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Chapter 7

Consumption Function

e i s . B

We studicd in the previous chapters about consumption forming Ul_tf
very basis of effective demand, output and ecmployment. Keynes, '"']“";,
theory of income and employment has devised some valuable mol'.\ '0
analysis in which ‘consumption function’ is onc. In this chapter, we shall
study the importance of consumption cxpenditure and the factors that
determine consumption, in national income analysis.

The importance of consumption is very well known to us. l_l is for
this that various activitics are carricd on in the cconomy. The major part
of our income is made use of in consumption expenditure. hm_l&'.h
investment expenditure may be nil in a cmmnunily‘, consumption
expenditure cannot fall o zero as we have to consume to live.

The important single determining factor in consumption is m.cc)mc. In
a general sense, the greater the disposable income, the larger will be the
consumption expenditure. Though consumption expenditure depends on

income, it nced not be cqual to it.

Keynes' Psychological Law of Consumption

Keynes has enunciated the psychological law of consumption to
explain the relationship between personal income and personal
consumption This is only a statement of common experience that the
increase in income will lead to increase in consumption, but the latier
will not be as fast as that of the former. Keynes states, “The psychology
of the community is such that when aggregate real income is increased,
aggregate consumption 1s increased, but not by so much as income.”!
Keynes cited the law as follows : “The fundamental psychological law,
upon which we are entitded to depend with great confidence both a priori
from our knowledge of human nature and cxperience is that men are
disposed, as a rule and on the average, to increase their consumption as
their income increases, but not by as much as the increasc in their

1 J.LE. Keynes, The Gereral Theory of Empiaymen:, Interest and Money (London) 1936
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Law ol Consumption

ol Consumption, otherwise called The
d by Keynes) is i brilliant tool of
ery valuable practical significance

Signiticance of Koeyues'
Keynes' Paychological Law
remmption Function (4 lerm coine
analysis discoverad by Reynes. It has v
and wmplications,
(D Investment @ This tool helps. in making vital decisions of
mvestment. Stnce the law says that there will be a gap between incormg
and consumplion as Income inereases, the widening gap has to be filled s
by means of mvestment o maintain the income of the econoiny. If
adeguate wvestment i< not forthcoming, the offective demand will shrink
~d uitimately the economy would meet with recession and depression,

-
30
wiid

So. this law throws light on investment decisions,

(2) Repudiation of Say's Law : The law of Consumption of
Keynes completely repudiates the Taw of markets. Since the consumption
grows at a slower pace than income, ‘every supply finding its 0w
demand’ is only a myth and a general overproduction and unemploymcen

can oocur in the economy. .
3} Need for Intervention : In the free laissez-faire cconomy:

{33 1
there is no automatic adjusting mechanism to ensure the circular flow O
: t. This repudial®

income and expenditure as the entire income is not spen
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4 Under-employ ment Equlhb_num E . e
Keynes, the inferénce Lg_at--~'cconomy will be 11 un crl-g bg atbmined

L«,quilit‘»rium is implicit:Full employment equilibrium cou et o
only if investment happens to be equal 10 the gap between agg % %
income corresponding (o full employment and 'aggrega.te cqns'ump 1? :
cxpcnditurc out of that income. But in practice, t)’plCZ.ll m\'cs'tr'n;rh
demand would not be adequate to bridge the gap between income at tu
employment level and consu_mpr,ion. The aggregale demand and 2 gg{eg?te
supply would meet at a point less than full employment. _Agam it is @
rcp'u'diation of the classical full employment equilibrium and the
assertion of under-employment equilibrium.

/'f (5) Secular Stagnation : When the inco
}onsumplion expenditure lags behind. Consequent
demand becomes weaker. If this condition persists an
will be reached when the consumption will become poore
with no-outlet for the savings. Such a condition is ca
stagnation. This can be avoided only by increasing consu

effecuve demand.
© (6) Turning points in Trade Cycle : Finally, the law of
Keynes is helpful in explaining the turmning point in trade cycle. Before
Keynes’ publication of his General Theory, many theories tried to cxplain
the caqscs nthm created the turning points in a trade cycle. All these were
not satisfactory. Keynes’ concept of a stable consumption function offers
good cxpl.analion. When the business cycle reaches the highest point,
consumption does not increase correspondingly to incomez and the
do_wnvt’ard swing starts. Similarly, when the cycle reaches the lowest
point, income has declined, but consumption does not change or decline
1o the extent of decline in income, ‘he upward swing starts.

chological Law has immense significance and
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CONSUMPTION FUNCTIO?

he 1S & r . -

Ke\*\ hdt is meant by .Consumpuon Function? This is a tcol in the
= 5 x;:\smndz_malygs which establishes the relationship between income
3 - -~ .« . 11 1 “
deierr;x&efld 1:tum. The consumption expenditures of the community are
s ot s the community’s level of disposable income. The ¢ *héd i

relates consumption to disposable income is cal - Te SR g
Function. This is also called the Pro COpiF S ca et e Consumption
of intended consumption SEEpERY R Consume. It is a sghedule
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‘ Total Consumption =
asity to Consume = 7 Total Income

C

= *{;

- vyt srands for income. Suppog,
nd ‘Y stands \ i
here 'C < for consumption ait _ e T A
o Cﬁ fﬁ?\dg aggregate income i Rs.100 um.‘.'\,., ;:\ﬂ ‘:ti ‘z\}ﬂ;‘f-?m
the cem;.! l.on ;x‘;wz‘ﬁdi!l;‘;‘? i« Rs. 75 crores, the average Propensiy,

consumpit s x pend « 5

13 or 2 78 per cent.

consume = o Of , L.e.
100 g e
Additional expenditure

Average Prope

e

on Consumption  AC
Margina} Propensity 10 LONSIme = Additional Income AY

where AC is incremental change in consumption and AY incremeny
change in income. Let us suppose, out of an additional incomeq
Rs. 100, 2 sum of Rs. 60 has been spent and the rest saved, the minargiy

: 6
propensity (o consume = ';(% = (.6,

Generally, APC is expressed in pereentage and MPC in fraction.

indg:»:?{m;: 'rg!atxanship between income and consumption,
i od already, s that whc!:t mcome rises, consumption also rises !
an extent smaller than the rise in income, o '8,

mc"!éxe income of the family or the community is
Cnsumpl and o L
Y=C=+8. %:i::ﬁ 5 amsﬁa;mgs' Income = Consumption + Savings, |
Propensity 1o say > Way, we can explain the average and me

Py 10 save. This is just the . Crage and marg;
propensiiv 1o sa < OPposite of consumption. Aver
Marginal Ve means the amount of savino Py n. Aver
VRATEINGL propensity to save g ou

divided into two pa

tof a given inco

of addrtional income, !mphcsr:he amount of additional SAVINgs
TAPS Y 'Tﬂ‘&l~33,ving i g e
=  Additional Savin, ;&g
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gince MPS and MPC together constitute (8 12

with the help of the other, MPS = 1 - WMPC,

are can find out one

Consumption Schedule : Consumplion schedule indicates the
quanturn of consumption and savings at different jevels of Income
agsuming other things constant. Given below js an irnaginary schedule
ghowing cxpent 3

liture on consurmnption at Yarious levels of income.
TABLE 7.1
EXPENDITURE ON CONSUMPTION AT
VARIOUS INCOME LEVELS

Monthly 3 Aﬂﬂ%f’ y r Marginal !5\
]anI;f::f? in | Consumption | Savings } W"z[r;«:ﬂ;‘m{;l ’ gfgf;ﬂ;:a ,!
o - | (Percentage) | ST A
| 2 N R EE é
11,000 . Y1000 0 100 5 ~ }
2,000, | " 1800 , 200 90 % 0.8 _|
Y3000 | 2500 500 83 [ 0.7 0 |
" 4,000 2,800 | 1200 70 ‘ 03 |
T5000 | 3000 | 2000 &0 | 02 |
| 6,000 3,100 2900 | 52 i 0.1 }

In the Table 7.1, Col. 4 shows APC and Col. 5 shows MPC for
different levels of incomc. With increascs in income, the expenditure goes
up. But the propensity to consume is declining. When the Income is
Rs. 2,000. APC is 90 per cent, when the income is Rs. 4,000, it 1s 70
per cent. So, when the income is increasing, the consumption is not

increasing in the same proportion. Similarly, MPC is also declining. At
Rs. 2000, MPC is 0.8 and at Rs. 5,000 it is 0.2.

The Consumption Function Curve Figure 7.1 can also be represented
in a graph taking income On x axis and consumption on the ¥ axis.

The 45° line is a guideline denoting that any point on the line is equi-
distant from the two axes. Thisis a condition where the entire income is
spent on consumption ; Of Y = C. The consumption function line CCis
- drawn as a straight line with a slope of less than one. When the income is
OL, the consumers desire 10 spend ON. If the income rises to OM, the
expenditure increases to OP. The consumers would spend OC even when
 their income is zero. At this point, the people draw on past savings,
“borrow or sell property 0 ; :

spend for consumption. The ‘cuuting of

consamption curve in the y axis shows that a ceriain minimam ER0C
of consumption " expenditure is absofutely necessary Iespeciv® of
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:ncome. The straig of the curve Impl;)e; that as binmm-:’
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consumer : 2
n to the increased income. COoms n curv, 5
ideline, or onl the guidelin: .
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proportio
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may occupy a position below the guideline 25 shown in the Figure 7 0
' FIGURE 7.2 -
Consumption curve below the guideline
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o In the Figure 7.2, 0Cis a straight line starting from the origin.’
implies that the consumers spend more with a rise in income, but 2

spend the same proportion of income.

24 The figure p R indicates that when the income is zero, the cons¥¢
incurs a minimum expenditure of OC. This expenditure is kept cons
:gil, the income reaches the level of OY. Afterwards with the ri?-’I

come, the consumption increases, but by less Lha;x the incres®.

_income. The diminishing slope of the curve between C, and C2 show

S proportion of income, consumed falls progressively with 2 rise

3
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BeSldCS consumption function, we have shown in the schedule,
savings. The average propensity 1o save curve is drawn by taking different
incomes and the corresponding.savings. It is drawn in the same way as
Lhcj, consumption curve. APC and APS together will be equal to 45°
guideline since Y = C + S. The APS curve is given in the Figure 7.4.

FIGURE 7A4.
APS Curve

SAVING

C / 1000

INCOME

-1t may be observed from the Figure 7.4 that at an income of Rs. 1,000
there is no savings as the entire income, is utilized for expenditure. Only
beyond the level of Rs. 1,000 income, there is savings. Hence the curve
uts the horizontal axis at a point where S = Zero.

mportance of MPC and MPS

Marginal Proponsity to Consumo is, a already sited, he ro of
xpenditure ‘o increased income. This concept is of great
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1,000) which means th. nption rises by only Rs. 800 (I

_ at savings muygt rise by Rg 200 (0.2
) . 2 X 1,000 7
gge? éggog:]% TSISC§ 0 Rs. 2,000 the consumption cxp(enditurc risbta
"RS. l,bOO the cogrﬁlf:itl;%szs(())or £t T\e Qisposable income level b

' “‘a" spend only its current dispogabfet' o E on por £0 into debt

Algebraicall Ncome on Consumption; 1
. raically, we may state the _ »
- lunction v(‘)f disposable income, Thig Cal;)’l?e()&lfii;g that consumption’, .
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Y

Y “hw y s o~ ... -
&Yz where b is the marginal propensity to consume and C

C =C,+038Y,

"':?;% {hc\Fsg'urc 7.5, it can be seen that at an income level of
R 1,000 saving 1s zero. ansumpuon is therefore equal to disposable
income at this point. Accordingly,

1.000 = C,+ 038 x 1.000
C, = 200

(o]

In our example, if the disposable income falls to zcro, consumption
would fall 1o 200.

The equation for the schedule of intended consumption therefore
becomes © -

. . hecause personal savings are only the difference between consumption and

disposable income.
SP =Y,-C=Y,-200-08Y;= -200 ;+ 0.2Y, is the cquaton for

the savings function.

% To have simpler explanation, we can say that income not consumed 18
.~ income saved. So savings-income relation can be deduced from income-

&

 consumption relation. Savings at various levels of income can be
. obtained by subtracting consumption at those levels of income from the

incomes.
Since MPC + MPS = 1
g'*: e “ MPS  =1"1- MPC; (or)
1t » AC s
;!ﬁ - S
- , MPS = ‘1 AY
“" . Thus if we know the marginal propensity to consume, we can casily

A
‘" obtain marginal propensity to save by subtracting MPC from ONE.
;'5.'1-,: i 7 i ;

' "FACTORS DETERMINING CONSUMPTION FUNCTIOR

" The consumption function or the propensity to consume is not static
and there are various factors influencing it for a change. Though in the
ort period, the propensity to consume svill not chunge - as the spending
habit of the socicty does not change quickly — in a dynamic society,
ctors will be always operating (o make the condition unstable.

/e shall discuss some of the important factors that influence the
mption function. Since saving is a complement of consumption,
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{. Subjective Factors
(1) To build up & reserve ul ‘ ‘
(i) To provide for un.m.mcnp:nm'l ‘1\.\:

and the needs of the individual or "| !

exist at present, a5 for cxample, 10 T¢ i

or maintenance of dependents.
(iii) To enjoy interest and :}pprcciuli(:n l',c',,' h(l_:,(f“‘“,“.' i

consumption at later datc 1S preferred to @ smaller i

consumption.

(iv) To cnjoy a gradually increasing cxpcn.(limm .‘.{ill(‘.(: ity
common instinct to look forward 1o a gradually improving stand:
rather than the contrary, cven though the capacity for cnjoymer

diminishing.

(v) To cnjoy
though without a clear idea or definite intention of

(yi) To secure a masse de manocuvre 10 carry out spect
business projects.

(vii) To bequeath a fortunc,

. -(anl'l) To sqtisfy purc miserliness, i.e., unreasonable, bul
inhibitions against acts of expenditure as such,

The above subjective motives are summed up by Keyncs i
of Prccguhon,‘Foresight, Calculation, Improvement Inde
Enterprise, Pride and Avarice. Keynes lists oul l,ht: mt
izir;scglmptan also. 'Ihey are Enjoyment, Shortsightedness, C

culation, Ostentation and Extravagance.

moil!:r;dg:lt:l?l?ertgw? :ngs accumulated by individuals du¢
and Local governm: ready, Sayxngs are accumulated by Ce
these savings are %n,:fé m:i“'t"“‘)_ns and business firms. The !
Prudence. fnterprise, Liguidity, Improvement and

. Accordin ‘to> o A E Y :
g to Keynes, the subjective or psychological i+

gainst unforscen contingencies,

ure relation between (e
family different from
ion 1o old age, family ¢

a sense of independence and the power 10 (
specific actio

-~ change in the short run and
h e aﬂdhﬁmmummwn fungtion rem¥

the shortperiod.




91
ey

Consumpt ion Function

(hjective Factors
e list of factors under this catcgory ‘
o ly very importa

sne and W€ <hall take up for discussion On
‘r- r B .
. We have alrcady studicd how the moncy

 Income : e :

() MF the indivi ; i i ing his
pcOMme of the individual is thc dominant fafztor r_Ln dctc’n:r:ninc}(,)mc
:-nmmmr’im" and we have also studied the relationship betwe :

C‘(.,,,,S;mmuinn and savings. . -
(ii) Real Income : Keynes points out that the consgm[})‘l‘lm;ic;z
influcnced by rcal income than by moncy income. A change 1 t Lﬁvcr
jevel will change the value of moncy and the P“"Chaf’"g Pf;l gpot
Fluctuation in prices will affect real income 3_nd also the ;,,nzpcq.s{) e
consumc. Phenomenal nisc in the price level will reduce the rcal incon

and so there will be a fall in the propensity to consume.
and 8¢

(iii) Distribution of Income : The most important FRCIOA
determining consumption function is thc manncr in which the income Or
wealth of the community is distributed. Normally the avcerage and
marginal propensitics 1o consumc will be higher for poor peopic than the
rich: the reason being that the former will be living without many
cssential and basic necds of life and addivonal income will be fully quc
use of in consumption (o satisfy basic wants. On the other hand, the rich
may not be having many unsatisfiod wants and hence their prope nsity 1O
save will be higher. Statistical studics have proved that a large poruon of
iavestment has come only from the savings of the rich. Consumpuon
will be low when thore are gross incqualitics of income in the country.
Reduction of incqualitics will increase the propensity (O CONSUME in the
CCONOIMY.

(iv) Fiscal Policy @ The fiscal policy of the government relating
to taxation, expenditure and public debt will appreciably affect the
Propensity 1o COnsume. Heavy indgoct taxcs will lcave Little moncy with
the people of low-ncome groups and their consumption will get
depressed. A reduction in taxes will leave more disposable incomc which
can be used for consumption. Highly progressive system of taxauon will
reduce incquahitics which wall in tum increase the propensity O consumce
in the cconomy.

(v} "‘inancia! pglicies of Corporations : [f joint-stock
companics amic corporstons adopt a “far dividend’® policy, the disposable
income of ;hc sharcholders will be high and coasegquently the propensity
10 consume will also go up.

- {vi} Expectations of foture chang z he i

55 Exped _ e ges : If the people in the

mﬂf&mza expect sudden changes in the future regarding their mncome

,.‘.-:ew%;m*&;} or shortage of commodities or bumper harvest, the
B Ee. During war, shonage of commaodities

umption 18 a2 big

affecting cons
nt factors.
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(viii) Liquid Assets : When people ’I}lvti'lu;um
Vi 4 ol . . : ' sl .
be inclined to spend more and the consumption

¢
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(i Vel will by l‘:{p?h‘z
L il e { N 41
war periods, increased lquidity due o war fingan g wily ez “”‘!'::.(
COI]S\IIT\I)UOH.

(ix) Rate of interest : Views differ regarding g, FOle g
in consumption function. The classicals held the VW iy le !
interest goes up, people will consume lf.:}';rs and sgye Mg,
advantage of the higher interest rate. When interesy
consume more

and save less, The classicalg

nversely with the rate of 5
of rate of interest on consumpiig,y, ar 5‘
nce of the inuir'w ’

41 v,
rig

consumption varies j
Keynes, the cffect

complex and uncertain, “The short period inflye
individual spendin

& out of a given income 1S s¢
unimportant, except, perhaps where usual
question.” Qnply ;
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Condary |,
ly large cha
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> Country,
people:
€ motor car, g
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depends on tastes, preferences, standard of living and aptitude and attitude
of the people.

(xii) Duesenberry Hypothesis : Prof. Duessenberry has made
two important observations regarding the factors affecting the
consumption of an individual : (1) The consumption expenditure of the
~“people not only depends on the current level of income, but also on the
standard of living in the past. If income falls, no doubt, the expenditure
will also fall, but not to the same extent, as the people will find it
difficult to adjust their expenditure to changed conditions. (i) Another
important factor is what may be called the Demonstration Effect. An
~individual’s consumption depends not only on the absolute amount of his
income, but also on its size relative to incomes of others. For example,
- the low-income group will try to imitate the consumption standard of
~ high-income groups. They will purchase fashion gon.ds and cost\y
- commodities used by rich people. But, the moment low-mcom_e groups
start using these goods consumed by higher-ups, the latter will avoid
consumption of these commodities and go in search of stll betier or
‘valuable commodities. This is what is called the Demonstration Effect
‘which will have: mutual reactions resulting in mcreascd consqmpuor\
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Relative Income Theory
Relative income hypothesis was first formulated by Dorothy Brads
Friedman. Agdi_tiopal empirical support to this hypothesis was pmv%
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The Permanent Income Theary

Y.eynes emphasised upon the presentin
consumption spending, since he behieved that tl
cONsSuImers aff-set their pessimistic expectalions and thus the hmphact o
expectations upon the consurmption spending could be safcly igtiored. B,
actually such off settings do not occur and the expectations of incotne in fulige
do influence the consumption spending of the community On the biasis of
consumicrs’ expectations of incomes, Milton Friedman formulated this theoty
of Permanent Income hypothesis This 15 very sitnilar to Life-Cycle tiypothests
developed by Modighan in collaboration with Brumberg and Albert fondo
Although the two theories are very similar in principle, Friedman's version 1%

more popular.

The Permanent Income theory, 1 ¢ income theory, AaAINs
that the basic relationship between consumption and income 15 of 4 proponiornal
type, but according to this theory the relationship is between permancit
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