
Chapter 1: Introduction to 

Macro economics





What are the main economic 

activities?

Production

Consumption

Distribution

Exchange 



What is 

economy

• Entire network or a system of all 

economic activities like production, 

distribution, exchange and 

consumption of goods and services  

in a particular geographical area.

• e.g.

• Village economy

• City economy

• Nation’s Economy

• International Economy



Basic/central problems of  economics



Reasons 

behind 

economic 

problems

• Human wants are unlimited

• Resources are scarce or 

limited

• Alternative use of resources



Factors of 

production

• Land

• Labour

• Capital

• Entrepreneurship

Income received 

by Factors

• Rent

• Wages

• Interest

• Profit



Circular flow of 

economics

The mutual 

dependence 

between two sectors 

of the economy i.e.  

Consumers and firms.



5 sector Circular flow of 

economics 

• The mutual 

dependence between 

different sectors of the 

economy like 

consumers, firms, 

government, bank and 
international market



Difference between Micro economics 

and macro economics







Macro economics
Definition: Macroeconomics is the branch of 

economics that studies the behavior and 

performance of an economy as a whole. It focuses 

on the aggregate changes in the economy such as 

unemployment, growth rate, gross domestic 

product and inflation.

Description: Macroeconomics analyzes all 

aggregate indicators and the microeconomic 

factors that influence the economy. Government 

and corporations use macroeconomic models to 

help in formulating of economic policies and 

strategies.



Scope of Macro economics







Scope and Importance of 

Macroeconomics: Macroeconomics is a 

vital field of study for 

the economists, 
government, financial 

bodies and 

researchers to analyze 

the general national 

issues and economic 

well-being of a 

country.

Macroeconomics 

widely cover two 
major fundamentals 

which are further sub-

parted into multiple 

topics, as explained in 
diagram



Macro economics 

theories
 Economic Growth and Development: The status of a 

country’s economy can be evaluated in terms of the per 

capita real income, as studied under macroeconomics.

 Theory of National Income: It covers the various topics 

related to the evaluation of national income, including 

the income, expenditure and budgeting.

 Theory of Money: Macroeconomics analyzes the functions 

of the reserve bank in the economy, the inflow and 

outflow of money, along with its impact on the 

employment level.

 Theory of International Trade: It is a field of study that 

enlightens upon the export and import of goods or 

services. In brief, it determines the impact of cross-border 

trade and duty charged, on the economy.

 Theory of Employment: This stream of macroeconomics 

helps to figures out the level of unemployment and 

prevailing employment conditions in the country. Also, to 

know how it affects the supply, demand, savings, 

consumption, expenditure behaviour.

 Theory of General Price Level: The most important of all is 

the analysis of product pricing and how these price levels 

fluctuate because of inflation or deflation.

Macroeconomics Policies

The government and the reserve bank 

functions together while determining the 

macroeconomic policies, for the nation’s 

welfare and development.

The two segments of this section are as 

follows:

 Fiscal Policy: As we know, fiscal policy is 

a means of meeting the deficit of 

income over the expenditure; it is a 

form of budgetary decision under 

macroeconomics.

 Monetary Policy: Monetary policy is 
framed by the reserve bank in 

collaboration with the government. 

These policies are the measures taken 

to maintain economic stability and 

growth in the country by regulating the 

various interest rates.

https://theinvestorsbook.com/demand-in-economics.html


Importance of Macroeconomics

Why do we need to 

dig into 

macroeconomics?

The answer is 

macroeconomics is a 

vital concept that 

considers the whole 

nation and works for 

the welfare of the 

economy.



 Trade Cycle Analysis

It is beneficial for timing the economic fluctuations to avoid or be prepared for any financial crises 
or adverse situations.

 Economic Policies Formulation

Framing of the monetary and fiscal policies majorly depends upon the study of prevailing 
macroeconomic conditions in the country.

 Downsizes the Effect of Inflation and Deflation

Macroeconomics also helps the government and the financial bodies to be prepared for the 
situations of economic instability.

 Facilitates Material Welfare

This stream of economics gives a broader perspective of social or national issues. Therefore, the 
ones who look forward to contributing to the welfare of society needs to study macroeconomics.

 Regulates Economic System

It ensures or keeps a check over the proper functioning of the country’s economy and actual 
position.

 Resolves Economic Issues

The analysis of macroeconomics theories and issues helps the economists and the government to 
figure out the causes and possible solutions of such macro-level problems.

 Economic Development

Dealing with different economic conditions by making use of macroeconomics research, opens 
up the way towards the country’s growth.

https://theinvestorsbook.com/monetary-policy-vs-fiscal-policy.html


Issues Related to Macroeconomics



Issues Related to Government Policies
The business operations often lead to social costs such as pollution, soil 
erosion, depletion of natural resources, endangering wildlife, etc.
To control this social cost, the government frames specific policies and 
regulations which act as a hurdle for business organizations.
Issues Related to Macroeconomic Trends in the Economy
The economic conditions of a country exceedingly influence the operations of 
any organization.
Various economic trends or factors affecting the business are Gross Domestic 
Product (GDP), employment conditions, investment opportunities, banking, 
pricing policies, etc.
Issues Related to Foreign Trade
Many organizations trade (i.e. either export or imports goods from other 
countries) in international markets. They are sensitive to the fluctuations in 
the economy of other countries, exchange rates, prices, etc.
Such changes may even influence the economic conditions of the country, 
ultimately affecting the business organizations.



Limitations of Macroeconomics



Limitations of Macro economics
 Considers Aggregates as Homogenous: The individual data may not be similar in structure or 

composition. Thus, when such single figures are compiled to get an aggregate value, it may not 

seem to be that useful.

 Misleading: The extensive application of the macroeconomics measures seems to be irrelevant 

when aimed at 100% results.

 Fallacy of Deductive Inferences: Macroeconomics function on aggregate values. But, the 
interpretation of the individual activities may not be the same as compared to the conclusion 

drawn on a mass level. 

 Conceptual and Statistical Complexities: When the individual data have different units, its 

aggregation becomes arduous and holds no significance.

 Unnecessary Aggregate Variables: When the individual elements need to be examined 

separately, the aggregate values cannot be used for the purpose.

 Neglects Individual Consumers: The concept of macroeconomics overlooks the importance of 
the individual unit or consumer since the fundamental is to make use of the aggregates.

 Too Much Generalization: The conclusion derived from the aggregation of the data, is generally 

taken to be true for all the individuals.



Conclusion

Macroeconomics is the basis of various economic 

reforms and the national decision model in a 

country.

However, the policies framed under this concept 

usually have a dual impact, i.e., on the society as a 

whole and individual citizens.

Therefore, it requires a highly analytical, logical and 

extraordinary approach while reaching to such 

interferences.



Some basic concepts to understand 

which can be useful in writing for the 

questions in exam



Role of Government in economy

 Full Employment: Most of the citizen of the nation have 

jobs

 Low Inflation: Prices are not going up too quickly

 Economic growth: we are making more goods and 

services and not less

All this three role of government is measured by different 

indicators

Employment Level

Inflation rate 

GDP and National Income



Indicators to check on economy

All this three role of government is measured by different economic indicators

Employment Level

 Inflation rate 

GDP

National Income

 Interest rate

Per capita Income

Foreign exchange reserve



What are the leakages and injections 

in the economy
 In the five sector model, there are leakages and injections

• Leakage means withdrawal from the flow. When households and firms save part of 

their incomes it constitutes leakage. They may be in form of savings, tax payments, 

and imports. Leakages reduce the flow of income.

• Injection means introduction of income into the flow. When households and firms 

borrow savings, they constitute injections. Injections increase the flow of income. 

Injections can take the forms of investment, government spending and exports. As 

long as leakages are equal to injections, the circular flow of income continues 

indefinitely. Financial institutions or capital market play the role of intermediaries. This 

means that income individuals receive from businesses and the goods and services 

that are sold to them do not count as injections or leakages, as no new money is 

being introduced to the flow and no money is being taken out of the flow.

https://en.wikipedia.org/wiki/Imports
https://en.wikipedia.org/wiki/Exports


In the financial sector

In terms of the circular flow of income model, the leakage that financial institutions 

provide in the economy is the option for households to save their money. This is a 

leakage because the saved money can not be spent in the economy and thus is an 

idle asset that means not all output will be purchased. The injection that the financial 

sector provides into the economy is investment (I) into the business/firms sector. An 

example of a group in the finance sector includes banks 

or financial institutions.

In the government sector

The leakage that the Government sector provides is through the collection of 

revenue through Taxes (T) that is provided by households and firms to the 

government. This is a leakage because it is a leakage out of the current income thus 

reducing the expenditure on current goods and services. The injection provided by 

the government sector is Government spending (G) that provides collective services 

and welfare payments to the community. An example of a tax collected by the 

government as a leakage is income tax and an injection into the economy can be 

when the government redistributes this income in the form of welfare payments, that 

is a form of government spending back into the economy.

https://en.wikipedia.org/wiki/Income_tax
https://en.wikipedia.org/wiki/Social_security


In the overseas sector

The main leakage from this sector are imports (M), which represent spending 

by residents into the rest of the world. The main injection provided by this 

sector is the exports of goods and services which generate income for the 

exporters from overseas residents. An example of the use of the overseas 

sector is india exporting wool to USA, USA pays the exporter of the wool (the 

farmer) therefore more money enters the economy thus making it an 

injection. Another example is USA processing the wool into items such as 

coats and jackets and india importing the product by paying the USA 

exporter; since the money paying for the coat and jackets leaves the 

economy it is a leakage.





National Income

NNP fc

Net National product @ Factor cost
NATIONAL 

INCOME NNPfc

CHAPTER 2 



Why to know about National Income?



It should be noted that national income is not the sum of 
all incomes earned by all citizens, but only those incomes 
which is earned due to participation in the production 
process.



 Individuals participate in the production process by supplying factors of production which they 
possess.

 There are four factors of production: natural resources or land; human resources or labour; 
produced means of production or capital; and entrepreneurs or organization.

 The payment for the use of land is called rent. Payment for the use of labour is known as wages
and payment for the use of capital is known as interest. The factors of production — land, labour 
and capital are primary factors of production and their contractual payments are called factor 
incomes. The surplus—what is left after the payment of these primary factors — is called the profit.
This residual income is paid to the organizer of production as profit.

 Thus, income for the participation in the production process may take four forms: rent, wages, 
interest and profit. By national income we mean the sum-total of all rent, wages, interest and profit 
earned in the production process during a given period by all the citizens, which is known as the 
factor payments total.

Explanation notes on National Income



 From this definition of national income, we exclude two types of personal income. The first is 
transfer payments and the second is capital gains. When a citizen receives a certain sum of money 
without participating in the production process it is called transfer payments. For example, the 
unemployment benefit, income of a beggar, scholarship, pension etc. are personal incomes but not 
national income because they provide no services against their receipts.

 Again, when we sell out assets which has appreciated in value, and realise a gain it is known as 
capital gain which is excluded from the calculation of national income because it renders no 
productive service for reaping this gain.



Features of National Income

 In a very simple term, National income is total amount of money earned within a country. 

 It is Aggregate economic performance of the country. Or aggregate money value of all goods and services produced in a 
country during one year.

 It is the money income earned within the geographical territory of India by each and every individual of India during a 
particular year time. 

 It is a flow, and not a stock. For e.g. if laptop manufactured in the year 2019 but not sold in this year can not be included
in this years national income

• NI is always expressed with reference to a time interval say per year. 

• It is the total of factor income i.e. wages, interest, rent, profit, received by 
factors of production i.e. labour, capital, land and entrepreneurship of a 
nation.

• It is a reward of a productive services of the country’s residents for their 
factors of production





Importance of 

National 

Income

 Shows aggregate production of the country

 It’s a best indicator to compare one economy to another.

 NI data shows the comparative contribution of the various sector in the national income. We 

Can know which sector needs improvement with National income data

 It’s a sign of growing economic progress

 Gives idea of lifestyle of people of that particular economy have

 Shows volume of consumption, saving and investment in economy

 To formulate the economic policy of government

Importance of National Income  OR

Need to Understand National Income



 SECTORS OF INDIAN ECONOMY

1) Primary Sector: Agriculture, Mining, fishing, natural vegetation, fishing etc.

2) Secondary sector: manufacturing, semi finished producer etc.

3) Tertiary sector/Service sector: Financial services, telecommunication, 

transportation, logistic, education, any kind of services

To explain point 3 of importance of National income , we should know sectors of 

economy



National 

Income of 

India 

 2019-20 NNPfc was 181.10 lakh crore

 2018-19 it was 168.37 Lakh crore

 The Central Statistical Organisation (CSO) which has the responsibility 

of preparing national income estimates has divided the economy into 

13 sectors, grouped under five main headings. It prepares the 

estimate of net domestic product. To this is added the net income 

from abroad to get the estimate of net national product or national 

income.

JUST FOR UNDERSTANDING



Aggregates or concepts for 

calculating NI

 GDPmp (Gross Domestic Product)

 GNPmp (Gross National Product)

 NNPmp(Net National Product)

 NNP@ factor cost, NNPfc (Net National Product at factor cost)

 Per capita Income

 Personal income

 Disposable personal Income



 GDP@MP : (Gross Domestic Product)GDP is the total value of goods and services produced in 

a country. This Value of GDP is at market price (C+I+G+(X-M))

 GNP@MP: Gross National Product is Gross Domestic Product (GDP) plus net factor income 

from abroad. (R-P) Description: GNP measures the monetary value of all the finished goods and 

services produced by the country's factors of production irrespective of their location.

 NNP@ MP : GNP-Depreciation   it means monetary value of all finished goods and services 

produced by the country’s factors of production irrespective of their location minus depreciation.

 NNP@ FC : NNP@ MP- Indirect Tax+subsidy given by government. NNPfc is nothing but it’s a 

national income. Income earned by Indian residents irrespective of their location only by way of 

factors of production.



 Per Capita Income : average income earned per person in a country for that 

particular year.

100 Rs per year 200 Rs per year 300 Rs per year

Total Income 

which is 600 Rs 

per year

Per capita income= Total 

income earned by country’s 

people/no. of people 

MEANS
600/3 = 200 Rs. 

Is per capita 

income



Personal Income: Income of 

an individual earned from 

different sources. 

PI or Personal Income



Disposable personal income : Disposable personal 
income means income available for spending after 

paying taxes to government



 GDPmp= 100 rs

 GNPmp =? GDPmp+(R-P) 

 R= Receipts from abroad = 10

 P= Payments to abroad = 8

 100+(10-8)= 102= GNPmp

 NNPmp=? GNPmp-depreciation

 D=5 Rs.

 102-5= 97Rs. = NNPmp

 NNPmp=97

 NNPfc=NNPmp-indirect taxes+subsidy

 NNPfc= 97-3+5= 99 national income



Conversion from NNPmp to NNPfc
 Market price convert to Factor cost

 Factor cost= Rent+wages+interest+profit

 Production cost 

 rent=10 rs

 Wages=5

 Interest=3

 Profit=2

 Factor cost= 20 rs. 

 Government provides indirect taxes or subsidy

 FC+indirect tax-subsidy= Market price

 20+3-2= 21 rs. Market price

 FC to MP 20 to 21 

 MP= FC+indirect taxes-subsidy

 FC= MP-indirect taxes +subsidy



All Aggregates have 4 places 

(NNPfc)

1 

G/N

3

P

Gross
Net

Nation

al

Domesti

c

4

FCMP

GDPmp GNPfc NNPfc

NNPmp GNPmp

2 

D/N



Gross

Net

-

Depreciatio
n

Domestic

National

+(R-P)

Market 

Price

Factor 

cost

+Subsidy-Indirect 

Tax

R= Receipts from 

Abroad

P= Payment to 

Abroad

FINAL AIM IS TO REACH TO NNPfc



 Example of how GNP is different to GDP

 If a Japanese multinational produces cars in the India, this production will be counted towards 
india GDP. However, if the Japanese firm sends £50m in profits back to shareholders in Japan, 
then this outflow of profit is subtracted from GNP. india nationals don’t benefit from this profit 
which is sent back to Japan. (for india this is a payment to abroad which is written as P)

 If a Indian firm makes a profit from manufacturing companies located abroad, then if this 
profit is returned to indian nationals, then this net income from overseas assets will be added 
to India GNP. (this is receipts from abroad written as R)



Factor cost vs. market price
Now,
X is given as follows-
Wages= Rs. 3/unit
Rent= Rs. 10/unit
Interest on capital= Rs. 5/unit
Normal profit= Rs.2/ unit
FC=3+10+5+2= Rs. 20/unit
Now govt imposes tax @ Rs. 5/unit and provide subsidies @ 
Rs. 3/unit.
Market prices= FC + taxes - subsidies
MP=20+5-3= Rs. 22When a producer produces something, he 
has to pay some indirect taxes to govt. and govt. also 
provides some subsidies on production.
These indirect taxes are recovered from the consumer by 
adding it in the factor cost, and to give the benefit of 
subsidies to consumer, these are dedcuted from the factor 
cost.
After adjusting inderct taxes and subsidies in factor cost, we 
arrive at Market Price.
So we can formulate Market Price as follows:
FC= MP-Indirect taxes+SubsidyLet's take an example.
Per unit cost of producing good

Cost of hiring these factors are

Rent for land,

Wages or salaries for labour,

Interest for capital,

And profits for entrepreneur.
These rewards for factors of production when summed up, 
results in Factor Cost.
This is the cost of producing a particular commodity



How to convert Market price to Factor 

cost/or factor cost to market price

 Let's take an example.

 Per unit cost of producing good X is given as follows-

 Wages= Rs. 3/unit

 Rent= Rs. 10/unit

 Interest on capital= Rs. 5/unit

 Normal profit= Rs.2/ unit

 FC=3+10+5+2= Rs. 20/unit

 Now govt imposes tax @ Rs. 5/unit and provide subsidies @ Rs. 3/unit.

 Market prices= FC + taxes – subsidies (SO FC= MP-Taxes+Subsidies)

 MP=20+5-3= Rs. 22

 FC=22-5+3=20



How to get formulas to calculate all 

the aggregates 

 GDP@MP= C+I+G+(X-M)   with this formula when we calculate GDP it is 

GDP at market price (GDP@MP)

 GNP@MP = GDP+ (R-P)

 NNP@MP= GNP@MP-Depreciation

 NNP@ FC= NNP@MP-Indirect tax+subsidy



Aggregate Output Method

Aggregate Income method

Aggregate Expenditure Method

Measurement of National Income Or

explain 3 methods to calculate National 

Income



1) Aggregate output method
 In this method, national income is measured as a flow of goods and services. We 

calculate money value of all final goods and services produced in an economy 
during a year. Final goods here refer to those goods which are directly consumed 
and not used in further production process. Goods which are further used in 
production process are called intermediate goods. In the value of final goods, 
value of intermediate goods is already included therefore we do not count value 
of intermediate goods in national income otherwise there will be double counting 
of value of goods.

 To avoid the problem of double counting we can use the value-addition method 
in which not the whole value of a commodity but value-addition (i.e. value of 
final good value of intermediate good) at each stage of production is calculated 
and these are summed up to arrive at GDP.

 The money value is calculated at market prices so sum-total is the GDP at market 
prices. This is GDP at market price for closed economy and it can be converted 
into NNP@FC means by some adjustments in to formula like following

 NI(NNPfc) = GDP mp(closed economy) +(X-M) +(R-P) (– D)(-Indirecttaxe+subsidy)





Aggregate Income Method

 Under this method, national income is measured as a flow of factor incomes. There 
are generally four factors of production labour, capital, land and entrepreneurship. 
Labour gets wages and salaries, capital gets interest, land gets rent and 
entrepreneurship gets profit as their remuneration. One more factor income to be 
added here is royalty. (fees paid for using creative work )

 After factor income we need to add profits from public sector and income from 
government property. Tax income of government

 Besides, there are some self-employed persons who employ their own labour and 
capital such as doctors, advocates, CAs, etc. Their income is called mixed income. 
The sum-total of all these factor incomes is called NDP at factor costs.

 NI(NNPfc)= NDPFC+(R-P)



Precautions while calculating NI by income method

 (i) Only factor incomes which are earned by rendering productive services are included. All types of 
transfer income like old-age pension, unemployment allowance, etc. are excluded.

 (ii) Sale and purchase of second-hand goods are excluded since they are not part of production of 
current year 

 (iii) value of self-consumed services like those of housewife is not Included.

 (iv)Income from illegal activities like smuggling, black-marketing, etc. as well as windfall gains (e.g., 
from lotteries) are excluded.

 (v) Direct taxes such as income tax which are paid by the employees from their salaries and corporate 
tax, which is paid by the joint stock company from its profit, are included. But wealth tax and gift tax 
are excluded since they are deemed to be paid from past savings and wealth. Similarly, indirect taxes 
like sales tax, excise duties, which tend to increase market prices, are not included.



Aggregate expenditure method

 In this method, national income is measured as a flow of expenditure. GDP is sum-
total of private consumption expenditure. Government consumption expenditure, 
gross capital formation (Government and private) and net exports (Export-
Import). So by this method you will get GDPmp (=C+I+G+(X-M)

 So NI(NNPfc)= GDPmp +(R-P) + (-indirect tax+Subsidy) –Depreciation



Precautions while calculating NI by 

expenditure method

1. Expenditure on only final goods and services should be included in the national income 
estimation while intermediate consumption expenditure should not be included.

2. Similarly, expenditure on the purchase of second hand goods should not be included in 
the national income estimation of the current accounting year. This is because they have 
already been included in the national income of the accounting year in which they were 
originally purchased.

3. Expenditure on shares and bonds is not included. This is because these are mere 
financial assets and do not reflect any production activity of the goods or services.

4. value of the goods and services produced for self consumption are not included.

5. Expenditure on transfer payments by the government should not be included. This 
because such payments are not related to any production activity in an economy.



Aggregate Output method Aggregate Income method Aggregate Expenditure method

Adding output money value of all the 
sectors( Only Finished product will be 
added to avoid double calculation) for 
e.g. output value of 
• Agriculture
• Mining
• Telecommunication
• Textiles
• Construction
• Transportation
• Manufacturing industry
• Education
• Information Techonolgy
• Fishing 
Addition of all this value will give us 
GDPmp(closed economy)

NI= GDPmp(closed economy)  +(X-M) + 
(R-P)( – D)(-Indirect taxes+subsidy)

Where X= Exports
M= Imports
(X-M) collectively known as net exports
D= Depreciation
R= Receipts from abroad
P= Payments to abroad
(R-P)= Net factor income from abroad

national income is measured as a flow of 
factor incomes. There are generally four 
factors of production labour, capital, 
land and entrepreneurship. Labour gets 
wages and salaries, capital gets interest, 
land gets rent and entrepreneurship gets 
profit as their remuneration
Apart from this for the usage of 
intellectual property royalty income is 
generated. 
Government also generate income from 
Public sector unit’s profit, income from 
public properties and tax revenue 
income. 
Add income of self employed 
professional like doctors remuneration, 
lawyers etc.

R+W+I+P+Royalty+ public sector 
profit+income from govt property+ Govt 
revenue from Direct taxes +Mixed 
income = NDPfc

NOW

NI(NNPfc)=  NDPFC  + (R-P)

In this method, national income is 
measured as a flow of expenditure.
Expenditure of Individual, expenditure of 
Business Unit,
Expenditure of Government
Expenditure of Overseas market

Which is C+I+G+(X-M) =GDPmp

NI(NNPfc)= GDPmp +(R-P) (– Indirect Tax 
+Subsidy)- Depreciation



Circular flow of national income(two 

sector model)

Expenditure= 

Income=product



Difficulties in measuring the NI

1. Exclusion of Real Transactions:

 In measuring national income from the output side only those items which are purchased and sold 
through the market are included.

 However, all direct sales of various goods and services are excluded.

 In other words, National income includes the money value of those items which are sold through the 
market at current prices.

 In developing countries like India a major portion of output is not sold through the market. Yet these are 
produced by using economic resources and satisfaction is derived from consuming various non-
marketed goods and services. Examples are barter transactions and various free services 
rendered at personal levels.

 Many useful services are produced by members of households for the benefit of themselves or their 
families. Husbands and wives perform useful services for themselves and their families when they 
prepare meals, make household repairs, and handle their own financial affairs.

 Perhaps you can see this more clearly if you imagine each husband paying his wife for her services and 
each wife paying her husband for his services. These services would now become market services and 
would be included in GDP. Similarly, if more people remain single and hire housekeepers to do work 
that spouses would normally do without monetary compensation, GDP will increase!



2. The Value of Leisure:

 All of us place some value on our time. We sell some of our time to employers for labour income; 
however, we retain much of it for our own use of leisure. Some of this leisure is used to render 
household services that escape inclusion in GDP. The satisfaction we get from recreational 
activities and other uses of our leisure time are also not included in GDP.



 3. Cost of Environmental Damage:

 The people of a country may be able to enjoy more and better goods and services each year, but 
they must also put up with more congestion, dirty air, polluted water and other environmental 
costs that decrease the quality of their lives. Costs are associated with pollution and other aspects 
of industrial activity that damage the environment.

 The costs of environmental damage are not subtracted from the market value of final products 
when GDP is calculated. Some economists, therefore, believe that GDP overestimates the value of 
output by failing to take into account environmental costs of production.



 4. The Underground Economy:

 India has a vast underground economy. This economy consists of transactions that are never 
reported to tax and other government authorities. It includes transactions involving illegal goods 
and services, such as trading in harmful drugs, gambling, smuggling and prostitution. These illegal 
goods and services are final products that are not included in GDP.

 The transactions of the underground economy also include activities by people who do not comply 
with tax laws, immigration laws, or government regulations and who do not report their income to 
tax authorities.



 5. Transfer Payments and Capital Gains:

 All domestic transfer payments (personal, private and government) are excluded from national 
income of a country. For example, if an individual receives a cash gift from his father who is also a 
resident of India, it will not be a part of India’s national income. The same argument is valid if a 
student receives Tata Foundation Scholarship for higher studies. This is an example of business 
transfer payments.

 Another example of transfer is the subsidy received by producers of milk from the government. 
Still another is retirement pension

 Capital gains are also a form of transfer payments and are, therefore, excluded from national 
income. Let us consider, for instance, the case of an individual who sells shares in the stock 
exchange and makes a capital gain of Rs. 50,000. This money just gets transferred from the buyer 
to the sellers of shares. But there is no change in society’s output of goods and services nor is any 
income generated in the process.



 6. Self-Consumption:

 A special problem arises in agriculture which is the most dominant sector in less developed 
countries (LDCs) like India. Subsistence farmers who produce food for themselves and their family 
members consume a major portion of their own output every year. Since this portion is not sold 
through the market, it is excluded from GDP.

 The reason is that it is difficult to measure the market value of this output. A lot of arbitrariness is 
involved in the process of measuring it.



 7. Lack of Official Records:

 Another problem arises due to lack of reliable data. The reason is that many people in LDCs like 
India sell their output through the market no doubt but they do not maintain any official accounts 
of their transactions.

 For example, most roadside small traders, (retailers) as also many business enterprises in the 
unorganised sectors (mainly sole proprietorship organisations or single-owner firms) and self-
employed persons do not keep proper records of their incomes and expenses.

 This is why it is difficult to include proprietor’s income (which is essentially a mixed income) in the 
national income accounts of a country. However, in theory, such income is a part of national 
income. The reason is that it is earned through market transactions.



Unit 3
Theories of output and employment

https://fee.org/articles/understanding-says-law-of-

markets/#:~:text=Say's%20Law%2C%20properly%20un

derstood%2C%20suggests,potentially%20productive

%20suppliers%20of%20labor.



Classical theory of employment



What is the classical theory of economics?

The fundamental principle of the classical theory is that the economy is 
self‐regulating. ... The classical doctrine—that the economy is always at or 

near the natural level of real GDP—is based on two firmly held beliefs: Say's 

Law and the belief that prices, wages, and interest rates are flexible.

The main idea of the Classical school was that markets work best when they 
are left alone, and that there is nothing but the smallest role for government. 

The approach is firmly one of laissez-faire and a strong belief in the efficiency 

of free markets to generate economic development.



Say’s law of market – “supply creates its 

own demand”

 Say’s law of markets is the central pillar of the whole classical theory. J.B. Say (1764-1832), a French 

economist, introduced a law of markets in his book Traite d’economic politique.

 According to this law, “Supply creates its own demand.” J. B. Say believed that every producer who brings 

goods to the market does so only to exchange them for other goods.

 In other words, whatever is produced is automatically consumed and thus there cannot be any general 

over-production or general unemployment in the economy.

 Say’s law provides a significant insight into the functioning of the free-exchange economy. It shows how 

employment of factors of production pays in its own way. When a factor production (say labour) is 

employed, it results in the production of commodities on the one hand and generates income (in the 

form of payment to the factor of production) on the other. The income received is spent in the market on 

the purchase of goods.

 Thus, the employment of a factor of production pays in its own way, because it increases income by an 

amount equal (in equilibrium conditions) to the amount taken out of the income stream by way of selling 

its products.



 When no one is interfere…..

 Market forces determines the prices in the market

 Demand and supply(equilibrium in the market) 

 Demand for goods and services  > supply of goods and services

 Supply of goods and services > demand for goods and services

 Labour market

 Supply of labour > demand for labour(wages will decrease) 

 Demand for labour > Supply of labour

 Money market

 Demand for money> supply of money ( interest rate increase)

 Supply of money > demand for money (interest rate will decrease) MEC, interest rate







Illustration of say’s law through a 

simplified flow diagram of an economy



Assumptions of Say’s Law:

Say’s law of markets is based on the following assumptions:

 (i) There is free economy where perfect competition prevails both in the commodity market and in the 
factor market.

 (ii) Free market economy and its price mechanism provides scope for growing population and an 
increase in capital.

 (iii) There is optimum allocation of resources.

 (iv) Commodity prices and factor prices are determined by the market forces of demand and supply 
and are in perfect equilibrium.

 (v) Flexibility of wages, interest rate and prices are essential for automatic adjustment in the economic 
system.

 (vi) There is no government intervention in the automatic working of the free-market economy.

 (vii) The extent of the market is not limited.

 (viii) Money is just a medium of exchange to facilitate transactions only.

 (ix) The circular flow of money continues without any leakages. (S=I means if there is any saving it will 
be invested and there is no leakage from economics)

 (x) The theory is a long run theory, which says that even if in short run there is a overproduction it will 
adjusted because of market forces in the long run.



Say’s Law in Barter and Money Economies:

 Say’s law applies both in a barter economy as well as in a money economy:

 I. Say’s Law in a Barter Economy:

 In a barter economy, Say’s law, which states that supply creates its own demand, is simple 

truth; it is merely a tautology. In such an economy, goods are produced either for sell-

consumption or for direct exchange to get some other goods.

 Every seller is essentially a buyer. Whenever a person produces a good greater than his 

personal requirement, the surplus production is brought to the market to get some other 

goods in exchange. Similar is the case with other producers. Thus, in a barter economy 

products exchange against products and supply creates its own demand.

 Again, in a barter economy, every person is self-employed and there is no involuntary 

unemployment. The production is on small scale. The producer himself acts both as a saver 

and an investor. Whatever he saves in and for the expansion of his own business. Thus, 

saving is investment and not a distinct and separate process.



 II. Say’s Law in Money Economy:

 Say’s law, though framed in terms of barter economy, also holds in a money economy 

where money is used as a medium of exchange. In a money economy, products are sold 

in the market and money is collected in exchange for them. This money is further spent 

to purchase some other products.

 Money acts merely as a convenient medium of exchange, making the transactions more 

easy and quick; in other words, money is neutral. Money economy basically behaves in 

the same way as barter economy because money does not play any active role to 

influence the real sector of the economy.

 The validity of Say’s law in a money economy depends upon two conditions:

 (i) The production of goods and services creates in aggregate an amount of money 

income equal to the cost of production of goods and services produced. Or, aggregate 

cost = aggregate income.

 (ii) The whole of aggregate income received is spent to purchase goods and services. 

Or, aggregate income = aggregate expenditure.



Implications of Say’s Law:

 Say’s law has the following implications:

 I. Automatic Adjustment:

 Economic system has build-in-flexibility. There is automatic adjustment in the economy 
because whatever is produced is consumed. Flexibility of wages, interest rates and prices 
brings automatic adjustment.

 Automatic adjustment leads to full employment equilibrium in the economy in the long 
run. Thus, there is no need for the government to intervene in the business matters because 
it will come in conflict with automatic adjustment mechanism.(Market forces)

 II. Impossibility of General Over-Production:

 Since supply creates its own demand, there cannot arise a deficiency of aggregate demand. 
Hence general over-production is impossible.

 III. Impossibility of General Unemployment:

 Since general over- production is impossible, there can be no general unemployment. Even 
if there is some unemployment somewhere, it will be temporary and will automatically 
disappear in the due course of time.

 IV. No need of government interference 

 Because of presence of market mechanism(forces) there is no need government to interfere 
in the working of economy. Everything will adjust according to market forces



 V. Flexibility of Interest Rate:

 Rate of interest is the equilibrating force between saving and investment. Flexibility of 

interest rate brings about equality between saving and investment, and thus ensures the 

purchase of the whole output at full employment level.

 VI. Flexibility of Wage Rate:

 Flexibility of wage rate ensures full employment in the labour market. Lowering of wage 

rate removes unemployment in the economy.

 VIII. Money is Veil:

 Money is veil. It acts only as a medium of exchange and has no independent role to play.

 IX. Production More Important:

 Production is more important than consumption. As Say himself remarked, “It is the aim 

of good government to stimulate production; of bad government to encourage 

consumption.”

 X. Saving is Virtue:

 Saving is socially useful. Since all savings are automatically invested, increase in saving 

leads to increase in production; demand is automatically created.



Criticisms of Say’s Law:

 Say’s law has been criticised by a number of economists, like Malthus, Sismondi, Hobson, 
Aftalion, J.M. Clark, Karl Marx, D.H. Robertson and Mayland Keynes. However, it was Keynes 
who repudiated the law from its very foundation and rejected it completely on the ground 
that aggregate demand need not be equal to aggregate supply at full employment.

 The main points of criticism of Say’s law are as follows:

 i. Deficiency of Aggregate Demand:

 Say’s law is based upon the assumption that so much total demand is created as would 
generate adequate market for total output. Keynes has revealed the fallacy of this belief by 
dividing the aggregate demand into consumption demand and investment demand, and 
by pointing out that the determinants of consumption and investment are not inter-
connected.

 The factors which determine consumption are quite different from the factors which 
determine investment; the former are psychological factors depending upon income, while 
the latter are technological factors depending upon marginal efficiency of capital.

 When income increases, consumption also increases, but by less than the increase in 
income. This creates a gap between income and consumption, which in no case is 
automatically filled by investment. Hence there arises deficiency of aggregate demand.



 ii. Possibility of General Over-Production:

 According to Say’s law whatever is earned is spent on consumption and investment. 
Income is spent automatically at a rate that will keep all productive resources of the 
economy fully employed and there will be no general over-production.

 Keynes, on the other hand, pointed out that income is not automatically spent on 
consumption goods and investment goods. There may arise deficiency of aggregate 
demand which causes over-production.

 iv. Under-Employment Equilibrium:

 Say’s law implies that equilibrium in the economy is attained only at full employment level. 
But, Keynes, on the other hand, has shown that the economy can be in equilibrium at less-
than- full employment level. In fact, the condition of under- employment is more near to 
reality in a capitalist economy.

 v. Empirical Evidence against Say’s Law:

 The Great Depression of 1929 has proved Say’s law wrong. It was during this depression 
that there was huge piling up of stocks in the factories; there was widespread 
unemployment; and, the employers faced with lack of aggregate demand. In such 
conditions. Say’s law stood practically discredited.

 vi. Supply side economics: 

 Say’s law is based on supply side of economics, where as Keynes emphasis is on demand 
side economics. If there is any problem in the economy, it can be rectified by working on 
the demand side of the economics. 



 vii. Lack of Automatic Adjustment:

 Keynes refuses to accept the classical view that economic system is a self-adjusting system. He has shown 
glaring discrepancies in demand and supply of commodities, saving and investment, and demand and supply 
of labour.

 viii. Government Intervention:

 The economy does not automatically reach full employment level and there may be unemployment due to 
deficiency of aggregate demand. Thus, government has to intervene to increase expenditure in the economy.

 ix. Saving-Investment Equality:

 Keynes rejected the view that the equality between saving and investment is brought about through 
flexibility of rate of interest. According to him, income, and not interest rate, is the equilibrating force 
between saving and investment.

 x. Role of Money:

 Say and other classical economists believed that money acts only as a medium of exchange. According to 
Keynes, money functions not only as a medium of exchange, but also as a store of value. Keynes assigns 
money an active role in the determination of income, output and employment.

 xi. Unrealistic Assumptions:

 Say’s law is based upon many unrealistic assumptions:

 (i) It presumes the existence of free and perfect competition which is far from reality.

 (ii) It is stated as a long run tendency, but, according to Keynes, “In the long run, we are all dead.”

 (iii) It presents a static picture of the world by assuming a state of full employment.

 (iv) It is not practical and provides no solution to the actual problems of the economy.



Types of economy

 Socialistic economy (decisions are taken by government)

 Capitalistic economy (decisions are taken by business tycoons)

 Mixed economy (decisions are taken by government and business tycoons)

• *Decisions means

• What to produce?

• How to produce? 

• For whom to produce? 



What did we learn under say’s law of 

market
 It is a classical theory based on classical views

 It is given by J.B say

 Theory says that “ Supply creates its own demand”

 General unemployment is not possible in the economy…economy always run on full 

employment

 Barter and money economy proved to be right

 Money is just a medium to buy things. 

 Government will not interfere anywhere in the economy

 Economy will run on market forces(Market mechanism) 

 Long run theory. 



Classical view of macro economic equilibrium

Output in the long run





Keynesian criticism on 

classical theories of 

employment



Keyne’s Criticism of classical theory(Say’s law) 

These are the features of Say’s classical theory of output and 

employment which was criticized by Keynes



Keyne’s Criticism of classical theory 









Keynesian theory of income and employment

 Keynes’ theory of employment is a demand-deficient theory.

 This means that Keynes visualized employment/unemployment from the demand side of 
the model. His theory is thus known as demand-oriented approach. According to Keynes, 
the volume of employment in a country depends on the level of effective demand of the 
people for goods and services. Unemployment is attributed to the deficiency of effective 
demand.

 It is to be kept in mind that Keynes’ theory is a short run theory when population, labour
force, technology, etc., do not change. Once Keynes remarked that since “in the long run 
we are all dead”, it is of no use to present a long run theory. In view of this, one can argue 
that the volume of employment depends on the level of national income/output.

 Higher (lower) the level of national output, higher (lower) is the volume of employment. 
Thus, Keynesian theory of employment determination is also the theory of income 
determination. In this section, we intend to determine the level of employment in terms of 
the principle of ‘effective demand’.



Meaning of Effective Demand:
 Keynes’ theory of employment is based on the principle of effective demand. In other words, level 

of employment in a capitalist economy depends on the level of effective demand. Thus, 
unemployment is attributed to the deficiency of effective demand and to cure it requires the 
increasing of the level of effective demand.

 By ‘effective’ demand, Keynes meant the total demand for goods and services in an economy at 
various levels of employment. Total demand for goods and services by the people is the sum total 
of all demand meant for consumption and investment. In other words, the sum of consumption 
expenditures and investment expenditures constitute effective demand in a two-sector economy.

 In order to meet such demand, people are employed to produce all kinds of goods, both 
consumption goods and investment goods. However, to complete our discussion on effective 
demand we need another component of effective demand—the component of government 
expenditure. Thus, effective demand may be defined as the total of all expenditures, i.e.,

 C + I + G

 Where, C, I and G stand for consumption, investment, and government expenditures.

 Here we ignore government expenditure as a component of effective demand. According to Keynes, 
the level of employment is determined by effective demand which, in turn, is determined by 
aggregate demand function or aggregate demand price and aggregate supply function or aggregate 
supply price.

 In Keynes’ words:

 “The value of D (Aggregate Demand) at the point of Aggregate Demand function, where it is 
intersected by the Aggregate Supply function, will be called the effective demand.”



Aggregate Supply (AS):

 Employers hire and purchase various inputs and raw materials to produce goods. Thus, 
production involves cost. If sales revenue from the sale of output produced exceed cost of 
production at a given level of employment and output, the entrepreneur would be induced 
to employ more labour and other inputs to produce more.

 At any given level of employment of labour, aggregate supply price is the total amount of 
money that all entrepreneurs in an economy expect to receive from the sale of output 
produced by given number of labourers employed. For each particular level of 
employment, there is an aggregate supply price.

 Here, by ‘price’ we mean the amount of money received from the sale of output, i.e., 
sales proceeds. Thus, aggregate supply prices refer to the proceeds from the sale of output 
at each level of employment and there are different aggregate supply prices for different 
levels of employment. If this information is expressed in a tabular form, we 
obtain “aggregate supply price schedule” or aggregate supply function.



Contd…

 The aggregate supply function is a schedule of the minimum amounts of proceeds 
required to induce varying quantities of employment. Simply, it shows various 
aggregate supply prices at different levels of employment. Plotting this information 
graphically, we obtain aggregate supply curve.

 According to Keynes, aggregate supply function is an increasing function of the 
level of employment. Aggregate supply (AS) curve slopes upward from left to the 
right because volume of employment increases with the increase in sale proceeds.

 But there is a limit to increase output level. This is called full employment level of 
output beyond which output cannot be increased. It is because of full employment 
that AS curve becomes vertical or perfectly inelastic. This means that the level of 
employment cannot exceed full employment (Nf) even by increasing aggregate 
supply price.



Aggregate Demand (AD):

 Aggregate demand or aggregate demand price is the amount of money or price 
which all entrepreneurs expect to receive from the sale of output produced by a 
given number of men employed. Or it refers to the expected revenue from the sale 
of output at a particular level of employment.

 Each level of employment is associated with a particular aggregate supply price 
and there are different aggregate demand prices for different levels of 
employment. Like the aggregate supply schedule, aggregate demand schedule 
shows the aggregate demand price for each possible level of employment.

 Plotting the aggregate demand schedule we obtain aggregate demand curve as 
there is a positive relation between the level of employment and aggregate demand 
price i.e., expected sales receipts. This is shown in Fig. 10.4. It rises from left to 
right.



Y= F(N) it is 

because when 

employment 

increases income 

of country’s 

people increases 

N= F(ED) that 

means to increase 

employment level 

N economy has to 

increase effective 

demand

We get Effective 

demand where 

aggregate 

demand and 

aggregate supply 

intersect each 

other.



Aggregate demand /supply function



ADF1

E= old effective demand point at underemployment 

level(which is N) . Z= New effective demand point with 

higher employment level(N2)



Explanation of the equilibrium

 Keynes made little emphasis to the aggregate supply function since its determinants (such as 
technology, supply or availability of raw materials, etc.,) do not change in the short run. Keynes 
was examining the possibility of unemployment in a capitalistic economy against the backdrop 
of the Great Depression of 1930s.

 After diagnosing the problem, Keynes recommended policy prescription so as to create more 
employment in the economy. Indeed, for curing unemployment problem, he did not subscribe to 
the classical ideas— the supply-oriented policies.

 Keynes attached great importance to demand-stimulating policies to cure unemployment. In 
other words, Keynes paid emphasis on the aggregate demand function. That is why Keynes’ 
theory is known as a ‘theory of aggregate demand’.



 Fig. 10.4 shows the situation of equilibrium at less than full employment level. Actual equilibrium, ONe, is 
short of fill employment equilibrium, ONe. Thus, the distance ONf – ONe measures unemployment. This is 
called involuntary unemployment— a situation at which people are willing to work but do not find jobs. This 
unemployment, according to Keynes, is due to deficiency of aggregate demand.

 This unemployment can be removed by stimulating aggregate demand. Aggregate demand is the sum total of 
consumption and investment demand or expenditures in the economy. By raising consumption expenditure, 
level of employment can be raised. But there is a limit to consumption expenditure. So what is needed is the 
raising of (private) investment demand.

 Anyway, increase in consumption demand and investment demand will raise the level of employment in the 
economy. The point of effective demand has been changed in Fig. 10.4 because of the shifting of AD curve from 
AD to AD1. New effective demand is now given by E1. Corresponding to this point, equilibrium level of 
employment is ONf—the level of full employment.

 Thus, in Keynes’ theory, unemployment is due to the deficiency of effective demand. Only by stimulating 
effective demand can a higher level of employment be achieved. However, Keynes goes on arguing that 
equilibrium level of employment will not necessarily be at full employment.

 A capitalist economy will always experience underemployment equilibrium—an equilibrium situation less than 
full employment. Full employment, according to Keynes, can never be achieved. In Keynes’ scheme of things, 
both consumption and investment cannot be raised enough to employ more work force.

 Therefore, he recommends government to come forward and take appropriate action to cure unemployment 
problem. This means that aggregate demand is now the sum total of all consumption, investment and 
government expenditures.

 It is because of the multiplier effect of both private investment expenditure and government expenditure that 
there will be larger income, output and employment.



Keynes theory explanation

Aggregate demand price Aggregate supply price

Is the total sum of money of proceeds 

which is expected from sale of the 

output produced at that level of 

employment

Is the total sum of proceeds necessary 

from the sale of the output produced 

at that level of employment

Expected proceeds(money obtained) Necessary proceeds(Money 

obtained)

That means at particular employment 

level how much money obtained we 

can expect? If we employ 100 labours 

of employment level, how much 

revenue we expect from economy 

that is aggregate demand function. 

That means at particular employment 

level minimum money obtained from 

economy. Suppose we employ 100 

labours of employment level, 

minimum how much is necessary to 

receive from the economy?

EXPECTED PROCEEDS MINIMUM PROCEED REQUIRED (must 

received to cover cost of production)

Increasing function of level of 

employment

Increasing function of level of 

employment

If  employment    ADF will also If  employment     ASF will also 

For any given amount 

of employment



video

 https://www.investopedia.com/terms/k/keynesianeconomics.asp to 

understand how Keynesian economics works

https://www.investopedia.com/terms/k/keynesianeconomics.asp


Consumption, saving and 

investment
Chapter 4



What is consumption function?

 What Is the Consumption Function?

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

https://www.investopedia.com/terms/j/john_maynard_keynes.asp


What is consumption function?

 The Concept of Consumption Function:

 As the demand for a good depends upon its price, similarly consumption of a 
community depends upon the level of income. In other words, consumption is a 
function of income. The consumption function relates the amount of consumption 
to the level of income. When the income of a community rises, consumption also 
rises.

 How much consumption rises in response to a given increase in income depends 
upon the marginal propensity to consume. It should be borne in mind that the 
consumption function is the whole schedule which describes the amounts of 
consumption at various levels of income.



On the basis of such study it will be possible for us to derive a 
simple relation between consumption and income. This relation 
was called by J. M. Keynes the consumption function and is 
expressed as: C = f(Y), where C is consumption and Y is income.

Y=C+S income is made up of 

consumption and savings
C= f(Y)
In this function C= Consumption
Y= Income 

Y= independent

C=Dependent …

Consumption Is dependent On income
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Consumption function

 (i) Consumption can never be zero even if income is zero because some minimum 
level of consumption has to be maintained for survival. Such subsistence 
consumption is called autonomous consumption. That is why consumption curve 
starts from positive point R on Y-axis. In the above Fig. , consumption expenditure 
equal to OR is the minimum level of consumption which represents autonomous 
consumption.

 (ii) Slope of consumption curve slopes upward which shows direct relationship, 
i.e., when income rises, consumption expenditure also rises but in a lesser 
proportion.

 (ii) The rising slope of consumption curve is b (i.e., MPC = Change in C/Change in 
Y).

 (iv) Since slope of curve is constant, we get a straight line consumption curve.



 (c) Relationship between Income and Consumption expenditure:

 Remember, consumption expenditure is the function of income, i.e., it depends upon income as 
shown below:

 (i) According to Keynes, as income increases, consumption expenditure also increases but by less than the increase 
in income. In other words, when income increases, consumption expenditure does not increase at the same rate as 
income. This is called Keynesian Psychological law of consumption. There is tendency of people not to spend on 
consumption the whole of incremental income, i.e., additional consumption is less than additional income. In other 
words, MPC is less than 1 (MPC< 1).

 For instance, if income increases by Rs 100, the tendency is to spend a part, say, Rs 75, on consumption and save 
the remaining part, i.e., Rs 25. This is known as induced consumption. It should be kept in mind that when income 
is zero, consumption is still positive (+) because a person has to spend a minimum amount to keep his body and 
soul together. This is called autonomous consumption.

 (ii) When income is very low, consumption expenditure is higher than income. Its reason is that some minimum 
level of consumption has to be maintained irrespective of low level of income. In such a situation, value of APC (i.e., 
relationship between income and consumption C/Y) becomes higher than 1.

 For example, if at the income level of Rs 2000, consumption expenditure is Rs 2400, then APC = 2400/2000 = 1.2, 
i.e., higher than 1. When current consumption exceeds current Income, people draw upon their past saving, i.e., 
there is dissaving.



Bifurcation of consumption function 

(Autonomous consumption + Induced 

consumption)
 We may bifurcate consumption in two parts:

 (i) First part relates to consumption when income is zero, i.e., when minimum 
level of consumption has to be maintained for survival. This is called autonomous 
consumption (denoted by A).

 (ii) Second part of consumption is when income increases, consumption also 
increases but by a lesser amount, i.e., additional consumption (∆C) is less than 
additional income (∆Y) or ∆C/∆Y is less than 1. This may be represented by b (i.e., 
marginal propensity to consume).



Explanation of consumption function i.e. 

C= A+bY

 Consumption function (linear, i.e., straight line consumption 
function) is represented by the following equation.

 C = A + bY

 Where C represents total consumption, A represents autonomous 
consumption (i.e., minimum consumption for survival when 
income is zero), b shows marginal propensity to consume (i.e., 
consumption increases by b for every rupee increase in income). Y 
stands for level of income. Clearly, C is assumed to be positive (+) 
because for survival there has to be some consumption even when 
there is no income.

 Thus, total consumption (C) comprises two components:

 (i) Autonomous consumption (A) not influenced by income and

 (ii) Induced consumption (bY) influenced by income.



examples

 Numerical 1

 Calculate consumption level for Y = Rs 1,000 crores if consumption function is C = 300 
+ 0.5Y.

 C= A+bY

 Ans.

 Consumption level C = = 300 + 5/10 x 1000 = 300 + 500 = Rs 800crore.

 Numerical 2

 Find out income level when consumption = Rs 1200 crores and consumption function is 
C = 100 + 0.5Y.

 Ans.

 1200 = 100 +5/10 Y= 100 + 1/2 Y

 = 1200 -100 = 1100
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Explanation of MPC, MPS, APC and 

APS
1. Average Propensity to Consume (APC) सरासरी उपभोग प्रवृत्ती

2. The concept of Average propensity to consume indicates “ 
the ratio of aggregate consumption expenditure to aggregate 
income” 

3. Average Propensity to Save (APS) सरासरी बचत प्रवृत्ती

4. Average propensity to save indicates “ the ratio of aggregate 
saving to aggregate income” 

5. Marginal Propensity to Consume (MPC) सीमान्त उपभोग प्रवृती MPC is
different from APC. Marginal propensity to consume indicates  
additional increase of income will increase the consumption at 
which ratio.  MPC is “the ratio of change in consumption to the 
change in income” 

6. Marginal Propensity to Save (MPS) सीमान्त बचत प्रवृत्ती MPS is different 
from APS. Marginal propensity to Save indicates  additional 
increase of income will increase the saving at which ratio.  MPS 
is “the ratio of change in Saving to the change in income” 



Important formulas which we can 

understand from consumption and saving 

schedule
 C= f(Y)

 S=f(Y)

 Y= C+S

 C= Y-S

 S= Y-C

 MPC= ∆C/∆Y 

 MPS= ∆S/∆Y 

 APS+APC=1

 APC= C/Y OR 1- APS

 APS= S/Y OR 1-APC

 MPC+MPS=1

 MPC=1-MPS

 MPS=1-MPC

 Consumption can never be ZERO

 Minimum level of consumption for survival even when income is less 
or zero is known as Autonomous consumption



Factors 

influencing the 

consumption 

function 

( propensity to 
consume 

उपभोगण्याची

प्रवृत्ती)

1) money Income

2) Changes in consumer’s Taste and fashions, trends, belief

3) Availability of consumer credit

4) Price levels and wage levels

5) Change in the expectation of consumers(Expectation of 
future prices) 

6) Distribution of income and wealth

7) Indebtedness

8) Change in fiscal policy

9) Attitude to savings

10) Corporate policies

11) Windfall gains or losses

12) Social insurance (premium paid for insurance scheme)

13) Rate of interest (Monetary policy)

14) Stocks of durable goods in possession

15) Holdings of liquid assets (Which can be converted in to cash 
immediately ) 

16) Demonstration effect

Propensity : an inclination or 

natural tendency to behave in 

a particular way.

In Marathi: नैसर्गिक प्रवृत्ती



Importance of Keynes theory 

consumption function

 It throws light on the significance of investment in the employment theory (if 

consumption increases, employment also increases)

 Invalidates say’s law

 Equilibrium at less than full employment

 It explains the declining tendency of the Marginal efficiency of capital 

 Possibility of permanent over-saving gap

 It makes clear the ‘ turning point of the business cycle’



Factors determining the saving function
(Propensity to save, बचत प्रवृत्ती)

1) Income level

2) Habit

3) Holding of liquid assets

4) Population growth

5) Factors determining consumption

6) Distribution of wealth and income

7) Institutional factors like political stability, taxation, price 

stability and windfall gains

8) Subjective factors

9) Rate of interest



The Investment function (I) र्नवेश फलन

 Investment function refers to inducement to invest or investment demand

 The inducement to invest is determined by more complex factors and it is 
the second component of effective demand

 Investment in the Keynesian sense refers to an addition to real capital 
assets, such as construction of new factories, buildings , roads, plants, big 
machineries etc. 

 Thus investment according to Keynes is only real investment and not 
financial investment.  

 If an economy has to attain full employment, investment expenditure 
should increase at a rate high enough to sustain high level of investment 
demand to fill the gap in aggregate demand caused by deficiency in 
consumption demand

https://www.youtube.com/watch?v=G4tJKSpmKIA

C+I+G



Investment 

demand is 

dependent 

on two 

factors

1) Marginal efficiency of capital( MEC)

2) The rate of Interest(rate of interest increases investment decreases and 

vis a vis.)

 The rate of interest is considered to be relatively stable in the short run

 Hence, it is the fluctuations in the MEC which finally determine the level of 

investment. 

 MEC has been defined as the highest rate of return over cost accruing from an 

additional (or marginal) unit of a capital asset. MEC is the expected rate of profit 

from business. 

 One condition that is essential to and also indispensable for fresh investment is 

that….the marginal efficiency of a new capital asset should be considerably in 

excess of the market rate of interest. 

ग ुंतवणूकीची/ र्नवेशची मागणी

When your MEC>Rate of 

interest business will invest more 

in capital assets



MEC is determined by 

1) The supply price of capital assets(cost of machine, cost of 

factory etc.)

2) The prospective yield from capital assets (Return that 

business is going to get from particular assets)

Suppose if business would like to buy factory building 
worth Rs. 1 Crore. It would go to bank for loan suppose 
For example , If interest rates, were 3%, then firms 
would need an expected rate of return of at least 3% 
from their investment to justify the investment.
If the marginal efficiency of capital was lower than the 
interest rate, the firm would be better off not investing, 
but saving the money.

MEC= भाुंडवलाची सीमान्त कार्िक्षमता



Rate of 
interest(व्याज

दर )

is 

determined 

by the 

1) Demand for money (पैशाची मागणी

(liquidity preference) 

liquidity preference is determined by three motives

 transaction motive (व्यवहाराचा हेतू )

 Precautionary motive (सावधर्गरीचा हेतू )

 Speculative motive (सट्टा हेतू )

2)  Supply for money (पैशाचा प रवठा )

i
n
t
e
r
e
s
t

D/S of 

money

Demand for money

Supply of money

r



Government investment expenditure 

and private investment expenditure

 Government investment expenditure is autonomous in the sense that it 

does not depend on independent economic variables such as MEC and 

the rate of interest. Hence Keynes advocated government intervention to 

bring about full employment in a capitalist economy

 Private investment which is induced investment (investment dependent on 

rate of interest and MEC) by itself, 



Factors determining investment 

demand

 Revenue

 Supply price of capital asset

 The prospective yield(Y) (return)

 Costs/ rate of interest

 Expectations(Future expectations regarding the rate of interest)



Before understanding Keynes theory of 

investment let us understand  classical 

theory of interest. 
 According to classical theory: equilibrium rate of interest is determined by 

intersection of investment curve and saving curve. 

 At higher interest rate investment demand would be low and at lower 
interest rate investment demand would be high. So the investment curve is 
from left to right downward sloping curve showing inverse relationship 
between 2 variable that is interest rate and investment demand

 On the other hand, at higher interest rate people would like to save more 
and at lower interest rate people would like to save less. So the saving 
curve is from left to right upward sloping curve showing direct relationship 
between 2 variables that is interest rate and demand for saving

 But Keynes invalidates this determination of interest rate on the logic that 
saving can not be dependent on interest rate but it is likely to depend on 
the income level of an individual. 

Extra information just to understand thoughts of 

classical economist for interest rate determination



Classical equilibrium of interest rate

Demand for investment and 

saving

i
n
t
e
r
e
s
t

S

I

r

But as per Keynes saving can not be determined till the 

income level is not given. So level of saving is dependent on 

income level and not on interest rate

Extra information just to understand thoughts of 

classical economist for interest rate determination



 Keynes argued that classical theory of interest is indeterminate and argued that  in order 

to know the Saving we should know the Income and in order to know the level of 

income we should know the investment level because it is the investment level that 

through multiplier effect influence the level of income.

Marginal 

efficiency of 

capital 

Interest rate

Saving
Incom

e

Investmen

t Demand 

for money

Supply of 

money

consumptio

n

Transaction 

motive

Speculative 

motive

Precautionary 

motive

By RBI with the 

help of 

monetory

policy

Multiplier 

effect



Autonomous 

and induced 

investment 

 General form of investment function is given as follows

 I= f(y,i)

I= investment

f = Function of

y = income

i = rate of interest

Investment increases with increase in income(y)  and decreases 

with change in the rate of interest (i) is called induced 

investment

In short induced investment is profit or income motivated and 

change in interest rate can influence the profit(Income) 

In the long run, if income increases consumption demand will 

also increases and to meet this demand investment will also 

increase so in the long run

I = f (y)



Graphical 

representation 

of induced 

investment 

curve
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Induced investment curve(पे्रररत र्नवेश वक्र)

EXPLANATION: If income increases the consumption will 

increases and to meet the consumption need, the 

investment will also increases. Because in this situation 

business will find it profitable to do more investment as it will 

increase the chance of more and more profit

Induced investment is a function of income

And can be shown as I=f(Y)



induced 

investment 

curve

Induced investment curve(पे्रररत र्नवेश वक्र)

EXPLANATION: If income increases the consumption will 

increases and to meet the consumption need the 

investment will also increases.

Induced investment is that investment 

which is governed by income and amount 

of profit. The inducing factors are 

changes in income and profit. Where 

there is a possibility of increase in income 

and profit, the induced investment 

increases and when there is a decreased 

possibility of income and profit, the 

induced investment decreases. This 

implies that the induced investment is 

profit and income elastic. In simple 

language, when increase in investment is 

due to the increase in current level of 

income and production, it is known as 

induced investment. The relations of the 

income/ profit and investment are shown 

by the below graph.



Autonomou

s investment 

 Autonomous investment is that investment which is independent(does not
change) of the level of income or profit. Thus, it is not induced by any changes
in the income. The investments which are made with the aim of introducing new
techniques, new inventions etc. or enhance the level of effective demand during
the period of depression and unemployment are kept in the category of
autonomous investments. Thus, the autonomous investment is generally
associated with:

• Introduction of new techniques of production

• Development of new resources

• Growth of population

• Depression or recession.

 In the graphical representation, the autonomous investment remains parallel to
the Income/ profit axis as shown in the below graph.

 There will be no change in investment whether the income increases or
decreases. Please note that autonomous investment does not vary with
variation in income. It does not mean that autonomous investment does not
change at all. The autonomous investment can be increased and
decreased any time, notwithstanding the changes in income or profit. Thus, in
such changes, the I-I curve in the above graph will shift either upward or
downward.

 The above discussion also leads us to conclude that the autonomous
investment is not determined by consideration of profit. Instead, it is determined
by consideration of the social welfare. In the times of economic depressions, the
governments try to boost the autonomous investment. Thus, autonomous
investment is one of the key concepts in welfare economics.



Autonomou

s investment

 Examples are

 Innovations in techniques or 
production

 Future expectation

 Invention or discovery of raw 
material

 Invention of new production 
process

 Increase in public expenditure

 Growth of population and its 
purchasing power
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Aggregate 

expenditure 

function (level of 

income can 

increase with the 

government 

interference in the 

economy)

 In economics, aggregate expenditure is a measure of 

National Income. Basically it is an approach to measure 

Gross domestic product GDP

 GDP= C+I+G +(X-M) 

Classical approach

C+I +G

Keynesian approach

C+I+

G 

Income

C

C+I 

C+I 

Income

C+I 

Income

C

C+I 

YY



Investment 
Multiplier 
and 
Income:

 (a) Meaning:

 Investment increases productive capacity which, in turn, raises the level of output, 
employment and income.

 When investment increases by a certain amount, aggregate income increases by a 
multiple of that investment.

 This multiple is called multiplier. Investment multiplier shows a relationship 
between initial increment in investment and the resulting increment in national 
income.

 It is a measure of change in national income caused by change in investment. Thus, it 
explains the relationship between increase in investment and the resultant increase 
in income. For example, if an increase in investment of Rs 50 crore causes an 
increase in national income of Rs 300 crore, then value of multiplier would be 6 (= 
300 ÷ 50).

 This equals increase in income divided by increase in investment. The implication of 
K = 6 is that for any level of change in investment in the economy income will change 
6 times of investment amount. Multiplier (K), thus, is the ratio of increase in 
national income (∆Y) due to an increase in investment (∆I). Put in symbols:

 K = ∆y/∆I

 Where K = Investment multiplier, ∆Y = change in income, ∆I = change in 
investment.
Investment multiplier indicates the multiplying effect of investment on 
income.
Remember, the value of multiplier determines the rate of growth in the 
economy A higher value of multiplier will attain a higher level of income 
and growth.



Investment Multiplier and Income: 
Meaning and Relationship with MPC, 
MPS!
 This can be further clarified with the help of an example. Mind, multiplier works through 

consumption. How? The concept of multiplier is based on the assumption that expenditure of one 
person is another person’s income, e.g., expenditure of A is income of B; B’s expenditure is income 
of C; C’s expenditure is income of D and so on until spending becomes zero.

 Suppose, government invests Rs 100 crore in establishment of a fertilizer factory .The first impact 
of this new investment will be that the income of employees engaged in this factory will go up by Rs 
100 crore. If their marginal propensity to consume (MPC) is 3/4th or 75%, they will spend Rs 75 
crore (3/4th of 100) on new consumption goods.

 This is not the end of the story. The producers of these goods will have an extra income of Rs 75 
crore. If MPC of producers is also 3/4th, they in their turn will spend Rs 56.25 crore (3/4 of 75). So, 
this process will go on, with each round of expenditure being 3/4th of the previous round and in this 
way the production and national income will go on increasing round after round. The process of 
increase in income stops when change in income becomes equal to change in saving.

 The process of working of multiplier is further illustrated in the following table. This is based on the 
assumption that initial increase in investment = Rs 100 crore and MPC = 75% (or 3/4th).

FOR EXTRA KNOWLEDGE



Extra reading

The above table clearly shows that Initial increase in 
investment of Rs 100 crore has resulted in an increase of 
additional income of Rs 400 crore, i.e., the resultant 
increase in income is multiple of initial increase in 
investment.
Thus, in this case Multiplier (K) = 400/100 = 4 or K = 
∆Y/∆I. Keeping in view the significance of concept of 
investment multiplier, Keynes suggested that in the 
situations of unemployment and depression, government 
should Increase volume of its investment in public utility 
works to give quick start to economy.


