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CEAPTER I
IN'iRODUCTION

Nature of the Exercise

’ " As the title sugresta, this exercise is corcerned
with fiscal poliecy and how it affeats the nationsl income in
the 1licht of Keynes® argregate analysis, In this context we
will be discussing fiscal policy as a contracyclical tool as
it is implicated and recommended in "The General Theory of
Employment, Interest and Money" of J.M. Keynes, In the con-
cluding chapter, we shall try to see how far these implica-
tions are applicable to the development policies of under-
developed countries. DBut before we can yo into all these, we
uust make & brief summary of Keynes® concepta, Keynes' ideas
were a reaction to what he thought was the inadequate and une
realistic character of carlier economic theordes. According
to him, %.esthe postulates of the clasaical theory are appii-
cabls to a special case only and not te the general cas8ese
with the result that its teaching is mislepding and 4 trous
if we attempt to apply it to the facts of experience." How-
ever, in order to understand Keynes better, we have teo ;o in=-
teo the classical background,

According to Keynes, the term ‘classical econonics?
refers to the principles of economics handed down aince the
time of David Ricardo up to the time of A.C. Pigou. To use
hic own words, "I have become accustomed, perhaps pcrpetrate
ing a solecism, to include in fthe classical school! the folw
lowers of Ricardo, those, that is to say, who adopted and per-
fected the theory of the Ricardian economics, incluainggsor

13&”3 Kﬂmﬂ" The Gﬂﬂﬁ 7 c rent

21bide, footnote at the bottom of p.3.




*The claasical school' ag it is referred to by Keynes, act~
ually embraces two sclocls, vir, the 'pure classical school’
and the ‘peo-classical school®, But in our context o shall
use the term ‘clussical theorv' as Keynes uses it, i.eg. the
doctrines fro. r.curco up to 1’1 OUe |

Ihn Claasioal Backg;fund

. The fundamental assnmpﬁioa in glnssieal ecenaﬁiﬁ
theor" is full omployment of labour and other factors of pro-
duction. The normal situation in classical. econonmics is
atable equilibrium at full emplorment. When there is unem-
ployment, the situation is not one of ecnilibrium, and there
is a tende.cy towards full employment and equilibrium. If
the disequilibriur persists, it is attributed to interference
with the forces of supply and demand in the market. As a
general rule, classical theory advocated laissez-faire as a
guarantee of full employment., Keynses, on the other hand,
takes the normal condition of laissez-faire eayitalm to
mean & fluctuating level of employment.

‘ By sssuming full employmeat. the classical theoxy
explaing the allocation of resources and the distribution of
income instead of what determines the volume ol smployment
and income, ‘The forces which deternmine the allocation of
resources and distribution of income are supply and demand.
Supply and demand deterxmire the relative values of goods and
services, exprecsed in terms of money as prices. The price
mechaniam ic the 'yxovxdcutial hand' which brings about
equilibrduu.

| Classcical cecconomics centres on the use of a given
quantity of resources by individual firms and industries
vithin the econouilc system as a whole. Ttis means that when
morc resources are eamployed Lln cne industry or firm they |
arc assumed to be drewn away from other industries or firms.
Thus tbe alteraatives opened to labour and other factors of
production are enployment here and employment thers, and not
euploymont and unemployments Classical theory is a study
of alternative uses of economic rescurces of a given quantie
tye In the long run tlicre may be increases in output and
enployment with increases iu population, prnductivxty and
other resources. In the short run, however, it is assumsd
that all resources are fully employed. Keynes, on the athnr
hand, deals with changes in output and employmsnt in the
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economic system as a result of fluctuations in the yuantity
‘of employed resources. The difference bstween the classical
theory and Keynee' theory is this: eclassical theory deals
with a situationm in which full employment is assumed while
Keynes assumes various levels of employment. Classical |
theory can only explain unempleyment in particular indus-
tries or firms, but not in the economic system as a wholej
it is & partial theory. Keynesian theory, on the other bhand,

can explain unemployment in the econonic system as a whole

and is known as a peneral theory.

1 ' The assumption of full employment in classical -
tueory derives from the assumption that supply creates its
own demand. Jhis is known as Say's law of supply and demand.
This law means that every producer who brings goods to market
does 80 only in erder to exchange them for other goods. In
an exchange economy, therefore, whatever is produced repre-
senta the demand for anothexr product. A larger supply means
a larger demand., The analysis is made in terme of barter but
the fact that sales and purchases are made with money is
assumed to have no effect on the process. When a resource is
put to work a product is produced and income is paid to thoee
who contribute to itas production. Each additional worker

need not purchase exactly the same product which he himself
produces. It merely means that the new income from his
emplcyment will create s demand to take off the market an
amount of output equivalent to that produced by virtue of his
enployment. A8 long as resources are correctly allocated,
whatever is produced is able to be sold. Misallocated re-
sources may result in temporary oversupply of some particular
items but there can be no general overproduction as long as
supply creates its own demand., When there is overproduction
in some particular commodity this will be corrected when
entreprensurs shift from the productiom of things they cannot
sell (at a profit) to things which they can sell (at a profit).
In other words, Say's law is a denial of overproduction in
general, or in Keynesian terms a denial of a deficiency of
aggre;ate demand., Therefore, the emplcyment of more resources
will always be profitable in the classical schame, subject to
the limitation that the factors of production are not paid more
than the value of their marginal physical productivitye. Thus
the logical conclusion is that employment will take place up

to the point of full employment. Also, there can be no general
unemployment if workers are willing to accept what they are
worth, ~

-3 -




, The classical justificatiom of full employment as
‘normal? vests on the assumptien that income is automatically
spent at a rate which will keep all resources employed. How-
ever, there is im any economy a cartain proportion of income
that is saved. Nevertheless, this is nu obstacle in classical
theory because what each individual saved is assumed to be
spent on investment goods. Since saving is just another form
of spending according to the classical theory, all income is
gpent, partly for consumption and partly for investment,

R The equality betwsen comnunity saving and community
jnvestment in the classical scheme is maintained by the flexi~
bility of intereet raves. When savings increases, forces
operating through the rate of interect are set in motion to
reduce savings and to increase investment until they are equal
to each other, The increase in savings will lower the rate of
interest and this will lessen the incentive to save while, on
the other hand, the lower rate of interest will induce pro=
ducers to invest to an extent which will absorb the additional
savings. Savings is linked to invesiment by a delicate mecha-
nism, yet one which bears a heavy burden in the adjustiments
that preserve full employmente when savings increases it folw
lows thal consumption decreases since what is saved cannot be
consumed. Why is it that investment should increase when save
vings incre.ces, or when consumption decreases? The classical
theory explains this by the presupposition that a desision to
consume less at present is linked to a declaion to consune
more in future. .hus investment is increzsed when savings
increasss. The clasasical theory does not recognize the fact
that a fall in consumption may lead to a fall in investment,
Nor does the tlassical theory reco;nize the possibility of
hoarding,.

When the claseical theory assumes that there is full
employment, it actually assumes that there is no involuntary
unemployment as distinguished /rom voluntary and frictional
unemploymente Voluntary unemployment exists when workers are
unwilling to work for the pjolng wage or slihtly less than the
going wage. They are voluntarily unemployed in the sense that
by accepting a lower wage than they are asking they could find
employment., When people refuse to work of their own velition,
they should not be regarded as unemployed, and therefore full
employncnt can exist even when come people are volunatrily
idle, | ‘
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- Frictional unemployment exists when men are cut of
work temporarily due to imperfections. in the lubour market.
In a dynamic soclety in which some industries are declining
and others are rising amd in which people are free to work
‘wherever they wish, the volume of frictional uneaployment
may Le fairly large at any time. Fircti onal unemployment may
be caused by the immouvility of labour, tue seasonal cLanges
in wurk, shortages of meterials, Lroakdowns in machinery and
equiyment, etcetura. IFrictlional uuvajloywent ie undesirable
and every possible stam should be taken to minimime it within
the liwits of cecupatiousl choice and freedonm to chovse.
However, it is uot & very userious problam bocaunse euployable
jersous seering work will mot rexalin fr;ctavnﬁlly une&;loyad
for too Iong a period. ,

Full aagloymant thus defiaed is consiatant witb Vo
lunt&ry unenployment and allowe for a certuin emount of {rict-
iousl unemployment, It exists in the abeence of involuntary
unempioyasent. In the classical theory tiis type of iuvoline
tary unetiploymeut Jdoes nol exiut. But the unieniable fact is
‘that there is involuntary unemploymont eveu in beom pexiedo.
Xeyues saye, Y “Hen are ianveolumiarily usemployed if, in the
svent of a suall rise ip the nrice of wage=- ouvds relatively to
the momey-wase, botli thue aggregute supply of labour willing to
work for the current mouney-wage and the aggregate demand for
it at ihat \Qge would be greater than the existing volume of
enployment."- I tle abseuce of involuntary unsmploywext thus
defined, ticre is & state of full employment, both frictional
and voluniary unem; loyment being consistent with full ermloy-
monte If the clusuical _leory's postulates held jood, invo-
luntary unern;loymeut cannot occur. "Cbviously, hcwover, if
tLo classicul thoory is only applicaile to the case of [ull
employment, i. ius fallacious to apply it to the problems of
iovoluntary wuciygloyment - if tlere be such a thing (and who
will deny it)."

1o proaanue of iunvoluntary unemploymsnt is exploain-

ﬁd by the classical cclivol as tue result of collective action

twlen by labour unious and puverumental interveuntion wiich
cxeatud an imperfect labuur narket in wiicl wage rates are

2J.He Koynes, cpe cite, .15
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10t permitted to fall to their corizetitive levels according

cto the forces of supvly and deiand, Under free competition,
wage rates fall under the ;jressure of unemployment until

all who are willing to work can find employment. But there
are several factors which weaken the competitiveness of the
labour market today, chief among them being collective bar-
geaining by trade unions, minimum-wage laws, unemployment
insurance, increased work relief paymerts, and tacit agree-
ments among workers to demand wages that they and the com-
munity consider & reasonable living wage. 4ll these are
twentieth-century phenomena and they have resulted in unem~
ployment. Much of this unemployment is not voluntary on the
part of the individual since there is relatively not mugh he
can do abou! the closed shop, minimum-wace laws, or the more-
than-competitive wages received by the employed, Some indivi-
duals, can, if they want to, find employment by accepting
wage reductions refused by others. The conclusion of the
slascical school is that despite strong group pressures, un-
employment is nevertheless voluntary in the sense that acecept-
ance of lower wage rates would create demands for more employ-
ment. If wage rates were lowered sufficiently all frictional
unemployment would disa rear, Thus labour is guilty of a

type of proup behavior in the form of collectiive bargaining
and otherwise which causes many fellow-workers to suffer un-
employment. Unemployment is a choice taken by labour itself.
Therefore, since unemployment, apart from frictional unemploy-
ment is caused by wages being too high, the remedy for unemploy-
ment is lower wages.

Kaynaa'kaigetiens-

One of the main points at issue between Keynes and
the classical economists was whether a cut in money wagese
would increase employment, The reasoning of the classical
esconomists is applicable in a partial analysis, but classical
economists often extended their concluaions to the economy as
a whole. They suggested that over-production and general un-
employment could be met by a general cut in wapes. DBut when
there is general unemployment, a general cut in wages cannot
be assumed to leave demand unaltered, for part of that demand
resultas from spending out of such wages. It is thus likely
that a ;eneral cut in wages will merely cause a reduction in
demand and will not in itself remove unemployment. It is ;
therefore clear that partial equilibrium analysis is unable to
analyse the problem thoroughly, amd that some kind of general
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| QQuilihfinm‘analyaia is needed,

S A general equilibrium analysis shows that every
part of the eccnomy is connected with every other part of the
goconomy and the repercussions of a change in one part on con-
ditione in another cannot be i-nored. Since all the parts of
the economy are linked together it is uareasonable, in
general oquiliorium analysis, to regard the demand for con-
sumption roods and the denmand for investment goode as being
independent of each other. Since all workers must work in
either the consumption goods industry or the investment goods
industry, the volume of employment depends on money expendi-
ture on consumption plus money expenditure on investment. it
consumption expenditure remains constant while investment ex-~
penditure increases, employment will increase. This iz be-

csuse more money will be paid to eatreprensurs making capital
goode and they will hire more labour. Similarly, if invest-
ment expenditure is constant but consumption expenditure is
increased, empioyment is again increased. Therefore, employ-~
ment depends on the total demand for consumption goods and
investment goods and Keynes calls this total demand the aggre-
gate effective demand. | o

; Furthermore, according to Keynes, consumption demand
and investment demand are complementary to each other. This
is becsuse when consumption expenditure increaseas, investment
expenditure increases too. When consumers are buying more,
entrepreneurs would be willing to undertake to produce more.
8imilarly, when investment expenditure rises, consumption ex-
penditure will rise also. When there is more investment, more
money will be paid out to workers in the investment goods in-
dustry, and they will spend this money on the products of the
consumption goods industry (although they need not necessarily
spend all of it). In classical thLeory, cousun:tion and invest-
ment are rivale. This is because it is thouiht that the nation-
al output is shared out betweon consumption and investmeut.
Therefore, when one of then rises, the other must necessarily
fell., Hence, when wayes are cut, it will lead to a fall in
total effective demand and is therefore more likely to lead to
more unemployment. : |

There is another objection to a cut in wages in any
economy where money is used. In such economies there is often
a ‘money illusion®, that is to say, money is often regarded as
having a fixed purchasing power in terms of comnodities. It

-7 =



followe from the existence of the ioney illusion that even

if general unenjloyment were caused by wages everywhere being
too nigh, the svluticn would probably be to cut workers' real
wages, but rnot their money-wiget. AS Leynes Ba8, "Whilst
workers will usually recist a reduction of money-wages, it is
pot their practice to withdraw their labour wheuever there is
a rise in the price of wage=poudss” in Xeynes! view, the
peculiar characteristics of a developed monetary economy
account for unemployment, Lven ii waje rales were perfectly
flexible and couw:odity wricecs verfectly competitive, there N
would still be unemployment. lHence the advice from classical
thecry of cutting ucney wages seemed nisleading and disas-
trous. Keynes, however, did not deny the fact that "...with
a riven organisation, equipment and technique, rcal wages

and the volume of output (and hence of employment) are unique-
ly correlated, so that, in general, au inerease in employment
can only occur o the accompaniment of a decline in the rate
of real wages."® However, the remedy to unenployment is not
a cut in money-wages. "...2 decline in employuent, although
necessarily associated with labour's receiving a v e equal
in value to a larger quantity of wage-goods, is wol necessa-
rily due to labour's demanding a larger quantity of wage-
goods; and a willingness on the part of labour to accept low-
er money~wa;2s is not necessarily a remedy for unemployment."7
Cutting wages und salaries seemed to Keynes both demoralizing
and unsound. Instead he sought a way to prosperity through
mone tary expansion, public investment, and other foruc of
governnental actione. Keynes wanted govermmcntal action be-
cause he caw the need for ‘rules of the road' from which all
will benefit but without which all people get in each other's
WaY e

5J.I*!. Keynes, op. Citey Pee
6J.Ma Keynes, 0« Citey Pel7e

7J.M. Keynes, or. cit., ps1C.



CUAFTER 11
THE KEYNGSIAN TIEORY

In the previous chapter, we saw that Keynes was not
salL.sficd with the classical tlcorye Thls has led him to put
forward a theory of his own, In this chapter, we shall
attenpt a brief sumiary of his concepts. Keynea' book, the
General Theory, orens with these words: "I have called thic
bDook the Generul Theory of Employment, Interest and Money,
placing the emphasis ou the prefix gencral. The object of
such a title is to contrast the character of ny arguments and
conclusions with thoce of the classical taeory of the
Bubject...“1 It has to be pointed out that Keynes' theory
being a yeneral theory, deals with a;gregate analysis. Thus
when we refer to any economic terms such as supply and demand,
income or employment, in the context of the General Theory, we
shall refer to the: in the aggregate sense.

The Principle of cifective Demand

According to Keynes, ¢ffective dema .. ''is the sub-

stance of the General Theory of Employment..."? The volume

of employment depends on agrregate demand and unemployment
results when ag;regate demand is deflcient, Effective demand
nanifceats itself in the spending of income., As employment in-
creases, income increases. A very important prineiple is that
as income increases, consunption increases, but by a amaller
proportion than the increase in income. Therefore, in order
to have sufficient demand to sustain a given volume of employ-
ment (and hence income), there must be an amount of investment
equal to the difference between income and the consumption

1J*M. Keynes, General Theory of Employment, op.
cit. 2 QQB °

2

Ibid.' pe25.



expenditure out of tihat income. In otler words, employnent
cannot increase or be maintained - vless lavestiueat iucreases,

i

wien consumption enpendituie 40 SOt 0 incouae.

$ Z
Point of Full
Employment;
w i:
B ///f’ —D
ol -
S p E
o b e ,
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EMPLOYMENT

DD - The apyrerate derand schedule: The proceade or receipts
(P) expected to be forticoming for cutput produced by varying
anounts of employment (N).

2Z - The arrre;ate supply schednle: The procezdsz or receipts
(P) which will just induce riven amounts of ernloyment (N).

Figure 1. A rre:nte Dermand and A-~repate Supply.

Keynee definex effective demand as tlic value of the
argre-ate derand functicn at the roint where it is intersected
bv the ar regate sunnly function.3 In other words, '"the
nffective Aderand i~ cincly the aggrescte income (or rrocecds)
vhich the entrorrereurs exwvect to recelve, incluzive of the
ircones vhich they will hand on to the other factors of pro-
duction, frou the arount of current e:plorment which they

- p—

jSae Jelie Keynes, Géngralvfheggx. Ope Citey pe25.
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decide *to ;ive."“

In fi.ure 1, ithe apyre nte derasd »rice or ~“roceeds
is weasured alon: the vertlaal axis a:d tae volune of employ-
sent aloay the hurizonisl axis. 4hic az repate demand sche-
Jule slants 1 Lowaran e ity inﬁ;»atlng that demand in-
creases with eqolovsent, Thuis contiasts with tae demand
carve of an individuoi flit (in elacsical thecry) which slants
downwards to the rig-ht, indicating that demand increascs ag
tae price falls. DBecnnse the total ocutiut of an econony can-
1ot be weasurad by any sinol@ »hysical uanit, Keynes uses the
amount of labour emnloyed in producing that output as the
neasurae The aggregate derand price for the oulput of any
given amount of erployment is Lhe total swi of momey, or pro-
cecds, widch 1lp expected froa the sale of the outiut when that

sount of labour is euploved. The apgcrepate deasand curve, or
the 'a-pregate demand function' (reuresenited by DD in fijure
1) ig a schedule of tne nrocecds aexpacted froi the wale of the
output resuvltin: fros varying amounts of emsloyment.

P

In a profit-motivated econoly, eacii entreisreneur
will employ t.at nwaber of vorkers which will yield him th
preatest profite The total nurber of men employed in the
wliole economy is the total or aggregate of thcce eployed by
all enire;renesurse. A certain miniium amount of procecds is
rezuired to just induce entreprensurs tc undertake sroduction,
and hence, to offer employment. This minimum arount of pro-
cecds or price is known as the supply orice or, to be exact,
tiie a;uregate sup;ly rrice. Thus, the a_jre;zate surply curve
(24 in figure 1) shows the amount of proceeds required to ia-
duce entrepreneurs as a whole to offer varylng aumounts of
emplovyuents. As the amcunt ol »roceeds increases, a greater
voluice of employment will be offered to workers by ea;loyers.
Gience, the a/rregate suprly fuietion slants u; toward the
right as tic amount of employment increaies i: figure 1,
indicuating that employnent increases as tlie supply price in-
creasese

There will be some amounts of ewmployrcut for wiidch
the gvaceeds expected (demand price) will excecd the procceds
necessary tu induce entrepreneurs to offer a jiven auount of

"

JeMe Keynes, ope citey pedie.
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eﬂploym¢nt (supply price) and tiere will be some amounts of
eaployment for which tie proceeds expected fall short of the
proceeds necessary to induce t.ui ancunt of enployment., In
between, there will .o some avount of enploynent for wiich the
ecessary to make the em-

proceeds expected equal tue roceeds n
srofitable to entrepreneurs.

pPloyment of that amount of lavour
At this point, the ag;regate demand function and the aggregate
supply function intersect and the point of intersection is the
point of effcctive demand whick deteruines tie voluie of em-
ployment at any time. Iu figure 1, the scheduls intersect at
the poiunt E, corresponding to the amount of proceeds P and the
volume of ex;loyment N. The yoint L represents tie point of
effective demand. at this point, cntrepreneurs naximice their
profits; it is thus an equilibrium point. If wore or less
employment were offcred profite would be reduced. liowever,
there is no reason to believe that tuis point will correspond
to the level of full employment. "ihe effective demand assc-
ciated with full employmenti is a speciul case, only rvalised
whea the propensity to consume and the inducement to invest
stand in a particular relationship to une another. This parti-
cular relationship, wiich corrcsponds to tie asssumptions of
the classical ticory, o in & conse e optirum relaticasbip,n?
liowvever, effoctive demand will correspond to full employment
only if, "by accident of decign*, the gap between the aggregate
supply price corresponding to full employment and thc volume
of consumption expenditure which consuriers ns a whole choore
to spend out of their income at full employment is filled by
investment demand., According to neynes, the normal investment
demand would be insufiicicnt ve £ill this gzap al full cuploye
ment. Effective deuwand wculd thus be deficient and equili-
brium is more likely Lo occur at less than full ew loyment.
"For the mere exlstence of an iasufficiency of effective de-
mand may, and often will, bring the incrvase of euployment *t.
a standstill before a level of full cmployment hLas been
reached. Full emyployment is iuportant only as a limiting
case; when it has been reacued, further increuascs in ¢ffec -
ive demand do not incrcuse output and cnmployment. In other
words, the &, regate sup;ly ccieiule will becone a vertical
straight line when full employment is reaclc..

5J0MQ Leynes, Op. citey 1,.28.

slbid.’ pi}e }0"‘1:
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i If the clussical “ssurption that "susply creates
its own dema:d" were valid, agrre-nte demand and aprrecate
surnly would be aaual at all levels o1 fem;;l(rw;ent.d ‘(}1;85&-
cal theory would rerresert the ‘wo seledules as quals

tley would lie alon: the sare curve ai all levels of emolov-
nment.  Sinece the cirectod srocecds wesid alvays be &deq;até
to induce more amnlorment, competstion amon.: énlreyrenguxg
and labour would lerd to cn exnangiosn of snploysent as long
ar an‘one is o voluntarily unenmploved. lowever, the clasel-
cal theory breaks down in attenvting to aprls Savts law to

the demand for investrent. Hot all oif the iucrease in ik
cgore resultin: fros an increaee in the volune of ewployment

will be spent on conmmuntion and there is no reason to bo-
iiove that the differciuce will be devoted to investment. LI
investment demand does not ircrease when incone lacrenses,
ag-resate demand, i.o., the sum total of consumplion denand
and investnent Jevard, would be lecs than the a:irrecate
croly oat that hicher level of income. Income would tuen
£fa1l to & level at which the asgresate sunply exceeds the
ccnsump}éonegg%and by the actual amount of inﬂistment.

&
9 apsl- L E
A c
o B AMOUNT OF 1
a 1o INVESTMENT |
° i
= a 125 |
1 s
|
88 100} i i
2 | %
53 f i
o 5+ ' |
2 t i
' |
§ |
Br o § |
s | |

o A i - L 72 1 W ‘
Y 5 0T mdBiE drOuifiions)
g 5, Income, Cousumption andllnveatmegt.
Fieure 2 (Adaptéd from D, Dillard, Zconomics of J.M.

Keynes, London, 1060, pe3l.)
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" . In figure 2, the forty-five dejree line through the
origin shows the output and income of an economy and i:ginown
a8 the output-income line. TLus when the output is 175,000
million deollars, income (wonev-i : > -
-ORL- ’ oney-income as well as real incore)
is also 175,000 millicn dollar:, Tiis is siaply because the
&atienal output and the naticnal incoe are cnual. The line
CC shows the consumption schedule of the economy and Keynes
calls th;spt@e propelsity to consume. Wien the naticnal in-
come is 175,000 million dollars, the pronensity to consume
would be less than 100 rer cent and so not all the national
income will be spent on consurpption. When the national income
is 100,000 million dollars, the propensity to concume would
be 100 per cent and thus all tic income will be spent on con~
sumption., Whern the national ircome is less than 100,000
million dollars, consusiption expenditure will be greater than
income. We can thus conclude that at a certain level of ine-
come, consumption will be equal to iucome, beyond that level
of income consumption will Le less than income, and below that
level of income consumption will eceed income. What is
inportant is the level of income vhen consumption is less than
the natioral income., ‘This is because unless something is done
to bridp~ “he gap between the national income and the consump-
tion e - diture, the national incorme will fall to the level
where i. .3¢ and consumption expenditure will be equal. ‘under
normal conditions, the par is filled by investment. In figure
2, when income is 175,000 million dollars, consumption is
150,000 million dollars and investment is 25 million dollars.
Thus, consumption expenditure (150,000 million) plus invest-
ment expenditure (25 million) equals the national income

(175,000 million).

The reliance on investment exnenditure to fill the
gap between income and consumption cannot be caunted upon at
all times. At (or very near) the level of full employment,
the gap may be too wide for it to be filled by investment ex-
penditure. The inducement to invest may nyt be sufficient .
enough. When the gap canunot De filled by investnent cxpendi-
ture undertaken by entrejrencurs, it ha; te be taken by the
government. The inducement to private investuent nay be de-
ficient not only at high levels of emrloyment but also when
business expectations are low. The principle that thg nat-
ional income will be maintained at a level where‘Qonsu?ptlon
expendi ture plus investment expenditure equala the natxgnalq
income rests on the assunption that the propensity to conswie
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renalns rore or less stable., U en this ascumption is aaine-
tained, it means that income e enrloyment cannot incrcace
unleaa investment incren-cs. idle explsdns the inportance of
the role of goverament in the ilevucsclan schere, which will
become clear later,

The Propensity to Consuue

o Qoasgmptian demand devern/: on fwo things: the osize
?i Lo navionsl dsicome and Lhe sreportion of the incone tha
~& spenl on consunars oods. Jor any level of Lncore, there
ig a fixed juroportion of Lacere that is spent for consurntion
Wy the publie. Jeot us suvsose that the } alavsiaﬁ nublie
zhooses t0 spand 400,000 »illion dulinrs on ce“sum§t¢nn when
the national ilncome iu JUC,000 willion dellars, ithen the ovor-
uge propensity Lo consume is O per cent. Sone poople will
spend nore than 00 per sent and souwe poople will spend less
;uan,éo per cenl ol tlielr incovnes oa consumntion but the aver-
e will ee S0 per cents Thus the wromoncitr to consame 4o
wiually the ‘average' sropencity to congumee 4t differoviit
Ltovels of dincore the anount of consumption will chan-e« and the
sroportion of consw: tion to incoiie will 2lse chanses & sche-
‘ule showin; the various amounts of consuuntion which corrcs-~
‘onds to difterent lovels of income is tlhe ‘'scliedule of the
sropensity to consune' or sluply the 'iropensity to consunc!

Zt is the functional rela»iouuuin showing how cousunintion
varies when incone clanges. ItV is the relationsiip between a
dven level of income and cousumrtion out of that incomae,

Keynes' assunption thal the sropensity to consune is
relatively stable in the ouort run ic a generalisation about
actual experience and is an e¢usentiul part of the structure of
his theory. Jhe actuul r0penuity to consuno depends on the
astublished cuctons of the comaunity, the income Aistribution,
the tax structure, and other factors. A bizh propcnsity to
consume is a favourable factor because it leaves a considerably
narrow gap batween income and consuiplion ouv‘of that iancome

o be filled by investrent capenditurse if ?ue yrﬁyd§uitj to
consume were 100 per cent for all levels of Lncome, then auy
level of income could be maintainad without any iavestuent
bedng rgquirad. Supply would create its own demand and the
ecu“oﬁy would sravelling along the path to full :Mployuegt.

But tue averajoe nrvjuls¢t; to coa&awe ig less thau 100 per
cent for all high levels of income and euployment. Only if
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iaam falls low enough, will a point be reached where cone
anaptioaﬁaad income are equal. Prof. lansen calls this
level of inconme the basic national incore, which is self=-
porpetuating. It is a lower limit below which income will
notrtall. except temporarily. 17 income falle below this
10?31. tha public will 'dig® into its past savingse in order
to satisfy their consumption demand. LEventually entrepre=
neurs will expand production to meet with tie demand and so
employment and income will increase.

, : A distinction should be nade between tie averagt
propensity to consume and the marginal propensity to consumee.
The average propensity to consume is reiresented by consumpte
ion (C) divided by incore (Y), i.e., C/Y. For example, when
income is 1,000,000 dollars and consumytion is 800,000
dollars, then the average propensity to consume is 800,000
divided 1,000,000 or 8/10., This means that 80 per cent of an
income of 1,000,000 dollars will be srent on consumption.

The mar;inal :rovensity to consume is the ratio of
a small change in consumption to a small change in income.
1t may be written as dC/dY, where d(delta) stands for a small
increment. iBecause consumption increases less than income
when income increases, the ratio of a small increase in con-
sumption to a small increase in income is always less than 1.
In other words, dY is always greater than dC. For example
when consumption increases by 6 (from 600,000 to L00,006)
while income increaces by 10 (from 1,000,000 to 1,U00,010),
the marginal propensity to consume is (/10 or 60 per cent.
Thie is less than the averape propensity to consume which is
80 per cemt. The marginal propensity to consume is always
smaller than the average propensity to consume. The warginal
propensity to consume is important because it tells us how
the next incremeat in output will have to be divided between
consumption and investment.? Furthermore, the naryinal pro-
pensity to consume is related to tiie concept of the invest=

ment multiplier.

The ILnvestment Multiplier

The propensity to consune tclls us that there is a

7503 JeM. Keynes, OP. cit.ey D115,
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::1:1{ g:::;it‘ :‘;:;igiihiw between consunption and incomes
be 2 in bo " 2 snlte !'atio%m%ay be further established
ﬁﬁtﬁn veatment and income. This 1s known as the invost-
ment mﬁltiPlier. let us suipose that tie government spends

1 million dollars on public werks. ihe naticnal income will
then increase by 1 milliun doliars. Bui this is nct the ule
timate result. Some O0f tlie induced increasc in income will
be spent on consumption, Assuming a cropensity to consume of
@0 per cent, then~890,000 dollars will be svent on consunpte
ione This will induce income to increase by another U0 ,000
dollars. A further 80 per cent of this 500,000 dollars will
be gpent on consumption induecing an incowe of (40,000 dollars.
The process will co ou until eventually income has incrcased.
by 5400040C0 dollars as a result of an original increase ¢f 1
nillion dollars in invectment., The 5 million dollar increase
is made up of 1 million dollars from the orizinal increase

in investment and 4 ndllion dollars from increased consunpte-
ion ags a result of the "“dAuced increase in income. This rro-
cess can be shown im table 1.

When the rarginal urc-ensity to consume (m) is 80
per ceant, the change in incoiie will He 5 times the change in
investment., The multiplier iz 5, that is, for every dollar
spent on investment, income will increase by ) dollars.

Given the propensity to consume, we can calculate the size of
the multiplier. The multipllier is equal to the reciprocal of
1 minus the marginal ;ropensity to consume. In our talble the
marginal propensity to consume is assured to be U per cent, or
8/10. One minus £/10 is equal to 2/10, and the multiplier is
equal to the reciprocal of 2/10 which iz 5. We can also cal-
culate the rmultiplier in anotler way. wiat is not consumed is
agssuned to be saved. Therefore, 1 ninus the amarginal propen-
sity to consume (m) is equal to the mar;inal propensity to
save (s). We can therefore, state the muliiplier as the re-
ciprocal of the marginal propensity to save, thn m{equals
8/10, @ equals 2/10., The reciprocal of 2/10 is 5. Thorefore,
we can write the multiplier in two forms:

k= 1 - or ‘%_ where k represents the multiplier; m the
marginal propensity to consume and s tiie marginal propensity

to 5&‘790

The size of the multiplier varies direcily with the
size of the provensity to consuve. Wien the narsinal Hroren-



gity to Sonsume is bigh, tic multiplier ‘o larse. For ex=
ampley when the rarglual Cresesnity to corpuse is 80 per cent
the multiplier ic 5. If tie mar-iaol roeisity to consume
W'Qm to be X0 er cent, tlc AL 1 cr Uﬁ—&‘ld he’ (b0 conaumo
ciprocal of 1=9/10) |

TALLS 1
EFFLCT OF INGREASED THVESNEL 2 ON
iNOOKE, CunSiirrIon, Anb saving'®)

G S R MR YA M T U ey s g e a0 e e e e s e e e e i i i e
o i S SR R L bR G L T DD B L B D8 S Y s e e e s s e i e s

B ~ o e S e TR e el S -
B R B o e el e e S oy e

Original = 1Induced Additional Con- &= Saving
- Increase in  Iacreate inm umption from = out of
~ Investment = Income Increased Incone = Income
| al : AY (/10 of AY)

81,000,000  £1,000,000 § 00,000 L 200,000
| 60U 4 U0 640,000 160,000
(404000 512,000 120,000
k09,600 327,680 811920
327,600 2624 144 65,536
209,715 167,772 41,943
167,772 134,218 33,554
134,218 107,375 26843
107,375
etc, etce otce

31;090’000 $5,000,000 ¢4, 000,000 §1,000,000

Jotals Investnent Incorne Consuniption Saving

(G)Adayted from D, billard, op. cit., p.v0.

rheoretically, the ui1ze of the multiplier‘?un vary ;?0? 11
(unen M o= o);tq infinity (when n = 100). lowever, ﬂur§a1 y
t%;‘muitiplierrwill not fall to 1 because concuription increases

4 m i alwavs srastey than sero
wien income increases so that m is always proster .
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Bor will its value be equal to irfinity because norally when
ineqme‘§ncreagesi consunstion ircrensues but lees thon the ine
crease in incoue sc tiat tie n s alvave less than 1. The
actual value of m ig never likely %o fall outnide tke ranpe
erm 1/3 t° 1/10, end so the rulsivlier will iic sonewhere
between the runpe of 1.5 t> 10. Reynes hiuself catimates the
aclual value of the zmltinlier 9 be abort 3y with variations
1n different lases of the bnusitnes cvele. He cays, "In ace

tual fact the marginal provencity . ccnsume scems to lia
Boncwhers between tlese two extyomen (i.e., O and 1) though
much mearer to unity thian to zoro; with tos: result that we
have, in a sense, the worct of both worlds, fluctuations in
etiployment being considerable and, at the same time, the i-
crezent in invastuent required to :srodice full ensloyment
bueing too preat to be 2a5ily handle "™ Any ncw inventrout
will increasc income bv more than the anount of the investnent,
but a small iicroase in invesivent will not Le sufiicicnt *o
1ift tho economy from a low level of gmplovicent to fmll ome
nloymont.

Inducencnt to Invost

Invest ent Leono crouucine vore tnan iz curreantly
concumed. Althourh lnventient sonctines takes the form of
buying cxisting vlunte and equiomento, only the nroduction »f
nav plants and equirment is ivcortant in Keynes! tiheory. 1.is
ls because tle jurchase of «xisldin "lant and cauipment will
not result in the creation of additional i:come but merely in
tho transfor of part of the o:fstiny incone from the buver to
tie seller.

Tre inducement to iuvest wrises frou the cupcot-
ntions of businessuen *hint asvel investrent will be nrofitable,
These expectntior: are based on ;recarious cstimates of the
future and go Llie volume of investrent fluctuates :idely.
Msinesgmen will invest up to the ;oint viere the expectatioy
from new investment is cqual to the cosnt of iﬁ?estmant. Bupi-
ioasomen usually borrow noney to finance their ;;vost?entﬁg |
Thus, in Keynes' analynis, tle ihdnﬁéﬁéﬂt to {nveﬁt *5deter"
ninad by the rate of interest in relation to the ;rofi»ability
of 1nvdgtment. Me srafitability of investient which is

8J¢H. Keynes, op. cit., 1.118.
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actually the ‘expected!?
officlency of capital.

The Hargimal Efficiency of Capital

-~ - S

profitability is cslled the aarginal

The marginel officiency or capital- et : -
cular type is the higheat rate of ratur£ ::ira;;zzaezieztzgrti
from producing one more unii of that partisular type of can-
zi;'izﬁzz't Th:‘ma{gingl efficiency of capital in ceneral i:
‘Che uighes ﬁ¥¥' ‘kar§tufn which can be secured from any type
of caupital lnvestment. Invertient will continue as long ae
tho marginal efficlenecy of capital exceods the rate of inter-
cat;  the e¢quilibriun position will be the point where the
warpinal efficiency of capital and the rate «f interest are
siual, For example, let us suppose that a store building can
be built for $20,000 and will yield a rental of 31,200 per
Annum and has depreciation aad maintenance of 3200 per annum,
sdving a net return of §1,000 per annum. If the rate of ine
terest 1s & per cent, it will cost $25,000 to purchase a si-
24lap building, L.esy the sinilar building will be worth
4254000 when it is completed, However, if the mcney can be
borrowed teo build the building, the owners will receive a net
roeturn of $1,000 per annum which ie 5 per cent of the cost of
the building. Intorest to be paid on the roney borrowed to
finance the building of the store is & per ocent, Therefore,
it is profitable to borrow the money to build the store, If
tho _rate of return is 4 per cent, it would just indvee ine
voators to borrow the money to build the storej if the rate
of return is below 4 per cent, the store will not be built
becouse it will not be profitabvle to borrow the money to build
ite

, . The marginal efiiciency of capital de ends on two
factorst (1) the cxpected yields or returns from an income-
viclding susset, and (ii) the cupply price of the asset which
is tha sourocs of the prospective yields. Tlhe prospective yield
is what a firm expects to obtain from the sale of the output‘ef
its sapital-assets. ihese yields take the form of a flow of mo-
ney reoturnms over a period of vears. de nay refer to ﬁhcag ane-
aual returns as anruities rﬁgresentgd bv Qi, Q%,,.:Qn.[‘liege
crtinate the values of tie g'¥s or the total re urng expecled
| &uring the life of the asset and il we‘know the cy;? of agch a?e
scts, then a comparicon of the sxpected returus wiil the msset's

cost gives the rate or ratio known as the mar;incl efficiensy
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of capitel. Eeynes defines the marginal efficieney y
0f Chpittl. Keymes a6 , 1 f ey of capie
sglith;n;,~wuagg pgugisﬂly‘ I define the . Lon

; the capital-asset during its
11tQ Ju§t equal to its supply price."9 Professor Difiard has
expressed this definition in the form of an equation: 0

‘supply,Prieoyéfnisconntcd Prospective Yields

°re Mply Prise = Ty ¢ TT? ¢ TR s
The Q's are the proepective yields in the various years 1,2,3,
and n; r, is the marginal efficiency of capital, or the rate
et,¢iiq§n!t, ¢!htannna1 returns need not be the same for
each year, and in a dymamic setting they are assumed to be
different; oaly by the rarest coincident would any of them
turn out to be the same. There will be some particular value
of the merginal efficiency of capital which will bring the

two sides of the equation into equality. No matter what the
nuasber of the anmnuities is, the present value of each would

be discounted in the same wey to bring the aggregate of all
the annuities into equality with the current supply price of
their souroce,

Because of fluctuations in the yield of capital
assete, investors are very cautious about investments that
require a leng period of ‘waiting' before they can prove to be
profitable. The longer the period of waiting, the greater the
cLances that uaferesecn circuzsiances may inlervene to offcct
the expectations of investors.

, fihs‘aarginal efficiency of capital is characterised
by shorte-term instability and long-term decline. In the short-
run, the marginal efficiency of capital is fluctuating because
of the dynamie¢ setting of the real world. In the long-run it
tends to decline because if it is hipgher than the rate of
interest more investment wiil be undertaken. As more and more
investment is undertaken, tlLe marginal efficiency will be
bound to decline due to the law of diminishing returns. When

N\

97.M. Keynes, op. cite, p.i35.
1OB.W' epb Cito’ :}’;136;
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the l??&?ﬂﬁl‘§i1¥9#§ney_ggrgap1;§1 declines, investment will
fall and this may result in a fall in income. The fe1l iy
the sarginal efficiency of capital may be offset by & Correse
ponding fall in the rate of interest. If thic hapiems. im
vestment may not fall but this ig only a uﬁp@mry sitt’mtim.
At any rate, the rute of interest is ascumed by Keyres to be
more or less stable and resistant to reductions in the long
run. Thus, "The schedule of the marginal efficieucy of
capital is of fundamental importance because it ig mainly
throvgh this factor (much more than through the rate of ime
tereat) that the expectation of the future influences the
preseat,n11 o

- According to Keynes, the rate of interest is affect-
ed by two things, (i) the state of liquidity preference and
(i1) the quantity of money available to the public.12 Liquid-
ity preference is the desire of the public to hold ready cash.
Ihe quantity of money refers to all the coins, paper money
and bank deposits in the hands of the public.

. %Liquidity-preference is a potentiality or function-
al tendensy, which fixes the quantity of money which the
public will held when the rate of interest is given; so that
if r is the rate of interest, M the quantity of money and L

the function of liquidity-preference, we have M = L(r)."

There are three reasons for people's desire to hold their
assets in the form of cash., Keynes classifies them as (i)

the transactions motive, (ii) the precautionary motive and
(111) the speculative motive. Of these three notives, the ‘
third is the important one because of "i..a ne;essary ;onditxon
failing which the existemce of a liquidity~preference, for
monny{an a means of holding wealth could not exist." 14 Thp
condition is the element of uncertainty as to the future of

"i"Jqu xkynas. ope Cits, pPe145.

 Ymia., po168.
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the rate of interest. This is
with regards to future rates of
it would be more profitable to p
money as a store of value, |

because 4f the:: i~ . .rtainty
intercst and if 4t is positive
urchase a debt tham to hold

. The proportion of money hel : P4 rat ma
1 done 80 1n order to mest everyday sxpends tures s nor T
§“y4nsigq?§*~§;9th$*3¥ etcys paying rent, wages, etc, The
volume ef money required to satisfy this motive is quite dee
finite for any given level of income and prices., As the level
of income riees, a larger volume of money will be held because
consumption will increase. Similarly, when the general price
level rises, a larier volume of money will be held because it
would require a larger volume of noney-income to purchase the
sane amount of commodities as befors, Money keld under the
second motive arises from the desire tc be able to meet unw
foreseen emergencies such as illness or nccidents. The volume
Lheld is also relatively stable.

- The third and irportant motive, the speculative
notive, is defined as "...the oblect of securin: profit from
inowing better than the market what the future will bring
forth.”15 Some people hold money because they expect its
value to increase in the future so that they can buy assets on
better terms in the future, This preference to hold money is
greatly influenced by the rate of interest, When the rate of
interest is low there is a ;reater desire to hold money than
other less liquid assets such as h.nds. This is due to two
reasons, Firstly, when the rate of interest is low there is
more likelihood that it will take a turr and rise in the fue
tures Secondly, if it does not rise as anticipated, the in-
terest foregone is very little and the loes to the speculator
who holds cash imttead of bonds will not be great. The vo-
lume of money held under this motive is very unstable and un=
predictable because it depends on expectations about the rate
of interest in the future., The rate of interest will rise and
£all according to the demard for noney under the speculative
znotive, When the demand for money under this motive rises the
rate of interest will rise, and when the volume of money de-
vanded f£alls the rate of interest will fall, The rate of in-
terest depends on factors which are psychological in nature.




~ Whea liquidity-prefe SRR

rate of interest has toyrgse i:‘:::eio:§ﬁ:§::cin;::n::‘;oth‘
part‘With liquidity. Interes: is the reward tor‘pagtingwith
1iqui§ity, and if 1t 4s high encushy people will risk giving
up some of their liquid cash. "Thus the rate of interest at
any time, being the reward tor rarting with liquidity, is a
meaauraraf'thi unwillingness of tioue who poasess'monsy'to
part with their liquid control over it, The rate of interest
is nqt ~ the ?riw which brincs into equilibrivm the demand

for reseurces to invest with the readiness to abatain from
present sonsumption. It iz the *price® which equilibrates the
desire to hold wealth in the form of cash witi: the available
quantity of cash; « which implies that if the rate of interesstd
were lowery l.ecy if the reward for partins with cash were
diminished, the sggregate awount of cash which the publie
would wish to hold wou!d exceed the aveailable supply, and that
if the rate of interest were raised, there would be a surplus
of cash which no one would be willing to hold"16

. The rate of interest fluctuates with the demand and
supply of moneys The supply of money is fixed by the banking
system, Deeause the supply of money is fixed by the banking
systemy the rate of interest is larrely influconced bv the
derand for moneyy The demand for rioney derives rfrom liquidity
preference of the public, The lower the rate of interest, the
sreater will be the liquidity-preference and hence, the demand
for money; the reverse is alsc true, Therefore, in order to
equilibrate "the desire to hold wealth in the form of cash
with the available quantity of cash", tle rate of interest
aust neither be too hirh nor too low. If the rate of ine
tereat is too high the supply will be _reater than the demandj
if it is too low the demand would be ;ronter than the supply.

Ouly the banking system can control the supply of
moneye If the public desires to hold more cash, it must bid
up the priece of money, i.e., the rate of intorest. Because of
its ability to change the supply of money, the banking system
in in a strategic position in relation to the rate of interest.
It is very important in Keynes' policy that the cocneotary au-
thority should be in a strong position and be able to pursue
a flexible monetsry policy, because then it can to a certain
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cxtent control the rate of iuiereut.
de.res8lion, au easy money ralice
cerest nnd keep it low. s me

For inc.unce, during a
sav lovery ths rate of {ne

, , Al My carerrase nventrent since
tire rate of interest is one of tha Lo tapninants of the dn-

{{uce;jw.nt te invest. But the rate of “vivvcont, vy iteell, will
el :,1,1‘;fluence~ investrent to a vore sreat evtent, The rinre
rtant dﬂt@mj‘ﬂaﬂt of investrent 4o the mo r‘:jgqu E"ffieieﬂﬁ'}‘f
sapltal which dejends o ¢xoectation ef iovantorn, ‘
Bet, ".eethe rate of inlerest on money nlave o —eaulinr nart
v weiting a 1imit to tne level of enploynent, sisce it sets

a viondard to which the narginal cfficiency of » ca ital-arset
wast attain if it is to be nowly »roiuced.”1’? The rate of ine-
‘erect may, in o sense, be regarded ns the passive determinant
wiille the marginal efficiency of capital is tle active detere
cinant of the inducement to invest,

oy e

Y

In the Keynesian scheme, the voluns of employment
and income depends on the agrregate effective denand.  This
denand is made up of consumgtion demand and invecotment derand.
ihe consumption demand is more or less stable and npredictable.
50, the more lmportant determinant of aggre;ate demand, and,
nence, employment and income is investment demand. When in-
veotuaent 1is increased income (and er~loyment) will incrense
by a certain multiple of the increase in investmenty the
sultiplier being the recijyrocal of 1 minus the marginal pro-
pensity to eonsume or the reciprocal of the uarginal propen-
sity to save, The inducement to invest is determined by the
rate of interest and the marginal efficiency of capital. [he
rate of interest is nore or less stable or 'stick$y'. Thus
fluctuations in imvestment are largely due to the fluctuations
in th‘fuaggiaﬁl'sfgioioncy of capital. ihe mgrginnl efficien~
¢y of capital fluctuates becuuce it is .:lermimcd by the supply
orice of capital assets and the expectaticns of investors. lIn
a dynamic setting fluctuations in expectations of invectors
aire very common. Ihus investuent fluctuates Wid¢1y§ ﬁhen
tluctuations in investment occur, there are fluctuations in
e.ployment and income. This is roughly the outline of the

analysis of the Generyal Theaory.
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CHAUVIER III

FISCAL POLICY 1Y DEFRLOSICH I

A THBOREDICAL AvviNali

In this chapter, ¢ shull discuss tie tiheoretical
zspect of fisecal poliey as It ls cuj cuted by the leynccian
wiualysise The practical exanplen of ‘i lmplerentation of
iicynes'! recommendations for pullic spending as aan incoue-~
-onerator and the jroblems encountered in practice will ve
ieft for the next cuapicr. Fiscal policy in the Keynesiun
scheme is a very ismrortant tool to reucdy uner loyment and
. fall in the n«tional incore. Fiscal jyolicy ic, ik a vroad
~cuse, the utilisatiom of governuent spendivg, taxing aud
Lorrowing rowers as a& control of econonic stubility; in
hther words it is a contracyclical measure. Ihe ain of fig=
sl pvoliey is full em;loyvent witiout inflation.

| We have scen in Chapter II iluat in Keyres" Goneral

o the important factor whicli dcteimines tue level of
cuployment and incowne is #y repate ¢ffective demand, whdch is
.ade up of consumption demand aund investient detinide = Loue
sunption demand and investuent demand ure iu turn sade up of
yrivate consumption and investment plus public consuuption
'nd investment. Income is equal to consunption output plus
investment ocutputs Alsc irportant in the reyneuian scheme iu
tiie fact that above & miniual level of national incore, con=
suaption expenditure is always less Lhan incouce the S&P'bﬂ*
tweon a particular level of income and consumptxan_eXpendltuxe
+t that level of income will have to be filled by investmont
o enditure if that particular level of incowxe 18 :opid tg be
aind de higher thie level of inccic, tie greater 18
szn;::?‘déheffzar.? Keynes thousht that at nigh levels of in-
cone private imvestment is not sufficient taygillwthig £aPe
lence the governnent has to do sowething if it hopes to maln-
tain the high level of income, Similarly, during 2 deprensiahy
when the inducement to private investnent is falling the

BT
oy t—ae 0
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government should intervene so that the econony can prosper
There are two courses opensd to the sovernnent in such a “
situation. Firstly, the governseont can undertake investment
expenditure of its own in order to £i11 the -an betueen de-
mand and income which is still leo+t after 'rivote investment
and consumption exnonditures have been madé. ’iﬁecgndly the
rovernment ean adopt a podicy whieh will iﬁCfﬁﬁﬂe Vth6'§é“’
?ﬁfiﬂd for consumption ou tbut and timn narrowin: the cap be-
tvoen consumption and incoms at a narticular ievel gfrinceme
so that less inveatment exanditure is necded %o naintnin that
level of income (and employment). Kevnes recorrienied the
firat course of action as a saurer !ea}'v to pros«f;erity. This is
because when the ;overnment nndertatrs investment it will be
creating employment so that income will increase, When incone
ingpcases, consumption will incroase too, On the otler hand,
iien consumption is incroased through covernment oliey 1w
verntment need not neceasarily increase if the increase in
consumptien demand can be satisfied by exigtin~ productive
cupacity.

Keynes rceccommended increaszed rublic investrment as a
cenerator of employrent and income, particularly durding a
deyression, because of two reasons: (a) his theory of a,gre-
cate effective demand and (b) his concent of the investment
rultiplier. The ter: 'rublic inveastrient' in this context re-
fers to any auntonomcus increase in rovernment outlay and in-
cludes subsidies and prants for relief as well nc nublic works
of the more durable type. It apnears that Keynes linself
tiiouizht that public work proprammesare a more inmvortant income-
pcenerator than subsidies and rel:i:ef payments. Vhen ublic
investment expenditures rre intended as an income-penerator,
there are two quustions which have tc be ansvered: (a) is
overnment expenditure justified in terms of rocd ecogomy?
and (b) is it effective in generatin; ernloyment and incore?
“ue answer to the first aquestion iu relative; it is a case of
'‘sound finance® versus *'functionnl finance'. Acs for the ge-
cond question, it is answered by the coucept ¢f the wmultiplier,

Sound Finamce and Functional Finance

| fﬁ‘lscand finance calls for a balanced bud;et. This
means that woen the income is low the jovernment will have to
curb its expenditure because government revenue wo?;d be
snall. This is contrary to Kevnes' view which is Zn fact
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fnuctional in nature. Fumciions? c ..in. -
\ SRIE A3 ¥ | ve QLR U tasiee LB CONTeriioy i
cconoriie stability, le@a, the s ¢d with

‘ ; creveation of de reso 4
inflation, rather than budge tary stahiiity. JE;:Zziizgldnd
{inance weuld;reault in dnerenced overmnent exseﬁéiture in
1 dc?rﬁﬂﬁigi'in order te lift ile GCGnony‘hackl%o it& foruer
;tvcl of anploymeﬁf and Incow, i i&.v&at hayuea recornend-

A S ’

~There are ecoronicts, hovever, whio bulicved that
covernment should not participute in ccononic sfiairs. Qs
croup of thinkers arsuned that the raticnal incesie will be
@ggiﬁiﬁﬁé»ﬁﬁﬁﬁhﬁﬁsiﬁeﬁ§ profits are rexiriseds Since ihe
rutlonal behavior of cvery entrepronevr Lo to waxindse profits,
the natlional income will be maxinmised vithout covernnent in-
viérventions  The national inconme is the eriterion of soucial
welfare.s But the profits of bucinescmen nre only a small part
»1 the rnational income. Thercfore, it is not correot to
aciume that the national income or cocial welfare is maximized
u.ch business profite are maximised, The metivation te cro-
‘vction ig the expectation of rrofit. Bucincss .en will not
vnidertake the srodnetion of zoods unless tiae incontive ( ex-
sectation of profits) is there. They control the means of pPro=-
<sction to which the labour of a communit: ~ust be applicd to
“roduce the goods and services whlch coatribute to sovclal wele
sare, When they restrict proluction, Lhc; do so for their own
rateresta rather than the conumnnity's inftarests, They -rya not
concorned with the fact that ths na‘lcual ingore Lu ral teras
i1l be amaller when they restrict output and that uncu loyment
111 occur. The individual firis which reduce the nucber of
c.olr workers reduce their cos® of [ rodnstion ore than tledr
rivenue since labour is a variable cosl thatl Cowrty when o=
loyment ccases. But to society as a wiole labour is a fixed
v overhead cost. A4 worker :mst eat wictlier he is a;wf§yad or
note We can of course allow an wien-loyed e o gﬁfx“lu,”m
itanily to starve until he can find ow;logncntfr But tac advos
cutes of sound finance cdvocaied suyﬁurtaﬁg’tﬁﬁ H“ﬁ““xéf%ﬁ vl
r:lief where they produce nothing ané raﬁa;x:d ha¢ 5 \?;df_,
sut it would appear to be bette:‘to cive tﬁu? u??e hﬁ?fu‘ :luv
vloyuent, for example, in & public works ;rograriias W.cre ies
will add directly to the national capital as;ets. wjtiniu ere
‘s widespread unemployment, the crportunity cost of iriug an
s ente In the classic: i o .
*;;}:aﬁi:e.ﬁﬁ:x?:; there is always au opportunity cost (or
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cuployment and income, will lead to¢ incr~.-ed consumption
thus giving rise to more optimism in business activities and
hence stimulating private investmert. In any overd, the ae=

, gl ; But whether public ine
vostmeat legds to &n increase or decrease in private investe
centy it has nothing to do with the multiplier conocept as suchj

iv nerely affects the value of the multiplicand, If public ine
icotment leads to a decrease in private investment, than the
nitiplicand (cbange in total irvaatment) will be szaller tuan
S it ought to ba after puhlic investment Yan beer incrcased.
20y th&kincrﬁise in income will bLe graller thran what it
14 have bYcen if private iavent=ant had ant deslined, Dut
+ 1z not the result of the multiplier heinr ermnllers 4t
1 the result of the maltiplieand bedin: smalloer. For axa~ple,
L:n us apsume that the Malynsloa povernzent decides te under-
‘e new expenditure of §1 =illicn, Iei vs also azmurme the
vailtiplier 48 S If the -overurent sxpenditure does rot have
cry effect on private investment, tlien the increase in total
cavestnent will be §$1 million, giving ns an incresse in incone
4 %5 milldon (the multiplicand $1 million multiplied by the
ultiplier 5)e Now let us assurme that the increase in pudblie
~wveotment resulted in a decrease in rrivate investrent of §i
~sliiong them the chinpe in total investnment is only $¢ mile
iivng Le@ep $1 million minue ¢ willion, Thoroforc, the change
. income will be tho multijlier 5 tives *ho 1multinslicand 3%
~illlong ;Aving uc an increase in income of 131 milllons In
e necond instance, the ircpaas> in lncone ic 913 +1llion
;con than 4n the first instnnce, This i the resnlt of the
1. 1iinlicand bedng smallsr by $% million and not tre result
¢1 the mmltiplier bein  gualler tecaune ihe multiplier, 5 is
.« constant in both casen, On the other hand, if private ine
ertment were to increase by 3§ rillion follewin: an increase
25 %1 million in public iuvertrent, then ey s lidisTieand
. haupe in total investnent) will oo 5T ﬁflli@ﬂu‘iaaoo tho”
i.orease im public investmeni of $1 million plus ;“@qincreg"g
. A .t v ed md ~ T™e ~honoe 2o Incene
L0 private invesmtment of ¢ millien, Ihe =hiioe =% - HUET
et . A k ‘ s T4 hey § 3 Lo MG “il]ionc
e will be $1% million multiplind By D¢ leCes " o
.uce, 42 public investment encoura:ec prinﬁgwiHVCBtmgnt‘h
on ! A 3 iucome will be recier bLecause the
“ton the chance in induced luvone : |
~itiplicand will be loroeTe |

.ctuods of Fimamoing

There is & difference between covernvent exponditure




multiplier and the full value of tie multiolier. e -
aripley Keynes estimates that in Lie ‘Gni"‘t:;pbl"t:;;a 2:1.;5:
ression the marginal propeasity to cousuue is about 80 per
ia national income (and employment) is more nesrly 2 or 3
tiias the ameunt of publie expendiiure. He says, ;

. "Mr. Kahm has exauincd the jrobable quautita-

- tive result of such factors as tiess in certaim

- hypothetical special caies. But, clearly, it is not

~ possible to carry emy puieralisatiou very far. Oue
can only say, for exauple, that a typicai moders

- commucity would provably tend to cousume mot much

- lesa than 50 per cent of any increment of real ine
comey if it were a closed system with the cousumption
of the unemployed paid for by trausfers from the
consumptien of other cunsumers, so that the multi=-
plier after allowing for uffcets would not be uuch
leas than 5. In a country, however, wherxe foreign
trade accounts for, say 20 per ceat. of consumption
and where the unern;loyed rececave cut of loans or

~ their equivalent up to, say, 50 per cente. of their

- normal consumption when in work, the rultiplier may

. fall ag low as 2 or 3 times the enmployment provided

by a speeifie new investment. Thue a piven fluo-
tuation of investment will be associated with a much
‘less vielent fluctuation of ermployment in a country
in which foreigm trade :lays & large part and un-
employment relief is financed on a laryer ccale cut
of borrowing (as was the case, ¢.g., in Great Britain
in 1931), than in a country in which these factiors
are 10:3 important (as in the United States in
19’2)0 '

s ' C Ydoht an i . that i;n trade and

iiis passage throws light on the fact that foreli;n i)

Lie nethod of financing influence Ll.e sBiue of the uultipli?r.

i this sectien we will discuss the metliod of financing. The

..fluence of foreign trade will be left for a later part of

the exercises |
- - et us :ce
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wvhat Keynes has te say about the sultiplier in the Un. ed
5taggs’4uring'the deprsaaiona‘ le says, "If sinzle yiirs are
taken in isolatien, tle results lock rether wild, But if
thayr:rt‘grsuﬁad‘in'pairs. the multiplier seers to Lave been
less than 3 and probably fairly stable in the ~eishbourhood
of 2¢5. This suggests a sarginol procensity to consume not
@xeoadiag*Geite 70 per cent, - a fi ure quite plausible for
the boom, but surprisingly, and, in my judpement, imprebably
low for m ﬂump. It 48 quitec poseible s Ei,WQVQX'Q that th&ﬂ
oxtreme finmncial conservatism of corporate fimnnee in the
driited States, evea during the slump may account for it...l1
cuspect that this factor may have rlayed a significant part in
1ppravating the degree of the recent slump in the United Statoas.
un the other hand, it is possible that tie statistica somswhat
overatate the deeling in investuent,...a modorate chanpe in
ticae estimates belng capable of .akin. a suvstantial differ-
¢nce to the multiplisr.® '

If investment is tc generate income they must be
‘new! investment and not a substitution of one type of invest-
nout for another. To illustrate the point let us suppose that
our goverament is paying unen;loyed halaysians a corpensation
uf $50 per =~ anth in the form of relief payment. If as a re-
sult of a shange in goverament rolicy the unemployed are given
crnployment im public works prograrnes and receive $100 per
sonth in the form of wages, the uet increase in their income
is only $50 and not §$100 per nonth. This ig because even withe-
out employment they were already rccelving $.0 in the form of
relief payment. This nmeans that if the acturl value of the
“ultiplier is 5, and if as a result of increaued publie wiurks
sxnenditure income has risen to $100 ver month for the newlye
sii;loyed persoms, the value of the nrublic investnent multi-
“lier is only 2.5.or half of the value of tlhe actual rulti-
“lier. This is because the increase in income of the newly-
¢iployed persoss is only actually 350 and not 100,

Furtherwmore, the over-all econoric effect depends on
ioWw the govermmsnt financed its former relicf progracme . and
ito prasgnt.pnbliglﬁnrka PYOLTramnso. Public works prngfammes
will be most effective as an,inaomeégeneratog‘whan they are
financed by loans and :hen they replace sublic relief

' 31uid., p.128.



rrogrammes financed from taxatiom., If b, rutlle works i
relief programmes are financed by barmw::z i:«i}::em ond
offect will be less. When buih *)e “resent wbue works ro-
~ramme and the former relief rrogramnme are financed from F
taxntion, there would be the least stimulstion to income ine
creases. Whem taxation is used to finance rovernment expendie-
ture it is merely a eubstitution of .overament expenditure for
crivate expenditure. If thie method of finance is nﬁdg it
vill mean that whem government expenditure increases, revenue
from taxatiol will have to increare. When ;overnment in-
crenses its revenue from taxation, private disposable income
will desreass and thus private exjenditure will decreess.
‘wence, when publiec expenditure is financed from taxation, it
is a2 rival of private expenditure, i.e., when one increases
e other must fall,

The expenditure of funds raised by borrowing repre-
vents mainly mew expenditure and therefore an addition to
total effective demand. lNence, a public works programme would
lave a more significant expansionary effect 1€ it is financed
Ur boryowing, especsislly if it replaces a relief prosramme
financed from texatfon,~ This is because the rublic work ex-
cenditure will be ‘new' expenditure and «will create additioral
cffective demand., For example, suppose the govéernment used to
asyend $3500,000 on relief and financed this from taxation. *
itis means thft private dispoaable income ie smaller by
(200,000 which is paid to the government in taxes, lence, a
~overnment expenditure of $500,000 is offset by a decrease in
yrivate purehasing power of the same amount, Jet us assume
next that the government decides to undertake public work pro-
~ect financed by loans to create employment, inatead of yiving
relief. This will mean that the jovernment need not have to
raise $500,000 from taxation and sc private disposable income
will increase by $500,000. lience, whatever the government
vpends on public works will represent a net increase in expendi-
ture and not merely a substitution of one form of exjenditure
for another within the economic oystem as a whole. Suppose the
~overnment decides to spend $1,000,000 on public works paying
it out to mewly-employed persons in the form of wages. The
net increase in income of the newly-employed persons will be
1500,000 as & whole (they were formerly receiving k¢500g000 i-h
ihe form of relief). But because of the reduction in taxation,
‘rivate disposabls income will increase by $500,000. 43 &
result, the met *total’ increase in rurchasing power will |



cvual to §1,000,000. On the otier hand, il L4 ine former
;Micf pregrnﬂnn and the present pullic wors prorammse which
Lu a8 1t are {inanceu bx uOf?hi?i*g Lhen the UXthBlQﬁlr'
'*ru of the pﬂblic WOYL Pru rwiw wiil nou be o reat,
;1;£ is becsnae the net ducrease in new tuial gx,euagtur;
11 only be equal to the ox-wid.l.r¢ ou puiliic worko minua
exuendiiurs oun the forser reliot ~rcg:awma. Whas is
7~:r thﬁh in the firet instance. T chanie AN Lacore
Y equal to the net ircreane in X s “re tmltinlied
8 multldlier.h et us assurs a5 05 G In the
{;f"""" 1 CRDBE, the increase in Ancutie will sl Lo g0, 000,000
G000 x 5). Xu the recuid case H;li'ﬁﬂly in-
AR a*y’ 3“;!)(}0 ﬁc (é.n\«gs‘«“ X §f +

when the bavern:eni sorrovs Lo i?uhuuu ites eurondie
s 4t is koown as ‘deficit Onuncdngty, S ot., e coveroait
conac more tham it taxes, leaving oo unboleseed aud v to be
coereoted b)’ lmna. % advecn v‘lb of so.uu {tuarce oo Lieved
LR ¢uflc;ttfinan Loy will pankrapt the overdiusenv.  Jdo s
coostse they analyce goverament exendiilure i wrun of ori-
cote individual expenditure. When au individual Goirows for
N n&y@ﬂditﬂf‘ on ccnaumvt‘un, viere i e Tavouraole vifect
it future ipcome. Ii he coutanuct Covrouiil e wedl ve=
¢ a bankrupte But povcriment exce o dituie, dbuulu;u& to
.o, creates incone. when the overmment spendc roru chan
«&t 1t ccllects in taxes, there is a nct increase in tne o
, ply, ie€s, the means of purchi.u icreaswmu. Lo owill
;;qz:aua affective demand which Zr ftuxn will lead tu O @he
* ) : O |
ooment ecd & larper nnllo.al inconc, cffosuiee deva nd»Hill
ovease by at caots tle arount of Lhe oroxciadhuing,y ey
sxcoss of govarnnent exoendiuige over tko‘iovur%ﬂe%t yite
CUne f:rom tms. ‘ AGCOI‘dinf to }‘u,n,“,‘ ‘b“"& k' (, A ANCYRAnQE,
; f'”*i"i.;'lbé \fill also increase Ly ~un R (Al"*: "‘.‘"}Z 5 e A Lo EG
sdd Odﬂl ‘Wandiynm whiich stisml: 1‘"' the = gl i .LY i ;Culﬂo
, chcr WN‘. &x‘;}E ¢ G&Vi.!”’:w T | m&.“ t i?lvt-‘w!;uﬂﬂf‘%il
*funl; C“Vnat. 1f a sover =nl horrows tg T;uunr‘ ﬁff RV
’;?;':orks }rajacts which stiruloe l§§°Mﬂ fs?uu§1?%f"%nFr?fﬂ -
| Luduchd {ncreaps in income will uaﬂfg‘u¢ Lo L\mmqfnk;::rzzr
Lv the overmuent to fiuance L.e (tilic woreie oo @%b
ey C‘Yemenﬁ horroyv's [ | willion o firance )iui.f..é.ﬁ \fw _;
) mant oy cnddtnee mltiolier 28 5,
tl&&& and 1L BN By 1lio Cut of tiis 2
; &' Angome “il] increase by -2 m;Ol gééaum ién and 31‘milliun
“llm' s Bimw Vill b3 uﬁ&& Aty 2‘, Li&,,':,d Q '1;},&13 of the
11l be “?Qdc B 9T 81 nillion cun eitas U cHeh, ‘
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vernment'e debdt or it can bLe
projects whieh will stimulate em; 1oy ent aad incore fupther
;E.,;;?r@:fcmf'y. gcficit-—fiunclng of iilc{)M‘;f:Qn@‘m%ixﬁ Qi%ndi- -
tire of the government is justified and tlere is 1o need to
wiick to the rulee of souad finaice. In fact, as we l.ave seen
cnuvlier, @ publie project fi-auced by loars will be more st
wlating te the expamaion of incons than a rroject which is
fizanced from taxation, ‘ 4eh 38

used for more public works

-ourses of Jovernment Loans

‘When & publio work roirct is fAnance! by 5 loonm it
‘i riore stimulating than & pro_ect financed frum taxation.
cowevery the soeurce of the loun will also affect the offect-
‘venago of the expenditure as an i&@fﬁggwgc;;@ rator.

oay “loans from Bankc are rore stiwlating than lenns
Jrom the publie, This is because bank loans result in the
crcation of new monmey with the result that the sup:ly of roe
sey will inoreases When the loan is rwde by crzating an add-
~tional supply of wmoney, no one .ias to restrict Lis consump-
Lton or inveataeat, l.e., private oxpenditure rorainc unaffect-
‘e When the goverament borrows from the barkin. s -stem, it
“crely means that the banks buy covernment bonds with new :c-
.e; created in the form of check-buok mcney, i.e., the rovern-
~ent is credited with a sun of roney that is ecquivalent to
tho value of the bonds it sells to the bankin asyvatem. Thcre
‘o no transfer of purchasing power by any vne party for the
vxjenditure of the government; instond thcere is the creation
f ndditional purchasin; power., Durin; a derression the
“ovirnment will not find it difficult to borrew frow banle
HecCause pﬂvate‘inve«stmnt will be falling and se there would
.- less demand for loans by the ~ublic and also because the
sanks will be sxercising more digcretion lu mnl}:inf; loanc to
‘rivate investors. Bt the lanks :re x:ilM.ng te lend to the
~overnment even though the rate of intcrest pall by tim povern-
"‘.te im lower than the rate jaid by irivate individeals, Tnis
. because there is necurity when they lend to the S;TONT‘t%@n;
{:nless the govermment is not a stable ong)? file‘l*‘!“ctate o
tné¢s by the banks is subject to iuc qa}f:o‘mx:a “’%his
riie of interest will not rise in tie f:a‘cu‘.a;rlq T re; hde
Lt bocause when the rate of interest rices, the rice of bonds
©i11 fall, causing the market value of bonds purchased when :
rates of imterest are low, to fall.
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B) leoans from tlhe ruilic do net .oou.t 4o aw

T AR Qf Mﬂmm)r’ 'i.'hai E L&Zs l -t ‘,‘buu"‘;’ in ary .
. P { 4 ’ ) ) ‘ * ik 4 Y PR : K o YigY o Shs wagE 8 -2
» f“ze Iy u trmt‘mu f“i& ;Q‘laiva“ in‘;‘*"i “:; 3 itio‘-“:a }-’d,‘ Lm&&‘lua'
cent for its expenditure. jience .Lo «.x“% '8 -0 the overn-
. oxpeuditure fimanced b, lowus from the seoiie.boy oY%

s b smam ) g S ,.J - B drom the uublic wilil no* be
oo rest as Gl pOWErs ol au eapeuiiiure (iuaccod U doar
srer the bankding systen. Dils ic because wice indiy Goale
(i L0 bl EOVeIMmsent, LLeir dic,oLasle Lhcort for oo
o FRETe vARLD Wllpeldcde ducorie for Luesr own
N expenditure will full, out L7 we assase vial ouly
viduale who have & surplus iucome over U S Vb OhSd
ditures will purc ase .overag.: SVEX vav.r own provate
e e ? C 888 ,uvVerauo.l Louds, lhen it is 1lilely
Lt private expendicure will not itulle If Lhe inciviisals
i tm;r lavings a.d do not lend Lo private iaves.ors bee
MM thc,?\;;fpf@ol that it in wot securs but are williu- i lend
w :;m 59@%&8, ‘%hen the poveruueal can put the igle pdrw-
vhen of the exiati.ag supply of wonsy inito circulailon ajain by
vutrowing from the public auu woing iue oaa Lo i‘ixmceuiis
ruwlic works projectss In this wuy, tho govermiest can la-
;.;.emo thoupply ef aomy in circulaiion and su induce Gm
;;f‘ayi..qntf andimm t«o incxe;;sa. Tuis type ol borrowing io
uu“zotimch:m u""upping the savin s ctrocam®s, Lowevar,
h t.l; xpyugf assumption nbont the narginal propensaty to cone
ey berryowin‘ froa the public during a depression iz not ade
visables | This is because when income ic low the rargiusal
;rupensity te consume will be high. Iuo other words, a large
proportion ef inceme will be used for cougumplion and therce
io1e when the government borrows froa tue ,4clic, privale
‘.uzmumptien‘um falle Tuis is espoeciclly true if the jovern-
rent does not disoricinate tuc groups irow which it LoivouSe
.cnarally speaking, the lowsr dowz (Lie luccue sc.le tie [overn-

: ' N r g > . % » *

~wut suceeeds in placing securiiiedy wuu norv lidely it is
«iui the purchase of securitiecs will replace soendinge  lLonce
{ the individuals im the lower incoue roups werc to pui=
cLase government securitlec, lle result is to cpuravate uie
weilutiopary situation. but as inconme i:,,creaseaqu«:x';uwz}.t
wrrowing from the public becones more axd rore desirulile,
upecially if 4t affects the dictribution of income in such &
wuy a8 to check the expenditure cn co. o waption jooun w.en un
~i.iatien is threatening. ikhis will be discusced laters

Loans can alsu be iade used of Lo Jinance
pe gsecured frosi ioredgn

o e) ' ,
~vernment axpenditure. Such loans can d
~vuntries and the Internationsl Basky for exmuple. Fromn the
m.uxmmiﬁpoiat of view this type of loan is desirable because
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CHAPTER IV

FISCAL POLICY IN DEFRESSION II
A PRACTICAL AFPROACH

What we have discussed iu the preceding chapter
sas been the theoretical aspect of how to offset a depreasion.
But sany eritics of Keynes Lave argued that when we try to
;ut the policy we have discussed intc practice, many problems
are encountered. According to thew these problems tend to
oftfset the expansienary effect of increased public expenditure
va rublie works projects., We shall now see what these pro-
ulews are and how they offset fiscal policy as an incone=-
reneratore

Leoakn es

'oreign Trade: When there is foreign trade we
.ave to beay in mind that the vapansionary .owers of addition-
al ;ublic expenditure will be les ened. For exauple, if the
Larginal propensity to consume is U0 per cent., it will give
us a multiplier of 5. But if out of the L0 per cent. of in-
suie spent on consumption, 20 per cent. is spent on inports,
tien it would mean that the nurginal propensity to consune as
far as domestic products are concerned, will only be uo‘per
cent. This will give us a multiplier of 2.0. This meais

tuat when the government makee & ne. expenditurthhg incragsa
in income will only bse by & ti.ms the lncrease .Ln ;sgb).ic ine
veotuent, and not by 5 times. If the propensity to iwiggtbe
were lower, them the domestic propeusity to consume wou. e
iigher and thus the multiplier will be larga:: .I{ tugmariic
al propenaity. to import is 5 per cent, thLus &1"3-2% a t?i:es
sarginal prepensity to consume of 75 per “?ntﬁz ';ei ot
sultip)ier will be 4. It has to be pointed out ol co Teion
tiat the marginal propensity to import~mean§yth§ yro§2 Lo

of 'new' income that is spent on iuports. Furthermorts o
ust besy in mind that the loss of the nultiplier effects
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only concerns ‘P‘rtiC“;;I'°§un;ry and not the economy of

L i8 becau i '

that is lost to a particular cauntryszeg:am?.zlatiiﬁ;r ‘“3? \
from whigh the exports come., Therefore, in the woridc:§2nomea
as a whole, there ia no slack in the wultiplier effect. For
cxa.ple, if the Malar-lan government were to spend $1 million
on increased investment, and if the domestic marginal propen-
sity to consume is 75 per cent and the marginal ropensity to
inport is 5 per cent, then the income in Yalaysia will in-
crcase by $4 millien and income in foreign countries from
wiiel our lmports come will increase by .1 =illion., This
vives us a total increase in incore for the world economy &as a
viole of §5 million. Similarly, when our exports increase as
@ result of imgreases in income in foreign countries which are
induced by increased investment then it will react favourably
¢crioour gconomy. In other words, part of the nultiplier effects
of an increase in investment in foreign countries :ill occur
in our country if that particular country's inports come from
ise But it cannot be assumed that what is lost to us by in-
reased imports will be compensated by a gain in increased ex-
sortee Our loss may be greanter than o r pains or vice versa.
sut when there is freedom of trade the world economy as a
wiole will profit from increased investment., However, the
foreipn trade leskage is & stron; argument against Keynes'
~olicy. This is because the multiplier effects will benefit
Lue countries with favourabls balances of trade which will
.tand to gain more than those with adverse balances. But if
..¢ consider the world economy as a whole, there should be no
difficulties arising from foreign trade leakage.

b) ‘Taxes and Corporate Savinps: The marginal ovro-
ensity to consume out of national incone do;en@s on taxation
and corporation dividend policies. The rroportion of national
iicome collected im taxes wil) determine the volume of the
~ational income that is disposable, i.c., the proportion of
nitional income that is available for ;rivate exienditure.
terefore the size of the mar;inal -ropensity to consune cal-
:zlated in texms of the total national inconme and in terms of
lishcsable income will be different. The forer will.bedlower
t.an the latter. At each stage of the income-gcnerating ”ri;
sess, consumption is reduced by taxatliom. now“ver‘/theiz b
10 doubt that not all income paid in taxes wpgld othir? zabz“
srente (upacialiy if the rates w?re_pragres;;}vg) -b§'1e1):g t‘héy
vony lare part of it will be, if it were disposa

o he o



LiXpayere

" In the calculagion of the saticnal incouu, corpore
lon earnings, distributed auc undistributed, are included.
~iul5t!ibu¥¢d profite are not wvailaile for ccusumpiion ex-
.onditure and represent a factor tendinyg to reduce the pro-
;vnsity to consume out of total nuticnal iucomes llenco, if
o were to deduct tuxes crd wunci. iributed corporste profiia
rorporate savings) from the total saticnal incoms iu order
;;;sc; et the net diapcaable uzcow, vhien the dididervuce beiweon
*~uul ratiowsl income saul nel sloyokaule dncone for consumpe
1 oxpenditure will be quite substantiale iicuco, 40 narw
1l propensity Lo cousuue calculaled ;u ervs of vetal nate
1 income is sunller then in tores of lisposable incomes
Chdes ds becavse the only leakape cous! Jurei w.en Lie Provele
shuy to consume is calculated in terus oi uei disposable il
« is the mavings of indlvidual: oul oy that disposable ine
o0 e  On tha cther liindgy if 1% is caleulated in terss of tow
2. matlional income, Lhe leaussvs cousidered will luclude
o and corporate savings., Any chanies in bthe tay rates and
‘;v;ieaa policics will affect the propensily teo cousuric and
w2 the cise of the mul tiplior of the fnvcrumrﬁt exncnditure
iec.  The lover lle tax ratec auwl Lie greoier the corpor-
dividends, the _reanter will be tue valumc ai disposable
cocome snd hence the yreater the ~arpipal propenaicy 0 ol
come and nence the rultiplier,

‘suiraliuiar Factors

The main purpose of iubllic woris in liorcocien is to

Liurease enployment in the econouy as o whola, xuhwa*éuf e
Caviac and privutc gecltors. 4auy deccooioe G ourivats lrved e

il weuds to peuvralize the bncors vy aed angploynents
cacrating offects of public dlovesiiwile sy incaced lucrease
Co private investuent as & resull 0f dacroascd public iuveste
couie Leads to incr»aby the dicone= did \d'lof«»v~~'ﬁ :eraling
“ets of public invesineuie ACCOILLLL 1w ACiTesy @:u‘Jnﬂ
wwcenent teo invea» depemds on vl ra.e ol lnilerenn ah.wae

car-inal efficiency of capitale Any cuain ia private investe

nent will be the regult of a cha,‘e in eluhar ol tiaese iwo
< .siors or bothe o slull see low bhese WwWo 1al.0Xs @ty e
silected by 1ncr9ased public invesimeat.

LU BN

a) The Rate of Interest: Ii tho :mouetary autiority
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falls to increase the supply of money for trmnsactions, the
rnte of interest will rise as a result of an expanaion;ry
nro-ranme,  When the rete of irterert piren. rrivnte investe
et will be diseonraced.  But if thne ot of rmone: is
incraased to prevent n Aradn on tie ameunt of pana held for
the zpeculative rotdve, *heo t'0 g of ,:'t;,,;"?_,s;;rnr*f';wil'? r‘:ﬂ‘f
vroes  The miply of caer w11) ke incrensed if the ~ovorne
cent borrows from tle bankin: sysiem inLteud of from %
wirlice  Therefore, the rete of irteres! cor bo preventoo
rigdng 37 the renctory svilority exere poc poiicie. viich
ciecourare the bankin: system Lo lernd to tle  cvernsent so
L othere will bo no necepsid %l pubilic,
vidity-prefercvce ir leer oo o mupoly of

. since the wo of thero : the rate of
e pnte of inteyeet - by noce st
we can re-ulatec oneg of ‘he var Sierelore,
2 inererce the supuly ol ronse wien liguiditresrafoe
sae Increnses, thea we ook ceep the rate of ‘uioarernt iore
s leoan I’Stl\bl&; A f?!i\‘:l'ic warks TYGLTae pare b (ffn,‘,‘i‘fll;{j(:!_ﬁg}; and .
oo may result in uncertwnty in the future,  Uuis i ‘

Ak B G *,11 N b A LR e

1

3

o norrey
AL ix]‘ S

Froe

&
i

7
. ¥

cdsuidity=prefercace Lo caticis s ond Gpoe

cilontive sotivese Hence, if the sup,ly of mone s is not ine

cennedy, then the rate of interent will rise. uirthersore,
o e vointed out il the onctary anthorits nust snpear

, in ite determination to Meer tle lon =iors rate of ine
cres?t lov beeause when the baiks lead to tie covernent, they

oo rubleet to the qualification tial the mb: of isterest

=2I1) not rise g *he near tuturee S 17 il il thed g
o of daterest UILL rlee de the Tuture, Dt oould net bie go

o ldngy to purclans poverianeint bonds, Vo s Happons, the

oernnent will have teo borrow froam the poilis, Where ds

iather reason wh the ~overrmionlt mue o Lo public conide

“iace that the rate of lnterest vill peanis e this i ro-

S 724 te the deman? price of < ~aniinl noret, The denant wriece
Cun asset Is Lthe ~um of prospcctive rields ol Lkt aszel over
Coried of tive discounted .l tie pabe of Daloroo . This seens

“he @ifher the rote of intersst,

AT

o Yoser il b the
womnd prdce of a capital asset. Lherelors; if tho Zavestors
ot the rats of faterest in 1ihily to riou o dr wture then
= w111 not be so willin; to nandertate inve

oy
SIYEGD

ne This is becanme inveshncul will 3

rest and the marzinal ciflciency 04 caplial it pal o
st 44 40 another way, when the denond nydan F?ﬁ tﬁa 83?Fl¥
C;,f a G&Pit3l . aé,sa@t are L}"l”{llo STHE WO Lhe dciand
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‘rice of a capital asset is low or whem t te of

i highy the volume of inveastuent wi?i‘b:mlo? h:.:f i.ntgnnt
sigher wie rets of interest Lie suallor tue vélm;f ADVE G L
ente lowever it should Le meniionel tuat tic rute of inter-
<ot ahould rise quite substantiully before it will affect a
1511 in the demand for capital. is iu becauge the iutercat
clnuticdty of the investmeut uc.uedule is ml&t@.ml:; low. As
ccynes hes sald the marginal cfficiency of capital 1s tue
ture important determinant of Lue volume of cuwvustmont,

b) The lisrginal Efficlency of Capital: According
‘¢ the definition of the marginal tf%icionc%iof capital given
v Lhapter 1le it is deteruined by the prospective yislds of
carital assets and thedr supply price. 4 rise in the supply
crice or a fall in the prospective yield will result in a
»all in the value of the marginal efficlency of capital. Wen
way one of these things or both lLappen tue targinal efficieacy
~f capital will fall, If a fall in the uargiunal efficicmcy of
wurital results fres an increase in ,ublic inveatuent, its ex-
~arsionary effects will be neutralized. |

During the trumscition frouw low levels tc higlL lcvels
cL Anvestment some loncruase iu LLe cost ol cupililemasoc i
cuoty inevitably oecurs This cost of production of capital-
~r-etos 48 the supply price, When the supply price riseq the
car;inal efficiency of capital will fall becauss the uarginal
siticiency of capital is the rate of discount wiich equili-
“rates the prospective yields of capital assets to their
“uply price. liemce, if the zurply :rice were to rise, then
tie mate of discount nust be lowur ii order (o equale the pr.os-
ecctive yields to the supply price, assuming that the prospect-
vo yields do not ehange. Thus (iven a rise in the supply prioce
oi capital-aBsets with the prospactive yields coustant, the
;;:;irgm efficiency of capital will fall a.d oo the volune of
investament will fall,

. However, when the ;overnment iucrouses itu axpegxdi—
“ire on publiec works, it is likely that lle proupective y.elds
2{ capital-assets will not remain constant bx}t ray folle Busi-
nosgnen are very seansitive to deficit-financing of the joverne
wxnt and this may create an unfavourable psychological atti-
iude on their part towards the prospective yields of private
investment, Hewever, public investuweut on a auffici&ntgcal&
111 undoubtedly increase the sales of business firms and
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sents that "Their rockets will ultimately overcome ihﬁir‘pra-

/ndicen' even though they continue to (Fuirble that tie brome

cerity which ia enriching ticr is "artificin) "illusory,®
“/ : . . - EEARAE J . &) . us }

nnd “uncound."? " ory,

| 1f'lﬁ?ﬁffﬁcﬂlﬁ'gﬁv@rnmeﬁt wnventment results in

pihlie enterprise encroachins into the territer of private
oﬂ%gryriaa,,fnrther investiment in tliis field may be restricte
cd for fear that profits will be lowered b compctition from
pehlie enterprises. Such an outcome can only be offset by
contrieting public investment to strictly rovernnent activie
t.os like road-building, hompital and melools. In the ecity
of ueorgetown, Pemang, we find Cit. Council bunes conpeting
wolli private buses in the tranaport buniness, and Coungil

sing schemes competing with privats housing. Under free
cicarprise, private invesioent nor-ally excceds nublic ine
vestnents  Since private investment is chiefl relied upon to
{11 the gap between income and consum~tiom at full erploy-
weuty the inducement to private investment should not be weg':-
cned, When there is involuntary unemrlovnent, even *wastoful!
¢ :renditure may enrich the economy if the multiplier is _rect-
¢ than 1, let us surnose that .1 million is paid out to ren
f.r sweeping roads which adds nothing to real income. If tue
c.oltiplier is 34 the totul addition to roney incore is §3
11lione If we subtract the original .1 million thLen tlLe
widition to real incoms is §2 million, {lie criginal 1 umillion
cnet to rond-sweenrers renresents reroly a redistribution of
~icome that already exist. But wien 2/5 of tie §1 million of
«ilcctive demand is spent for consun;tion, it calls forth the
roduction of an equivalent amcunt of real income and output.
e total effect of tle oripinal outlay for a project which
weu not add anything to real incore is to add .2 million to
»cal income and output indirectly. Obviously it is better to
‘nve useful expenditure but if this is politically undesirable,
i:oteful expenditure is botter than nothinge Tius, "Pyranid-
/ilding, eartbquakes, even wars ruy scrve to increase wealth,

e e

L
2

‘1A,Pg Lerner, The Econorics of Control, New York,
“acriillan Company, 1984, p.321.
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~ries which are aloo likely fo he induccd HEN in
“*:uion demande But accordin- le thnex, Laveo in

ories are not very iﬁ»QPt&h* and are thus ox clrmud froui
;lzipliur tlieory. Profeszor Dillard on tho otler Land,
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“oa Las the aceulerator princlple in inde

Tk

v~ }";‘1" #;

Keynes abstracts frow tim: 1n Le
o chenges in investament and changes Lo duced incote ceoeur
“1atively and simultaneously. (But ¢ is is not nceessarily
1 the revorse.) In judpging the rrocticsbilit: of the
i-14c¢y concept, however, cong acrgticﬂ sust e ;ijx the
"L*;;t there are time l1a.0 wilieen S ceodve coendinge and
~dings of incore. Waen there io o tdee La Lutgc?m %ch

HEES ey ] L1 e e . ot } oy
~¢cndingﬂ and resyeny in”ﬁ; Shen LU ool cvan thoel the
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vuil expamsiouary effecls of e public
cecur only some tive after it Lis bech wnde sl no' simule
luicously with it as assumed by Xeines. If uny of Lhe rele=
vant variables, for cxmiple, ile ar inal propensity to corie
cuie were to clan.e, tie cxjuuciomnay jowers of the publie
caopnditure will be altereds And once tlie public spending
cuipes, the income-rensruiing eficcele wiil ruduslly dwindle
cad L{inally disappears "

sy hae Been Proven about [wblic lorisz

o ?

The 'lew eal' in the Tnliel Sioton durise thoe doe
wislon of the 1930's and the develoment of the Avwerican

pomy between 1933 and 1945 seem to be o cood exwnle of
velidity of noynas' ldons. Suring the seriod between 1933
1940 Jeynes' ideus resurding the role of public ssending
crwent an important chaxge, In 14353 be believad in the
crpenrdamdag? process,; i.e., ¢ belloved trat tewcorarr fu-
Cconcses dn ogovernment srendiug would Le suf{ficient to set pri-
cnte enterprise in motione cCnce tuls snppens, governuent ex-
conditure could be witharawn without say relanse on envloy-
ot wnd income. When his Generul Theory wuos urililen in 1,00,
wad Giccarded this idea.

kecovery in the Uadted States in the muring of 1935
Jollowed by & relapse iu tihe latiler half of Uhe year.

Coones atuributed this fo inadequate loan oxoenditare. Ah‘the
Cowodns of 195N e sadd tiat peswoptian of veoovery would
ia;;;l nlnoet entirely on larger loan e peicliturcs, vurdng

2 carly months loan expe.aditure i-srcssed tros about 5400
liion ner month to about 330 million »ox menthe.  Jhe vew
;wnntion‘in recovery nredicted by e nes did result; Lacome,
tmut, and employment increused b adout 1 our an: i the
st balf of 193he The total invroase in naticnal i§seuc

“i7 5 opr & times the oriiinal incrcase in loan exveunditure,
witins a raltiplier of 5 or Ly ?hig Fens tn vrove Lhe
ity of heynest' coucent of the sulizelics

oy

In June 1934, tL. volume of Iuloral creroc
onditure we® fallirs below 30C willion per month.  Leyne
L oted that Lf the level of dnvestugnt vure jerid..od ?9 |
f@ll a0 lbw1&8~thaﬂlevel of 20U williou wver Wugtﬂ,ymﬁ?n ?i the
“pound already gained woolu ve leste O the otner nand, -f
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i@ volume of emorpency svendins wep: iacreased to 4 ile
t(}ﬂ a!‘ aﬂenth‘ ﬂnﬁ “ﬁd%et@d a = "r‘{)dl‘ e .a;ﬂﬂﬂﬁ t’em}‘!ﬁf’ Siiiea
L. increase in busiiess activity will be 3 cor !

: & timaarnors
che i1ncrocace in 8 unéin"’

The sconc ‘¢ expaision bLotwecn Viss oud 1537, despite
coasional relapuso was one »f tio soot ricid o the Yiastory of

‘rican businesu cycles. 1% vas aartdr\d by folrl: larpe=
Ao gevermment loan cuanditoso,  Youn ar, the V@IJMQ of
runent loan expeandituve o wover lirog enou; b to stiaulste
ote invesiment to a lgrra dhhrﬁﬁ‘ & much larger volume of
wi: vxpenditure might Lave indused a sl udificant increase in
coavate inveastments Bat flo wolune of privata irveatnent re-
ciiagd auaoriwally low tiirouchout the 1:50%:z as conpared with
e 102086 Income~-jencrating ex.emlitures were draatically
>u&i£&d by the federal povernment in tie rorinc of 1937,
sl glmultansounly with the decline 42 loan ex onditires,
sre 2ansued: the charpest decline in nconosie activity cver ex-
‘zacod in the United Staten. Althovoh otier faclsars (2on,
the accumulation of lﬁ?s&tax%gd) coitribioted tn thin ﬂvwm-
ity toore ajpenra to bo little dosbt that 1t win amialy
cced by the deeline iIn joverment loan ex-enditure.? The
selon lacted well sito 1950, Sevea or eight mouaths after
lowntura, anolicr lar-e--cale “oferal :";"*ciudin;; U:!"O‘fr(ilflﬂﬁ
seun and Lace aalo ccontwie contittong Iivroved, &
Lo, recovers was underwar by Jure, Voo, ad contiiozid, with
~Lnor relapoe in 1:3J, on inte t.c deifense o riod.

FUN.) ccm:(mi!.a'lcc of ancresses o0 ot exocerlitare
CLoancreases in cconcide aetivite da bho Acorinan cocsnny be-
e 1935 and 1940 sceans to be more S gnincidsntnle Lie

r,us, it seems to varify tie theory ol thg uuiiiﬁlier and the
Coovnsionary powers of ynblic locn erionditures s R s thought
Core vas verification uf win o oown toeosdior abont J.Q&?s ex v rdli-
e aund tue multiplier.  Jhe fadlure of ;riVnie’i§Vustmcnt e
ite 1920%'s level sconmed to nsuvoeut that nublie shendings

s B s

T - e B

Qﬂew Yorl: Tines, Junc 10, 1937, w.18, Q. by Dillard,
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Lo discourajge jrivate inveoieibi. Lo Sllure to

teve full employren. susrests Lin andeqgiacies of (e loan
TSy ' .an the Lieory of loai sxaenditure and
e rmltipliere The war opo vrace Lo Lo rariy Teeits da-
wolrated that soverament x:enditire on a sufficiently larpre
cole can brimg tue ecouomy un;itly to o poant ol full émgloy«
AR I rulloulnb Increaoos in o« “Crnmert cooendd ire on oa
crpe vealey Inflation replaced unenilortont @ the Lhpeat to
cnonic stability.

~ The expericnce in Lthe Unilted Utales otuvecs 1933 and
carly 1940%g ceens tw'S"fgfﬁi LVLI&l cene L Swlii re=
S t,:;}';’:eynes;‘,;‘z;éa;-ia:z;. It (1) revudiates the - wip=prining
7:,c:nt (1) verifics the :ulily 1de - eccicent; (14i) indi-
tou .;at & very  ruont volune of loan < adilure 4o required
bring about full crflostgnt ‘n a sodern tadustrial ecounomy,
(iv, demonstrates that -wblic ; a lurge scale
11 raise income and out at raciig '
011 em;loynent.

e
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CHAPTIR ¥
FISCAL POLICY A5 AN ANTI-INPLA 7TONARY VEASURE

In the last two chapters we have ?incunsed fiscal
cuidey as suggested in the General Theory in connecti.onm 'rith
Zorcres:ioms This has been Keynes' most laportant contpibut-
ton to fiseal policy. Keynen! nssumptions wore that thome
ore various levels of equilibria which are likely tu occ:uy
“t less~-than-full-enployment. But since stability of the
value of money has been one of the roals of seynes' analyti-
2zl and programmatic skills, he Las also made inportant cone
tributions to the analysis of a situation of full employment.
wen the level of full employuent is reached, and 1ONG Yy =1ine
sade continues to increase, demand will also increase. But
©! full employment, cutput cannot be further increased, —iven
t.c level of technology and the resources. When consumption
1tput is not forthecoming to mcet the increase in demand,

. rices of goods will rise; inflation sets in, Inflation

1028 not &ffect everyone in the same way and in the same de-
rcee The effects are different on people «nd different
classes. As a general rule, those viouc iucones are fixed

“¢ unfavourably effected by iuflation, for asxanple, creditors
~ud landlorda. Those who owe flxed suns or tliove whoce iu-
sutics are flexible benefii, ¢..., debtors and cnirepreneurs.
‘1t entrepreneurs benefit more tha:u dedtors., Influiion re-
Sintributes real lucome without repard to couity.

Inflation sets in when output cecases to be respon-
ive $o increases in effective demand and as a result prices
~1y and not output increases. In other words, noney-income
“witinues to increase whereas real incomue censes to do so. The
rise in amonsy-income swells the loanable fund and thus lowers
tw rate of interest. Ihis incrvases the inducenent to‘lnvest
‘il ds alroady adequatc to sustain full omplovment. —Faiows
‘7 the multiplier comcept, the increase in inveatmant 7
i-duce an imcrease in money-income wiich is  reater than the
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vriginal increase iu investment. Since HOleY=1inCome il
creases while real inecome renains unchanged, it results in

inflations In other words, ;rices rise wiile employment and
cutout remain ¢0mmt. | proyme

daflation exiets when the volume of investment is
iore than sufficlent to fill the .ap between income and con=
gunption corresponding to full emplojyment at existing prices.
ispregate effective demand exceeds agyre;ate income expressed
.n current prices. Hence, Y = C+I and I = S comes about
tirouch an inerease in prices, money-income, and money-savings
antil moneyw-savings and the total amount of investment, also
cxpressed in terme of a new level of prices are equal. The
excess of a;  regate effective demand over income at full em-
~loyment expressed in current prices measures the inflationary
soiential or inflationary gap. I this gap is not removed,
awctual inflation sets in, ‘

Measures to suppress an inflationary gap involves a
reduction of agiregate effective demand below its potential
icvel. This can be brought about by reducing either the pro-
sonsity to comsume or the inducement to invest or both. 4And
since povermment expenditure constitutes part of a;pregate
.ifective demand, the inflationary gap can be reduced if the
~overnment cuts its expenditure.

S

vousum?ticn
The propensity to consume can be lowered by (a) in-

sreased taxation, and (b) voluntary saving, and (¢) eompulsory
caving e

a) Increased taxation can reduce the propensity to
consume. During @ de ression, we have seen that progressive
taxation is preferable to indirect taxation (unless th? indi-
rect taxation is very selective, e.ge, to discourage tie con-
susption of certain commodities which are goclially undesirable).
Lut during an inflation, indirect taxation on cormodities or
re-reassive taxation is more desirable. Tuis is because commoi«
it; taxes will be more aifecti?eria redgcing consumptiog. This
is due to the faet that they fall most hLeavily on the lower
income groups and since it is the margioal propensitydtaicqua
suze of the lower income groups which is high, it 1s desira
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to suppress their potential cxperditure on consumption, If
sro_ressive taxation is used, it will fall rost heavily on

tiie high r‘igcemfnjgmuys.‘ But since the propensity to conzume

of high income groups are low, a reduction in their money-
income will not reduce consumytion very aubstantially; con=
cumption will &till be potentially high and inflation can still
ol dne Ancther,point is that while the rich consume more than
tie poor im relation to their number, the rich do not consume
cnough in the aggre ate, Ilereforec, it is better to reduce the
corgunption of the lower income jroups becnuee their consunp-
tlon in the agrregate is more than that of the hisher income
roupse  Since indireot taxation or comodity taxes ere nmore
«ffective thun prosressive taxation in achieving this aim, the
foraer 18 preferable to the latter during an inflation.

b) Voluntary sav can be relied upon to reduce the
volume of comsumption ~xpenditure. JSavings is, afterull, ab-
stention from Cliw.jiivue The only fault of veoluntary saving
«5 a measure against inflation is its inadequacy. We have seen
carlier that the lower income groups consume more in the ag re=-
~ate than the higher income groupce On the other hand, it is
" .ope in the higher income groups who are likely to save volun=
toarily. The marginal -ropensity to save among tlie lower in-
covie groups is low. In view of this, savings is not likely ‘o
ze pufficient to reduce consumer demand to equality with the
2oount of consumer poods available in terus of pre-inflationary
“rices. No matter how much the rich savi, nor how ruch tley
arc taxed, 1t will not suffice to reduce the & ending of tlhe
~oor out of their enhanced income.

c)‘ycompnlaorzvaaviag can be used to 12iiforce vo-
lontary saving whenm the latter is not adequate to reduce cou-
‘urer demand to the desired lovel. When compulsory saving is
in operntion, a reduction will be made from current wa cs aud
‘nlapies and credited to savings account which would renain
"locked for the duration of the inflation. The lowest incoue
~roups would be exempted from savings reductions; this iawte
cnable them to live quite comfortably. Interest could be paid
in the savings compulsorily held., At the apprgpriate.tima
«fter the inflation, the savings accounts would bf‘?nplockad
ind become available for spending. Ihe cosl yrop: . -ous ﬁm
for unbloeking this purchasing power would Lo when ef{eck ve
denand is deficient and there is a threat of impending
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depressions The compulsory saving plan is consistent with &
maximum freedom of choice on the ,art of the concumers on de-
ciding what to consume. After deduction for saving has been
irade from his wopes, the wage-earicr would be free to choose
o1 ?hat to 8end .us income (nuking allowince for taxes if
anyjs T '

Investment

7 ;Intsstmsnt can be divided iuto 3 cétegnriés; (a)
wrivate capital, (b) eiports cmd (c¢) governueant expenditure
or public investment. T S «

a) Private capital foruaiion: 'The inducement to ii=
vest i determined by the rute of interest dul the mar;inal
efficiency of capital, We have seen earlier that during an ine
flation, interect rates tend to fall because of an lncrease in
the losnable fund. This would meam that the inducement to in-
vest will be ;reat assuming that the sarginal efficlency of
capital is constant. Tuerefore, a rise in the marginal effi-
cienecy of capital will aggravate the situation. Aud during an
inflation the mar -imal efficiency of capital is likely to be
r:latively high because the demand for consunptioa output will
70 reat. Hence the povernment must take positive action to
raise the rate of interest because the marginal cfficiency of
capital is beyond the control of the government. The way to
reise the rate of interest is to reduce the ioanable. fund which
in fact means the reduction of the sup;ly of money. ‘There are
a number of ways & government can reduce the suwply of muney.
Firstly, it ccn reduce the suuply of moner by taxation. In-
creased taxation will leave & smaller jrovortion of income for
disposal by vnrivate individuals, This would in effect mean
that the volume of circulatiug uouney is decreaced. This would
varticularly be so if the government spends less than what ?t
taxes. When the supply of dispoeable income lalls, it is.llke-
ly that the rate of interest will riues But the supply will
Lave to be reduced rather drustically Secauce liquidity’pré~
ference is likely to be relatively low during au inflati?n.
iis is because money hcld under the speculative notive is like~
1y to be small in proportion to the total held. Peoyle‘prefer
to hold real assets instead of rioney. Even autiques which are
not in very preat demand under normal coudition:, c:.cept to
antique collectors, are preferable to money during an inflntion.
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When prices riaq stevrly and repidly, psople wil ex;ect them
to continue risin, and sc causing a fall in the value of mone
eye Sinca to hold money is to risk loas, the & reculative mo=
tive as well as the vrecautionary rotive vanish altojether;
reorle would held goodn instead of mcney. Liquidity prefer-
coce is tlerefore very low. The transaction notive is likely
to survive longer. Altrough it is risky and not wime to ume
noney as a store of value, it c.n bho nred as a nedium of ex~
~hanie. However, the amonnt of nonay held under the trancaat-
ton rotive ia lilrely to increase much less than tle incroase in
incomnes Those who are daily »aid or weekly raid spend their
money immediately tley receive them. lience, cven the demand
for money to satisfy the transactions motive falls off sharply.

liquidity vreference remresenits the derand side for
moneye And whean liquidity preference falls, surply wili have
to be curtailed in order to keep the nrice use If the supply
of rnioney can be sufficlently decrcaused, then ihe rate of in-
terest can be hishe. Therefore, unles: there is a sharp rever-
sal of monetary »nolicy to decreane the supply of noney and li-
nuidity preference iz increased, considerably the inflation
will continue and will certainly ;et worse.

Kevnes assumed that tle only substitute for !iolding
money is olding bonds., Is it then nossaible for the govern-
“1ent to drain tihe suioly of money in circulation and ‘freeze!
it » selling bonds to the  ublic? The answer is 1ot likely.
T™is is because during and inflation bonds are just as usecleos
28 noney, although under nornal coulitiona thnev are a closeo
mubatitute for monev. Bonda bear interest fixed in money, and
nince they are only redeemable in monoyv, bonds and money Dbe-
some equally valueless.

b) Exvorts: Any exces: of exports over imports can
he rearded as a form of investment. Iiet exports are product-
ion in excess of ourrcui consumntion widch is the cosence of
investment. FEx-orts crecate e¢:nloyment and incone at home-
iowever, the removal of pgoods from the domestic econony leaves
less to buy and croatea shortajes which, taken in conjunction
with the fact that only wongy-inconme increases wille real in-
cove renains constant, tends to driye up srices at loie.  Laere-
fore if exports can be reduced it will iu“rwusggthcyzmgxnt of
gungunstion cutmut that is available at nosne. and if Luvorts
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can be increased, the demand for consumer moods can further
ve ﬂet, In nther words, an unfaveurable halance of tride
#dokt helv to cure an inflationm.

c) Governnant ex .. dilure conctitutes a art of
reate elfective demandg. ‘*r-“fx:;m if overanent expendd-
LR o re czyrtailn Dy it would redace n*endiw This would be

claskr efCeoctive 1€ the suverirent vers %o vrend losn
LEG e i:?i u“ o furplus mdyets ghoald be the

A€ YO
= the daye This i=m sartn,v*s.l rlv zo heensune one of the
ie}s for inflation is to incr e L
ACAN more revammy,  And
o onblie ex enditure in ,‘é.‘?;\{‘i';in;;\! :’m
sienlus of revesue oyer o andi ture,
skt about wn this wmr (1.5, b w“:“r“*,*” in :
nrd inerense in taxation), 8 (m'iir'“ can he drags tﬂmt.hv
cuvy ot ent in nublie ~znenditure will decriase mralie gpend-
and the ilnerease “n tacation; hy rodusines the volupe of
— os3able income will reduse rrivate s-endin-, Whon goondine
snocut the inflationary 0o will be aarrowed:  in otler worde,
wereoate effective demend will fall to +tle level) where it i
sl to, or very nearly erual to, ontput.

oTANIIS Ld Lo m::

:;:j‘

vhen we decrease inveatment, there will he a decrvne
L incene several tires the al-e of the ori-diral decrcase in
cirestmonte  This 1= boosuse of the rmaltinlier concort, Just
ar nrn iAnerease in investment will induce incone to in Cronse
%a:f saveral times the oripinal incrcace o Investivent; o de-
creoase in Znveostrent will wesnult in o decrernse in i;,a,f,mz
cvernl tines the mize of the ori~inrl lecrease in divvestront.
for exanmrle, if the invermtuent rmiti-lier is 5, then if e de-
cresnse investment by 1 ~illion, then ‘ncome will dacrence b
4+ millior, Howevrexr, in :1(**'?‘1 life, the size of t}‘v i~
~iicr is only about - or 3 sc that ccnsirinm?f:lc deercannsa
irventnent is needed to reduoe income sufficientl+ to c1i
thie inflationary puce The severity of the +-;,.‘: S.boel? serits
srnient incervention ruther then a laissev-fnirs onldcen
cing an inflation., In fact, povernment -ntorvern tinm ohonlad
voleoned in the intorest of econonic stabilis
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CHAPTHR VI
IMPLICATIONS PO SCONCHIT DRVILOPIGHT PGLLIGIES

This chapter is meaﬂt as 2 conelimion, At the pre-

¢ tice when tlhie interuct of woonomists hwa swans $o eccunocic
asviaaeprent, it ds assropriate for as to evaclude tie exercice
“ati a ehapter ok he Lnplications of the lernesian analrsi
antions for ecanmuic doveloument saliciess
cartly due o the influence of Heyaes through Alvin
waneen's coatribution to the theory of steadr prowthe. Keyuest
n;ulﬂsia has little direct bearing cn the underduvelaped
couantriens 1t was an asalysis of an advauced industrial coin-
trye with hishly develosad financial institutions and a sophis-
tizated business class. The unemplovment that conceracd Keynes
Laws accompanied by unuer-utilisation of exicting productive
cainacity. It was a result of a drop in effeciive denand. On
the other hand, the unen:loymsnt of underdeveloped countries
arigses Lecause productive capacitv and effective denmand never
.uave been great enough. Nevertheless, in an indirect manner,
t.¢ revynealan analysis has a reat deal to teach. If we con-
ceive an underdeveloped ecconomy as an eccuomy which is in a
stationary state of "undordevelorment equilibrium', then the
situation is somewuat analogous to the "umderem: loynent enuili-
sriun®™ of the keynesian analys ig.” Therefore, it is ossivle
fcr us to analyse underdevelopment in terns of the Geueral
ileo to a certaiin exten® and tc formulate our volicies for
“onomic deyelopment according to the analysic. Ulie ainm of all
ﬂ velopmant policies is, afterall, to increcase tlu wocial wel-
fiiic or its criterion, the nutional income wnd Keyneus'! re-

wendations for increassd jovernment Pmrtiwléﬂtlcﬂ ilg after-
“LL to steer the cconomy onto the '"ro:d to presuerity'.

L]
iR

F o

There is however, oune inportant ypoint €0 bear in

1See R. Nurkse, Problems of Capital angation in tndor-
xveloped Countries, Uxford, Busil dlackwell, 1950, chelyp.10.
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ainde  In Keynes' analyasis, 1t ia - oaelple for wagh . ANVeOte
cant and- consunmption (o Lacreaae bl Lo obw Llte duhiggya de=
prassioms But in ai underdevelopad egonomy, it is not pomsible
to increase botlh iavestuent ani cousumpiion ue the same time
becauns produciive cap .cily is Lowe But tie ueneral iLeocr
su  ests that 1t is posiible to 1ncivase Lo VO LGS OF LOVE:H e
meat without reducing the volume of conswaption, Ihin is cone
traxry to the claa.icai viev thal iLavesinuat camnnot increase
i1 consumption does nol docrvave, Me posssbiiiity for investss
‘wal Lo increase wiliout a decreuse in connumpiion arisas
fror neynect concepl ol thw duvesiuwent sulilvlier and its ofe
ivet ou public loanu expenditurce Howevery tlds vewy fact
GG PIOLAeS JOr Luues Wao are planaing ior ecouotiic devoe

saonty hew can Jnflation be evoided when Louby=inGoric e
ag and conge

i

otlon outiut remsing cousiast for some | iceld

Ihe ansldyeds of Keines »ows tiat bhe sovermient
porenng ito dnvoounent by loan exceaditures Investoent
¥ .ced by thic ricthod doos notl decrease consunptione osut
vewldle invesluent usually arc not jroductive ol vuliiwicr Oule
rut directlye For examuple, roads, hospiltuls, sciools, cluce
crical dnstnliaticiBy etcey are fiore Zn ke aoture of inirae
sumeture or soclal overhead of ol cculvi)ye  alicar lipore
tanes is nol dn dircctly producing concuser jvodse Liigy are
Loportant because ihey indiiectly hwlp 1in ithe produceici. oi
Cunbabier optudBe  For exivipley when a overnnment builds @
loriemscale hrdraslic nower stalion, the =ain interion is w
pugyly 3 chear souvrce ol wiergy for indusiyicse I cuvrie,
CulLun e Ay conpuwias i part of e output el tie utatione Ll
Ve cieats of thig Lype will help cousurere only in oo tar as
shadng things chea er Ly reducing the costs ol Jrodiiclavie
S Yerlye @ rallwey dio mot owily e el L6 vhncy dur Weasport
CO woerlsy it ds more Loportant &6 w0 redls Ol LXaciopost Lor
corcodities, sdurtlernore, wien invesuenatl oi LLls .wouure ore
crdortakeng Loey take « doup ime fo ear arulle CROIHLAT
inoore would have iucressed, aiot e detabia 0 Lhiese eioldoyoed
suck projects ounld nave inoercasede  LHLEDS LHELT desias
con be rety dnflation will vetl ilie Ul COLIS&T all ;giiaf;;nwgah
be avoiued by tol undertikirn: any lnvesivent at‘alla putl 11
the sovernment decides to iucrease investmeut wiich are indis-
tonsable for rowthy tueu lhe pight ameunt of aus
Cepitalesaving invesluicnt will lLave to v allocgh
consumption ;cods industirier. In other words, b
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-1lance betwsen investment in the infrestructure and inveat-
@Bt in the consumer goods industries if there is to be sta-
bility and growth. If investment in the consumer goods in-
dustries cammot be afforded as yet, some measures will hawe
to be takea to prevent an inflation, until the time whenm it
is poseible to increase consumptiom output, One of the vays
ils to make use of fisecrl policy. The government can increase
ite tax rates and make them regressive. Ihis will cut down
demand and is likely to inerease --vings (taxes are forced =
savings). When the income of these in the lower income rroups
increases, it is likely that they will spend a larger pro-
portion of it on consumption than those in the higher income
sroups. Therefore any savings will probably be done by those
in the higher income groups. Regressive taxation will leave
a large disposable income in the higher inceme groups and it
ie more likely that these in t..ese proupas will save part of
their disposable income.

Although the government can finance its investment by
loan expenditure, savings 48 5till important. When savings in
underdeveloped countries increases, then its governmemt does
not have to depend so much on foreirn loans, A4nd savings is
tliat propertion of income that would not dbe used for consump-
tion anyway because consumption output is insufficieat, there
wouldbe mno fall in demand., Of course if those who save want
to inveat their savings in consimer goods industriee, then the
rovernment should make use of lnan expenditure and not the
saving of the individuals., But if those who save do not intend
to invest their savings, then the governmment will be naking
use of idle money when it borrows from the individuals in the
country to finance its investment.

Ancther point is that when the government undertakes
public projects it will be creating employment onwnortunities
for those who are unemployed. But if such investaents are
carried too frnr, the labour supply may have to be drawm from
agriculture. And although there is overpopulation in apricul-
ture in most of the underdeveloped countries, the nature of
agriculture is ruch that is needs a larpge labour force, care-
cially during harvest. Therefore unless tlie rovernment can
introdice some labour-saving nethods in arriculture, a; ricul-
turel output will drop instead of increase when rart of tle
labour forve is withdrawn.
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| Lacihﬂr‘iﬁportant sodnt bo cesr an oiind s thnt
there must be repeated lncrvanscs ‘at iuveuswscus if  ruwth de
to be achieved., In other words, a cingle increuse iu investe
ezt will not raise the economyg Lo 2 iigh level of develop-
aenty  Of cuurse when ticre in an increase in invesirent,
thore will be some rovith; but 4f the level of investrent go-
wdne stagnant willout any furtiher incrennes, Iarther econorie
srowtl will not take place, Ou e oiley hana, 41 Lhero are
snorennes in dnvectrent there will be further crowthe In othorx
Hovisy the econony will 'row in n atep~like manner, Profes.or
e Myint?s fraciet' ericet o Srowtl 1n raslosous Lo thudse

“he avplicacious ol aeynest Lauerii stenry S work
snounderdeveloped tecnerny Lecause Lae Lasde paticrnus of
ccenomic behavior of people in underduveloped countries e
raclly noi very nuch diffcerent irur those of people in the wests
torn worddes Western econculc theories can ve applicd o undere
ioveloped countries, and &0 doos itre veneral liicorye aftorall,
“eeetlie Keyneaian Hovoelution® was not bused on totally now
supumptions regnidin, econonic behavior or culture put.srusg
Lo Limply selected o new myster of strategic variavles, «nd
rdlented relations lotween them quite difierent fror what had
cnoprevionsly acceplely  dhis idnd of revolellion ir ecoronde
cheupht 1o requlred &y a husir for policies to develor underw
Soveloped countriese Thora only need Le sore uli Lt redie
i cavicns when we apply Kevnes' analveis to underdeviloped

conc.less itie General Wheorv particularly Llirows new li it
s tha problers of ¢y “licu luetuations ang 8&{;;0&@1(2;;3 ifor
Jredyr solutione It usLifi«a Joverncent iiterventacen in ccono-
o oactivitier in so trest Lo the clioried uvylrine of laisces-
“adires It shows Ll . 1n 5 rrivite-enterorite CCOLCLY avcisions
to dnvest are tasch iu the lijhr i prousective prolites.  ros-
cetive profity zre ;cyrgu*a& not increroed oy Lirlfly oiilivie

i

wils whose propensliy Lo consune i- lowe iurif. 1w culy holpe

vl Lo ca&y .unl formation wien tic inducescnt Lo invesy 1o

SLTON . hhﬂn,ine inducercnt to invest 1o weak, Larddv ondy
4rn%a§em v o0 tnatione  When Ll Digpdaty ;uvc;;gxzii ititore=

coitdon do neccosarye Kuymes?® 1nilucnoe La CConuidl sovelope
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ment 1s felt indirectly only tﬁrough‘éther cconomists., For
tlids reacon tho Geueral Theory has remaiancd in the sackgrouad

wien oconomic dovolopment is coucerned. bBut we should not
undorestinmate its influence uiid validity to roilens of
Juvelopment.
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