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Income Distribution in Keynesian
Growth Models and Financing

of Development Plans
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In the usual format of Keynesian growth models investment governs saving:
higher investment causes more profits either through greater capacity utilization
(normal 'multiplier') or through rising prices ('profit inflation') which, in turn,
generates the matching level of savings. The present paper argues that such
methods of financing higher investment plans are neither socially desirable nor even
sustainable over time in an underdeveloped mixed economy. Consequently, alter-
native institutional and fmancial arrangements, where a crucial role is assigned to a

public distribution system of essential goods and profits of public enterprises,
becomes imperative.

Keynes took over from Marshall the analytical distinction between 'firms' and
'households' as prototypes of the two major economic agents in a modem industrial
society. In Marshall's scheme, firms as producing units and households as consuming
units were subject to what became text-bookish micro-economicanalysisof 'rational
behaviour'. For formulating his theory of effective demand, Keynes made a depar-
ture from the Marshallianscheme by emphasizing the.role of firms as investingunits
and that of households as savingunits. It will be recalled that this led to the crucial
separation between investment and'saving decisions, which came to be recognizedas
a distinguishingfeature of Keynesian economics.

In a more fundamental political sense, both Marshalland Keynes accepted the
'liberal view' of a modern industrial society, where households are treated as a more
or less homogeneous category of income recipients. No essential distinction had to
be drawn between capitalist households that earn their income from property owner-
ship and working-class households that earn their income from work.1 This is
perhaps most clearly exhibited in the Keynesian assumption of undifferentiated
saving (and consumption) function, which simply depends on the total level of
income received by households, but not on its distribution between profits and
wages.

*The author is a Professor at the Centre for Economic Studies and Planning, Jawaharlal
Nehru University, New Delhi (India).

IFrom this point of view, Keynes's earlier Treatise is more discriminating than the General
Theory!
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Harrod's classicpaper [1] , trying mainly to set the ideas of the General Theory
in the context of long-period accumulation, also tended to accept the same liberal
view of a homogeneous household sector. Indeed, the nature of his knife-edge
equilibrium between the actual and the wa"anted rate of growth2 crucially hingeson
the assumption of an invariant aggregate propensity to save out of income that is
indepenent of the classdistribution of income between profits and wages.

There is now a familiar argument advanced by post-Keynesian economists
which returned to the 'classical' idea that savingsmostly come from profits aIId,con-
sequently, the overall savingsratio increasesas income distribution shifts in favour of
profits.3 Their argument closely follows the causal connexions suggested in the
General Theory, but far more explicitly brought out in the writings of Kalecki, that
proceeded independently of the General Theory [4, especially essay 7]. In this
scheme of analysis, investment is the independent, active variable whose level is
determined by the expectations of firms of future profits. And firms can maintain
whatever is their decided levelof investment expenditure, mainly through easy access
to commercial banks lor credit, in relation to the lendingrate of the banks. Savings
is the dependent, passive variablewhich adjusts to higher investment either through
an expansion of the level of income or through a redistribution of income in favour
of profits or some amalgam of both.4

Consider now a higher level of investment associated with a higher actual rate
of growth in the Harrodian sense. If this entails a higher proportion of savingsin
national income through 'profit inflation'S, Le. through a redistribution of income in
favour of profits against wages,then the Harrodian wa"anted rate of growth will also
tend to be higher, resulting in a tendency to match the actual with the warranted rate
of growth. A mechanism based on variation in class distribution of income tending
to adjust profits then comes into operation to blunt the knife-edgeof the equilibrium
between the actual and the warranted rate originallypostulated by Harrod.6

21n later versions of growth models of the neo-classical variety, the question itself was
changed to examine adjustment between warranted (or actual) and natural rates of growth.
The underlying reason was the 'pre-Keynesianism' of neo-classical models, which did not
highlight the independent role of investment and simply assumed (as in Say's Law) that all
savings are automatically invested so that warranted and actual growth rates never differ. See,
for example, [7J and [8J as the two early influential articles along this line.

31n symbols, the simplest way to put this is to assume that all wages are consumed so that,

"-

-

i'

S P
Y = s = sp. y = sph.

where sp = savings propensity out of profit income, and
h = share of profi t in income.

Given sp, the overall savings ratio s increases with h.

4Using notations of footnote 3, we can write I = S. = sphY, so that, given sp, either
Y or h (or both) adjusts upward to generate enough saving to match a higher level of investment.

sTo borrow a term from Keynes's, Treatise which first presented this idea.

6'See [5J and [6J. This class of growth models are intimately linked with the socaUed
'Cambridge distribution theory' originating in Keynes's, Treatise and reformulated in [3 J .
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This view of capitalistic accumulation in a Keynesian setting seems instructive
for two rather opposite reasons. Firstly, it provides a clear analytical formulation of

the Classicalidea that income distribution among classes is crucial to understanding
the process of economic growth. Indeed, by making income distribution the central

adjusting variable through which investment generates its own savings, this class of
growth models revives the classical idea that the process of economic growth is inti-
mately linked with the process of income distribution. Secondly, it also rescues the
theory of capitalistic accumulation from the fallacy of Say's law. It is a common
misinterpretation of Harrod's formulation to suggestthat a higher proportion of sav-
ings to income necessarily means a higher actual rate of growth. By emphasizing the
causal link that investment governs saVings,this class of growth models is able to
highliiht the crucial feature that it is the wa"anted rate of growth that will adjust to
a higher independently given actual rate of growth through increased savings to
income ratio. But a higher warranted rate of growth will not necessarily lead to a
higher actual rate of growth, when the willingnessto invest is sluggishon the part of
the capitalists. In more conventional terms, this will mean that savings plans
(guiding the warranted rate) are not matched by sufficiently vigorous investment
plans (guiding the actual rate), so that the levelof effective demand will slide back to
make savingsplan adjust downwards to a lower actual rate of accumulation.

This seems to provide an important lesson for formulating development plans
that take income distribution seriously. Attempts to increase the savings rate in
isolation through fiscal and monetary measuresmay not be favourable for the growth
process, unless it is also coupled with a matching higher investment plan. Under
completely centralized planning this may not present much of a problem. But under
partial planning in a mixed economy, the problem can be serious enough. Imagine
various kinds of 'pro-capitalist' fiscal measures like 'tax-holidays', generous deprecia-
tion allowance, tight control on collective bargaining for wage increases, etc. Inso-
far as these policies succeed in increasing the profit component of value added in
organized industry, they may generally be expected to raise the corporate savings
ratio and, consequently, the 'warranted rate' of industrial growth in a mixed econo-
my. But it is far from certain that this higher warranted rate will be realized into a

correspondingly higher actual rate of growth, unless the climate for private invest-
ment improves sufficiently fast to generate investment plans that are large enough to
absorb that higher savingspotential (caused by those policies aimed at maintaining
a larger profit component in value added). Since the climate for private investment
can generally be expected to improve at best only slowly in response to favourable
fiscal and monetary policy measures, the 'traverse' to a higher rate of actual growth is
far from certain.7 In brief, any rapid traverse to a higher actual growth path through7

In other words, the high share of profits in value added will not be fully realized due to
lack of effective demand, as part of the profit may remain in the form of unplanned accumula-
tion of inventories. This may result in lower actual growth resulting from lower investment in
the next period, in view of such accumulated inventories.
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vigorous private investment can be more or less ruled out, except when the climate
for private investment improves with remarkable speed.

Conventional planning wisdom, therefore, has little option but to rely heavily
on public investment in a mixed economy. But the dilemma here can go deeper.
Following the Keynesian argument, if the planners 'leave it to the market' to gen-
erate enough savingsto match the higher level of public investment, then the social
consequences of the resulting 'profit inflation' may become altogether unacceptable.
For higher public investment may generate higher private profits in the corporate
sector so that, in effect, a deteriorating process of income distribution is resorted to
for fmancing that higher level of public investment. Indeed, such a development
strategy is unlikely to be viable over time. For higher corporate profits will also typi-
cally entail higher expenditure on 'luxury consumption' and the increased profit-
ability in luxury consumption-goods production must sooner or later begin to affect
the pattern of investment itself. In brief, higher public investment fmanced through
savingsfrom higher corporate profits will gradually result in losing control over the
content of the growth process itself.

An important negative message, therefore, seems to emerge from this class of
Keynesian growth models, which is relevant in formulating development plans.
Financing the higher level of public investment through 'profit inflation', which is a
characteristic feature of the market economy, is unlikely to succeed in general.
The growth process will become unsustainable through generation of demand for
luxuries and it will, at the same time, become socially unacceptable through gradual
worsening of income distribution. It therefore seems unavoidable that the planning
strategy must involve a two-pronged attack: it must consist not only of an
investment plan, but also of a plan for controlling th process of income generation.
Formulation of a well-balancedinvestment plan is primarily a technocratic exercise;
but controlling the process of income generation is predominantly a matter of
political feasibility. Not surprisingly, it is on this latter point that Indian (and per-
haps, most other South Asian) planning experience has been systematically weak.

It is not even always recognized that there are two broad alternatives in con-
trolling the process of income generation in .a 'mixed' economy. The first alterna-
tive relies on conventional fiscal and monetary measures. The essential characteris-
tic of this alternative is not to interefere with the income generation process dictated
by the market, but to moderate it as far as possible at the post-tax stage. The other
alternative is to attempt to change the very process of income generation itself. In
the extreme, it involves changes in property relations; but there are some interim
short-term measures that can go a long way in influencing the process of income
generation in the desired direction. A system of public distribution of essential com-
modities (that are likely to be most sensitive to 'profit inflation') is an important
case in point; for it will control the volume of trading profits that may otherwise be
associated with an arnibitious public investment programme. Similarly,making prof-
its from public enterprises - an important source of government revenue - may be

..
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another example. For the larger the extent of self-fmancingof the public sector, the
lesser the pressure for fmancing investment through 'profit inflation' of Keynesian
type. These are some relatively short-term instruments for controlling the process of
income generation, which must be seriously considered in any planning exercise.

The formulation of the Fifth Five Year Plan of India provides an extremely
illuminating example in this respect [2J. It contained a most interesting set of calcu-
lations indicating the link between desirable changes in income distribution and the

resulting investment plan (and their foreign exchange implications). But in spite of
technical virtuosity, its weakness lay in its political ambiguity. It wasnot clear how
the desirable changes in income distribution were to be brought about and sustained.
In short, the method of controlling the process of income generation was largelyleft
as an open question. But this is an economic question which admits only of a
political answer. Planning exercises in a mixed economy will alwaysremain pathet-ically inadequate without that answer.
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