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                            Unit 3rd :  Keynes Macroeconomic Theory 

Q. Keynes criticism of classical macroeconomic theory? 

Ans. Keynes vehemently criticized the classical theory of employment for its unrealistic 

assumptions in his General Theory. He attacked the classical theory on the following counts:  

(1) Underemployment Equilibrium: Keynes rejected the fundamental classical assumption of 

full employment equilibrium in the economy. He considered it as unrealistic. He regarded full 

employment as a special situation. The general situation in a capitalist economy is one of 

underemployment. This is because the capitalist society does not function according to Say’s 

law, and supply always exceeds its demand. We find millions of workers are prepared to work at 

the current wage rate, and even below it, but they do not find work. Thus the existence of 

involuntary unemployment in capitalist economies (entirely ruled out by the classicists) proves 

that underemployment equilibrium is a normal situation and full employment equilibrium is 

abnormal and accidental. 

(2) Refutation of Say’s Law: Keynes refuted Say’s Law of markets that supply always created 

its own demand. He maintained that all income earned by the factor owners would not be spent 

in buying products which they helped to produce. A part of the earned income is saved and is not 

automatically invested because saving and investment are distinct functions. So when all earned 

income is not spent on consumption goods and a portion of it is saved, there results in a 

deficiency of aggregate demand. This leads to general overproduction because all that is 

produced is not sold. This, in turn, leads to general unemployment. Thus Keynes rejected Say’s 

Law that supply created its own demand. Instead he argued that it was demand that created 

supply. When aggregate demand rises, to meet that demand, firms produce more and employ 

more people. 

(3) Self-adjustment not Possible: Keynes did not agree with the classical view that the laissez-

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

equilibrium. He pointed out that the capitalist system was not automatic and self-adjusting 

because of the non-egalitarian structure of its society. There are two principal classes, the rich 

and the poor. The rich possess much wealth but they do not spend the whole of it on 

consumption. The poor lack money to purchase consumption goods. Thus there is general 

deficiency of aggregate demand in relation to aggregate supply which leads to overproduction 

and unemployment in the economy. This, in fact, led to the Great Depression. Had the capitalist 

system been automatic and self-adjusting, this would not have occurred. Keynes, therefore, 

advocated state intervention for adjusting supply and demand within the economy through fiscal 

and monetary measures. 

(4) Equality of Saving and Investment through Income Changes: 
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The classicists believed that saving and investment were equal at the full employment level and 

in case of any divergence the equality was brought about by the mechanism of rate of interest. 

Keynes held that the level of saving depended upon the level of income and not on the rate of 

interest. 

Similarly investment is determined not only by rate of interest but by the marginal efficiency of 

capital. A low rate of interest cannot increase investment if business expectations are low. If 

saving exceeds investment, it means people are spending less on consumption. As a result, 

demand declines. There is overproduction and fall in investment, income, employment and 

output. It will lead to reduction in saving and ultimately the equality between saving and 

investment will be attained at a lower level of income. Thus it is variations in income rather than 

in interest rate that bring the equality between saving and investment. 

(5) Importance of Speculative Demand for Money: The classical economists believed that 

money was demanded for transactions and precautionary purposes. They did not recognise the 

speculative demand for money because money held for speculative purposes related to idle 

balances. But Keynes did not agree with this view. He emphasized the importance of speculative 

demand for money. He pointed out that the earning of interest from assets meant for transactions 

and precautionary purposes may be very small at a low rate of interest. But the speculative 

demand for money would be infinitely large at a low rate of interest. Thus the rate of interest will 

not fall below a certain minimum level, and the speculative demand for money would become 

perfectly interest elastic. This is Keynes ‘liquidity trap’ which the classicists failed to analyse. 

(6) Rejection of Quantity Theory of Money: Keynes rejected the classical Quantity Theory of 

Money on the ground that increase in money supply will not necessarily lead to rise in prices. It 

is not essential that people may spend all extra money. They may deposit it in the bank or save. 

So the velocity of circulation of money (V) may slow down and not remain constant. Thus V in 

the equation MV = PT may vary. Moreover, an increase in money supply, may lead to increase 

in investment, employment and output if there are idle resources in the economy and the price 

level (P) may not be affected. 

(7) Money not Neutral: The classical economists regarded money as neutral. Therefore, they 

excluded the theory of output, employment and interest rate from monetary theory. According to 

them, the level of output and employment and the equilibrium rate of interest were determined 

by real forces. Keynes criticized the classical view that monetary theory was separate from value 

theory. He integrated monetary theory with value theory, and brought the theory of interest in the 

domain of monetary theory by regarding the interest rate as a monetary phenomenon. He 

integrated the value theory and the monetary theory through the theory of output. 

This he did by forging a link between the quantity of money and the price level via the rate of 

interest. For instance, when the quantity of money increases, the rate of interest falls, investment 
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increases, income and output increase, demand increases, factor costs and wages increase, 

relative prices increase, and ultimately the general price level rises. Thus Keynes integrated 

monetary and real sectors of the economy. 

(8) Refutation of Wage-Cut: Keynes refuted the Pigovian formulation that a cut in money wage 

could achieve full employment in the economy. The greatest fallacy in Pigou’s analysis was that 

he extended the argument to the economy which was applicable to a particular industry. 

Reduction in wage rate can increase employment in an industry by reducing costs and increasing 

demand. But the adoption of such a policy for the economy leads to a reduction in employment. 

When there is a general wage-cut, the income of the workers is reduced. As a result, aggregate 

demand falls leading to a decline in employment. 

From the practical view point also Keynes never favoured a wage cut policy. In modern times, 

workers have formed strong trade unions which resist a cut in money wage. They would resort to 

strikes. The consequent unrest in the economy would bring a decline in output and income. 

Moreover, social justice demands that wages should not be cut if profits are left untouched. 

(9) State Intervention Essential: Keynes did not agree with Pigou that “frictional 

maladjustments alone account for failure to utilise fully our productive power.” The capitalist 

system is such that left to itself it is incapable of using productive powerfully. Therefore, state 

intervention is necessary. 

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

investment. It may pass legislation recognizing trade unions, fixing minimum wages and 

providing relief to workers through social security measures. “Therefore”, as observed by 

Dillard, “it is bad politics even if it should be considered good economics to object to labour 

unions and to liberal labour legislation.” So Keynes favoured state action to utilise fully the 

resources of the economy for attaining full employment. 

Q. Keynes General Theory of Income and Employment or Explain the following concepts 

Effective Demand and Aggregate Demand ? 

Keynes General Theory of Employment:- 

Keynes offered this theory in 1936. Keynes explained in this theory that employment depends 

upon the income. If the standard of national income is higher then rate of employment will also 

be higher. On the other hand if the level of national income is lower then the level of 

employment will also be lower. The equilibrium level of income and employment will be that 

where aggregate demand is equal to the aggregate supply. 

Assumptions : 

1. It has been assumed that period taken is short run. 

2. There is no change in the amount of capital. 

http://studypoints.blogspot.in/2011/05/keynes-general-theory-of-income-and_375.html
http://studypoints.blogspot.in/2011/05/keynes-general-theory-of-income-and_375.html
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3. There is no change in technology and efficiency of labour. 

4. There is no foreign trade. 

5. There is no government interference. 

6. The propensity to consume is stable. 

7. There should be no change in the methods of production. 

8. There should be no change in a distribution of wealth. 

9. Employment is the function of the income. 

Keynes proved this fact that supply can’t create its own demand, and there is no tendency of the 

economy towards full employment. If at any time aggregate demand falls, then unemployment 

takes places and if aggregate demand increases then inflation takes place. As regards the 

question of national income and employment determination it is determined by the aggregate 

supply and aggregate demand. 

 

AGGREGATE SUPPLY:- According to Keynes aggregate supply is equal to national income 

at market price. In other words national income is equal to the price of goods and services 

produced in the country. The national income is divided into three parts, consumption saving and 

taxes. So Aggregate supply = National income = Consumption + Savings + Taxes 

or 

AS = Y = C + S + T 

 

 
In the above Figure real national income is measured along OX axis and expected revenue along 

OY. This 45 degree curve "OS" shows the aggregate supply. It explains that which minimum 

revenue should be received to the producers and they may be able to produce a particular amount 

of goods and services and may be able to provide employment to the workers. 

AGGREGATE DEMAND:-Aggregate demand is the amount of consumption and amount of 

investment expenditure at each level of income. 

There are two components of aggregate demand. 

1. Consumption expenditure ( C ). 

2. Investment expenditure ( I ). 

Aggregate demand can be expressed as Y = C + I 

Consumption Expenditure:- 

It depends upon the size of national income. If the size of national income is greater then greater 

http://3.bp.blogspot.com/-uNtgFus2rz0/Td0O9Dd_fyI/AAAAAAAABIM/wgVoMrQPaXI/s1600/aggregate+supply+diagram.JPG
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amount will be spent on consumption. In other words the marginal propensity to consume is 

grater then the gap between consumption and income is small and the level of employment will 

be high. 

Investment Expenditure:-The investment expenditure depends upon the following two factors:  

1. Marginal Efficiency of Capital 

2. Current Rate of Interest 

If the marginal efficiency of capital is lower than the rate of interest, the demand for investment 

will be low. The aggregate demand curve rises upward from left to right. 

EFFECTIVE DEMAND:- According to Keynes the level of income and employment is 

determined at a point there aggregate demand curve intersect aggregate supply curve. 

Now by the following diagram we can explain it:  

 

 
Explanation: - In the above diagram income is measured along OX-axis and consumption and 

investment along OY. OS curve shows the aggregate supply (45 degree) or C + S line. C + I is 

the aggregate demand curve. Aggregate demand and supply curves intersect each other at the 

point "M". M is the point of effective demand and OP is the equilibrium level of national 

income. If we assume that national income is greater than OP in that situation new equilibrium 

point will be F. If total expenditure fall short then the aggregate supply, the producer will also 

reduce the production. Further income and employment will also reduce and again equilibrium 

will be M. 

 

Criticism :- 1. In the under developed countries there are so many other factors which are 

responsible for unemployment, like over population and lack of skill. 

2. Perfect competition is not found in real world. 

3. In the long run its chances of success are limited. 

4. It is not applicable in socialistic economy. 

5. This theory was produced by the depression of 1930 and it is not applicable in ordinary 

economic condition. 

http://www.studypoints.blogspot.com/
http://2.bp.blogspot.com/-A9cWxVP4RBI/Td0N31m3wvI/AAAAAAAABH8/DvuMG70Esp4/s1600/effective+demand+diagram.JPG
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Determination of Equilibrium Level of Income! 

According to the Keynesian Theory, equilibrium condition is generally stated in terms of 

aggregate demand (AD) and aggregate supply (AS). An economy is in equilibrium when 

aggregate demand for goods and services is equal to aggregate supply during a period of time. 

So, equilibrium is achieved when: 

AD = AS … (1) 

We know, AD is the sum total of Consumption (C) and Investment (I): 

AD = C + I … (2) 

Also, AS is the sum total of consumption (C) and saving (S): 

AS = C + S … (3) 

Substituting (2) and (3) in (1), we get: 

C + S = C + I 

Or, S = I 

It means, according to Keynes, there are Two Approaches for determining the equilibrium level 

of income and employment in the economy: 

The two approaches to determine equilibrium level of income, output and employment in the 

economy are:  

1. Aggregate Demand-Aggregate Supply Approach (AD-AS Approach) 

2. Saving-Investment Approach (S-I Approach) 

It must be kept in mind that AD, AS, Saving and Investment are all planned or ex- ante variables. 

Assumptions:   

Before we proceed further, let us first state the various assumptions made in determination 

of equilibrium output:  

(i) The determination of equilibrium output is to be studied in the context of two-sector model 

(households and firms). It means, it is assumed that there is no government and foreign sector. 
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(ii) It is assumed that investment expenditure is autonomous, i.e. investments are not influenced 

by level of income. 

(iii) Price level is assumed to remain constant. 

(iv) Equilibrium output is to be determined in context of short-run. 

Aggregate Demand-Aggregate Supply Approach (AD-AS Approach):  

According to the Keynesian theory, the equilibrium level of income in an economy is determined 

when aggregate demand, represented by C + I curve is equal to the total output (Aggregate 

Supply or AS). 

Aggregate demand comprises of two components: 

1. Consumption expenditure C): It varies directly with the level of income, i.e. consumption 

rises with increase in income. 

2. Investment expenditure (I): It is assumed to be independent of the level of income, i.e. 

investment expenditure is autonomous. So, AD curve is represented by (C + I) curve in the 

income determination analysis. Aggregate supply is the total output of goods and services of the 

national income. It is depicted by a 45° line. Since the income received is either consumed or 

saved, the AS curve is represented by the (C + S) curve.The determination of equilibrium level 

of income can be better understood with the help of the following schedule and diagram: 

Table 8.1 Equilibrium by AD and AS Approach:                              (Amount in Rs crores 

    Y C S I C+I =(AS) C+S=(AD) REMARKS 

0 40 -40 40 80 0 AD>AS 

100 120 -20 40 160 100 AD>AS 

200 200 0 40 240 200 AD>AS 

300 280 20 40 320 300 AD>AS 

400 360 40 40 400 400 AD=AS 

500 440 60 40 480 500 AD<AS 

600 520 80 40 560 600 AD<AS 

 

 

http://cdn.yourarticlelibrary.com/wp-content/uploads/2014/03/clip_image00297.jpg
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In Fig. 8.1, the AD or (C +1) curve shows the desired level of expenditure by consumers and 

firms corresponding to each level of output. The economy is in equilibrium at point ‘E’ where (C 

+ I) curve intersects the 45° line. 

1. ‘E’ is the equilibrium point because at this point, the level of desired spending on consumption 

and investment exactly equals the level of total output. 

2. OY is the equilibrium level of output corresponding to point E. 

3. In Table 8.1, the equilibrium level of income is Rs 400 crores, when AD (or C +1) = AS = Rs 

400 crores. 

4. It is a situation of ‘Effective Demand’. Effective demand refers to that level of AD which 

becomes ‘effective’ because it is equal to AS. 

If there is any deviation from the equilibrium level of output, i.e. when planned spending (AD) is 

not equal to planned output (AS), then a process of readjustment will start in the economy and 

the output will tend to adjust up or down until AD and AS are equal again. When planned 

spending (AD) is more than planned output (AS), then (C + I) curve lies above the 45° line. It 

means that consumers and firms together would be buying more goods than firms are willing to 

produce. As a result, the planned inventory would fall below the desired level. 

To bring the inventory back to the desired level, firms would resort to increase in employment 

and output until the economy is back at output level OY, where AD becomes equal to AS and 

there is no further tendency to change. 

When AD is less than AS: When AD < AS, then (C +1) curve lies below the 45° line. It means 

that consumers and firms together would be buying less goods than firms are willing to produce. 

As a result, the planned inventory would rise. To clear the unwanted increase in inventory, firms 

plan to decrease the employment and output until the economy is back at output level OY, where 

AD becomes equal to AS and there is no further tendency to change. 

It must be noted that equilibrium level may or may not be at the level of full employment, i.e. 

equilibrium is possible even at a level lower than the full employment level. 

For instance, in Table 8.1, employment level is 40 lakhs corresponding to equilibrium income of 

Rs 400 crores. It is not the full employment level since employment increases even after the 

equilibrium level. 

Saving-Investment Approach (S-l Approach):  According to this approach, the equilibrium 

level of income is determined at a level, when planned saving (S) is equal to planned investment 

(I). Let us understand this with the help of following schedule and diagram:  

Table 8.2 Equilibrium by Saving and Investment Approach  
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Amount in Rs crores 

Income 

(Y) 

Consumption 

(C) 

Saving 

(S) 

Investment 

(I)  

Remarks 

0 

100 

200 

300 

40 

120 

200 

280 

-40 

-20 

0 

20 

40 

40 

40 

40 

S<1 

S<1 

S<1 

S<1 

400 360 40 40 Equilibrium 

(S=1) 

500 

600 

440 

520 

60 

80 

40 

40 

S>1 

S>1 

In Fig 8.2, Investment curve (I) is parallel to the X-axis because of the autonomous character of 

investments. The Saving curve (S) slopes upwards showing that as income rises, saving also 

rises. 

1. The economy is in equilibrium at point ‘E’ where saving and investment curves intersect each 

other. 

2. At point ‘E’, ex-ante saving is equal to ex-ante investment. 

3. OY is the equilibrium level of output corresponding to point E. 

4. In Table 8.2, the equilibrium level of income is Rs 400 crores, when planned saving – planned 

investment = RS 400 crores. 

If there is any deviation from the equilibrium level of income, i.e., if planned saving is not equal 

to the planned investment, then a process of readjustment will start which will bring the economy 

back to the equilibrium level. 

When saving is more than Investment: If planned saving is more than planned investment, i.e. 

after point ‘E’ in Fig. 8.2, it means that households are not consuming as much as the firms 

expected them to. As a result, the inventory rises above the desired level. To clear the unwanted 

increase in inventory, firms would plan to reduce the production till saving and investment 

become equal to each other.  
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When saving is less than Investment: If planned saving is less than planned investment, i.e. 

before point ‘E’ in Fig. 8.2, it means that households are consuming more and saving less than 

what the firms expected them to. As a result, planned inventory would fall below the desired 

level. To bring the inventory back to the desired level, firms would plan to increase the 

production till saving and investment become equal to each other. 

 

Explain Classical views on full employment? 

The classical economists believed in the existence of full employment in the economy. To them, 

full employment was a normal situation and any deviation from this regarded as something 

abnormal. According to Pigou, the tendency of the economic system is to automatically provide 

full employment in the labour market when the demand and supply of labour are equal. 

Unemployment results from the rigidity in the wage structure and interference in the working of 

free market system in the form of trade union legislation, minimum wage legislation etc. Full 

employment exists “when everybody who at the running rate of wages wishes to be employed.” 

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

are voluntarily unemployed. Thus full employment is a situation where there is no possibility of 

involuntary unemployment in the sense that people are prepared to work at the current wage rate 

but they do not find work. 

The basis of the classical theory is Say’s Law of Markets which was carried forward by classical 

economists like Marshall and Pigou. They explained the determination of output and 

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

a built-in equilibrium mechanism to ensure full employment in the economy. 

http://cdn.yourarticlelibrary.com/wp-content/uploads/2014/03/image166.png
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It’s Assumptions:   

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

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

3. It is a closed economy without foreign trade. 

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

5. Labour is homogeneous. 

6. Total output of the economy is divided between consumption and investment expenditures. 

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

8. Wages and prices are perfectly flexible. 

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

10. Money wages and real wages are directly related and proportional. 

11. Savings are automatically invested and equality between the two is brought about by the rate 

of interest 

12. Capital stock and technical knowledge are given. 

13. The law of diminishing returns operates in production. 

14. It assumes long run. 

Q: Differences between Keynesian Theory and Classical theory of employment:  

Ans: Main differences between Keynesian and classical theory views are as follows:  

1. Concept of unemployment: According to classical economist, an involuntary unemployed 

person is one who is willing to work at the existing rate of money wage but, does not get work. 

On the contrary according to Keynes, an involuntary unemployed person is one who is willing to 

work at less than existing rate of real wage. Thus there are millions of unemployed persons who 

are not covered by the classical concept of involuntary unemployment.  

2. Concept of equilibrium: According to classical economists, equilibrium refers to that 

situation in which demand for a commodity is equal to its total supply. Thus under the situation 

of equilibrium there is full employment in the economy. On the contrary, a according to Keynes, 
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equilibrium refers to a situation having no tendency to change. It is not necessary that there 

should be full employment when the economy is in equilibrium. For instance, according to 

Keynes, labour market will be in equilibrium if there is no tendency to make any change in wage 

rate and level of employment, even, through at the existing real wage rate, demand for labour is 

less than its supply. . Hence, according to Keynes, equilibrium can be possible even when there 

is under-employment in the economy.  

3. Relative importance of demand and supply: The classical economists laid relatively more 

stress on aggregate supply in the determination of income and employment. According to them, 

supply creates its own demand to maintain the level of equilibrium in economy. On the other 

hand, Keynes laid relatively more stress on aggregate demand in the determination of income 

and employment and treated aggregate supply to be fixed. 

4. Function of money:   As per classical theory, “the function o money is to serve as a medium of 

exchange.” On the contrary, according to Keynes, in addition to being medium of exchange 

money also serves as, “store of value”. People demand money in order to hold it liquid form. 

People prefer this liquidity because of three motives: i. Transaction motive, ii. Precautionary 

motive, iii: Speculative motive.  

5. Rate of interest: Classical economists asserted that rate of interest is determined by real factors. 

On the contrary, Keynes held the view that its determined by monetary factors. Further, classical 

economists believed that rate of interest is determined at the level where saving and investment 

are equal. On the contrary, Keynes maintained that rate of interest is determined at that level 

where demand for money (liquidity preference) is equal to supply of money.   

6. Saving and investment: According to classical economists, saving and investment are governed 

by the rate of interest. i.e.  

S = f(r) 

It means saving (S) is a function of rate of interest (r) 

I = f(r) 

It mean, investment (I) is a function of rate of interest ( r) 

∴S=I 

Equality between saving ad investment can be established by changing the rate of interest. On 

the contrary, according to Keynes, saying depends on income and investment on rate of interest, 

i.e. 

S= f(y) 

It means, saving (S) is a function of income (Y) 

I=f(r ) 

It means, investment (I) is a function of rate of interest (r). 
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According to Keynes, equality between saving and investment can be brought about by changing 

the level f income.  

7. Price level and output: Classical economists assumed that under full employment situation, 

aggregate supply curve will be parallel to OY axis. i.e, it will be a vertical line and aggregate 

demand curve will be a rectangular hyperbola. Equilibrium will be established at the point where 

both these curves intersect each other. If aggregate demand increases in the economy it will not 

stimulate more production. In that case price-level alone will rise. On the contrary, Keynes was 

of the opinion that aggregate supply curve will be an upward rising curve till full employment 

level is attained, whereas demand curve will be a downward sloping curve. Hence, with increase 

in aggregate demand there will be increase both in output and price level till full employment is 

reached.  

8. Theory of money: Classical economists believed in Quantity Theory of Money which asserts 

direct and proportional relation between quantity of money and price level. The price level 

increases in the same proportion as the quantity of money does and vice versa. N the contrary 

Keynes believed that there was no direct and proportional relation between quantity of money 

and price level. There is an indirect relation between the two. 

9. Cut in money wages: Classical economists like Prof. Pigou held the view that full employment 

could be achieved by lowering the money wage. Keynes, however believed that any reduction in 

money wage was likely to cause fall in effective demand. 

Q. What do you mean by Aggregate demand (AD) what are its components?  

Ans. Aggregate demand refers to the sum total of demand for all goods and services in the 

economy during the period of an accounting year. Aggregate demand of the economy depends 

upon level of employment. There is direct positive relationship between the level of 

employment, output in the economy and the aggregate demand. Aggregate demand can also be 

defined as total value which the households, firms and govt. are willing to spend for the 

production in the economy. Aggregate demand curve is shown in fig. No. (3)

 

(I) which slopes upwards show a positive relationship between level of income and aggregate 

demand. Aggregate demand also known as aggregate expenditure consists of the following four 

components. Following are the components of aggregate demand  
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 House hold consumption Demand(c):-This refers to the total demand for all goods and 

services for consumption purpose by all households in a country. Households consume durable 

goods like cars, T.V. sets, scooters etc. they also consume non- durable goods like food, drinks, 

soap etc. 

 Govt. Consumption Demand: - This refers to demand for goods and services by govt. like 

goods and services used by defense personnel. It comprises the compensation of employees 

also. Compensation of employees of the general govt. Consists of wages and salaries and social 

security contributions. 

 Investment expenditure:-It refers to the expenditure incurred by producers for creation of 

capital assets. It includes purchase of new assets like industrial machinery, transport 

equipment, farm machinery and import of new assets from abroad. 

 Net Export Expenditure(X-M) it refers to the net foreign demand for goods and services 

produced in the economy. It is difference between exports and imports of goods and services. 

Expenditure of net exports as a part of aggregate demand. 

Thus aggregate demand= House hold consumption Demand+ Govt. Consumption Demand+ 

Investment expenditure+ Net Export Expenditure. It can be written as AD=C+G+I+ (X-M) 

Q. What is aggregate supply (AS). What are its components? 

Ans:-Aggregate supply refers to the flow of goods and services or income generated in the 

economy in an accounting year. In short aggregate supply refers to the money value of all final 

goods and services produced in a country in a year’s time. According to Keynes, “Aggregate 

supply is the minimum sale proceeds which the producers must get, so as to continue production 

at any level of employment,” in nut shell the sum total quantity of goods and services produced 

by the individuals ,firms and govt. in an economy contribute the aggregate supply. Aggregate 

supply increases when the level of employment in the economy increases. Hence it is sloping 

upwards as in fig (1) 

 

 

 

 

 

 

Aggregate supply is measured as the sum total of consumption and saving because income 

generated in the economy has two components i.e. consumption (c) and saving (s) thus 

Aggregate Supply =Consumption + Savings. 
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Q. Explain consumption function? 

Ans. In simple terms, consumption function refers to the expenditure of the community on the 

purchase of consumer goods and services at different levels of income. Every household spends a 

part of its income on consumption and, sometimes, it may have to spend all its income only on 

consumption. In the same manner, the community as a whole spends a good part of even when total 

income is zero, consumption is positive, and 

(a) When income increases, consumption also increases but by a lesser absolute amount. 

According to the first part of Keynes's hypothesis, even if Y = 0, C = a where a is autonomous 

consumption and is greater than zero. This means that whatever be the level of income—even if it 

is zero—consumption will always be positive; this portion of consumption expenditure does not 

depend upon the level of aggregate income; it is autonomous consumption. 

The second part of Keynes's thesis is that if Y increases, C will also increase but by a lesser 

amount. In other words, AC is always less than AY; or AC/AY is less than 1 (but greater than 

zero). Now AC/AY shows the additional consumption expenditure out of a small increment to 

income; this is what we have referred to as marginal propensity to consume (MPC). MPC shows 

how consumption expenditure of households is stimulated by the income they earn; hence this is 

the induced consumption which is shown by MPC x the level of income (Y). Thus, total 

consumption expenditure consists of two parts; 

(a) Autonomous consumption (designated as a) 

(b) Induced consumption (designated as MPC x Y or as 

     b (Y), where b is MPC] 

Q. Explain the Psychological Law of Consumption functions? 

Ans. The corner-stone of Keynes's hypothesis as regards consumption is that aggregate 

consumption varies directly with the disposable income of the community. He refers to this fact 

as the "fundamental psychological law". In his own words: "Men are disposed, as a rule and on 

the average, to increase their consumption, as their incomes increase, but not by as much as the 

increase in their income." In other words, any increase in income will not be spent on consumption 

only but partly on consumption and partly on saving. Further, as income increases, a smaller 

proportion of income will be consumed and a larger proportion of it will be saved. In Table I, we 

have shown how the level of income increases and how consumption too increases but at a lower 

rate. 

It follows from the above thesis that, with increase in income, the amount saved by the community 

will increase in absolute amount and as a ratio of total income. True, the satisfaction of 

immediate primary needs is much more pressing than the motive to save but once the primary 

needs are satisfied, people do attempt to save more and more—as Keynes points out, the motives 

towards accumulation "acquire effective ways when a margin of comfort has been attained." 
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Keynes has developed his Psychological Law of Consumption on the following assumptions: 

(a) The economy is not faced with any abnormal conditions, such as inflation, business 

depression, war, etc. When conditions change, the law of consumption will not hold good. 

(b) The propensity to consume will remain stable in the short period because the consumption 

habits of the people will remain constant. There is possibility of change in income but there will be 

no change in other factors which affect consumption (such as the pattern of distribution of income 

among people, price level, growth of population, etc.). 

(c) The economy is free from Government controls and regulations which attempt to restrict 

consumption. 

(d) The law is generally applicable to an advanced economy in which people secure so much 

income that there is scope for some income to be saved. In a backward economy, this may not 

always be possible, since the majority of people live a hand-to-mouth life. People may spend the 

whole of their income on consumption only. 

Q Write down the Factors-Affecting Consumption Function? 

The consumption function or propensity to consume depends upon certain factors. Since saving 

is a complement of consumption, the factors on which consumption depends are also the factors 

which influence saving: 

(a) Distribution of national income. The pattern of income distribution has an important 

influence on the propensity to consume. As indicated earlier, the lower income groups have a 

higher MPC while the higher income from the rich to the poor will raise the MPS. 

(b) Nature of income and method of receiving it. The propensity to consume is also 

determined by the nature of income, i.e., whether the income received is stable or variable. If a 

family is not certain about its income, and when it will be receiving it, it will be very careful in 

spending money; it will save more, so as to take care of the period when it will not be getting any 

income. On the other hand, the family which is getting stable income will have a higher propensity 

to consume and a lower propensity to save. The method of receiving income has also considerable 

influence on the propensity to consume. A number of deductions are made from salaries and 

wages in these days. For instance, contributions to the provident fund, social security schemes, 

compulsory insurance and other such contributions are of the nature of savings. These amounts 

are not available to the income earner for his current consumption. Thus, the larger the deduction 

made for such purposes, the lower will be the propensity to consume. 

(c) Nature of 'the people. The propensity to consume and save depends upon the nature of the 

people. People may restrict their consumption much more if they are cautious and want to provide 

for the safety and security of the family, for the education of children, for providing them with a 

better star* in life, for marriage and other social functions, and so on. Some people, like the Scots in 

England, the Quakers in the U. S. A. and Marwari’s in India, attach great importance to saving 

and, therefore, the MPC in their case will be low. Again lower income groups tend to imitate the 
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consumption habits of their superiors. They may, accordingly, raise their consumption expen-

diture; their.MPC will be high and MPS will be low. 

(d) Availability of goods. Consumption expenditure will depend upon the availability “of goods 

as well as the nature of transactions. in times of shortage, essential goods may not be available 

and, therefore, people may be forced to save more (since they cannot consume as much as they 

would like to consume otherwise). On the other hand, if durable consumption goods are made 

available along with hire-purchase system there will be greater tendency to consume. In countries like 

England and the U. S. A., businessmen promote consumption by offering all types of facilities to the 

consumers. 

(e) Anticipation regarding the future. Consumption and, therefore, savings are affected by the 

anticipation of people as regards the future. An expectation of rise in income in the near future will 

push up consumption. 

(f) Taxation policy. Government's taxation policy (or fiscal policy) can also have considerable 

influence on the consumption function. For instance, a reduction in taxes will leave more 

income with the people and will induce them to consume (and save more, too). On the other 

hand, an increase in taxation will have the opposite influence. It is also observed that taxes on 

commodities have an adverse effect on consumption since commodity taxes raise the prices of 

goods directly. As taxes on income fall on large incomes, they reduce the propensity to save rather 

than the propensity to consume. 

The factors which we have described above may be classified as objective factors and 

subjective factors. The objective factors are: (i) the level of income, (ii) the distribution pattern 

of income among people, and (Hi) the fiscal policy of the government. The subjective factors on 

which consumption function depends are: (a) the nature of the people and their habits, (b) the 

expectation of people regarding the future, and (c) the desire to save and accumulate. 

 At any particular time, the consumption curve may be assumed to be given and non-changing. 

But over a longer period of time, the determinants of consumption function change and thus bring 

a shift in consumption. In other words, the consumption curve may be shifted up or down 

according to the changes in objective and subjective factors we have listed above. The 

consumption function is an important tool of economic analysis. In his book "A Guide to 

Keynes", Prof. Hansen states: "Keynes' analysis of the consumption. Function is a major 

landmark in the history of economic doctrines." 

Q. Explain Keynes theory of interest? Or Liquidity preference theory? 

Ans: Keynes defines the rate of interest as the reward for parting with liquidity for a specified 

period of time. According to him, the rate of interest is determined by the demand for and supply 

of money. 
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Demand for money: Liquidity preference means the desire of the public to hold cash. 

According to Keynes, there are three motives behind the desire of the public to hold liquid cash: 

(1) the transaction motive, (2) the precautionary motive, and (3) the speculative motive. 

Transactions Motive: The transactions motive relates to the demand for money or the need of 

cash for the current transactions of individual and business exchanges. Individuals hold cash in 

order to bridge the gap between the receipt of income and its expenditure. This is called the 

income motive. The businessmen also need to hold ready cash in order to meet their current 

needs like payments for raw materials, transport, wages etc. This is called the business motive. 

Precautionary motive: Precautionary motive for holding money refers to the desire to hold cash 

balances for unforeseen contingencies. Individuals hold some cash to provide for illness, 

accidents, unemployment and other unforeseen contingencies. Similarly, businessmen keep cash 

in reserve to tide over unfavourable conditions or to gain from unexpected deals. Keynes holds 

that the transaction and precautionary motives are relatively interest inelastic, but are highly 

income elastic. The amount of money held under these two motives (M1) is a function (L1) of the 

level of income (Y) and is expressed as M1 = L1 (Y) 

Speculative Motive: The speculative motive relates to the desire to hold one’s resources in 

liquid form to take advantage of future changes in the rate of interest or bond prices. Bond prices 

and the rate of interest are inversely related to each other. If bond prices are expected to rise, i.e., 

the rate of interest is expected to fall, people will buy bonds to sell when the price later actually 

rises. If, however, bond prices are expected to fall, i.e., the rate of interest is expected to rise, 

people will sell bonds to avoid losses. 

According to Keynes, the higher the rate of interest, the lower the speculative demand for 

money, and lower the rate of interest, the higher the speculative demand for money. 

Algebraically, Keynes expressed the speculative demand for money as M2 = L2 (r); Where, L2 is 

the speculative demand for money, and r is the rate of interest. Geometrically, it is a smooth 

curve which slopes downward from left to right. 

Now, if the total liquid money is denoted by M, the transactions plus precautionary motives by 

M1 and the speculative motive by M2, then M = M1 + M2. Since M1 = L1 (Y) and M2 = L2 (r), the 

total liquidity preference function is expressed as M = L (Y, r). 

Supply of Money: The supply of money refers to the total quantity of money in the country. 

Though the supply of money is a function of the rate of interest to a certain degree, yet it is 

considered to be fixed by the monetary authorities. Hence the supply curve of money is taken as 

perfectly inelastic represented by a vertical straight line. 
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Determination of the Rate of Interest: Like the price of any product, the rate of interest is 

determined at the level where the demand for money equals the supply of money. In the 

following figure, the vertical line QM represents the supply of money and L the total demand for 

money curve. Both the curve intersect at E2 where the equilibrium rate of interest OR is 

established. 

 

If there is any deviation from this equilibrium position an adjustment will take place through the 

rate of interest, and equilibrium E2 will be re-established. At the point E1 the supply of money 

OM is greater than the demand for money OM1. Consequently, the rate of interest will start 

declining from OR1 till the equilibrium rate of interest OR is reached. Similarly at OR2 level of 

interest rate, the demand for money OM2 is greater than the supply of money OM. As a result, 

the rate of interest OR2 will start rising till it reaches the equilibrium rate OR. It may be noted 

that, if the supply of money is increased by the monetary authorities, but the liquidity preference 

curve L remains the same, the rate of interest will fall. If the demand for money increases and the 

liquidity preference curve sifts upward, given the supply of money, the rate of interest will rise. 

Criticisms: Keynes theory of interest has been criticized on the following grounds: 

1. It has been pointed out that the rate of interest is not purely a monetary phenomenon. Real 

forces like productivity of capital and thriftiness or saving by the people also play an important 

role in the determination of the rate of interest. 

2. Liquidity preference is not the only factor governing the rate of interest. There are several 

other factors which influence the rate of interest by affecting the demand for and supply of 

investible funds. 

3. The liquidity preference theory does not explain the existence of different rates of interest 

prevailing in the market at the same time. 

4. Keynes ignores saving or waiting as a means or source of investible fund. To part with 

liquidity without there being any saving is meaningless. 
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5. The Keynesian theory only explains interest in the short-run. It gives no clue to the rates of 

interest in the long run. 

6. Keynes theory of interest, like the classical and loanable funds theories, is indeterminate. We 

cannot know how much money will be available for the speculative demand for money unless 

we know how much the transaction demand for money is. 

                                                    Unit IV: 

                                        Inflation and Business Cycles 

Q: What is inflation?  

Ans: Inflation is an economic term that is used to describe the general increase in the prices of 

commodity and services in an economy over a certain period of time. It is described as an index 

because the current prices of commodities are compared to a standard price level. The effect of 

general increase in price of commodity is the loss of the money purchasing power. Inflation is 

used to measures the purchasing power of a unit of currency. Inflation can be measured by a lot 

of index the main measure of prices is the price index. Price index is also referred by some 

economists as the consumer’s price index. It considers the most common goods and services in 

the economy like the prices of foodstuffs, housing prices and the cost of medical care in an 

economy.  

1. Creeping Inflation: When the rise in prices is very slow like that of a snail or creeper, it is 

called creeping inflation. In terms of speed, a sustained rise in prices of annual increase of less 

than 3 per cent per annum is characterised as creeping inflation. Such an increase in prices is 

regarded safe and essential for economic growth. 

2. Walking or Trotting Inflation: When prices rise moderately and the annual inflation rate is a 

single digit. In other words, the rate of rise in prices is in the intermediate range of 3 to 6 per cent 

per annum or less than 10 per cent. Inflation at this rate is a warning signal for the government to 

control it before it turns into running inflation.  3. Running Inflation: When prices rise rapidly 

like the running of a horse at a rate or speed of 10 to 20 per cent per annum, it is called running 

inflation. Such an inflation affects the poor and middle classes adversely. Its control requires 

strong monetary and fiscal measures, otherwise it leads to hyperinflation. 

4. Hyperinflation: When prices rise very fast at double or triple digit rates from more than 20 to 

100 per cent per annum or more, it is usually called runaway ox galloping inflation. It is also 

characterised as hyperinflation by certain economists. In reality, hyperinflation is a situation 

when the rate of inflation becomes immeasurable and absolutely uncontrollable. Prices rise many 

times every day. Such a situation brings a total collapse of monetary system because of the 

continuous fall in the purchasing power of money. The speed with which prices tend to rise is 

illustrated in Figure 1. The curve С shows creeping inflation when within a period of ten years 

http://www.whatiseconomics.org/what-is-economics/money
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the price level has been shown to have risen by about 30 per cent. The curve W depicts walking 

inflation when the price level rises by more than 50 per cent during ten years. The curve R 

illustrates running inflation showing a rise of about 100 per cent in ten years. The steep curve H 

shows the path of hyperinflation when prices rise by more than 120 per cent in less than one 

year. 

 

5. Semi-Inflation: According to Keynes, so long as there are unemployed resources, the general 

price level will not rise as output increases. But a large increase in aggregate expenditure will 

face shortages of supplies of some factors which may not be substitutable. This may lead to 

increase in costs, and prices start rising. This is known as semi-inflation or bottleneck inflation 

because of the bottlenecks in supplies of some factors. 

6.True Inflation: According to Keynes, when the economy reaches the level of full 

employment, any increase in aggregate expenditure will raise the price level in the same 

proportion. This is because it is not possible to increase the supply of factors of production and 

hence of output after the level of full employment. This is called true inflation.The Keynesian 

semi-inflation and true inflation situations are illustrated in Figure.2. 

 

http://cdn.yourarticlelibrary.com/wp-content/uploads/2014/03/clip_image002_thumb215.jpg
http://cdn.yourarticlelibrary.com/wp-content/uploads/2014/03/clip_image003_thumb23.jpg
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Employment and price level are taken on vertical axis and aggregate expenditure on horizontal 

axis. FE is the full employment curve. When with the increase in aggregate expenditure, the 

price level rises slowly from A to the full employment level B, this is semi-inflation. But when 

the aggregate expenditure increases beyond point В the price level rises from В to T in 

proportion to the increase in aggregate expenditure. This is true inflation. 

7. Open Inflation: Inflation is open when “markets for goods or factors of production are al-

lowed to function freely, setting prices of goods and factors without normal interference by the 

authorities. Thus open inflation is the result of the uninterrupted operation of the market 

mechanism. There are no checks or controls on the distribution of commodities by the 

government. Increase in demand and shortage of supplies persist which tend to lead to open 

inflation. Unchecked open inflation ultimately leads to hyperinflation. 

8. Suppressed Inflation: Men the government imposes physical and monetary controls to check 

open inflation, it is known as repressed or suppressed inflation. The market mechanism is not 

allowed to function normally by the use of licensing, price controls and rationing in order to 

suppress extensive rise in prices. So long as such controls exist, the present demand is postponed 

and there is diversion of demand from controlled to uncontrolled commodities. But as soon as 

these controls are removed, there is open inflation. Moreover, suppressed inflation adversely 

affects the economy. When the distribution of commodities is controlled, the prices of 

uncontrolled commodities rise very high. Suppressed inflation reduces the incentive to work 

because people do not get the commodities which they want to have. Controlled distribution of 

goods also leads to mal-allocation of resources. This results in the diversion of productive 

resources from essential to non-essential industries. Lastly, suppressed inflation leads to black 

marketing, corruption, hoarding and profiteering. 

9. Mark-up Inflation: The concept of mark-up inflation is closely related to the price-push 

problem. Modem labour organisations possess substantial monopoly power. They, therefore, set 

prices and wages on the basis of mark-up over costs and relative incomes. Firms possessing 

monopoly power have control over the prices charged by them. So they have administered prices 

which increase their profit margin. This sets off an inflationary rise in prices. Similarly, when 

strong trade unions are successful in raising the wages of workers, this contributes to inflation. 

10. Ratchet Inflation:  A ratchet is a toothed wheel provided with a catch that prevents the 

ratchet wheel from moving backward. The same is the case under ratchet inflation when despite 

downward pressures in the economy, prices do not fall. In an economy having price, wage and 

cost inflations, aggregate demand falls below full employment level due to the deficiency of 

demand in some sectors of the economy. But wage, cost and price structures are inflexible 

downward because large business firms and labour organisations possess monopoly power. 

Consequently, the fall in demand may not lower prices significantly. In such a situation, prices 

will have an upward ratchet effect, and this is known as “ratchet inflation.” 
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12. Sectoral Inflation: Sectoral inflation arises initially out of excess demand in particular 

industries. But it leads to a general price rise because prices do not fall in the deficient demand 

sectors. 

13. Reflation: Is a situation when prices are raised deliberately in order to encourage economic 

activity. When there is depression and prices fall abnormally low, the monetary authority adopts 

measures to put more money in circulation so that prices rise. This is called reflation. 

 Q. Explain Effects Or Consequences of Inflation? 

Ans: Inflation is not so bad as it creates additional employment of factors of production, but becomes 

harmful so the moment it goes out of control and robs. Let us see what the effects of inflation on 

main economic activities are. 

I. Effects on Production. At the first glance it appears that increasing prices favour production 

because in a free enterprise economy, production depends on profits which increase during the 

period of rising prices. The growing profits provide a great stimulus to the producers to 

undertake large scale investment. Mushroom growth of production units comes into being. 

Demand for factors will increase leading to rise in income and further rise in demand. This will 

reinforce inflationary pressure as wage-price spiral will appear i. e., cost-push and demand-pull 

inflations might result in high rate of inflation. Production will be impaired. In that atmosphere 

people have a feeling of diffidence as regards the value of money and hence they try to get rid of 

it and prefer to store goods rather than money. "Unless a merchant is paid in some physical unit 

of some commodity, he will prefer to hoard his stock of goods rather than make the exchange." 

Eventually there comes a crash which leads to fall in prices, profits, employment, income and 

demand. In this way inflation has adverse effects on production. The adverse effects are as follows: 

 (i) Adverse Effect on Capital Formation. Since savings are adversely affected by inflation,   

the process of capital formation is also adversely affected. 

(ii) Increase in Speculative Tendencies. Since inflation generates uncertainty, businessmen 

start concentrating on quick income yielding activities. Thus the resources are diverted from 

productive activities to speculative activities. Thus production is adversely affected. 

(iii) Hoarding. Since value of money falls rapidly, everyone wants to stock goods. This creates 

artificial scarcity of goods in the market and encourages black marketing. 

(iv) Pattern of Production. The pattern of production changes in such a way that resources are 

diverted from essential goods to luxuries. This adversely affects the economy. 

(v) Deterioration in Quality. In order to make a gain out of increased demand and reduced 

supply, producers lower the quality of the product. 
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2. Effects on Distribution. If inflation affects each individual equally, there would not be any 

grudge and inconvenience. But actually inflation affects the different classes differently. 

(i) Debtors and Creditors. During inflation the debtors gain and creditors lose because inflation 

transfers wealth from creditors to debtors. When prices rise, money buys less goods. Thus, 

though the debtors return the same amount of money, they return less in terms of goods. If you 

lend me Rs. 1000 today and the price level doubles, when I repay, in fact I repay 1/2 of the real 

purchasing power I had borrowed. 

(ii) Investors. Investors are generally of two types— Investors in equities (shares) and investors 

in fixed interest yielding bonds and debentures. Inflation favours the former and hits hard the 

latter. When prices rise, the return on equities go up on account of increased profits while bonds 

and debenture holders gain nothing as their income remains the same.  (iii) Entrepreneurs. 

Entrepreneurs whether they are manufacturers, traders, speculators, merchants or businessmen 

all gain from inflation. These people gain during rising prices because (a) they are mostly 

debtors and debtors gain, (b) their profits rise because they add a standard percentage mark 

upon their costs in setting the prices. 

 Q. Explain the concepts of demand-pull inflation and cost-push inflation? 

Demand-Pull Inflation: According to this theory, inflation is that situation, where at a given 

price level total demand is more than total supply. Thus, inflation is caused by excess of demand. 

In words of Peterson, "Demand-pull inflation theory holds that inflation is caused by an excess of 

demand (spending) relative to the available supply of goods and services at existing prices." In 

nutshell according to demand pull inflation, the general price level rises because the demand for 

goods and services exceeds the supply available at existing prices. There are three approaches to 

demand pull inflation. The traditional theory and modern theory stress that increase in supply of 

money leads to an excess of demand. Besides supply of money, disposable income, consumer 

expenditures and business outlays and foreign demand are also inflationary factors on the 

demand side. This demand pull inflation can be studied with the help of a diagram.In Figure 3, 

real income has been taken on X-axis and price level on Y-axis. SS is the supply curve which 

rises upward from left to right from S to E and after that it becomes vertical at E which shows 

full employment DD, D1D1 and D2D2 are the different demand curves. When DD is the demand 

curve, it is equal to supply curve at E point at Oy0 level of income. It is also 
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The point of full employment. Given the aggregate demand DD and the full employment output 

or real income OYO, the equilibrium point is E, whereas price level is OP. Supply curve being 

perfectly inelastic after the full employment point E, every shift in demand curve only raises the 

price level (real income being constant). Causes of Demand Pull 

(i) Increase in Money Supply. There may be an increase in money supply either when more 

currency is issued or banks create more credit. The increased money supply means increased 

purchasing power. This raises demand without increasing the supply of goods and services, 

leading to rise in price-level. 

(ii) Increase in Public Expenditure. Today's state is a welfare state. Besides administrative 

function, state performs many welfare functions. Thus, there is increase in public expenditure 

which increases money income of people. This increases demand, raise prices causing 

inflationary tendencies. 

(iii) Cheap Money Policy. If monetary authority adopts cheap money policy, this also leads to 

excess of demand. On the one hand, lower bank rate makes borrowing cheap and on the other 

hand, expansion of credit increases money supply. In this way cheap money policy also increases 

demand. 

(iv) Increase in Disposable Income. If there is net addition in disposable income, the demand 

for goods and services will increase. Disposable income might increase because the rate of tax 

has been lowered or a tax has been withdrawn. 

(v) Black Money. Black money is the unaccounted money which is earned through transactions. 

Black money means tax evasion. People spend this money on conspicuous consumption. This 

raises demand and hence price-level. 

(vi) Increase in Investment. Another reason of demand-pull inflation is increase in investment. 

When producers have high expectations and they expect high profit, they increase the volume of 

investment. This increases the demand for factors of production. The factor prices increase, 

raising the product prices as well. 

(vii) Reduction in Taxes. Reduction in taxes increases disposable income, thus demand for 

goods and services increases causing prices to rise. 

 (ix) Increase in Population. The rapid growth of population also raises effective demand by 

increasing consumption, investment, government expenditure and net foreign expenditure. This 

also increases inflationary pressure in the economy. 

Cost push Inflation: Another theory of inflation relates to cost-push inflation. This type of 

inflation emerges due to increase in the costs, though for a common man, the explanation of 

inflation is to be found in rising of prices only. Cost-push inflation is called seller's inflation by 
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A.E Lerner. Under it a country may experience stagnation I. e. rising prices with stagnation of 

growth and employment, with some unemployment seen in the country. 

 This inflation results from an increase in the cost of production like rise in the cost of raw 

materials and especially of wages. When labour market is imperfect and some strong trade 

unions are successful in getting higher wages, without increase in productivity, such a situation 

emerges. Increase in wage rate leads to higher cost of production thus raising price level. There 

is increase in unemployment. This type of inflation is also called wage-induced inflation. When 

prices start increasing, trade unions demand still higher wages thus increasing costs and prices all 

together. When firms in imperfect competition want to have a higher profit margin, they increase 

the prices. This is known as mark-up prices. The production is also reduced. Thus, because of 

fall in production and increase in profits, costs increase, increasing the prices. This inflation is 

also known as profit-induced inflation. 

Thus, cost-push inflation is the result of increase in wages and increase in profits which increase 

cost of production and hence prices. It can be explained with the help of a diagram. (fig.. 4). In 

Figure 4, real income is taken on the X-axis and price level on the Y-axis. S is the original 

supply curve and DD is original demand curve. The equilibrium is attained at E point at OY 

level of income and OP price. This is also the point of full employment. If cost of production 

increases either due to increases in wages or profits, supply curve shifts upwards and the new 

supply curve is S1.  

 

REAL INCOME (Fig. 4.) 

The new supply curve intersects demand curve at E1 point, where the real output is reduced 

from OY to OY1 and prices are increased from OP to OP1 .Similarly if supply curve shifts still 

further, the new point of equilibrium is E2 at OY2 level of income and OP2 level of prices. 

Thus, we find that on the one hand, price-level rises but on the other hand output and 

employment level falls. 

Factors Affecting Cost-Push inflation: 

(i) Less Production. The major cause of cost-push inflation is shortage of supply of goods and 

services as compared to their demand. If production is less than the demand, prices are bound to 

rise. 
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(ii) Hoarding and Speculation. Sometimes producers and traders may stock commodities to 

charge higher prices in future. This creates artificial scarcity and prices rise.  (iii) Wage and 

Cost Spiral. Strong trade unions maybe able to increase their wages without an equal increase 

in productivity. Wage rise pushes up costs which in turn push up prices, which again push up 

wages, costs and prices. 

(iv) Taxation Policy. Indirect taxes raise the prices of commodities. If the commodity is subject 

to the law of increasing returns, prices may rise by more than the amount of tax because less is 

produced as the demand has gone down due to rise in prices, the cost of production rises. Thus 

raisings the price level. 

(v) Industrial Relations. If there is a lack of industrial peace in the country, strikes and lock-

outs are very common resulting in fall in production and rise in prices. 

(vi) Technical Changes. When some new technique of production is adopted, it takes some 

time for the production process to be adjusted. In the transitional period, the production may fall 

but workers and experts have to be paid the same wages. Thus, cost of production rises raising 

the price level. 

(vii) Lack of Raw Materials. When there is a shortage of raw materials, cost of production 

increases, hence the prices. 

(viii) War. During war, needs of the army and defiance have to be met first. Thus, the supply of 

goods for civilian consumption is reduced. Thus, prices go up. 

Q. Explain The Inflationary Gap? 

Ans: In his pamphlet How to pay for the War published in 1940, Keynes explained the concept 

of the inflationary gap. It differs from his views on inflation given in his General Theory. In the 

General Theory, he started with underemployment equilibrium. But in How to Pay for the War, 

he began with a situation of full employment in the economy. 

He defined an inflationary gap as an excess of planned expenditure over the available output at 

pre-inflation or base prices. According to Lipsey, “The inflationary gap is the amount by which 

aggregate expenditure would exceed aggregate output at the full employment level of income.” 

The classical economists explained inflation as mainly due to increase in the quantity of money, 

given the level of full employment. 

Keynes, on the other hand, ascribed it to the excess of expenditure over income at the full 

employment level. The larger the aggregate expenditure, the larger the gap and the more rapid 

the inflation. Given a constant average propensity to save, rising money incomes at full 

employment level would lead to an excess of demand over supply and to a consequent 
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inflationary gap. Thus Keynes used the concept of the inflationary gap to show the main 

determinants that cause an inflationary rise of prices. 

The inflationary gap is explained with the help of the following example:  

Suppose the gross national product at pre-inflation prices is Rs. 200 crores. Of this Rs. 80 crores 

is spent by the government. Thus Rs. 120 (Rs. 200-80) crores worth of output is available to the 

public for consumption at pre-inflation prices. But the gross national income at current prices at 

full employment level is Rs. 250 crores. Suppose the government taxes away Rs. 60 crores, 

leaving Rs. 190 crores as disposable income. Thus Rs. 190 crores is the amount to be spent on 

the available output worth Rs. 120 crores, thereby creating an inflationary gap of Rs. 70 crores. 

This inflationary gap model is illustrated as under: 

1. Gross national income at 

current prices 

= Rs. 250 Cr. 

2. Taxes = Rs. 60 Cr. 

3. Disposable income = Rs. 190 Cr. 

4. GNP at pre-inflation prices = Rs. 200 Cr. 

5. Government expenditure = Rs. 80 Cr. 

6. Output available for 

consumption at pre-inflation 

prices 

= Rs. 120 Cr. 

Inflationary gap (Item 3-6) = Rs. 70 Cr. 

In reality, the entire disposable income of Rs. 190 crores is not spent and a part of it is saved. If, 

say 20 per cent (Rs, 38 crocs) of it is saved, then Rs. 152 crores (Rs. 190-Rs. 38 crores) would be 

left to create demand for goods worth Rs. 120 crores. Thus the actual inflationary gap would be 

Rs. 32 (Rs. 152— 120) crores instead of Rs. 70 crores. 

The inflationary gap is shown diagrammatically in Figure 5 where OYF is the full employment 

level of income, 45° line represents aggregate supply AS and С + 1 + G line the desired level of 

consumption, investment and government expenditure (or aggregate demand curve). 

 

http://cdn.yourarticlelibrary.com/wp-content/uploads/2014/03/clip_image002_thumb216.jpg
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The economy’s aggregate demand curve (C + l +G) = AD intersects the 45° line (AS ) at point E 

at the income level OY1which is greater than the full employment income level OYF The amount 

by which aggregate demand (YFA) exceeds the aggregate supply (YFВ) at the full employment 

income level is the inflationary gap. This is AB in the figure. The excess volume of total 

spending when resources are fully employed creates inflationary pressures. Thus the inflationary 

gap leads to inflationary pressures in the economy which are the result of excess aggregate 

demand. 

Q. How can the inflationary gap be wiped out?  

Ans: The inflationary gap can be wiped out by increase in savings so that the aggregate demand 

is reduced. But this may lead to deflationary tendencies. Another solution is to raise the value of 

available output to match the disposable income. As aggregate demand increases, businessmen 

hire more labour to expand output. But there being full employment at the current money age, 

they offer higher money wages to induce more workers to work for them. As there is already full 

employment, the increase in money wages leads to proportionate rise in prices. Moreover, output 

cannot be increased during the short run because factors are already fully employed. So the 

inflationary gap can be closed by increasing taxes and reducing expenditure. Monetary policy 

can also be used to decrease the money stock. But Keynes was not in favour of monetary 

measures to control inflationary pressures within the economy. 

Q. What are the causes of inflation? Explain briefly the remedies of inflation? 

Ans. Inflation always gathers momentum and prices rise in a vicious circle. Whatever may be 

the cause, once inflationary rise in prices takes place, it will continue to do so. Causes of inflation 

may be different in different countries, but broadly speaking, the following are the main causes of 

inflation: 

1. Deficit Financing. In times of war or under other abnormal situations requiring a huge 

increase in government spending, the Government for meeting this expenditure may resort to 

deficit financing which increases the money supply in the hands of the people, thereby 

increasing their demand for goods and services. In most of the developing countries, the 

governments have to obtain funds for executing the development plans through deficit 

financing and this has led to a situation of inflation. 

2. Increase in the Velocity of Money. During periods of boom and prosperity, owing to an 

increase in the MEC and MPC, the velocity of circulation of money increases. Higher velocity 

of money results in higher prices. 

3. Expansion of Credit. The expansion of credit may be resorted to either as a matter of policy 

by the Government or by the commercial banks of the country. The Central Bank can expand 

credit by lowering the bank rate or by purchasing government securities. The commercial 

banks can expand credit by lowering the cash reserves. Expansion of credit is generally 
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resorted to in periods of increasing economic activity and once it starts, it continues for a 

sufficiently long period of time. With expansion of credit, prices start rising. 

4. Increase in Public Expenditure. Aggregate demand may also increase as a result of an 

increase in public expenditure either for meeting the requirements of defence, or of economic 

development or for boosting the level of economic activity in the economy. With the increase in 

demands for goods and services, prices increase. Similarly, with the increase in private 

Expenditure, there is an increase in the demand for the services of factors of production. This 

results in an increase in factor-prices which leads to ah increase in expenditure on consumption 

goods and rise in prices. 

5. Expansion of Exports. If the export of commodities increases, .less goods are available for 

domestic consumption. This would make the existing demand at home excessive of the available 

quantity of goods leading to increase in their prices. Increase in exports creates a situation of 

shortages in the economy giving rise to inflationary pressures. 

6. Increase in Population. Increase in the population of a country raises the general level of 

aggregate demand of the people for goods and services. As Prof. Coulborn states, "If population 

increases rapidly while the aggregate volume of money remains stable, the consequent rise in the 

velocity of circulation is likely to outweigh the countervailing decrease in the volume of money 

per head; further a rapid increase of population may increase output less than proportionately— 

another factor tending to raise prices." 

7. Trade Union Activities. These days trade unions are very strong. They continuously agitate 

for higher wages, shorter hours of work, more holidays with pay and other amenities. In a 

democratic country, the Government is often compelled to accede to the unreasonable demands 

of the workers. The increase in wages increases the purchasing ‘power of the workers and hence 

the aggregate demand which leads to rise in prices. 

8. Reduction in Taxation. The reduction in taxation offered by the government can also be an 

important cause for the emergence of excess demand in the economy. When the government 

reduces taxes, it results in an increase in purchasing power in the hands of the public. With 

increased purchasing power, the people are in a position to buy more and more of goods and 

services for private consumption. 

Shortage of Supplies of Factors of Production. Occasionally, the economy of a country may 

be confronted with shortages of such factors as labour, capital equipment, raw materials, etc. 

These shortages are bound to reduce the production of goods and services for consumption 

purposes. In fact, the shortage of productive factors is a serious obstacle to any effort to increase 

production in the country. Trade union activities also lead to decline in production and rise in 

prices. 

Q: What is trade cycle? 

Ans:  Every country witnesses boom and depression periodically. Depression is characterized by 

falling production, falling prices and rise in unemployment. On the other hand, boom is 
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characterized by rising production, rising prices and high employment percentage. These 

changes of boom and depression are in cyclical form. Hence, these are called Trade cycles. 

Rhythmic fluctuations taking place in an economy, at intervals in the form of boom and 

depression are called Trade cycles. In the words of Lord Keynes, “A trade cycle is composed of 

periods of good trade characterized by rising prices and low unemployment percentage altering 

with periods of bad trade characterized by falling prices and high unemployment percentage”.  

Phases of trade cycle:   

1. Expansion of boom   2. Recession 3.    Depression or contraction 4.  Recovery 

 

 

 

 

 

 

 

 

1. Expansion of boom: This phase of the trade cycle represents the best stage of prosperity. The 

objective of the national economic policy of each country is to attain this stage. In this phase 

hectic economic activities go on and factors of production are put to optimum use. In the words 

of Haberler, “ Expression or prosperity is a state of affairs in which real income consumed and 

real income produced and the level of employment are high or rising and there are no idle 

resources”. The main characteristics of this phase are a sunder: 

1. Income or production is the maximum. Level of income is sufficiently high. Because of the 

interaction of multiplier and accelerator, increase in income is much time more than that of 

increase in investment. 

2. The economy reaches full employment by removing unemployment. Beyond the stage of full 

employment, the economy experiences over full employment and hence rise in process and 

wages. 

3. Prices rise very high. 

4. Wages, rates of interest, rent and taxes increase. Burt increase in all these is less than increase 

in prices. Thus real wages do not rise much. 

5. Because of relatively more increase in prices that cost of production profits rise very high.     

2. Recession: Under this phase of prosperity, the entrepreneurs make investment in certain 

ventures which do not prove to be profitable. Their optimism gives way to pessimism. 

Investment shoes signs of decline. Many enterprises are closed won. Unemployment spreads 

and income of the people falls. As a matter of fact, beyond the stage of full employment, any 

increase in investment is followed by increase in interest, wages and other costs. 

Consequently, prices rise sharply causing fall in demand. Fall in demand obliges the firms to 

sell their stocks at reduced prices. This paves the way of Recession. In this phase there is 

decline in economic activities. The main features of this phase are as under:  
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1. There is fall in income and output. 

2. Workers are rendered unemployed.  

3. Prices begin to fall. 

4. Wages fall. 

5. Profits fall. There is no new borrowing despite fall in the rate of interest. 

6. There is contraction of bank credit. 

7. Fall investment sets in motion the reverse action of the multiplier. Consequently, income falls 

many times more than the decline in investment.  

8. Demand of the consumers for various goods fall. 

9. There is sharp decline in the stocks of goods. 

10. There is a feeling of doubt and fear among the people. They turn pessimistic share-process 

fall. 

3. Depression or contraction: once the process of recession starts it becomes almost to stop the 

rot. It goes on gathering momentum and ends in hopeless depression. Consequently, economic 

activities are faced with depression or contraction. Level of output and employment is extremely 

low. There is heavy fall in prices and wages. Prices of goods fall much more than wages and 

interest resulting into heavy losses to the entrepreneurs and traders. Workers after hit adversely 

because of widespread unemployment.  

Production and distribution systems of the economy go out of gear. Heavy fall in profits serves 

as is incentive to any new investment. Although rate of interest falls yet no new investment takes 

place as marginal efficiency of capital falls more than proportionate fall in rate of interest. Under 

depression, prices of raw material fall more than the prices of finished products. Economic 

condition of famers and producers of raw material grows worse than that of the traders and 

producers of finished goods. Because of the reverse action of the multiplier and the accelerator, 

there is heavy fall in income. Share prices fall rapidly. Many industries are ruined. It adversely 

affects the entire economy. Thus under expression all economic factors like income, output, 

employment, prices, profit, interest, wages, demand etc have a tendency to contract.  

Salient features of this phase are as follows: 

1. Level of output and income is slow. 

2. Unemployment increases. 

3. Wages, interest and other costs decline. 

4. Price level falls. 

5. Volume of profit falls sharply. Hence despite fall in the rate of interest, inducement to invest 

is very low.  

6. Cash reserves with the banks pile up and demand for credit falls.  

7. Old and worm-out machines are not replaced. Hence, demand for capital goods falls.  

8. Demand for consumer goods falls. 

9. People grow pessimist. It affects economy adversely.  

4.Recovery: It is worthy that depression phase cannot last forever. During the phase of 

depression the entrepreneurs do not even replace machines and other capital goods. Production 



 

 Page 33 
 
 

falls considerably. Stock of goods is experienced. Need for replacement of machine becomes 

so imperative that the demand for capital goods. Investment in capital goods industries is 

increased. As a result of it, interaction of multiplier and accelerator comes into play and there 

is increase in income. Demand for goods rises recovery. The wave of recovery once initiated 

begins to feed up itself. The main features of recovery are as follows:  

1. Replacement investment results into increase in income and output. 

2. Employment increases. 

3. Demand for consumption and production goods rises. 

4. Prices begin to look up. 

5. There are more profits. 

6. Costs increase relatively less. 

7. Investment increases. Demand for bank loans and advances increases. 

8. Pessimism gives place to optimism.   

Q.  Explain Hawtrey’s Theory of trade cycle? 

Ans. According to Sir. R. G. Hawtrey the trade cycle is a purely monetary phenomenon which 

includes two theses: (1) certain monetary and credit movements are essential and (2) The 

periodicity of these phenomena can be explained with the help of monetary tendencies. The 

essential characteristic of a trade cycle is that the maximum productive activity synchronizes 

with the maximum price level and vice versa. Certain non-monetary causes like labour disputes, 

wars, low agricultural yield, etc, may create a temporary depression; but they do not form part of 

the cyclical fluctuations. The fluctuations that are part of a trade cycle are measured by un-

employment percentages. 

The theory depends upon monetary movements, i.e., changes in the quantity of money in 

circulation or money inflation and money deflation which influence the consumers' outlay. 

When inflation takes place, the money incomes of consumers rise. They increase their outlay on 

consumption as a result of which the demand for commodities increases, sales are accelerated, 

and further orders are placed by sellers with producers who borrow money from banks in order 

to increase production. Consequently, prices rise and forward purchases are encouraged. This is 

the prosperity phase of a trade cycle. 

When the volume of circulation medium declines {due to deflation) consumer's incomes are 

reduced; arid their expenditure on consumption declines. It reduces the effective demand, sales 

at the existing prices fall off and production goes down. In order to create equilibrium, a 

reduction in prices is necessary. Since production   has been curtailed, unemployment increases; 

and the economic resources of the country are not fully employed at this stage, studying the 

market situation, commercial banks adopt the policy of credit contraction. They call back loans 

ear her granted to businessmen. Consequently, an industrial crisis takes place. This is the 

depression phase of the trade cycle in which even the financially strong business establishments 

find it extremely difficult to fulfill their obligations. 
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Whereas during the prosperity phase commercial banks had adopted a dearer money policy, 

during the phase of depression they adopt a cheap money policy with the help to which they 

expand credit which after sometime gives rise to recovery. 

As is evident from the above explanation, Sir Hawtrey emphasizes the expansion and contraction 

of bank credit. There is no doubt that the expansion of bank credit stimulates prosperity; and its 

contraction worsens depression. But a mere over-issue of credit and its under-issue cannot start 

prosperity and depression respectively. The theory deals with only a reflection of the behavior of 

the economic system. It does not explain the factors that influence the willingness of the people 

to invest. It also does not analyse the movements of consumption and investment. Sir Hawtrey 

has said that the rate of interest rises before crisis takes place, but the experience shows that it 

rises after the crisis has taken place. 

Q. Explain Keynes' Theory of trade cycle? 

Ans. In his theory of business cycles, Keynes advocated that the total demand helps in the 

determination of various economic factors, such as income, employment, and output. The total 

demand refers to the demand of consumer and capital goods. In such a case, total investment and 

expenditure on products and services is more, the level of production would increase. When the 

level of production increases, it results in the increase of employment opportunities and income 

level. However, if the total demand is low, the level of production would also be less. 

Consequently, the income, output and investment would also be low. Therefore, changes in 

income and output level are produced by changes in total demand. The total demand is further 

affected by changes in the demand of investment, which depends on the rate of interest and 

expected rate of profit. 

Keynes referred expected rate of profit as the marginal efficiency of capital. Expected rate of 

profit is the difference between the expected revenue generated by the capital employed and the 

cost incurred to employ that capital. In case, the expected rate of profit is greater than the current 

rate of interest, then the investors would invest more. On the other hand, the marginal efficiency 

of capital is determined by expected return from capital goods and cost involved in the 

replacement of capital goods. Marginal efficiency of a capital increases due to new inventions or 

innovations in economic factors, such as product, production technique, investment option, 

assuming that prices would rise in future. On the other hand, it decreases due to various reasons, 

such as decrease in prices, increase in costs, and inefficiency of the production process. 

According to Keynes theory, in the expansion phase of business cycle, investors are positive 

about economic conditions, thus, they overestimate the rate of return from an investment. The 

rate of return increases until the full employment condition is not achieved. 

When the economy is on the path of achieving full employment, this phase is termed as boom 

phase. In the boom phase, investors are not able to diagnose the fall in marginal efficiency of 

capital and even do not consider the rate of interest. As a result, the profit from investments starts 
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Calling due to the increase in the cost of investment and production of goods and services. This 

situation results in the contraction or recession in economy. This is because the rate of decrease 

in the marginal efficiency of capital is more than that of current rate of interest. In addition, in 

this situation, investment opportunities shrink. Banks are not also able to provide credit because 

of the lack of funds. 

Current rate of interest is higher that encourages people to save rather than invest. As a result, the 

demand for consumer and capital goods decreases. Further, the income and employment level 

decreases and economy reaches to the phase of depression. Keynes has proposed three types of 

propensities to understand business cycles. These are propensity to save, propensity to consume, 

and propensity of marginal efficiency of capital. He has also developed a concept of multiplier 

that represents changes in income level produced by the changes in investment. Keynes also 

advocated that the expansion of business cycle occurs due to increase in marginal efficiency of 

capital.This encourages investors (including individuals and organizations) to invest. 

Organizations replace their capital goods and start production. As a result, the income of 

individuals increases, which further increases the rate of consumption. This increases the profit 

of organizations, which finally lead to an increase in the total income and investment level of an 

economy. This marks the recovery phase of an economy. 

Some points of criticism of Keynes theory are as follows:  

a. Fails to explain the recurrence of business cycles.  b. Ignores the accelerator’s role to describe 

business cycles. However, a business cycle can be explained property with the help of multiplier 

acceleration interaction. c. Offers only a systematic framework for business cycles, not the whole 

concept. 

Q. Give the meaning of investment Multiplier? 

Ans. J. M Keynes developed the concept of multiplier Investment multiplier explains the 

relationship between increase in investment and the resultant increase in income. It is defined as 

the ratio between change in income (ΔY) and change in investment (Δ I). Investment multiplier 

is based upon the fact that one man’s expenditure is another man’s income. According to 

Keynes,” Investment multiplier tells us that when there is an increment of aggregate investment; 

income will increase by an amount which is K times the increment of investment,” 

Multiplier (K) = Change in income (ΔY)/ Change in investment (ΔI) 

In short it can be said that multiplier is that number by which when multiplied by an amount of 

investment tells the ultimate increase income due to increase in investment. It is denoted by K 

Thus    K= ΔY/ΔI   formula for the measurement of multiplier is K= 1/1˗MPC.  

 Working of Investment Multiplier:     
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The working of multiplier assumes that change in investment causes change in income. As a 

result, there is change in consumption and change in consumption leads to change in income. 

This process continues till Δc falls to zero. Process of multiplier works in two ways with the 

increase in investment, multiplier increases income many times more. It is called forward action 

of the multiplier as shown in the figure by the movement from A to B.  On the contrary with 

decrease in investment, multiplier decreases income many times more. It is called backward 

action of the multiplier as shown in the figure by the movement from A to C. Hence multiplier is 

a two edged sword. It will cut for you or against you. 

Working of multiplier with the help of table.  

Ans. The working of multiplier can be explained with the help of following table, which is based 

on the assumption that investment has been increase  by Rs 100 crore  and MPC = ½ or 0.5. 

Period 

 

Increase in 

Invest 

Expenditure 

(ΔI) Rs crore  

Change in 

income(Δy) 

Rs crore) 

Induced change 

in consumption  

MPC=0.5 Rs 

Crore 

Saving 

(in Is crore) 

0 

1 

2 

3 

4 

5 

6 

7 

8 

9 

    100 

     --- 

     -- 

     --- 

     ---      

    --- 

    --- 

    --- 

    --- 

   100 

     50 

     25 

     12.5 

    6.25 

     3.12 

     1.56 

     0.78 

     0.39 

     0.20 

 50 

 25 

12.50 

6.25 

3.12 

1.56 

9.78 

0.39 

0.20 

0.10 

50 

 25 

12.50 

6.25 

3.12 

1.56 

0.78 

0.39 

0.20 

0.10 

 The table shows that as a result of initial increase in investment by Rs 100 crore ,there is 

change in income by Rs 100 crore .Our assumption is that  MPC =0.5 .Hence consumption 

increases by Rs 50 crore and remaining  Rs 50 crore will be saved. 

 Expenditure of one man becomes income of another man in the economy. Hence due to 

expenditure of Rs 50 crore on consumption there will be an increase in income by Rs 50 crore 
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in next periods. As a result of which there will be an increase in consumption of Rs 25 crore 

and this process will continue till consumption falls to zero. 

 The total investment is Rs 100 crore which will ultimately increase the income by Rs 200 

crore. Out of which  Rs 100 crore will be saved and Rs 100 crore will be consumed .Hence 

multiplier is equal to 2 

Q. What is Forward action and backward action of multiplier? 

Ans. Forward Action of Multiplier: - We know that as a result of increase in initial investment 

there is several times more increase in income .This is called forward action of multiplier or 

simply the process of multiplier.   

Backward Action of multiplier:-Backward action of multiplier shows that as a result of 

decrease in initial investment, there is several times more decrease in final income. The 

backward and forward action of multiplier is shown in the following diagram:- 

 

 

 

 

 

 

Characteristics of multiplier: 

Ans. The main characteristics of multiplier are: 

1) Multiplier works in both directions i.e. forward and backward. A given increase in 

investment leads to many times more increase in income due to forward action of the 

multiplier and vice versa. 

2) There is inverse relationship between marginal propensity to consume and the size of 

multiplier. 

3) Size of multiplier depends upon the size of the marginal propensity to consume. 

4) Multiplier effect can operate continuously only if there are continuous and autonomous 

changes in the expenditure in the economy 

Q. Explain the meaning of Philips curve? 

Ans. The inverse relationship between unemployment rate and inflation when graphically 

charted is called the Phillips curve. William Phillips pioneered the concept first in his paper "The 

Relation between Unemployment and the Rate of Change of Money Wage Rates in the United 

Kingdom, 1860-1957,' in 1958. This theory is now proven for all major economies of the world. 
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Also called tradeoff curve, it was invented in 1958 by the UK engineer and economist Albert 

William Housego Phillips (1914-75). 

Description: The theory states that the higher the rate of inflation, the lower the unemployment 

and vice-versa. Thus, high levels of employment can be achieved only at high levels of inflation. 

The policies to induce growth in an economy, increase in employment and sustained 

development are heavily dependent on the findings of the Phillips curve. When economists from 

other countries undertook similar research, they also found very similar curves for their own 

economies. 

Phillips analysed annual wage inflation and unemployment rates in the UK for the period 1860 – 

1957, and then plotted them on a scatter diagram.    

 

The curve suggested that changes in the level of unemployment have a direct and predictable 

effect on the level of price inflation. The accepted explanation during the 1960’s was that a fiscal 

stimulus, and increase in AD, would trigger the following sequence of responses: 

1. An increase in the demand for labour as government spending generates growth. 

2. The pool of unemployed will fall. 

3. Firms must compete for fewer workers by raising nominal wages. 

4. Workers have greater bargaining power to seek out increases in nominal wages. 

5. Wage costs will rise.  

6. Faced with rising wage costs, firms pass on these cost increases in higher prices. 

Exploiting the Phillips curve 

It quickly became accepted that policy-makers could exploit the trade off between 

unemployment and inflation - a little more unemployment meant a little less inflation. 

http://www.businessdictionary.com/definition/call.html
http://www.businessdictionary.com/definition/tradeoff-curve.html
http://www.businessdictionary.com/definition/engineer.html
http://www.businessdictionary.com/definition/economist.html
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During the 1960s and 70s, it was common practice for governments around the world to select a 

rate of inflation they wished to achieve, and then expand or contract the economy to obtain this 

target rate. This policy became known as stop-go, and relied strongly on fiscal policy to create 

the expansions and contractions required. 

The breakdown of the Phillips curve: By the mid 1970s, it appeared that the Phillips Curve 

trade off no longer existed - there no longer seemed a stable pattern. The stable relationship 

between unemployment and inflation appeared to have broken down. It was possible to have a 

number of inflation rates for any given unemployment rate. 

American economists Friedman and Phelps offered one explanation - namely that there is not 

one Phillips curve, but a series of short run Phillips Curves and a long run Phillips Curve, which 

exists at the natural rate of unemployment (NRU). Indeed, in the long-run, there is no trade-off 

between unemployment and inflation. However, the implications of Phillips curve have been 

found to be true only in the short term. Phillips curve fails to justify the situations of stagflation, 

when both inflation and unemployment are alarmingly high. 

The Phillips curve comprises two economic variables which monetary policy-makers are 

responsible for maintaining at low levels: unemployment and inflation. The inverse nature of the 

Phillips curve shows that maintaining a low level in either one leads to a likely increase in the 

other. For this reason, monetary strategists and policy-makers need to strike an effective balance 

between inflation and unemployment. 

Q. What is 'Stagflation'? 

Ans: A condition of slow economic growth and relatively high unemployment – 

economic stagnation – accompanied by rising prices and a decline in Gross Domestic Product 

(GDP). Stagflation: Stagflation is a new term which has been added to economic literature in the 

1970s. It is a paradoxical phenomenon where the economy expedience’s stagnation as well as 

inflation. The word stagflation is the combination of‘ stag’ plus ‘flation’ taking ‘stag’ from 

stagnation and ‘flation’ from inflation. 

http://www.investinganswers.com/node/5162
http://www.investinganswers.com/node/973
http://www.investopedia.com/terms/e/economicgrowth.asp
http://www.investopedia.com/terms/u/unemployment.asp
http://www.investopedia.com/terms/s/stagnation.asp
http://www.investopedia.com/terms/g/gdp.asp
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Stagflation is a situation when recession is accompanied by a high rate of inflation. It is, 

therefore, also called inflationary recession. The principal cause of this phenomenon has been 

excessive demand in commodity markets, thereby causing prices to rise, and at the same time the 

demand for labour is deficient, thereby creating unemployment in the economy. Three factors 

have been responsible for the existence of stagflation in the advanced countries since 1972. First, 

rise in oil prices and other commodity prices along with adverse changes in the terms of trade, 

second, the steady and substantial growth of the labour force; and third, rigidities in the wage 

structure due to strong trade unions. 

Theories on the Causes of Stagflation 

There are two main theories on what causes stagflation. One theory states that this economic 

phenomenon is caused when a sudden increase in the cost of oil reduces an economy's 

productive capacity. Because transportation costs rise, producing products and getting them to 

shelves gets more expensive and prices rise even as people get laid off.  

Another theory is that the confluence of stagnation and inflation are results of poorly made 

economic policy. Simply allowing inflation to go rampant, and then suddenly snapping the 

reigns on inflation is one example of poor policy that some have argued can contribute to 

stagflation, while others cite harsh regulation of markets, goods, and labor combined with 

allowing central banks to print excessive amounts of money are cited as another possible cause 

of stagflation.  

Contemporary economists like Oliver Blanchard cite both supply shocks on the prices of goods 

and worker output, as well as incorrect predictions made by Keynesian economics as the cause of 

stagflation and the inability of economics to understand it. 

Q: What are the causes of Stagflation?  

Ans: Different economists sought to explain the phenomenon of stagflation differently. Three 

leading views are given below: 

1. Keynesian View: The Keynesians explain the phenomenon of stagflation in terms of upward 

shift in Phillips curve. This upward shift in the Phillips curve is caused mainly by various cost-

push factors, such as 

(a) Increase in the world prices of crude oil; 

(b) Wage increases due to strong trade unions; 

(c) Wage increases due to higher cost of living during inflationary period; 

http://www.investopedia.com/terms/m/monetarypolicy.asp
http://www.investopedia.com/terms/r/regulationa.asp
http://www.investopedia.com/terms/k/keynesianeconomics.asp
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(d) Changes in the composition of demand for labour in the dynamic conditions, causing an 

upward shift in wages; etc. 

2. Supply-side View: Supply-side economists hold the view that various government actions and 

regulations, which raise cost of production and restrict aggregate supply of goods and services, 

are responsible for the phenomenon of stagflation. 

Higher tax rates, minimum wage legislation, social security measures are some such actions. A 

higher marginal tax rate for example, induces workers to work less. 

The underlying assumption it that the individuals while acting as workers, savers and investors 

always respond to the changes on the margin. 

When the marginal tax rate is raised, it reduces the after-tax pay of the workers, after-tax interest 

earnings of the savers, and after-tax return of the investors. 

All this will reduce work effort, saving and investment, which, in turn, reduce output and 

employment, and increase prices. 

3. Monetarist View: According to the monetarists, the phenomenon of stagflation is the result of 

changes in inflationary expectations. The monetarist view has been explained in the Friedman-

Phelps model. 

The Friedman-Phelps model states that an expansionary monetary policy can increase 

employment at the cost of inflation only if the workers do not correctly anticipate the inflation 

rate. Such a policy to reduce employment is doomed to be a failure. 

It will appear successful only in the short period as long as the government is able to fool labour 

by maintaining an actual inflation rate greater than that expected by labour. 

In the long run, when the labour will correctly anticipate the higher rate of inflation, the 

unemployment rate will return to its natural level. 

Thus, in the long period, the expansionary monetary policy will lead to an increase in both the 

price level and the unemployment rate. 

Q: THE ACCELERATOR MEANING AND ITS WORKING? 

Ans. The multiplier describes the relationship between investment and income, i.e., the effect of 

investment on income.  The multiplier concept is concerned with original investment as a 

stimulus to consumption and thereby to income and employment.  But in this concept, we are not 

concerned about the effect of income on investment.  This effect is covered by 
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the ‘accelerator’.  The term ‘accelerator’ should not be confused with the accelerator in cars.  It 

does not make the investment to grow faster and faster. The term ‘accelerator’ is associated with 

the name of J.M. Clark in the year 1914.  it has been proved a powerful tool of economic 

analysis since then.  Keynes, astonishingly, has altogether ignored this concept.  That is why; the 

concept of accelerator is not considered the part of Keynesian theory. 

According the principle of accelerator, when income increases, people’s spending power 

increases; their consumption increases and consequently the demand for consumer goods 

increases.  In order to meet this enhanced demand, investment must increase to raise the 

productive capacity of the community.  Initially, however, the increased demand will be met by 

over-working the existing plants and machinery.  All this leads to increase in profits which will 

induce entrepreneurs to expand their plants by increasing their investments.  Thus a rise in 

income leads to a further induced investment.  The accelerator is the numerical value of the 

relation between an increase in income and the resulting increase in investment. 

                                                                                                             (Figures in Rs. ‘000) 

Years Demand 

Required 

Stock of 

Capital 

Replacement 

Cost 

Net 

Investment 

Gross 

Investment 

2007 500 
5 machines 

1500 

1 machine 

300 
0 machine 300 

2008 500 
5 machines 

1500 

1 machine 

300 
0 machine 300 

2009 800 
8 machines 

2400 

1 machine 

300 

3 machines 

900 
1200 

2010 1000 
10 machines 

3000 

1 machine 

300 

2 machines 

600 
900 

2011 1000 
10 machines 

3000 

1 machine 

300 
0 machine 300 

2012 800 
8 machines 

2400 

1 machine 

300 

– 2 machines 

600 
– 300 

      Cost per machine: Rs. 300,000 per machine 

In the above example, suppose we are living in a world, where the only commodity produced is 

cloth.  Further suppose that to produce cloth Rs. 100,000, we require one machine worth Rs. 

300,000, which means that the value of the accelerator is 3 (i.e., the capital-output ratio is 

1:3).  That is, if demand rises by Rs. 100,000, additional investment worth Rs. 300,000 takes 

place.  If the existing level of demand for cloth remains constant, let us say, at Rs. 500,000, then 

to produce this much cloth we need five machines worth Rs. 1.5 million.  At the end of one year, 

let us suppose, that one machine becomes useless as a result of wear and tear, so that at the end 
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of one year, a gross investment of Rs. 300,000 must take place to replace the old machine in 

order that the stock of capital is capable of producing output worth Rs. 500,000. 

In the third period, i.e., the year 2009, demand rises to Rs. 800,000. To produce output worth Rs. 

800,000, we need 8 machines.  But our previous stock consisted of only 5 machines.  Thus if we 

are to produce output worth Rs. 800,000, we must install 3 new machines, worth Rs. 

900,000.  The net investment for the year 2009 will be Rs. 900,000 and with the replacement 

cost of one machine Rs. 300,000, our gross investment jumps from Rs. 300,000 in the year 2008 

to Rs. 1.2 million in the year 2009.  A 60 per cent increase in demand led to a 400 per cent 

increase in gross investment.  Here we have a glimpse of the powerful destabilising role of 

accelerator. 

Assumptions of the Accelerator: 

1. Under the principle of accelerator, it is assumed that there is no excess capacity existing in the 

consumer goods industries.  No machines are lying idle and shift working is not possible. 

2. In capital goods industries, it has been assumed that there is an existence of surplus 

capacity.  If there is no excess capacity in capital goods industries, increased demand for 

machines could not lead to increase in the supply of machines. 

3. Output is flexible.  The machine-making industry or capital goods industry can increase its 

output whenever desired. 

4. The size of the accelerator does not remain constant over time.  It value will be affected by the 

businessmen’s calculations regarding the profitability of installing new plants to make more 

machines on the basis of their probable working life. 

5. The demand for machines will remain stable in the future, although the increase in demand 

has suddenly cropped up. 

 

                               Best of Luck   


