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1.1 INTRODUCTION

Demand for money is a prominent issue in macroeconomics due
to the important role that monetary demand plays in the determination
of the price level, interest income. But, first we should know the
meaning of demand for money. In general peoples demand for money
is for in order to make payments for their day-to-day purchases of
goods and services. Further, demand for money arises from two
important functions of money. The first is that money acts as a medium
of exchange and the second is a store of value. Thus, individuals and
businessman wish to hold money partly in cash and partly in the form
of assets. Theoretically speaks, various schools of thought in economics
define differently the demand for money.

The theories are:
1. Quantity theory and Keynes approach,
2. Boumol’s Inventory Approach,
3. Tobin Portfolio Approach, and
4. Friedman’s Theory.

1.2 QUANTITY THEORY OF MONEY - KEYNES
Keynes reformulated the Quantity Theory of Money. According
to him, money does not directly affect the price level. Also, a change in
the quantity of money can lead to a change in the rate of interest. Further,
with a change in the rate of interest, the volume of investment can change.
Also, this change in investment volume can lead to a change in income,
output, and employment along with a change in the cost of production.
Finally, all these factors will lead to a change in the prices of goods and
1
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services. In simple words, the Keynesian version of the Quantity Theory
integrates the monetary theory with the general theory of value.

1.2.1 Transmission Mechanism:

Keynes’ great merit lies in removing the old fallacy that prices
are directly determined by the quantity of money. His theory of money
and prices brings forth the truth that prices are determined primarily by
the cost of production. Keynes does not agree with the old analysis
which establishes a direct causal relationship between the quantity of
money and the level of prices. He believes that changes in the quantity
of money do not affect the price level (value of money) directly but
indirectly through other elements like the rate of interest, the level of
investment, income, output and employment. The initial impact of the
changes in the total quantity of money falls on the rate of interest rather
than on prices.

As the quantity of money is increased (other things remaining
the same), the rate of interest is lowered because the quantity of money
available to satisfy speculative motive increases. A lowering of the rate
of interest (marginal efficiency of capital remaining the same) will raise
investment, which in turn, will result in an increase of income, output,
employment and prices. The prices rise on account of various factors
like the rise in labour costs, bottlenecks in production, etc. Thus, in
Keynes’ version the level of prices is affected indirectly as a result of
the effects of the changes in the quantity of money on the rate of
interest and hence investment. It is on account of this reason that
Keynes analysis is, at times, spoken of as the ‘contra-quantity theory of
causation’ because it takes rise in prices as a cause of the increase in the
quantity of money instead of taking the increase in the quantity of
money as a cause of the rise in prices.

1.2.2The Transmission Mechanism process that follows in

Keynes is like this:

Increases in the quantity of money — result in a fall in the rate
of interest — which encourages investment — which in turn, raises
income, output and employment — it results in raising the cost of
production — this results in raising prices. The traditional theory
ignored the influence of the quantity of money on the rate of interest,
and thereby on output and goes directly from increase in the quantity of
money to increase in the level of prices. Therein lay the fault of its
analysis. Keynes, thus, removed the classical dichotomy in the
traditional money-price relationship by rejecting the direct relationship
between M and P. He asserted that the relationship between M and P is
indirect and that the theories of money and prices can be integrated
through the theory of aggregate demand or the theory of output. The
missing link between the real and monetary theories, according to
Keynes, is the rate of interest. The mechanism of the rate of interest
will work as shown above, which will increase investment and through
multiplier ultimate income.
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The increase in aggregate demand for commodities and a higher Unit Title
push given to wages and costs will raise firstly the relative prices and
then the general price level. The process of integration between M and
P and the extent by which P will change, as a result of a given change NOTES
in M, can be shown through a general theoretical model based on
money supply (M), general price level (P), the aggregate demand (D),
the level of income or output (Y or O), the level of employment (N)
and the level of money wages (W).

These relationships can be expressed through elasticity
coefficients. The ratio of a proportionate change in P to the
proportionate change in M is shown by the elasticity of price level (e).
The change in aggregate demand (D) to a given change in M is the
elasticity of aggregate demand (eq). The change in Y or O in response
to a change in AD may be expressed as elasticity of income or output
(ey or e,). The change in price level, as a result of a given change in
AD, is denoted by elasticity of price (ep). The response of Y or O to an
increase in employment (N) is shown by the elasticity of returns (e,)
and the response of money wages as a result of an increase in
employment is the elasticity of money wages (ew).

In the classical version of the quantity theory of money, which
Is based on the assumption of full employment and where money is
only a medium of exchange, the elasticity of price level (e) and
eq remain equal to unity. The elasticity of output (eo) is zero and as a
consequence the elasticity of price (ep) must be equal to unity. Since
eo + e, = 1 (unity), the price level, in this case rises in exact proportion
to the quantity of money.

In Keynes’ version, e = 0, prior to full employment and e = 1, or
unity, once the full employment level is attained. In the former case
(less than full employment) eq — unity and e, will also be equal to unity
on the presumption that production is governed by the law of constant
returns, but e, is determined by e,. Before full employment money
wages are assumed to be constant, therefore, e,, will be equal to zero.
Assuming other factor prices also as constant, e, will be equal to unity.
If e is unity, then, ey will also be unity. If elasticity of output (e) is
equal to unity, then e,, must be equal to zero. Thus, the reformulated
quantity theory of money suggests that the price level will remain
constant so long as there are unemployed resources in the economy.

Keynes, however, does not subscribe to the view that the price
level will be constant before full employment, though the rise in price
level may be less than proportionate. Because there is a possibility of
money wages rising before full employment, e, is greater than zero;
ew > 0 brings, in turn, the operation of the law of diminishing returns,
so that e, < 1 (unity) and, therefore, e, will also be less than unity. The
elasticity of aggregate demand (eq) is equal to the sum of e, and e, (eq =
€ + €p). This shows that the determination of the magnitude of ey is
very complex matter depending upon a number of variables like LP,

3
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MEC etc. Since a part of the money is likely to be held by speculators
as idle balances, e<i is likely to be less than unity; e, will be greater
than zero because e,, > 0 and e, < unity. Thus, it is clear that the price
level will start rising even before the full employment level is attained.
Keynes’ analysis also shows that there is no direct or proportionate
relation between M and P, in his analysis, the monetary and the real
factors in the economy stand fully integrated.

1.2.3 Merits of Keynes’ Version of the Quantity Theory of
Money:

Keynes’ version of the quantity theory stands in sharp
comparison to the old classical theory and is considered superior to it
on the following grounds:

(i) It Analyses the Casual Process:

Keynes’ great merit lies in removing the old notion that prices
are directly determined by the quantity of money. He brings to the fore
the true and real causal process which exists between the quantity of
money and prices. The relationship that exists is indirect and is brought
through changes in the rate of interest.

(ii) 1t Does not Assume Full Employment:

The quantity theory of money, like all classical doctrines, is
based on the assumption of full employment. As long as the human and
material resources were taken to be fully employed, it was easy for the
classical thinkers to say that an increase in the quantity of money was
associated with or followed by a rise in the price level. Since, money in
the classical scheme could not affect employment, it could raise prices
only.

According to Prof. Dillard, “This leads to the conclusion that all
increases in the quantity of money tend to be inflationary, a conclusion
quite valid under the assumption that resources are fully employed, a
nonsense conclusion when this special assumption is dropped.”
Keynes, on the other hand, does not assume full employment. To him
unemployment is the rule and full employment only an exception. He
says, “So long as there is unemployment, employment will change in
the same proportion as the quantity of money; and when there is full
employment, price will change in the same proportion as the quantity
of money.”

(iii) When to Dread Inflation:

Keynesian approach to the quantity theory of money helps us to
look at inflation entirely from a different perspective. It tells us when
dread inflation and when not to dread it. As long as there is
unemployment of resources, inflation is not to be feared as it results in
an increase in employment and output. But once the level of full
employment is attained, true inflation begins and it becomes a real
threat.

According to classicals, every increase in money supply results
in inflation (as full employment was always presumed). To Keynes,
only that increase in money supply results in inflation which takes
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place beyond the level of full employment. Thus, Keynesian version Unit Title
shows a great advance on the traditional version of the quantity theory
of money.

(iv) It Integrates Monetary Theory with the Theory of Value: NOTES

Another great merit of Keynes theory of money and prices is
that it integrates monetary theory with the theory of value. Keynes gave
up the traditional division of the economy into the real sector and the
monetary sector and pointed out that there could be no monetary
economy in which money was neutral. The integration of the theory of
money with the theory of value on the one hand and with the theory of
output on the other, was achieved through the rate of interest the
missing link (rate of interest) was at last discovered.

According to value theory, the price (which is the value
expressed in terms of money) is determined by the forces of demand
and supply and the production is carried to the extent of the equality of
the marginal cost with marginal revenue. Thus, the concepts of
marginal cost, marginal revenue, demand and supply, their elasticities
(specially in the short period) become important in the theory of value.

When Keynes discusses the theory of prices in general (price
level), he emphasises cost of production, elasticity of demand, elasticity
of supply and other concepts which are important in the theory of value
of individual price determination. In his approach of money and prices,
Keynes attempted to integrate the real and monetary sectors of the
economy and as such he brought in the concept of elasticity no less into
the theory of money than in the theory of value.

As such, he was concerned with the elasticities of prices in
response to changes in aggregate demand and the elasticity of
aggregate demand in response to changes is the quantity of money.
Keynes shows that prices rise on account of the rise in costs of
production; costs of production rise because of the inelasticity of short-
period supply of output and employment. Front a monetary theory of
prices, Keynes, thus, shifted to a monetary theory of output. This, in
itself, turned out to be an important contribution as it resulted in a
successful integration of the quantity theory of money with the theory
of value.

Further, Keynes also integrated the theory of output with the
theory of money. In fact, the integration of monetary theory with the
theory of value is accomplished through the theory of output, in which
the rate of interest, by influencing the volume of investment, plays a
vital role. Changes in the quantity of money, by bringing about changes
in the rate of interest affect investment and hence output and
employment. As the volume of output and employment changes, the
costs of production vary and prices are also affected. The traditional
theory did not pay any heed, to the influence that the quantity of money
exerts on the rate of interest and through it on income, output,
employment and prices. Thus, in addition to integrating the theory of

5
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output with the theory of money, Keynes also integrated the theory of
output with the monetary theory (theory of money).

(v) It differentiates between the Determination of the General Price
Level and Individual Prices:

Keynes theory ‘differentiates’ between the determination of the
general price level and individual prices. Individual prices of various
commodities are determined by the forces of demand and supply with
reference to the nature of competition and the type of market, whereas a
large number of considerations enter the determination of the general
price level.

To him, the analysis of the fluctuations in the general price level is not
so simple and straight as has been assumed by the exponents of the
traditional quantity theory of money; that is, an increase in the volume
of money will straightway raise the price level. The whole process is
highly complicated and roundabout, certainly not so direct and simple
as was claimed by the classical economists.

1.3 BAUMOL’S INVENTORY APPROACH TO
TRANSACTIONS DEMAND FOR MONEY:

Instead of Keynes’ speculative demand for money, Baumol
concentrated on transactions demand for money and put forward a new
approach to explain it. Baumol explains the transactions demand for
money from the viewpoint of the inventory control or inventory
management similar to the inventory management of goods and
materials by business firms. As businessmen keep inventories of goods
and materials to facilitate transactions or exchange in the context of
changes in demand for them, Baumol asserts that individuals also hold
inventory of money because this facilitates transactions (i.e. purchases)
of goods and services. In view of the cost incurred on holding
inventories of goods there is need for keeping optimal inventory of
goods to reduce cost. Similarly, individuals have to keep optimum
inventory of money for transactions purposes. Individuals also incur
cost when they hold inventories of money for transaction purposes.

They incur cost on these inventories as they have to forgo
interest which they could have earned if they had kept their wealth in
saving deposits or fixed deposits or invested in bonds. This interest
income forgone is the cost of holding money for transaction purposes.
In this way Baumol and Tobin emphasised that transaction demand for
money is not independent of the rate of interest. It may be noted that by
money we mean currency and demand deposits which are quite safe
and riskless but carry no interest. On the other hand, bonds yield
interest or return but are risky and may involve capital loss if wealth
holders invest in them. However, saving deposits in banks, according to
Baumol, are quite free from risk and also yield some interest.

Therefore, Baumol asks the question why an individual holds
money (i.e. currency and demand deposits) instead of keeping his
wealth in saving deposits which are quite safe and earn some interest as
well. According to him, it is for convenience and capability of it being
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easily used for transactions of goods that people hold money with them Unit Title
in preference to the saving deposits.

Unlike Keynes both Baumol and Tobin argue that transactions
demand for money depends on the rate of interest. People hold money NOTES
for transaction purposes “to bridge the gap between the receipt of
income and its spending.” As interest rate on saving deposits goes up
people will tend to shift a part of their money holdings to the interest-
bearing saving deposits. Individuals compare the costs and benefits of
funds in the form of money with the interest- bearing saving deposits.
According to Baumol, the cost which people incur when they hold
funds in money is the opportunity cost of these funds, that is, interest
income forgone by not putting them in saving deposits.

1.3.1 Baumol’s Analysis of Transactions Demand:

Baumol analyses the transactions demand for money of an
individual who receives income at a specified interval, say every
month, and spends it gradually at a steady rate. This is illustrated in
Fig. 15.4. It is assumed that individual is paid Rs. 12000 salary cheque
on the first day of each month. Suppose he gets it cashed (i.e. converted
into money) on the very first day and gradually spends it daily
throughout the month (Rs. 400 per day) so that at the end of the month
he is left with no money.

It can be easily seen that his average money holding in the
month will be Rs. 12000/2 = Rs. 6000 (before 15th of a month he will
be having more than Rs. 6,000 and after 15th day he will have less than
Rs. 6,000). Average holding of money equal to Rs. 6,000 has been
shown by the dotted line. Now, the question arises whether it is the
optimal strategy of managing money or what is called optimal cash
management. The simple answer is no. This is because the individual is
losing interest which he could have earned if he had deposited some
funds in interest-bearing saving deposits instead of withdrawing all his
salary in cash on the first day. He can manage his money balances so as
to earn some interest income as well.

Suppose, instead of withdrawing his entire salary on the first
day of a month, he withdraws only half of it (i.e. Rs. 6,000) in cash and
deposits the remaining amount of Rs. 6,000 in saving account which
gives him interest of 5 per cent, his expenditure per day remaining
constant at Rs. 400. This is illustrated in Fig. 15.5.

It will be seen that his money holdings of Rs. 6,000 will be
reduced to zero at the end of the 15th day of each month. Now, he can
withdraw Rs. 6,000 on the morning of 16th of each month and then
spends it gradually, at a steady rate of 400 per day for the next 15 days
of a month. This is a better method of managing funds as he will be
earning interest on Rs. 6,000 for 15 days in each month. Average
money holdings in this money management scheme is Rs. 6000/2 =
3000.
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Fig. 15.5. Transactions Demand for Money and Stream of Cash Payments.

Likewise, the individual may decide to withdraw Rs. 4,000 (i.e.,
1/3rd of his salary) on the first day of each month and deposits Rs.
8,000 in the saving deposits. His Rs. 4,000 will be reduced to zero, as
he spends his money on transactions (that is, buying of goods and
services), at the end of the 10th day and on the morning of 11th of each
month he again withdraws Rs. 4,000 to spend on goods and services till
the end of the 20th day and on 21st day of the month he again
withdraws Rs. 4,000 to spend steadily till the end of the month.

In this scheme on an average he will be holding Rs. 4000/2
=2000 and will be investing remaining funds in saving deposits and
earn interest on them. Thus, in this scheme he will be earning more
interest income. Now, which scheme will he decide to adopt? It may be
noted that investing in saving deposits and then withdrawing cash from
it to meet the transactions demand involves cost also. Cost on
brokerage fee is incurred when one invests in interest-bearing bonds
and sells them.
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Even in case of saving deposits, the asset which we are taking Unit Title
for illustration, one has to spend on transportation costs for making
extra trips to the bank for withdrawing money from the Savings
Account. Besides, one has to spend time in the waiting line in the bank NOTES
to withdraw cash each time from the saving deposits. Thus, the greater
the number of times an individual makes trips to the bank for
withdrawing money, the greater the broker’s fee he will incur. If he
withdraws more cash, he will be avoiding some costs on account of
brokerage fee. Thus, individual faces a trade-off problem; the greater
the amount of pay cheque he withdraws in cash, less the cost on
account of broker’s fee but the greater the opportunity cost of forgoing
interest income.

The problem is therefore to determine an optimum amount of
money to hold. Baumol has shown that optimal amount of money
holding is determined by minimizing the cost of interest income
forgone and broker s fee. Let us elaborate it further. Let the size of the
pay cheque (i.e. salary) be denoted by Y, the average amount of the
cash he withdraws each time the individual goes to the bank by C, the
number of times he goes to the bank to withdraw cash by T, broker’s
fee which he has to bear each time he makes a trip to the bank by b. In
the first scheme of money management when he gets his whole pay-
cheque cashed on the first day of every month he incurs broker’s fee

only once since he makes only a single trip to the bank. Thus
Y 12000

i i It = — = === = | because in this case C = Y. In the sccond
T in our first case is equal to one T
case T = 1209 _ 5 2nd in the third case 7 = 12220 _ 3
6000 4000

Interest income lost by holding money is the average amount of money holding multiplied by

the interest rate. As seen above, average money held is one half of cash withdrawn each time (iz. %‘-)

Thus, interest income lost in the first case is — = —— x—— =¥ 300, in the second case interest

lost = 7.C = =599 _ 150 and in the third case it is %x“°°°=|oo.

2 100 2
Thus the total cost incurred on broker’s fee and interest income forgone is given by

Total Cost = br+’—-2€

where b stands for broker's fee.

As seen above 7= —Z,—
Therefore, Total Cost = %b+%€
Baumol has shown that average amount of cash withdrawal which minimises cost is given by
C= _2.’1
r
9
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This means that average amount of cash withdrawal which
minimizes cost is the square root of the two times broker’s fee
multiplied by the size of individual’s income (Y) and divided by the
interest rate. This is generally referred to as Square Root Rule. For this
rule, it follows that a higher broker’s fee will raise the money holdings
as it will discourage the individuals to make more trips to the bank.

On the other hand, a higher interest rate will induce them to
reduce their money holdings for transaction purposes as they will be
induced to keep more funds in saving deposits to earn higher interest
income. That is, at a higher rate of interest transactions demand for
money holdings will decline.

Keynes thought that transactions demand for money was
independent of rate of interest. According to him, transactions demand
for money depends on the level of income. However, Baumol and
Tobin have shown that transactions demand for money is sensitive to
rate of interest. Interest represents the opportunity cost of holding
money instead of bonds, saving and fixed deposits.

The higher the rate of interest, the greater the opportunity cost
of holding money (i.e. the greater the interest income forgone for
holding money for transactions). Therefore, at a higher rate of interest
people will try to economies the use of money and will demand less
money for transactions. At a lower interest rate on bonds, saving and
fixed deposits, the opportunity cost of holding money will be less
which will prompt people to hold more money for transactions.
Therefore, according to Baumol and Tobin, transactions demand curve
for money slopes downward as shown in Fig. 15.6. At higher interest
rates, bonds, savings and fixed deposits are more attractive relative to
money holding for transactions. Therefore, at higher interest rates
people tend to hold less money for transaction purposes. On the other
hand, when the rates of interest are low, opportunity cost of holding
money will be less and, as a consequence, people will hold more
money for transactions. Therefore, the curve of transactions demands
for money slopes downward.

It will be observed from the square root rule given above that
transactions demand for money varies directly with the income (Y) of
the individuals. Therefore, the higher the level of income, the greater
the transactions demand for money at a given rate of interest. In Fig.
15.6. the three transactions demand curves for money Mgy, My” and My”,
for three different income levels, Y1, Y, Ysare shown.

It will be known from the square root rule that optimum money
holding for transactions will increase less than proportionately to the
increase in income. Thus, transactions demand for money, according to
Baumol and Tobin, is function of both rate of interest and the level of
income.

Mg = f(r, y)

where My stands for transactions demand for money, r for rate

of interest and Y for the level of income.
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Fig. 15.6. Transactions Demand for Money :
Baumol-Tobin Approach.

1.4 TOBIN’S PORTFOLIO APPROACH TO DEMAND
FOR MONEY:

American economist James Tobin, in his important
contribution, explained that rational behaviour on the part of the
individuals is that they should keep a portfolio of assets which consists
of both bonds and money. In his analysis he makes a valid assumption
that people prefer more wealth to less. According to him, an investor is
faced with a problem of what proportion of his portfolio of financial
assets he should keep in the form of money (which earns no interest)
and interest-bearing bonds.

The portfolio of individuals may also consist of more risky
assets such as shares. According to Tobin, faced with various safe and
risky assets, individuals diversify their portfolio by holding a balanced
combination of safe and risky assets. He points out that individual’s
behaviour shows risk aversion. That is, they prefer less risk to more
risk at a given rate of return. In Keynes’ analysis an individual holds
his wealth in either all money or all bonds depending upon his estimate
of the future rate of interest. But, according to Tobin, individuals are
uncertain about future rate of interest.

If a wealth holder chooses to hold a greater proportion of risky
assets such as bonds in his portfolio, he will be earning a high average
return but will bear a higher degree of risk. Tobin argues that a risk
averter will not opt for such a portfolio with all risky bonds or a greater
proportion of them.

On the other hand, a person who, in his portfolio of wealth,
holds only safe and riskless assets such as money (in the form of
currency and demand deposits in banks) he will be taking almost zero
risk but will also be having no return and as a result there will be no
growth of his wealth. Therefore, people generally prefer a mixed

11
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diversified portfolio of money, bonds and shares, with each person
opting for a little different balance between riskiness and return.

It is important to note that a person will be unwilling to hold all
risky assets such as bonds unless he obtains a higher average return on
them. In view of the desire of individuals to have both safety and
reasonable return, they strike a balance between them and hold a mixed
and balanced portfolio consisting of money (which is a safe and riskless
asset) and risky assets such as bonds and shares though this balance or
mix varies between various individuals depending on their attitude
towards risk and hence their trade-off between risk and return.

1.4.1 Tobin’s Liquidity Preference Function:

Tobin derived his liquidity preference function depicting
relationship between rate of interest and demand for money (that is,
preference for holding wealth in money form which is a safe and
“riskless” asset. He argues that with the increase in the rate of interest
{i.e. rate of return on bonds), wealth holders will be generally attracted
to hold a greater fraction of their wealth in bonds and thus reduce their
holding of money. That is, at a higher rate of interest, their demand for
holding money (i.e., liquidity) will be less and therefore they will hold
more bonds in their portfolio. On the other hand, at a lower rate of
interest they will hold more money and less bonds in their portfolio.
This means, like Keynes’ speculative demand for money, in Tobin’s
portfolio approach demand function for money as an asset (i.e. his
liquidity preference function curve) slopes downwards as is shown in
Fig. 15.3, where on the horizontal axis asset demand for money is
shown.

This downward-sloping liquidity preference function curve
shows that the asset demand for money in the portfolio increases as the
rate of interest on bonds falls. In this way Tobin derives the aggregate
liquidity preference curve by determining the effects of changes in
interest rate on the asset demand for money in the portfolio of
individuals. Tobin’s liquidity preference theory has been found to be
true by the empirical studies conducted to measure interest elasticity of
the demand for money.

As shown by Tobin through his portfolio approach, these
empirical studies reveal that aggregate liquidity preference curve is
negatively sloped. This means that most of the people in the economy
have liquidity preference function similar to the one shown by curve
Mg in Fig. 15.3.
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Fig. 15.3. Tobin's Liquidity Preference Curve.

1.4.2 Evaluation:

Tobin’s approach has done away with the limitation of Keynes’
theory of liquidity preference for speculative motive, namely,
individuals hold their wealth in either all money or all bonds. Thus,
Tobin’s approach, according to which individuals simultaneously hold
both money and bonds but in different proportion at different rates of
interest, yields a continuous liquidity preference curve. Further, Tobin’s
analysis of simultaneous holding of money and bonds is not based on
the erroneous Keynes’ assumption that interest rate will move only in
one direction but on a simple fact that individuals do not know with
certainty which way the interest rate will change. It is worth
mentioning that Tobin’s portfolio approach, according to which
liquidity preference (i.e. demand for money) is determined by the
individual attitude towards risk, can be extended to the problem of asset
choice when there are several alternative assets, not just two, of money
and bonds.

1.5 FRIEDMAN’S THEORY OF DEMAND FOR

MONEY:

A noted monetarist economist Friedman put forward demand
for money function which plays an important role in his restatement of
the quantity theory of money and prices. Friedman believes that money
demand function is most important stable function of macroeconomics.
He treats money as one type of asset in which wealth holders can keep
a part of their wealth. Business firms view money as a capital good or a
factor of production which they combine with the services of other
productive assets or labour to produce goods and services. Thus,
according to Friedman, individuals hold money for the services it
provides to them.

It may be noted that the service rendered by money is that it
serves as a general purchasing power so that it can be conveniently
used for buying goods and services. His approach to demand for money
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does not consider any motives for holding money, nor does it
distinguish between speculative and transactions demand for money.
Friedman considers the demand for money merely as an application of
a general theory of demand for capital assets. Like other capital assets,
money also yields return and provides services. He analyses the various
factors that determine the demand for money and from this analysis
derives demand for money function. Note that the value of goods and
services which money can buy represents the real yield on money.

Obviously, this real yield of money in terms of goods and
services which it can purchase will depend on the price level of goods
and services. Besides money, bonds are another type of asset in which
people can hold their wealth. Bonds are securities which yield a stream
of interest income, fixed in nominal terms. Yield on bond is the coupon
rate of interest and also anticipated capital gain or loss due to expected
changes in the market rate of interest.

Equities or Shares are another form of asset in which wealth can
be held. The yield from equity is determined by the dividend rate,
expected capital gain or loss and expected changes in the price level.
The fourth form in which people can hold their wealth is the stock of
producer and durable consumer commodities. These commaodities also
yield a stream of income but in kind rather than in money. Thus, the
basic yield from commodities is implicit one. However, Friedman also
considers an explicit yield from commodities in the form of expected
rate of change in their price per unit of time.

1.5.1 Friedman’s nominal demand function (My) for money can be
written as:
Mg =Tf(W, h, rm, Iy, e, P, AP/P, U)

As demand for real money balances is nominal demand for
money divided by the price level, demand for real money balances can
be written as:

Mg/P = (W, h, rm, Iy, Ie, P, AP/P, U)

where My stands for nominal demand for money and Mgy/P for
demand for real money balances, W stands for wealth of the
individuals, h for the proportion of human wealth to the total wealth
held by the individuals, ry, for rate of return or interest on money, r, for
rate of interest on bonds, r. for rate of return on equities, P for the price
level, AP/P for the change in price level (i.e. rate of inflation), and U
for the institutional factors.

1. Wealth (W):

The major factor determining the demand for money is the
wealth of the individual (W). In wealth Friedman includes not only
non-human wealth such as bonds, shares, money which yield various
rates of return but also human wealth or human capital. By human
wealth Friedman means the value of an individual’s present and future
earnings. Whereas non-human wealth can be easily converted into
money, that is, can be made liquid. Such substitution of human wealth
is not easily possible. Thus human wealth represents illiquid
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component of wealth and, therefore, the proportion of human wealth to Unit Title
the non-human wealth has been included in the demand for money
function as an independent variable.

Individual’s demand for money directly depends on his total
wealth. Indeed, the total wealth of an individual represents an upper
limit of holding money by an individual and is similar to the budget
constraint of the consumer in the theory of demand. The greater the
wealth of an individual, the more money he will demand for
transactions and other purposes. As a country becomes richer, its
demand for money for transaction and other purposes will increase.
Since as compared to non- human wealth, human wealth is much less
liquid, Friedman has argued that as the proportion of human wealth in
the total wealth increases, there will be a greater demand for money to
make up for the illiquidity of human wealth.

2. Rates of Interest or Return (rm, I, re):

Friedman considers three rates of interest, namely, rm, rp and
re which determine the demand for money. ry, is the own rate of interest
on money. Note that money kept in the form of currency and demand
deposits does not earn any interest. But money held as saving deposits
and fixed deposits earns certain rates of interest and it is this rate of
interest which is designated by ryin the money demand function.
Given the other rates of interest or return, the higher the own rate of
interest, the greater the demand for money. In deciding how large a part
of his wealth to hold in the form of money the individual will compare
the rate of interest on money with rates of interest (or return) on bonds
and other assets. The opportunity cost of holding money is the interest
or return given up by not holding these other forms of assets.

As rates of return on bond (r,) and equities (re) rise, the opportunity
cost of holding money will increase which will reduce the demand for
money holdings. Thus, the demand for money is negatively related to
the rate of interest (or return) on bonds, equities and other such non-
money assets.

3. Price Level (P):

Price level also determines the demand for money balances. A
higher price level means people will require a larger nominal money
balance in order to do the same amount of transactions, that is, to
purchase the same amount of goods and services. If income () is used
as proxy for wealth (W) which, as stated above, is the most important
determinant of demand for money, then nominal income is given by
Y.P which becomes a crucial determinant of demand for money. Here
Y stands for real income (i. e. in terms of goods and services) and P for
price level. As the price level goes up, the demand for money will rise
and, on the other hand, if price level falls, the demand for money will
decline. As a matter of fact, people adjust the nominal money balances
(M) to achieve their desired level of real money balance (M/P).

NOTES
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4. The Expected Rate of Inflation (AP/P):

If people expect a higher rate of inflation, they will reduce their
demand for money holdings. This is because inflation reduces the value
of their money balances in terms of its power to purchase goods and
services. If the rate of inflation exceeds the nominal rate of interest,
there will be negative rate of return on money. Therefore, when people
expect a higher rate of inflation they will tend to convert their money
holdings into goods or other assets which are not affected by inflation.
On the other hand, if people expect a fall in the price level, their
demand for money holdings will increase.

5. Institutional Factors (U):

Institutional factors such as mode of wage payments and bill
payments also affect the demand for money. Several other factors
which influence the overall economic environment affect the demand
for money. For example, if recession or war is anticipated, the demand
for money balances will increase. Besides, instability in capital
markets, which erodes the confidence of the people in making profits
from investment in bonds and equity shares, will also raise the demand
for money. Even political instability in the country influences the
demand for money. To account for these institutional factors Friedman
includes the variable U in his demand for money function.

1.6 Self-Assessment Questions

Part— A

1. Who is reformulated quantity theory of money?

2. Who is the author of portfolio approach to demand for money?
Part-B

1. Write a note on Quantity theory of money.

2. What are the advantages of Quantity theory of money?

3. Briefly explain the concept of Tobin Portfolio approach.
Part-C

1. Discuss the Baumal’s Inventory Approach to Transaction
Demand for Money.
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2.3 Harrod-Domar Theory
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2.4 Self-Assessment Questions

2.1 INTRODUCTION

Under the theories of economic growth, economists have
explained economic factors and their impact on economic growth. The
evolution of economic growth theories can be drawn back from Adam
Smith’s book, Wealth of Nation. In his book, he emphasized a view
that the growth of an economy depends on division of labor. After that,
the view presented by Smith was further succeeded by classical
economists, such as Ricardo, Malthus, and Mill. The theory developed
by these economists is known as classical theory of economic growth.

“The most necessary condition for the growth of an economy is
that the demand created due to newly generated income should be
sufficient enough, so that the output produced by the new investment
(increase in capital) should be fully absorbed ’-Harrod-Domar theory.

Further, in late 19" and 20" centuries, Karl Marx presented a
theory called theory of historical growth and Schumpeter developed a
growth theory of technological innovations. Finally, in late 1930s, R. F.
Harrod and E. Domar presented more relevant theory of economic
growth popularly known as Harrod-Domar theory. Later, neo-classical
theory of economic growth was also introduced. Harrod-Domar theory
and neo-classical theory explain modern growth behavior more clearly
by analyzing different economic aspects.

17
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Economic growth refers to an increase in the goods and
services produced by an economy over a particular period of time. It is
measured as a percentage increase in real gross domestic product
which is GDP adjusted to inflation. GDP is the market value for all the
final goods and services produced in an economy.

Theories of Economic Growth
2.2.1 The Classical Approach

Adam Smith laid emphasis on increasing returns as a source of
economic growth. He focused on foreign trade to widen the market
and raise productivity of trading countries. Trade enables a country to
buy goods from abroad at a lower cost as compared to which they can
be produced in the home country.

In modern growth theory, Lucas has strongly emphasized the
role of increasing returns through direct foreign investment which
encourages learning by doing through knowledge capital. In Southeast
Asia, the newly industrialized countries (NICs) have achieved very
high growth rates in the last two decades.

2.2.2 The Neoclassical Approach

The neoclassical approach to economic growth has been divided
into two sections —

e The first section is the competitive model of Walrasian
equilibrium where markets play a very crucial role in
allocating the resources effectively. To secure the optimal
allocation of inputs and outputs, markets for labor, finance and
capital have been used. This type of competitive paradigm was
used by Solow to develop a growth model.

e The second section of the neoclassical model assumes that
technology is given. Solow used the interpretation that
technology in the production function is superficial. The point
is that R&D investment and human capital through learning by
doing were not explicitly recognized.

The neoclassical growth model developed by Solow fails to
explain the fact of actual growth behavior. This failure is caused due
to the model’s prediction that per capita output approaches a steady
state path along which it grows at a rate that is given. This means that
the long-term rate of national growth is determined outside the model
and is independent of preferences and most aspects of the production
function and policy measures.
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2.2.3 The Modern Approach Unit Title
The modern approach to market comprises of several features. The
new economy emerging today is spreading all over the world. It is a NOTES
revolution in knowledge capital and information explosion. Following
are the important key elements —
« Innovation theory by Schumpeter, inter firm and inter industry
diffusion of knowledge.
o Increasing efficiency of the telecommunications and micro-
computer industry.
e Global expansion of trade through modern externalities and
networks.
Modern theory of economic growth focuses mainly on two channels of
inducing growth through expenses spent on research and development
on the core component of knowledge innovations. First channel is the
impact on the available goods and services and the other one is the
impact on the stock of knowledge phenomena.

2.3 HARROD-DOMAR THEORY:

Harrod-Domar theory is considered as the extension of Keynes’
short-term analysis of full employment and income theory. The Harrod-
Domar growth model provides a long-term theory of output. The
economists started paying their attention toward economic stability
after the Great Depression of 1930s and economic ruin caused by
World War Il. Harrod and Domar have provided a model that focuses
on the requirements necessary for steady economic growth. According
to them, capital accumulation constitutes a major factor for the growth
of an economy.

According to the Harrod-Domar model, economic growth
depends on two important factors, viz., the saving ratio (i.e., the
percentage of national income saved per annum) and the capital-output
ratio. Since the capital-output ratio remains constant in the short run,
the rate of growth of a nation depends largely on the rate of saving. A
country which has the capacity to save and invest at least 20 to 25% of
its national income will be able to achieve a satisfactory growth rate of
5 to 6% per annum.

In the words of Daniel Fusfeld, “The modern economy is a
gigantic mechanism for the generation of an economic surplus and the
accumulation of capital. In a modern economy, the surplus is used to
increase output. It is transformed into capital goods and knowledge
(technology) that raise the productive potential of the economy.
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In the Harrod-Domar model the rate of growth of an economy

(9) is expressed as:
g = (s/v) x 100%

where s is the saving ratio and v is the incremental capital-
output ratio. If s = 10 % and v = 3’5, g will be 3%. This implies that if
100 units of capital are required to produce 33 units of output in a
country and the country can save and invest 10% of its national income
per annum, it can achieve per capita income growth of 3% per annum.
If s increases to 20% g will be 6%, provided v remains constant. The
Harrod-Domar model may now be discussed in detail.

2.3.1 Saving, Investment and Growth: the Harrod-Domar

Model:

The problem of aggregate supply and demand in the long run is
complicated by the dual role of investment. Investment creates demand
— via the multiplier, just as it creates supply — adding to society’s
productive capacity. The question is: which aspect is more important if
we consider a long period of time.

This problem led, in the period after Keynes’ General Theory,
to a number of attempts to make that theory dynamic, i.e., to enable us
to predict not only national income in a particular period but also its
path of change over time. An example of this kind of approach is the
celebrated Harrod-Domar model.

This theory was developed independently by Sir Roy Harrod
and Evsey Domar. The theory involves an examination of the following
equation, in which Y stands for annual national income (or output), AY
for a year’s increase in national income, | for annual investment and S
for annual savings:

AY  AY 5
Y 1 ¥

By making certain assumptions, we can use this equation to
show some of the difficulties of keeping aggregate supply and demand
in proper balance in a growing economy. To start with, let us suppose
that the fraction of income people wish to save is some fixed number,
say, one-tenth. This is quite a realistic assumption. Although in the
short run the marginal propensity to save might be expected to rise with
income, something else happens in the long run, inasmuch as people
have enough time to adjust their living standards to higher levels of
income.

We also assume that the amount of machinery and other capital
goods used to produce a given level of output remains more or less
fixed. Now, we can argue that the term AY/I, which represents the
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increase in income in a year divided by the increase in the stock of Unit Title
capital (i.e., investment) in a year, will be some pure number — say
1/3. In other words, business people who expand their plants and NOTES
equipment by Rs 3 and will have the capacity for producing Re. 1 a
year more output than before. Hence, 1/3 is the incremental capital-
output ratio. Now, from these first it is possible to determine a ‘rate of
growth’ for this economy. In equilibrium, the amount that households
desire to save will have to be equal to the amount that businesspeople
wish to invest, or S = I.

Hence, growth can be expressed as:
5 AY I AY AY

=y, =1 (1)

AY/Y being the increase in output divided by the initial level of
output, or the rate of growth of economy. In our example, it will be
equal to 1/30 or 3.3%.

AY/Y = AY/LS/Y = (1/3) (1/10) = (1/30) = 3.3%
2.3.2 Problem with Model:

However, there is one major problem with the model. The
growth rate that keeps investment and saving happily in balance
(sometimes called the equilibrium or warranted rate of growth) may be
quite different from the rate at which population is growing, called the
natural rate of growth. In this theory, there really is no guarantee at all
that aggregate supply and aggregate demand will grow in harmony over
time. On the contrary, the system is for ever poised toward runaway
inflations or depressions, called knife-edge instability.

So, in this model the economy more on a razor’s edge, or
misstep in either direction being fatal. However, while discussing the
‘knife-edge’ properties of steady-state growth path Harrod argued that
potential accelerator and the saving rate that drove the actual growth
rate back the warranted growth rate every time it deviated from it.

2.3.3 Usefulness of the model:

The model highlights certain important points, viz., saving leads
to an increase in investment, which leads to an increase in income
(through the incremental capital/output ratio), which leads to more
saving, more investment and more income.

Capital accumulation, expansion of labour force and technical
progress are given specific roles by Harrod in his model, but he also
examined the role of expectations and possibilities of instability arising
there-from. He has brought into focus the fundamental economics of
growth, the necessary relations existing between dynamic elements —
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population change, technological progress and long-term saving — of
an advancing society. He also emphasised the dual character of
investment — it generates income and adds to the productive capacity
of the economy.

Harrod and Domar were particularly concerned with the role of
investment as capital accumulation and as a component of aggregate
demand. Their model incorporated a simple accelerating investment
function based on expected real income.

2.3.4 Basic issues of Harrod-Domar Model
1. Whether or not steady-state growth is possible;
2. The probability of steady-state growth at full employment;
3. The stability or otherwise of the warranted rate of growth.
2.3.5 Criticisms:

The Harrod-Domar model neglected the effects of relative
prices on factor proportions, implying they were in fixed ratio. So, even
though they implied an aggregate production function they escaped the
main criticisms of the production function incorporated into the neo-
classical growth model.

Criticism of Harrod’s theory is generally targeted at his
behavioural assumption that producers invest only to meet expected
demand in the next time period. This assumption eliminates any long-
term investment plans, or anticipation of long-term demand trends, by
producers.

A related criticism is that producers are not required to respond
to unanticipated demand levels only by varying their output. Price
variations, of course, are another option that would be particularly
useful in the short run.

2.3.6 Conclusion:

The Harrod-Domar model set the scene for subsequent work on
growth as their framework was sufficiently general to incorporate
technical progress, money and other effects.
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2.4 Self-Assessment Questions

Part— A
3. Define the term Economic Growth
4. Write three approach of Economic Growth.
5. List out the basic issues of Harrod-Domar model
Part-B
4. Write a note on neo classical approach of economic growth.

5. Briefly explain the Harrod-Domar model for Saving,
Investment and Growth.

6. List out the usefulness of the Harrod-Domar model for growth.
Part—C
2. Explain detail the Harrod-Domar model for Economic Growth.
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UNIT-I1l: THE OPEN ECONOMY

Contents

3.1 Introduction

3.2 Meaning of the Mundell-Fleming Model

3.3 Open Economy: IS-LM-BoP
3.3.1 IS curve: The Market for Goods and Services
3.3.2 LM Curve: The Market for Money
3.3.3 BP Curve: The Balance of Payments
3.3.4 The I1S-LM-BP Model
3.3.5 Perfect Capital Mobility
3.3.6 Imperfect Capital Mobility

3.4 Conclusion

3.5 Self-Assessment Questions

3.1 INTRODUCTION

An economy open to international trade and payments will face
different problems than an economy closed to the rest of the world. The
typical introductory economics presentation of macroeconomic
equilibrium and policy is a closed-economy view. Discussions of
economic adjustments required to combat unemployment or inflation
do not consider the rest of the world. Clearly, this is no longer an
acceptable approach in an increasingly integrated world.

In the open economy, we can summarize the desirable
economic goals as being the attainment of internal and external
balance. Internal balance means a steady growth of the domestic
economy consistent with a low unemployment rate. External balance is
the achievement of a desired trade balance or desired international
capital flows. In principles of economics classes, the emphasis is on
internal balance. By concentrating solely on internal goals like
inflation, unemployment, and economic growth, simpler-model
economies may be used for analysis. A consideration of the joint
pursuit of internal and external balance calls for a more detailed view
of the economy. The slight increase in complexity yields a big payoff in
terms of a more realistic view of the problems facing the modern policy
maker. It is no longer a question of changing policy to change
unemployment or inflation at home. Now the authorities must also
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consider the impact on the balance of trade, capital flows, and exchange Unit Title
rates.

3.2 MEANING OF THE MUNDELL-FLEMING NOTES
MODEL:

The basic Mundell-Fleming model — like the I1S-LM model —
IS based on the assumption of fixed price level and shows the
interaction between the goods market and the money market. The
model explains the causes of short-run fluctuations in aggregate income
(or, what comes to the same thing, shifts in the ad curve) in an open
economy. The Mundell-Fleming model is based on a very restrictive
assumption. It considers a small open economy with perfect capital
mobility.

This means that the economy can borrow or lend freely from the
international capital markets at the prevailing rate of interest since its
domestic rate of interest is determined by the world rate of interest. So,
the rate of interest is not a policy variable in the small economy being
studied.

This means that macroeconomic adjustment occurs only
through exchange rate changes. In other words, the brunt of adjustment
is borne by exchange rate movements in foreign exchange markets to
maintain the officially determined exchange rate. The central bank
permits the exchange rate to move up or down in response to changing
economic conditions.

The main prediction from the Mundell-Fleming model is that
the behaviour of an economy depends crucially on the exchange rate
system it adopts, i.e., whether it operates a floating exchange rate
system or a fixed exchange rate system.

3.3 OPEN ECONOMY:: IS-LM-BP

The 1S-LM-BP model (also known as 1S-LM-BoP or Mundell-
Fleming model) is an extension of the IS-LM model, which was
formulated by the economists Robert Mundell and Marcus Fleming,
who made almost simultaneously an analysis of open economies in the
60s. Basically we could say that the Mundell-Fleming model is a
version of the 1S-LM model for an open economy. In addition to the
balance in goodsand financial markets, the model incorporates an
analysis of the balance of payments.

Even though both economists researched about the same topic,
at about the same time, both have different analyses. Mundell’s paper
“Capital Mobility and Stabilization Policy under Fixed and Flexible
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Exchange Rates”, 1963, analyses the case of perfect mobility of capital,
while Fleming’s model, depicted in his article “Domestic Financial
Policies under Fixed and under Floating Exchange Rates”, 1962, was
more realistic as it assumed imperfect capital mobility, and thus made
this one a more rigorous and comprehensive model. However,
nowadays, his model has lost cogency, as the actual world situation has
more resemblance with total capital mobility, which corresponds better
to Mundell’s view.

In order to understand how this model works, we’ll first see
how the IS curve, which represents the equilibrium in the goods
market, is defined. Secondly, the LM curve, which represents the
equilibrium in the money market. Thirdly, the BP curve, which
represents the equilibrium of the balance of payments. Finally, we’ll
analyse how the equilibrium is reached.

3.3.1 IS Curve: The Market for Goods and Services

In an open economy, the equilibrium condition in the market for
goods is that production (), is equal to the demand for goods, which is
the sum of consumption, investment, public spending and net exports.
This relationship is called IS. If we define consumption (C) as C =
C(Y-T) where T corresponds to taxes, the equilibrium would be given
by:

Y=C(Y-T)+1+G+NX

We consider that investment is not constant, and we see that it
depends mainly on two factors: the level of sales and interest rates. If
the sales of a firm increase, it will need to invest in new production
plants to raise production; it is a positive relation. With regard to
interest rates, the higher they are, the more expensive investments are,
so that the relationship between interest rates and investment is
negative. Now, in addition to what we have in the IS-LM model, since
we have net exports, we have also to take into account the exchange
rates, which directly affect net exports. Let’s say e is the domestic price
of foreign currency or, in other words, how many units of our own
currency have to be given up to receive 1 unit of the foreign currency.
The new relationship is expressed as follows (where i is the interest
rate):

Y=C(Y-T)+1(Y,i)+ G+ NX(e)

If we keep in mind the equivalence between production and
demand, which determines the equilibrium in the market for goods, and
observe the effect of interest rates, we obtain the IS curve. This curve
represents the value of equilibrium for any interest rate.
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An increasing interest rate will cause a reduction in production through Unit Title
its effect on investment. Therefore, the curve has a negative slope. The
adjacent graph shows this relationship. NOTES
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As stated before, we also need to analyse changes in exchange
rates (here, e). If e decreases, then we’ll be able to buy more foreign
currency with less of our own currency. On the other hand, foreigners
we’ll need to pay more of their currency to buy our own. Therefore,
when e decreases, also called an appreciation under flexible exchange
rates or a revaluation under fixed exchange rates, domestic residents
have more purchasing power, thus being able to buy the same amount
of goods using less domestic currency. The opposite works in the same
way: if e increases (also called a depreciation under flexible exchange
rates or a devaluation under fixed exchange rates), domestic residents
will pay more for the same goofromTo sum up, an increase in e causes
net exports to increase (IS curve shifts to the right) and a decrease in e
causes net export to decrease (IS curve shifts to the left).

3.3.2 LM Curve: The Market for Money

The LM curve represents the relationship between liquidity and
money. In an open economy, the interest rate is determined by the
equilibrium of supply and demand for money: M/P=L(i,Y) considering
M the amount of money offered, Y real income and i real interest rate,
being L the demand for money, which is function of i and Y. Also, the
exchange rate must be analysed since it affects money demand
(investors may decide buy or sell bonds in a country depending on the
exchange rate).
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The equilibrium of the money market implies that, given the
amount of money, the interest rate is an increasing function of the
output level. When output increases, the demand for money raises, but,
as we have said, the money supply is given. Therefore, the interest rate
should rise until the opposite effects acting on the demand for money
are cancelled, people will demand more money because of higher
income and less due to rising interest rates.

The slope of the curve is positive, contrary to what happened in
the IS curve. This is because the slope reflects the positive relationship
between output and interest rates.

3.3.3 BP Curve: The Balance of Payments

|
N

interest rate

N

output "y

The BP curve shows at which points the balance of payments is
at equilibrium. In other words, it shows combinations of production and
interest rates that guarantee that the balance of payments is viably
financed, which means that the volume of net exports that affect total
production must be consistent with the volume of net capital outflows.
It will usually slope up since the higher the production, the higher the
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imports, which will disturb the equilibrium of the balance of payments, Unit Title
unless interest rates rise (which would cause capital inflows to maintain
the equilibrium). However, depending in how great the mobility of NOTES
capital is, it will have a greater or smaller slope: the higher the
mobility, the flatter the curve.

Once the BP curve is derived, there is an important thing to
know about how to use it. Any point above the BP curve will mean a
balance of payments surplus. Any points below the BP curve will mean
a balance of payments deficit. This is important since depending where
we are, different things may affect the interest rates.
3.3.4 The IS-LM-BP Model

In the model we distinguish between perfect and imperfect
capital mobility, but also between fixed and flexible exchange rates.
For each of these cases, we’ll see what happens when both an
expansionary monetary and fiscal policy are applied to the economy.
We’ll first review Mundell’s model, which deals with perfect mobility.
Then, we’ll analyse Fleming’s imperfect mobility model.

3.3.5 Perfect Capital Mobility
Fixed exchange rate
i
™ LM w

An expansionary monetary policy will shift the LM curve to
LM’, which makes the equilibrium go from point Eg to E;. However,
since we are below the BP curve, we know the economy has a balance
of payments deficit. Since exchange rates are fixed, government
intervention is required: the government will purchase domestic
currency and sell foreign currency, which will drop the money supply
and therefore shift the LM’ curve to its original position (which makes
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the equilibrium go to E,). Monetary policy has therefore no effect

under these circumstances.
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I
A

An expansionary fiscal policy will shift the IS curve to IS’,
moving the equilibrium form point Eq to point E;. Since the economy
has now a balance of payments surplus, and because the exchange rate
is fixed, government will intervene in the exact opposite way: they’ll
purchase foreign currency and sell domestic currency. This will
increase the money supply, shifting the LM curve to the right. The final
equilibrium is reached at point E, where, at the same interest rate,
production has increased greatly: fiscal policy works perfectly under
these circumstances.

Flexible exchange rate
[
N LM LM’

An expansionary monetary policy will shift the LM curve to
LM’, which makes the equilibrium go from point Eq to E;. However,
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since now exchange rates are flexible, we have a different situation: the Unit Title
balance of payments deficit will depreciate the domestic currency. This
will increase net exports (since foreigners can now buy more of our
products with the same amount of money), which will shift the IS curve
to the right (to IS’). The final equilibrium is reached at point E, where,
at the same interest rate, production has increased greatly: monetary
policy works perfectly under these circumstances.

NOTES

i
™ LM

An expansionary fiscal policy will shift the IS curve to IS’,
moving the equilibrium from point Eq to point E;. The economy will
therefore have a balance of payments surplus, which in this case of
flexible exchange rate will appreciate the domestic currency. This will
decrease net exports, since we are able to import more goods and
services with less money, while foreigners will import less of our
products because of our appreciated domestic currency. This drop in
net exports will shift the IS’ curve back to its original position. Since
now the final equilibrium E; corresponds to the initial equilibrium, we
know fiscal policy is no good in this case.

It is easy to see why Mundell devised what is known as the
impossible trinity. In a few words, no economy can have the following
three: perfect capital mobility, fixed exchange rates and an independent
and efficient monetary policy. Under the perfect capital mobility
assumption, and in order to have an efficient monetary policy,
exchange rates must be flexible. Or have fixed exchange rates but
assume that monetary policy won’t be efficient.

3.3.6 Imperfect Capital Mobility
Fixed exchange rate
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LM’

BP+

Here we have the exact same situation as before: an
expansionary monetary policy will shift the LM curve to LM’, which
makes the equilibrium go from point Eg to E;. However, since we are
below the BP curve, we know the economy has a balance of payments
deficit. Since exchange rates are fixed, the government will purchase
domestic currency and sell foreign currency, which will drop the
money supply and therefore shift the LM’ curve to its original position
(which makes the equilibrium go to E,). Monetary policy has again no
effect, no matter how great or small capital mobility is.

[
/
LM’

BP+

An expansionary fiscal policy will shift the IS curve to IS’,
moving the equilibrium from point E, to point E;. Now, depending on
capital mobility, we’ll either have a balance of payments surplus (high
capital mobility, BP+ curve) or a balance of payments deficit (small
capital mobility, BP- curve). Since exchange rates are fixed,
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government will need to intervene: its acquisitions and disposals of Unit Title
both domestic and foreign currency will shift the LM curve to either
LM’ or to LM* (you can review what happens above: a balance of NOTES
payments surplus is the same scenario as in a fiscal policy with perfect
capital mobility and fixed exchange rates, while the balance of
payments deficit corresponds to the monetary policy scenario). Under
these circumstances, fiscal policy is completely efficient. It’s actually
the more efficient the higher capital mobility is.

Flexible exchange rate

|
A

An expansionary monetary policy will shift the LM curve to
LM’, which makes the equilibrium go from point Eq to E;. However,
since now exchange rates are flexible, the balance of payments deficit
will depreciate the domestic currency. This will increase net exports,
shifting the IS curve to IS’. Also, since domestic assets are less
expensive, the BP curve will shift to the right (to either BP’+ or BP’-).
Therefore, with high capital mobility, final equilibrium will be at point
E,. Monetary policy works well under these assumptions. It’s actually
the more efficient the higher capital mobility is.
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An expansionary fiscal policy will shift the IS curve to IS’,
moving the equilibrium from point E, to point E;. Now, depending on
capital mobility, we’ll either have a balance of payments surplus (high
capital mobility, BP+ curve) or a balance of payments deficit (small
capital mobility, BP- curve). In the case of a balance of payments
surplus, and considering flexible exchange rates, there will be an
appreciation of the domestic currency. This will decrease net exports,
which will shift the IS’ curve to the left. Also, since domestic assets are
more expensive, the BP+ curve will shift to the left. The final
equilibrium will therefore be at point E,. If there is a balance of
payments deficit (the case for the BP- curve), the result will be the
same one as in the monetary policy case (being E,* the final
equilibrium). In this scenario, fiscal policy will be more efficient the
smaller capital mobility is.

3.4 CONCLUSION

The Mundell-Fleming model is a very useful tool when dealing
with the analysis of open economies. A great deal of textbooks and
papers argue for or against each of these models. However, there’s no
denying the world is moving towards liberalizing international
trade and capital movements (mostly through WTO’s agreements),
which would make us lean towards Mundell’s view. To sum up, under
perfect capital mobility, monetary policy will only work with flexible
exchange rates, while fiscal policy will only work with fixed exchange
rates.

3.5 SELF-ASSESSMENT QUESTIONS

Part—- A

6. Who is formulated the IS-LM model?
7. Expand the term 1S-LM-BP.

Part-B

7. Write a note on Fleming’s imperfect mobility model.
8. What is meant by flexible exchange rate?

Part-C
3. Discuss the Mundell-Fleming Model for IS-LM-BP.
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UNIT-IV: THEORIES OF \oTES
CONSUMPTION SPENDING

Contents

4.1 Introduction

4.2 Consumption Function Works

4.3 Calculating the Consumption Function

4.4 Theories of Consumption Function
4.4.1 The Absolute Income Hypothesis
4.4.2 Relative Income Hypothesis
4.4.3 Duesenberry Hypothesis
4.4.4 The Permanent Income Hypothesis
4.4.5 Life Cycle Hypothesis

4.5 Conclusion

4.6 Self-Assessment Questions

4.1 INTRODUCTION

The consumption function, or Keynesian consumption function,
is an economic formula that representsthe functional relationship
between total consumption and gross national income. It was
introduced by British economist John Maynard Keynes, who argued the
function could be used to track and predict total aggregate consumption
expenditures.

Every time you purchase food at the drive-thru or pull out your
debit or credit card to buy something, you are adding to consumption.
Consumption is one of the bigger concepts in economics and is
extremely important because it helps determine the growth and success
of the economy. Businesses can open up and offer all kinds of great
products, but if we don't purchase or consume their products, they
won't stay in business for very long! If they don't stay in business,
many of us won't have jobs or the income to buy goods and services.

Consumption can be defined in different ways, but it is best
described as the final purchase of goods and services by individuals.
The purchase of a new pair of shoes, a hamburger at the fast food
restaurant or services, like getting your house cleaned, are all examples
of consumption. It is also often referred to as consumer spending. Many
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topics in economics explore how the income of families and individuals
affects consumption and spending habits.

4.2 CONSUMPTION FUNCTION WORKS

The classic consumption function suggests consumer spending
is wholly determined by income and the changes in income. If true,
aggregate savings should increase proportionally as gross domestic
product (GDP) grows over time. The idea is to create a mathematical
relationship between disposable income and consumer spending, but
only on aggregate levels.

The stability of the consumption function, based in part on
Keynes' Psychological Law of Consumption, especially when
contrasted with the volatility of investment, is a cornerstone of
Keynesian macroeconomic theory. Most post-Keynesians admit the
consumption function is not stable in the long run since consumption
patterns change as income rises.

4.3 CALCULATING THE CONSUMPTION
FUNCTION

The consumption function is represented as:

C=A+MD
Where: C = Consumer spending; A = Autonomous
consumption; M = Marginal propensity to consume; D = Real

disposable income.

4.4 THEORIES OF CONSUMPTION FUNCTION

There are many different theories on income and consumption
behavior, and we will focus on some of the more mainstream concepts
in consumption theory. One of the most popular and well-known
theories is the Keynesian theory, offered by economist John Maynard
Keynes. This theory states that current real income is the most
important determinant of consumption in the short run. Simply said,
you spend according to how much income you have coming in. This is
the basis for most consumption theory. The term ‘real’ that is used in
describing income refers to how your income is affected by inflation, or
the natural rise in prices of goods and services. So to elaborate, if your
income went up five percent in a year, but the price of goods or
inflation went up five percent also, your real income remained flat. You
can't really buy or consume any more goods than you could before.
4.4.1 The Absolute Income Hypothesis:

“...men are disposed, as a rule and on the average, to increase
their consumption as their income increases, but not by as much as the
increase in their income”.
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Whether or not this is the original statement of the absolute Unit Title
income hypothesis, there is no doubt that this statement by Keynes
stimulated much empirical research to test the hypothesis and to derive NOTES
the consumption function. Many of these studies were carried out on
time series, the general practice being to co-relate aggregate
consumption expenditures over time with aggregate disposable income
and various other variables.

The basic tenet of the absolute income theory is that the
individual consumer determines what fraction of his current income he
will devote to consumption on the basis of the absolute level of that
income. Other things being equal, a rise in his absolute income will
lead to a decrease in the fraction of that Income devoted to
consumption. The first statement of this hypothesis was, perhaps, made
by Keynes in the General Theory. Its subsequent developments are
primarily associated with James Tobin and Arthur Smithies’— also
called Drift Hypothesis as shown in the Fig. 3.1.

LONG-RUN CONSUMPTION FUNCTION
Cs

CSHORT-RUN CONSUMPTION FUNCTION
2

CSHORT-RUN CONSUMPTION FUNCTION

Y
Fig. 13.1

According to absolute income theory (AIT) the level of
consumption expenditures depends on the absolute level of income,
with APC declining as the level of income increases. Since the level of
national income grows over time, the AIT concludes that the APC
should diminish continuously. As such, according to AIT, the
consumption-income relationship is non-proportional, as shown in the
Fig. 3.1.

In the Fig. 13.1, as income increases over time, consumption
follows the non-proportional function shown by C;, but over the long-
run the statistical evidence suggests that consumption function follows
the path of the proportional function as shown by C3. The advocates of
AIT argue that there are upward shifts in the non-proportional
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consumption function as shown by the shifts from C; to C, caused by
change in factors other than income like consumers spending a larger
portion of any given level of income then is historically normal, due to
shifts in population from rural to urban areas, the age and composition
of population, households spending more at every level of income in
order to purchase new consumer goods regarded as essentials.

The AIT argues that these factors have caused the short-run,
non-proportional consumption function to shift upward in a manner that
creates an illusion of proportionality, thereby obscuring the basic non-
proportional relationship. Brown has explained that the relationship
between income and consumption is non-proportional and rests upon
habit persistence among consumers. According to Brown, “The full
reaction of consumers to change in income does not occur immediately
but instead takes place gradually”.

Consumers react rather slowly to changes in income. Brown felt
that the decline of the effect of past habits is continuous over time,
rather than discontinuous as suggested by Modigliani-Duesenberry
hypothesis. Factors as mentioned above, according to AIT, have caused
the consumption function to shift upward by roughly the amount
necessary to produce a proportional relationship between C and Y over
long-run and thus to prevent the appearance of what would otherwise
be the non-proportional relationship that would be expected on the
basis of the income factor alone.

In the years following the appearance of the General Theory,
economists generally accepted the absolute income theory as basically
correct, but the widespread acceptance enjoyed by this theory was
short-lived. Doubts about the adequacy of the absolute income
hypothesis arose because of its apparent inability to reconcile budget
data on saving with observed long-run trends. Estimates of national
saving and other aggregate derived by Kuznets and later by Goldsmith
indicated that the aggregate saving ratio had remained virtually
constant since the 1870s. Yet budget studies showed that the saving
ratio rose substantially with income level.

Since incomes have risen tremendously since the 1870s by
almost any standard, this would suggest according to the absolute
income hypothesis, that the aggregate saving ratio should have moved
up noticeably over time. Data made available by Kuznets showed that
during the period 1869-1929, the ratio of consumption to national
income had remained constant while income had quadrupled.
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An answer to this apparent inconsistency is provided by the
relative income hypothesis, which seems to have been first propounded NOTES
by Dorothy Brady and Rose Friedman. Its underlying assumption is
that saving rate depends not on the level of income but on the relative
position of the individual on the income scale. As such relative-income
hypothesis implies the assumption that spending is related to a family’s
relative position in the income distribution of approximately similar
families.

Much additional theoretical and empirical support of this
hypothesis was provided by the work of Modigliani and of James S.
Duesenberry, carried out at about the same time. The relative income
hypothesis is conceived by Duesenberry and helps to explain the
differences found between consumption function derived from data of
families classified by groups and those derived from overall totals (time
series).

Duesenberry contended that, at any given moment in time,

consumption is not particularly sensitive to current income. People
spend in a manner consistent with their relative income position. With
incomes rising or falling over the course of years, their spending
patterns change if their relative position changes. James Tobin shows
that other factors could cause the effects that Duesenberry explained by
means of relative incomes.
Duesenberry develops the proposition that the ratio of income
consumed by an individual does not depend on his absolute income,
instead it depends upon his relative income—upon this percentile
position in the total income distribution. During any given period, a
person will consume smaller percentage of his income as his absolute
income increases if his percentile position in income distribution
improves and vice versa.

Thus, the relative income theory argues that the fraction of a
family’s income spent on consumption depends on the level of its
income relative to the income of neighbouring family’s and not on the
absolute level of the family’s income. If a family’s income increases
but its relative position on the income scale remains unchanged because
incomes of other families have also risen at the same rate, its division
of income between C and S will remain unchanged. According to the
relative income theory, each family, in deciding on the fraction of its
income to be spent, is uninfluenced by the fact that it is twice as well
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off in absolute terms and is influenced only by the fact that it is no
better off at all in relative terms

According to RIT, the level of consumption expenditures is not
determined by the absolute level of income but by the relative level of
income, with the APC declining as relative income increases. More
specifically, the RIT argues that the level of consumption spending is
determined by the household’s level of current income relative to the
highest level of income previously earned.

Symbolically, it is shown:
C=aY +b[YWY]Y

where C represents the current level of consumption
expenditures, Y, the current level of income, Y, the highest level of
income previously earned, and a and b, represent numerical constants
which relate income to consumption. From the above equation, we find
that when the households experience a temporary and short-run
increase in current income above its previous peak level of income, it
increases its consumption expenditures by an amount which is less than
proportional to the increase in current income.

Consequently, when current income rises relative to peak
income, the APC declines and the increase in total consumption
expenditures is not proportional to the increase in total income. Again,
when a household experiences current and peak income growing by the
same percentage amount, it increases its consumption expenditures by
an amount which is proportional to the increase in current income.

Consequently, the APC remains constant and the increase in
total consumption expenditure is proportional to the increase in total
income. Thus, according to the RIT, changes in current consumption
are not proportional to the changes in current income only when current
income increases relative to previous peak income.

If current and peak income grow together, changes in
consumption are always proportional to the changes in income.
However, it must be noted that RIT works for decreases as well as
increases in the level of current income. The RIT is fundamentally
different from AIT. The RIT explains away the short-run consumption
function as a result of temporary deviations in current income, while
the AIT explains away the long-run consumption function as the result
of factors other than income on consumption.

4.4.3 Duesenberry Hypothesis:

On a theoretical level, Duesenberry supplied psychological
support for this hypothesis, noting that a .strong tendency in our social
set up for people to emulate their neighbours and, at the same time, to
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strive constantly towards a higher standard of living. Hence, once a Unit Title
new, higher standard of living is obtained, as at a cyclical peak, people
are reluctant to return to a lower level when income goes down. In NOTES
other words, people seek to maintain at least the highest standard of
living attained in the past.

On this basis, he inferred that from an aggregate time-series
point of view the relative income hypothesis could be transformed into
one expressing the saving rate as a function of the ratio of current
income to the highest level previously reached. However, Davis
suggests a variable to this approach of Duesenberry—that previous
peak consumption be substituted for previous peak income. The basis
of this is that people get used to a certain standard of consumption,
rather than to a certain level of income, so that it is past spending that
influences current consumption rather than past income.

Prof. Duesenberry has made two significant observations on the
factors affecting consumption function which go by the name of
‘Duesenberry Hypothesis’. According to him, consumption expenditure
of an individual is determined not only by his current income but also
by the standard of living enjoyed by him in the past. As income falls
from the previous level, expenditure on consumption also does fall but
not to the full decrement in income because people fail to adjust their
expenditure according to the new circumstances.

For example, a lecturer who has been granted a temporary
commission in the army on account of emergency, and who has
become accustomed to enjoy a higher standard of living, will not be
able to reduce his expenditure on consumption goods when he is
demobilised. Duesenberry refers to the tendency for the new and higher
level of consumption purchasing associated with a previously exceeded
level of income as the ‘ratchet effect’—it explains the tendency for an
economy’s consumption purchasing not to fall back to earlier levels
when its income does.
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The diagram shows the essence of Duesenberry’s long-run and
short-run consumption function:
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The figure shows an economy initially in long-run equilibrium
at the combination of total purchasing and consumption at point A. To
establish Duesenberry type of relationship between short- run and long-
run consumption functions. Let us consider the effects of a decline in
the level of total purchasing from initial Rs. 500 crore to Rs. 200 crore.
The consumption does not fall to point A’, the consumption
expenditures will come down to Rs. 240 crore at point B.

On the other hand, an increase in the level of economy’s
purchasing from Rs. 500 crore to Rs. 700 crore will initially involve
only slight increase in the level of consumption purchasing as the
economy moves out short-run consumption function 2 to the
combination of income and consumption purchasing at point C. The
move occurs along short-run function 2 in the short-run but in the long-
run consumption purchasing in the economy must finally reach at the
point D.

This level represents the total amount of consumption
purchasing that will occur when the economy’s income is Rs. 700 crore
and each income group in the society consumes its traditional
proportion of income to mitigate its feeling of social inferiority. Point
D is another point on the economy’s long-run consumption function.
But what will happen if the economy’s income were to fall to Rs. 500
crore again? Will consumption fall along point A? No, the economy
will move down short-run consumption function Ill to the level of
consumption purchasing shown by point E; as the economy will resist
cutting its purchases below that it enjoyed when the previous high level
of Rs. 700 crore was attained (ratchet effect).
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The theory of ratchet effect maintains that high consumption Unit Title
standards and high investment levels previously attained are not easily
reversed. The ratchet keeps the economy from slipping back and NOTES
loosing all the income gains attained during the preceding expansion.
Further, Duesenberry talks of the ‘Demonstration Effect’ according to
which the consumption standards of low income groups are greatly
affected by the consumption standards of high income groups.

The moment low income groups, start consuming goods used
by high income groups, the latter always try to avoid consumption of
such commodities and search for still better commodities. Such
tendencies go to increase consumption and weaken the propensity to
save.

Assumptions:

Duesenberry’s theory’, known as the relative income hypothesis
is based on a reversal of two assumptions previously thought to be
fundamental to aggregate demand theory.

He states that:

1.~ The consumption behaviour of individuals is interdependent
(rather than independent) and

n.  Consumption relations are irreversible over time Duesenberry
uses statement

m.  Above to develop the thesis that the percentage of income
consumed by any individual does not depend on his absolute
income but rather on his ‘percentile position in the income
distribution,’ or his relative income.

The relative income hypothesis, thus attempts to explain the
apparent paradox between the cross-section and time series evidence.
The second key assumption of relative income hypothesis is used to
explain cyclical fluctuations in the aggregate C/Y ratio. It may be
understood that a rise in disposable income leaves the C/Y ratio
unchanged (although some consumers find their relative income
position changing over time, these changes will balance in the
aggregate, so that the aggregate C/Y ratio will remain unchanged).

However, a fall in disposable income will raise the C/Y ratio. If
consumer standards are irreversible, a decrease in income will have a
smaller than proportional effect on consumption. Individuals will
continue to base their consumption patterns partially on higher previous
levels of income, which can be represented by peak previous income.
The fact that consumption does not fall proportionally with income
during recessions accounts for the cyclical behaviour of the C/Y ratio.
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Duesenberry hypothesis establishes an important link between
the theory of economic and the theory of business cycles. The fact that
the long-run consumption function is likely to be linear throws serious
doubts on the theory of secular stagnation which is based on the fact
that saving gap increase more than proportionately to an increase in
income. This may be true in the shot-run but not in the long-run. Again,
this hypothesis enables us to understand why some of the families
decide to put to work even their non-earning members like women and
children.

It shows that consumption is not only a function of income but
income can also be a function of consumption. Since families want to
maintain their high consumption standard, they must put even their
non-earning members to work so that the income of the family could go
up and consumption standards could be maintained, despite, a fall in
incomes on account of depression.

Duesenberry’s theory, no doubt, represents significant advances
over previous consumption functions. However, there are limitations in
this type of approach also and there are occasional circumstances for
which the theory gives somewhat less than satisfactory results. First,
this hypothesis states that consumption and income always change in
the same direction; yet mild declines in income often occur
concomitantly with increases in consumption.

Second, the function states that increases in consumption are
proportional to any size increase in income, no matter how large or
small. It seems reasonable to suggest that unexpectedly large increases
in income result, at least initially, in less than proportional increases in
consumption. Third, one might argue that consumer behaviour is
slowly reversible over time instead of being truly irreversible. Then
previous peak income would have less effect on current consumption
the greater the elapsed time from the last peak. However, recent
advances in the theory of consumption function have been able to settle
these difficulties.

4.4.4. The Permanent Income Hypothesis:

It is a theory that attempts to explain away apparent
inconsistencies of empirical data on the relationship of saving to
income. Data for a single year show that, as income rises, savings
account for an increasing share of income, while data for a long period
of years show that, even though total income rises over the years, total
savings account for a fairly stable share of total income. Milton
Friedman states that this does not occur because of changes in
consumption habits at every income level but because a study of
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measured income and consumption involves inaccurate concepts of Unit Title
what these habits really are.

The best known exposition of the PIH is developed by Professor NOTES
Milton Friedman—formerly of the University, of Chicago. He says
permanent income is roughly akin to lifetime income, based on the real
and financial wealth at the disposal of the individual plus the value of
one’s human capital in the form of inherent and acquired skills and
training. The average expected return on the sum of all such wealth at
the disposition of an individual would be his permanent income. But
measured income is different from permanent income according to
Friedman.

Over a lifetime measured income ought to coincide with
permanent income, but in any one year measured income as a result to
cyclical fluctuations and because of other random changes may depart
from permanent income. But the best way to measure permanent
income, according to this hypothesis, is through a weighted average of
past and present measured income, with less weight being given to
measured income that lies farther in the past. In any year the difference
between the measured income and permanent income is transitory
income. It may be positive or negative, but over an individual’s life
time it is essentially zero.

This theory like the relative income theory, holds that the basic
relationship between consumption and income is proportional, but the
relationship here is between permanent consumption and permanent
income. Thus, quite a different approach to the role of income in the
theory of consumer spending has been developed by Milton Friedman.
The main point of departure is the rejection of the common concept of
current income and its replacement by what he calls permanent income.

A family’s permanent income in any one year is in no sense
indicated by its current income for that year but is determined by the
expected income to be received over a long period of time, stretching
out over a number of future years. According to Friedman, ‘“Permanent
income is to be interpreted as the mean income regarded as permanent
by the consumer unit in question, which in turn depends on its
farsightedness”. Given this meaning of permanent income, a family’s
measured or observed or actual income in any particular year may be
larger or smaller than its permanent income.

Friedman divides the family’s measured income in the year into
permanent income and transitory income. The measured (actual)
income is larger or smaller than its permanent income, depending on
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the sum of positive and negative transitory income components. For
example, if a worker gets special bonus in a year and does not expect to
get it again, this income element is positive transitory income and it has
the effect of raising his actual (measured) income above his permanent
income. On the other hand, if he suffers an unexpected loss (say, on
account of plant shutdown); this income element (loss) is regarded as
negative transitory income and it has the effect of reducing his actual
(measured) income below his permanent income.

These unexpected additions and subtractions from family’s
income are expected to cannel out over a longer period relevant to
permanent income but they are present in any shorter period. Similarly,
Friedman divides measured (actual) consumption into permanent and
transitory components. A good purchased because of an attractive
reduction in sale price or a normal purchase postponed due to the
unavailability of the goods are examples of positive and negative
transitory consumption. A family’s actual (measured) consumption in
any particular period may be larger or smaller than its permanent
consumption.

The argument can be summarized as follows:
Ym=Yp+ Yy
Cn=Cp+C

where m, p and t represent measured, permanent and transitory
components. Further, the consumption function is held to be
proportional—Cp = kY, where K is the factor of proportionality and
depends on interest rate (i), the ratio of non-human to total wealth (w)
and a variable u—which mainly reflects age and tastes—thus, k = f(i,
w, u). These factors, and hence k, are independent of the level of
permanent income.

Thus, we find, that according to PIT, the level of consumption
is not determined by absolute or relative income level but by the level
of permanent income with the APC out of permanent income,
remaining constant as permanent income increases and the APC out of
current income declining as current income increases above the
permanent income in the short-run. Although PIT appears to be similar
to RIT, there is significant difference. The PIT argues that, permanent
consumption is proportional to permanent income—while the RIT
argues that in the long-run, current consumption is proportional to
current income. The measure of income determined as an average of
current, past and future incomes is called permanent income.

The essential idea of the PIH is shown with the help of a single
diagram. In the diagram Y, represents permanent income,
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Cp permanent consumption and Yy, measured or current income. The Unit Title
difference between Y and Yy, is transitory income. The diagram shows
the path over time of these three variables. Starting at the point in time NOTES
to, measured or current income expands. As it rises from its starting
level to a peak at a time t; the ratio between permanent consumption
(Cp) and measured income will decline.

This is the ratio that may be observed from current data. As
measured income begins to decline from this peak, the measured (or
observed) propensity to consume will increase. This will continue until
measured income falls to touch at the bottom at a time period fs,
following which it will start to rise once again. As such, it is the
assumption that consumption expenditures are tied in proportional
fashion to permanent income and, thus, do not fluctuate measured (or
observed) income fluctuates.
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Fig. 13.3. Permanent income hypothesis

PIH; we find, uses the concept of permanent income and rejects
current income as the basis for consumption expenditures. However,
the question is how far back into past income and forward into future
income does permanent income reach? The answer is different for
every individual and household. The longer is the experience span
required, the farther back in time the past income component must go
and the greater is the degree of certainty, the farther forward in time the
future income component most go. But the required experience span
and the degree of certainty in expectations are influenced by a host of
socio-economic factors like health, education, job security,
accumulated wealth and so on.

Thus, the time horizon for determining permanent income is
usually greater than one year but less than the life span of the
household or individual. Again, the transitory consumption is not
related to transitory income in the PIH. When a household has a

transitory decline in income— its consumption expenditure do not
47
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decline too. Similarly, when a household has a transitory increase in
income—its consumption expenditures do not increase. According to
the advocates of PIH, unexpected changes in income do not produce
changes in consumption, instead, they produce equivalent changes in
sales.

In other words, the MPC out of transitory or windfall income is

Zero and the MPS is unity. It is, therefore, clear that if current
consumption is unrelated to transitory income, the consumption-
income relationship is non-proportional in the short-run. Since the PIH
argues that proper consumption function relates permanent
consumption to permanent income, it concludes that the long-run
consumption-income  relationship is proportional. Changes in
permanent income give rise to proportional changes in permanent
consumption.
Friedman showed on the basis of empirical data that there existed
proportional relationship between consumption and permanent income
in the long-run. But at the same time a non-proportional relation was
observed between consumption and measured income in the short-run.
In Fig. 13.3(a), the long-run relationship is indicated by C = 0.88 Y/, (as
observed by Friedman). Suppose that the income level is Y = Y, in an
initial year, i.e., aggregate measured income and permanent income are
equal. If in the next year measured income rises to Y, due to positive
transitory income.

The consumption will take place at point K on the short term
consumption function. But consumption out of transitory income
according to this hypothesis is always zero. Whatever increase is in
consumption from H to M is due to rise in permanent income. This
leads to a drop in APC of the economy. The cyclical decline in income
takes place with a fall in transitory income. With transitory income
being negative would show a rise in APC. The measured income,
suppose, falls to Y from Yp:. A fall in consumption due to decline in
transitory income is zero. Therefore, consumption takes place at E and
APC rises from what it is at H.

Further, as the PIH argues that permanent consumption and
transitory income are unrelated— it concludes that the short-run
consumption-income relationship is non-proportional.
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Limitations:

It spite of these arguments the permanent income hypothesis is

by no means established. Critics argue that it puts too great a stress on
the expectations and long-range planning of consumer units, while in
reality consumer units change their consumption behaviour frequently.
Further, on the theoretical plane, question is raised regarding the
validity of the two central tenets of the theory, namely, the
independence of k of the level of income, and the lack of correlation
between transitory consumption and transitory income.
Similarly, the assumption of a zero marginal propensity to consume out
of transitory income is questioned, partly on the basis that low income
families are under strong pressures to spend any expected income to
meet current needs, and partly because of the very unequal distribution
of wealth which mitigates against dissaving by low-income families to
maintain consumption in the face of temporary declines in income.

However, whether or not the permanent income hypothesis
turns out to be valid, there is little doubt that, to quote Tobin, “This is
one of those rare contributions of which it can be said that research and
thought in its field will not be the same henceforth”. Most of all, it has
led to under spread recognition of the possible effects of variability in
income on consumption patterns and has provided a theoretical basis
for measuring these effects as a springboard for a more realistic theory
of consumer behaviour.

Praising the work of Friedman, Prof. Evans has stated: “Without
making a final judgment on whether the strict terms of permanent
income hypothesis all hold, it can be fairly said that the weight of the
evidence supports this theory. Even if parts of the hypothesis are
ultimately shown to be correct. Friedman’s formulation has reshaped
and redirected much of the research on consumption function. It is
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indeed unusual to discuss the consumption function today without
referring to Friedman’s terms of reference.

4.4.5. Life Cycle Hypothesis:

Life cycle hypothesis is another important attempt to explain the
difference between cyclical short-run consumption function and secular
long-run consumption function. It has been developed by Franco
Modigliani, Albert Ando and later by Brumberg—called the life cycle
hypothesis or MBA approach. It is said that life cycle hypothesis is
similar to PIH developed by Friedman.

Although, the two approaches are similar in principal yet they
are different in certain respects. Friedman’s version of PIH has gained
more attention in recent years. In the Friedman’s approach a consumer
unit is assumed to determine its standard of living on the basis of
expected returns from its resources over its life time. These returns are
expected to be constant from year to year, though in actual practice
some fluctuation would result over time with changes in the anticipated
amount of capital resources.

The expenditures of the consumer units are set as a constant
proportion (k) of this permanent level of income. The value of (k)
varying for consumer units of different types and of different tastes.
Actual consumption and actual income deviate from these planned, or
permanent levels to the extent that transitory factors, enter in. The
Modigliani—Brumberg—Ando (MBA) approach is essentially a
permanent wealth hypothesis rather than a ‘permanent income
hypothesis’ though in practice the two approaches converge.

In its most recent formulation, the household or consumer unit
is assumed to determine “the amount available for consumption over
life, which is the sum of the households’ net worth at the beginning of
the period—plus the present value of its non-property income—minus
present value of planned bequests.”

Thus, the relationship is essentially the same as that derived by
Friedman. In either formulation, the central tenet is the assumption that
the proportion of permanent income saved by a consumer unit in a
given period is independent of its income (or its resources) during that
period and further more that transitory incomes may have no or little
effect on current consumption.

The life cycle hypothesis states the income consumption
relationship as:
Cl = KVt

where C; is the current consumption by an individual, K is the

factor of proportionality and Vis the present value of the resources
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accruing to the individual over the rest of his life. The total resources Unit Title
available to the individual over his entire life span are the sum of
individuals net worth at the end of the proceeding period plus his NOTES
income during the current period from the non-property sources plus
the total of the discounted values of the non-property incomes expected
in the future time periods.

Assuming a proportionate relationship between the current
non-property income and the discounted sum of expected future
non-property income, an aggregate consumption function is
expressed as:

Ci= aYt"+ bA.1

where Cqis the current consumption, Y;" is the aggregate non-
property income in period t, At is the aggregate net worth at the end
of At 1 (proceeding period) and a and b are proportionality constants.

This simplified life cycle hypothesis serves at least to remind us
that savings and consumption pattern and involve more than blind
psychological urges for thrift or unthinking and mechanical responses
to changes in the level of current income. The life cycle consumption
function that we have derived, differs from its simple Keynesian
counterpart because in the life cycle consumption function,
consumption is taken as a function of wealth and of age and not simple
of current income.

It does not mean that the level of current income has no effect
on current consumption under the life cycle hypothesis. It does have an
effect because current income is one of the important constituents of
total wealth. Again, life cycle function does not mean that people will
automatically and systematically become thriftier as they become
richer.

On the contrary, the life cycle hypothesis says that consumption
spending is strictly proportional to total wealth so that if we were to
compare two individuals of the same age, one of whom had twice the
total wealth of the other, we would expect that his total standard of
living would also be twice that of his poorer counterpart. Some of the
most striking differences between the life cycle and simple Keynesian
consumption function arise when their respective predictions of the
response of budgeted consumption to these unanticipated changes in
income and wealth are compared.

It must be admitted that even the life cycle hypothesis, in its
simplified form as presented here, suffers from certain limitations. First
of all, it involves a variety of variables that are difficult to measure, in
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particular anticipated future income virtually unobservable. Secondly,
the theory assumes an unreasonable degree of rationality and the power
to see through future, which are not there. Again, it assumes that
changes in current (after tax) labour income always generate changes,
in the same direction, of expected future labour income. This makes the
function difficult to use, specially in cases where the changes in current
labour income are temporary.

The two major theories in this category—the PIH and Life
Cycle Hypothesis (LCH) have in common the primary idea that the
consumer plans his consumption not on the basis of income received
currently, but on the basis of long-term or even life term income
expectations. As such, the fundamental theoretical relationship between
consumption and income is one of proportionality, although short-term
(or cyclical) factors can cause departures from the average propensity
to consume.

Both the life cycle hypothesis and the permanent income theory
suggest that consumers adjust their consumption patterns to the total
resources which they can draw on for spending over their life-times.
These resources consist of both wealth and the present value of
expected income. The life cycle hypothesis differs from the theory of
Friedman, however in that the propensity to consume of an individual
will vary with age as well as wealth.

The basic relationship in the hypothesis is one of proportionality
between individual’s life-time income as determined by total resources
(material wealth and human capital), but the observed relationship
between consumption and income at any time will depend on the age of
the consumer. Since the individual consumer’s current income is
relatively low at the beginning and at the end of his or her life, the
proportion of income consumed out of current/measured income will be
short at these times.

4.5 CONCLUSION

In his or her middle years, income will be high and the
propensity to consume will be lower. Over the consumer’s life-time,
however, consumption will be a fixed proportion of total income. The
essential point of both theories is that long-term proportion of
permanent income consumed is independent of consumer’s income in a
particular period. Transitory income change do not have any significant
impact upon current consumption. Thus, short-term changes in the
current/observed consumption—income ratio are the result of transitory
shifts in income.
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4.6 SELF-ASSESSMENT QUESTIONS NOTES

Part— A

8. Who was introduced by Consumption Function?
9. What is consumption function represented?
10. Who is the author of life cycle hypothesis?
Part—B
9. Explain the concept of Absolute Income Hypothesis.
10. Write a note on Relative Income Hypothesis.
11. What are the assumptions of Duesenberry Hypothesis?

Part-C
4. Explain the Consumption Theory of Permanent Income
Hypothesis.
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UNIT-V: THE RATIONAL
EXPECTATIONS HYPOTHESIS

Contents
5.1 Introduction
5.2 Rational Expectations
5.2.1 Basic Propositions
5.2.2 Rational Expectations and the Phillips Curve
5.2.3 Policy Implications
5.2.4 Criticisms
5.3 Self-Assessment Questions

5.1 INTRODUCTION:

In the 1930s when Keynes wrote his General Theory,
unemployment was the major problem in the world. During the Second
World War, inflation emerged as the main economic problem. In the
post-war years till the late 1960s, unemployment again became a major
economic issue. From the late 1960s to 1970s, a new phenomenon
appeared in the form of both high unemployment and inflation, known
as stagflation. This phenomenon of stagflation posed a serious
challenge to economists and policy makers because the Keynesian
theory was silent about it. Out of this crisis emerged a new
macroeconomic theory which is called the Rational Expectations
Hypothesis (Ratex).

5.2 RATIONAL EXPECTATIONS:

The idea of rational expectations was first put forth by Johy
Muth in 1961 who borrowed the concept from engineering literature.
His model dealt mainly with modelling price movements in markets.
By assuming that economic agents optimise and use information
efficiently when forming expectations, he was able to construct a
theory of expectations in which consumers’ and producers’ responses
to expected price changes depended on their responses to actual price
changes. Muth pointed out that certain expectations are rational in the
sense that expectations and events differ only by a random forecast
error.
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Muth’s notion of rational expectations related to Unit Title
microeconomics. It did not convince many economists and lay dormant
for ten years. It was in early 1970s that Robert Lucas, Thomas Sargent NOTES
and Neil Wallace applied the idea to problems of macroeconomic
policy.

5.2.1 Basic Propositions of the Rational Expectations
Hypothesis:

The Ratex hypothesis holds that economic agents form
expectations of the future values of economic variables like prices,
incomes, etc. by using all the economic information available to them.
This information includes the relationships governing economic
variables, particularly monetary and fiscal policies of the government.
Thus the rational expectationists assume that economic agents have full
and accurate information about future economic events.

According to Muth, information should be considered like any
other available resource which is scarce. Further, rational economic
agents should use their knowledge of the structure of the economic
system in forming their expectations. Thus the Ratex hypothesis
“presumes that individual economic agents use all available and
relevant information in forming expectations and that they process this
information in an intelligent fashion. It is important to recognise that
this does not imply that consumers or firms have “perfect foresight” or
that their expectations are always “correct”.

What it does suggest is that agents reflect upon past errors and,
if necessary, revise their expectational behaviour so as to eliminate
regularities in these errors. Indeed the hypothesis suggests that agents
succeed in eliminating regularities involving expectational errors, so
that the errors will on the average be unrelated to available
information.”

The Ratex hypothesis has been applied to economic (monetary,
fiscal and income) policies. The rational expectationists have shown the
short-run ineffectiveness of stabilisation policies. According to them,
no one knows much about what happens to the economy when
economic (monetary or fiscal) policy is changed. Specifically, it means
that macroeconomic policies designed to control recession by cutting
taxes, increasing government spending, increasing the money supply or
the budget deficit may be curbed.

They argue that the public has learnt from the past experience
that the government will follow such a policy. Therefore, the
government cannot fool the people by adopting its effects and mere
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signs of such a policy in the economy create expectations of
countercyclical action on the part of the public. Thus, according to the
Ratex hypothesis, people form expectations about government
monetary and fiscal policies and then refer to them in making economic
decisions.

As a result, by the time signs of government policies appear, the
public has already acted upon them, thereby offsetting their effects. In
other words, the Ratex hypothesis holds that the only policy moves that
cause changes in people’s economic behaviour are those that are not
expected, the surprise moves by the government. Once the public
acquires knowledge about a policy and expects it, it cannot change
people’s economic behaviour. We discuss some of the policy changes
in the light of the Ratex hypothesis below.

5.2.2 Rational Expectations and the Phillips Curve:

In the Friedman-Phelps acceleration hypothesis of the Phillips
curve, there is a short-run trade-off between unemployment and
inflation but no long-run trade-off exists. The reason is that inflationary
expectations are based on past behaviour of inflation which cannot be
predicted accurately.

Therefore, there is always an observed error So that the
expected rate of inflation always lags behind the actual rate. But the
expected rate of inflation is revised in accordance with the first period’s
experience of inflation by adding on some proportion of the observed
error in the previous period so that the expected rate of inflation adjusts
toward the actual rate.

Economists belonging to the rational expectations school have
denied the possibility of any trade-off between inflation and
unemployment even during the long run. According to them, the
assumption implicit in Friedman’s version that price expectations are
formed mainly on the basis of the experience of past inflation is
unrealistic.

When people base their price expectations on this assumption,
they are irrational. If they think like this during a period of rising
prices, they will find that they were wrong. But rational people will not
commit this mistake. Rather, they will use all available information to
forecast future inflation more accurately.

The rational expectations idea is explained diagrammatically in
Figure 1 in relation to the Phillips curve. Suppose the unemployment
rate is 3 per cent in the economy and the inflation rate is 2 per cent. We
start at point A on the SPC; curve.
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In order to reduce unemployment, the government increases the Unit Title
rate of money supply so as to stimulate the economy. Prices start rising.

According to the Ratex hypothesis, firms have better information about NOTES
prices in their own industry than about the general level of prices.
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They mistakenly think that the increase in prices is due to the
increase in the demand for their products. As a result, they employ
more workers in order to increase output. In this way, they reduce
unemployment. The workers also mistake the rise in prices as related to
their own industry. But wages rise as the demand for labour increases
and workers think that the increase in money wages is an increase in
real wages.

Thus the economy moves upward on the short-run Phillips
curve SPC, from point A to B. But soon workers and firms find that the
increase in prices and wages is prevalent in most industries. Firms find
that their costs have increased. Workers realise that their real wages
have fallen due to the rise in the inflation rate to 4 per cent and they
press for increase in wages.

Thus the economy finds itself at the higher inflation rate due to
government’s monetary policy. As a result, it moves from point B to
point C on the SPC, curve where the unemployment rate is 3 per cent
which is the same before the government adopted an expansionary
monetary policy. When the government again tries to reduce
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unemployment by again increasing the money supply, it cannot fool
workers and firms who will now watch the movements of prices and
costs in the economy. If firms expect higher costs with higher prices for
their products, they are not likely to increase their production, as
happened in the case of the SPC, curve.

So far as workers are concerned, labour unions will demand
higher wages to keep pace with prices moving up in the economy.
When the government continues an expansionary monetary (or fiscal)
policy, firms and workers get accustomed to it.

They build their experience into their expectations. So when the
government again adopts such a policy, firms raise prices of their
products to nullify the expected inflation so that there is no effect on
production and employment.

Similarly, workers demand higher wages in expectation of
inflation and firms do not offer more jobs. In other words, firms and
workers build expectations into their price policies and wage
agreements so that there is no possibility for the actual rate of
unemployment to differ from the natural rate, N, even during the short
run.

5.2.3 Policy Implications:

The Ratex hypothesis assumes that people have all the relevant
information of the economic variables. Any discrepancy between the
actual rate of inflation and the expected rate is only in the nature of a
random error. When people act rationally, they know that past increases
in prices and the rate of change in prices have invariably been
accompanied by equal proportional changes in the quantity of money.

When people act on this knowledge, it leads to the conclusion
that there is no trade-off between inflation and unemployment even in
the short-run. It implies that monetary (or fiscal) policy is unable to
change the difference between the actual and natural rate of
unemployment. This means that the economy can only be to the left or
right of point N of the long-run Phillips curve IPC (in Figure 1) in a
random manner. Thus the implication is that stabilisation policy is
ineffective and should be abandoned.

5.2.4 Criticisms:

The Ratex hypothesis has been criticised by economists on the
following grounds:

1. Unrealistic Assumption:

The assumption of rational expectations is unrealistic. The
critics argue that large firms may be able to forecast accurately, but a
small firm or the average worker will not be able to do so.
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2. Costly Information: Unit Title
It costs much to collect, distill and disseminate information. So

the market for information is not perfect. Therefore, the majority of NOTES

economic agents cannot act on the basis of rational expectations.

3. Different Information’s:

The critics also point out that the information available to the
government differs from that available to firms and workers.
Consequently, expectations of the latter about the expected rate of
inflation need not necessarily be diverse from the actual rate only by
the random error. But the government can accurately forecast about the
difference between the expected inflation rate and actual rate on the
basis of information available with it. Even if both individuals and
government have equal access to information, there is no guarantee that
their expectations will be rational.

4. Prices and Wages not Flexible:

Critics point out that prices and wages are not flexible.
Economists like Philips, Taylor and Fischer have shown that if wages
and prices are rigid, monetary or fiscal policy becomes effective in the
short-run. The rigidity of wage rates implies that they adjust to market
forces relatively slowly because wage contacts are binding for two or
three years at a time. Similarly, the expected price level at the
beginning of the period is expected to hold till the end of the period.
Thus even if expectations are rational, monetary or fiscal policy can
influence production and unemployment in the short-run.

5. Expectations Adaptive:

Gordon rejects the logic of the Ratex hypothesis entirely. He
assigns two reasons for this: first, individuals do not know enough
about the structure of the economy to estimate the market clearing price
level and stick with adaptive expectations; and second, if individuals
gradually learn about the structure of economic system by a least-
squares learning method, rational expectations closely approximate to
adaptive expectations.

6. Government not Impotent:

It is generally said that according to the Ratex hypothesis, the
government is impotent in the economic sphere. But the Ratex
economists do not claim this. Rather, they believe that the government
has a tremendous influence on economic policies.
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5.3 SELF-ASSESSMENT QUESTIONS

Part— A
11. Whose idea is the Rational Expectation?
12. Expand RATEX.
13. Who is the author of life cycle hypothesis?
Part-B

12. What are the basic propositions of the Rational Expectation
hypothesis?

13. What are the policy implications of RATEX?
Part-C
5. Explain the Rational Expectation and the Phillips Curve.
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Contents
6.1 Meaning
6.2 Features of Trade Cycle
6.3 Theories of Trade Cycle
6.3.1 Non-Monetary Theories of Trade Cycle
6.3.1.1 Sunspot theory or Climatic theory
6.3.1.2 Psychological Theory
6.3.1.3 Over-Investment Theory
6.3.1.4 Over-Saving or Under Consumption Theory
6.3.1.5 Keynes’ Theory of Trade Cycle
6.3.1.6 Schumpeter’s Innovation Theory
6.3.2 Monetary Theories of Trade Cycle
6.3.2.1 Over-Investment Theory
6.3.2.2 Hawtrey’s Monetary Theory
6.4 Self-Assessment Questions

6.1 MEANING OF TRADE CYCLE:

A trade cycle refers to fluctuations in economic activities

specially in employment, output and income, prices, profits etc. It has
been defined differently by different economists. According to
Mitchell, “Business cycles are of fluctuations in the economic activities
of organized communities. The adjective ‘business’ restricts the
concept of fluctuations in activities which are systematically conducted
on commercial basis.
The noun ‘cycle’ bars out fluctuations which do not occur with a
measure of regularity”. According to Keynes, “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 percentages”.

6.2 FEATURES OF A TRADE CYCLE:

1. A business cycle is synchronic. When cyclical fluctuations start in
one sector it spreads to other sectors.

2. In a trade cycle, a period of prosperity is followed by a period of
depression. Hence trade cycle is a wave like movement.

3. Business cycle is recurrent and rhythmic; prosperity is followed by
depression and vice versa.

4. A trade cycle is cumulative and self-reinforcing. Each phase feeds
on itself and creates further movement in the same direction.
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5. A trade cycle is asymmetrical. The prosperity phase is slow and
gradual and the phase of depression is rapid.

6. The business cycle is not periodical. Some trade cycles last for
three or four years, while others last for six or eight or even more
years.

7. The impact of a trade cycle is differential. It affects different
industries in different ways.

8. A trade cycle is international in character. Through international
trade, booms and depressions in one country are passed to other
countries.

6.3 THEORIES OF TRADE CYCLE:

Many theories have been put forward from time to time to
explain the phenomenon of trade cycles. These theories can be
classified into non-monetary and monetary theories.

6.3.1 Non-Monetary Theories of Trade Cycle:

6.3.1.1. Sunspot Theory or Climatic Theory:

It is the oldest theory of trade cycle. It is associated with
W.S.Jevons and later on developed by H.C.Moore. According to this
theory, the spot that appears on the sun influences the climatic
conditions. When the spot appears, it will affect rainfall and hence
agricultural crops.

When there is crop failure that will result in depression. On the
other hand, if the spot did not appear on the sun, rainfall is good
leading to prosperity. Thus, the variations in climate are so regular that
depression is followed by prosperity.

However, this theory is not accepted today. Trade cycle is a
complex phenomenon and it cannot be associated with climatic
conditions. If this theory is correct, then industrialised countries should
be free from cyclical fluctuations. But it is the advanced, industrialised
countries which are affected by trade cycles.

6.3.1.2. Psychological Theory:

This theory was developed by A.C. Pigou. He emphasized the
role of psychological factor in the generation of trade cycles. According
to Pigou, the main cause for trade cycle is optimism and pessimism
among business people and bankers. During the period of good trade,
entrepreneurs become optimistic which would lead to increase in
production.

The feeling of optimism is spread to other. Hence investments
are increased beyond limits and there is over production, which results
in losses. Entrepreneurs become pessimistic and reduce their
investment and production. Thus, fluctuations are due to optimism
leading to prosperity and pessimism resulting depression.

Though there is an element of truth in this theory, this theory is
unable to explain the occurrence of boom and starting of revival.
Further this theory fails to explain the periodicity of trade cycle.
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Arthur Spiethoff and D.H. Robertson have developed the over
investment theory. It is based on Say’s law of markets. It believes that
over production in one sector leads to over production in other sectors.
Suppose, there is over production and excess supply in one sector, that
will result in fall in price and income of the people employed in that
sector. Fall in income will lead to a decline in demand for goods and
services produced by other sectors. This will create over production in
other sectors.

Spiethoff has pointed out that over investment is the cause for
trade cycle. Over investment is due to indivisibility of investment and
excess supply of bank credit. He gives the example of a railway
company which lays down one more track to avoid traffic congestion.
But this may result in excess capacity because the additional traffic
may not be sufficient to utilise the second track fully.

Over investment and overproduction are encouraged by
monetary factors. If the banking system places more money in the
hands of entrepreneurs, prices will increase. The rise in prices may
induce the entrepreneurs to increase their investments leading to over-
investment. Thus Prof. Robertson has successfully combined real and
monetary factors to explain business cycle.

This theory is realistic in the sense that it considers over
investment as the cause of trade cycle. But it has failed to explain
revival.

6.3.1.4. Over-Saving or Under Consumption Theory:

This theory is the oldest explanation of the cyclical fluctuations.
This theory has been formulated by Malthus, Marx and Hobson.
According to this theory, depression is due to over-saving. In the
modern society, there is great inequalities of income. Rich people have
large income but their marginal propensity to consume is less.

Hence they save and invest which results in an increase in the
volume of goods. This causes a general glut in the market. At the same
time, as majority of the people are poor, they have low propensity to
consume. Therefore, consumption will not increase. Increase in the
supply of goods and decline in the demand create under consumption
and hence over production.

This theory is not free from criticism. This theory explains only
the turning point from prosperity to depression. It does not say anything
about recovery. This theory assumes that the amount saved would be
automatically invested. But this is not true. It pays too much attention
on saving and too little on others.
6.3.1.5. Keynes’ Theory of Trade Cycles:

Keynes doesn’t develop a complete and pure theory of trade
cycles. According to Keynes, effective demand is composed of
consumption and investment expenditure. It is effective demand which
determines the level of income and employment.
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Therefore, changes in total expenditure i.e., consumption and
investment expenditures, affect effective demand and this will bring
about fluctuation in economic activity. Keynes believes that
consumption expenditure is stable and it is the fluctuation in investment
expenditure which is responsible for changes in output, income and
employment.

Investment depends on rate of interest and marginal efficiency
of capital. Since rate of interest is more or less stable, marginal
efficiency of capital determines investment. Marginal efficiency of
capital depends on two factors — prospective yield and supply price of
the capital asset. An increase in MEC will create more employment,
output and income leading to prosperity. On the other hand, a decline in
MEC leads to unemployment and fall in income and output. It results in
depression.

During the period of expansion businessmen are optimistic.
MEC is rapidly increasing and rate of interest is sticky. So
entrepreneurs undertake new investment. The process of expansion
goes on till the boom is reached. As the process of expansion continues,
cost of production increases, due to scarcity of factors of production.
This will lead to a fall in MEC. Further, price of the product falls due to
abundant supply leading to a decline in profits.

This leads to depression. As time passes, existing machinery
becomes worn out and has to be replaced. Surplus stocks of goods are
exhausted. As there is a fall in price of raw-materials and equipment,
costs fall. Wages also go down. MEC increases leading to recovery.
Keynes states that, “Trade cycle can be described and analyzed in terms
of the fluctuations of the marginal efficiency of capital relatively to the
rate of interest”.

The merit of Keynes’ theory lies in explaining the turning
points-the lower and upper turning points of a trade cycle. The earlier
economists considered the changes in the amount of credit given by
banking system to be responsible for cyclical fluctuations. But for
Keynes, the change in consumption function with its effect on MEC is
responsible for trade cycle. Keynes, thus, has given a satisfactory
explanation of the turning points of the trade cycle, “Keynes
consumption function filled a serious gap and corrected a serious error
in the previous theory of the business cycle”. (Metzler).

Critics have pointed out the weakness of Keynes’ theory.
Firstly, according to Keynes the main cause for trade cycle is the
fluctuations in MEC. But the term marginal efficiency of capital is
vague. MEC depends on the expectations of the entrepreneur about
future. In this sense, it is similar to that of Pigou’s psychological
theory. He has ignored real factors.

Secondly, Keynes assumes that rate of interest is stable. But rate
of interest does play an important role in decision making process of
entrepreneurs.
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Thirdly, Keynes does not explain periodicity of trade cycle. In a Unit Title
period of recession and depression, according to Keynes, rate of
interest should be high due to strong liquidity preference. But, during
this period, rate of interest is very low. Similarly during boom, rate of NOTES
interest should be low because of weak liquidity preference; but
actually the rate of interest is high.

6.3.1.6. Schumpeter’s Innovation Theory:

Joseph A. Schumpeter has developed innovation theory of trade
cycles. An innovation includes the discovery of a new product, opening
of a new market, reorganization of an industry and development of a
new method of production. These innovations may reduce the cost of
production and may shift the demand curve. Thus innovations may
bring about changes in economic conditions.

Suppose, at the full employment level, an innovation in the
form of a new product has been introduced. Innovation is financed by
bank loans. As there is full employment already, factors of production
have to be withdrawn from others to manufacture the new product.
Hence, due to competition for factors of production costs may go up,
leading to an increase in price.

When the new product becomes successful, other entrepreneurs
will also produce similar products. This will result in cumulative
expansion and prosperity. When the innovation is adopted by many,
supernormal profits will be competed away. Firms incurring losses will
go out of business. Employment, output and income fall resulting in
depression.

Schumpeter’s theory has been criticised on the following grounds.

Firstly, Schumpter’s theory is based on two assumptions viz.,
full employment and that innovation is being financed by banks. But
full employment is an unrealistic assumption, as no country in the
world has achieved full employment. Further innovation is usually
financed by the promoters and not by banks. Secondly, innovation is
not the only cause of business cycle. There are many other causes
which have not been analysed by Schumpter.

6.3.2. Monetary Theories of Trade Cycles:

6.3.2.1. Over-Investment Theory:

Prof. Von Hayek in his books on “Monetary Theory and Trade
Cycle” and “Prices and Production” has developed a theory of trade
cycle. He has distinguished between equilibrium or natural rate of
interest and market rate of interest. Market rate of interest is one at
which demand for and supply of money are equal.

Equilibrium rate of interest is one at which savings are equal to
investment. If both equilibrium rate of interest and market rate of
interest are equal, there will be stability in the economy. If equilibrium
rate of interest is higher than market rate of interest there will be
prosperity and vice versa.
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For instance, if the market rate of interest is lower than
equilibrium rate of interest due to increase in money supply, investment
will go up. The demand for capital goods will increase leading to a rise
in price of these goods. As a result, there will be a diversion of
resources from consumption goods industries to capital goods
industries. Employment and income of the factors of production in
capital goods industries will increase.

This will increase the demand for consumption goods. There
will be competition for factors of production between capital goods and
consumption good industries. Factor prices go up. Cost of production
increases. At this time, banks will decide to reduce credit expansion.
This will lead to rise in market rate of interest above the equilibrium
rate of interest. Investment will fall; production declines leading to
depression.

Hayek’s theory has certain weaknesses:

1. It is not easy to transfer resources from capital goods industries to
consumer goods industries and vice versa.

2. This theory does not explain all the phases of trade cycle.

3. It gives too much importance to rate of interest in determining
investment. It has neglected other factors determining investment.

4. Hayek has suggested that the volume of money supply should be
kept neutral to solve the problem of cyclical fluctuations. But this
concept of neutrality of money is based on old quantity theory of
money which has lost its validity.

6.3.2.2. Hawtrey’s Monetary Theory:

Prof. Hawtrey considers trade cycle to be a purely monetary
phenomenon. According to him non-monetary factors like wars, strike,
floods, drought may cause only temporary depression. Hawtrey
believes that expansion and contraction of money are the basic causes
of trade cycle. Money supply changes due to changes in rates of
interest.

When rate of interest is reduced by banks, entrepreneurs will
borrow more and invest. This causes an increase in money supply and
rise in price leading to expansion. On the other hand, an increase in the
rate of interest will lead to reduction in borrowing, investment, prices
and business activity and hence depression.

Hawtrey believes that trade cycle is nothing but small scale
replica of inflation and deflation. An increase in money supply will
lead to boom and vice versa, a decrease in money supply will result in
depression.

Banks will give more loans to traders and merchants by
lowering the rate of interest. Merchants place more orders which induce
the entrepreneurs to increase production by employing more labourers.
This results in increase in employment and income leading to an
increase in demand for goods. Thus the phase of expansion starts.

Business expands; factors of production are fully employed,;
price increases further, resulting in boom conditions. At this time, the
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banks call off loans from the borrowers. In order to repay the loans, the Unit Title
borrowers sell their stocks. This sudden disposal of goods leads to fall
in prices and liquidation of marginal firms. Banks will further contract
credit. NOTES

Thus the period of contraction starts making the producers
reduce their output. The process of contraction becomes cumulative
leading to depression. When the economy is at the level of depression,
banks have excess reserves. Therefore, banks will lend at a low rate of
interest which makes the entrepreneurs to borrow more. Thus revival
starts, becomes cumulative and leads to boom.

Hawtrey’s theory has been criticised on many grounds:

1. Hawtrey’s theory is considered to be an incomplete theory as it
does not take into account the non-monetary factors which cause
trade cycles.

2. It is wrong to say that banks alone cause business cycle. Credit
expansion and contraction do not lead to boom and depression. But
they are accentuated by bank credit.

3. The theory exaggerates the importance of bank credit as a means of
financing development. In recent years, all firms resort to plough
back of profits for expansion.

4. Mere contraction of bank credit will not lead to depression if
marginal efficiency of capital is high. Businessmen will undertake
investment in-spite of high rate of interest if they feel that the
future prospects are bright.

5. Rate of interest does not determine the level of borrowing and
investment. A high rate of interest will not prevent the people to
borrow. Therefore, it may be stated that banking system cannot
originate a trade cycle. Expansion and contraction of credit may be
a supplementary cause but not the main and sole cause of trade
cycle.

6.4 SELF-ASSESSMENT QUESTIONS

Part— A

14. What is meant by trade cycle?

15. List out the classification of theories of trade cycle.

16. Who is the author of innovation theory?

17. Write any two weakness of Hayek’s theory.
Part—B

14. What are the features of trade cycle?

15. Briefly explain the concept of Climate theory?

16. Write a note on monetary theories of trade cycle?
Part—C

6. Explain detail the theories of trade cycle.

7. Discuss the Hawtrey’s monetary theory.
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UNIT-VII: INFLATION

Contents
7.1 Introduction
7.2 Meaning of Inflation
7.3 Types of Inflation
7.3.1 On the basis of Causes
7.3.2 On the basis of Speed or Intensity
7.4 Theory of Inflation
7.4.1 Demand-Pull Inflation Theory
7.4.2 Cost-Push Inflation Theory
7.5 Effects of Inflation
7.5.1 Distribution of Income and Wealth
7.5.2 Effects on Production and Economic Growth
7.6 The Phillips Curve
7.6.1 Wage-Unemployment Relationship
7.7 Samuelson-Solow Model
7.8 Trade-Off between Inflation and Unemployment
7.9 Self-Assessment Questions

7.1 INTRODUCTION

Inflation and unemployment are the two most talked-about
words in the contemporary society. These two are the big problems that
plague all the economies. Almost everyone is sure that he knows what
inflation exactly is, but it remains a source of great deal of confusion
because it is difficult to define it unambiguously.

7.2 MEANING OF INFLATION:

Inflation is often defined in terms of its supposed causes.
Inflation exists when money supply exceeds available goods and
services. Or inflation is attributed to budget deficit financing. A deficit
budget may be financed by the additional money creation. But the
situation of monetary expansion or budget deficit may not cause price
level to rise. Hence the difficulty of defining ‘inflation’. Inflation may
be defined as ‘a sustained upward trend in the general level of prices’
and not the price of only one or two goods. G. Ackley defined inflation
as ‘a persistent and appreciable rise in the general level or average of
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prices’. In other words, inflation is a state of rising prices, but not high Unit Title
prices.

It is not high prices but rising price level that constitute NOTES
inflation. It constitutes, thus, an overall increase in price level. It can,
thus, be viewed as the devaluing of the worth of money. In other words,
inflation reduces the purchasing power of money. A unit of money now
buys less. Inflation can also be seen as a recurring phenomenon. While
measuring inflation, we take into account a large number of goods and
services used by the people of a country and then calculate average
increase in the prices of those goods and services over a period of time.
A small rise in prices or a sudden rise in prices is not inflation since
they may reflect the short term workings of the market.

It is to be pointed out here that inflation is a state of disequilib-
rium when there occurs a sustained rise in price level. It is inflation if
the prices of most goods go up. Such rate of increases in prices may be
both slow and rapid. However, it is difficult to detect whether there is
an upward trend in prices and whether this trend is sustained. That is
why inflation is difficult to define in an unambiguous sense. Let’s
measure inflation rate. Suppose, in December 2007, the consumer price
index was 193.6 and, in December 2008, it was 223.8. Thus, the
inflation rate during the last one year was

223.8- 193.6/ 193.6 x 100 = 15.6

As inflation is a state of rising prices, deflation may be defined
as a state of falling prices but not fall in prices. Deflation is, thus, the
opposite of inflation, i.e., a rise in the value of money or purchasing
power of money. Disinflation is a slowing down of the rate of inflation.

7.3 TYPES OF INFLATION:

As the nature of inflation is not uniform in an economy for all
the time, it is wise to distinguish between different types of inflation.
Such analysis is useful to study the distributional and other effects of
inflation as well as to recommend anti-inflationary policies. Inflation
may be caused by a variety of factors. Its intensity or pace may be
different at different times. It may also be classified in accordance with
the reactions of the government toward inflation.

Thus, one may observe different types of inflation in the
contemporary society:

7.3.1 On the Basis of Causes:

(i) Currency inflation:

This type of inflation is caused by the printing of currency
notes.
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(i) Credit inflation:

Being profit-making institutions, commercial banks sanction
more loans and advances to the public than what the economy needs.
Such credit expansion leads to a rise in price level.

(iii) Deficit-induced inflation:

The budget of the government reflects a deficit when
expenditure exceeds revenue. To meet this gap, the government may
ask the central bank to print additional money. Since pumping of
additional money is required to meet the budget deficit, any price rise
may the be called the deficit-induced inflation.

(iv) Demand-pull inflation:

An increase in aggregate demand over the available output leads
to a rise in the price level. Such inflation is called demand-pull inflation
(henceforth DPI). But why does aggregate demand rise? Classical
economists attribute this rise in aggregate demand to money supply. If
the supply of money in an economy exceeds the available goods and
services, DPI appears. It has been described by Coulborn as a situation
of “too much money chasing too few goods.”

Increased | | Additional Increase in \JOemand-pull
ncome demand pnce level nflation

Keynesians hold a different argument. They argue that there can
be an autonomous increase in aggregate demand or spending, such as a
rise in consumption demand or investment or government spending or a
tax cut or a net increase in exports (i.e., C + I + G + X — M) with no
increase in money supply. This would prompt upward adjustment in
price. Thus, DPI is caused by monetary factors (classical adjustment)
and non-monetary factors (Keynesian argument).

DPI can be explained in terms of Fig. 4.2, where we measure
output on the horizontal axis and price level on the vertical axis. In
Range 1, total spending is too short of full employment output, Y.
There is little or no rise in the price level. As demand now rises, output
will rise. The economy enters Range 2, where output approaches
towards full employment situation. Note that in this region price level
begins to rise. Ultimately, the economy reaches full employment
situation, i.e., Range 3, where output does not rise but price level is
pulled upward. This is demand-pull inflation. The essence of this type
of inflation is that “too much spending chasing too few goods.”
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Fig. 4.2: Demand-pull Inflation

(v) Cost-push inflation:

Inflation in an economy may arise from the overall increase in
the cost of production. This type of inflation is known as cost-push
inflation (henceforth CPI). Cost of production may rise due to an
increase in the prices of raw materials, wages, etc. Often trade unions
are blamed for wage rise since wage rate is not completely market-
determinded. Higher wage means high cost of production. Prices of
commodities are thereby increased.

A wage-price spiral comes into operation. But, at the same time,
firms are to be blamed also for the price rise since they simply raise
prices to expand their profit margins. Thus, we have two important
variants of CPI wage-push inflation and profit-push inflation.

Anyway, CPI stems from the leftward shift of the aggregate supply
curve:

and raw matenals pnce level inflation

Increased cost for inputs| | Increase u> Cost-push

7.3.2 On the Basis of Speed or Intensity:
(i) Creeping or Mild Inflation:

If the speed of upward thrust in prices is slow but small then we
have creeping inflation. What speed of annual price rise is a creeping
one has not been stated by the economists. To some, a creeping or mild
inflation is one when annual price rise varies between 2 p.c. and 3 p.c.
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If a rate of price rise is kept at this level, it is considered to be helpful
for economic development. Others argue that if annual price rise goes
slightly beyond 3 p.c. mark, still then it is considered to be of no
danger.

(if) Walking Inflation:

If the rate of annual price increase lies between 3 p.c. and 4 p.c.,
then we have a situation of walking inflation. When mild inflation is
allowed to fan out, walking inflation appears. These two types of
inflation may be described as ‘moderate inflation’.

Often, one-digit inflation rate is called ‘moderate inflation’
which is not only predictable, but also keep people’s faith on the
monetary system of the country. Peoples’ confidence get lost once
moderately maintained rate of inflation goes out of control and the
economy is then caught with the galloping inflation.

(iii) Galloping and Hyperinflation:

Walking inflation may be converted into running inflation.
Running inflation is dangerous. If it is not controlled, it may ultimately
be converted to galloping or hyperinflation. It is an extreme form of
inflation when an economy gets shattered.”Inflation in the double or
triple digit range of 20, 100 or 200 p.c. a year is labelled “galloping
inflation”.

(iv) Government’s Reaction to Inflation:

Inflationary situation may be open or suppressed. Because of
anti-inflationary policies pursued by the government, inflation may not
be an embarrassing one. For instance, increase in income leads to an
increase in consumption spending which pulls the price level up.

If the consumption spending is countered by the government via
price control and rationing device, the inflationary situation may be
called a suppressed one. Once the government curbs are lifted, the sup-
pressed inflation becomes open inflation. Open inflation may then
result in hyperinflation.

7.4 THEORY OF INFLATION:

Inflation is mainly caused by excess demand/ or decline in
aggregate supply or output. Former leads to a rightward shift of the
aggregate demand curve while the latter causes aggregate supply curve
to shift leftward. Former is called demand-pull inflation (DPI), and the
latter is called cost-push inflation (CPI). Before describing the factors,
that lead to a rise in aggregate demand and a decline in aggregate
supply, we like to explain “demand-pull” and “cost-push” theories of
inflation.
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7.4.1Demand-Pull Inflation Theory: Unit Title

There are two theoretical approaches to the DPIl—one is
classical and other is the Keynesian. According to classical economists NOTES
or monetarists, inflation is caused by an increase in money supply
which leads to a rightward shift in negative sloping aggregate demand
curve. Given a situation of full employment, classicists maintained that
a change in money supply brings about an equiproportionate change in
price level.

That is why monetarists argue that inflation is always and
everywhere a monetary phenomenon. Keynesians do not find any link
between money supply and price level causing an upward shift in
aggregate demand. According to Keynesians, aggregate demand may
rise due to a rise in consumer demand or investment demand or govern-
ment expenditure or net exports or the combination of these four
components of aggreate demand. Given full employment, such increase
in aggregate demand leads to an upward pressure in prices. Such a
situation is called DPI. This can be explained graphically.

Increase in AD at
Y,-stage causes DPI

Price Level

o

0 Y

. National Qutput

Fig. 4.3: DPI: Shifts in AD Curve

Just like the price of a commodity, the level of prices is
determined by the interaction of aggregate demand and aggregate
supply. In Fig. 4.3, aggregate demand curve is negative sloping while
aggregate supply curve before the full employment stage is positive
sloping and becomes vertical after the full employment stage is
reached. AD; is the initial aggregate demand curve that intersects the
aggregate supply curve AS at point E;.
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The price level, thus, determined is OP;. As aggregate demand
curve shifts to ADg, price level rises to OP,. Thus, an increase in aggre-
gate demand at the full employment stage leads to an increase in price
level only, rather than the level of output. However, how much price
level will rise following an increase in aggregate demand depends on
the slope of the AS curve.

(ii) Causes of Demand-Pull Inflation:

DPI originates in the monetary sector. Monetarists’ argument
that “only money matters” is based on the assumption that at or near
full employment excessive money supply will increase aggregate
demand and will, thus, cause inflation.

An increase in nominal money supply shifts aggregate demand
curve rightward. This enables people to hold excess cash balances.
Spending of excess cash balances by them causes price level to rise.
Price level will continue to rise until aggregate demand equals
aggregate supply.

Keynesians argue that inflation originates in the non-monetary
sector or the real sector. Aggregate demand may rise if there is an
increase in consumption expenditure following a tax cut. There may be
an autonomous increase in business investment or government expendi-
ture. Government expenditure is inflationary if the needed money is
procured by the government by printing additional money.

In brief, increase in aggregate demand i.e., increase in (C + | +
G + X — M) causes price level to rise. However, aggregate demand may
rise following an increase in money supply generated by the printing of
additional money (classical argument) which drives prices upward.
Thus, money plays a vital role. That is why Milton Friedman argues
that inflation is always and everywhere a monetary phenomenon.

There are other reasons that may push aggregate demand and,
hence, price level upwards. For instance, growth of population
stimulates aggregate demand. Higher export earnings increase the
purchasing power of the exporting countries. Additional purchasing
power means additional aggregate demand. Purchasing power and,
hence, aggregate demand may also go up if government repays public
debt.

Again, there is a tendency on the part of the holders of black
money to spend more on conspicuous consumption goods. Such
tendency fuels inflationary fire. Thus, DPI is caused by a variety of
factors.
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7.4.2 Cost-Push Inflation Theory: Unit Title
In addition to aggregate demand, aggregate supply also
generates inflationary process. As inflation is caused by a leftward shift NOTES
of the aggregate supply, we call it CPI. CPI is usually associated with
non-monetary factors. CPI arises due to the increase in cost of produc-
tion. Cost of production may rise due to a rise in cost of raw materials
or increase in wages. However, wage increase may lead to an increase
in productivity of workers. If this happens, then the AS curve will shift
to the right- ward not leftward—direction. We assume here that
productivity does not change in spite of an increase in wages.

Such increases in costs are passed on to consumers by firms by
raising the prices of the products. Rising wages lead to rising costs.
Rising costs lead to rising prices. And, rising prices again prompt trade
unions to demand higher wages. Thus, an inflationary wage-price spiral
starts. This causes aggregate supply curve to shift leftward.

5 CPI nfa}‘binvs—e before Y; -stage AS
§  following cost increases
| ookt "N ciraonbiad s S
g
P N |
AS 2
-] S SRR - I
é '
" —— -
1 I' 7 '
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] )
! E :
AS, 5 : E
P
Y Y, Y. Nationa!
3 r
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Fig. 4.4: CPI Shifts in AS Curve

This can be demonstrated graphically where AS; is the initial
aggregate supply curve. Below the full employment stage this AS curve
is positive sloping and at full employment stage it becomes perfectly
inelastic. Intersection point (E;) of AD; and AS; curves determine the
price level (OP;1). Now there is a leftward shift of aggregate supply
curve to AS,. With no change in aggregate demand, this causes price
level to rise to OP,and output to fall to OY,. With the reduction in
output, employment in the economy declines or unemployment rises.
Further shift in AS curve to ASz results in a higher price level (OP3)
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and a lower volume of aggregate output (OY3). Thus, CPI may arise
even below the full employment (YY) stage.
(iv) Causes of Cost-Push Inflation:

It is the cost factors that pull the prices upward. One of the
important causes of price rise is the rise in price of raw materials. For
instance, by an administrative order the government may hike the price
of petrol or diesel or freight rate. Firms buy these inputs now at a
higher price. This leads to an upward pressure on cost of production.
Not only this, CPI is often imported from outside the economy.
Increase in the price of petrol by OPEC compels the government to
increase the price of petrol and diesel. These two important raw
materials are needed by every sector, especially the transport sector. As
a result, transport costs go up resulting in higher general price level.
Again, CPlI may be induced by wage-push inflation or profit-push
inflation. Trade unions demand higher money wages as a compensation
against inflationary price rise. If increase in money wages exceed
labour productivity, aggregate supply will shift upward and leftward.
Firms often exercise power by pushing prices up independently of
consumer demand to expand their profit margins.

Fiscal policy changes, such as increase in tax rates also leads to
an upward pressure in cost of production. For instance, an overall in-
crease in excise tax of mass consumption goods is definitely
inflationary. That is why government is then accused of causing
inflation. Finally, production setbacks may result in decreases in
output. Natural disaster, gradual exhaustion of natural resources, work
stoppages, electric power cuts, etc., may cause aggregate output to
decline. In the midst of this output reduction, artificial scarcity of any
goods created by traders and hoarders just simply ignite the situation.
Inefficiency, corruption, mismanagement of the economy may also be
the other reasons. Thus, inflation is caused by the interplay of various
factors. A particular factor cannot be held responsible for any
inflationary price rise.

7.5 EFFECTS OF INFLATION:

People’s desires are inconsistent. When they act as buyers they
want prices of goods and services to remain stable but as sellers they
expect the prices of goods and services should go up. Such a happy
outcome may arise for some individuals; “but, when this happens,
others will be getting the worst of both worlds.” When price level goes
up, there is both a gainer and a loser. To evaluate the consequence of
inflation, one must identify the nature of inflation which may be
anticipated and unanticipated. If inflation is anticipated, people can
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adjust with the new situation and costs of inflation to the society will be Unit Title

smaller.
In reality, people cannot predict accurately future events or NOTES

people often make mistakes in predicting the course of inflation. In

other words, inflation may be unanticipated when people fail to adjust

completely. This creates various problems.

One can study the effects of unanticipated inflation under two

broad headings:

(a) Effect on distribution of income and wealth; and

(b) Effect on economic growth.

7.5.1 Effects of Inflation on Distribution of Income and

Wealth:

During inflation, usually people experience rise in incomes. But
some people gain during inflation at the expense of others. Some
individuals gain because their money incomes rise more rapidly than
the prices and some lose because prices rise more rapidly than their
incomes during inflation. Thus, it redistributes income and wealth.
Though no conclusive evidence can be cited, it can be asserted that
following categories of people are affected by inflation differently:

() Creditors and debtors:

Borrowers gain and lenders lose during inflation because debts
are fixed in rupee terms. When debts are repaid their real value declines
by the price level increase and, hence, creditors lose. An individual
may be interested in buying a house by taking loan of Rs. 7 lakh from
an institution for 7 years. The borrower now welcomes inflation since
he will have to pay less in real terms than when it was borrowed.
Lender, in the process, loses since the rate of interest payable remains
unaltered as per agreement. Because of inflation, the borrower is given
‘dear’ rupees, but pays back ‘cheap’ rupees. However, if in an
inflation-ridden economy creditors chronically loose, it is wise not to
advance loans or to shut down business. Never does it happen. Rather,
the loan-giving institution makes adequate safeguard against the
erosion of real value. Above all, banks do not pay any interest on
current account but charges interest on loans.

(if) Bond and debenture-holders:

In an economy, there are some people who live on interest
income—they suffer most. Bondholders earn fixed interest income:
These people suffer a reduction in real income when prices rise. In
other words, the value of one’s savings decline if the interest rate falls
short of inflation rate. Similarly, beneficiaries from life insurance
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programmes are also hit badly by inflation since real value of savings
deteriorate.
(iii) Investors:

People who put their money in shares during inflation are
expected to gain since the possibility of earning of business profit
brightens. Higher profit induces owners of firm to distribute profit
among investors or shareholders.

(iv) Salaried people and wage-earners:

Anyone earning a fixed income is damaged by inflation.
Sometimes, unionised worker succeeds in raising wage rates of white-
collar workers as a compensation against price rise. But wage rate
changes with a long time lag. In other words, wage rate increases
always lag behind price increases. Naturally, inflation results in a
reduction in real purchasing power of fixed income-earners.

On the other hand, people earning flexible incomes may gain
during inflation. The nominal incomes of such people outstrip the
general price rise. As a result, real incomes of this income group in-
crease.

(v) Profit-earners, speculators and black marketers:

It is argued that profit-earners gain from inflation. Profit tends
to rise during inflation. Seeing inflation, businessmen raise the prices of
their products. This results in a bigger profit. Profit margin, however,
may not be high when the rate of inflation climbs to a high level.
However, speculators dealing in business in essential commodities
usually stand to gain by inflation. Black marketers are also benefited by
inflation.

Thus, there occurs a redistribution of income and wealth. It is

said that rich becomes richer and poor becomes poorer during inflation.
However, no such hard and fast generalisation can be made. It is clear
that someone wins and someone loses during inflation.
These effects of inflation may persist if inflation is unanticipated.
However, the redistributive burdens of inflation on income and wealth
are most likely to be minimal if inflation is anticipated by the people.
With anticipated inflation, people can build up their strategies to cope
with inflation.

If the annual rate of inflation in an economy is anticipated
correctly people will try to protect them against losses resulting from
inflation. Workers will demand 10 p.c. wage increase if inflation is
expected to rise by 10 p.c. Similarly, a percentage of inflation premium
will be demanded by creditors from debtors. Business firms will also
fix prices of their products in accordance with the anticipated price rise.
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Now if the entire society “learn to live with inflation”, the redistributive Unit Title
effect of inflation will be minimal.

However, it is difficult to anticipate properly every episode of NOTES
inflation. Further, even if it is anticipated it cannot be perfect. In addi-
tion, adjustment with the new expected inflationary conditions may not
be possible for all categories of people. Thus, adverse redistributive
effects are likely to occur.

Finally, anticipated inflation may also be costly to the society. If
people’s expectation regarding future price rise become stronger they
will hold less liquid money. Mere holding of cash balances during
inflation is unwise since its real value declines. That is why people use
their money balances in buying real estate, gold, jewellery, etc. Such
investment is referred to as unproductive investment. Thus, during
inflation of anticipated variety, there occurs a diversion of resources
from priority to non-priority or unproductive sectors.

7.5.2 Effect on Production and Economic Growth:

Inflation may or may not result in higher output. Below the full
employment stage, inflation has a favourable effect on production. In
general, profit is a rising function of the price level. An inflationary
situation gives an incentive to businessmen to raise prices of their prod-
ucts so as to earn higher volume of profit. Rising price and rising profit
encourage firms to make larger investments.

As a result, the multiplier effect of investment will come into
operation resulting in a higher national output. However, such a
favourable effect of inflation will be temporary if wages and production
costs rise very rapidly. Further, inflationary situation may be associated
with the fall in output, particularly if inflation is of the cost-push
variety. Thus, there is no strict relationship between prices and output.
An increase in aggregate demand will increase both prices and output,
but a supply shock will raise prices and lower output.

Inflation may also lower down further production levels. It is
commonly assumed that if inflationary tendencies nurtured by experi-
enced inflation persist in future, people will now save less and consume
more. Rising saving propensities will result in lower further outputs.
One may also argue that inflation creates an air of uncertainty in the
minds of business community, particularly when the rate of inflation
fluctuates. In the midst of rising inflationary trend, firms cannot
accurately estimate their costs and revenues. That is, in a situation of
unanticipated inflation, a great deal of risk element exists.
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It is because of uncertainty of expected inflation, investors
become reluctant to invest in their business and to make long-term
commitments. Under the circumstance, business firms may be deterred
in investing. This will adversely affect the growth performance of the
economy. However, slight dose of inflation is necessary for economic
growth. Mild inflation has an encouraging effect on national output.
But it is difficult to make the price rise of a creeping variety. High rate
of inflation acts as a disincentive to long run economic growth. The
way the hyperinflation affects economic growth is summed up here.
We know that hyper-inflation discourages savings.

A fall in savings means a lower rate of capital formation. A low
rate of capital formation hinders economic growth. Further, during
excessive price rise, there occurs an increase in unproductive
investment in real estate, gold, jewellery, etc. Above all, speculative
businesses flourish during inflation resulting in artificial scarcities and,
hence, further rise in prices. Again, following hyperinflation, export
earnings decline resulting in a wide imbalances in the balance of
payment account. Often galloping inflation results in a ‘flight’ of
capital to foreign countries since people lose confidence and faith over
the monetary arrangements of the country, thereby resulting in a
scarcity of resources. Finally, real value of tax revenue also declines
under the impact of hyperinflation. Government then experiences a
shortfall in investible resources. Thus economists and policymakers are
unanimous regarding the dangers of high price rise. But the
consequence of hyperinflation are disastrous. In the past, some of the
world economies (e.g., Germany after the First World War (1914-
1918), Latin American countries in the 1980s) had been greatly ravaged
by hyperinflation.
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7.6 THE PHILLIPS CURVE ‘ Unit Title
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FIG. 13.6
To explain the trade off between growth rate of wages and unemployment:
Let W, — Wage in the last period
W, ., — Wage in this current period
Then growth rate of wage inflation (g, ) will be:

Wi~ W

g, = ——L | ()

L

Phitlips curve relationship
With U* representing NRU. the equation of Phillips curve, can be written as:
g, = —e(U- Li'l_!... (lu) & — Response of wage change
to Unemployment rate

The Phillips curve given by A.W. Phillips shows that there exist
an inverse relationship between the rate of unemployment and the rate
of increase in nominal wages. A lower rate of unemployment is
associated with higher wage rate or inflation, and vice versa. In other
words, there is a tradeoff between wage inflation and unemployment.
Reason: during boom, demand for labour increases. Due to greater
bargaining power of the trade union, wage increases. Thus, decrease in
unemployment leads to increase in the wage (Fig. 13.6). But when
wage increases, the firms cost of production increases which leads to
increase in price. Therefore it is also called wage inflation, that is,
decrease in unemployment leads to wage inflation. (Fig. 13.6)

This shows that there exists inverse relationship between the
rate of unemployment and growth rate of money wages. The Phillips
Curve shows that wages and prices adjust slowly to changes in AD due
to imperfections in the labour market. e.g. Assume: Initially, the
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economy is in equilibrium with stable prices and unemployment at
Model Question Paper NRU (U") (Fig. 13.7). If Money supply increases by 10%, with price
level constant, real money supply (M/P) will increase. This will lead to
decrease in interest rate and thus increase in AD which in turn will lead
to an increase in both wages and prices by 10% so that the economy
reaches back to the full employment equilibrium level (U i.e. at NRU.

U - U" = Unemployment gap
U = Actual unemployment
U" = NRU
or W,=WI[l-eU-UJ..@2
~ (For proof refer to 13.1

Equation (la) shows:

if U > U" wages are falling because g,_ is negative (g, < 0)

U < U" wages are rising because g, is positive (g, > 0)

0 tla. U" (MRL) Unemployment rate
FIG. 13.7

Thus, Phillips curve shows that when wage increases by 10%,
unemployment rate will fall from U* to U;. This will cause the wage
rate to increase, but when wage increases, prices will also increase and
eventually the economy will return back to the full-employment level
of output and unemployment. Rewriting equation 1 which shows
Relation between wage inflation to unemployment

W,., = wll-eU-U) ..

Equation shows that wages will increase only if U < U”
Since Phillips curve shows a trade-off Dbetween inflation and
unemployment rate, any attempt to solve the problem of inflation will
lead to an increase in the unemployment. Similarly, any attempt to
decrease unemployment will aggravate inflation. Thus, the negative
sloped Phillips Curve suggested that the policy makers in the short run
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could choose different combinations of unemployment and inflation | Y™ T

rates. In the long run, however, permanent unemployment — inflation
trade off is not possible because in the long run Phillips curve is NOTES
vertical. Since in the short run AS curve (Phillips Curve) is quite flat,
therefore, a trade off between unemployment and inflation rate is
possible. It offers the policy makers to choose a combination of
appropriate rate of unemployment and inflation.

7.6.1. Wage — Unemployment Relationship:

(Relationship between g, and the level of employment)

Why are wages sticky? Or Why nominal wages adjust slowly to
changes in demand?

According to the Neo-Classical theory of supply, wages respond
and adjust quickly to ensure that output is always at full-employment
level. This is because wages and prices are completely flexible.
Therefore, the economy will always produce full employment output
but the Phillips curve suggests that wages adjust slowly in response to
changes in unemployment to ensure that output is at full employment
level.

Reason:

The wages are sticky and therefore they move slowly over the
time. They are not fully and immediately flexible, to ensure full
employment at every point in time. To understand wage stickiness, the
Phillips curve relationship is translated into a relationship between the
rate of change of wages (gw) and the level of employment.
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Let N° — full employment level
N — Actual employment level

Unemployment rate () is that fraction of full-employment labour force, N', which
is not employed.

Model Question Paper

N =N
w-u* = N ..{if)  where ¥ — u* = Unemployment rate
W, =W,
g, = T ... from ()

with u* representing NRU, the Phillips curve can be wrillen as:
g=—-¢€(U- U’) ... (ia) € — Responsiveness of wages to unemployment
Putting value of (ii) in (ia).

= g.=- E[NN_-.N] -..(ii)

Putting the value of g we get:

W, = w,[l +e[ T J] - Wage employment relation ...(iv)

Equation (iv) shows the relationship between wage and employment, WN
Proaf:

1. g, = —— .Ai) g, interms of wages

- e (U - U... lia) g, in terms of unemployment

r
]
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N'-N
Cw-N* = NG A

- Equation {(ia) can be wnitien as:

E, - €

) e
W, N
N -N
or W, - W, = W,[—E N ]:|
N -N]
or W, =W, + W’[—E[ N ]
N =N
” oo w’{l-E[ N }
W = Wil+e N-N)
or e ; N

Wage employment relation shows that:
Wages in this period = wages in the last period but with
adjustment in the level of employment.

0 N, N N,
FIG. 13.8: WAGE EMPLOYMENT RELATION

Employment
There exists positive relationship between wages and
employment because according to Phillips curve any attempt to
decrease unemployment will lead to increase in wages. Decrease in
unemployment means increase in employment. Therefore, when
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employment increases wages increase. Thus, the positively sloped WN
curve shows that the wage rate paid by firms is higher when more hours
are worked.

Figure (13.8) shows that:
(i) Initially the economy is at full employment level
N =N’ (at point ¢;) N" — full employment level
£, — Unemployment rate or wage inflation
when employment is at Neo-classical equilibrium level N°
Wages in next period (W, , ;) = wages in this period (W)
L8, =0
(i) If employment level increases from N to N, there will be no shift in WN
curve.
(i) However N, >N"  at point ¢,
As Employment (N,) is above full employment (N°), that is over employment.
Money wage will increase from W, to W, , | and the economy moves from point
€, to ¢ along the same WN curve.
VW2V,
. WN curve shifts upwards in the next period to WN'.

Reason: Any change in aggregate demand will affect the unemployment rate in
the current period and will affect the wages in the subsequent period.
(iif) Similarly if N <N° (at point ¢,)
Employment is N, which is below full employment level, that is, there is under
employment in this period
wr e = w:
WN curve shifts downwards in the next period to WN"

Joint points A, ep, and C, we get the wage employment line
which is positively sloped. However, the extent to which wage
responds to employment depends on e (response of money wage
growth to change in unemployment).

If € is large — Unemployment has large affects on wage and WN line
is steep.

The Phillips curve, therefore, also implies that WN relationship
shifts over the time if actual employment differs from full employment
level. The changes in AD which alter the rate of unemployment in this
period will affect wages in subsequent periods. The adjustment to
changes in employment is dynamic, i.e., it takes place over the time.
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7.7 SAMUELSON - SOLOW MODEL Unit Title

The early idea for the Phillips curve was proposed in 1958 by
economist A.W. Phillips. In his original paper, Phillips tracked wage NOTES
changes and unemployment changes in Great Britain from 1861 to
1957, and found that there was a stable, inverse relationship between
wages and unemployment. This correlation between wage changes and
unemployment seemed to hold for Great Britain and for other industrial
countries. In 1960, economists Paul Samuelson and Robert Solow
expanded this work to reflect the relationship between inflation and
unemployment. Because wages are the largest components of prices,
inflation (rather than wage changes) could be inversely linked to
unemployment.

The theory of the Phillips curve seemed stable and predictable.
Data from the 1960’s modeled the trade-off between unemployment
and inflation fairly well. The Phillips curve offered potential economic
policy outcomes: fiscal and monetary policy could be used to achieve
full employment at the cost of higher price levels, or to lower inflation
at the cost of lowered employment. However, when governments
attempted to use the Phillips curve to control unemployment and
inflation, the relationship fell apart. Data from the 1970’s and onward
did not follow the trend of the classic Phillips curve. For many years,
both the rate of inflation and the rate of unemployment were higher
than the Phillips curve would have predicted, a phenomenon known as
“stagflation. ” Ultimately, the Phillips curve was proved to be unstable,
and therefore, not usable for policy purposes.
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U.S. Phillips Curve: Inflation vs. Unemployment Rate (1/2000 — 4/2013)
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US Phillips Curve (2000 — 2013): The data points in this graph span every month from
January 2000 until April 2013. They do not form the classic L-shape the short-run Phillips
curve would predict. Although it was shown to be stable from the 1860°s until the 1960’s,
the Phillips curve relationship became unstable — and unusable for policy-making — in the
1970’s.

7.8 TRADE-OFF BETWEEN INFLATION AND
UNEMPLOYMENT: THE PHILLIPS CURVE

A. W. Phillips, in his research paper published in 1958,
indicated a negative statistical relationship between the rate of change
of money wage and the unemployment rate. It was also shown that a
similar negative relationship holds for rate of change of prices (i.e.,
inflation) and the unemployment level. This relation is usually
generalized in the Phillips Curve.

Phillips Curve drawn in Fig. 11.8 shows that as the
unemployment level rises the rate of inflation falls. Zero rate of
inflation can only be achieved with a high positive rate of
unemployment of, say, 5 p.c., or near-full employment situation can be
attained only at the cost of high rate of inflation.

Thus, there exists a trade-off between inflation and unemployment:

The higher the inflation rate, the lower is the unemployment
level.
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Fig. 11.8: The Philips Curve

This Phillips Curve relation poses a dilemma to the policy
makers. If the objective of price stability is to be attained, the country
must accept a high unemployment rate or if the country designs to
reduce unemployment, it will have to sacrifice the objective of price
stability. However, towards the end of the 1960s, the stable relationship
between the two began to look unstable as unemployment, wages, price
all began to rise. All these developments resulted in the emergence of
newer theories and, hence, economic policies.

Anyway, the policy conclusions generated by the Phillips Curve
lost relevance in the 1970s and 1980s when both inflation and
unemployment rose. This suggests the disappearance of trade-off
between inflation and unemployment as envisaged by A.W. Phillips.
Monetary economist headed by Milton Friedman challenged the
concept of stable relationship between inflation and unemployment as
shown in Fig. 11.8.

According to Friedman such trade-off— negative sloping
Phillips Curve—can exist in the short run at least, but not in the long
run. In the short run, Phillips Curve may shift either in the upward or
downward direction as the relationship between these two
macroeconomic variables is not stable. On the other hand, in the long
run, according to Friedman, no trade-off exists between inflation and
unemployment.

Regarding shifting of the Phillips Curve, Friedman considers

influence of the ‘expectations’ on inflation. This is called theory of
89
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adaptive expectations—expectations that are altered or ‘adapted’ to
experienced events. In the short run, people make incorrect expecta-
tions of the price changes because of incomplete information. That is
why a trade-off relationship emerges. But, in the long run, actual and
expected price changes become equal as expectation regarding price
changes tend to become rational. This rational expectations view
suggests that people guess the future economic events correctly.

Thus the impact of expectations, whether adaptive or rational,
has an important bearing on the relationship between inflation and
unemployment rate. It is because of expectation, Friedman argues, that
there is no trade-off between inflation and unemployment in the long
run.

To explain Friedman’s long run Phillips curve, we need to learn
the concept of ‘natural rate of unemployment’. Unemployment
is ‘natural’ when some people do not want to work at the going wage
rate or their services are no longer required. Long run Phillips Curve
has been shown in Fig. 11.9.

®
! sRpe, LRPC

!

RN
\

A

Unempioyment rate (%)
Fig. 11.9: SR and LR Phillips Curve

In this Figure, OA—the ‘natural rate unemployment’—is
associated with zero inflation. The curve SRPC;is the short run
Phillips Curve showing low or zero expected inflation. For obvious
reasons, SRPCjsdescribes high expected inflation. As people’s
expectations regarding future price level changes, short run Phillips
Curve shifts upwards showing trade-offs between inflation and
unemployment.
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Since, in the long run, expected inflation matches with the | YMtTte

actual inflation, the long run Phillips Curve LRPC becomes vertical at
the ‘natural rate of unemployment’. It follows then that, in the long NOTES
run there is no trade-off. In the long run any rate of inflation can occur
with a natural rate of unemployment or the ‘non- accelerating-
inflation rate of unemployment’ (NAIRU).

7.9 SELF-ASSESSMENT QUESTIONS

Part— A

18. Define the term inflation?

19. Write any two weakness of Hayek’s theory.
Part-B

17. What are the types of inflation?

18. What is meant by walking inflation?

19. Write a note on effects of inflation?

20. Write a short note natural rate of unemployment.

21. Briefly explain the concept of Samelson-solow model.
Part—-C

8. Illustrate the Phillips curve with diagram.

9. Discuss the theories of inflation.
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Model Question Paper UNIT - VIII: THE PHILLIPS CURVE

Contents

8.1 Introduction

8.2 Short-Run Phillips Curve

8.3 The Long-Run Phillips Curve

8.4 Aggregate Demand Shifts and the Phillips Curve
8.5 The Role of Expectations

8.6 Shifts in the Aggregate Supply Curve

8.7 Self-Assessment Questions

8.1 INTRODUCTION

The Phillips curve is a graph illustrating the relationship between
inflation and the unemployment rate. The Phillips curve is a dynamic
representation of the economy; it shows how quickly prices are rising
through time for a given rate of unemployment. The relationship
between inflation and unemployment depends upon the time frame.
The short-run Phillips curve, illustrated in the figure titled ""The
Phillips Curve', shows that the relationship between the inflation rate

(F) and unemployment is negative. When inflation rises,
unemployment falls and vice versa.
The Phillips Curve

(C) CnlineTexts.com

Ug Uga U

This relationship helps to explain the adage "there is no good
news in economics.” When one side of the economy is doing well, the
other side tends to do poorly. For example, if unemployment is low,
inflation tends to be relatively high. Journalists often focus on the parts

of the economy doing poorly. Because of the relationship represented
in the Phillips curve, economists in the late 1950s and 1960s thought
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that all the Federal Reserve or government had to do was to pick the Unit Title
point on the short-run Phillips curve that they wanted the economy to
be on. If they wanted to have less unemployment and operate, for NOTES
example, at point B on the graph instead of point A, then they had to
live with more inflation. This simplistic notion turned out to be false in
the 1970s, forcing economists to rethink the whole notion of the
Phillips curve.

8.2 BREAKDOWN OF THE SHORT-RUN PHILLIPS
CURVE

In the 1970s and early 1980s the short-run relationship between
inflation and unemployment seemed to break down. As the figure titled
"Phillips Curve, 1966 to 1988" illustrates, inflation was often high even
while unemployment was high. Between 1973 and 1974 and again
between 1979 and 1980, both inflation and unemployment increased.
Rather than approximating a straight line, the Phillips curve seemed to
spiral clockwise. Standard Keynesian economics could not explain why
the Phillips curve had gone haywire. Did the economy fundamentally
change or was there something missing from the theory that needed to
be incorporated?

Economists were able to salvage the Phillips curve by realizing that a
significant difference exists between the short-run and long-run
relationship between inflation and unemployment.

Phillips Curve, 1966 to 1988
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8.3 THE LONG-RUN PHILLIPS CURVE

Most economists now agree that in the long run there is no
tradeoff between inflation and unemployment. Since in the long run the
economy produces at potential output (Yp)--the point at which the
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unemployment rate is at the natural rate--the long-run Phillips curve is
simply a vertical line at the natural rate of unemployment, U*. As the
figure titled ""Long-Run Phillips Curve' illustrates, any level of
inflation is consistent with the natural rate of unemployment. For
example, at point A the unemployment rate is at U* and the inflation

rate is P a. At point B, the unemployment rate is U* while the inflation
rate increases to Fg. No tradeoff exists between inflation and
unemployment in the long run.

Long-Run Phillips Curve

@MnTﬂﬂﬂmm
PA LRPC
-5 ER— :
Mo Tradeoff
Between Inflation
and Unemployment
in the Long Run
-3 IO A
3 o
u U

84 AGGREGATE DEMAND SHIFTS AND THE
PHILLIPS CURVE

We can "explain" both the short-run and long-run Phillips
curves by using the Aggregate Demand/Aggregate Supply model.

First, let us look at the short-run relationship between inflation
and unemployment. We begin at point A in the left-hand chart
titled "'Expansionary Policy and the AD/AS Model", where the
economy is at potential output Yp. Because the economy is at potential
output, the unemployment rate in the Phillips curve--plotted in the
right-hand chart titled ""Expansionary Policy and the Phillips
Curve') is U*, the natural rate of unemployment, and the inflation rate

is PA.
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Suppose that the Aggregate Demand curve shifts to the right for
any reason, say the result of expansionary fiscal or monetary policy.
This expansionary policy increases the price level (from PLato PLg)
and output (from Yato Ypg)in the Aggregate Demand/Aggregate
Supply model such that the economy moves from point A to point B in
the left-hand figure. In the Phillips curve plotted in the right-hand
figure, the higher price level corresponds with higher inflation, and the
higher level of output means that more people are working, so
unemployment falls. The economy moves along the Phillips curve in
the right-hand chart from point A to point B.

This story leads to an important generalization. Any factor
that shifts the Aggregate Demand curve, moves the economy along the
short-run Phillips curve. When the Aggregate Demand curve shifts to
the right, the economy moves up and to the left on the short-run
Phillips curve because the price level rises corresponding with a rise in
inflation, while the level of output increases, which decreases
unemployment. Conversely, when the Aggregate Demand curve shifts
to the left, the economy moves down and to the right on the short-run
Phillips curve.

Point B in both charts cannot be a long-run equilibrium since
the economy is not at potential output nor at full employment. The high
level of output (relative to potential output) eventually increases wages
as workers become more difficult to find and employ. This increase in
input costs shifts to the left the Aggregate Supply curve in the left-hand
chart to point C. As the price level rises to PLc, the level of output
returns to Yp, so the economy's level of unemployment must again be
U". In the right-hand chart of the Phillips curve, the economy moves
from point B to point C, reflecting the higher inflation and the higher
unemployment. Point C in both charts is a long-run equilibrium.
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Observe points A and C in the right-hand chart. The
unemployment rate is identical but the rate of inflation at point C is
much higher than at point A. This transition demonstrates the principle
behind long-run Phillips curve such that in the long-run there is no
tradeoff between inflation and unemployment.

The figures below titled **Contractionary Policy and the
AD/AS Model" and ""Contractionary Policy and the Phillips
Curve"illustrate exactly the same concepts, but they describe the
economy's response to a leftward shift in the Aggregate Demand curve.
Both charts begin at point A, points in which the economy is in a long-
run equilibrium.

The leftward shift of the Aggregate Demand curve decreases the
price level and output, moving the short-run equilibrium to point B in
the left-hand chart. As a consequence, the economy experiences lower
inflation and higher unemployment, represented by the movement from
point A point B in the right-hand chart. In the long run, the Aggregate
Supply curve shifts to the left in the left-hand chart as wages decline in
response to the excess unemployment. Eventually the economy moves
to point C, again a long-run equilibrium. Relative to point A, the
economy has the same level of output but a lower price level
(PLc versus PLa). We illustrate this scenario by a move along the
Phillips curve from point B to point C in the right-hand chart. Points A
and C each show the economy at full employment (U*), however, point
C has a lower rate of inflation than point A.

Model Question Paper

Contractionary Policy Contractionary Poli
and the AD/AS Model and the Phillips Curve
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8.5 THE ROLE OF EXPECTATIONS

The short-run trade-off between inflation and unemployment is
thought to work because people have an idea of what inflation
expectations are going to be, and those expectations change slowly.
When the Aggregate Demand curve shifts to the right, prices and
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output increase. This shift increases inflation and lowers Unit Title
unemployment. Firms respond to this situation by attempting to hire
workers. Workers view the wage offered as "good" since they do not NOTES
expect that prices will rise also.

But in the long-run, workers learn that inflation has risen and they are
no longer happy with their wage, so they increase their inflation
expectations. Workers demand larger increases in wages which forces
firms to lay off some workers until the economy arrives back at the
natural rate of unemployment.

We can express the Phillips curve as an equation in the following
manner:

P = b(U* - U) + P*

where P*is the expected rate of inflation based upon inflation
expectations, b is a constant greater than zero reflecting the inverse
relationship between inflation and unemployment, U is the current
unemployment rate, and U* is the natural rate of unemployment.

Inflation tions
and the Phillips Curve
. @ﬂlﬂﬂiTﬂﬂiﬂmm

LRPC

Increase in P®
Shifts Phillips
Curve Upward

3
w

For example, suppose that P*=3%, b=0.5, U*=5% and U=4.0%.
From these parameters, we know that

P= 0.5(5% - 4%) + 3%, or P =3.5%.

Note that i in the long- run

U*=U, so P =(bx0)+ P thereforeP P*
If the economy's unemployment rate were at the natural rate of

unemployment, the inflation rate would be 3% because P = 0.5(5% -
5%) + 3% = 3.0%.

The long-run Phillips curve equation suggests that the inflation
rate is entirely determined by inflation expectations. As the figure
titled ""Inflation Expectations and the Phillips Curve illustrates,
when inflation expectations rise, the Phillips curve shifts upward. In
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particular, when inflation expectations rise from 3 per cent to 6 per
cent, the short-run Phillips curve shifts upward until the inflation rate is
6 per cent when the economy is at the natural rate of unemployment.
Now we can understand the differences between the short-run
and long-run Phillips curves. In the short run, an increase in Aggregate
Demand does move the economy up to the left along the short-run
Phillips curve. Output and inflation increase while unemployment
decreases. Over the longer term, however, inflation expectations
increase and workers no longer work the extra hours because they
realize that real wages have not increased with the increase in prices.
Output returns to the same level as before but inflation is higher
because it is built into the system in terms of higher inflation
expectations. The long run Phillips curve, therefore, is vertical.

8.6 SHIFTS IN THE AS CURVE

When the Aggregate Supply curve shifts, we can get very
different results in the Phillips curve. For example, let us take the case
of an oil shock. As we see in the left-hand chart titled **An Oil Shock
and the AD/AS Model™, an oil shock shifts the Aggregate Supply
curve to the left and the result is stagflation--a rise in both
inflation and unemployment. On the Phillips curve plotted in the right-
hand chart titled "'Phillips Curve Response to an Oil Shock™, the oil
shock produces a movement to the northeast of point A as both
unemployment and inflation increase.

Model Question Paper
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Often in response to a severe negative supply shock (such as an
oil shock), inflation expectations rise quickly and the short-run Phillips
curve shifts upward. Even after the economy's move northeast on the
Phillips curve, policy makers are stuck with the short-run tradeoff
between inflation and unemployment. If policy is contractionary to
lower inflation, unemployment will rise even further. If policy is
expansionary to eliminate the excess unemployment, inflation will rise
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even higher. In the long run the economy will end up back on the long- Unit Title
run Phillips curve with a high rate of inflation. What should the Federal
Reserve do with regards to monetary policy in this scenario? NOTES

In the late 1970s the Federal Reserve faced just this decision.
There is no good alternative for the Fed. Either they alleviate
unemployment and live with higher inflation, or they cause a large
recession and eliminate high inflation. The Fed opted for the latter
which led to a deep recession in the United States. Unemployment
peaked above 10 percent in the early 1982. However, in the long run
(about six years after the 1982 recession), the economy had 3 to 4
percent inflation and was back to the natural rate of unemployment.

The overall point is that a leftward shift in the Aggregate
Supply curve does not move the economy along the short-run Phillips
curve, but it moves the economy to a point that is northeast of its
present state. If inflation expectations increase, the Phillips curve shifts
upward. Of course, a positive supply shock can shift the Phillips curve
down as inflation expectations fall. Once either of these things happens
however, the policy makers are still faced with the same short-run
trade-off between inflation and unemployment.

8.7 SELF-ASSESSMENT QUESTIONS

Part— A

20. Define the term Phillip curve?
Part—B

22. What is short run Phillips curve?

23. Explain briefly long run Phillips curve.

Part-C
10. Hlustrate the Phillips curve with diagram.
11. Discuss the theories of inflation.
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UNIT-1X: BALANCE OF PAYMENT
(BOP)

Contents
9.1 Introduction
9.2 Reasons for Balance of Payments is vital for Country
9.3 Components of Balance of Payments
9.3.1 Current Account
9.3.2 Capital Account
9.3.3 Financial Account
9.4 Balance of Payments Equilibrium
9.5 Disequilibrium in the Balance of Payments
9.6 Deflation
9.7 Exchange Control
9.8 Devaluation
9.9 Currency Crisis
9.9.1 Key Take-ways
9.9.2 Fighting a Currency Crisis
9.9.3 Causes of Currency Crisis
9.9.4 Lessons Learned from Currency Crisis
9.10 Self-Assessment Questions

9.1 INTRODUCTION

Balance Of Payment (BOP) is a statement which records all the
monetary transactions made between residents of a country and the rest
of the world during any given period. This statement includes all the
transactions made by/to individuals, corporates and the government and
helps in monitoring the flow of funds to develop the economy. When
all the elements are correctly included in the BOP, it should sum up to
zero in a perfect scenario. This means the inflows and outflows of
funds should balance out. However, this does not ideally happen in
most cases.

BOP statement of a country indicates whether the country has a
surplus or a deficit of funds i.e when a country’s export is more than its
import, its BOP is said to be in surplus. On the other hand, BOP deficit
indicates that a country’s imports are more than its exports. Tracking
the transactions under BOP is something similar to the double entry
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system of accounting. This means, all the transaction will have a debit Unit Title
entry and a corresponding credit entry.

9.2 REASONS FOR BALANCE OF PAYMENT IS NOTES
VITAL FOR A COUNTRY
A country’s BOP is vital for the following reasons:
« BOP of a country reveals its financial and economic status.
« BOP statement can be used as an indicator to determine whether
the country’s currency value is appreciating or depreciating.
o BOP statement helps the Government to decide on fiscal and
trade policies.
o It provides important information to analyze and understand the
economic dealings of a country with other countries.
By studying its BOP statement and its components closely, one would
be able to identify trends that may be beneficial or harmful to the
economy of the county and thus, then take appropriate measures.
9.3 COMPONENTS OF BALANCE OF PAYMENT
There are three components of balance of payment viz current
account, capital account, and financial account. The total of the current
account must balance with the total of capital and financial accounts in
ideal situations.

2. cleartax

BOP Elements

Current Account Capital Account Financial Account
(Goods & Services) (Asset) (Investments & Intangibles)

9.3.1 Current Account

The current account is used to monitor the inflow and outflow
of goods and services between countries. This account covers all the
receipts and payments made with respect to raw materials and
manufactured goods. It also includes receipts from engineering,
tourism, transportation, business services, stocks, and royalties from
patents and copyrights. When all the goods and services are combined,
together they make up to a country’s Balance Of Trade (BOT).
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There are various categories of trade and transfers which
happen across countries. It could be visible or invisible trading,
unilateral transfers or other payments/receipts. Trading in goods
between countries are referred to as visible items and import/export of
services (banking, information technology etc) are referred to as
invisible items. Unilateral transfers refer to money sent as gifts or
donations to residents of foreign countries. This can also be personal
transfers like — money sent by relatives to their family located in
another country.

9.3.2 Capital Account

All capital transactions between the countries are monitored
through the capital account. Capital transactions include the purchase
and sale of assets (non-financial) like land and properties. The capital
account also includes the flow of taxes, purchase and sale of fixed
assets etc by migrants moving out/in to a different country. The deficit
or surplus in the current account is managed through the finance from
capital account and vice versa.

There are 3 major elements of capital account:

e Loans & borrowings — It includes all types of loans from both
the private and public sectors located in foreign countries.

e Investments — These are funds invested in the corporate stocks
by non-residents.

o [Foreign exchange reserves — Foreign exchange reserves held by
the central bank of a country to monitor and control the
exchange rate does impact the capital account.

9.3.3 Financial Account

The flow of funds from and to foreign countries through various
investments in real estates, business ventures, foreign direct
investments etc is monitored through the financial account. This
account measures the changes in the foreign ownership of domestic
assets and domestic ownership of foreign assets. On analyzing these
changes, it can be understood if the country is selling or acquiring more
assets (like gold, stocks, equity etc).

Illustration

If for the year 2018 the value of exported goods from India is
Rs. 80 lakhs and the value of imported items to India is 100 lakhs, then
India has a trade deficit of Rs. 20 lakhs for the year 2018.

BOP statement acts as an economic indicator to identify the
trade deficit or surplus situation of a country. Analyzing and
understanding the BOP of a country goes beyond just deducting the
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outflows of funds from inflows. As mentioned above, there are various Unit Title
components of BOP and fluctuations in these accounts which provide a
clear indication about which sector of the economy needs to be NOTES
developed.

9.4 BALANCE OF PAYMENTS EQUILIBRIUM:

Before we analyse the conditions of disequilibrium, we would
like to explain what is meant by equilibrium balance of payments.

“Equilibrium is that state of the balance of payments over the
relevant time period which makes it possible to sustain an open
economy without severe unemployment on a continuing basis”.

The essentials in this definition are:
(@) Relevant time period,
(b) Open-ness of economy (i.e., no undue restrictions on imports),
(c) Absence of unemployment, and
(d) Continuing basis of the equilibrium (i.e.; it is capable of being
sustained).

The period is generally one year. Thus, seasonal inequality
between exports and imports is not a sign of disequilibrium. When the
balance of payments of a country is in equilibrium, the demand for
domestic currency is equal to its supply.

The demand and supply situation is thus neither favourable nor
unfavorable. If the balance of payments moves against a country,
adjustments must be made by encouraging exports of goods, services or
other forms of exports, or by discouraging imports of all kinds. No
country can have a permanently unfavorable balance of payments,
though it is possible—and is quite common for some countries—to
have a permanently un-favourable balance of trade. Total liabilities and
total assets of nations, as of individuals, must balance in the long run.

This does not mean that the balance of payment of a country
should be in equilibrium individually with every other country with
which she has trade relations. This is not necessary nor is it the case in
the real world. Trade relations are multilateral. India, for instance, may
have an active (i.e. surplus) balance of payments with the United States
and passive balance with the United Kingdom and/or other countries.
But each country, in the long run, cannot receive more value than she
has exported to other countries taken together.

Equilibrium in the balance of payments, therefore, is a sign of
the soundness of a country’s economy. But disequilibrium may arise
either for short or long periods. A continued disequilibrium indicates
that the country is heading towards economic and financial bankruptcy.
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Every country, therefore, must try to maintain balance of payments in
equilibrium.

9.5 DISEQUILIBRIUM IN THE BALANCE OF
PAYMENTS:

The balance of payments 01 India for 1982-83 gives above
shows a heavily adverse balance of payments on current account. When
the visible and invisible exports of a country are less than all her
imports (or the imports exceed the exports) over a long period and the
difference is big, steps have to be taken to bridge the gap. A number of
methods are used.

They are:

Improving the balance of trade through import restrictions and
measures of export promotion. Since balance of payments becomes
adverse chiefly on account of excess of imports over exports, the most
urgent steps are to be taken in this direction. A country having an
adverse balance of payments must to check imports, or to stimulate
exports, or do both. Imports can be checked either by total prohibition,
or by levying import duties, or by a quota system.

Another method is adopting of measures of import substitutions,
i.e., trying to produce in the country what it currently imports from
abroad. Exports can be stimulated by measures of export promotion i.e.
granting bounties or other concessions to industrialists and exporters.

9.6 DEFLATION:

Another method is deflation. Under this method, total money
income in the economy is sought to be reduced, so that the aggregate
demand in the country falls. As a result, the people tend to import less
and their demand for home-produced goods too becomes less, releasing
more of them for exports.

Owing to a fall in aggregate demand, prices also fall, so that the
country becomes a good market to buy from and a bad market to sell in.
In this way, imports get discouraged and exports are stimulated, thus
correcting the adverse balance of payments. But deflation is not a
healthy method, because the reduction of money incomes hits business,
trade and industry hard and brings about depression and
unemployment.

9.7 EXCHANGE CONTROL:

Sometimes the adoption of any of the above methods is not
“considered desirable. It is feared that the depreciation may lead to
retaliatory depreciation by other countries. Devaluation is supposed to
damage the prestige of a country. Deflation brings in its wake
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disastrous consequences in the form of depression and widespread Unit Title
unemployment.

It may, therefore, be considered necessary to avoid these NOTES
methods and instead exchange control adopted. Under a system of
exchange Control all exporters are asked to surrender their claims on
foreign currencies to the central bank which pays in return home
currency, which the exporters really want.

This available foreign exchange is rationed out by the central
bank among me needed importers of the essential commodities. Thus,
imports are restricted to the foreign exchange available. There is no
danger of more goods being imported than exported.

9.8 DEVALUATION:

A very common method of correcting an adverse balance of

payments is the devaluation of the home currency. The devalued
currency falls in value against foreign currencies so that the foreigners
have to pay less in terms of their own currencies for our goods.
The importers in the country, on the other hand, have now to pay more
in terms of the devalued currency for foreign goods. Hence, they (i.e.,
foreigners) are induced to import more from such a country. Thus her
imports decrease and exports increase, and the balance of payments is
corrected. For example, India, following the U.K., devalued her
currency in terms of the dollar in September 1949. Her trade balance
had been very unfavorable.

There used to be a big gap between her exports and imports.
After the devaluation, however, her balance of payments was set right.
In June 1966, again, India had to devalue the rupee. This resulted in
some improvement in the balance of payments position.

The success of devaluation in improving the balance of trade,
and through it the balance of payments depends upon the demand
elasticity’s of imports and exports of the devaluing country. In other
words, an improvement in the balance of trade will depend upon
whether the demand for imports and exports is elastic or inelastic.
Devaluation makes the imports of the devaluing country costlier than
before and in case her demand for imports is inelastic, a higher amount
will be spent for the same imports, thereby worsening her balance of
trade.

Similarly, if her export demand is inelastic, then, after
devaluation, lesser amount will be spent by the foreigners thereby
affecting adversely the balance of payments of the devaluing country.
However, if her demand for exports is elastic then with a fall in the
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prices of the exports as a result of devaluation, more will be purchased
by the foreigners, which, in turn, will help in restoring the equilibrium
in her balance of payments. Likewise, if her demand for imports is
elastic, then the imports of the country will be significantly reduced by
devaluation, which in turn would improve the balance of payments of
the devaluing country.

The success of devaluation in improving the balance of trade
also depends on the reactions of her trading partners. If the trading
partners retaliate, then devaluation will not make any impact on the
imports or exports of the devaluing country, even though her demand
of imports and exports may be elastic.

9.9 CURRENCY CRISES

Since the early 1990s, there have been several instances of
currency crises. These are a sudden and drastic devaluation in a nation's
currency matched by volatile markets and a lack of faith in the nation's
economy. A currency crisis is sometimes predictable and is often
sudden. It may be precipitated by governments, investors, central
banks, or any combination of actors. But the result is always the same:
The negative outlook causes wide-scale economic damage and a loss of
capital. In this article, we explore the historical drivers of currency
crises and uncover their causes.

9.9.1 KEY TAKEAWAYS

e A currency crisis involves the sudden and steep decline in the
value of a nation's currency, which causes negative ripple
effects throughout the economy.

e Unlike a currency devaluation as part of a trade war, a currency
crisis is not a purposeful event and is to be avoided.

o Central banks and governments can intervene to help stabilize a
currency by selling off reserves of foreign currency or gold, or
by intervening in the forex markets.

A currency crisis is brought on by a sharp decline in the value
of a country's currency. This decline in value, in turn, negatively affects
an economy by creating instabilities in exchange rates, meaning one
unit of a certain currency no longer buys as much as it used to in
another currency. To simplify the matter, we can say that, from a
historical perspective, crises have developed when investor
expectations cause significant shifts in the value of currencies.

But a currency crisis—such as hyperinflation—is often the
result of a shoddy real economy underlying the nation's currency. In
other words, a currency crisis is often the symptom and not the disease
of greater economic malaise.
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9.9.2 Fighting a Currency Crisis
Central banks are the first line of defence in maintaining the NOTES
stability of a currency. In a fixed exchange rate regime, central banks
can try to maintain the current fixed exchange rate peg by dipping into
the country's foreign reserves, or intervening in the foreign exchange
markets when faced with the prospect of a currency crisis for a
floating-rate currency regime.
When the market expects devaluation, downward pressure placed on
the currency can be offset in part by an increase in interest rates. In
order to increase the rate, the central bank can lower the money supply,
which in turn increases demand for the currency. The bank can do this
by selling off foreign reserves to create a capital outflow. When the
bank sells a portion of its foreign reserves, it receives payment in the
form of the domestic currency, which it holds out of circulation as an
asset.

Central banks cannot prop up the exchange rate for prolonged
periods due to the resulting decline in foreign reserves as well as
political and economic factors such as rising unemployment. Devaluing
the currency by increasing the fixed exchange rate also results in
domestic goods being cheaper than foreign goods, which boosts
demand for workers and increases output. In the short run, devaluation
also increases interest rates, which must be offset by the central bank
through an increase in the money supply and an increase in foreign
reserves. As mentioned earlier, propping up a fixed exchange rate can
eat through a country's reserves quickly, and devaluing the currency
can add back reserves.

Investors are well aware that a devaluation strategy can be used,
and can build this into their expectations—much to the chagrin of
central banks. If the market expects the central bank to devalue the
currency—and thus increase the exchange rate—the possibility of
boosting foreign reserves through an increase in aggregate demand is
not realized. Instead, the central bank must use its reserves to shrink the
money supply which increases the domestic interest rate.

9.9.3 Causes of Currency Crisis

Investors often attempt to withdraw their money en masse if
there is an overall erosion in confidence of an economy's stability. This
is referred to as capital flight. Once investors sell their domestic
currency-denominated investments, they convert those investments into
foreign currency. This causes the exchange rate to get even worse,
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resulting in a run on the currency, which can then make it nearly
impossible for the country to finance its capital spending. Currency
crisis predictions involve the analysis of a diverse and complex set of
variables. There are a couple of common factors linking recent crises:

e The countries borrowed heavily (current account deficits)

e Currency values increased rapidly

e Uncertainty over the government's actions unsettled investors

Currency Crisis Examples

Let's take a look at a few crises to see how they played out for
investors.

Latin American Crisis of 1994

On Dec. 20, 1994, the Mexican peso was devalued. The
Mexican economy had improved greatly since 1982 when it last
experienced upheaval, and interest rates on Mexican securities were at
positive levels.

Several factors contributed to the subsequent crisis:

e Economic reforms from the late 1980s—which were designed
to limit the country's oft-rampant inflation—began to crack as
the economy weakened.

e The assassination of a Mexican presidential candidate in March
of 1994 sparked fears of a currency sell-off.

o The central bank was sitting on an estimated $28 billion in
foreign reserves, which were expected to keep the peso stable.
In less than a year, the reserves were gone.

e The central bank began converting short-term debt,
denominated in pesos, into dollar-denominated bonds. The
conversion resulted in a decrease in foreign reserves and an
increase in debt.

o A self-fulfilling crisis resulted when investors feared a default
on debt by the government.

When the government finally decided to devalue the currency in
December 1994, it made some major mistakes. It did not devalue the
currency by a large enough amount, which showed that while still
following the pegging policy, it was unwilling to take the necessary
painful steps. This led foreign investors to push the peso exchange rate
drastically lower, which ultimately forced the government to increase
domestic interest rates to nearly 80%. This took a major toll on the
country's gross domestic product (GDP), which also fell. The crisis was
finally alleviated by an emergency loan from the U.S.
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Southeast Asiawas home to the tiger economies—including
Singapore, Malaysia, China, and South Korea—and the Southeast NOTES
Asian crisis. Foreign investments poured in for years. Underdeveloped
economies were experiencing rapid rates of growth and high levels of
exports. The rapid growth was attributed to capital investment projects,
but the overall productivity did not meet expectations. While the exact
cause of the crisis is disputed, Thailand was the first to run into
trouble.

Much like Mexico, Thailand relied heavily on foreign debt,
causing it to teeter on the brink of illiquidity. Real estate dominated
investment  but was inefficiently managed.  Huge current
account deficits were maintained by the private sector, which
increasingly relied on foreign investment to stay afloat. This exposed
the country to a significant amount of foreign exchange risk.

This risk came to a head when the U.S. increased domestic interest
rates, which ultimately lowered the amount of foreign investment going
into Southeast Asian economies. Suddenly, the current account deficits
became a huge problem, and a financial contagion quickly developed.
The Southeast Asian crisis stemmed from several key points:

e« As fixed exchange rates became exceedingly difficult to

maintain, many Southeast Asian currencies dropped in value.

o Southeast Asian economies saw a rapid increase in privately-
held debt, which was bolstered in several countries by
overinflated asset values. Defaults increased as foreign capital
inflows dropped off.

« Foreign investment may have been at least partially speculative,
and investors may not have been paying close enough attention
to the risks involved.

9.9.4 Lessons Learned From Currency Crises
Here are a few things to take away from these currency crises, among
others:

e An economy can be initially solvent and still succumb to a
crisis. Having a low amount of debt is not enough to keep
policies functioning or quell negative investor sentiment.

e Trade surpluses and low inflation rates can diminish the extent
at which a crisis impacts an economy, but in case of financial
contagion, speculation limits options in the short run.

e Governments will often be forced to provide liquidity to private
banks, which can invest in short-term debt that will require
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near-term payments. If the government also invests in short-
term debt, it can run through foreign reserves very quickly.

o Maintaining the fixed exchange rate does not make a central
bank's policy work simply on face value. While announcing
intentions to retain the peg can help, investors will ultimately
look at the central bank's ability to maintain the policy. The
central bank will have to devalue in a sufficient manner in order
to be credible.

Model Question Paper

9.10 SELF-ASSESSMENT QUESTIONS

Part— A
21. What are the components of balance of payments?
22. What is meant by current account?
23. Define financial account.
24. Write short note currency crisis.

Part—B
24. Explain the reasons for balance of payment are vital for a
country?

25. What are the major elements of capital account?
26. Explain the causes of currency crisis.

Part-C
12. Analyze the balance of payments equilibrium and
disequilibrium.
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UNIT-X: BUSINESS OR TRADE NOTES
CYCLES IN AN ECONOMY

Contents
10.1 Introduction
10.2 Definition of Business Cycle
10.3 Types of Business Cycles
10.3.1 The Minor Cycle
10.3.2 The Major Cycle
10.3.3 The Very Long Period Cycle
10.3.4 Kuznets Cycle
10.3.5 Building Cycle
10.4 Phases of Business Cycles
10.4.1 Expansion and Prosperity
10.4.2 Contraction and Depression
10.4.3 Trough and Revival
10.5 Features of Business Cycles
10.6 Self-Assessment Questions

10.1 INTRODUCTION

Business Cycle or Trade Cycle refers to the phenomenon of
cyclical booms and depression. In a business cycle there are wave like
fluctuations in aggregate employment, income, output and price-level.
It consists of recurring alternation of expansion and contraction in
aggregate economic activity.

10.2 DEFINITION OF BUSINESS CYCLE

The term business cycle has been defined in various ways by
different economists.

The important definitions are as follows:

1. Prof. Haberler has said — “The business cycle in the general
sense may be defined as an alternation of period of prosperity and
depression of good and bad trade.”

2. In the words of W. C. Mitchell — “Business cycles are a
species of fluctuations in the economic activities of organised
communities. The adjective ‘business’ restricts the concept of
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fluctuations in activities which are systematically conducted on a
commercial basis. The noun “cycles” bars out fluctuations which do not
recur with a measure of regularity. Prof. Mitchell thus insists upon a
measure of regularity in cyclical fluctuations.”

3. According to Keynes — “A trade cycle is composed of period
of good trade characterised by rising prices and low unemployment
percentages, altering with periods of bad trade characterised by falling
prices and high unemployment percentages.” Keynes has thus specified
two indices, namely prices and unemployment, for measuring the
upswing and down swing of the business cycles.

4. In the words of Frederic Benham “A trade cycle may be
defined, rather badly as a period of prosperity followed by a period of
depression. It is not surprising that economic process should be
irregular trade being good at some time and bad at others.”

In short the business cycle, is an alternate expansion and
contraction in overall business activity, as evidenced by fluctuations in
measures of aggregate economic activity such as gross product, the
index of industrial production and employment and income. Generally,
the cyclical fluctuations have a tendency towards simultaneous
appearance in all the branches of the national economy. But sometimes
they may be confined only to individual industries or individual sectors
of the economy.

10.3 TYPES OF BUSINESS CYCLES:

There are five types of cycles which are as follows:
10.3.1 The Minor Cycle:

This is also known as Short Kitchin Cycle. This has gained
popularity after the name of the British economist Joseph Kitchin in the
year 1923. He made a research and came to this conclusion that a cycle
takes place within duration of approximately 30 to 40 months.

10.3.2 The Major Cycle:

This has been emphasised as the fluctuation of business activity
between successive crises. This is also known as “The Long Jugler
Cycle.” A French economist Clement Jugler showed that the periods of
prosperity, crisis and liquidation followed each other always within a
span of the average of nine and half years.

10.3.3 The Very Long Period Cycle:

This is also known as Kondratieff Cycle. This was propounded
by N. D. Kondratieff the Russian economist in the year 1925. He has
written that there are longer waves of cycles of more than fifty years
duration.
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10.3.4 Kuznets Cycle: Unit Title
This type of business cycle was propounded by the famous

American economist Professor Simon Kuznet. His view was that the NOTES

secular swing of the cycle generally occurs in between 7 to 11 years

and this can show effect within that period.

10.3.5 Building Cycles:

Such cycles are associated with the name of two American
economists namely Warren and Pearson. They expressed their views in
World Prices and the Building Industry book in the year 1937. Their
view was that business cycle occurs in the duration of an average of 18
years and the cost of such cycle has major effect on building
construction and on the industrial development.

10.4 PHASES OF BUSINESS CYCLES:

Business cycles have shown distinct phases the study of which
is useful to understand their underlying causes. These phases have been
called by different names by different economists.

Generally, the following phases of business cycles have

been distinguished:

1. Expansion (Boom, Upswing or Prosperity)

2. Peak (upper turning point)

3. Contraction (Downswing, Recession or Depression)

4. Trough (lower turning point)

The four phases of business cycles have been shown in Fig.

13.1 where we start from trough or depression when the level of
economic activity i.e., level of production and employment is at the
lowest level. With the revival of economic activity the economy moves
into the expansion phase, but due to the causes explained below, the
expansion cannot continue indefinitely, and after reaching peak,
contraction or downswing starts. When the contraction gathers
momentum, we have a depression. The downswing continues till the
lowest turning point which is also called trough is reached.
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Trough Trough Trough
Time
Fig. 13.1. Four Phases of Business Cycles without Growth Trend

In this way cycle is complete. However, after remaining at the
trough for some time the economy revives and again the new cycle
starts.

Haberler in his important work on business cycles has
named the four phases of business cycles as:

(1) Upswing,

(2) Upper turning point,
(3) Downswing, and
(4) Lower turning point.

There are two types of patterns of cyclic changes. One pattern is
shown in Fig. 13.1 where fluctuations occur around a stable
equilibrium position as shown by the horizontal line. It is a case of
dynamic stability which depicts change but without growth or trend.

The second pattern of cyclical fluctuations is shown in Fig. 13.2
where cyclical changes in economic activity take place around a growth
path (i.e., rising trend). J.R. Hicks in his model of business cycles
explains such a pattern of fluctuations with long-run rising trend in
economic activity by imposing factors such as autonomous investment
due to population growth and technological progress causing economic
growth on the otherwise stationary state. We briefly explain below
various phases of business cycles.
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Level of GNP

Fig. 13.2, Cycles with Trend (i.e., Growth)

10.4.1 Expansion and Prosperity:

In its expansion phase, both output and employment increase till
we have full employment of resources and production is at the highest
possible level with the given productive resources. There is no
involuntary unemployment and whatever unemployment prevails is
only of frictional and structural types.

Thus, when expansion gathers momentum and we have
prosperity, the gap between potential GNP and actual GNP is zero, that
is, the level of production is at the maximum production level. A good
amount of net investment is occurring and demand for durable
consumer goods is also high. Prices also generally rise during the
expansion phase but due to high level of economic activity people
enjoy a high standard of living.

Then something may occur, whether banks start reducing credit
or profit expectations change adversely and businessmen become
pessimistic about future state of the economy that brings an end to the
expansion or prosperity phase. Economists differ regarding the possible
causes of the end of prosperity and start of downswing in economic
activity.

Monetarists have argued that contraction in bank credit may
cause downswing. Keynes has argued that sudden collapse of expected
rate of profit (which he calls marginal efficiency of capital, MEC)
caused by adverse changes in expectations of entrepreneurs lowers
investment in the economy. This fall in investment, according to him,
causes downswing in economic activity.

10.4.2 Contraction and Depression:
As stated above, expansion or prosperity is followed by
contraction or depression. During contraction, not only there is a fall in
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GNP but also level of employment is reduced. As a result, involuntary
unemployment appears on a large scale. Investment also decreases
causing further fall in consumption of goods and services.

At times of contraction or depression prices also generally fall
due to fall in aggregate demand. A significant feature of depression
phase is the fall in rate of interest. With lower rate of interest people’s
demand for money holdings increases. There is a lot of excess capacity
as industries producing capital goods and consumer goods work much
below their capacity due to lack of demand.

Capital goods and durable consumer goods industries are
especially hit hard during depression. Depression, it may be noted,
occurs when there is a severe contraction or recession of economic
activities. The depression of 1929-33 is still remembered because of its
great intensity which caused a lot of human suffering.

10.4.3 Trough and Revival:

There is a limit to which level of economic activity can fall. The
lowest level of economic activity, generally called trough, lasts for
some time. Capital stock is allowed to depreciate without replacement.
The progress in technology makes the existing capital stock obsolete. If
the banking system starts expanding credit or there is a spurt in
investment activity due to the emergence of scarcity of capital as a
result of non-replacement of depreciated capital and also because of
new technology coming into existence requiring new types of machines
and other capital goods.

The stimulation of investment brings about the revival or
recovery of the economy. The recovery is the turning point from
depression into expansion. As investment rises, this causes induced
increase in consumption. As a result industries start producing more
and excess capacity is now put into full use due to the revival of
aggregate demand. Employment of labour increases and rate of
unemployment falls. With this the cycle is complete.

10.5 FEATURES OF BUSINESS CYCLES:

Though different business cycles differ in duration and
intensity, they have some common features which we explain
below:

1. Business cycles occur periodically. Though they do not show
same regularity, they have some distinct phases such as
expansion, peak, contraction or depression and trough. Further
the duration of cycles varies a good deal from minimum of two
years to a maximum of ten to twelve years.

Self Instructional Material



2. Secondly, business cycles are synchronic. That is, they do not Unit Title
cause changes in any single industry or sector but are of all-
embracing character. For example, depression or contraction NOTES
occur simultaneously in all industries or sectors of the economy.
Recession passes from one industry to another and chain
reaction continues till the whole economy is in the grip of
recession. Similar process is at work in the expansion phase,
prosperity spreads through various linkages of input-output
relations or demand relations between various industries, and
sectors.

3. Thirdly, it has been observed that fluctuations occur not only in
level of production but also simultaneously in other variables
such as employment, investment, consumption, rate of interest
and price level.

4. Another important feature of business cycles is that investment

and consumption of durable consumer goods such as cars,
houses, refrigerators are affected most by the cyclical
fluctuations. As stressed by J.M. Keynes, investment is greatly
volatile and unstable as it depends on profit expectations of
private entrepreneurs.
These expectations of entrepreneurs change quite often making
investment quite unstable. Since consumption of durable
consumer goods can be deferred, it also fluctuates greatly
during the course of business cycles.

5. An important feature of business cycles is that consumption of
non-durable goods and services does not vary much during
different phases of business cycles. Past data of business cycles
reveal that households maintain a great stability in consumption
of non-durable goods.

6. The immediate impact of depression and expansion is on the
inventories of goods. When depression sets in, the inventories
start accumulating beyond the desired level. This leads to cut in
production of goods. On the contrary, when recovery starts, the
inventories go below the desired level. This encourages
businessmen to place more orders for goods whose production
picks up and stimulates investment in capital goods.

7. Another important feature of business cycles is that profits
fluctuate more than any other type of income. The occurrence of
business cycles causes a lot of uncertainty for businessmen and
makes it difficult to forecast the economic conditions.
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During the depression period profits may even become negative
and many businesses go bankrupt. In a free market economy
profits are justified on the ground that they are necessary
payments if the entrepreneurs are to be induced to bear
uncertainty.

8. Lastly, business cycles are international in character. That is,
once started in one country they spread to other countries
through trade relations between them. For example, if there is a
recession in the USA, which is a large importer of goods from
other countries, it will cause a fall in demand for imports from
other countries whose exports would be adversely affected
causing recession in them too. Depression of 1930s in USA and
Great Britain engulfed the entire capital world.

Model Question Paper

10.6 SELF-ASSESSMENT QUESTIONS

Part— A

25. Define the term business cycle?

26. What is meant by minor cycle?

27. List out the phases of business cycle?
Part-B

27. Explain the types of business cycle?

28. What are the features of business cycle?

Part-C

13. Discuss the phases of business cycle with diagrammatic
illustration.

Self Instructional Material



Unit Title

UNIT-XI: MACRO ECONOMIC
POLICY

NOTES

Contents
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11.5.5 Policy Implications
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11.6.3 Policy Implications
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11.7 Post Keynesian Macro Economic Policy
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11.1 INTRODUCTION

Microeconomics and macroeconomics—the two major
divisions of economics—have different objectives to be pursued. The
key microeconomic goals are the efficient use of resources that are
employed and the efficient distribution of output. These two goals of
microeconomics are encapsulated as ‘efficiency’ and ‘equity’. But
macroeconomic goals are quite different because the overall response
of the economy must not match with the individual units. As
macroeconomics looks at the whole, its objectives are aggregative in

119
Self Instructional Material



Model Question Paper

character. In other words, because of different level of aggregation,
these two branches of economics focuses on different economic
objectives.

11.2 MACROECONOMIC POLICY OBJECTIVES:

The macroeconomic policy objectives are the following:

Q) Full employment,

(i) Price stability,

(i) Economic growth,

(iv)  Balance of payments equilibrium and exchange rate

stability, and

(V) Social objectives.

11.2.1 Full Employment:

Performance of any government is judged in terms of goals of
achieving full employment and price stability. These two may be called
the key indicators of health of an economy. In other words, modern
governments aim at reducing both unemployment and inflation rates.

Unemployment refers to involuntary idleness of mainly labour
force and other productive resources. Unemployment (of labour) is
closely related to the economy’s aggregate output. Higher the
unemployment rate, greater the divergence between actual aggregate
output (or GNP/CDP) and potential output. So, one of the objectives of
macroeconomic policy is to ensure full employment.

The objective of full employment became uppermost amongst
the policymakers in the era of Great Depression when unemployment
rate in all the countries except the then socialist country, the USSR,
rose to a great height. It may be noted here that a free enterprise capi-
talist economy always exhibits full employment.

But, Keynes said that the goal of full employment may be a
desirable one but impossible to achieve. Full employment, thus, does
not mean that nobody is unemployed. Even if 4 or 5 p.c. of the total
population remain unemployed, the country is said to be fully
employed. Full employment, though theoretically conceivable, is
difficult to attain in a market-driven economy. In view of this, full
employment objective is often translated into ‘high employment’
objective. This goal is desirable indeed, but ‘how high’ should it be?
One author has given an answer in the following way; “The goal for
high employment should therefore be not to seek an unemployment
level of zero, but rather a level of above zero consistent with full
employment at which the demand for labour equals the supply of
labour. This level is called the natural rate of unemployment.”
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11.2.2 Price Stability: Unit Title

No longer the attainment of full employment is considered as a
macroeconomic goal. The emphasis has shifted to price stability. By NOTES
price stability we must not mean an unchanging price level over time.
Not necessarily, price increase is unwelcome, particularly if it is
restricted within a reasonable limit. In other words, price fluctuations of
a larger degree are always unwelcome.

However, it is difficult again to define the permissible or
reasonable rate of inflation. But sustained increase in price level as well
as a falling price level produce destabilising effects on the economy.
Therefore, one of the objectives of macroeconomic policy is to ensure
(relative) price level stability. This goal prevents not only economic
fluctuations but also helps in the attainment of a steady growth of an
economy.

11.2.3 Economic Growth:

Economic growth in a market economy is never steady. These
economies experience ups and downs in their performance. This
objective became uppermost in the period following the World War Il
(1939-45). Economists call such ups and downs in the economic
performance as trade cycle/business cycle. In the short run such
fluctuations may exhibit depressions or prosperity (boom).

One of the important benchmarks to measure the performance
of an economy is the rate of increase in output over a period of time.
There are three major’ sources of economic growth, viz. (i) the growth
of the labour force, (ii) capital formation, and (iii) technological
progress. A country seeks to achieve higher economic growth over a
long period so that the standards of living or the quality of life of
people, on an average, improve. It may be noted here that while talking
about higher economic growth, we take into account general, social and
environmental factors so that the needs of people of both present
generations and future generations can be met.

However, promotion of higher economic growth is often
hampered by short run fluctuations in aggregate output. In other words,
one finds a conflict between the objectives of economic growth and
economic stability (in prices). In view of this conflict, it is said that
macroeconomic policy should promote economic growth with
reasonable price stability.
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11.2.4 Balance of Payments Equilibrium and Exchange

Rate Stability:

From a macro- economic point of view, one can show that an
international transaction differs from domestic transaction in terms of
(foreign) currency exchange. Over a period of time, all countries aim at
balanced flow of goods, services and assets into and out of the country.
Whenever this happens, total international monetary reserves are
viewed as stable.

If a country’s exports exceed imports, it then experiences a
balance of payments surplus or accumulation of reserves, like gold and
foreign currency. When the country loses reserves, it experiences
balance of payments deficit (or imports exceed exports). However,
depletion of reserves reflects the unhealthy performance of an economy
and thus creates various problems. That is why every country aims at
building substantial volume of foreign exchange reserves.

Anyway, the accumulation of foreign exchange reserves is
largely conditioned by the exchange rate the rate at which one currency
is exchanged for another currency to carry out international
transactions. The foreign exchange rate should be stable as far as
possible. This is what one may call it external stability in price.

External instability in prices hampers the smooth flow of goods
and services between nations. It also erodes the confidence of currency.
However, maintenance of external stability is no longer considered as
the macroeconomic policy objective as well as macroeconomic policy
instrument.

It is, however, because of growing inter- connectedness and
interdependence between different nations in the globalised world, the
task of fulfilling this macroeconomic policy objective has become more
problematic.

11.2.5 Social Objectives:

The list of objectives that we have referred here is by no means
an exhaustive one; one can add more in the list. Even then we have
incorporated the major ones.

Macroeconomic policy is also used to attain some social ends or
social welfare. This means that income distribution needs to be more
fair and equitable. In a capitalist market-based society some people get
more than others. In order to ensure social justice, policymakers use
macroeconomic policy instruments.

We can add another social objective in our list. This is the goal
of economic freedom. This is characterised by the right of taking
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economic decisions by any individual (rich or poor, high caste or low Unit Title
caste).

11.3 MACROECONOMIC POLICY INSTRUMENTS: NOTES

As our macroeconomic goals are not typically confined to “full
employment”, “price stability”, “rapid growth”, “BOP equilibrium and
stability in foreign exchange rate”, so our macroeconomic policy
instruments include monetary policy, fiscal policy, income policy in a
narrow sense. But, in a broader sense, these instruments should include
policies relating to labour, tariff, agriculture, anti-monopoly and other
relevant ones that influence the macroeconomic goals of a country.
Confining our attention in a restricted way we intend to consider two
types of policy instruments the two “giants of the industry” monetary
(credit) policy and fiscal (budgetary) policy. These two policies are
employed toward altering aggregate demand so as to bring about a
change in aggregate output (GNP/GDP) and prices, wages and interest
rates, etc., throughout the economy.

Monetary policy attempts to stabilise aggregate demand in the
economy by influencing the availability or price of money, i.e., the rate
of interest, in an economy. Monetary policy may be defined as a policy
employing the central bank’s control of the supply of money as an
instrument for achieving the macroeconomic goals.

Fiscal policy, on the other hand, aims at influencing aggregate
demand by altering tax- expenditure-debt programme of the
government. The credit for using this kind of fiscal policy in the 1930s
goes to J.M. Keynes who discredited the monetary policy as a means of
attaining some of the macro- economic goals—such as the goal of full
employment.

As fiscal policy has come into scrutiny in terms of its
effectiveness in achieving the desired macroeconomic objectives, the
same is true about the monetary policy. One can see several rounds of
ups and downs in the effectiveness of both these policy instruments
consequent upon criticisms and counter- criticisms in their theoretical
foundations.

It may be pointed out here that as there are conflicts among
different macroeconomic goals, policymakers are in a dilemma in the
sense that neither of the policies can achieve desired goals. Hence the
need for additional policy measures like income policy, price control,
etc. Further, while the objectives represent economic, social and
political value judgements they do not normally enter the mainstream

123
Self Instructional Material



Model Question Paper

economic analysis. Ultimately, policymakers and bureaucrats are
blamed as trouble shooters.

11.4 INCOME POLICY

The instruments available to policymakers for supporting
economic recovery seem to have been limited after the crisis, especially
in developed economies. On the one hand, there is little scope for
monetary policy to provide additional stimulus, as interest rates has
remained at historic lows, and quantitative easing has become more
difficult to defend politically. Further, the on-going deleveraging
process associated to falling asset prices, made it extremely hard to
revive credit to boost domestic demand. On the other hand, higher
public-debt-to-GDP ratios have convinced many governments that they
should shift to fiscal tightening.

While there is more space for proactive fiscal policies than what
is perceived by policymakers, in addition, there are other policy tools,
such as incomes policy, that have been largely overlooked. These could
play a strategic role in dealing with the present challenges.

In the period of intensified globalization from the early 1980s
until the global crisis, the share of national income accruing to labour
declined in most developed and developing countries. If
real wage growth fails to keep pace with productivity growth, there is a
lasting and insurmountable constraint on the expansion of domestic
demand and employment creation. To offset insufficient domestic
demand, one kind of national response has been an overreliance on
external demand. Another kind of response has taken the form of
compensatory stimulation of domestic demand through credit easing
and increasing asset prices. However, neither of these responses offers
sustainable outcomes. These are important lessons to be learned from
the global crisis.
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Share of wages in national income in selected developed
economies, 1980-2010
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Source: UNCTAD, TDR 2011 (Chart 1.5), based on OECD, Main
Economic Indicators database; and Lindenboim, Kennedy and Grafia,
2011

Trends in income distribution since the 1980s confirm that
inequalities within many developed economies have increased as
globalization has accelerated. In particular, wage shares have declined
slowly, but steadily over the past 30 years, with short reversals during
periods of recession — particularly in 2008-2009 — when profits tend to
fall more than wages. After such episodes, however, the declining trend
has resumed. This trend is creating hazardous headwinds in the current
recovery. As wages have decoupled from productivity growth, wage
earners can no longer afford to purchase the growing output, and the
resultant stagnating domestic demand is causing further downward
pressure on prices and wages, thus threatening to bring about a
deflationary spiral.

In most developing and transition economies, the share of
wages has behaved differently for the period as a whole. That share is
generally between 35 and 50 per cent of GDP — compared with
approximately 60 per cent of GDP in developed economies — and it
tends to oscillate significantly, owing mainly to sudden changes in real
wages. In many of these economies, the share of wages in national
income tended to fall between the 1980s and early 2000s, but has
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started to recover since the mid-2000s, though it has not yet reached the
levels of the 1990s (Chart). The positive evolution of wages and the
role played by incomes policies, particularly transfer programmes to
the poor, have been significant factors behind the present “two-speed
recovery’’.

In developed countries, real wages grew on average at less than
1 per cent per annum before the crisis, which is below the rate of
productivity gains; they then declined during the crisis, and tended to
recover very slowly in 2010. Arguably, the early move to a more
contractionary fiscal policy and the relatively high levels of idle
capacity and unemployment imply that the pressures for higher wages
could remain subdued, thereby reducing the chances of a wages-led
recovery.

In contrast, since the mid-2000s, in all developing regions and
in CIS,real wages have been growing, in some instances quite
rapidly (Table). In some countries, this may represent a recovery from
the steep reductions in the 1990s or early 2000s, and in others it is more
than a mere recovery, as wages follow the same path as productivity
gains. Even during the difficult years of 2008 and 2009, real wages did
not fall in most developing countries, as had generally been the case in
previous economic crises. This suggests that to some extent, recovery
in developing countries was driven by an increase in domestic demand
and that real wage growth has been an integral part of the economic
revival.

Further, incomes policy could also be used to complement more
expansionary fiscal policy in order to control prices, allowing for a
more robust recovery with relatively stable prices. Subsidies to reduce
the costs of basic consumption baskets for the lower income groups,
which have a higher propensity to spend, and direct transfers to the less
privileged in society might provide an alternative source of demand
growth, helping create jobs and leading to a self-sustaining recovery.

11.5 THE NEW CLASSICAL MACROECONOMICS:
PRINCIPLE, POLICY IMPLICATION AND
CRITICISM

11.5.1 Introduction:

The new classical macroeconomics is an attempt to repudiate
and modify Keynesian and monetarist views about the role of
macroeconomic stabilisation policy in the light of the classical school
of thought. The Keynesians advocate demand management policies
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both fiscal and monetary to stabilise the economy. They favour active Unit Title
interventionist fiscal and monetary policies. They do not regard the two
policies as competitive but complementary to each other. But they NOTES
depend more on expansionary fiscal policy to control recessions which
threaten rising unemployment with little or no growth in the economy.
However, they combine deflationary fiscal policy with monetary policy
to control boom and inflation.

In contrast, monetarist hold that the economy is basically stable
and when disturbed by some change in basic conditions will quickly
revert to its long-run growth path. They are highly critical of
discretionary fiscal and monetary policies. For such policies involve
long and variable time lags which can make them ineffective and
destabilising. However, they advocate an annual fixed percentage
growth in money supply instead of discretion in monetary policy.
Friedman believes that fiscal policy does not have any potent influence
on the economy except that it affects the behaviour of money.
Therefore, by setting and sticking to rules and not interfering, the
government can follow a sound monetary policy in which there is
maximum freedom for individual initiative and enterprise. The rules
help to reduce people’s expectations of inflation and thus create a stable
environment for investment and growth.

11.5.2 Principles of New Classical Macroeconomics:

During the late 1970s when the debate between Keynesians and
monetarists stalemated, the new classical macroeconomics emerged
based on classical microeconomics. It was developed by Robert Lucas,
Thomas Sargent, Robert Barro and Neil Wallace in America and
Patrick Minford in England.

(1) Markets Continuously Clear
(2) Rational Expectations
(3) Aggregate Supply Hypothesis

The hypotheses (1) and (3) are classical but their analysis is
new. The second hypothesis on rational expectations is totally new.

Therefore, these principles constitute the New Classical
Macroeconomics which are discussed below.

1. Markets Continuously Clear:

The new classical economists assume that all markets
continuously clear in the economy. Prices and wages adjust
instantaneously to clear markets. The economy is in a state of
continuous equilibrium both in the short-run and long-run where all
markets clear. The new classical differ from Keynesians and
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monetarists over market clearing. According to Keynesians, markets
may not clear due to slow price adjustments. So the economy may
remain in a state of disequilibrium. Monetarists assume that markets
have a tendency to clear. Prices and wages are fairly flexible.
Therefore, the economy may be in disequilibrium temporarily in the
short run and attain equilibrium in the long run. The new classical
assume that markets clear instantaneously and there is no
disequilibrium even in the short run. Since price and wage adjustments
are almost instantaneous, all unemployment is equilibrium
unemployment.

Whatever level of unemployment is found in the economy, it is
the natural rate of unemployment or voluntary unemployment. An
increase in the natural level of unemployment over time is the result of
reluctance of people to take jobs due to lack of incentives. Fig. 1
explains the new classical labour market equilibrium. Where SS__is the
labour supply curve which is vertical (or inelastic) at ONt labour force
when wage rates are above the competitive level. DD is the labour
demand curve. ONr is the total labour force in the economy.
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Fig. 1

The two curves intersect at E which is the market-clearing
equilibrium point where ON workers are willing to work at the market
wage rate ON. This is the full employment equilibrium. But NNt (=
EV) workers out of the total labour force (ONy) are not prepared to
work at the market wage rate OW. They are voluntarily unemployed.
They may prefer a higher wage than the equilibrium rate or leisure or
other activities, etc. to work.

2. Rational Expectations:

One of the most important principles of the new classical
macroeconomics is the rational expectations hypothesis. The Ratex
hypothesis, as it is called, holds that economic agents (individuals,
firms, etc.) form expectations of the future values of economic
variables like prices, incomes, etc. by using all the economic
information available to them.
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The new classical economists use Ratex to explain the Phillips Unit Title
curve in the inflation theory. According to them, rational expectations
are not based on past rates of inflation but on the current state of the NOTES
economy and policies being followed by the government. Workers and
firms base their information on various forecasts made by specialists
and agencies, and government announcements and reports. On the basis
of such current information, they predict the rate of information.

Generally, such forecasts are wrong and what the government
says is also not correct. So workers and firms base their expectations on
imperfect information. It is thus on the basis of imperfect information
that workers and firms make predictions which will frequently be
incorrect. But such errors in predictions are random which make
predictions about inflation either too low or too high. Any discrepancy
between the actual and expected rate of inflation is only in the nature of
random error.

Thus there is no possibility for the actual rate of unemployment
to differ from the natural rate even temporarily. When people act
rationally, they know that past increases in prices and the rate of change
in prices have invariably been accompanied by equal proportional
changes in the quantity of money. When people act on this knowledge,
it leads to the conclusion that there is no trade-off between inflation and
unemployment either in the short run or in the long run and the new
classical Phillips curve is vertical at the equilibrium or natural rate of
unemployment. The new classical short-run vertical Phillips curve is
shown in Fig. 2 as PC at the natural unemployment rate Uy. If people
under predict the rate of inflation (expected inflation rate is less than
the actual rate), they will believe that aggregate demand has increased.

AN

PC, PC PC,

Inflation (%)

v

0 U, U,
Unemployment(%)
Fig. 2
As a result, output and employment rise. This shifts the short-
run Phillips curve PC to the left as PC; because unemployment
temporarily falls to U; below the natural rate Uy. If, on the other hand,
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people over-predict the rate of inflation (expected O inflation rate is
more than the actual rate), they will believe that aggregate demand has
fallen, and output and employment fall.

This shifts the short- run Phillips carve PC to the right as
PC, because unemployment temporarily rises to U,, above the natural
rate Un. But the actual position of the short-run Phillips curve on the
average will be PC at the natural unemployment rate Uy. The new
classical economists also explain the downward sloping short-run
Phillips curve. Such a curve arises when people are not able to correctly
predict about real wages. The new classical Phillips curve is vertical at
the natural rate of unemployment shown as PC in Fig. 3.

This is the true Phillips curve. To explain the downward sloping
Phillips curve, called the apparent Phillips curve, we start at point A on
the PC curve when the unemployment rate is 3% and the inflation rate
is 4%. In order to reduce unemployment, the monetary authority
unexpectedly increases the money supply to stimulate the economy.
According to the Ratex hypothesis, firms have better information about
prices in their own industry than about the general level of prices.

They mistakenly think that the increase in prices is due to the
increase in demand for their products. As a result, they employ more
workers in order to increase output. Unemployment falls to 2%. The
workers also mistake the rise in prices as related to their own industry.
But wages rise as the demand for labour increases and workers think
that the increase in money wages is an increase in real wages when the
inflation rate rises to 6%. Thus the economy moves upward from point
Ato B.

But soon workers and firms find that the increase in prices and
wages is prevalent in most industries. Firms find that their costs have
increased. Workers realise that their real wages have fallen due to rise
in inflation rate to 6% and they press for increase in wages. But firms
do not employ more workers. So the economy moves from point B to A
which is the actual position of the short-run Phillips curve. In such a.
situation, workers over-predict the 4% rate of inflation. Employment
will fall as workers believe that their real wages are lower than they
actually are. So they work less. Output falls as firms believe that the
relative prices of their products have fallen. With fall in employment
and output, the economy moves from point A to C due to an
unanticipated fall in wages and prices.

Thus, points B,A,C trace out a downward-sloping apparent
short- run Phillips curve PC;y (in Fig. 3) of the new classical
macroeconomics when people under-predict real wages and relative
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always vertical like the PC curve.
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3. Aggregate Supply Hypothesis:

The new classical macroeconomics incorporates the Lucas
aggregate supply hypothesis based on two assumptions:

(1) Rational decisions taken by workers and firms reflect their
optimising behaviour, and (2) the supply of labour by workers and
output by firms depend