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What is Consumption Function

* Expresses the relationship between the income of the economy and the level of
consumption made by households

* Income here means disposable income

* Algebraically,
c C=f(Y)
* C = Consumption of households
¥ = Disposable Income
* It will be read as Consumption s a function of Income



* Consumption function is based on Keynes famous Psychological Law
of Consumption

* This law states that as income increases, consumption also increases
but less than increase in income.

* It means there is a tendency of the people not to spend the whole
income i.e. they save a part of it



* Consumption functionis represented by the equation as,

C=c+bY; c>00<b<1
Where,

C = Consumption
¢ = Autonomous Consumption
b = Marginal Propensity to Consume
Y = Level of Income

* The intercept ¢ represents autonomous consumption, i.e. the amount of consumption
expenditure when income is zero, is assumed to be positive

* The slope of consumption function is b, it measures rate of change in consumption due to
changein income

= Known as Marginal Propensity to Consume



* Relation between consumption
and income

v Consumption is determined by disposable
income

v'As income increases, consumption also
increases, but not by the same amount

v’ Consumption can never be Zero
v'When C =Y, Break-even point
v'Below Break-even point, C > Y

v'Above Break-even point, C < Y and saving
starts in the economy

<

Consumption (C)

(@]

al

Y=C+S
Saving
\ C= E' + by
. . C<yY
Dissaving
E
v Break-even point
C>Y c=Y
X
Income (Y)



* Average Propensity to Consume

v Consumption at particular level of National
Income

/APC:}E,

v Where, APC = Average Propensity to
Consume, C = Aggregate Consumption, Y =
Aggregate Income

v If national income = Rs. 1000 crore, total
consumption = Rs. 800, then

800

APC=——=0.80 or 80%
1000

v’ It means that the economy consumes 80% of
Its Income

* Marginal Propensity to Consume

v’ Ratio of change in consumption to change in
income

v MPC = i—f,

v Where, AC = Change in consumption, AY =
Change in income

v If national income increases from Rs. 1200 to
Rs. 1600 crore, consumﬁtion goes up from Rs.

1000 to Rs. 1300 crore, then
MPC =22 = 0.75
400

v’ Consumption increases with increase in
income (MPC>0) and the entire increase in
income is not spent on consumption (MPC<1)
and value of MPCis0 < MPC< 1



Calculation of APC and MPC

Income (Y) Consumption (C) APC (E) MPC | &_C)
(Rs. Crore) (Rs. Crore) Y AY
0) 100

100 150 1.5 0.50
200 200 1 0.50
300 250 0.83 0.50
400 300 0.75 0.50
500 350 0.70 0.50

600 400 0.67 0.50
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