
 

Semester I 
[select topics] 



Business Economics Paper II 
Second Year B.Com. Of University of Mumbai  

With effect from 2009-2010 
 
 

Semester I* 
 

1. Introduction to Macro Economics 
Circular flow of Income: Closed (Two and three sector models) and open 
Economy models, Trade cycles features and phases- changing Sectoral 
composition of India’s national income. 
 
2. Economy in the short run 
Meaning of aggregate demand and equilibrium National income (Y=E), 
concept of multiplier. 
Supply of money: constituents; determinants; velocity of circulation of 
money; RBI approach to money supply, Money demand: liquidity 
preference. 
IS-LM frame work, 
 
3. Issues in inflation, Employment and unemployment 
Demand pull and cost push inflation, inflationary gap, Causes and effects of 
inflation, measures to control inflation in India, Impact of globalization on 
employment in India, Nature of unemployment in India, Employment policy 
since1991. 
 
 
 
 

* notes on Impact of globalization on employment in India, Nature of unemployment in 
India, Employment policy since1991, IS LM curves will be uploaded subsequently 

 

 
 
 
 
 
 
 



Circular flow of Incomes 
 
Circular flow of incomes is a static macroeconomic model providing 
relationships between various macroeconomic variables. This is a classical 
model of macroeconomics.  
 
Circular flow of incomes was first developed by the Quesney a French 
Physiocrat in the 17th century. Later it was developed as a macroeconomic 
model of equilibrium. 
 
The model can be developed into a dynamic model by providing input 
output relationships. Such models help the economy in planning and 
regulation. 

 

 
The two sector model includes household and firms. It is equilibrium 
between consumption and expenditure. The industry provides the output for 
the households to consume and also provides incomes. The household sector 
spends the money at the markets to give back incomes to the firms. This is 
the circular flow of incomes between households and firms. 



 
The three sector model includes the banking sector, where the equilibrium 
includes 

Y=C+S 
 
The households save the income that is not spent. Further the savings 
become investment through the banking sector. Thus 

Y=C+I, where S=I 
 
Government sector will include tax and expenditure made on both the 
sectors. 

Y=C+I+G 
It is closed economy. By including the external sector, it becomes an 
equilibrium with open economy. 

Y=C+I+G+(X-M) 
 
This is a macroeconomic model with five sectors: household, firms, banking, 
Government and the external sectors. 
 
The circular flow of incomes is an important model or estimating national 
income. It is useful in studying the interdependence between various sectors. 
 
 
Trade Cycles  
Periodic changes in the level of economic acclivities in the long run are 
commonly termed as trade cycles. The level of economic activity 
periodically, increases and reaches a peak, shows a change in trend, 
decreases and bottoms out and finally, changes trend towards increase. Such 
cyclical changes in the level of economic activities constitute the trade cycle.  
 
Trade cycle is a neoclassical concept of macro economics which tries to 
explain the changes in the economic activities with respect to time.  The 
concept of trade cycle was initially developed by Joseph Schumpeter. The 
different phases in the trade cycle are named in relation to the full 
employment level.  
Accordingly, there are six phases of trade cycle: 

1. Inflation 
2. Boom 
3. Deflation  
4. Recession 



5. Depression, and  
6. Recovery 

 

 
 

1. Inflation: When the economic activity increases after full employment 
level, it is called inflation. During inflation, the demand pressures will 
be high. Increasing demand leads to increasing product prices, 
increasing demand for factors, higher wages and then increasing 
demand again. 

2. Boom: Boom refers to the peak in the level of economic activity after 
full employment. The demand pressures will be at the peak. The price 
level will be very high. 

3.  Deflation: It is the downward trend in the economic activities after 
boom. At boom level the Government will take corrective measures 
due to which the economic activity will show a change in trend. 

4. Recession: When the economic activity reduces below full 
employment It is called recession. The level employment will 
decreases, the prices will decrease and the economic activity shrinks. 

5. Depression: This is the lowest level of economic activity. The markets 
collapse. Large scale unemployment will lead to poverty and 
suffering. The world experienced Great depression during 1929 and 
1933. 

6. Recovery: From the lowest levels of economic activity the markets 
recover due to positive Government policy. The economic activity 
will increase towards full employment. Three will be increase in the 
level of employment, incomes, investment and demand.  

 



The reasons for the occurrence for the trade cycle has been not yet explained 
satisfactorily. The Sun spot theory relates the level of economic activity with 
the number of sun spots. In absence of any other theory, the Sun Spot theory 
still holds valid. 

                                     
Phillips curve is the modern concept which relates unemployment and 
inflation. According to Phillip, there is a trade off between inflation and 
unemployment; one can be reduced only at the cost of the other. If inflation 
is reduced, unemployment increases and if unemployment is reduced 
inflation may increase. 
 
In such case the ideal alternative is to find such a point on the curve which is 
closest to the origin. By selecting such a combination, both inflation and 
unemployment can be maintained at tolerable levels.  
 
 

Sectoral Composition of India’s National Income 
 

According to Colin Clark, the economic development of any country is the 
transitions from the development of primary sector to the secondary 
manufactured sector. Such as transformation from primary to secondary 
sectors involve development of factors of production, skill, technology, 
resource utilization, human resource development and careful planning.  
 
The primary sector is made up of activities like agriculture, forestry, fishing, 
mining etc. The secondary sector comprises manufacturing, construction, 
power, water supply etc. The tertiary sector includes trade, transportation, 
finance, communication etc.  
 
 



Sectoral Contribution To National Income : (percentages)  
 

  Primary Secondary Service 

1950-51 57.0 13.5 29.5 

1990-91 34.0 23.3 42.7 

2006-07 20.6 24.7 54.7 

 
Primary Sector 
 
 The role of primary sector is gradually reducing. Its contribution of 57% to 
national income in 1950-51 reduced to 34% by 1990-91 and further declined 
to 20.6% by 2006-07. The current agriculture share, though low, contributes 
to self sufficiency of food grain production and also raising exports of 
agricultural origin. This is because of the fact that over the years the 
productivity levels in agriculture have risen, rapidly. The New Agricultural 
development policy 1969 had greatly contributed to the development of the 
sector.  
 
In the primary sector agriculture is the main activity. It employs 70% of the 
work force. The cultivators are a majority with 42% and the agricultural 
labourers are only to the extent of 26.3% within the primary sector. Though 
the cultivators constitute 42% of the total occupations, they are mostly small 
and marginal farmers operating uneconomic land holdings. Primary Sector is 
a sector of large scale unemployment and poverty.  
 
Secondary Sector 
The share of secondary sector has increased greatly in the last sixty years. Its 
share was 13.5% of national income in 1950-51 which increased to 24.7% 
by 2006-07. Secondary sector has a dominant manufacturing sector. The 
increasing share is mostly due to rapid industrialization. Over the years 
industry has been growing almost at a rate of 7% per annum.  
 
The thrust given in the first two plan period to industry and the policy of 
public sector growth helped in widening the heavy industry base of 
development in India. The nationalization of large scale industries of 1950s 
and huge investment outlays on public sector were responsible in the 
development of secondary sector.  
 



In terms of occupation large and small scale industries together constitute 
10% of the total occupational share. Mining and construction together 
constitute 2% of the occupational share.  
 
In the process of economic development it is natural that the role of 
agriculture declines. Though the share of primary sector decreases in relative 
terms, in absolute terms its output increased. This is because the industry 
and infrastructure develop and aid the primary sector developing rapidly. 
There will be increase in the productivity in leaps.  
 
Service Sector:  
It is essential to develop the service sector for the development of industry. 
With rapid development of trade and commerce, related infrastructure also 
develops. The growth of tertiary sector is ancillary to growth. The sector 
owes to the development in the insurance and communication sectors. Wide 
spread banking network, transportation and storage greatly contribution to 
rapid industrial development.  
 
The service sector’s share increased from 29.5 to 54.7% between 1950 and 
2007. This is mostly due to globalization and growth of IT Sectors. 
 
Nationalization of insurance business of 1950s and 14 leading commercial 
banks in 1969 are land marks in the development of tertiary sector. The 
advent of satellite communication had made territory sector a high-tech 
sector. Growth of IT sector has added to the infrastructure.  
 
Globalization of the economy, making Indian industry competitive in the 
international market and soliciting foreign investment were the major 
changes of New Economic policy of 1991. This change gave an impetus to 
the growth of service sector. In the years to come the tertiary sector poised 
for much faster growth. It will be essential in the process of liberalization 
and Globalization of the economy.  
 
Within the tertiary sector, by occupations, trade and commerce constitute 
6% and services make up for 8%. The rapid growth of service sector is 
evident by the fast developing "middle-class" in India.  
 
Over the years, India has experienced a transition in the structural pattern. 
The economy which was left independent as a mass of underdeveloped 
economy stagnant with low productivities, primitive technologies, dormant 



industry, absence of infrastructure, poverty and unemployment is I n the 
process of rapid transformation. The stagnant and primitive economy has 
transformed into a high growth economy.  
 
The New economic policy of 1991 has given a different policy direction to 
India by decontrols, deregulation's and Globalization. The world around it is 
acknowledged that the Indian economy is potentially on the path of 
development.  
 
The process of liberalization had begun in 1980s, by 1985 it was further 
consolidated, finally, in 1991, New Economic policy gave a new direction. 
The mixed economic pattern now takes shape of a market oriented economy. 
With globalization, the possibilities of rapid growth rates have increased.  
 
In spite of growth and potential of growth, India had been harboring 
tendencies of inequalities. The growth of monopolies in the corporate sector, 
differences in the distribution of personal incomes and disparities in the rural 
and urban land holdings highlight inequalities. However, the Government 
uses fiscal and legislative measures to bring in equalities, so that the benefits 
of development are shared by all, alike.  
 

 
Classical Theory of Employment 

 
 
Macro economic theories provide relationship between various macro-
economic variables like consumption, imports, savings, interest, invest, 
taxes, exports and employment. These relationships are studied with respect 
to employment. Hence macro-economic theories are called theories of 
employment. 
 
Say’s Law Of Markets 
The classical theory in general believes in laissez faire. Following are 
relationships advocated by classical theory. 
1. Full employment is natural state. It is known that the objective of macro 

economic exercise is full employment. Thus full employment is natural 
tendency of every economy. 

2. Unemployment or Over-employment is found in short run. In long run 
economies attain full employment. 



3. Laissez faire indicates that there is no state interference. It is a process of 
full employment .It is natural & automatic. 

J.B. say represents classical theory of employment. He explains working 
through say’s law of markets. According to him, 
“Supply creates its own demand” 
Any increment in supply will correspondingly increase demand. Increase in 
supply is possible only when wages are increased.  Increase in income leads 
to increase in demand. This way the demand-supply equality is maintained. 
 
 
Criticisms of classical theories 
 
1. Classical theories are long run theories: - According to Keynes theory 

should aim at short run problems & policies. Long run is imaginary. 
2. Classical economists believed that economies could have equilibrium 

only with employment. But countries have equilibrium even with 
unemployment. 

3. Increasing the level of employment is not possible by laissez faire policy. 
Full employment is not automatically   

4. Savings do constitute leakage in classical system .It reduces demand. 
5. Unemployment can not be solved by a wage-cut policy. Strong trade 

union movement will resist any decrease in wages. 
 

Theory of Effective Demand (12) 
 
                The classical economists failed to provide policy solutions to 
economic problems. The classical theory believed in long run & full 
employment equilibrium. 
Keynesian economics is short run economics. According to the theory 
equilibrium is possible even with unemployment. There is no automatic 
system in long run, which will grant full employment. 
According to Keynes employment theory, it should provide short run 
solutions He assigns an active role to the Govt. This is a deviation from 
traditional laissez faire system. 
Keynesian theory is called the general theory of employment The private 
investment can create employment to a certain level. Therefore the govt. 
investment can help in increasing the level of employment. 
 



Factors Determining Effective Demand:- 
There are two important factors determining effective demand.  
1. Aggregate demand function and  
2. Aggregate supply function 
 
Aggregate Demand function deals with the various amount of money the 
producers expect from the sale of output at different levels of employment. 
These are the receipts the producers expect. 
ADF is short run factor. So Keynes considers it for study in detail. The 
Effective demand is determined by ADF in the short run. ADF inturn is 
determined by Consumption, Investment and, Government investment or 
expenditure. 
 
Aggregate Supply function deals with the various amount of money the 
producers must receive from the sale of output at different levels of 
employment. These are costs the producers must receive. 
ASF on the other hand is a long run factor. Keynesian economics is short run 
economics, so it is kept as constant in the short run. ASF is determined by 
long run factors like Population, natural resources, cost structure, technology 
etc.  
 

          



 
 

Level of 
Employment (‘000) 

Aggregate Demand 
(‘000) 

Aggregate Supply 
(‘000) 

Relationship 

100 1000 800 ADF>ASF 
200 1500 1400 ADF>ASF 
300 3500 3500 ADF=ASF 
400 6000 6200 ADF<ASF 
500 4000 4500 ADF<ASF 

 
Aggregate demand function represents receipt and Aggregate Supply Function the costs.  

 
 
At a point where ADF = ASF the effective demand is determined. In turn the 
level of employment is found at �   
The level of employment can't increase above �  because ADF < ASF and 
receipt < cost. If private investments cannot increase the level of 
employment then, the govt. investment can increase. This is the prescription 
for increasing the level of employment. 
The economy may have equilibrium even with unemployment. 
 



 
Aggregate supply function as a long run factor is represented as a 45-degree 
line cut at full employment. The proportionate increases do not affect the 
short run factors. 
ADF can be studied in terms of its components.  
C - Consumption expenditure,  
I - Investment expenditure and  
G - Government expenditure. 
    National Income Y= C+I+G 
 
 

                             
 



C + I constitute ADF determining the equilibrium at � . The level of 
employment can be increased to the government expenditure. The increase 
in employment and income can be seen on X-axis. 
The Keynesian perception of government investment helped in generating 
employment during great depression (1929-33). It was adopted by the U.S. 
under New deal policy. The government invested in irrigation projects. 
Pump priming finances the activity of public expenditure. The money in 
circulation is increased the government investment generates employment 
increases incomes, demand and prices. Thereafter the private investments 
will take over. 
 
The fall out of Keynesian government investment is inflation. In the process 
of generating resources for employment; the government increases the 
money in circulation. This is also called as deficit financing. Deficit 
financing is highly inflationary. 
Hence inflation is purely post Keynesian occurrence. However government 
investment is found highly suitable for financing development employment 
and growth. 
 
 

Investment Multiplier 
 
Investment Multiplier tells us about the changes in income for changes in the 
investment. The concept o Multiplier was developed by Kahn.  
 
With change in the investment here will be a change in the income, because 
the investment expenditure turns into income. There after the income induce 
the consumption to increase depending on the level of marginal propensity 
of consumption. 
This way an increase in the consumption expenditure creates incomes in the 
second round. The induced income again increases the consumption. This 
cycle repeats and an increase in the investment generates income several 
times more. This is called as the multiplier effect. 

                                                  



Multiplier Effect 
 

                               
 

The multiplier has a time lag. The multiplier works into the long run. Each 
year some income is added and consumption is generated. This may taper 
with time but it shall continue for ever, theoretically. This is called 
multiplier effect 
 
Propensity of Consumption  
The intensity of consumption whether aggregate or additional is called 
propensity of consumption. Propensity of consumption can be measured in 
two ways. 
 
Average propensity of consumption:  APC is the ratio of consumption to 
Income. 
 
    APC = C/Y. 
  
Marginal propensity of consumption:  The MPC measures changes in 
consumption for changes in income. It is the measures of propensity of 
consume for an increment in income. 
 
    MPC = DC / DP 



 
 
Derivation of Multiplier 

 
 
Illustration 



For a given change in the Investment of Rs. 10,000 cr and a MPC of 0.5: 
Multiplier is the inverse of Marginal Propensity of Consumption. 

                                                                                     
Then the multiplier value shall be 2. For the given illustration the Y will 
increase to Rs, 20,000 cr 
Working of Multiplier 
 

time DI DY DC 
t0 10,000 10,000 5,000 
t1 “ 5,000 2,500 
t2 “ 2,500 1,250 
‘  1,250 ‘ 
‘  ‘ ‘ 
‘  ‘ ‘ 
 10,000 20,000 10,000 

 
Assumptions or Limitations or leakages in Multiplier 
 
1. Multiplier effect lasts over a larger time period. There is time lag in the 
realization of multiplier effect. So in the short run only a part of the 
multiplier effect can be got. The remaining is considered as a leakage n the 
multiplier. 
2. If the increased incomes are used in the repayment of old debts, the 
multiplier effect stops. 
3. The increased incomes shall be spent on domestic consumption only. 
Money pent on imports will shift the multiplier effect outside the country. 
4. With increased incomes the Government increases tax, the multiplier 
effect reduces. This is because the disposable income decreases each time. 
5. There shall not be liquidity preference. If people hold cash balances with 
out spending the multiplier effect stops. 
6. Investment in second hand securities and gold reduces multiplier effect. 
7. There should be excess capacity in the industry to produce goods with 
increasing demand for consumer goods. 
 
Acceleration Principle 
 
The accelerator deals with changes in the investment for changes in the 
consumption.  It is the continuation of multiplier effect. The multiplier 



indicated changes in Income for changes in the investment. With changes in 
the consumption, changes in the investment are given by acceleration 
principle. 

                                          
Normally, assets last over a fixed life period. This is useful for the 
calculation of depreciation and capital consumption. At aggregate level, 
depreciation is treated as replace investment. Depending on the rate of 
depreciation, annually, certain investment is needed. This is called 
replacement investment. 
The capital output ratio tells us about the demand for investment for a 
certain output.  
For an increase in the consumption there will be certain need for investment. 
In addition there will be replacement investment. Together the total 
investment for the economy is computed.  
 

                          
When the multiplier and the accelerator work in continuation it is called the 
super multiplier effect. The multiplier will initially create demand for 
consumption, The consumption will induce investment and the cycle repeats. 
 
Assumptions of Acceleration Principle 
1. There is no excess capacity in the consumer goods industry 
2. There is excess capacity at the capital goods industry 
3. Increase in demand for consumer goods is permanent 
4. Complementary resources are available 
5. It is a case of less than full employment level 
6. Capital output ratio remains constant 
 
 
 



IS and LM Curves 
Derivation of IS curve 

 

 
Derivation of LM curve 

 

 
 



 
 

 
Economics of Inflation 

 
According to neoclassical economics inflation refers to increase in the level 
of economic activity after full employment. 
                         
Presently, inflation is found even with unemployment. This is called 
stagflation. Inflation is post Keynesian concept. Primarily inflation is caused 
by indiscriminate expansion of money supply. 
Inflation means too much money chasing too few goods. 
Increase in monetary resources against stagnant real output leads to inflation.  
Inflation is a monetary phenomenon.  
Inflation is caused by excess demand pressures on the goods and factors of 
production due to increase in monetary resources.  
 
Inflationary Gap 
Inflationary gap arise when there is an increase in incomes and the pout put 
remaining same. The additional income is absorbed by the same out put, 
thus causing the prices to increase. 



                 

 
 
 
In the diagram, with an increase in the income the consumption function will 
shift up wards. The equilibrium should move from E1 to E2. But E1 is a full 
employment situation; the equilibrium can not shift to E2 (to the right of 
ASF) but moves to E3. The additional income and expenditure is consumed 
by the same real output. E1to E3 is the inflationary gap. 
 
 
Types of Inflation 
 
Inflation can be classified based on major causes. Accordingly, there can be 
four types of inflation 
 
Budgetary inflation:  
This is the inflation caused by expansion of money supply resulting out of 
Government’s budgetary activities. The Government may increase money 
circulation to meet the deficits in the budget for financing any contingency. 
If Government expands money for non productive purposes it leads to 
inflation. During Post Keynesian period, this has been a major cause for 
rapid increase in inflation all over the world.  



 
Wartime inflation: 
During the emergencies of war, the Government generates resources by 
currency expansion. In addition, the prices may incase due to scarcity 
followed by hoarding and black marketing. 
Such inflation is generally controlled after war. War time inflation is a 
common occurrence these days. 
 
Demand Pull Inflation 
Demand pull inflation is caused by increasing demand arising out of excess 
money supply and increase in demand for factors by the industry. 
Demand pull factors 
  1. Increase in money supply due to budgetary activity 
 2. Increase in demand for goods 
 3. Increase in demand for factors by the industry  
 

                     
 
According to Keynes, after full employment E if the aggregate demand 
increases to D1, D2, and D3, the real output can not increase and the 
equilibrium will be shifting only on the ASF to E1, E2, and E3. As a result 
the prices will increase to P1, P2, and P3. This is the inflation driven by 
demand pull factors 
 
Demand-pull factors in India   



a) The parallel economy creates demand pressures from 
unexpected sectors of the economy.  

b) The unorganized money markets pump in those additional 
resources which cause inflation.  

c) Increasing public expenditure creates large amount of incomes. 
Public expenditure, which constitutes 43% of GNP is a major 
source of income.  

d) Rapid monetary expansion leads to excess inflationary 
pressures. A monetary base of Rs. 2, 65,000 crore generates a 
large income and the following demand.  

e) Deficit financing create those resources which create inflation. 
The deficits create additional resources of around Rs.10,000 
crores annually.  

f) Due to in appropriate taxation large disposable income is left 
causing high rates of inflation.  

 
 
Cost Push Inflation 
Cost push factors 
 1. Increasing prices 
 2. Decrease in the real income (purchasing power) 
 3. Decreasing in the standard of living. 
 4. Increase in demand for factors 
 5. Increase in demand for more wages 
 6. Wages increase due to strong trade union 
 7. Increase in the cost of production 
 8. The prices increase. 
 



                          
 
Under cost push inflation even with increasing demand the supply can not 
shift. Against an inelastic supply curve an increase in demand D1, D2, and 
D3 will shift the supply curve. The cost structure undergoes a change and the 
equilibrium will be found on the same inelastic supply curve. The real out 
put remains same and the value of out put increases to P1, P2, and P3. Hence 
the prices will increase. This is cost push inflation. 
 
Cost-push factors in India:  

a) Administered prices tend to be inflationary. The prices of coal 
and fertilizers affect agricultural prices and prices of power.  

b) The prices determined by the Bureau of Industrial costs also 
tend to be inflationary for inputs. With the cascading effect, the 
prices spiral upwards.  

c) The strong trade union movement always bargains higher 
wages. The politicized trade unions command larger bargaining 
power.  

d) Industrial strikes, lockouts lead to wastage of resources.  
e) The labour legislation always provides higher wage than 

productivity.  
 
Inflation in India 
It is known that in India inflation and unemployment exist together. 
According to Phillips there is a negative relation between inflation and 
unemployment.  



                                   
                  
In India there had been always double digit unemployment level and near 
double digit inflation. The ideal solution on the Philips curve should be 
containing both at 6% each. However this is stagflation. Stagnation of 
markets due to unemployment and increase in prices lead to state deficits.  
Theoretically there are two sets of factors causing inflation, viz. Cost push 
and demand pull. They are equally operational in the context of India.  
 
Anti inflationary policy in India:  
Inflation is identified as a destabilizing force, right in 1960s. The effective 
control had been always evading the policy.  

a) The XI plan aims at anti-inflationary growth. The plan pegs 
down deficit financing to 6.6 % of the resources. The total fiscal 
deficits should be brought down to 3 % of GNP.  

b) The recent MoU between RBI and Government to limit 
Treasury bill expansion only to Rs. 6,000 crores can work out to 
be anti-inflationary.  

c) Strict monetary targeting with less than 12% growth in monetary 
resources will be useful.  

d) The policy of liberalization is likely to bring in capital inputs 
which can increase industrial productivity. The improvement in 
real sector is highly effective in controlling inflation.  

e) The internal debt can be reduced so that the non-plan 
expenditure can be reduced. With lowering of debt, interest 
payment will also decrease. This will help in reducing budget 
deficits.  

f) The growth can be made self sustaining by reducing subsidies. It 
will also reduce budgetary deficits.  

g) The internal debt can be redeemed by the proceeds of sale of 
public sectors. This will be an effective and less burdensome 
method.  



h) Increase in export potential will enable India also to import and 
support domestic production. Larger availability of goods can 
reduce inflation. 

  
Demand for Money 

 
Demand for Money - Classical 
 
Quantity theory of money 
According to the quantity theory of money the quantity of money determines 
the value of money. The value of money is a nominal concept it is measured 
as the inverse if price level. It shows that the value of money and price level 
is inversely related. 
 
The quantity theory of money has two approaches. These approaches are 
based on various properties of money like money as medium of exchange 
and money as store value. These approaches are:  
 A. Cash transaction approach, and 
 B. Cash balances approach 
 
Cash Transaction approach: 
Cash transaction approach is given by Irving Fisher. This is a classical 
approach to the value of money. The cash transaction approach considers the 
money for transaction purposes; the property of medium of exchange is 
considered for defining the quantity theory. 
According to Fisher, 
The monetary equilibrium is identified at a point where the demand for 
money is equal to the supply of money. This equality is used for explaining 
the quantity theory of money. 
 
      Supply of Money    =    Demand for Money   
   M V       =  P  T 
 
The Supply of money is made up of  M V where, 
M - Money Stock    V - Velocity of circulation of money  
The demand for money is made up of  P T, where 
P – Price level     T – Total amount of transactions 
 



At this equilibrium Fisher considers V and T to be constant in the short run. 
The velocity of circulation depends on the degree of monetization and 
number of transactions depends on the purchasing pattern of consumers. 
These two factors remain constant in the short run. 
 
Then there is a direct association between M  =  P  
 
With increase in M, the money stock the price level increases. In crease in 
the price level means, the value of money has decreased. This is the quantity 
theory of money. 
 
The Fisher’s equation to the quantity theory of money has several 
limitations. 
1. The theory is an over simplification of monetary process. 
2. It is a mathematical identity but fails to explain even the monetary 
equilibrium. 
3. The equation does not include real factors like investment, employment or 
output. 
4. The equation fails to bring in the cause and effect relation ship between M 
and P. 
5. Even though it is a monetary theory, it fails to include important monetary 
variable like interest 
 
Demand for Money - Neo classical 
Cash balances Approach (Cambridge Equations) 
 
The cash balance approach to the quantity theory of money is given by 
Cambridge economists like A. Marshall, A.C. Pigou, Robertson and Keynes. 
The cash balance approach considers the store value of money as an 
important property. The Cambridge economists identify the households 
demand for cash for the purpose of hoarding as an important part of demand 
for money. 
The quantity theory is explained with the help of identities called as the 
Cambridge equations. 
 
1. A. Marshall: The cash balance approach to the quantity theory of money 
is explained with the help of the Cambridge equation   
   M = PKT 
Where M is the money stock, P is the price level, T is the total value of 
transactions and K is that part of T which is held as cash balance. 



Assuming T and K to be constant in the short run, there is a direct 
association between M and P. 
 
The cash balance held by households is the hoarding of cash. This is an 
important part of demand for money. 
 
2. A.C. Pigou  M = KR 
                          P 
Where, M is the money stock, and P is the value of money, i.e. the inverse of 
price, R is the aggregate real resources and K is that part of R held as real 
balance by the households.  
 
In this case the money stock and the value of money are inversely related. 
This is the cash balance approach to quantity theory of money. 

 
 
Given the demand for money, it is inverse to the value of money for the 
inverse of price level. The demand curve is downward sloping and the 
supply of money is inelastic. The value of money is at equilibrium. If the 
quantity of money increases the value of money decreases 
 
The cash balance approach has all the limitations of the quantitative theory 
of money and cash transactions approach.  
1. The demand for money on the store value is considered but the motives 
behind such hoardings are not explained 
2. It is a monetary equilibrium but fails to include important momentary 
variables like interest rates. 



3. The theory is an over simplification of monetary process. 
4. It is a mathematical identity but fails to explain even the monetary 
equilibrium. 
5. The equation does not include real factors like investment, employment or 
output. 
6. The equation fails to bring in the cause and effect relation ship between M 
and P. 
  
Demand for Money – Keynes 
Liquidity preference theory  
 
There are three chief motives for which money is demanded. These are 
transactions, precaution and speculation. The first two motives are classical 
the third motive of speculation is introduced by Keynes. 
 
1. Transactions Motive:  
Money is demanded for regular economic transactions. Both households and 
firms have to carry out a variety of transactions for which they need money.  
It is related to the size of the income and type of activities performed by 
individuals, households and firms. Demand for money to satisfy transactions 
motive is about 50 percent of the size of an individual or household income. 
 
2.  Precautionary motive:  
Money demanded to satisfy the precautionary motive is for meant for 
unforeseen circumstances. This amount of money kept aside can be used 
during times of uncertainty or emergency. It depends mainly on the size and 
responsibilities of the family and size of the income. In the short run these 
factors remain constant and hence demand for money also remains nearly 
constant. 
 
3.  Speculative motive:  
Keynes was the first to identify the role of speculative activities. Such 
demand is made to invest in capital market for buying shares, bonds, 
securities etc. when their prices are low. 
 Keeping money in this idle form is known as hoarding of money. It all 
depends upon fluctuating prices and market conditions for securities.  
 
The total demand for money or liquidity can be classified into two parts: 
 
  Total demand for money = L = L1 + L2 



 
L1 is that part of money or liquidity demanded to satisfy transactions and 
precautionary motives. Keynes calls this the demand for Active Cash 
balances or money. Active cash balances depend on the income of the 
households. The second part L2 is money demanded made to satisfy the 
speculative motive. Keynes has called this as demand for Passive Cash 
balances or money. Speculative demand depends upon the prices of 
securities.  

             
 
 
The negative relationship between rate of interest and liquidity preference is 
found only up to a minimum interest rate. There after, the demand for money 
becomes infinity. The zone where the demand for money is infinity is called 
as the liquidity trap. Any increase in money supply at this level will not have 
any effect on the liquidity preference. At liquidity trap the demand for 
money tends to be infinity. 
 

Supply of Money   
 
Constituents of Money supply 
The supply of money is the State function. The Central bank possesses the 
monopoly of issue of currency. Traditionally the supply of constitutes coins 



and currency. There are several approaches to the constituents of money 
supply.   
 
1. With ever expanding properties and functions of money the constituents 
of money has been rapidly changing. Since David Hume, the composition of 
money started including coins and currency together with demand deposits. 
The deposits which are chequable are as liquid as cash. So primarily, money 
supply should be made up of: 
 
  Coins and currency + Demand deposits 

2. Milton Friedman described money with wider coverage and functions. 
According to him money supply should comprise coins and currency, 
demand deposits and also time deposits. Time deposits are those which have 
a time obligation between the bank and the depositors. They are liquid but 
with a time prescription. 

 Coins and currency + Demand deposits + Time deposits 

The spending of the house hold is influenced by the cash held by them. But 
the time deposits also enhance the spending decisions. Time deposits can 
function as liquidity preference thus allowing households exercise greater 
spending.  

Milton Friedman’s approach is accepted and followed all over the world as 
the standard of measuring money supply. This is similar to the measure M3 
followed by Reserve Bank of India.   

3. Gurley and Shaw offer the widest definition of money supply. According 
to them, money supply shall include all that can be converted into cash, 
depending on convertibility of asset. 

However, the assets shall be included in money supply based on their 
liquidity. E.g. Cash is cent percent liquid, where as time deposit has lesser 
liquidity, loans, securities, gold all have liquidity which gradually declines. 
These assets shall be included as per the weightages assigned to their 
liquidity. 

4. Bank of England follows the method suggested by Radcliffe Committee. 
The method has wider coverage; it includes assets depending on liquidity 
and convertibility. Reserve Bank of India followed method similar to this 



upto 1977, when the II Working Group suggested an alternative and 
indigenous method of measuring money supply. 

5. Reserve bank of India  

The II Working Group appointed by The Reserve Bank of India suggested 
four measures to the money supply. These measures provide better definition 
to money supply and provide different estimates for use of monetary policy. 

M1    = Coins and currency + Demand deposits of all Commercial and 
cooperative Banks 

M2 =  M1 + Demand deposits of Post office saving organization 

M3 =  M1  +  Time deposit of Commercial and Cooperative Banks 

M4 =  M3  + All deposits of Post office savings organizations 

M1 is the measure of basic liquidity. It is this primary level liquidity which 
influences the hose hold price index of necessary goods. For control of 
inflation based on general price index, M1 is used for policy purposes.    

M2 is specially designed for the Indian context. It brings out the strength of 
the Post Office Savings Organization in India. India with its kind of spread, 
PO organization is selected as agency of banking facilities in the remote 
areas. M2 brings out the role of PO savings organization.  

M3 is the international standard of money supply. IMF, World Bank and 
WTO use this measure, uniformly, for comparing different economies of the 
world. M3 is similar to Milton Friedman’s measure of money supply. M3 is 
the measure of aggregate liquidity in the economy. This is an important 
measure for monetary targeting by RBI.  

M4 is the widest measure of monetary resources in India. It includes the 
demand, time and other deposits of commercial banks, cooperative bank and 
PO savings organization.  

 
 
 
 


