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INTRODUCTION:

The theory of consumption function explains the fetn,
relationship between consumption and income. John M,
Keynes based his theory of consumption functio, 2
fundamental psychological law. In his own words (' g
fundamental psychological law upon which we are entiy &
depend with great confidence, both a priori from our _

knf}f‘,;-'
of human nature and from the detailed facts of experience . &

men are disposed as a rule and on the average to incre,.,

consumption as their income.jncreases, but not only by as
the increase in their income"iAccordin

ct

o«

g to Keynes, consy,,,
expenditure of households ends mainly on their

income) Many factors like interest rate, taxation amoy;
wealth, expectations of the consumers about the future pric.

yence consumption expenditure. However, in the Opir
# L

.,f: ‘;klﬂymes,‘; consumption expenditure mainly depends upor

L ]
ol J

C = {(y), where ‘C’ refers to consumption, ‘y’ refers to in-
and ‘f' refers to functional relationship. According to K-
whenever income increases, consumption will also increase b
a lesser proportion. This is because people have a tendency to.
a part of their income when income increases. Households «-
part of the incremental income to protect themselves ag
uncertainties like sickness and unemployment, for purcha:
assets, etc. Thus increase in income will lead to increa:
consumption but in a lesser proportion.

Consumption function is also known as propensit
consume. It indicates the changes in consumption expenditu
various levels of income. Consumption function is fu

explained through average propensity to consume and mar
propensity to consume.

Consumption function shows the functional relatio
between income and consumption. It is expressed as C -
where ‘C’ is consumption, y 1s income and ‘f func
relationship. This relationship between income and consum
can be a linear one or nonlinear one.
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ase of linear consumption function marginal propensity
e remains constant. Linear consumption function can be

A >

Level of income

Fig. 5.1

line shows that consumption is equal to income at
. The line C = a + cY represents the consumption line.
' above the origin from Y axis indicating that
_ m never be zero. It is always positive.

f*‘ e is zero, consumption is possible by using past

‘ﬁb?'bmrowings.
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Non Linear C '
. onsumption function: '
functlon indicates that cons RS coce

Income but not in a constant proportion. Th
represents a non-linear consumption function

Ur'ﬂ;#

e following d1

*

Level of income

Fig. 5.2

Here the consumption curve KC is a curvature. Initiallv |
above the income line i.e. 45° line. At point E, consum}'wth
equal to income. After that, the gap between the 45° line an
Fonsumpﬁon curve keeps on widening. It indicates that
Income continues to rise, consumption will increase bu!
diminishing rate and savings will increase at an increasing
The non-linear consumption function represents the Keyn
Version. Hence it is called Keynesian Consumption Function.
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consu™
|  pERTIES OR TECHNICAL ATTRIBUTES
R
P ) propensity to Consume (APC) angd Marginal Propensity
Avéoasﬂme pere
to
\verage pr0P€n51tY to conﬁmne 15 the ratio of total
h Hon expendll'l.lre to total income. It is expressed as,
e
APC =y

= (0.6 or 60%

It indicates households sperid 60% of their income on
onsumption.

Marginal propensity o consume is the ratio of change in
»nsumption to change in income. It is expressed as

_AC
EAY

where ‘AC’ refers to change in consumption & AY refers to
ange in income. Suppose income increases from Rs. 1000 crore
Rs. 2000 crore and consumption changes from Rs. 600 crore to
. 1000 crore then

_ Change in consumption
MPC

change in income
. 00
~ 1000

= 0.4 or 40%
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' When income rises both APC & MPC will fall. However )
will fall at a faster rate than APC. The counterparts of APC

MPC are Average propensity to save (APS) and Mar,
propensity to save (MPS). They are expressed as follows: |

S

APS oy

where, ‘S’ refers to savings and ‘Y’ refers to income.

AS
MPS =%

where, ‘AS’ refers to change in savings and ‘AY’
change in income. Further

APC + APS =1 and, MPC + MPS = 1

In the case of rich people, MPS will be greater while in the
of the poor people MPC will be greater than MPS. The 3
concept can be illustrated with the help

refes

| 3200 200

The above table clearly illustrates that when income
consumption also rises but at a lesser rate. Further when inc
rises both APC and MPC are falling. But MPC is falling at a f
rate than APC.
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r .
', consumption Function

q
hrj H,
0 W, . APC and MPC can be diagrammatically explained as foljgyy,
y L&
s § |
g E |
& E C >
e R RS E - C
8 S R
v
Level of income Level 1Df Income ;
Fig.5.3 Fig. 5.4
n g,
C

he, ] -
¢« Infig. 5.3, APC is represented. APC is Y - At point E on the CC

Fabfa ‘ - -
. curve, consumption is equal to OR and Income is equal to QY.

P OR

.. APC =0Y

—i RR; . :
" MEG YY, - It is obvious from the figure that RR; is less

“than YY;. MPC Is measured in terms of the slope of the

- consumption curve.

_ ASSUMPTIONS OF CONSUMPTION FUNCTION:

The concept of consumption function is based on the following

. assumptions:
(1) The government adopts a policy of laissez-faire i.e. policy of
non-intervention.

(2) The economy is working under normal conditions. It is
assumed that there are no abnormal conditions like war,

drought, depression, etc.

(3) Psychological and institutional factors like tastes and
preferences, habits, price level, population size, distribution
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of income and wealth etc do no ch;;‘ge n hort ru,
above factors are assumed to be stable.

The above assumptions when fulfll-lf‘-'df consumption fun,

valid ie. consumption depends on Income and it wil] ing

when income increases but at a lesser rate.

FACTORS DETERMINING CONSUMPTION FUNCTI()),

Consumption function or propensity to consume is inf],
by a variety factors. They are classified as objective and s},
factors. The objectives factors are as follows: ‘*

(4) Size of income: Consumption expenditure mainly .
upon the size of money income. Higher the incom. |
will be the level of consumption and vice versa. |

(5) Price level: An inverse relationship exists between Price
and consumption expenditure. An increase in the o

price level reduces the real income of the people and
the level of consumption and vice versa.

¢ -

J
reg

(6) Disftribufion of income: Consumption would be higher ;
national income is distributed equitably and vice Versa.‘

(7) Propeﬁsity to save: If the house

consumption goods :
would be low. ; and hence consumption expend:
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Rate of interest: Consumption will be low if rate of interest i«
11) Ra

4" pighand vice VEIRE _
'\ | gains OrF losses: Unexpected gains like winning a
(12) enhance consumption & vice versa.

lo&erywm : If people ow id
- rship of Assets: If people own consi erable amount of
l (13) s:"e‘ts' then they have a sense of security and spend more
O a y

| from the current income on consumption and vice-versa.
A -

licies: ' Policies of corporates also influence

(14) Comt;mpoexpendinue. If they adopt a liberal dividend
COII?C}' shareholders level of income will rise leading to a
PO level of consumption. On the other hand a

hig ative policy of the business firms will reduce

¢ consumption.
\ (15) Other factors: High level of indebtedness repayment of loans,
| otc. also reduce the level of consumPtipn.

Apart from the above objective factors, certain subjective
factors also influence consumption function. They induce people
+o save rather than spend and hence they have a tendency to
- reduce consumption expenditure. The subjective factors are

. termed as motives and they are as follows:

(a) Motive of precaution against illness, accident and
unemployment, etc.

(b) Motive of future expectations and needs.

(c) Motive of accumulation of wealth.

(d) Motive of independence.

(e) Motive of investment and enhanced income.

(f) Motive of speculation.
(8) Motive of accumulating assets for the future generation.

(h) Motive of miserliness.

Like individuals, business firms also save in order to expany
their business, to maintain liquidity, to be financially prudent et
All these factors increase the prosperity (o save and Iiedlfﬂ
consumption expenditure. According to Keynes some 51:1b]ect1v
factors like tendency to show off, demonstration effect i.e. pog

! -I-. .

{h, ‘onsum

i
5
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and middle income group trying to imitate the lifestyle of the
people etc. increase consumption expenditure. '

According to J. M. Keynes, most of these factors rems; in .

in the short run. Hence according to him, consumption f,,,
also remains stable in the short run.

IMPLICATIONS OF CONSUMPTION FUNCTION:

eFlp}?yment. Thus g . |
significance of Investment. Eeptic:

(3) Repudiation of Say’s Law o

states that “gy |
_ PPly creates i wn S 1
Keynes INCrease in j s own demand”
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in national income will be lesser,

(6) Fall in m.argin.al efficiency of capital: When income rises
consumpt_mn rises in a lesser proportion. Thus aggreéaié
supply will be more than aggregate demand. Lack of demand
will affect profitability. Hence there will be a decline in

marginal efficiency of capital.

(7) Underemployment equilibrium: Classical economists
believed in full employment equilibrium. J. M. Keynes réjecfea
this and through consumption function proved that under
employment equilibrium is the reality as demand is less than

supply.

8) Importance of state intervention: Consumption function
highlights the need for government intervention. When
supply is more than demand, it indicates over production.

This will lead to unemployment. To avoid this state
intervention is absolutely necessary.

| QUESTIONS |

) Define the following:
(a) Consumption function
(b) APC
(c) APS
(d) MPC

(e) MPS
| State whether the following statements are true or false:
(@) An increase in income always leads to an increase in consumption.

(b) Income and consumption are inversely related.

(c) Consumption function remains stable in the short run.
(d) When income increases, consumption will rise more than
proportionately.

When income rises both APC and MPC will rise.

always varies between zero and one.
ow in the case of poor

(e)
() The value of MPC
(@) MPC is high in the case of rich people and |

people. ‘
(h) Consumption function implies full employment.
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's Law of markets.
tion function justifies Say's
}::nsc?:)s;m (b) False; (c) True; (d) False; (e) False; (f) Tru o

(h) False; (i) False ]
Match the following:

. Construct a hypothetical schedule of income and consumplx

ons of consumption functio”

)) What are the assumptions and implicati ' #
I; Explain the factors determining consumption function. (BB, April j

. . . ’ OC
) Discuss the factors which affecting consumption function. (BAF

Vv

UL otk

p—— .
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