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- MA/M.Sc. Economics
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GAUHATI UNIVERSITY

COURSE STRUCTURE

A stiadent shall do a total number of sixteen papers in the four Semesters.

Each paper will carry 100 marks - 20 marks for internal evaluation during

the semester and 80 marks for external evaluation through end semester

examination. All the papers in the First, Second and Third Semesters will.
- be compulsory. The paper XIIl and XIV of the Fourth Semester will also
~ becompulsory. The remaining two papers for the Fourth Semesters will be
chosen by a student from the opnonai papers. The names and numbers '

- assigned to the papers are as follows. ' -

: First Semester

1 Microeconomics Theory

I  Macroeconomics Theory -1

‘[0  Mathematical Methods for Economic Amlysls-l
- IV Suatistical Methods for Econonnc Anaiys:s

' Second Semester

V' Advanced Microeconomics

VI Macroeconomic Theory -1I

'VII. Mathematical Methods for Economic Analysns—-[i- o
vill Elcmenta:y Econometrics -

' Third Semester
IX Development Ecommms—l
X - Intemational Economics.
X1~ Issuesin Indian Economy
X1 Public Finance-l
- tourth Semester :
X1 . Developmet. Economics-il
XIV PublicFinance-T
. Papers XV and XVI are optional
A student has to choose any two of the following courses.
“(a) Population and Human Resource Developmen:
(b) - Econometric Methods
. ()  Environmental Economics
: (d)  Financial System -




~ Paper-VI )
N(ACROECONONIIC THEORY H

Unit - 1: Demand for Money&. Supply of Money

'l'heDemm:iMoney Tthlass;calApmoach ’IheKcymmAppmach-
Friedman’s Contribution - TheAmoachcsofBammlaMT@bm.Inmy
~ Theoretic Approach—The Po;ﬁ'olioBalance Approach. . “

Unitz.ﬂmryofh:ﬂxﬁonandEcomkStabﬂkaﬁm : ;
Classical, Keynesian and Monetarist approaches to inflation; Philips Clwe
Analysis ~ Short run and Long run Philips curve— the natural rate of
mnployu:mhypodcmAdapuveExpecmmm Rauoua!Expecm»s— '
The New Classical Approach and its Policy Implications - Empirical

Evidence: e

Unit --3: International Paymeuts _
'Exchange Rate-Balance of Payments-relationship between the current
" account and the capital and financial account- Disequilibrium in liternational
Payment, Adjustment Mechanisms under various Exchange Rate Regimes,
Devaluation and Exchange Conzml The Monetarist Approach to the
Balance of Paymcms

Unit - 4: Business Cycles .
Theories of Kaldor, Samuelson and chks Control of Busmcss Cyclcs -
Rclauve efﬁcacy of Monetary and Fiscal policies.
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UNIT1
' . DEMAND FOR MONEY AND SUPPLY OF MONEY

Structure : _

1.0 Introduction

.1 Objectives -

1.2 _ Demand for money

I3 The Classical approach

.4 Keynesian approach

1.5 - Post-Keynesian approach

1.6 Friedman’s approach

1.7 Baumol’s innentory approach

I8  Tobins portfolio balance approach
19 Selfassessmentquestions

110 . Additional readings

lﬂ.m
nxereasmsforwhmhpwpkedemandmmey;smnmpomnnssuem
_ mmm%bvdafdemdformynmaﬂydmumm&\eme
of interest but also prices-and national income- of the economy. Classical
economists considered money as a means of payment or medium of
exchange. Again J. ‘M. Keynes laid stress on the store of value function of
money. Due to the important role played by monetary demand in the
determination of the price level, mmstandumm,dnstudyofdemndfor
_mneyxsve:ynmhmmﬁ]hemaremmﬂyﬂneappmachesmurdmw
for money, namely the Classical approach, the Keynesian approach and the
_ Post Keynesian appmach Intmschapter. all these theones of demand t‘ot
mmacyamdmcussed. '

1.1 Objectwes

~ This unit aims to provide the icamers to develop their knowledge
: :egaxﬂmg the various theories and approaches to demand for money. It
includes the classical approach, Keynesian approach and the post Keynesian
‘approaches. Attcmptshavebmnmdc tod:scusstherelauvcsupemmyof '

post-Keynesian appmaches over thc class:cal and the Keynem appmaches
. 5




Learners are aiso  prov :ded mth the. relat;ommp between the bond pricesand -
* interest rates. :

1.2 Demand for money :

The demand for mioney arises from two important functions ofmoney The
first is that money acts as a medium of exchange and the second is that it is a.
store of value. This individuals and businesses wish to hold money partly in cash
and pantly inl the form of assets. An i important point to be noted about people’s
~ demand for money is that what people want is notmmmal money holdings but
real money holdings, i.e. real balances. People are interested in the purchasing :
power of money holdings. When with the doublmg of price level, nominal
money holdings are also doubled but their real money balances could remain
the same. If people are concerned with nominal monry holdings i :mspecnve of
' the price level, they are said to suffer from nmney illusion.

1.3 The ::lassica! approach : : - " _
The classical approach emphasizes the use of money as a medium of
' exchangc enabling people to acquire goods and services. So, the demand for-
money emerges from the volume of transacnons of goods and services o be
carried out during a given period. In the classical school, there are two views—
~ (a) the Fisherian view and (b) the Cambridge Econom:st s view. The former is
-~ called the transactions-balance approach and the latter i 1s knowu as the cash-
balance appmach. L
(a) The F:sherian Vlew—- the transactmL:s balance approach
Prof. Irving Fisher provides a formalistic expression to the theory of
demand for money in his equation of cxchange given by
: MV = PT . _
where M= Slock of money, V= Veiocny of cu'culanon of money
, P = price level a.nd T= Vo!ume of transactions. -

' Thc most important assumption is that the velocity of circulation of money
(V) is constant. This is because that velocity of circulation of money (V) is
determined by institutional and technological factors, which do not vary much
in the short run, Again, according to Fisher. the nominal quantity of money (M)
s fixed by the Central Bank of a country and is treated as an exogenous

~ variables, with the assumption of full employment of resources the mlume of
transactions (T ) is fixed i in the short run. :

6




Formneymk:uobcmequmbnumnommlquanmyofmyswpl} _
must be equal to the nominal quantity of money demand, i.e. |
' M M =M

© With the above assumpuons, Fisher’s equation of exch.mge can be- .
" rewritten as: : i
M =5T-‘ or. M =-‘-m" y
: v
; Thus demand for money depeads on lhe followmg faum
(bR Thenumberoftmnsactms(n
@ The average price of transacuons (P)..
(3)  The velocity of circulation of money: (V}

_ l:unphesthatatahl,herlevelofpmes ﬁxevalmofoutpmmliaisobe )
tughcrmdtherewaﬂdbeanwessnyoflargermwmtsofmomytocmduct

- the same real level of transactions. :
_ In this appmach the demand formoney zsdefined objectlvc!y in a_

mchanwnlscnseocﬂy Noatlrnm:spmdtoﬂlcmwmbemnddmdenmnd’ ‘

formnney - Byt ; :
Md =KY ... (D)
wherc M‘,=mwuntofmoneydcmanded, Ya:Mmevmeome
K i$ a constant. :
_ So,mchvutnisdermdfmcasbbalamesm mmlmncybalamesus
'pmpmmnltotmnonnnatmle mooey income. : _
' SmeeYuwaitfePlsgewa{ptmkvelmdyﬁmalnMMW

.-._equanon(l)bemnns
s Md.=.l<1_’y e (2)
From equati_oﬁ-(i_’)‘ we get '
: K-"Ei ......... (3)
X

|l '. _whene'l( mdicatcsdemnd for money per unit of income or the -
~ proportion of money income that the public desire o hold in case. Money
income Y is flow per unit of time say, per year. M,is a stock. :

" (b) The Cambridge Economist’s View : The cash-balunce theory of
: -c&enund for money or the neo-class:cai theory of demand for money was put
- forward by Cambndgc economists, Marshall and Pigou. The Cash-batance
s 5




theory of demand for money differs from Fisher’s lransacuon approach in that
it places emphams on the function of money as a store of value instead of

- Fisher’s emphasis on the use of money as a medium of exchange. '

- Marshall and Pigou focused their analysis on the factors which determine

individual demand for holding cash balances. Although the current interest rate,
wealth owned by the individuals, éxpect_ntions of future prices and future rate
of interest determine the demand for morey, they believed that they remain’

- constant or they are proportional to changes in individual’s income. In -
Cambridge Approach. the following demand for money funcnon was |
hypoﬂmsnsed —-»alapomt of time. : - "

Supposc M, is Rs: 1000 crores and money mcome is Rs 4000 crores
pef year, then '

K100 1
© o 4000 4 - :

In implies that on average, the public hkes to hold moncy that is equal o
one-fourth of its annual income. :

Cambndge Cash-balance appmach to demand for money is illustrated in
the followmg figure where on the X-axis wé measure mmmal national income
Y =Py and on the Y-axis the demand for money (M,,). The demand for money

(M) in this Cambridge Cash-balance approach is 2 linear function of nominal

: . M
income. The slope of the function is equal to K i.e, K= ‘"E;*;"

A

. Md

» ;
w&”'w 2

K

-y

o Demand for money (Md) '

Nominal National Income (Py)
' Fig.: Li

The Key te.«uure of the Cdmbrzdge equauon isthat it makes the dema.nd i

for money as function of money income alone. It makes the nelanon between '




demand for money and income in contrast to Fishe?‘s approach in which
& - demand for money was related 10 total transactions in a mechanical way.

The Cambridge equation also implies that income elasticity of demand for '
money is unity and price elasticity of demand for money is also equal to umty &
so that any chanoe in the price level causes equa! propomonal ch,mge in the
' demand for money

Criticism ; -
'Ihe major criticism against this theory is that other factors such as rate of
: mteresz wealth, expectations regarding future prices ‘and rate of interest have
not been formal ly mtroduced into the Cambridge theory of the demand for
cash-balances. Another limitation of the theory is that _mcome elasticity of -
demand for money may be diﬁ'cr'ent'froin .uniry. They failed to provide any -
theoretical reason for its being equal to unity. ' _ o
Despite these limitations, the cash-balance approach is an unprovemeat
over Fisherian approm:h We don't deny the important relation between the .
demand for money and the level of income which is aiso supported by various
empirical Stu_dies conducted so far.

1.4. Keynesian Approach : ,
Keynes propounded an important theor_\, to the dcmand for money.
- According to Keynes, how much of his income or rescreuces will a person
hold in the form of ready cash depends upon ‘liquidity preference’. Liquidity
preference means the demand for mnne\-; to hold or the desire of the public to
hold cash. Liquidity in an asset refers to the three characters: _
(1) Ivis perfectly r marketablc '
f'>} The value of the asset is %Lable
{3) Itis licensable in character. Why is money demanded?
'Keynes sa:d that money was demanded due to three main momea
53] The transactions motive : It gives rise to the transactions demand
~ for money which refers to the demand for cash of the pubhc for makm,_. current

transactions of all kind.




(2’ The precautionary motive : It mduccs the public to hold money. to
provide for contingencies requmng sudden expenditure and unforeseen

opportinities of advantageous purpose.-
(3) The speculative motive The spcculatwc mouve gives rise to the

speculative demand for money which is the most important contnbuuon of -

Keynes tothe ttmry of demand for money. It explains why the pubhc may hold
surplus cash (over and above that demanded due to other two momes) in zhc'
fuCC of interest emng bonds {and other financial asqets;

Descriptibn éf the three motives :°

"I'ransactiom Motive : ' :

Transacnons demand for moncy dcpends on :

(a) Level of income/receipts.

(b) Degree of specwhzatxon :
(c) Frequcncy and tlrmngs of rece:pts and expenduure -
(d) Avadablllty of credit.

(4) Level of income!receipts

Planned level of real expendxtunz on the 'commuhi;y de_pends on rez-ﬂ_
' income. Hence, ihere isa direct func"tional relationship between transactiénc

demand for money (M‘k) and the level of i income of recelpts (Y) Symbehcaﬁy, i

=£(0), .
o, Md, —8 & S {1)
‘Let’s assume people need tcr hold Rs. 1 to carry out transacuons worlh
i :
Rs. 5. So K=-.
A

Case I :

If income is equal to Rs. 800/-, then My = 5 x800 = Rs. 160. Again,
if income increases to Rs. 1000/-, then Mm'"—*éx 1000 = Rs. 200,

Casell:

If K decreases to }/, -

when Y =Rs. 800/-, M, =§x80{} = Rs. IOO!-.'
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when Y = Rs. 1000/, My = gxlOOO = Rs. 1254~ .

- Case 1L

_ o ;
If K_ increases to 1

when Y = Rs. 800/-, My =ZXBQO = Rs. 2007/~

when Y = Rs. 1000/-, My'= 7 X1000 = Rs. 250/~

I
o e

b

E %

% o Ma= R

3 g L T o e Mg = KY

E o - - Agp = KY°
£ 100 - o : Mgq
‘2 e — - - i —‘;x

£ Ol 7200 400 600 [ 800 1000

g ' : :

=

' land of income
Fig.: 12 .

(b) Degree of specmhzation ;

The transactions demand for money is directly related to the degree of
specialization the commumty achlevcs in the field of business and mdustry
Greater the degree of spec:ahzat;on }ngher wﬁi be demand for money

(c) Frequency and t:mings of receipts and expendlture 3

" Transactions demand for money and fmquency and timings are inversely |
- relatcd. If frequency increases, the need to hold money balance decreases. If
a person receives income Rs. 6000 and payments are also made on monthly
basis, Rs. 6000 will be fequired as cash balance. But if the payments are 10
be made in four weekiy installments, the transactions balance will be Rs. 1300.
The relauonshxp between the period of payment and thc transacuons demand
for money is shown in the following fig. '

1




-Permk(fmquemy'ﬁ:sbmemem)_. s
. fig.13 . B

Thc transactions demand for money is. also mfluenoed the speed wuh

which the payments are made. The development of modem banking and .

msmremsofcred:rhkcc}nqms,bmkehaﬂs,mﬂsofmhmgcmhavem
a great impact upon the rate at which the payments are made. The shorter the
umfmcmngwtofcashba!amesformgomﬂmwmmmd_ .

(d) Avni!ability of credit : o
The transactions demand for money is influenced by the extent of L
avmlabﬂnty of credit. If it is possible to conduct transactlons wa very large

~ extent on the basis of credit, lesser need will be felt for holding cash. If the

transactions have to be made on a cash basis, the need for holding cash will
be more. So, there is an inverse relauonshlp between the transactwns demand -
for money and the availability of credit. : : -
Consndennganeccnomyasawhde we have Kwhn:hmthemttoﬁcash ;
_balance to finance cxpenchture ‘of goods and services to the total amoum of

expendlm

where Mdl transactions demand for money and X = total expendim ’
Assurmng equation (1) holds for ‘n’ individual spendmg umts ' '
| My =M, M My, -
X=X, + X3+-..,.+X,,_-

12




Now, we have .
My =KX
| My =K ,X,+KQX,+ ..... + K X,
'_SubsututmgM,mequamn(l}. wehave | ;
Kllxl+Kt?.x”+ "‘K

P el Ku};g +Ka—’§3—+..;;....+K 5; '—9('2)'

: :\ow,wcdefmeK,asmemhoofthctmnsacuonsdcmandformoney

tothegmss nanonalproduct(GNP) where :
K MaMa X g X

e Y XX 4

Substituting K, in equation (2), we have -

K,=|K, X'+K,,?52-+ x,,-’fa-].. 2 i
B L S x| Y

) Equmm(s)mmalgasmmofmsacnmdemﬂform 3
to gross national product (GNP) depends on - :

(1) Ratio of cash balance for transactmn o expendlturcs for individual
J (2) The rauo of cxpend:tures by mdmdual spending units to total

- (3) The ratid of aggregale expcndimre on gDOdS and serviccs to the '
GNP. :

vaen the psycbologxcal—- institut :onai complexlucs and the short-

stability of the frequency and timing of the receipts of income and paymcnt&
- K/'s of individual spending units, the ratio of spending by individual units 1o
total spendmg as well as the ratio of total spending to the gross national

' '-.praduct remain constant in short period under normal « ucvmstances, the

transactions balances are related functionally 1o the ratio o1 total expenditure -

to gross national product.

T (2) Precautionary Motive :
“The spending units hold some amount of cash in excess of the minimum

, reqmred to meet the day-lo-day transactions. This surplus amount is hcid in
-' : 13 '




*

. part to d=al wlth emergercies and unforescen contingencies like. llmeas_

accidents, unernploymem etc. W.W. Haines points out that Ihl. prmauunnary 4 |

demand for money is mﬂucnced by lhe following factors
- (1) The size of assets _
{2) &valiabmty of insurance. _
(3) Expectations of facture i mcome or reccxpts
{4) Availability of credJL ;
{3) The efficiency and :satety of ﬁmncml institutions in maiczng m!&l‘&&»l*-— -
earning assets available. : : -
According 10 Keynes, the pren.aunonal‘y balances is du*ectly related to the
level of i zncome. ie.

M =f(Y)

Where MDP is the demand for money for pwcaunonary motive. The

positive relationship berween the level of mcome and the precauuonary_--_ '

demand for money is due (o two reasons:

- (1) Just as the spcndmg units like to spend More on food clothmv and
- other goods. when lhe:r incomes rise, they like to purchase more of security
and convenience whlch they can derive from the h-aldmu of larger funds for the
prcautionary motive. : _

\2) The increased income extends the scale of business Qperati_ons_an'd . -
increases the financial comnﬁnncms of the business concerns. Like the
transactions demand function th_e precautionary demand function also slopes
upwards from left to right as shown in the following figure.

, YA\‘-

T
i

l

demund e mopey

ol ' Y, Y Ix
Level of income ;
fig.: 14
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; MDT' 1s the demand for money forthe mmons purposes and. Mun,- _
of income for the active balances compressing, ';he transactions. and
precautionary balances. .At Y, ievél_of in_corr_ue MnT = Bth &MDP' =A,B,.

'-So,-M[;;ﬂ, =B Y, +AB, =AY, Ata hi’gher- level of income Y,
; ’ = BzY-s +A B1
= A Y-,
Thus, the transactions balances plus precautionary balances or the
active balances {Mp, +Mop_} are the direct functions of the level of income.

They.rise or fall with a tise or fall in the level of income.

(3) Speculative Motive : ;
Speculative demand for money is the funct:on of the rate of interest. The
~ speculative motive for the holding of mu:mey relates to the taking advantage of
: 'futurc market movements. The specuiatwc demand for money representsa

" genume break from the classical theory.

~ Specutative demand for money is defined by K.eynes as holdmg money
{© secure. profits from knowing better than the market ‘what the future will
bringfouth. Unlike the classical economists, Keynes assérts that people will
: hcld cash-balance over and above the precautionary movements, even when :

.. other investments alternatives are available. This arises out of uncertamty and

fear of capital losses i in future.
" Risk and uncertainty mvolved in the cash and secunty can be better
_ understood by analyzing the nmpact of future changes in the rate of interest
“upon tt_xe.pri_ces of asset_s(bonds)' ) o

Interest rates :md asset prices :

" A bond is a contractual debt obligation whnch may be zssued by a
business corpora.uon or a govcmmcmal unit and there is a promise to make -
o the holder is a promise to make to the holder certam periodic interest
payments and the payments of the principal value at maturity. There is an '
inverse relatlonsmp between the movements in the rate of interest and bond

: 1
prices, ie. o BP

15




11 the principal value of the bond (P) is Rs. 1000 and maturity period is -
one year, the coupon rate on the bond being 10 percent, the interest payment -
amounts to Rs. 100 at the end of the year. So, the bond involves the face value
'of Rs. 1100 (Rs. 1000 as principal + Rs. lﬁﬂ as interest). :

' ~ Ifthe current rate of interest (r) falls t09 peroent, the current market vatue_ '
of the bond (V) will be higher. 2

4

T+
whcre V = market value of bond. P= pnnczpa.l valne
-1 = market rate of i mterest

_ P _ 1100 1100

“l+r 14009  1.09

If, on the other hand, the current market rate of interest increases to 11
percent, the current valuc of the bond will deprcmate

MO0 00 ol
140.11 111 = Ay
In the first case, an investor will have to invest Rs. 1009.17 to carn Rs.

1100 at the end of the maturity period. In the second case, an investment of

= Rs. 100917 -

Rs. 990.99 will ensure the repayment of Rs. 1100 at the end of the year. The .
former situation represents an appreciation in the market value of the bond . -

worth Rs. 1000 to Rs. 1009.17 and the later situation indicates a depmc:atlon
' in the value of bond worth Rs. 1000 to Rs. 990.99.
. The general formula for d,ebemnmng the pnce of bond can be stated as.

follows:

CP CP CP P
V=|—t 2'+......+ - + = =
I+r (1+r1) {1+r1) .[lfr)

'where s
V is the market value of the bond.
P is the principal value of the bond. : :
‘CP is the coupon rate per interest payment penod
' ris the current market rate of i interest per interest payment,
~~ nis the number of interest payment periods in the remaining life of the
bond. . o - i '
- [cp R R CP-]
. i LB

14r (l+r) 1+




where R,is the sum of the present values of all the interest paymt:nts

From the above formula, we have the followmo mferences ;

(1) Arise in the rate of interest causes a fall in prices of exlstmg bonds
and vice-versa. The rate of interest occurs in the denominators and therefore
an.increase or decrease in its mavmmde will have an opposite effect on V.

{2) If the coupon rate of intérest (CP) is equal to the current rate of
'mteress (r) i.e. CP =1, the market value of the bond will be equal to the amount

- of the principal (V = P). Hence bonds sell at par. ;
_ '(3) I the coupon rate is exce:,s of the current mtercsz rate (CP > 1, thcn
" the market value of the bond will exceed the principal amount (V > P) i.e. the
bond will seli above par. e T
(4} If the coupon rate falls bellow the current interest rate (CP <), the
‘market vaiue of the bond m}l be less than the prmcxpal amount (V < P) ie. will
' 'bond will sell below par.

interest rates and expectauons : :
Whenever a person purchases a bond or secunry he has to anticipate the

possibilities of capital gains or lossee as a4 consequence of the expected -

changes in the rate of interest. If certain bond holders expect the rate of interest: -
to rise and the bond prices to fall, they will like to switch pver to the holding -
of cash from the holding of bonds. The opposite would be the relation of those
who anticipate the rates of interest to fall and consequently the bond prices to
appreciate. | ' : - '

If the current rate of interest is higher and the expectauon is that it will fall -
down to get clcser o the normal level. there will be tendency to substitute
bonds for cash, since the prices of bonds are expected to increase in future. _
. T, on the other hand, the current rate of interest is lower than the normal Jevel

' of interest rate and the bond holders expect a rise in the interest rate towards |
" its normal level, there is a fear of capital losses in future. Then the bond holdms
- will start subsntutmg cash for bcnd.\ If the speculators believe that no fall in
the rate of interest can be expected-and it may rise instead, there will be a very
i strong tcndency 10 hold no bonds and substitute cash for them.
If market value of interest is r and expected raté of interest is e !mve
* the following: conclusaon :
(1) r>r", there will be r:apuai gains and speculative demand i is negative

17




since the holding of bonds wdl ge: more and more sm:ngthened by the
optimistic expectations. -

(2) I r< 1’ there will be capnzﬂ losses and bond holders w:i! l;ke to
| dispose bonds to have more and more amount of cash. '

_ (3yIfr=r", the speculative demand for money is zero, the bongd holders
will not be inclined to bring abort any chzmere in the:r asset portfolios.

{4) At a cermain minimum rate of interest (r,), speculative money demand
function becomes com?ietely horizbn'tal Whatever amount of money is.
dva:iable in :he system, the peoplc wxli like to hold it in armcxpaﬁon of an almost
definite rise in the future rate of interest.

rve ; 0;; . tve” X

spéculative balance
fig:: k5

The diagram shows that the speculative balances are negative when r>r” ..
These are zero when r = r’ and positive when r < r’, Rate of interest can riot,
go down that of r,. After £, the demand for money for speculative motive
becomes perfectly elastic. Ttus part of speculative money demand function
_(MD ) curve denotes a state of llqmdxty trap’. At this pom!;, the rate of
' interest is the lowest and bond price is the lughest

Criticism

Keynes made a s:gmﬁcant departure from the classical theory of money
demand by mlmducmg spcculat;ve demand for money while the class;c__a}
approach emphasised on transactions demand for money. But Keynesian B
approach i also criticized on the ground that it visualizes that people hold their .
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assets in either all cash or all bonds. It seems quite unrealistic because
mdmdua}s hold their financial assets in some combmauon of both money and
bonds. Again, while according to Keynes’ theory, transactions demand for

money is inseasitive to interest rate, the post_—l(eynesmn approach shows that
money held for transaction purposes is interest elastic. ' '

15 Post- Keynesian Appmach £,

' For removal of the limitations of Keynesnan approach and for expressmg .
the demand function for money in a more generalized manner, a number of -
* studies have been put forward by the writers like Baumol, Tebin, Milton
Friedman and many others. ' R

1.6 Friedman’s Approach : _

Milton Friedman put forward demand for money funcnon which plays an
1mp0mnt role in restatement of the guantity theory of money and prices. His
_ .appmaLh to demand for money does not con51der any motives for holding

- money, nor does it distinguish between speculative and transactions demand =

for money. He analyses the various factors that determine the dcmand for
money and from this analysis he derives demand for money function.

Friedrﬁan’s nominal demand function (M) for money can be written as

_f[w h, £, By s Py A;’ )

Smce demand for real money balances is nominal demand for money

dwuied by the price level, demand for real money balances can be wntten as
M g : AP
;d'"‘f'-—'—' f(‘:v, h, | fb,.fc,. T, U)

Where M, stands for ﬁominai devoured for money, W for wealth of the
individuals, h for thé proportion of human wealth to the total wealth held by '
. the mchmduals Im for rate of return or mtercst on money, % for rate of interest

AP
on bonds, r, for rate of return on equnzxes P for the price !evel —f;" for the

. _chantre in pnce level i.e. rate of mflauon and U for the mstttuuonal factors.

1. Wealth (W) : The major factor which determines the demand for
money is wealth of th¢”individuals (W), both human wealth and non-human
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wealth. Human wealth means the value of an individual’s present and future
- eamnings. Non-human wealth includes bonds, shares, money etc. Individual’s
 bonds, shares, money etc. Individuals demand for money and his total wealth
for money and his total wealth are directly related. The greater the wealth of
an individual, the more will be the money demanded for transaction and other
purposes. Since human wea!th is lesser liquid than non-human wealth, as the
proportion of human wealm in total wealth increases, there will be a greater -
demand for money. ' ’

2. Rates of inierjest (i'etum) : Friedman considers three- ratés of

interest, 1,,,1, and r, which determine the demand for money. fhistheown
- rate of interest on money. Given the other rates of interest, as r,; increases,

demand fo, money also increases. Money kept in the form of currency and .
.demand deposits doesn’t eam any interest, but money held as saving deposits
“and fixed deposits earns rates of interest and designated by I, Again, people
| held a large part of wealth in the form of bonds, equities and other financial
assets. When rates of retum on bond (r,,) and equities (r ) rise, theopportumty
cost of holding money will increase. It will reduce the demand for money
holdings. Thus, the demeaned for money is negatwe!y related to the rate of - |
- interest on bonds, eqmues and other financial assets.

3. Price level (P) : A higher pme level means peoplc wtll require a large
" amount of nomina! money balances in order to purchase, the same amount of -
" goods and services. If income (Y) is used as proxy for wealth (W), then
nominal income is given by Y. When the price level increases, the demand for
money will rise and on the other hand, when the price level falls, the demand_ ;

- for money will dcclme

o E I aP' . . )
4. The expected rate of inflation (_P_) : If people expect a higher
rate of inflation, they will reduce their demand for moncy holdmgs Thisis
~ because influence reduces the value of their money balances in terms of its

power to purchase goods and services. _When people expect a higher rate of
inflation or increase in price level, people will convert their money holdings into

goods or other assets which are not affected by inflation. Again, if people
 expect a fall in the price level, their demand for money holdings will increase.
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5 Instlmtional factors (U) Institutional factors ixke mode of wage
paymems and bill payments also affect the demand for money. Several other
factors such as over all economiic environment in the country also affect the
demand for money. If recession or war is anticipated, the demand for monew
balances will increase. Instability in capital markets also raise the demand for

money If there is political instability in the country, it will raise the demand for .

money. These institutional factors are repre‘;emed hy U in the demand for
money function of Friedman. ,

Due to the absence of reliable data about the vaiue of wealth (W).
" permanent income (Y,,) can be used as a proxy variable for wealth. So.

Friedmah’s demand for money function becomes.

(Y h, rm, B Eis _f{?i U) '
P .

If we assume that thei. is no price change in future, institutional factors
like h and U remain fixed in the short and all the three rates of interest are
clubbed ‘into one, Friedman's demand for money function becomes

M, = f(Ypr)

17 Baumo!’s invemory approach :
W. J. Baumol in his inventory approach to the demand tor money,
' cuncentra:ed on transactions demand for money. He stressed that transactions
demand for money is a f;inction of the rate of interest. Due to cost incurred .
on holding inventories of goods and service, there is need for keeping optimal |
inventory of goods to reduce cost. Individuals also incur.cost when they hold
" inventories of money for transactions purposes. They incur cost on these .

inventories as they have could have earned if they had kept their wealthin .~
- saving deposits or fixed deposits or invested in bonds. That is why, according

to him, the lransactions demand for moa'ey‘i's_ not independent of the rate of
- interest. e . ' '
~ Baumal explains the transactions demand for money of an mdmdna! v.ho'
receives income at a specified mterval say every month, and spends it
'graduajly at a steady rate. It assumcd that an individual is paid salary
_ amohnti'ng Rs. 12000 on the first day of each month. He gets it in cash on

the very first day and his average money holding in‘the month will be

#‘2390 — Rs.6000 (before 15% of a month he will be having more than
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'Rs.6000 and after 15% day he will have less than Rs. 6000). So, the individua!
' is losing interest which be could have eamed if he had deposited some fund
in interest-bearing saving deposits instead of withdrawing all his salary in cash

on the first day.

‘ﬁ; \ " '\._\ ¥ 3 ‘“.; 7 2 ; > ’
= . Poa s A Average maney .
E I . Joldigs

% m 11.‘ E

g

s

Ol " Is Feb.! 15 Mar} IS April . X

Jan. 1
Time
fig.: 16
R ' :
6,000 1
=
g 3,000 _
=
re .‘ : a > x .
O Jan.15 Febl Febis Marchl S st .
Jan. 1 ' _
Time
fig.: 1.7

Suppose, instead of withdrawing his entire salary on the first day of a - ]
month, he withdraws only half of it i.e. Rs. 6000 in cash and deposits the
némgining amount in saving account which gives him interest of 5 percent. Thiis
is illustrated in fig. 1.7. So, his money holdings of Rs.6000 will be reduced to
zero at the end of the 15™ day of each month. Now, he can withdraw Rs.6000 -
on the moming of 16® of each month and then spends it gradually, at a steady
rate of 400 per day for the next 15" days of the month.r This is a bett:k
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method of managmc founds as he will be earning mtereat on Rs.6000 for 15

days in each month. In this case, average money holdings is *-'2"'" =Rs.3000.

‘Similarly, the individual may dcéide to withdraw Rs.4000'( i of his

-saiary) on the ﬁrst day of each month and deposlts Rs.8000 in the savmg_
deposits. Hts Rs. 4,000 will be reduced {0 zero at the end of the 10" day and
on the morning of 11" day of each month he withdraws Rs.4000 to speed on
* goods and services till the end of the 20" day. Again on 21* day of each
moonth, he withdraws Rs. 4000 to spend steadily till the end of the month. So. -
: ) i ) 40% ; 5 ) & . “ P
. average money holdings will be ——= Rs.2000. The person will be earning
more interest income in this scheme. ' '

Cost on brokerage fee is mcurred when ornie invests in interest beanng* .
'bcmds and sells them. Even in case of serving deposits, one has to spend on
- transpormuon costs for makmo extra tnps to the bank for withdrawing money.
“Moreover, one has to spend time in the waiting line in the bank during cash

withdrawals. So, the greather the number of times an individual makes trips to
‘the bank, the greater the broket’s fee he will 'incu_r.- So, The individual faces
" a trade-off problem. The greater the amount of pay cheque he withdraws in
cash, less the cost on account of broker’s fee but the greater the opponunity
cost of forgoing interest income. According to Baumol, the optimal amount of
money holding is detenmned by minimizing the cost of interest income forgone
and broker’s fee.

Let the size of the pay cheque be devoted by Y, the averagc amount of
the cash he withdraws each time the individual goes to the bank by C, the
number of times he goes to the bank to withdraw cash by T, broker’s fee

‘which he has to bear each time he goés to the bank by b. In cash if the person
gets his whole salary in cash on the first day of every month, he has to incur
brokcr s fee only once since hc makes only a smgie trip to the bank ie.

' Y - 12000

=—=1
C 12000 = C Y. In the second case of money managemem

...!,.2_0@-—2 And the thi['d. T*@—
6000 m the case

Interest income lost by holding money is the average amount of monejr_ |

; . C { ;
holding multiplied by the interest rate i.e. I. E'. So, interest income lost in the
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- . 1C 5 12000
first case is ~5—

—i T -«-—-—-R 300 in the second case,

100" 2
5 6000 5 4000
e R 50 BN, A 100
100 5 andmtheihirdcasels IODX 3 S.

_.Hénce-the total cost incurred on broker’s fee and interest income forgone |
-1s given by .
Total cost =bT + 3
Since T=
Tota] cost=h. E- +E
c. 2

Baumol has shown that the average amount of cash withdrawal wtnch
" minimises cost is given by
o= [BY

This means that average amount of cash withdrawal which minimise cost
is the square root of the two times broker’s fee multiplied by the size of )
* individual’s income (Y) and chvlded by the i mterest tatc This is known as
square Root Rule. . _

According to square Root Rule, transactions demand for money varies
directly with the income of the individuals. So, at a higher level of income, the
transactions demand for money is higher at a given rate of interest. In the figure |
1.8 There are three transactions demand curves for money
M,, M,  and M, " for three different income levels Y Yy are represented.
So, transactions demand for money is function of both rate of interest and the
 level of income i.e. Mp._ = f(lj, Y)
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_ Superiority of Baumol’s appraach over Classica!_a_nd Keynesian
. approach : ' ' :

(1) Baumol could successfully integrate the theary of transacuons demand _
for money and capml theory. .

(2) The new-classical theorists and Keynes assumed a linear and
pmpomona! relation between transaction demand for money and income. But
according to Baumol, the relation is less than proporuonate el

{3) Keynes showed that the transactions demand for money was interest
inelastic but according to Baurnol it was interest elastic.

4) This theory ramous the dichotomy between transactions and

specuiatwe demand for money prescnt in Keynes;an approach and there is also -
absence of money 1ilus1on

1.8 Tobin’s Portfolio Balance Approach :
‘James Tobin in his article ‘Liquidity Preference as Behawor towards
Risk’, rightly explained uncertainty in subjective terms of risk. He transformed
Keynes’ Liquidity Preference theory from a theory of uncertamty to that of
risk. According to him, it is the element of risk that influences strongly the
portfolio decisions of the investors. The holding of entire income in the form
of cash involves no risk of capitai loss. On the other hand, the holding of bonds
may entail capital loss i.e. there involves some risk. So, the investment in such
assets can be possible only when the risk of capital loss is adequately offset
by the return from them. Bonds involve capital appreciation i.e. positive return
_' or cap1ta1 depremanon or neganve return. The tend:ency towards risk averse
makes the investors to decide as to what proportion of zhe:r assets to be held
‘in the form of cash and in the form of bonds etc. '

Measuring return and risk
The measure of return is the mean values of interest retumns (1} and capital
gains(g). When a portfolio consists of a proportion M of cash and B of bonds
" such that B lies between zero and one and the sum of M and B is equal to
‘unity, the return on the portfolio will be determined as -
R=B(r+g) o (1)
M is ignored because there is no return from cash. Butas g is a random
variable, the expected value of it is zero. Thus, expected mean returns on the
portfolio will be ' | |

E(R)=p, =B,  .ccvene )




Agmn the risk is measured by the standard deviation of retumn (R) By
It is the dispersion of actual returns from the mean expccted return ﬁ'om the
portfoho The standard half of the figure. '
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Itpmsemsnskas a proportion to the share of bonds in ﬁwpmtfoho OB,
indicates the amount of bonds while B, W indicates the amount of cash. The
ruling rate of interest is r,. Wheh rate of interest increases from I 10 1, then
to ry, the oppoitunity line rotates anticlock wise to OK, then to OK, and
demand for cash falls from B\W to B,W then to B,W. Again demand for
' bonds increases deviation of R depends on the standard deviation of g i.e. O,

and proportion of funds invested in bonds (B).

o =Bg,
B=%%= . 3)
0 -3

Substituting the value of B in equation (2),

gl
=—2r
Mg o

_The lmdeoffbetweenthemtumandnskcanbeana!ysedmmefonowmg
' ﬁgumwlwmnsk;smasuredonﬁmbeﬂzantalaxm and retum is an the vertical
axis. The relationship between risk and return can be expressed through the
opportunity line OK,. I; is the positively sleping indifference curve of risk-
averse investors. The slope indicates that at hlgher levels of risk, the returns -
from it must be in greater proportion than that of the r1sk The relauons}up _ -
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between risk and investment in bonds is shown, through line OC in lower from
OB, to OB, and so on.

Raie of interest

"
et
i
i
v
i
H

Fig;; 110 Demand for money

Based on the above analysis, we come to the conclusion that at a higher
rate of interest, a fall in rate of interest will read to less than pro_pbrtit)nate
increase in demand for money. At a lower rate of interest, fall in the rate of

interest will lead to more than proportionate increase in demand for money.

Superiority of Tobin’s over Keynes :

(1) The theory establishes relationship between rate of interest and
demaned for cash based on the theory of risk instead of uncertainty.

(2) The meory dlSCO[’l‘lﬁt‘i Keynes contention thal the future rate of
interest will move in one dnrecnon Tobin states that there is no way of knowmg
_ in certain which way the rate interest will move. :

~ (3) It highlights the fact that assets can be keptasa portfo'lid of cash and
bonds. But Keynes said that every investor will hold only one assets either cash
or bond.” '

(4) It removes the dichotomy between transactions demand fnr money
and speculauve demand for money.

1.9. Self-assessment questlons :
1. Expiam Fisher’s transactions balance approach (o the demand for
money.
2. Discuss cash bdiam.e theory of demand for money. How is it
different from Fisherian approach?
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3.  What, according to Kcynes’, are the motives 'belhind the liquidity
: preference"
Discuss Keynesian dppmach to dcmand for money.
What is the relationship between interest rates and bond prices.
How is intérest rates and future expectations related? PR
Explam the factors which determine demand for money in thc hght |
of Friedman’s approach : ‘

N awm s

3. Explam Baumol’s inventory approach to demand for money How 5 =«

it superior to classical and Keynesian approach. ' .

9. . Explain Tobin’s portfolio balance approach to dcmand for moncy
- Howis it an improvement over Keynesian approach?

1.10. Additional Readings : __

. WH. Branson, Macmccon(mﬁcé : Theory and 'Policuy.
2. R. Jha, Macroeconormcs Theory and Pohcy
3.H 'L. Ahuyja, Macroecomnncs ’Fheory and Polxcy
4. Rana & Verma, Macroeconomic Theory and Pohcy
5. Suraj B. Gupt.x Mmetary Econormcs
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THEORY OF INFLATION AND ECONOMIC STABILIZATION
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Introduction
Objectives
Classical Keynesian and Monetarist approaches to inflation
Phillips curve analysis. ' .
‘Natural Rate of Unemployment Hypothesis
Adaptive Expectations.
'Rational Expectations.
The New Classical Approach and its Policy Impllcanons and.
Empirical Evidence
Summary
Additional Readings.

2.10 Self Assessment Test

2.0.

‘-Inn'uduc'ﬁun

“Inflation genérdlly means a substantial rise is general price level, which

causes a

decline in the purchasing power of money. In this unit, we shall study

 the Classical, Keynesian and Monetarist Approaches to inflation. We also study '

the Phillips curve analysis and in this context we analyse the natural rate of
unemployment hypothes;s the Adaptwe Expectations and the Rational

[Expectations Model. Also in this unit we analyse the New Classical Approach |

and its policy implications along with its empirical evidence.

Z:1.

Objeéﬂvos

- After going through this unit, you will be able 1o -

L ]

Have an idea about Classical, Keynesian and monetarist approach to
.- EI . : g o b %

- Know about the Ph;lhps curve analysxs
Analyse the natural rate of unemployment hypothesxs and the adapnve
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expectations model.
* Get an idea about the Ratmnal Expectations Analysns
. » Examine the New Classical Approach, its policy zmphcaﬂom and
empirical e\ndence '

~ 2.2. Classical, Keynesian and Monetarist Approach to Inflation
In general, inflation means a substantial and rapid increase in'the general
price level, whxch carves a decline in the purchasing power of money. Bmadly,
the phenomenon of mflanon has been understood in three ways—
Common View _ _ |
Inﬂaﬁon has been defined as a (a) Phenomenon of rising prices, or
(b) monetarj( phenomenon. (a) As a phenomenon of rising price—._Aécoz'ding
_to Crowther, inflation is a “state in which the value of money is falling i.e. the
prices are rising. Accardmg wH.G. Joimson “I define inflation as substantial
rise in prices”. ; _
~ (b)Asa monetary phenomenon Economists like Friedman, Couibom etc
deﬁne inflation as a monemry phenomenon. According to Friedman, “Inflation
is always and everywhere a monetary phenomenon™. Coulbom deﬁnes inflation -
as “too much money chasmg too few goods” '

Keyfnesian View .

Keynes defined inflation as a phﬂnomcnon of full employmcnt Accordm,_, :
to him, inflation is the result of excess of. aggregate demand over Lhe available
aggregate supply and true inflation starts only after full employment. So long
- there is unemployment, employment will change in the same proportion as the
quantity of money and when there is full émpioyrmng prices will éhangc in the
same pmpbrtion as the quantity of money. Keynes also says that prices may
rise even before full employmient due to the existence of certain bottienecks in

the expansmn of output. He turned such a rise as sezm-mfianon

Modern V'ew :

Modern economists analyse tnflation in a comprehen-;wc and unified

,I manner. It can be summanzed as—
30




- (1) In general, there are two types of inflation. One is demand pull inflation
where inﬂation'and_ falling unemployment are supposed to go together and the
other is cost push inflation where inflation and rising unemployment are

supposed to occur simultaneously.

(If) During late 1950’s, A.W. Ptulhps supported the idea that there existed
" atrade off between lhe rate of inflation and the rate of unempioyment

(IID) In the late 1960’s, the monetarists held the view that the tradeoff
-~ between mﬂam_n and unemployment existed only in the short run and nof in the
long run. In the long run, when anticipated inflation is equal to actual inflation,
inflation and unemployment will simul_tamly increase.

(IV) The monetarists, like Friedman, Phelps also combined demand-pull
and cost-push inflation as one integrated whole. According to them inflation is.
a unified phenomenon in wméh demaﬁd'and cost elements appear as a part of
one mtegrated cycle and in which expectauons of future pnce ievel movements
play a pmmment role

23. Phillips Curve Analysis

The idea of tradeoff between unemployment and mﬂatlon became a firmly
established concept after the 1958 study of their relationship by A W. Phillips. .
an English economist. He said that there existed an inverse relationship between
rate of unemployment and rate of inflation. This implies a trade-off and a
downward sloping curve is obtained exhibiting the 1 mverse relation between rate
of inflation and the rate of unemployment and this curve is.named as Phllhps_ '
~curve.. This can be shown in the fi igure 2.1 in the next page
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(% of Labur Force) -

Here, in the horizontal axis rate of unemployment is measured and along
the vertical axis the rate of inflation is measured. It is seen that when the rate
- of inflation is 10 percent, the unemployment rate is 3 percent, and when the
inflation rate is reduced to 5 percent per annum, the rate of unemployment
increases to 8 percent of labour force. Joining the various combinations, we

thus obtain an inverse curve known as the Phillips curve.

2.4. Natural Unemployment Rate Analysis

This analysis was propourzded by Friedman. Accordmg to him, although
_ there is a trade off between rate of inflation and unemployment i in the short run,
but it is not stable. He argued that there is no long-run tradeoff between rates
of inflation and unemployment. The economy is stable in the long run at the
natural rate of unemployment and therefore the iong run Phillips curve IS a
vemcal straight line. .
: Accordmg to Friedman, the the natuml rate of unempioyment is'the rate
at which in the labour market the current number of unemployed is equal to the
number of jobs available. It 1mphes the rate of unemployment at which the
economy normaIIy settles because nf its structural 1mperfcctsons Thus the
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natural rate of unemploymm is deﬂmd as the rate of unemploymenz at wmch
ﬁaeactualmﬂeofmﬂanoneqmlsdnexpwedmofmﬁduon ‘Thus in the long

nm,&mﬂuihpscmveisa vertical straight line the natural raie ofummploymcm,
This :s.explamed in the following figure 2.2. -

L LPC

1 sec, see, ¥
e
&
o—~ U

Supposc the economy is cxpenencmg a mild rate of mflauon of P, with
muncmpbymentratcofhf At point E,, on the short run Phillips curve SPC,;
peopleexpccttlnsrateofmﬂanmtocomxmmtheﬁlm Nowassumtmt %

' _-thegovenunentadoptsamomtaryﬁscalpmgrammwmsethcaggmgme o

_ 'demaudmmdﬂmlowerummploymLThwmcrcasc maggtcgarcdmnand
will raise inflation rate from P, sz_anduucmploymcmWﬁi move from E, to
E, along SPC,. This is achieved because thie labours has been deceived. The

'-expectedratcofmﬁanonmP,m:dlaboumsbasemeuwagcdanandsmthzs C

- rate. But the worklers eventually reahzetbatthcacmalraxc of inflation is P,
_ whschmwheoomesthe:rexpecwdrateofmﬂauon The workers will demand

_now more money wages 1o restore real wages formerly held at E,. The
) mﬂtannmreascmrcalwagcsoverﬂwsepmvmhngatﬁmwsempbynm )
' back!soE;anSPCz, which is the same level of unemployment which existcal

_ 'prevmusly (ie.ON). Asubsequent effort to reduce unmnp!oymtm&lﬁmtwr :
' mﬂanonfmml’,toP1mayagambesuccebsﬁnm&wstmmmcmmgtherm
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of unemployment to destine along SPC. to E, from E,. Butif labour once again
comes to know of it and adjusts their wages over time, employment will again
fall from E, to E; i.e. it w1ll come back o the ongmal rate of unempioymm

" ON. OF poinis E,, E; and E; are connected, they trace out a long run vertical

Phillips curve LPC at N, and is taken to be the *natural’ rateot'unemploymem
 as determined by normal fncuonm:helabormarkct. :

25, Adaptive Expe’daﬂdns
~ On the LPC curve, there is no trme oft between unemployment and

- inflation. Rather, any one of several rates of inflation at poiats E;, E;and E,

is compatible with the natural unemployment rate of N. ~Any reduction in
unernployment rate below N w:ll be associated with an acceleranng and
' ultimate]ycxp!oswemﬂamn Bmthmsposmbic tenma:ﬂysolongasworke:s
" overestimate or underestimate the inflation rate. [n the long run, the economy
is bound to establish at the nawral unemployment rate. This is because
mﬂat:ona:y expectauons are revised according to what has happened to _
inflation in the past. Since the wcfkersadaptthemsc!vestomecxpectanms,nt §
is also called the adaptmg expectations hyporheszs Accordmg to this
- hypothesis, the expec:ed rate of mﬂanon always lags behmd thc ax:tual rate.

2.6. Rationa! Expectauons

Rational Expectanons is the focal pmnz of the modem thbate in Ecemm:c
¢ Theory. From the late 1960’s, a new economic phenomenon appeared in the

form of both high unemployment and inflation, known as stac,ﬂanon This

- phenomenon of stagflation posed a serious chalienge to acononnsts and poilcy _

makers because Keynesian theory was sﬂent about it and, out of this crisisa -

new variant of macro economic theory cm;erged_ called rational expectauons.

Explauattion of Ratioﬁal Expectations Hypothesis w s

__ Expectanons are forecasts or predictions by an economic agent regatdmg
the uncertain economic variables which are relevant to his/her eurrent decision.
Expectations are essentially Sub_]ecnvc— the personal judgments of an economic .

agent.. They are based on past trends as well as current information and
= 34 - - E




experience. “Raﬁoﬁai ecpectaﬁon.(f{atek) is me'uppiicmion of the principle of
rational behaviour to the acquisition and processing of iht'ormétioﬁ and to the
formation of expectamom In other words, if economic agents are ranonal
_ nwumlzers then, it is consistent to consider ‘information gathermg and
sexpectation formation’ as determined by the same prucedun: Thus, rational
expectations are explicit predictions _(foke_casts ) about the level or rate of
change of some economic variables based on the use of the model and all the
information available thereof. '
 The idea of rational expectamm was ﬁrstput fanhhy John Muth in 1961.
Muth proposed that certam expectations were national, in the sense that they
were essennally the same as the predictions of the relcvant and’ correct
- economic theory, thus 1mplymgthalexpectauons and the events dlfferoniyby
a random forecast ervor. This was ongmally proposed within the context of the -
decrswnmkmgpmcessofﬂ)e firm, where it remained relatively unnoticed until,
picked up by Lucas ( 1972) and Sargcut (1973), who translated into the field
.ofummmmmmwmm:nmmﬂumﬁnsmof ‘Ratex”
axpecwdmﬂanmmdﬁer&omacmal inflation by mndomforecastetmr
Thus, the essence of Raiex hypothesis is that economic agents form
' expectanons of the future values of economic variables like prices, incomes,
& : etc. by using all the relevans information available to them. The information
includes the relationships governing economic variables, particularly monetary
" and fiscal policies of the government. According to Muth, information should be -
considered like any,other available resource which is scarce. Further, rational
- economic agents should use their knowledge of the structure of thé economic
system in forming their expectations. The Ratex hypothesis does not imply this
consumers or firms have * ‘perfect foresight” or that their expectations afealways :
‘correct’. Whamdoessuggestisthazecmwmmagemsreﬂectuponpastem

~ and, if necessary, revise their expectamn behaviour so as to eliminate

regulantles in these errors. The Ratex hypothesis, in itself, should to be
provocative to economists. It mereiy bnngs expectations within the scope of

'uuhv@nlnmunmngbeha\m !tpmvuhsawayofumpor&ngmm
which is consistent with the orthodox economic theorizing.
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2.7. The New Classical Appmach and its Policy lmpllcatlons

‘The New Class:cal Approach : -
The new classical approach-is firmly based is the mcthodoiogy of rationial _' o
econom:c man. The characteristic features are—- _

{a) Economic agents optimize
(b) Markets clear and ' %
(c) Expectations are fonmd ranonally

Despite these properties, the new c!assxcai modeis are deggned lO prowde
an alternative 10 the Keynesian explanation of the business cyclc and shows that
non-market clcanng isnot a necessary condmou for the observed cychcal _
behavmr of economies.

Anunponamdlsnngmshmg charactensuc ofthc newclasswalapproam:s
that supply depends « on relative prlces and not on quantities whereas under -

Keynesian non-market clearing condmons aggmgate supply depends on the -
level of effective demand. This is consistent with the results of Walrasian general
equllzbﬂum models. So, we can add'a fourth feature of new clasmca] models,

(d) Aggrcgatc supply depeﬂds on relative pnces W

The new classical supply hypothes;s has a close a.fﬁmty to the Ph:ll:ps
relation. The supply hypothesis is that the deviation of unemployment fromits

_naturai level depends on the difference between actual prices and expected
price, or altemanvely between actual and expected mﬁduon '

o v-n[(8)-=(8)]

where, UV = natural rate of unempldymg:ﬁt |
- U, =acmal rate of unemployment
— = actual inflation rate
E = expected inflation rate
The above equation states that the actual uncmpioymem rate lies below -

the natural rate by an amount which depends on the differerice between actual
 and expectcd inflation. This supply reiauon can ai_temauvely be expressed in

 terms of the deviation of actual output from its permanent (long run equilibrium
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Ievel)mnce!hedevmuonmoutwtﬁwnuend:sdwccﬂyhnkedmﬁlcdevmm.
- in unemployment, UY _ U,. The long nmethbnumicvel of output and the
' associated natural raie of unemployment depend o the real factors subsumed
 in the neoclassical labor supply function and pmducuon function, in pamcular .
- the size of the capxtai stock. The supply relation is now—

where, 'Y'l = actual national output and Y, = permanent output

Lucas’s inwrtemporal suhstitutinn model
The basic premise of Lucas’s approach is that one should model the" ’

. behavior of rational agents whose decisions depend on relauve pneces only.

Households and firms make decision about what to doin the present penod

" with the future in mind. :

' If the current real wage exceeds its normal and expected va!ue, then
households regard the current real wage as being temporarily above the future
real wage. This gives households an incentive to work more in the current
penod and less in future: they substitute current ielsure for future iexsure
Because the model pamumtblstypeot‘hehavwr, it is known as mmemporal s
‘substitution model.

A simplified various of Lucas labor supply funcnon is

Ly
(L) - E(w]

 Where, L = labor house supplied in the currerit period
e E(L)l = normal, long run supply :
5 | W:- = real wage in-current period.
: E(W ) = normal expected real wage. -
Policy Implications: '
The new Classxcai approach has the fo]lowmg unplscanons

() The natural rate hypothesis

The new classical approach restates the natural rate hypothesm ina

stronger form Output only responds positively to an increase in the current
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prices of goods if this increase is not regarded as coziipletely due to arise in
the general price level. If the increase in individual prices s attributed entirely
toansemtheamemlpnce-ievcl m&mwﬂlbempercelvednsemgooda -

pnce relative to costs and so, no dwergcnce betwecn actual and expected i

pnce:: ‘There is therefore no temporaxy mcmase in supply
| _(2) The impotency of systemahn_c monetary policy: ;
The aréument underlying the strong form of the natural rate hypotliésis
leads to the deduction-that the government cannot reduce unemploymnt by
operating a systematic momlary policy. Asystemanc polmyxsomihatpnvatc :
© sector can either fully perceive or accurately predict because it is based on
some known mle Onl) unsystematic, i.c. unanticipated or surprise increase in g
the money supply can bring about a short-run rise in output. - :

a)'mﬁgnmmofm,vmamm-w= .

The size of the impact on real output of a rise in prices depends on how
much of the rise in individual prices is attributed by traders to an increase in
-_ thegencrarlevelofpmcsmmerﬁmnmanscmmlawdpmes.mmw-'"
' -classu:al approach therefom predicts that the more a country tries to secure
output in excess of the permanent level and so permits’ hlghcr and higher
mﬂmmmsmuerbecmmmoﬁmﬁmmmm
output. ; |

(4) The impartanee ul‘strucmral policy parameters: _

* The new classical appmachhxglﬁ:ghmthesxgmﬁcamcofmmpolwy. '
mnmarsfardetemunmgthcetfectofmacmeconmmcpohcy The argument
that it is fallacious to suppose that structured parameters remain invariant with
respect to policy changes stems directly from the assumption of rational B
_  The poli-iﬁy implications of the new classical approach, if correct,
" completely undermine the Keynesian case for government macroeconomic
policy, since it is deduced that the wovemmmcanmmmwwmesalabxhlyof
the economy. The best the govemment can do is not to make the economy
more unstable by its actions. '
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Empirical evidence: _
The new classical approach has also started to de»elop an empmca!
 literature. “The main hypothesls that requires te‘-tmg is that it is Ullan[‘lCIp&u

‘ ch.mges in prices that cause output fluctuations and that these price changes are

largely due to unannctpated monetary chances ; _

The new classical work suggests that annc:pa:ed changes in the money .
stock have a quite rapid impact on price while the effects of unanticipated
i :mnemry movements operate w ith quite long lags. : ' |

© We still lack conclusive evidence on the central issue of whether markets
_zxpprqmr_nme more closely to continuous clearing than they do 10 non-clearing.
The debate betwieen the Keynesian and elassical approaches is therefore bound
‘o continue unabated and views as to whx:h is more plausible will remam mu«.h

influenced by pohucal ammdm. _

2.&Smnmary

lnﬂanson is a process of rising price !e\zel with decreasing purchasing power -
of ' money. In this unit. me have come across the classical, Keynes:an and

o Mouemnst approacheb to inflation: -Again the Phxlhps curve dnalysm showed a

_ trade off between the rate of inflation and the rate of unemployment. Also we -

come across the natural rate of unemployment hypotheses, where Friedman say
“ that in the short run there is a tradeoff between ratc§ of inflation and

unemployment but in the long run the Plﬂ!lips éurve is a vertical straight line at
the natural rate of tlmc_mpiquent_‘ Also we have the adaptive expectations
: m_odeL Again, similarly we have a new variant of macroeconomic {heoﬁy
popularly known as the rational expectations. Lastly we have the New Classica!
Approach whose basic charactcnsucs Were economic dgents optzrmze markels
clear and expectations are formed rationally. We also come across Lucas

" Intertemporal substitution model. At fast, we have ‘the New Classical

" Approach’s various policy implications and its empirical evidence.
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1. Branson, W.H, “Macroeconomics Theory and Pohcy"'
* 2. Hamis, L, MonctaryTheory

3. Jha, R., “Macroeconomics Thecry and Pallcy

4. Dombuesch R and Flsher S., Macmecommcs

2.10. Self Assessment Test _ |

" 1. Briefly explain the classical, Keynesian and monetarist approach to”

2. What do you mean by Phﬂllps curve?

3. Explamﬁmnam:alrazcofummpioymmhypothmsmdadnmve
expectations.

4. What do you undcrsland by rational Expectanons” _

S. Ana}yscs:thewCiassmalAppmh.Alsopommn:tpohcy
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~ UNIT3
INTERNATIONAL PAYMENTS

3.1 : Introduction -
- 3.2 : Objectives
" 3.3 : Exchange Rate
3.4 : Balance of Payments -

_ 3.5 : Relationship between the current account and the capnal and

financial account ' '

.36: Dlscquil:bnum in International Payrnems ; :
3.7 : Adjustment Mechanisms under various Excha.nge Rate Remmes
3.8 : Devaluation and Exchange Control

39 The Monetarist Approach to the Balance of Paymenzs

- 3.10 : Summary
3.11 : Additional Readings
3.12 : Self-Assessment Test

3.1. I.ntroductlon

In a close economy, the working of rest of- world is not taken into
consideration. This is done to keep the économic models simple and explain
the basi¢ macroeconomic mechamsms In reajlty, most modem economics are
open. Therefore Interaction with other economies of the world is necessary.

An open economic¢ is one that trades with other nations in-goods and
. services and most often, also in financial assets.

When goods move across national borders, money must move in the ‘
opposite direction. At the international level, there is no snge currency that is
issued by a central authority. Foreign, econornic agents will accept a national
.. - currency only if they are convinced that the currency will maintain a stable
purchasing power. Without this confidence, a currency will not be used as an

T mtemanonal medium of exchange and umt of account since there is no there

is no-international authority with the power to force the use of a pamcular

currency in international transactions. In this unit, the balance of payment -
~ (BOP} structure, disequilibrium and ways to Overcome the disequilibrium have
been discussed. Moreover, the monelarist approach to the BOP has also been

included.
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22, ()bjective : _
On reading this unit, you should beina pos:tson to:

* To understand the structure of Balance of payment and ad_; ustment
mechamsm under various cxchanoe rate regzmes '

- o To understand the link betwecn exchange rates and balance of
payments,

. To distinguish betwcen an appreclanon and dcpremauon in the value
of a currency.

*» To understand the effect of excharige rate movements on
competitiveness and world trade. -

+ To understand the monetarist approach to the balance of payments.

3.3. Exchange Rate

@ Mennlng All countries have their own currencies, whlch are rmdxly
acceptable within their respective territories. For example, Indian rupee in
India, US. Dollar in America -etc. However, currency of one country is

- generally not  accepted in other countries. Therefore in international payment
system, currency.of one country should be converted into the currency of
another country. An exchange rate is the current market price for which one: ‘

-currency can be exchanged for another.

For example; if one U.S. dollar exchanges for 49.03 Indian
rupees, then the rate of exchange is $1 =2 4903 or
1 _

| =—— = 0.0203 : e
4 2903 dotlars. It means thgt what $ 1 can

purchase in America, 7 49.03 can purchase in India. Thus, the rate
of exchange expresses the external purchasing power of a home
- . currency..

The exchange rate can fluctuate from year to year or even day«to -day.
Like many mher price, exchanoe rate is determined by the forces of demand
and supply. '
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(i) Types of Exchange Rate :

The three main types of exchange rate systems are—

(a) Fixed Exchange Rate System (or pegged Exchange Rate S'ystcmj.

(b) Flexible Exchange Rate System (or Floating Exchange Rate System)
~ (c) Managed Floating Rate System.

' (a) Fixed Exchange Rate System :

Fixed exchange rate system is a system where the rate of exchange
betiveen two or more countries does not vary or varies only within'narrow
- limits. In other words, fixed exchange rate system refers to a system in which
exchange rate for a currency is fixed by the Government.

‘The main objectives of adopting this system is to ensure stabdlty in forelgn
trade and capital movements. Foreign central banks hold reserves to intervene
in the foreign exchange market. To achieve stability, government undertakes to

buy foreign currency when the exchange rate depremates and sell forclcrn
currency when the exchange rate appreCLatcs

(b) Flexible Exchange Rates :-

_The flexible exchange rate system refers to a systemn in which exchange
rate is determined by forces of demand and supply of different currencies in
the foreign exchange marker, Under flexible exchange rate system, the rate of '
exchange is allowed to vary to suit the economic policies of the government.
There are no restrictions on the buying and selling of the foreign currencies by
the monetary authority and the exchange rates are free to change according to
the changes in the demand and supply of foreign exchange Flexible exchange
rate is also known as “Floaang Exchange Rate

(¢) Managed Floating :

' Traditionally, International monetary ¢ economists focus their attention on
the framework of either fixed or a flexible exchange rate system, which i is
known as managed floating exchange rate system. Managed floating rate
system refers to a system in which foreign exchange rate is determined by
market forces and central bank is key participant to stabilize the currency in
case of extreme appreacmnon or depreciation. In is also known as “Dirty
Floanng. In this system, the central intervenes in the foreign exchange market
o restrict the fluctuations in the exchange rates within certain limits.
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Example of Managed Floating Rate System :

Suppose, India has a managed floating rate system and
Indian central Bank (RBI) wants to keep value of the rupee close
to 249 U.S. Dollar. Further, assume that RBI is ready to tolerate
small fluctuations in the exchange rate, say Ifrom_ t4875102

'49.25. Now, if due to excess demand-for rupees, the value of
rupees falls below the level of 2 48.75 dollar, then RBI will start -
increasing the supply of rupees by selling rupees for dollars and
acqumng holdings of dollars. Similarly, in case of excess supply of
rupees, any depreciation above ¥ 49.25/ dollar will induce RBI to
increase the demand for mpees and running down its holdmgs t)f '
dollars. '

(m) The Exchange Rate in the Iong Run :

For a period of time, a government or central hank can peg the value of
its currency, that is, ﬁx the exchange rate. But, in the long run, the exchange
. rate between a pair f countries is determined by the relative purchasing power'
of currency within each currency. This is also called the theory of purchasing
power parity. According to the theory, as long' as there are no barriers to trade
like tariffs any quotas, exchange rates should eventually adjust so that the same
product costs the same whether measured at home or abroad. The relative
purchasing power of two currencies can be measured by the real exchange
rate. It is the ratio of fore ign to domestic pricé, measured in the same currency.
It measures a country’s competitiveness in international trade. The real
exchzinge rate, R is defined as

ePf

R=— .......... W
P ‘

where P and Pf are the price levels here and abroad respecmely and e
- 1s the dollar price of foreign exchanoe If the real exchange rate rises above 1,

 that means that goods abroad are more expensive than goods in home country.
Other things equal, this imply that people both from home country and abroad
are likely to switch some of their spending to goods produced in home country.




Example. _

If a shirt costs $ 8 in the USandz400mInd1a,thempee-
dollar exchange rate should be equal to 2 50. At any rate higher
than 2 50, say % 60, it costs T 480 per shirt in the U.S. but only
7 400 in India. In that case, all fore;gn consumers should busy
shirts from India. In that case, all foreign consumers would buy .
shirts from India. Similarly, any exchange rate below ¥ 50 per

 dollar will send all the shirt business to the U.S. Suppose, there is
‘increase in the price of shiris by 20 percent in India and 50

" percent in the U.S: Indian shirts would cost 480 per shirt after
this increase and American shirts would cost $ 12 per unit. For.

 these prices to be equivalent, $ 12 must be worth 2 480.

(iv) Dewnmnation of Exchange Rate :

Flexible exchanoe raté is determined by the mtcracnon of the forces of
demand and supply. The equilibrium exchange rate is determined at a level
where the demand for foreign exchange is equal to the supply of forelgn
exchange. This is shown in the following Figure. 7

YA
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?(gz: R
£ 0
I R
&8
:_Eg'i -Rl_
a8
= B
1.’\---i
= :
g5

0" s CRET s

DEMAND & SUPPLY QF FOREIGN EXCW\NGE (IN DOLLARS)
Figure 3.1

As ShC!wn in the diagram, demand and supply of foreign exchange arc
~measured on the X-axis and rate of foreign exchange on the Y-axis. DD is the
downward sloping demand curve of foreign exchange and S8 is the upward
" sloping supply curve of foreign exchange.
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(a) Demand for foréign exchange :

Foreign exchange is demanded (i) by the domeauc realdcnts to import
goods and services from abroad (ii) by the domestic residents i investing and
lendmg abroad,; (iii) by the foreign residents to repatriate funds prewousiy
invested in the home country: (iv) for sending gifts 1o foreign countries. The
demand schedule shows the functiopal relationship between different rates of
exchange and the correspondmg amounts of foreign exe_hangc demandcd It
slops dowmard 1o the right indicating that greater amounts of forc: gn currency
are demanded at lower rates of exchange.

_-(h) Supply of Foreign Exchange :

Tﬁ_e supply of foreign exchange comes from (i) the domestic e'xponexs
who receive payments of foreign currency: (ii) the foreigners who invest and
lend in the home. country; { iii) domestic residents who repatriate capital funds
previously sent abroad. It shows the functional relationship between different

- rates of exchange and the coﬂespondmu amounts of forengn exchange supphed -
The supply curve slopes upward to the right indicating that at higher cxchange
rates, larger amounts of foreign excha.n ge are offered for sale.

Equilibrium of the Exchange Rate :

The demand curve and supply curves of foreign cxchanoe intersect each

other at point E. The equ:iibnum exchange rate is determined at OR and
equilibrium quantity is determined at OQ.

' In the figure 3.1, it is seen that if the exchange rate rises 1o OR,, then
demand for foreign exchange will fall to OQ), and supply will rise to OQ,. It
will be a situation of excess supply. As a result, exchange rate will fall till it again
reaches the equilibrium level of OR. Comrary to it, if exchange rate falls to -
OR,, then demand will rise to OQ, and supply will fall to 0Q.. There i isacase
of excess demand. It will push up the exchange rate till it reaches OR.

3.4: Baianég' of Payments : _

(i) Meaning: The Balance of Pajzm_cms {BOP) is the systematic record of
all transactions that take place between the country and the rest of the world
‘during a specified period of time. |
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_ The balance of payment record is maintained in a standard double entry
book-keeping method. Intemational transactions enter into the record as credit,
or debit. The payments received from foreign countries enter as credit und
' 'p;_zyments made 1¢ other countries as debit. '

IMF Definition :
BOP is a statistical statement that summarizes transactions
between residents and non-residents during a period.

( ii) Structure of Balance of Payments :

Balance of payment is a record pertammg 10 a period of time; usually it
i> all annual statement. All the transacfions cntcnng the balance of payments
can be grouped under three broad accounts; - ' '

{a} Current Accouaz {b) Capital Account; (¢} Flmncxai Account

(a) Current Account : Current Account is a goods and services account.
It also includes transfer payments. Services include freight, royalty payments,
‘and interest payments. [t abo include net investment income, the interest and
profits on home country’s assets abroad etc. Transfer payments consist of
remittances, gifts a_z'ad grants. The current account is in surplus if exports
- exceed imports plus net transfers o foreigners.

Current Account

= (Bal.mce of tz"ade) + (Net factor income from abroad) +
(Net Unilateral transfers from abroad.) ;

(b) Capita! Account :

The capital account records all lntemattondi purchascs and: salcs of
. “assets, such as stocks, bonds and tand. Any transaction resulting in a paymcnl_
" to foreigners is entered as 4 “debit” and is given a negative sign. Any
transaction resulting in a receipt fro foreigners is entered as a credit and is
given a positive sign. '

47




(c) Financ:al Account :

Financial Account involves transactions which include financial assets and
liabilities. It also ;nciudcs foreign exchange reserves.

| Financial Account
=(FDI) + (Ponfoim Investment) + (Other Inveatmem)

_ _Foreign Exchange _Reserve's -

This is official international reserve hold by government
- established central bank. This include official gold reserves,
foreign ‘currencies, [MF spec;ai drawing nghl (SDR) and other

foreign carets.

3.5. Relationship Between Current Account, Caplta! Account and
Financial Account: - -
- Financial Account:

The current account, the capital account and the financial account make
up a country’s Balance of Payments (BOP). Together'thcse‘thr'ee accounts
show the state of an economy; its economic outlook and its calegor:es for
achieving its deri ved goals. '

If deficit is indicated by the current account, it is financed through activities

- recorded on the capital and financial account. The deficit on the current -

account must be exactly offset by the surplus on the capimi and financial
account. This means that the sum ‘of the current account and the capital and
financial account is equa[ to zero.

Current Account + Capital Account + Financial Account =0 ... (2)

Thus, the current account on one side and the capital and financial
- accourit on the other should balance each other out. When an economy has
_positive cq,pi'tal and financial accounts (a net financial inflow), the counn_'y's

_ debits are more than its credits; it is usually parallel to the current account
deficit.. -




‘3.6: D:sethbrmm in the International Payment {BOP)

There is little possibility for the International Payment System or BOP o

~ bein ethbnum during a grin period of time. Di%qu;ilbrlum inBOPofa

country may be either in the form of deficitorasa surplus
Balance of Payment account is in surplus when a country’s receipts are '
more than the payments. On the other hand, BOP is m defu:it when copntry’s
receipts are less than payments. |
Dlsequmbnam in the BOP is pam::nlarly related to the current account of
balance of payments statement; the capital account is used to settle the
imbalance in thc current account through chanoeb in the ﬁnanc;al flows of funds.
' A surplus in the Balance of Payment does not make much of a problem.
Hawe\rcr a deﬂcat in the BOP create problem for the particular economy

(i) Types Of Disequilibrium :
The main types of Disequilibrium in the Balance Payments are given
- below— | o

{(a) Structural Disequilibrium : _
1t takes place due to structural changes in the economy affecting demand
and supply relations in commodity and factor market. Structural Disequilibrium
in balance of pay ments persists for relatively longer periods; as it is not easy
to remove structural imbalances in the economy. 4
Sorme of the important causes of structural Disequilibrium are as follows—
(i) If the foreign demand for a country’s products decline due to the
discovery of cheaper subsmutes abroad, then country’s expon will decline
causing a deficit. 2 _
(ii) If the supply posmon ofa country is' affected due factors live crop
failure, shortage of raw materials, strikes, political instability etc, then there
-would be deficit in the BOP. '
_(iii) Change .in the international capital mavé_hents may also cause
 structural Disequilibrium. - ' '

(b) Cychcal Diseqwhbrmm :

Cyclical Disequilibrium in the BOP arises trade {.yc!es like depression,
prosperity, boom, recession eic. may disturb terms of trade and cause
Disequilibrium in the BOP.
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For instance, during boom period, imports may increase considerably due
to increase in demand for imported goods. During recession and depression,
imports may be reduced due to fall in demand on account of reduced income.
During boom périod a country may face deficit in its BOP position on account
of increase in imports. However, during recession its exports may increase, and
such BOP position may show surplus

~ {(¢) Secular or long term disequilibrium : '

Secular or long temn Disequilibrium in balance of paymerits occurs because
of!ongscatedanddaepmotedchmgesmﬂmemnomy while mvmgﬁmnone
stage of growth to another,

The IMF terms such disequilibrium as “Fundamental Dlseqmlibnum
Long run or fundamental disequilibrium refers to a persistent deficit or a surplus
- in the balance of payments of a country. When there is a continuous increase

in the stock of gold and foreign exchange reserves, there is a persistant surplus -
and vice-versa. Permanent changes in the conditions of demand and supply of
. exports and imports cause fundamental disequilibrium.

Moreover, when there is a. various of short run dlscqullzbrium ina
country s balance of payments, ultimately it wculd lead to fundamental
dxmqmlilmmn. :

(iii) Causes Of Disequilibrium :

(a) Population Growth: - |

Most countries experience an increase in the population and in some like
India and China; the population is not only large but increase at a faster rate.

To meet their needs, imports become essential and the quantity of imports ma_y
' increase as population increase.

(b) Deve!opment Programme

Developing countries which have cmbarked upon plauned devclopmcm
programmes require to import capital goods, some raw mat:nals which are not
available at home and highly skilled and specialized manpower. Since
" developmentis a contihuous process, imports of these items continue fo_r the

longtime lending these countries in a balance of payment deficit.

“{c) Démonstratipn Eﬂ'ect.: . _
'~ When the people in the less developed countries initiate the consumption
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_ p#ttem of the people in the developed coﬁntries their imponl will increase.
Their export may remain constant or dec!mc causmg disequilibrium the halance
of payments -

(d) Changes in Foreign Exchange Rates :

~ Changes in the rate of exchange is another cause of dlsethbnum inthe
halance of payments. An increase in the éxternal value of money makes
imports fall and balance of payments become unfavombie Sumlarly,
reduction in the external value of money leads to a reduction in exports and
an increase in impeorts. | '

(e) Cychcal nuctuations

Business fluctuations introduced by the operauons of the made cyz:les may
abo cause disequilibrium in the country’s balance of payments. For example,
if there occurs a business recession in foreign countries; it may easily cause 2
fall in the exports and exchange earning of the country concemed, resulzmg n
a disequilibrium in the balance of payments.

(f) Inﬂation P
An increase -in .income and price levei owing to rapld economic

_develupmcnt in developing countries, will increase unports and reduce exports -
causmg a defiet in the balance of payments.

B x _-3 7 : Adjustment Mechamsms under Various Exchange Rate Regmms '

" According to the classwa] economists, under free market conditions, the

- market mechanism would automatically solve the disequilibrium in BOP. This

appmach is known as “automatic approach. * The adjustment mechanism for -

. correcting BOP disequilibrium can be explamed under both fixed and flexible
exchanﬂe rate system.

(a) Fixed Exchange Rate System

The Balance of Payment adjustment under fixed cxchangc rate can be '_
- illustrated with the help of the fig: 3.2 :
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. INTERESTRATE

Suppose the initial IS and LM curves are given IS; And LMg curves and
the BOP function has been represented by the schedule marked BOP. From
the figure 3.2; it can be seen that IS, And LM, curves intersect at point F
determining equilibrium level of income at Y, and interest rate at iy But the
BOP function intersects the IS, Schedule at point E. Since point F is piag:ed
above and left to point E, it shows BOP surplus. :

A surplus in the Bop shows a ris¢ in foreign exchange reserves. It tmplzes
that the supply of foreign exchange in the domestic market exceeds the
demand for it. As a result, foreign currency will depreciate and domestic
. currency will appreciate. The appreciation of the currency may upset the
export-import balance of the country by making its exports costlier and
imports cheaper. In order to prevent this situation, the govemme;lt would
either increase the money supply to match the surplus foreign exchange or sell. .
surplus foreign currency in the international market. This will shift thé'LW
Schedule rightwards to the: position of LM,;. Here, LM, IS, and BOP
" schedules intersect at point E. At E, therefore both internal and external
sectors are simultaneously in equilibrium at a higher income level Y, and ata
lower interest rate i;. The BOP surplus is eliminated.

The same reasoning can be used to explain how a BOP deﬁcu 18
eliminated under a fixed exchange rate system. Suppose the limit LM curve is
LM, interesting IS, at point G: Since point G is below the BOP function, it
-shows the BOP deficit. A deficit in BOP means a shortage of foreign exchange.

The deficit may therefore result in depreciation of the home curréncy and -
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appreciation of the foreign currency in domestu, market. In order to prevent
the depreciation of the home curréncy, the central bank will have to buy
foreign éxchange in the international market. :

This will reduce the money supply. As a result; LM cover will shift
lefmard to the position of LM Again, IS¢, LM, And BOP intersect at point
E and BOP deficit i is eliminated. -

(b) Flexible Exchange Rate System: In case of BOP Deficit :
The automatic adjmnt of the BOP quu:hbnum of deficit nature can
be explained with the help of the ﬁgure > 3

YA "BOP

0 Y% % o T X
Figure: 3.3

‘Suppose that the initial IS and LM curves and BOP function are given '
‘as IS;; LM and BOP, respectively. The curves IS, and LM intersect at pomt
F. Since point Fis below the BOP function, it unphes a BOP deficit. A deficit |
in BOP means that the foreign exchange rate stable at ethbnum This will
result in depreciation of the home currency. Depremanon of home currency
will make exports cheaper and imports dearer. As a result, export will
increase and 1mpons ‘will decrease causing BOP surpius overtime. Increase in
exports and decrease in imports causes the IS curve to shift rightward 10 1S,
and function BOP, to BGPZ. These curves intersect at point Eonthe LM
curve. Point E, is therefore, the; poim of general equilibrium. Here, both
mtemal and external sectors are simultaneously in equilibrium and BOP deficit
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is copied out. Income levcl increase from Y; oY, and interest rate increases . -

- from i; to i

In Case of BOP Snrplus :

The automatic adjustment of the BOP d:seth’bnum of snrplus naturecan =

' beﬂ]usn'atedmﬁgum34
: M

¥ 4

Figure 34.

" Suppose that the initial IS and LM curves and BOP function are given as
1S;, LM and BOP, respectively. As shown in the figure 3.4, the IS and LM
* curves intersect at point F which is above the BOP function representing BOP
surpius; A surplus BOP means that the foreign exchange reserves are higher
than the required rate to keep the BOP in disequilibrium position. This will
appreciate the home currency. 'Apprcciation of home currency, will make the
imports cheapc_ar and exports dearer. Increase in imports and decrease in
imports will shift the IS curve from IS, to 18; and BOP funi:tion_' from BOP,
to BOP,. These curves interest at point E on LM curve where general
équiiibrium_ is attained. Here, both internal and external sectors are

simultaneously at equilibrium and BOP surplus is also corrected. Mereover,
- income level decreases from Y to Y, and interest rate from i to iy.
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3.8 : Devaluation and Exchange Control :
Persistant disequilibrium in the Balance of Payments can be corrcctcd
- with the help of devaluation and exchange control.

(a) Deva_luauon 5

Devaluation refers to thé official reduction of the external values of a
currency. Devaluation is distinct from exchange depreciation in that the latter
" involves the reduction in the exchange value of home currency on account of
the free working of market forces. Devaluation, on l_he contréry, is the resait’
of deliberate government dacnsmn for the achievement of balance of payment
) aq'u‘lli] ¥ium. o ; ’ ; :
As devaluation is undertaken, the home currency because cheaper
relative to the foreign currency. Therefore, foreigner direct their demand for the
home market and the devalning country finds opportunities to expand its ~
exports. As the same time, the importers of the devaluing country start feeling
that the foreign market has become relatively costlier. This leads to a reduction
" in the demand for foreign products. The consumers start switching their
demand to the home-produced goods. This encourages the substitution of
home produced goods in place of foreign products. Thus, devaluanon leads 10
a reduction in the balance of payments deficit.
The success of the method of devaluation depends upon the following
- conditions: _
(i) The clasncny of demand for the country’ s exporcs should be greater-
than unity.
(ii) The elasticity of demand for the unpons should be greater than umty
(iii) The exports of the country should be non-traditional and ‘the
increasingly demanded from other countries.
(iv) The domestic price should not use and should remain stable aftcr
devamauon 2
(v) Other ccunmes shou!d not retaliated by resorting to correspondma
devaluation. Such a retaliatory measure will offset each other’s gain.

' Devaluation also suffers from certain defects :
(i) Devaluation is a clear reflection on the country’s economic weakness.
{ii) It reduces the confidence of the people in country’s-currency and this
- may lead to speculative outflow of capital. =~
' (ini) It mcreascs the burden of fore:gn debt.

(iv) It is a temporary devnce and does not provide a- permanent remedy
to correct adverse balance of payments.
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(b) Exchange Coniro_!: |

Exchange control is_the rmost -w_idely used method for cor;réctiag._
.. disequilibrium in the balance of paymcnts.‘Exchange control_r@fei_s to the
control over the use of foreign exchange by the central bank. Under this
.method, ail the exporters are directed by the central bank to surrender their
fon:;gn exchanoe earnings. Fomign exchange is rationed among the hcensed -
importers. Only essential imports are permitted. . _ '
Exchange control is the most direct method of restricting a country’s
imports. A full fledged system of exchange controls establishes a completely
government control Q#gr the foreign exchange market of the country. Fore{gn
-exchange earned from exports and other sources must be surrendered to the
government authorities. The available supply of foreign exchazige is then
. allocated -axﬁono the various importers acc_ording to the triterion of national
| ~ needs and established priorities.
. The major drawback of this method is that it deals with the BOP dcficn
only, and not its causes. Rather it may aagravate these causes and thus may. ;
create a more basic d:sethbnum

-~ 3.9 : The Monetarist Approach to the Balance of Pﬁymeﬁt._s 2
The monetary approach to the balance of payment rejects sé;parate

~ analysis of the current and.capitai accdunts, It is a theory of the é_vémil balance
of pajmcnts. . -

. - According to them, disequilibrium in the bala;ce of payments is reflection

_ of moneiary diseqﬁilibriur'n and therefore can always be corrected by

adjustmeﬁt in money stock. |

(ai Monetary Approach : Adjustment with a Fixed Exchange Rate :
Monetary approach relies on adj&sumnts in money supply and prices to .
restore external balance if it is disturbed by certain shocks ip‘ the écononiy.
Monem"ry approach to balance of paymen'ts'can be explained with the help of- ,
Aggregate Demands (AD}—;— Aggregate supp'ly (AS) morel,
In the figure 3.5, aggregate demand curve is drawn for a given foreign
price level and a given nominal money supﬁly in the economy. An increase in

money supply causes an upward shift in the aggregate demand curve. In the




* figure, the short-run aggregate supply curve ASy is also drawn assuming given
wages and costs. Given, aggregate demand curve AD; and aggregate supply
‘curve ASy are in equilibrium at poiz;t E corresponding to Y* level of income
which is a full cmpleyment level of income Y*. .

Yy 4
Yo
‘Nx=0  AD
Q0 I ™ ' ; * X
. - Y _ ‘OUTPUT

-Fig : 3.5 : BOP adjustment with a fixed cxchaz.ige'rate
. In the figure, 3.5, trade balance equilibrium curve NX = 0 has also beed
drawn which is sloping downward. Initially, macro equilibrium is at point E
where aggregate demand curve ADy intersects the short-run aggregate supply .
. AS, at full employment level of iﬁcor_ne Y*. At point E, aggregate demand
which lmorpofates net exports (NX or X-M) exceéds the trade balance (NX
- =0) by the amount LE. That is, the country is mnmng a deﬁczt in its trade
balance. According to monetary appmach this deficit i in trade baiance is due
to aggregate demand curve lying at a higher level. Aucordmg 10 the approach,
it is due to the excessive €éxpansion in money supply. Expansnon in money
supply leads to more spending which causes more imports and less exports.
This causes the deficit in the balance of payments. Therefore, according i
- monetarist ap;;roach,'a sufficient conuactidn of money supply by me-Ceritr'ai
~ Bank will restore ‘equilibrium in the balance of payments, This is because.

contraction in money supply will lead to decrease in aggregate spendmc The

aggregate demands curve shifts to AD, which will tend to lower price level. The

fall in price level will raise real wages o workers which wili cause the shor-
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* run aggregate supply cover, slnft to the nghz, say AS,. Which intersects the
 aggregate demand curve AD, at point B from where trade balance curve NX
= 0 is also passing through, Thus, sufficient contraction of momey supply_
restores the interal balance. "
- On the other hand, if a country has a surplus has a surpius in balance of

payments, to restore internal balance, it will increase the supply of high |
powered money by buying foreign exchange from the market. With this money
supply in the economy will increase. The excess of money supply (M) relative
to the demand for it will lead to the increase in aggregate spending or aggregate

- demand. The adjustment in this way will help in eliminating the surplus and
~ restoring equilibrium in the balance of payments. :

- (b) The Monetary Approach I_I_'niier Flexible Exéhéngé Rate : _
Under a flexible exchange rate systern and perfeét éapitai_ mbﬁiiity,. how

* a monetary expansion will effect exchange rate, price level, aggregate income,
money supply and balance of payments can be illustrated in figure 3.6.

Ya
' M
INTEREST- \ LM,
RATE |
if % m‘ Ty
' N
B Y. 'INCOME X
Figure 38.

Suppose initially the economy isin equxl:bnum at pomt Eat balancc of
payments line BP oonespondmg to ﬁul-employmnt level of i income Y™. Since '
at point E, IS, and LM, curves intersect, it implies that there is equilibrium in
_the good:, market as 'well as in money market and therefore at pomtEdzmand
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for and supply of money are equal. Now suppose that the Central Bank of the
- country expands, the money supply in the -economy. This inonetary expansion
- will shift the LM curve to the right, to LM,. The new LM curve “LM,” cuts
the ‘original IS, curve at point L at which new goods and money market
equilibrium will be reached and rate of interest falls below the foreign interest
rate i As a result of this, there will capital outflow from domestic economy.
Capital outflow will cause depreciation of domestic currency and increase
competiturness. Exports will increase and imports decrease which will s&uft the
IS curve to IS.. :
‘The new (S, curve interest LM; curve at the new ethbrzum point H. -
Through, the domestic intefest rate has risen to the level of foreign interest rate,
. the level of income or output has increased, exchange rate has depreciated and
-as a result exports have risen, imports have declined and baiance of payments
equilibrium has been restored. But, at point H, output or income is larger than
full employment level Y*. As a result, price level will rise and there is decrease

: : M
in the real monetary balance ( P J LM curve will start sluftmg 10 the ]eﬂ

_ interest rate will be tending to rise and caplta! inflows will tend to occur which |
will result in appreciations of domestic currency. The appreciation of domestic .

. currency will cause exports to decline and imports to increase ultemarely, net
exports will dectine causing a leftward shift in the IS curve back tow uiil i -
initial equilibrium point E. This adjustment point will continue until pom{ Eis
reached once agam

©3.10: Summary

Intemduonal payment is related with lhe open economy It is the record
of transaction in goods, services and assets between residents of a country with
the restof-the world for a specified period. A}thouoh there should be always
equilibrium in the international payment system, in reality, sometimes it is -
- appreciating or deprec:aﬂng There are methods like devaluanon exchange ;
- control through which this disequilibrium in the balance of pay_ments can be
corrected. Moreover, the monetary theorists have also stressed on automatic
“adjustment mechanism for the balance of payment (BOP) disequilibrium.

3.11 : Additional Readings : |
1. Jha, R : Contemporary Macroeconomic Theory and Policy (1991).
2. Ahuja, H.L : Advanced Economic Theory (2001),
3. Paul, R.R; Monetary Economics ( 1999).
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312 Se!f-Amment Test :

g Distinguish between balance of trade and balance of paynenzs
Indicate various items in the balance of payments of a country

: 2 "Balance of Payments is always in halance—-—— Conunent

. 3, Explain how and why tmnetazy policy retams its cﬂ'cczxvcness when
there is pert‘ect mobility of capital. -’ '

4. ‘What do you understand by dlseqml:bnum in the balance of
paynmnts? What are the causes of such disequilibrium?




- UNIT4
_. BUSINESS CYCLES
Structure : L Te ]
4.1. ; Introduction
4.2 : Objectives |
" 4.3 : Theories of Kaldor
44 : Samuelson and Hicks
4.5 : Control of business cycles _
4.6: Re!a&ve efficacy of Monctary and Fiscal Poin:les .
4.7 : Summary ,
' 4.8: Additional Readings
4;9 : Self Assessment Test

4.1. Introduction : |
Business cycles are the recurring and fluctuating levels of economic
actmtythatanecommy experiences ovcrnlong penodoft:mc There are five
stages of business Cycies These are— . |
(a) Growth (expansion)
® Peak
{c) recession (ccnn-actmn)
(d) rough
(e) recovery.

At one time, business cycles were thought to be extremely regular, with
'ptédictable durations, but to day, they are wideiy— believed to be irregular,
varying in fmqucncy, magnitude and duratzon The unit will mainly cover the
theories of business cycle and steps undertaken for controlling the business
cycles. Moreover, reiauve cfﬁcacy of monetary and fiscal pohc:es will also be
dlscussed. ' '

4.2 : Objectives : .
After reading the unit, you should be able to:
"« Understand the theories of business cycle.
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. Certaining the trend of the economy on a target path.
*  Tounderstand how aggregate economic variables behave in -
fesponse 1o change in the economic environment. I
*  Reducing sectoral imbalance within the aggregate investment .
-_ achieved with a sectoral boom and offset by depression in other -
- sectors is lik_ely; to rednce rhe potesitia; growth rate of the vystem To
_understand the role of wmonelay and fiscal polic;a-" s regarding ousiness
cycle. ' : |

4.3 : Theories of Kaldor of business cycie

Kaldor’ s theory of the cycle which appedred in 1940 is a compmauveiy
simple and very neat theory buiit du‘ecﬂy on Keynes’ saving- mvestment
analysis. Kaldor’s theory emerges esscntmiiy from the subsntutlon of his
particular non—hmar saving and investment function for the linear function used
by keyncs in his income model and from his intelligent tracing of the |
implications that foliow from the quite dxfferem saving and mvcstment _
rel&tlonshlps given by the non- linear function. .

Sl.lppose that the higher the level of income, the better the pmspects of
busmess and hence greater the i mvesl:ment, ie,

T=1v0, L. o
el e g

where 1 : [nvestment, _ _ _
Y :level of income and k is capital stock.

Ka}dor in lus trade cycle does not make use of the acccleratxon pnnmple '
in ng:d from He further assumes a K:yncsnan saving function, '

o s ( + -__‘ .> Os;
) dy
where S = savings

Accordmg 10 Kaidor there is a ‘normal’ level of i investment propensxty

dr dl
dy sonwwhem in the rmd-range of i income —~ dy is assumed to be re!apvely

small at iugh_ as well as low levels of income. The decreasing slope of the

investment function for low levels of economic activity is explained by missed
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-profit opportunities in terms of low economic activity. When income is
; mlanvely high, dmreasmg economics of sr.:a!c as well as rising ﬁnmcml costs

on part of the investors will also result in the small value for :: 2
* Kaldor further assumes that an inverse mlaﬁéncxistsbetweénthécapiﬁl '
stock and investment. If investment is high, capital stock mcrcases An
increasing capital stock lowers the margmal efficiency of capital, mplymg that
'~ investrnent is }ow_erfcreachmmlevel. Hence, with a rise in the capital, the
investment schedule as shown in figure (1), will shift down. Conversely, if the
capital stock was to fall, the Investment schedule will shift upward.

el iy
‘;"'. for'a given stock .
.- j '. chapiial ; /-r."_-_. §
w’f . . 1§ ;/ 1
* z ) 2 - : . : ( Y 0 I‘ : - . E 3 . R )Y
Investment Function (Fig : I) Saving Function (Fig : 1)

: Koldozs‘ Saving function also has an odd shﬁpe showing .ﬁg (Il'). To
jusnfy it, Kaldor argues as follcws suppose there is a normal level for the
pmpensxty to save % Ifi income is high, relat:vc to the normal level, pmﬂts
will also be higher. Smce capltahsts save more !he_n womness, saving
propensity wil rise. If income falls below its normal level, profits will fall and

_ hencethemwnﬂbelargedepleﬂonofsavmgsmdmycvenbcmgaﬂve.%n

- ds -
' _mcome increases shghtiy as cxpansmn starts, < dy 1s cxpected tobe mlauvely

* high. During the middle range, savings will i increase normaliy. It is because of
" this reason, Kaldor argues that the slope of the saving function will be different
“at different ranges of income, refatively high at low and upper level and normat
in the mid range. “The marginal Pmpenslty to save (MPS) at the low levels of

. income is high.
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| i\_‘bw, equilibrium national income n:_ciuin:s the équiﬁi;y of savings and
investment. With Kaldors’ saving and investment functions, as-many as three
equilibria arc logically possible (for any given value of capital stock). The three
possible equilibria are labelled A, B and C in the fig: Il '

(Fig : M)

Here, Kaldor has used the basic Keynesian assumption that investment -
increases when I>S and i investment falls whenever I<S. Now, it is appatcntﬂm
points A and C are locally asympiotically stable ie. if the economy happens to
_- beatA (or C), a small dxsplacement would (say, makes the income fall below

Y, to the leftof A, we see that [>S, and as a result, iricome will rise to Y‘,)
change Y such that equilibrium A (or C) will be retained. Point B, however,
represents an uné,tab!e equiliﬁrium. If the economy is dislodged from B, there
will be forces to take the economy further away from B. To the right of B, we
have 'f>S so that Y will rise. To the left of B, we have l<S- o that Y will fall.
Suppose, the economy is at ethbnum at pmnt C and enjoying high
employmt and output. Both investment and saving are lngh atC. As capna!
accumulares, the I schcdule shifts downward soon, poml C consuicrs with
point B as shown in figure ™.
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Fg: IV .

.At the point B—C in fig: IV, the equilibrium is unstable. As capital -
accumulates investment (I) and savings (S) part company and since B is
unstable, the econofny will now experience a charp fall in output and
employment and crash 0 A. | _

At point A, income is low. There is zero gross investment, even
depreciation allowances are not made. As capital stock starts depleting, the
Investment schedule shifts up. Now, after a while, points A and B coin side
as in ﬁgure V. With further depletion of capital, [ and S will, once again, pﬂn _
compahy and the economy now experiences a stfong' boom. It makes point .
C. Here, after sometimes, the cycle starts again. o

44: Theory of Samuelson and Hicks :
- Multiplier-Accelerator Interaction Model by Hicks-Samuelson

The multiplier-acceleratur model was adopted by Hicks, Samuelson and
Frisc_h. In this model, the process of expémsion is explained in temis of
multiplier and accelerator which operates with a time lag. Thus, this model
assumes a lag analysis. A simple form is considered to explain its properties.
Suppose, consumption depends not on thé income of current period but some
earlier period. - |

Com @Y, e K1

where, C : Consumption in time period t.

Y,_, : income in the previous period.
-~ a : MPC '




In this model, a distinction is made between autonomous investment and
induced | investment. Autonomous mvestment consists of certain basic or
mfmslructuml investment that i IS made in an-economy and is unrelated to the
operauon of the market mechans:on rate of interest and pnce level.
"~ Autonomous i investment is determined by the rate and structure of long term
populancm growth, technical progress and the like. Autonomous component is
-assumed to increase at a fixed geometnc rateie.

Pz A4y e ()
where “iua" is the autonomous investment in period 0 and r'- Is the fixed
rate of growth of autonomous investment.

Induced investment, on the other hand, is responsive to market forces.
It is assumed that induced investment is subject to accelerator type force. The
greater the lag in incomes, the greater is the induced investment. In other
~ words, ' ’

‘t=s(Y[, Yk B0 ..

where Liis the induced investment.

In the simplest models of the mumpher-accelemmr interaction, them s
- no govemment and the consumption and investment functions specified above
are sufficient to guarantee cyclical fluctuatious.

We have,

Y :C +[a+li )
aYI !+[ﬂ (E+Y) % B(Y( 1~ Yt—-‘*)

.— oy, , _+_Ig (i‘*‘Y) + B( a«!) B{ 2)
or Y (a+B)Y,, +B(Y,_)
._1 (1+Y) ...... v 4).

Equauon (4) is a non homogenous difference equation of the second _
order. The solunon of this difference equation consists of two parts—»
Complenmntary solution and particular integral.

To find the particular integral, let us assume a solution of
=Y -Y(+0)' (5
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where % is the initial which is growing at the rate Y. |
--'Pumncr (5) in (4); ' _
Y(1+1) -(o+B)¥(1+0)" +BV(1+1) 7 = L(1+1)

or “((l-t»r)t“' [{i+r)h-(a+_3){1+.f)+ﬁ].= Io(l."'f)l

f “. I (1+1)
or Y= 0’ - -
e (e B 1) 4]
_ b _1_. 2"
or Y=-— (E Y) creenenn(B)

(1+1)° (a+B)(l+r)+B

To find out the complemenwry solution, let us take the homogmous part
of 1hc non-homogmous difference equanon Tbe equanon (4) then becomes——

=Y, - (a+|3)Yt_ + BY,_, =0

Let, —(a+[3)-al and B =g, then

'Y-t--l-oa'Y{,,-i- oY =0 ...
Let, v, = ;C
Equauon (7) becomes,

Ao, A= '+a,k‘ =0

or k‘“'[?.*+a‘l+a,}=0'
_ Now, cit.h_er M=o .or 124.@'14._(;: =Q
k Buz, A -_bcing solution ?‘:'—z =0
‘Hence, A +od+o,=0

et

e ~4a,

| R
A

: -0yt —do
‘Sothat A =- ' 1 2 and

2
- ~a ——1(01]3 -4o._
. ; 12 = . - 2 :
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_ | Now, whether the economy suffers from fluctuation or not depends upon-
the factor o * ~4cr,. There are three distinct possibilities—
. (a) The roots can be distinct and real o’ ~4a >0.
(b) The roots are real and repeated 0(]'3 -4&3 =0.
() The roots are compie'_i- .alz -4&1- <0. -
When we arrive at the complex roots, this gives cy;:liczi! ﬂﬁctuation, T‘hus-

complete solution of Y, is the sum of the pamcular mtegrai and the
complementary solution as derived earlier. '

Y=Y + -Yp.
I'+(1+1) . = -azx 'cczf—4oc, L
= s ——— + —- ' =, @, <4a, -
(1+1) -(ce+BYi+1)+B 2

If me get the difference between or,® and dot, in decimal, this will imply
that the cyclical fluctuation will subsidies. Moreover, if the difference between
uf and 4o, givesa longer value, then stability of the economy cannot be . "

easily reached. The mathematical solution helps to know the dynanuc
properties of equation (4). :

Dlagramat:c mpmentanon of mu]tipher-accelerator Model :

mczﬂm
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: _{;’__;,,_,.»—""‘r;\\ J‘d"_d.-- __._.,.--F ; E
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) /" S3 ;;\fg;.mf—““ ook
3 ‘ ; - o A
; ﬁgoiﬂoﬁ‘s | .

If figure, we plot time on the x-axis and log Y, income on the Y-axis. At

~ - any point of time, there is minimum output consistent with zero induced

irivestment. Qutput cannot fall below: this because ar;rtonomus_invcsumnt goes
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. on continuously. This is the zero induced investment floor for output which
grows at the rate T (say).

Similarly, at any point of time' maximum output is given fzy full
employment. Ttie full 'emplo;'fmem output is assumed to grow also at the rate
. Therefore, the full employment ceiling line and the zero induced investment
“floor lme are parallel to each other..

We start with the point N, where there is only autonomous mvestment '
There is rise in output. As soon as this happens, induced investment becomes -
.positive; via the accelerator effect. As investment rises, output rises even more
" by the multiplier effect. This induces further investment which increases output
still further. The economy experienée a strong boom and soon hit the full
" employment ceiling. Output can now rise very slowly at a rate of growth of
autonomous investment; hence, induced investment drbps via the accelérator |
effect. This reduces income via the multspher effect. This further reduces
investment. The economy moves down a deep recession and hits the zero
mduc_ed investment floor. Output- cannot fall below this floor. Now,
autonomous investment grows at the rate r. So output will increase, This will
make 'indu_ced investment positive which will further increase income. The
economy is in upswing again. - = '

NS, is the phase when the economy expcne nce boom Londxuon The
economy crawls along the full employment ceiling from S, 10 S,.'S, t0 S;
- shows recession. From S; to S, the economy moves along the zero induced

investment floor. At S, there is another rccovery As the process of expansmn

hns against the full employment ceiling and tms down, in some cases when zhe

interaction of the multiplier accelerator is not strong enough, the downswmo

* starts even before the ceiling is touched. Hicks has expresses the opinion that

‘while the upswing is the result of interaction between the multiplier and

accelerator, the downswing is largely the product of the multiplier. (The
accelerator remaining uncooperative for the most part). - '

45 Cnntml Of Business Cycles : -

To control the busmess cyc!es, basmally monetary and fiscal policies are
‘undertaken.
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(1) There are four major tools or instruments of monetary policy which

. can be used to achieve economic and price stability by influencing aggregate. -

- demand or spending in the economy. They are—
" (a) Open market operations, &
(b) Changing the bank rate,
(c) Changing the cash reserve ratio and
(d) undertaken selective credit controls.

(2) Fiscal policy is an important instrument to stabilize the economy, to
overcome recession and control inflation in the economy. Fiscal policy is of
~ two Kinds: D'mcret:iqnary fiscal policy and Non-discretionary fiscal policy; of .
automatic st.bilizers. B y discretionary policy, deliberate change in the
~ Government expenditure and taxes to influence the level of nanonal prices and .
| output are undertaken. :

On the other hand, non-discretionary fiscal pohcy of automauc stablhzers
is a built in tax or expenditure mechanism that automancaﬂy increase aggregate -
demand when recession occurs and reduces aggregate demand when there is
inflation in the economy without any special deliberate actions on the part of
- the Government. '

Monetary Policy :
~ Monetary Policy during depression g

Monetary policies refer to pohc:es deswned to influence the cost and
avatlability of money for the purpose of influencing the working of economy.

Depression is characterized by a low marginai eft'zciéncy to consume -
(MEC) on account of failing prices, incomes, output and employment and the .'
resulting uncertainties. The aims of monetary policy during depression s to
offset the decline in velocity of money, to satisfy demands for precautionary
and speculative mdtive_, to strengthen the cash position of bank and non-bank
groups, bring dow’n the interest rates so as to econourage investments etc: -

It has been argued by some that mnnetary policy during depressnon has
lietle scope for it fails to pull the economy cut of depress:on The rate of
intérests are alreads lowor during depression and cannot be depressed further.
injecoons of eash and other liquid assets are absorbed by firms, banks and

¥ -
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 individuals in .éuengthenin’g their liquidity position. They chose to invest in less
risky and more liquid assets on account of a general wave of pessimism and
 uncertainty with which future is reset. But during depression, whit is necessary
is the investment in more produ'ctive.and risky assets so as to expend the
economic activities. Under these c'm:umstancﬁs,_ldwering interest rates cannot
econourage prd&nctive investments, Morcover, there is a minir.nu:n level
beyond which rate of interest cannot be lowered by increased supply. Thus,
monetary policy pursued duﬁng depression is rendered alinqst ineffective and
helpless.

Even if the Central Bank is able to fellow the cheap money policy; but
- it has hardly any 51gmﬁcant eﬁect on the aggregate spending.

The gap between S and I instead of bein g bridged is widexied because

the fall in investment continuous on account cf adverse business cxpectauon

In the diagram, there is a shift in investrment curve from I to I,. on account

of deflationary conditions. At r,, interest rate S exceeds I by PT. A decline i in -
:he rate of interest from Ty to 1y, raises I and reduce S, but the deﬂationary
gap still continues, lh_oxigh itisreducedto P, T, fro_in P’I‘at the interest rate
r;. Moreover it is not possible to reduce the interest rate below a certain level

“(say or,) on_hccount' of the abstackle played by liquidity trap. _
Thus, this brings forth s;ervices limitations of monetary po!icy_'.as an anti-

" depression measure.
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Monetary Policy during inflation :

Inﬂ_zﬁion is characterized by high marginal efficiency to consume on
account of rising price, incomes,-butput’l and employment. The bﬁsine-‘ss |
_activiti'es expand rapidly as such more cash is released by banks making
additions to consumers’ mcome and outlay. There exists increased demand for
credit. The aims of, ‘monetary policy. are to redut:e the raté of expension of
money, 10 reduce the volume of liqued assets, reduce consumptmn and '
spendmas by means of higher interest raes. -

The effectiveness of monetary policy durmg mﬂauon is much greater The
inh;:r&at rates can be raised as high as the monetary authorities. This is followed
by open mar! ;ct:opera'tions, to curtail the Eiqi:idi_ty of banks and non-bank
groups, thereby further reducing _lendiﬁg aud investment. The cash-reserve
 ratio can be raised to prevent further expansion of bank credit. Thus, monetary
* policy can be fairly effective, if applied quickly and. conunuously in preventmg
booms from developmc into inflation.

The basic problem dunna mﬂat;onary times is one of an overly rapld
expansion of aggregate demand. An anti-inflationary monetary poliry stressed .
upon reduced supply and increased ir;iere_st rate structure. A ﬁombinatioh of

tight money and credit measures may keep the system in equiiibﬁum atfull -

employment without inflation. This is shown with the help of diagram.

Y .




‘Given Is and LM, the original equilibrium Y, exceeds the full

: empioymenl income Y, and Y,Ydenotes thie mﬁamnary gap- A tight money
 supply wil shift the LMy 1o LM| 5o that the equilibrium gets determined at the
full employmem_ level Y;and interest rate rules higher from 1, to ;.

(b) Fiscal Policy : -

Fiscal Policy to cure recession :

There are two fiscal methods to get the economy out of recession.
- 1) {ncreése in Government Expenditure

(i) Reduction in Taxes

(i) Increase in Government Expendxture : _
For a ‘discretionary fiscal policy to cure depression, the mcrease in
Government expend«smre is an important tool. The impact of increase in

Government expenditure in a recessionary condition is illustrated in the figure .
47 '
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g KEEP THE RATE OF INTEREST UNCHANGED . .

Suppose, the econory is operating at full employment or potential level
of output Y, with aggregate demand curve C+ I, + G, interseciing 459 line
~ at point E,. Now, if investors expectatious of making profits from investment
_ projecis falls; it reduces investment. Wzth the declme in mvcstmenL equal to _

73




E,B, aggregate demand curve will shift down to the new position C; + I, +
G, which will bring the economy to the new equilibrium position at point E; and
thereby determine Y, level of output or incomes. To overcome recession if .
"Govemment increases its expenditure by E,4, the aggregate demand curve will
shlfx upward 1o original po&uon C+ !1 +G, and the equilibrium levci of income
will increase to the full-employmem Y and the economy will be lifted output
depr‘esston o o
With the i mcrease in Government expendlmré and resuhant mcrease in
output and employment demand for money for transactions purposes is likely
tomcmaseasshownmfigum48wheredemandformneymwe shifts to ngm
from M," to M,¢ as a result of i increase in transactions demand for money, rate
of interest will increase and adversely affects the’ pnvate mvestmenl, The
decline in private mvestment will tend to offset the expansnonary effect of rise
in Government. expendxmre

(3) Reduction in Taxes to pvercome recession :.

Alternative ﬁscal policy measure to ovefcome. récession and to achieve
expansxon m output and employment is reduction of taxes. The reduction in
taxes increases the disposable income of the society and carves the increase
in consumption spending by the people. Thus reduction in taxes will cause an’
upward shift in the consumption function. This will shift the agaregate demand

curve C +1 + G upward and the economy will be lifted out of recession.

Fiscal Policy to control Inflation :
Fiscal policy measures to control inflation are—
6} Reduéinv Government expenditure and
(2) increasing taxes. -
The reduction in Government expendltum will belp in checkmg inflation is |
shown in the figure 4.9
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In the figure, it is seen that an aggregate demand curve C + 1 + G,
 intersects 45° line at point E and determines equilibrinm nazxonal income at_
full-employment level of i mcome Y: However if due to excessive Govermnent
expenditure and a large budget deficit, the aggregate demand curve shifts
P upward to C +1+ G,, this will determine Y, level of income: which is greater
than full employment level; causing inflationary gap. The task of fiscal policy

is to close the inflationary gap by reducing Government expenditure or making
taxes. With cquihbnum at pomt H and nominal income equal 0 Y. of
' Government expenditure equal to HB is reduced, aggregate demand curve wili
shift downward to C + I + G, which will restore the ethbrmm af, the fall -
~ employment level Y. The reduction in Government expenditure by HB has led

. to a much bigger decline in output by Y, Y. .

‘Raising Taxes to Control Inflation:

Asan alternative to reductions in Government expenditure, the taxes can
be increased to reduce aggregate demand For this purpose, personal direct.
_ taxes, such as income tax, wealth tax, corporate tax can be raised. ‘The hike
in taxes reduces the disposable incomes of the people and thereby force them
to reduce their consumption demand. As a result of hike i in personal taxes, it -
" is the decrease in consumption demand (¢} cornponent ‘which will cause the
- aggregate demand curve C -+ | + G, to shift downward. The tax revenue will
 be raised by a greater amount to achieve contraction in national income Y,Y;.
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4.6 : Relative Efficacy of Monetary and Fiscal Policie# :

' Effecturness of Monetary policy in general : ;

The et'fécti;feness of monetory policy depends on a good number of |
| factm_’_s— specially on lhé nature of lags involved and the acﬁviﬁes of non-
] fm_anéial intermediaries in recent times. Absence of time lag i.e, no time should
be loSl_ between the need for action and ihe"“’action taken”. Similarly, there
should be no time gap between the “need” for taking action and the
“recognition” of the need for taking action. But the effects of monetary policy
or actions taken are riot in?taﬁtaneous but are subject-to time ia_gs'. These loges

‘are— primarily recognition lag, inside lag, outside lag etc.

‘Recognition lag : It implies the time to recognize that the economy has
changed in such a way as to requi_rc a change in the existing policy.

Action lag : Once the need of a pohcy change is recogruzed some time
must collapse before there are suitable adjustmems or altemanves in the policy.
- This may depend on a number of factors—decision of the policy maker,
administration deffeciencies, political pressure etc. :

_ Inside lag : The sum of the recogmnon lag and the action lag is called
the inside lag.

Inside lag is influenced by policy trade offs and priorities, speed of data
collection and analysis, administrative factors and other such factors..

Outside lag : Once policy is changed, some additional time must elapse
before these changes work their way thmugh the system and affect abgrcgate '

spcm:lmg and income.

Inside - Lag , " Outside Lag
Recognition Lag - Action lag ‘Changes in money income
| _ due to changes in policy.
to ' : T Jeow L Ty 4
| " a time (9

For instance, if the economy which isin equilihrium is disturbed in time
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1, its recoahition takes place in time t,, but the effect of action take time to
work themselves. ' ) ‘
~ In times of recession or depression, expansmnary monetary policy is
. adopted, but it is unoperative in controlling the depression phase of the
. economy without the help of fiscal policy. - '
-On the other hand, in times of 1nf1at1on the Effecmrness of monetary
policy is much greater.

Effectwess of fiscal pol:cy 3

In the Keynesian theory, it is asserted that when Govemn}cnt increases its

~ expenditure wnhout ra.lsmg taxes or when it reduces taxes without changing
expendlmre it will have a large expansmnary effect on national incorme.

However, it has been pomted out that the effect of expansionary fiscal policy

 of budget deficit on private investment. It has been argued that increase in

Government Expenditure or budget deficit adversely affects private investment -
which offsets to a good extent the expansionary effect of budget deficit. This
adverse effect comes about as increase m Government expendmu'e or
reduction in taxes causes rate of interest to go up. Thuse are two ways in which

rise in rate of interest is explained. First, within the framork of Keynesian

theory, increase in Govemrmnt expenditure leads to the rise in national output.
w]'uch nses the lransacﬂons demand for money. Given the supply of money in

. the economy, the incréase in transactions demand for money will cause the rate

of interest to go up. Secondly, in order to finance its budget Aefici.

Goﬁcmmem will borrow funds F;'f.'am the rarket. This will raise the demana fo:

loadable funds which wul hrno about ris« in the rate of interest. The ntchmism
of budget deﬁc it or increase 1n government cxpendature to achieve expension
in national income and output will cause the rate of interest to go up. The rise
in the rate of interest will discourage private investment. Thus, increase in

Government expenditure or fiscal policy of budgei dificit crowds out private

investment, This fall in private investment as a result of the rise in rate of interest
will offset or cancel out a part of the expansionary éffecr_of increase in -
Government expcr_wdimi'e. The magnitude of this cr_owding out defs ends on the

elasticity of the investment demand. If investment demand is more elastic, the
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decrease in private invesuﬁént}conscquent to the rise in rate of interest will be
Quitc_ substantial and will greatly offset the expansionary effect of the increase
in Government ' expenditures. On the contrary, if investment demands is
relatively inelastic, the rise in the rate of interest will lead to only a small decline -

“in private investment and therefore Crowding out effect will be 'relativei'y smaIL. .

4.7 ¢ Summary

The economic history of the free markel capltal:st counmes has shown
that the period of economic pmspenty or expansion alternates with the period
of contraction or recession. These alternating periods of expansnon and
contraction in economic activity has been called trade cycles. J M. Keynes. '
write, “A trade cycle is composed of periods of good trade characterized by
rising prices and low unemployment percentages with periods of bad trade
characterized by falling prices and high unemployment percentages.” These are
- various reasons for which cyclical fluctuations occur m a particular economy.
The reasons are explained by many economists in their theories of trade cycles.
Moreover there are bésically monefary and fiscal policies through Which
'g'ovcmmcnt can correct the economy from a recessionary or an.inflationary

period. In the unit, all these prospects have been discussed.

4.8 : ADDITIONAL READINGS :

1. Ahuja, H.L, “Macroeconomics- Theory and Policy™. (2008).

2.Jha, R, (1991): Contcmporary Macroeconomic Theory and Pélicy._ .

3. Rana, K.C-and Vérrnii, K.N : Macro Economic Analysis (1998).

4.9 : SELF ASSESSMENT TEST :

1. Explain Keynes's Contribution to business cycle zheory Is h.ES theory
a sufﬁc:ent explanation of business cycles ? .

2. What is accelerator? What role does it play in explaining:‘é:usine’ss 2
cycles in the economy? '
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3. Explain how the interaction of multiplier and accelerator explain cyclical
fluetuations in the economy. o e " ’
4. Critically examine Hicks model of trade cycles. What determines floor
and ceiling in his modei? ' ' | '
5. Explain the role of fiscal policy in overcoming recession and in -
achieving economic stablhty at ﬁxll—cmployment levcl

6. Explam fiscal pohcy measues 1o control inflatation. How far do you - “
think they can be effective?

7. What are the factors that determine the cffectwencsa of moneta:y
pchcy n revmnﬂ the economy. How does expanszonary monetary policy

- work? How does Keynesiam view in this regard differ the monetarist view?
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