-income
relation, the flip side of the consumption-income relation that forms one of the key
building blocks for Keynesian economics. The two key parameters of the saving
function are the intercept term, which indicates autonomous saving, and the slope,
which is the marginal propensity to save and indicates induced saving. The injectionsleakages model used in Keynesian economics is based on the saving function.
The saving function is the starting point of the Keynesian economics analysis of
equilibrium output determination using the injections-leakages model. It captures the
relation between saving by the household sector and income. Because income is used
for either consumption or saving, the saving function is a complement of the
consumption function. Both reflect the fundamental psychological law put forth by
John Maynard Keynes that consumption expenditures (and saving ) by the household
sector depend on income and then only a portion of additional income is used for
consumption, with the rest used for saving.
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This function is presented either as a mathematical equation, most often as a simple
linear equation, or as the graphical saving line. In either form, income is measured as
disposable income, national income, or occasionally gross domestic product.
The saving function makes it easy to divide saving into two basic types. Autonomous
saving is the intercept term. Induced saving is the slope. Of no small importance, the
slope of the saving function is also the marginal propensity to save (MPS).
First, The Equation
The saving function can represented in a general form as: S = f (Y)
Where: S is saving,
Y is income (national or disposable),
and f is the notation for a generic, unspecified functional form.
Depending on the analysis, the actual functional form of the equation can be linear,
with a constant slope, or curvilinear, with a changing slope. The most common form is
linear, such as the one presented here:
S=C+Y
Where: S is saving,
Y is income (national or disposable),
c is the intercept, and d is the slope.
The two key parameters that characterize the saving function are slope and intercept.
●

Slope: The slope of the saving function (d) measures the change in saving resulting
from a change in income. If income changes by $1, then saving changes by $d. This
slope is generally assumed and empirically documented to be greater than zero, but
less than one (0 < d < 1). It is conceptually identified as induced saving and the
marginal propensity to save (MPC).

●

Intercept: The intercept of the saving function (c) measures the amount of saving
undertaken if income is zero. If income is zero, then saving is $c. The intercept is
generally assumed and empirically documented to be negative (c < 0). It is
conceptually identified as autonomous saving.

It is often useful to state the saving function using parameters for the consumption
function.
C = a + bY
Where: C is consumption expenditures,
Y again is income, a is the intercept, and
b is the slope.
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In this case, the saving function can be specified as:
S = - a

+

(1-b)Y

Where: S is saving and Y is income.
However, now the intercept is -a rather than c and the slope is (1-b) rather than d.
This alternative specification shows the connection between the saving function and
the consumption function. The intercept of the saving function (-a) is the negative of
the intercept of the consumption function (a). The slope of the saving function (1-b) is
one minus the slope of the consumption function (b), meaning that the sum of the
marginal propensity to consume (b) and the marginal propensity to save (1-b) is equal
to one, which is just another way of saying that a portion of additional income is
consumed and the rest is saved.
Then, The Graph
Saving Line

The saving function is also commonly presented as a diagram or saving line, such as
the one presented in the exhibit to the right. This line, labeled S in the exhibit is
positively sloped, indicating that greater levels of income generate greater saving by
the household sector. The specific saving function illustrated in this exhibit is:
C = 1 + 0.25 Y
The two primary characteristics of the saving function--slope and intercept--also can
be identified with the saving line.
●

Slope: The slope of the saving line presented here is positive, but less than one. In
this case the slope is equal to 0.25. Click the [Slope] button to highlight.

●

Intercept: The saving line intersects the vertical axis at a positive value of -$1
trillion. Click the [Intercept] button to highlight.
11

The saving function captures the relation between saving and income. However,
income is not the only factor influencing saving.
S = f (Y, OF)
Where: S is saving,
Y is income (national or disposable), and now OF is specified as other factors affecting
saving. These other factors are more commonly referred to as consumption
expenditures determinants because the primarily influence consumption, but also
subsequent affect saving. Some of the more notable consumption/saving determinants
are consumer confidence, interest rates, and wealth.
Consumer confidence is the general optimism or pessimism the household sector has
about the state of the economy. More optimism means more consumption, and thus less
saving. Interest rates affect the cost of borrowing the funds used to purchase durable
goods. Higher interest rates mean less consumption and thus more saving. Wealth is
the financial and physical assets owned by the household sector. More financial wealth
means more consumption and less saving, while more physical assets mean less
consumption and more saving.
These determinants cause saving to change even though income does not change. Or
another way of stating this, determinants cause saving to change at every level of
income. For a linear saving function, this change is reflected by a change in the
intercept term (-a). For a saving line, the change is seen as an upward or downward
shift.
5.4

INVESTMENT THEORY

In general, the term investment means allocation of money or some other resources in
expectations of benefits in the future. The allocation of money may involve purchase
of assets like lands, buildings, factories, machinery, plant and equipment, raw
materials, inventory stocks, shares and debentures of business corporation, government
securities etc. However, utilization of funds or resources for all kinds of assets does not
signify real investment. Keynes uses the term investment to mean 'real investment' He
clearly maintains a distinction between 'real investment' and 'financial investment'.
Financial investment is that investment which does not result in any increase in income,
output or employment in the economy. For example, if resources are used for purchase
of existing commercial and industrial firms or purchase of shares, bonds or securities
of existing enterprises, such investment are termed as financial investment. This type
of investment simply involves transfer of assets from one investor to another. That
means there is only change of ownership. From the viewpoint of the whole economy,
transactions involving such sale or purchase of existing assets cannot be regarded as
real investment, as it does not add anything to income, output or employment.
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As stated earlier, Keynes uses the term investment to mean real investment. Real
investment is that investment which results in net increase in income, output or
employment. For example, if an entrepreneur uses his resources for construction of new
building or for buying new plant and machinery or for purchase of shares and
debentures of newly developed firms. It leads to addition to the existing stock of capital
assets, which raises aggregate demand brining about changes in income, output and
employment in the economy.
Definition of investment: Different economists have defined investment, i.e. real
investment. We have discussed some of these definitions in the following: Keynes has
defined investment as to the increment of capital equipment. According to Stonier and
Hague, "By investment we do not mean purchase of existing paper securities, bonds,
debentures or equities but the purchase of new factories, machines and the like." Joan
Robinson defined investment as an addition to capital. It occurs when a new house is
built or a new factory is built. Thus invest means making an addition to the stock of
goods in existence. From the above definitions, we have seen that the essence of
investment is the net addition to the stock of capital during a specified period. For the
purpose of accounting, investment refers to the summation of fixed capital formation
and change in inventories during an accounting period. Investment is a flow variable
which is always expressed per unit of time.
5.4.1 Types of Investment
● Gross Investment: Gross investment is the total amount of expenditure made
on new fixed capital goods such as factories, machineries and houses or an
addition to the stock of raw materials and consumer goods over a period of time.
It includes the expenditure undertaken by both government and private
entrepreneurs. In an economy, a part of the expenditure is made to maintain
economy's productive capacity intact. This type of expenditure is carried out to
offset depreciation in the existing productive capacity or obsolesce in
machineries or destructions caused by natural calamities. This type of
investment is known as replacement Investment. In addition to replacement
investment, expenditures are also undertaken on new assets such as purchasing
new machines and equipment, construction of new buildings etc. This type of
expenditure is carried out to increase existing productive capacity in the
economy. So, the net addition to the existing stock of capital asset and the
replacement of existing depreciated assets by new assets taken together gives
the gross investment in the economy. Symbolically it can be expressed as I g =I
n + I r Where Ig represents gross investment and I n and I r represents net
investment and replacement investment respectively.
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● Net Investment: Net investment means net addition to the existing stock of
capital. This is done to increase the productive capacity of existing capital
stocks. It involves purchase of new plants, machines and capital equipment,
construction of new factory buildings and use of funds on new issues of
equities, bonds and securities. Net investment can also be defined as the excess
of gross investment over the replacement investment.
Symbolically it can be expressed as: I n = I g - I r Where I n is net investment.
I g and I r are gross investment and replacement investment respectively. From
the above discussion, we can draw the following conclusions: We know that: I
g = I n + I r. Now, l If I g ›I r , it implies that I n (net investment) is positive and
stock of capital will increase equivalent to I n . In such a situation there would
be expansion in the economy. l If I g =I r , it implies that I n (net investment)=0.
It means there is no addition to the economy's productive capacity. l If I g ‹I r ,
it implies that I n (net investment) is negative. In this situation communities
stock of capital is likely to decrease. As a result there will be contraction in the
economy.
● Private Investment: Private investment is undertaken by private investors or
entrepreneurs. This type of investment is influenced by profit. When there are
more expectations about profit, there will be more investment and vice versa
● Public Investment: Public investments are generally undertaken by the
government or by some departments of the government. This type of investment
is not intended to secure maximum profit, but it is undertaken in consideration
with maximum public welfare. Expenditures incurred by the government in
respect of railways, road transport, extension of communication, irrigation and
power projects, education and public health etc. are the examples of public
investment.
● Planned Investment: When investment is undertaken by the entrepreneur
voluntarily in accordance with certain specific plan, then it is known as planned
or intended or voluntary or ex-ante investment. For example, if an entrepreneur
expects some increase in demand and to meet that he purchases inventories
worth`30 lakhs. The expenditure so undertaken is planned or intended or
voluntary investment.
● Unplanned Investment: If investment is done without any specific plan by the
entrepreneur, then it is known as unplanned or unintended investment. In
unplanned investment, investors go for investment randomly without making
any concrete plans.
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● Autonomous Investment: Autonomous investment is that investment which is
autonomous or independent of changes in the level of income, output or profit
of business firms. This type of investment is generally undertaken by central,
state or local governments and other public authorities. However, sometime,
private business firms may also undertake this type of investment if they want
to adopt a long term plan for expansion and modernization. In that case,
investment will be executed fully irrespective of the fact that there may be
profits or loss in the intervening period. Autonomous investment is generally
related to the factors like development of new resources, growth of population
and labour force and technological innovations or inventions like introduction
of new products in the market etc.

In the figure given above income is measured along the horizontal axis and investment
is measured along vertical axis. IA is the autonomous investment curve. This curve is
parallel to X-axis. It means that the amount of investment remains equal to OI at every
level of income and there is no change in investment with the change in income.
● Induced Investment: Induced investment is that investment which varies
along with changes in income or profits. If with increase in income or profits
there is increase in investment expenditure and with the decrease in income or
profits there is decline in investment, then it is known as induced investment.
Induced investment is a function of income.

15

In the above figure income is measured along X-axis and investment is measured along
Y-axis. II is the Induced investment curve. This is an upward sloping curve. This is
because as income increases investment also increases. As it is seen from the figure
that when income level is Y1 invest is I1. When income increases to Y2 investment
increases to I2 and when income increases to Y3 Investment increases to I3. Thus
induced investment shows that there is a direct relationship between income and
investment.
Saving-investment Relations:
In Keynes’ view, investment does not depend significantly upon the level of income. It
mainly depends on dynamic factors such as population growth, territorial expansion,
and progress of technology and above all, business expectations of the entrepreneur.
Thus, it is unpredictable, unstable and autonomous as against savings which is stable,
predictable and induced. Thus, it is fluctuations in investment that cause variations in
income which in turn bring about equality between saving and investment.
According to Keynes, varying levels of income cannot be sustained in an economy
unless the amounts of savings at these levels of income are offset by an equivalent
amount of investment. Thus, Keynesian theory draws the equilibrium relations between
income, saving and investment.
According to Keynes, varying levels of income cannot be sustained in an economy
unless the amounts of savings at these levels of income are offset by an equivalent
amount of investment. Thus, Keynesian theory draws the equilibrium relations between
income, saving and investment. It stresses that the equilibrium level of income is
16

realised where saving out of income is just equal to the actual amount of investment.
This is depicted in the following figure:

In the above, II is the original investment schedule which is a horizontal straight line
showing that investment is completely autonomous in the sense that it does not vary
much with income. This is the fundamental postulate of Keynesian theory. I1 is the
new investment schedule indicating a shift in the I-function due to the forces of certain
dynamic factors.
The curve SS is the saving schedule showing how the amount of saving increases with
income. But, it is a stable phenomenon and, therefore, usually, there cannot be a shift
in its curve. From the diagram it appears that the income is determined by the saving
and investment schedules. Initially, I-schedule and S-schedule intersect at point E, and
we have an income level OY, where obviously S=I. Thus, the Keynesian theory of
shifting equilibrium shows the S and I equality at varying levels of income.
Of course, the Keynesian formulation of saving- investment relationship in its
functional sense admits the divergences between saving and investment, but only at
virtual levels and not at observable levels of income. The equilibrium level of national
income is obviously the observable level of income where there is corresponding
equality between “observable” savings and “observable” investment.
And, for given sayings and investment schedules, there is of course only one
equilibrium level of income corresponding to the equality between S and I. In a static
Keynesian system, there can be divergence between savings and investment only when
the economy is not in equilibrium.
Thus, it should be noted that Keynes explained saving and investment relations in terms
of schedule relation. His equation of S = I is analogous to that of the supply and demand
equation (S=D) in ordinary markets. In the same way, Marshall’s supply and demand
curves are important to the price theory.
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Equality between the two (S and I) is regarded as an indispensable condition of
equilibrium, and their equality is brought about through this variation in income level.
Thus, his real contribution to economic thinking was to change the equilibrating
variable from the interest rate to the level of income.
Determinants of Investment:
Investment and production decisions are taken by the firms by considering their
profitability. These decisions are influenced by the expectations that entrepreneurs
form about future revenue and cost streams which allow them to make guesses about
what their profits might be. Investment decisions thus depend on whether the
productive asset being purchased delivers a positive return above the cost.
There are two main determinants which influence the decision of a firm or individual
to invest in a new project:


The Market Rate of Interest

Whenever an entrepreneur decides to invest in a capital good, he either borrows funds
from the market for which he has to pay the market rate of interest or uses his own
resources to finance the investment for which he sacrifices the interest rate which he
could have earned on by lending his funds. So, the rate of interest is the price of
investment. A higher price in the form of high interest rate will discourage investment.


The Marginal Efficiency of Capital

The marginal efficiency of capital is a technical ratio which tells by how much
investing in capital increases output. It can also be considered as the expected rate of
return on capital investment. Specifically it refers to the annual percentage yield earned
by the last additional unit of capital. The investment decisions are based on the
comparison of MEC with the market rate of interest. If the marginal efficiency of
capital was 5% and interest rates were 3%, then it is worth borrowing at 3% to get an
expected increase in output of 5%. However, if the marginal efficiency of capital is less
than interest rates it is not worth investing. Marginal efficiency of capital is in turn
determined by two factors:
i)
The Supply Price of Capital Asset
The supply price of an asset is the price at which a capital asset is acquired. This
purchase price of the asset is called as supply price or the replacement cost by Keynes.
At this price new capital asset is supplied or purchased.
ii)
Prospective Yield of the Investment/ Capital Asset
Prospective yield is the expected flow of income from the investment during its
lifetime. It is calculated by deducting the supply price of the capital asset from the
expected income from the use of the asset during its working lifetime. Whenever a
18

capital asset is purchased, its total working life and its return remain uncertain.
Therefore, the entrepreneur has to make a careful estimate of the expected life of capital
asset as well as the flow of income during its lifetime. As the capital asset is expected
to be used for a number of years, its annual return in each period is added to get the
return during its economic life. This annual net return expected from an asset is termed
as ‘annuity’. Present value of these annuities is obtained by discounting each annuity
for the number of years it is expected to be used from the present. The discount rate
used is the expected yield from the asset and it is calculated by doing compound interest
calculations in reverse.
5.5

LET US SUM UP

Macroeconomic equilibrium is a condition in the economy in which the quantity of
aggregate demand equals the quantity of aggregate supply. If there are changes in either
aggregate demand or aggregate supply, you could also see a change in price,
unemployment, and inflation. Macroeconomic equilibrium is an economic state in an
economy where the quantity of aggregate demand equals the quantity of aggregate
supply. Significant changes in either aggregate demand or aggregate supply will have
important effects on price, unemployment, and inflation. For example, if aggregate
demand is too low, then businesses don't need to keep up production and will lay off
workers causing the unemployment rate to increase.
The equilibrium level of income refers to when an economy or business has an equal
amount of production and market demand. The definition is a bit abstract, so let's use
a simple example of a manufacturing business to explain what it actually means. The
equilibrium level of income is the point at which a business is able to sell all of the
goods it planned to. The company produces its product to that level, and then sells
exactly the same amount. The company's output -- its production -- is equal to the
consumer demand to buy the product. That micro example is pretty easy to understand,
and we can use that simplicity to expand our understanding to the macroeconomic
level. At the national level, gross domestic product, or GDP, represents the business
manufacturing its products. All the businesses, consumers, investors, and government
spending in the economy represent the consumers buying those products. An economy
is said to be at its equilibrium level of income when aggregate supply and aggregate
demand are equal. In other words, it is when GDP is equal to total expenditure.
5.6

KEY WORDS

● GNI: The gross national income, previously known as gross national product, is
the total domestic and foreign output claimed by residents of a country, consisting
of gross domestic product, plus factor incomes earned by foreign residents, minus
income earned in the domestic economy by nonresidents.
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● GNP: Gross national product (GNP) is a broad measure of a nation's total economic
activity. GNP is the value of all finished goods and services produced in a country
in one year by its nationals.
● Propensity: An inclination or natural tendency to behave in a particular way.
● Consumer Durables: Manufactured items, typically cars or household appliances,
that are expected to have a relatively long useful life after purchase.
● Fiscal Policy: Fiscal policy is the means by which a government adjusts its
spending levels and tax rates to monitor and influence a nation's economy. It is the
sister strategy to monetary policy through which a central bank influences a nation's
money supply.
● Economy: The state of a country or region in terms of the production and
consumption of goods and services and the supply of money.
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5.8

TERMINAL QUESTIONS

Q1:
Q2:

Explain the Keynes psychological law of consumption.
What is consumption function of propensity to consume? What are the
determinants of consumption function?
Define Keynes simple investment multiplier analysis.
Define investment expenditure and discuss its various types

Q3:
Q4:
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Q5:

Distinguish between the following:
a) Gross Investment vs Net Investment
b) Public Investment vs Private Investment
c) Autonomous Investments vs Induced Investment
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6.0

OBJECTIVES

After studying this unit you will be able to know
● The Concept of Multiplier
● The determination of equilibrium level of income
● Inflationary and Deflationary Gap
● Circular Flow of Income in Two , Three& Four Sector Model
22

6.1

INTRODUCTION

National Income refers to the money value of all the goods and services produced in a
country during a financial year. In other words, the final outcome of all the economic
activities of the nation during a period of one year, valued in terms of money is called
as a National income. National income includes payments to individuals (income from
wages and salaries, and other income), plus payments to government (taxes), plus
retained income from the corporate sector (depreciation, undistributed profits), less
adjustments (subsidies, government and consumer interest, and statistical discrepancy).
National income is the value of the aggregate output of the different sectors during a
certain time period. In other words, it is the flow of goods and services produced in an
economy in a particular year. Thus, the measurement of National Income becomes
important.
6.2

DETERMINATION OF EQUILIBRIUM LEVEL OF INCOME

According to the Keynesian Theory, equilibrium condition is generally stated in terms
of aggregate demand (AD) and aggregate supply (AS). An economy is in equilibrium
when aggregate demand for goods and services is equal to aggregate supply during a
period of time.
So, equilibrium is achieved when:
AD = AS … (1)
We know, AD is the sum total of Consumption (C) and Investment (I):
AD = C + I … (2)
Also, AS is the sum total of consumption (C) and saving (S):
AS = C + S … (3)
Substituting (2) and (3) in (1), we get:
C+S=C+I
Or, S = I
It means, according to Keynes, there are Two Approaches for determining the
equilibrium level of income and employment in the economy:
It must be noted that the Equilibrium level of income and employment can also be
determined according to ‘Classical Theory’. However, the scope of syllabus is limited
to Keynesian theory.
Two Approaches for Determination of Equilibrium Level:
● Aggregate Demand-Aggregate Supply Approach (AD-AS Approach)
● Saving-Investment Approach (S-I Approach)
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It must be kept in mind that AD, AS, Saving and Investment are all planned or ex- ante
variables.
Assumptions: Before we proceed further, let us first state the various assumptions
made in determination of equilibrium output:
● The determination of equilibrium output is to be studied in the context of two-sector
model (households and firms). It means, it is assumed that there is no government
and foreign sector.
● It is assumed that investment expenditure is autonomous, i.e. investments are not
influenced by level of income.
● Price level is assumed to remain constant.
● Equilibrium output is to be determined in context of short-run.
Aggregate Demand-Aggregate Supply Approach (AD - AS Approach):
According to the Keynesian theory, the equilibrium level of income in an economy is
determined when aggregate demand, represented by C + I curve is equal to the total
output (Aggregate Supply or AS).
Aggregate demand comprises of two components:
● Consumption expenditure CC: It varies directly with the level of income, i.e.
consumption rises with increase in income.
● Investment expenditure (I): It is assumed to be independent of the level of
income, i.e. investment expenditure is autonomous. So, AD curve is represented
by (C + I) curve in the income determination analysis. Aggregate supply is the
total output of goods and services of the national income. It is depicted by a 45°
line. Since the income received is either consumed or saved, the
AS curve is represented by the (C + S) curve.
The determination of equilibrium level of income can be better understood with the
help of the following schedule and diagram:
● Equilibrium by AD and AS Approach:
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In the above figure, the AD or (C +1) curve shows the desired level of expenditure by
consumers and firms corresponding to each level of output. The economy is in
equilibrium at point ‘E’ where (C + I) curve intersects the 45° line.
● ‘E’ is the equilibrium point because at this point, the level of desired spending on
consumption and investment exactly equals the level of total output.
● OY is the equilibrium level of output corresponding to point E.
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● In Table, the equilibrium level of income is Rs 400 crores, when AD (or C +1) =
AS = Rs 400 crores.
● It is a situation of ‘Effective Demand’. Effective demand refers to that level of AD
which becomes ‘effective’ because it is equal to AS.
If there is any deviation from the equilibrium level of output, i.e. when planned
spending (AD) is not equal to planned output (AS), then a process of readjustment will
start in the economy and the output will tend to adjust up or down until AD and AS are
equal again.
When planned spending (AD) is more than planned output (AS), then (C + I) curve lies
above the 45° line. It means that consumers and firms together would be buying more
goods than firms are willing to produce. As a result, the planned inventory would fall
below the desired level.
To bring the inventory back to the desired level, firms would resort to increase in
employment and output until the economy is back at output level OY, where AD
becomes equal to AS and there is no further tendency to change.
● When AD is less than AS:
When AD < AS, then (C +1) curve lies below the 45° line. It means that consumers
and firms together would be buying less goods than firms are willing to produce. As a
result, the planned inventory would rise. To clear the unwanted increase in inventory,
firms plan to decrease the employment and output until the economy is back at output
level OY, where AD becomes equal to AS and there is no further tendency to change.
It must be noted that equilibrium level may or may not be at the level of full
employment, i.e. equilibrium is possible even at a level lower than the full employment
level. For instance, in the above table, employment level is 40 lakhs corresponding to
equilibrium income of Rs 400 crores. It is not the full employment level since
employment increases even after the equilibrium level.
6.3

MULTIPLIER CONCEPT

The theory of multiplier occupies an important place in the modern theory of income
and employment. The concept of multiplier was first of all developed by F.A. Kahn in
the early 1930s. But Keynes later further refined it. F.A. Kahn developed the concept
of multiplier with reference to the increase in employment, direct as well as indirect, as
a result of initial increase in investment and employment.
Keynes, however, propounded the concept of multiplier with reference to the increase
in total income, direct as well as indirect, as a result of original increase in investment
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and income. Therefore, whereas Kahn’s multiplier is known as ’employment
multiplier’, Keynes’s multiplier is known as investment or income multiplier.
In macroeconomics, a multiplier is a factor of proportionality that measures how much
an endogenous variable changes in response to a change in some exogenous variable.
For example, suppose variable x changes by 1 unit, which causes another variable y to
change by M units. Then the multiplier is M. In economics, a multiplier broadly refers
to an economic factor that, when increased or changed, causes increases or changes in
many other related economic variables. In terms of gross domestic product, the
multiplier effect causes gains in total output to be greater than the change in spending
that caused it. The term multiplier is usually used in reference to the relationship
between government spending and total national income. Multipliers are also used in
explaining fractional reserve banking, known as the deposit multiplier.

● A multiplier refers to an economic factor that, when applied, amplifies the effect of
some other outcome.

● A multiplier value of 2x would therefore have the result of doubling some effect;
3x would triple it.

● Many examples of multipliers exist, such as the use of margin in trading or the
money multiplier in fractional reserve banking
6.3.1 The Fiscal Multiplier
The fiscal multiplier is the ratio of a country's additional national income to the initial
boost in spending or reduction in taxes that led to that extra income. For example, say
that a national government enacts a $1 billion fiscal stimulus and that its consumers'
marginal propensity to consume (MPC) is 0.75. Consumers who receive the initial $1
billion will save $250 million and spend $750 million, effectively initiating another,
smaller round of stimulus. The recipients of that $750 million will spend $562.5
million, and so on.
6.3.2 The Investment Multiplier
An investment multiplier similarly refers to the concept that any increase in public or
private investment has a more than proportionate positive impact on aggregate income
and the general economy. The multiplier attempts to quantify the additional effects of
a policy beyond those immediately measurable. The larger an investment's multiplier,
the more efficient it is at creating and distributing wealth throughout an economy.
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6.3.3 The Earnings Multiplier
The earnings multiplier frames a company's current stock price in terms of the
company's earnings per share (EPS) of stock. It presents the stock's market value as a
function of the company's earnings and is computed as (price per share/earnings per
share). This is also known as the price-to-earnings (P/E) ratio. It can be used as a
simplified valuation tool for comparing relative costliness of the stocks of similar
companies, and for judging current stock prices against their historical prices on an
earnings relative basis.
6.3.4 The Equity Multiplier
The equity multiplier is a commonly used financial ratio calculated by dividing a
company's total asset value by total net equity. It is a measure of financial leverage.
Companies finance their operations with equity or debt, so a higher equity multiplier
indicates that a larger portion of asset financing is attributed to debt. The equity
multiplier is thus a variation of the debt ratio, in which the definition of debt financing
includes all liabilities.
The essence of multiplier is that total increase in income, output or employment is
manifold the original increase in investment. For example, if investment equal to Rs.
100 crores is made, then the income will not rise by Rs. 100 crores only but a multiple
of it.
If as a result of the investment of Rs. 100 crores, the national income increases by Rs.
300 crores, multiplier is equal to 3. If as a result of investment of Rs. 100 crores, total
national income increases by Rs. 400 crores, multiplier is 4. The multiplier is, therefore,
the ratio of increment in income to the increment in investment. If ΔI stands for
increment in investment and AY stands for the resultant increase in income, then
multiplier is equal to the ratio of increment in income (Δy) to the increment in
investment (ΔI). Therefore k = ΔY/ΔI where k stands for multiplier.
Now, the question is why the increase in income is many times more than the initial
increase in investment. It is easy to explain this. Suppose the Government undertakes
investment expenditure equal to Rs. 100 crores on some public works, say the
construction of rural roads.
For this Gov-ernment will pay wages to the labourers engaged, prices for the materials
to the suppliers and remunerations to other factors who make contribution to the work
of road-building. The total cost will amount to Rs. 100 crores. This will increase
incomes of the people equal to Rs. 100 crores.
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But this is not all. The people who receive Rs. 100 crores will spend a good part of
them on consumer goods. Suppose marginal propensity to consume of the people is 4/5
or 80%. Then out of Rs. 100 crores they will spend Rs. 80 crores on consumer goods,
which would increase incomes of those people who supply consumer goods equal to
Rs. 80 crores. But those who receive these Rs. 80 crores will also in turn spend these
incomes, depending upon their marginal propensity to consume. If their marginal
propensity to consume is also 4/5, then they will spend Rs. 64 crores on consumer
goods.
Thus, this will further increase incomes of some other people equal to Rs. 64 crores. In
this way, the chain of consumption expenditure would continue and the income of the
people will go on increasing. But every additional increase in income will be
progressively less since a part of the income received will be saved. Thus, we see that
the income will not increase by only Rs. 100 crores, which was initially invested in the
construction of roads, but by many times more.
6.3.5 Diagrammatic Representation of Multiplier
We have already explained that the level of national income is determined by the
equilib-rium between aggregate demand and aggregate supply. In other words, the level
of national income is fixed at the level where C + I curve intersects the 45° income
curve. With such a diagram we can explain the multiplier. The mul-tiplier is illustrated
in the figure below. Here C represents marginal propensity to consume. Marginal
propensity to consume has been here assumed to be equal to 1/2 i.e., 0.5. Therefore,
the slope of the curve C of marginal propensity to consume curve C has been taken to
be equal to 0.5. C + I represents ag-gregate demand curve. It will be seen from Fig. 91
that the aggregate demand curve C + I which intersects the 45° line at point E so that
the level of income equal to OY1 is determined.
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If investment increases by the amount EH we can then find out how much increment
in income will occur as a result of this. As a consequence of increase in investment by
EH, the aggregate demand curve shifts upward to the new position C + I’. This new
aggregate demand curve C + I’ intersects the 45° income line at point F so that the
equilibrium level of income increases to OY2.
Hence as a result of net increase in investment equal to EH, the income has increased
by Y1Y2. It will be seen from the figure that Y1Y2 is greater than EH. On measuring,
it will be found that Y1Y2 is twice the length of EH. This is as it is expected because
the marginal propensity to consume is here equal to 1/2 and therefore the size of
multiplier will be equal to 2.
The multiplier can be illus-trated through saving-investment diagram also. In a
previous chap-ter we explained the determination of national income also through
saving the investment. Therefore, the multiplier can also be ex-plained with the help of
saving- investment diagram, as has been shown in Fig. 9.2. In this figure SS is the
saving curve indicating that as the level of income in-creases, the community plans to
save more. II is the investment curve showing the level of investment planned to be
undertaken by the investors in the community.

The investment has been taken to be a constant amount and autonomous of changes in
income. This investment level 01 has been determined by marginal efficiency of capital
and the rate of interest. Investment being autonomous of income means that it does not
change with the level of income.
Keynes treated investment as autonomous of income and we will here follow him. It
will be seen from the above figure that saving and investment curves intersect at point
E, that is, planned saving and planned investment are in equilib-rium at the level of
income OY1.
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Thus, with the given saving and investment curves level of income equal to OY1 is
determined. Now suppose that there is an increase in investment by the amount II’.
With this increase in investment, the investment curve shifts to the new dotted position
I’I’.
This new investment curve I’I’ intersects the saving curve at point F and a new
equilibrium as reached at the level of income OY2. A glance at the will reveal that the
increase in income Y1 Y2 is twice the increase in investment by II’. Thus multiplier is
here equal to [K=1/0.5=2].
6.4

INFLATIONARY GAP

Inflationary gap is a concept of theoretically analysing and statistically measuring the
pressure of inflation in the inflation due to excessive government expenditure. This
concept was introduced first by Keynes. This concept may be used to measure the
pressure of inflation. If aggregate demand exceeds the aggregate value of output at the
full employment level, there will exist an inflationary gap in the economy. Aggregate
demand or aggregate expenditure is composed of consumption expenditure (C),
investment expenditure (I), government expenditure (G) and the trade balance or the
value of exports minus the value of imports (X – M).
Let us denote the aggregate value of output at the full employment by Yf. This
inflationary gap is given by C + I + G + (X – M) > Yf. The consequence of such gap is
price rise. Prices continue to rise so long as this gap persists. Inflationary gap thus
describes disequilibrium situations.
Inflationary gap is thus the result of excess demand. It may be defined as the excess of
planned levels of expenditure over the available output at base prices. An example will
help us to clear the meaning of the concept of inflationary gap.
Suppose, the aggregate value of output at current price is Rs. 600 crore. The
government now takes away output worth Rs. 100 crore for its own requirements,
leaving thus Rs. 500 crore for civilian consumption. National income analysis says that
the value of aggregate money income equals the net value of aggregate output.
Here also the total money income of the people (Rs. 500 crore) is equal to the net value
of aggregate output (i.e., Rs. 600 crore – Rs. 100 crore = Rs. 500 crore). Thus, prices
will remain stable since aggregate expenditure is equal to aggregate output. Let us
further assume that the money income of the community is increased to Rs. 800 crore
by creating additional purchasing power.
Let the government take away Rs. 50 crore as taxes. A part of the increased income,
say Rs. 100 crore, may now be saved. So the net disposable income available for
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spending becomes Rs. (800 – 50 – 100 =) 650 crore. Since the aggregate demand at old
prices is Rs. 500 crore, an excess of Rs. 150 crore appears.
This excess represents inflationary gap that pulls up prices. If there is no corresponding
increase in aggregate output, prices will continue to rise until aggregate output becomes
equal to aggregate expenditure.
Keynes’ demand inflation is often couched in terms of the concept of inflationary gap.
We now graphically explain this gap with the help of the Keynesian cross that we use
in connection with the determination of equilibrium national income. In the Figure
below aggregate expenditure is measured on the vertical axis and national income or
aggregate output is measured on the horizontal axis.

Let us assume that Yf is the full employment level of national income. If C + I + G +
(X – M) is the aggregate demand (AD) curve that cuts the 45° line at point A then an
equilibrium income is determined at Yf. There will not be any price rise since aggregate
demand equals aggregate supply. Now if the AD curve shifts up to AD’, equilibrium
output will not increase since output cannot be increased beyond the full employment
level.
In other words, because of full employment, output cannot increase to Y*. Thus at Yf
level of full employment output, there occurs an inflationary gap to the extent of AB.
The vertical distance between the aggregate demand and the 45° line at the full
employment level of national income is termed the inflationary gap. Or at full
employment, there is an excess demand of AB that pulls up prices.
In this figure, we weigh aggregate demand (i.e., C + I + G + X-M) and aggregate
supply. Since the former exceeds the latter, an inflationary gap emerges.
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Inflationary gaps can be eliminated / minimized by using monetary policy and or fiscal
policy instruments. Under the monetary policy, money supply is reduced and/or interest
rates are increased. This gap, however, can be reduced either by reducing money
income through reduction in government expenditure, or by increasing output of goods
and services, or by increasing taxes.
6.4.1 Fiscal Policy to Manage the Inflationary Gap
A government may choose to use fiscal policy to help reduce an inflationary gap, often
through decreasing the number of funds circulating within the economy. This can be
accomplished through reductions in government spending, tax increases, bond and
securities issues, interest rate increases and transfer payment reductions.
These adjustments to the fiscal conditions within the economy can help restore
economic equilibrium. By shifting the overall demand for goods, the adjustments
control the amount of funds available to consumers. As the amount of money within an
economy decreases, the overall demand for goods and services also declines.
For example, if the Federal Reserve raised interest rates in response to inflationary
activity, the increase would make borrowing funds more expensive. The increase in the
associated expense lowers the number of funds available to most consumers resulting
in lowered demand. Once equilibrium is reached, the Federal Reserve can shift interest
rates accordingly.
6.5

DEFLATIONARY GAP

This is the difference between the full employment level of output and actual output.
For example, in a recession, the deflationary gap may be quite substantial, indicative
of the high rates of unemployment and underused resources. A deflationary gap is also
known as a negative output gap.
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6.5.1 Causes of Deflationary Gap

● Fall in aggregate demand (AD) due to
○ Fall in exports (global recession)
○ Fall in investment (due to banking collapse and credit crunch)
○ Fall in consumer spending (e.g. higher interest rates, falling wages.)
● Economic growth well below the average trend rate of growth (AD increasing at
slower rate than productive capacity)
If the equilibrium level of income is estimated to be below the full employment level
of income then emerges deflationary gap. If in the economy there arises insufficient
aggregate demand, equilibrium in the economy will occur to the left of the full
employment income (Yf). In other words, a deflationary gap shows the amount by
which aggregate demand must be increased so that equilibrium level of income is
increased to the full employment level. shows that equilibrium level of income is OY*
while full employment output is Yf.

Thus, the economy faces an unemployment situation. The distance between the 45° line
and the AD line at the full employment output situation is referred to as the deflationary
gap. It is AB in THE ABOVE FIGURE. Since aggregate demand is less than the
country’s potential output, the economy suffers from unemployment of labour and
other resources.
The deficiency in aggregate demand thus causes price level to fall. This is what
happened in the USA, UK, etc., in the 1930s. Keynes was arguing at that time that
unemployment was the result of deficiency of aggregate demand. He suggested demand
management policy (such as, increase in government spending, reduction in taxes, etc.,)
to come out from the Great Depression of the 1930s.
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6.5.2 Impact of deflationary gap
If an economy experiences a deflationary gap, then it will have the following impact
on the wider macro economy.

● Rising Unemployment. We will get demand-deficient unemployment and possibly
higher structural unemployment

● Low/negative rates of economic growth.
○ Negative impact on government’s budget. With lower economic growth, the
government will receive lower tax revenue and lower government spending.

● Low rates of inflation/disinflation. Possibly deflation. With a deflationary gap,
firms have excess capacity, this tends to put downward pressure on prices and
wages.
6.5.3 Difference between deflationary gap and deflation

● Deflation means a fall in the price level – (a negative rate of inflation)
● A deflationary gap means that the economy is below full capacity and there is low
growth. It doesn’t necessarily mean deflation because even in a recession with
falling output, we may still get a very low rate of inflation.
6.6

CIRCULAR FLOW OF INCOME

The circular flow of income is a concept for better understanding of the economy as a
whole. The circular flow of income or circular flow depicts exchanges between
economic agents by flows of money, goods as well as services etc.
Circular flow of income is a model in which the major exchanges among economic
agents are represented in terms of flows of money, goods and services etc. The circular
flow of income is a macroeconomic concept for better understanding of the economy
as a whole. The circular flow of income in its most basic form considers a simple
economy consisting of labourers and producers. In this simple economy, individuals
provide the labour that enables producers to produce goods and services. The circular
flow illustrates the interdependence of the flows or activities that occur in the economy,
such as the production of goods and services of the economy and the income generated
from that production. It is generally observed that in a two sector economy, producers
provide individuals with income in exchange for their labour. Income earned by the
labourers is spent on the goods and services produced by the respective producers. The
circular flow also depicts the equality between the income earned from production and
the value of goods and services produced. An economy involves interactions between
not only individuals and businesses, but also central, state, and local governments and
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residents of the rest of the world. Circular flow also embraces other aspects of economic
activity such as investment in capital, flows of financial capital, and the contributions
of these flows to the accumulation of fixed assets. Circular flow of income can be
explained in terms of two sectors, three sectors and four sectors respectively.
6.6.1 Two Sector Model:
In this model, the economy is assumed to be a closed economy and consists of only
two sectors, i.e., the household and the firms. A closed economy is an economy that
does not participate in international trade. In this model, the household sector is the
only buyer of the goods and services produced by the firms and it is also the only
supplier of the factors of production. The household sector spends the entire income
on the purchase of goods and services produced by the firms implying that there is no
saving or investment in the economy. The firms are the only producer of the good and
services. The firms generate income by selling the goods and services to the
household sector and the latter earns income by selling the factors of production to the
former. Thus, the income of the producers is equal to the income of the households is
equal to the consumption expenditure of the household. The demand of the economy
is equal to the supply. In this model, Y = C where, Y is Income and C is Consumption.
The circular flow of income in a two sector model is explained with the help of the
following diagram, called Model 1
In a two sector model, we have Business Sector (producing sector), and the Household
Sector (consuming sector). Household Sector provides labour services for which they
are paid by the Business Sector; the Household Sector then spends the money received
as income in buying goods and services from Business Sector and Business Sector
supplies these goods and services. Whatever is not spent is saved which is flowed to
the Business Sector as investment that completes the circle. The circular flow of income
as already discussed above explains it in terms of two sector models. But the two sector
model can be extended to three and four sector models embracing all the issues.

36

The Circular Flow of Income in a Two- Sector Model with Saving and
Investment
In the above model, we assumed that the household sector spends its entire income
and that there is no saving in the economy however, in practice, the household sector
does not spend all its income; it saves a part of it. The saving by the household sector
would imply monetary withdrawal (equal to saving) from the circular flow of
income. This would affect the sale of the firms since the entire income of the
household would not reach the firm implying that the production of goods and
services would be more than the sale. Consequently, the firms would decrease their
production which would lead to a fall in the income of the household and so on.
There is one way of equating the sales of the firms with the income generated; if the
saving of the household is credited to the firms for investment then the income gap
could be filled. If the total investment (I) of the firms is equal to the total saving (S)
of the household sector then the equilibrium level of the economy would be
maintained at the original level. This is explained with the help of the following
diagram, called Model 1a.
The equilibrium condition for a two-sector model with saving and investment is as
follows: Y = C + S or Y = C + I or C + S = C + I Or, S = I Where, Y = Income, C =
Consumption, S = Saving and I = Investment
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6.6.2 Three Sector Model:
In a three sector model of circular flow, it includes household sector, producing sector
and government sector. In a three sector model we have Household Sector, Business,
and Government. Here Government collects taxes from the Business Sector and also
spends on goods and services from the Business Sector. Here, the flow of income is
explained in a closed economy excluding the rest of the world. The flows from
household and producing sector to government sector are in the form of payments of
different types of taxes and non-taxes. The income received by the government sector
flows to the producing and household sector in the form of payments for government
purchases of goods and services as well as payment of subsidies and transfer payments.
Each payment has a receipt in response to it by which aggregate expenditure of an
economy becomes identical to aggregate income and makes this circular flow
unending. The circular flow of income in a three sector economy can be explained with
the help of Figure below. It shows the interaction between producers, household and
financial sector. There has been a flow of income from the household sector to the
production sector as they have to pay in terms of money for goods and services
purchased. There is again interaction among the production sector, household sector
and financial sector. It is usually the household sector who wants to save in the financial
sector. There is a flow of resources from the financial sector to the production sector.
The financial sector collects the savings from the household sector and supplies those
savings to the producers for investment.
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In this model, the equilibrium condition is as follows:
Y = C + I + G Where, Y = Income; C = Consumption; I = Investment and G =
Government Expenditure In a closed economy, aggregate demand is measured by
adding consumption, investment and government expenditure. Thus, aggregate
demand is defined as the total demand for final goods and services in an economy at a
given time and price level and aggregate supply is defined as the total supply of goods
and services that the firms are willing to sell in an economy at a given price level.
6.6.3 Four Sector Model:
The four sector model is considered to be complicated as compared to the two and three
sector model. But it is considered to be more realistic as a modern monetary economy
comprises a network of four sector economies such as household sector, firms or
producing sector, government sector and financial sector. In four sectors model, we
have the Household Sector, Business, Government, and External Sector. Here External
sector sells goods and services to Household Sector and Business Sector in terms of
imports and buys from the Business Sector in terms of exports. Each of these sectors
of the economy receives some payments from the other sectors. Money is the factor
that facilitates smooth exchanges of those transactions among the sectors. A residual
of each market comes in the capital market as saving which in turn is invested in firms
and government sector. It has been observed that so long as leakage is equal to
injections i.e. lending is equal to the borrowing, the circular flow will continue
indefinitely. However, this job is to be done by financial institutions in the economy.
This is the complete model of the circular flow of income that incorporates all the four
macroeconomic sectors. Along with the above three sectors it considers the effect of
foreign trade on the circular flow. With the inclusion of this sector the economy now
becomes an ‘open economy’. Foreign trade includes two transactions, i.e., exports and
imports. Goods and services are exported from one country to the other countries and
imports come to a country from different countries in the goods market. There is inflow
of income to the firms and government in the form of payments for the exports and
there is outflow of income when the firms and governments make payments abroad for
the imports. The import payments and export receipts transactions are done in the
financial market. This is explained with the help of a following diagram, called Model
3.
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In this model, the equilibrium condition is as follows:
Y = C + I + G + NX
NX = Net Exports = Exports (X) – Imports (M)
Where, Y = Income; C = Consumption; I = Investment; G =
Government Expenditure; X = Exports and M = Imports.
In a four sector economy, along with household, firms and government sector, financial
sector is also there. There has been simultaneous flow of resources among these four
sectors. There is flow from the rest of the sectors to the government sector in terms of
tax and non-tax revenue. Similarly, there is outflow from the government sector in
terms of spending incurred by the government. There has been a flow of resources from
the household sector to the financial sector and vice-versa. The household sector keeps
their savings in the financial sector to earn interest. There is a flow of resources from
the financial sector to the household sector in terms of loan to the household sector.
Similarly, there has been an inflow and outflow of resources between business firms
and the government sector. To make investments, the firms take loan from the financial
sector and there is outflow of resources from the business firm to the financial sector
40

in terms of repayment of the principal and interest. This is the process of flow of
resources among different sectors of an economy.
6.7

LET US SUM UP

A short-run macroeconomic equilibrium occurs at a level of output and average price
level that satisfies both the aggregate demand and aggregate supply curves; graphically,
this equilibrium occurs where the aggregate demand and aggregate supply curves
intersect. Changes in either aggregate demand or aggregate supply will change the level
of output and average price level consistent with a short run macroeconomic
equilibrium. In the long run, the economy returns to its full employment level of output:
if an aggregate demand shock pulls, or an aggregate supply shock pushes, the economy
away from full employment, factor prices that did not adjust immediately to the shock
will do so eventually; this adjustment will return the economy to its full-employment
equilibrium.
The circular flow of income describes the movement of goods or services and income
among the different sectors of the economy. It illustrates the interdependence of the
sectors and the markets to facilitate both real and monetary flow. The real flow refers
to the flow of factor services and flow of goods and services. The movement to the
money/cash payment from one sector to the other sector corresponding to the real flow
is referred to as the monetary flow. There are four sectors and three markets in the
circular flow of income model. The four sectors are the household sector, the firm
sector, the government sector and the foreign sector. The three markets are the goods
market, the factor market and the financial market respectively
6.8

KEYWORDS

● Multiplier: A multiplier is a factor of proportionality that measures how much an
endogenous variable changes in response to a change in some exogenous variable.
● Inflationary Gap: An inflationary gap, in economics, is the amount by which the
actual gross domestic product exceeds potential full-employment GDP. It is one
type of output gap, the other being a recessionary gap.
● Deflationary Gap: It is the difference between potential output at full level of
employment and the actual level of output of the economy.
● Household: A household consists of one or more people who live in the same
dwelling and share meals. ... The household is the basic unit of analysis in many
social, microeconomic and government models, and is important to economics and
inheritance.
41

● Aggregate Demand: The total demand for goods and services within a particular market.
● Equilibrium : Economic equilibrium is a situation in which economic forces such
as supply and demand are balanced and in the absence of external influences the
values of economic variables will not change
● Monetary Policy: Monetary policy is the policy adopted by the monetary authority
of a country that controls either the interest rate payable on very short-term
borrowing or the money supply, often targeting inflation or the interest rate to
ensure price stability and general trust in the currency.
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6.10

TERMINAL QUESTIONS

Q1:

Explain the process of determination of the equilibrium level of income in a
two sector economy.
Write about the two Approaches for Determination of Equilibrium Level:
Distinguish between Inflationary gap and Deflationary gap.
Explain the detail the circular flow of income in terms of two sectors, three
sectors and four sectors respectively.
What are the factors shifting the short run aggregate supply curve?
Why is the short run aggregate supply curve upward sloping?

Q2:
Q3:
Q4:
Q5:
Q6:
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