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The Position of Housing in
National Economic and Social Policy

by LEO H, KLAASSEN and LELAND S, BURNS*

"The best security for civilization is the dwelling, and
upon proper and becoming dwellings depends more than
anything else the improvement of mankind, Such dwell-
ings are the nursery of all domestic virtues, and without
a becoming hom. the exercise of those virtues is
impossibfe."”

—Benjamin Disraeli

It is difficult to disagree with so eloquent a declaration of the com-
pelling need for housing as the one cited above, yet, like so many others
who have pronounced similar dicta for housing, the former British Prime
Minister errs by omission. Traditionally, justifications such as Disraeli's
for more housing and higher standards have been voiced primarily as a
social and only incidentally economic argument. The economic conse-
quences of good housing may be no less impressive than the social and
they are certainly more susceptible to empirical proof. We propose to
reverse the traditional perspective and treat the economic aspects of
housing as primary and the social as secondary. To delimit the housing
problem and facilitate our analysis, we shall commence by stating two
assumptions:

1. That housing is an investment good capabie of generating income and
influencing productivity,

2. Thot raising real per copita income is the prime target of economic
policy, and housing is one of the tools of this policy.

Housing as a Productive Investment

The literature of economics customarily distinguishes between two
sorts of capltal: that used for production, and that for consumption.!
There is little difficulty in mentioning clear-cut examples of each kind
of capital, but an exhaustive classification of all economic goods into
either of the two groups is indeed a challenge. A refrigerator, no doubt,
can be classified as a consumption good and a steel mill or a dam
represents productive capital. The operating costs for a private auto-
mokile represent consumption expenditures by the owner, while the car
itself contributes to the owner’s productivity by shortening his travel time
to and from work, shopping, and recreation. The automobile is but one
of the numerous economic goods that may be placed in the consumption
category only by the narrowest definition of the term, In the more im-
portant macroeconomic sense, the good makes a positive contribution to

o

* The authors gratefully acknowledge the suggestions of Leo Grebler, Walter D. Harrls, Jacob
Marshak, and Frank Mittelbach,

1.¢f. John Maynard Keynes, The General Theary of Employment, Interast and Maney, N. Y.,
Macmillan Co,, p. 226, in which the author specifically cites housing as on example of con-
sumption copital.
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production and thence to income. When one considers the myriad of
goods which are normally attributed to consumption but which in fact
increase real incomes, the distinction between consumption and produc-
tion capital becomes little more than a semantic will-o’-the wisp,

Furthermore, a precise distinction between the two kinds of capital
is not only difficult but often unnecessary and perhaps even dangerous.
To frame public policy on such a strict dichotomization may well averlook
the possibilities for income generation implicit in a good classified in the
“consumptian” inventory, Policy oriented toward growth tends to empha-
size that investment which yields the highest net returns; thus, so-called
productive investment is favored. But this is only a partial view,

In this paper we shall assume that consumer goods, by increasing
the productivity of their owner or user, increase output.? The assumption
may hold only up to a certain level of consumption, but if we concern
ourselves exclusively with lower income countries, it seems reasonable
that general increases in consumption will add to the productivity of
the worker and, in so doing, 1o the well-being of the whole nation.

Consumption capital goods present a rather special case in the whole
range of consumption goods insofar as their averoge lifetime is much
fonger, and they constitute a bundle of services to be rendered to the
consumer over his lifetime. The greater the durability of a good, the
longer it takes to consume and, ceteris paribus, the higher will be the
capital requirement per unit of consumption.

This places housing, a qrasi-consumption good, in a very special
position? The useful life of a dwelling is generally 50 to 75 years,
provided it is built to certain standards, Because of its relatively long life,
disproportionately large capital outlays are required in relation to the
annual returns generated. Although housing may heavily tax the supply
of capital funds available, if such investment yields returns greater than
alternative investments, it is economically justifiable to channel the supply
into housing despite the high investment requirement per household.

We have assumed that workers' living conditions bear on thoir
productivity both directly and indirectly via their willingness to work and
the social climate. Accepting this assumption, it follows that housing, by
improving living conditions, influences productivity. The sections that
follow consider the derivative effects of this assumption and logic.

The Influence of Improved Housing on Productivity *

Before the share of housing in the allocation of resources can be
determined, we must first analyze the extent of this influence relative to

? This seoms obvious for the lowest income graups—so much so that, to the authors at least, the
assymplion Is more properly on ollegation. Regreitably, the tempting task of ompirical verifico-
tion lies beyond the bounds of this paper, bul Is a challenge which should be accepted by
future researchers,

3 The only well-known oconomist who soems to have recognized the positive affect of consump.
tion capltal (as defined in the traditionol sense) on the productivily of labor 1s Karl Marx. In
his Capital: A Critique of Political Economy, The Process of Capital Produstion, translated from
the 3d German ed. . ., Edlied by Frederiek Engels [and) revised and amplified according to
the 4th German ed. . . ., N. Y., Modern Library [c. 1906], pp. 569.574, housing is considered
os only one in?redignt of the “necessarles of life” and the contribution of these necessaries to
productivity s largely Imphelt,

4 The productivity of housing is not to be confused with th~ productivity of the house-building
industry, Our definition considers housing as a catelyst increasing the output of its occupant,
whereas productivity In the house-bullding lndustry refers 1o the output per worker engaged In
construction of the dwelling.
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the Influences of other investments which eompete for the supply of
capital. A simple tool, the capital-output ratio has proved an effective
device for determining investment priorities in lower income countries.
This ratio measures the amount of capital needed per unit of output; in
other words, the productivity of capital applied to a series of alternative
investment opportunities.’

Our analytical approach ¢ makes use of two capital-output ratios:
one for investments in the housing sector, the other for all nonhousing
investments. At first blush, the distinction might appear elementary, but
it ilustrates well the type of analysis required for effective decision-
making on investment problems.

Our assumption can be reformulated more realistically by employing
these useful tools. Let it be supposed that housing favorably affects these
ratios. Housing generates income in the form of net rent, which is derived
chiefly from interest charges. Nonhousing investment, on the other hand,
generates an income resulting largely from the effort of labor. Labor's
contribution 1o production from this sort of investment greatly exceeds
its contribution to housing. Measured in terms of its contribution, that
investment will be favored which produces the maximum increase in
labor's output. Given our revised assumption then, investment in housing
is a potent force acting to improve the capital-output ratio for industry,
but conversely, investment in nonhousing bears little on the capital-output
ratio of housing. To all intents, the impact of nonhousing investment on
the productivity of housing is negligible, and perhaps even nil. For this
reason, our analysis concentrates or the contribution made by housing to
the nonhousing sector.

As a second assumption, let us suppose that the total amount of
capital available for investment is fixed. The problem now becomes one
of so distributing this sum between the two sectors that production is
maximized.”

As a first step in solving this problem, let us concentrate upon the
contribution of housing investments to the nonhousing sector. This contri-
bution consists of the decrease in the capital-output ratios of all sectors
of production and those for former as well as new investments. This
decrease very likely tapers off as investment in housing increases, but
there will always be some positive contribution. Because the supply of
funds is limited, however, an increase in housing investments necessarily
diminishes the capital available for investment in the nonhousing sector.
Although the capital-output ratio decreases further, from a certain point
on, available funds decrease at a relatively faster rate so that the total

5 For descriptions of the development ond application of copital-output ratios, see, for example,
E. D. Domar, Essays in the Theory of Economic Growth, N. Y., Oxford University Press, 1957;
Albers ©, Hirschmon, The Stralegy of Economic Development, New Haven, Yale University Press,
1958; ond Jon Tinbergen, The Design of Development, Baltimore, Johns Hopkins University
Press, 1958,

6 For the algehraic freatment, soe the Mathematical Appendix to this chapter.

71f the copital-outpyt ratios of the two sectors were independent of the investments in the
housing sector, the copltal yield would bo moximized by investing in the sector with the lower
capital-output ratio. For example, the Income increase would be maximized by investing all
copital in the nonhouslng sector whenover the caplital-outpul ratio of that sector was lawer
than that of the housing sector. In this case, Investments In housing may not always be eco-
nomically rotional. Whenever housing’s contribution to Income is less than nonhousing’s, resi-
dential construction would have 1o be justificd on nonoconomic grounds.
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contribution of nonhousing to total production from that point onward
also starts diminishing.

The contribution of the hcusing sector itself is proportional to the
investment in this sector, since its capital-output ratio is independant of
the investment in housing. The optimum investment in housing is identi-
fied as that point where the marginal contribution of housing investments
to the nation’s total income just equals the decrease in contribution of
the other sectors of the economy resulting from an additional investment
in housing. This, then, becomes the decision rule for the allocation of
funds among sectors.

One could argue that this reasoning furnishes a formal solution to
the problem of determining the appropriate share of national resources
to be made available for residential construction. But this is true only in
a theoretical sense. Again, ¢ formidable task lies ahead in testing this
theory and its implications in the world of practice. The authors have
sought to establish the important fact that such a task is a worthwhile
undertaking in order to provide a more substantial basis for housing
policy than that of the past. Estimating the functional relationships be-
tween living conditions and productivity seems more than ever a pre-
requisite for establishing a rational investment policy in the lower income
countries,

The Significance of Labor’s Contribution to Productivity

Considering the conjoint input of capital and labor, the greater the
proportion of labor, the greater will be the change in output with changes
in labor's productivity. Assuming that output per worker is directly re-
lated to living conditions, it follows that the more the quantity and quality
of housing are improved, the greater will be labor’s productivity, and this
improvement will be most significant in those industries where labor
intensity is greatest. More specifically, the influence is proportional to
industry’s “labor quota.”

This generalization holds only insofar as improved housing is equally
available to all productive workers, Conceivably, policy could favor
workers in occupations critical 1o a nation’s economy rather than all
workers regardless of their employment.® The policy chosen might lie
between the two exiremes of social justice and economic growth, The
balance will, of course, differ from country to country depending upon
the relative importance assigned to social and economic goals, Com-
munist nations, for example, have sought rapid growth by pursuing the
lanter goal,

Clearly, worker incentives are of importance in raising the level of
output, In certain industries, particularly those in which rates of output
are machine dictated, personal incentives have litile bearing on output;
rather, the machine governs. Manufacturing furnishes an example of
highly routinized production, whereas agriculture and construction pro-
vide examples of employment where incentives can significantly influence

8 Our reasoning assumos conditions of full employment or af least identical disparitios between
the demand for ond supply of labor by sector, It wes correctly pointed out in the discussion
following the presentation of this paper that struetvral differences would temper the generality
of the above policy.
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output. Thus, the less routinized industries will enjoy greater capacity
for greater output from increased incentives. Insofar as housing provides

incentives, these are the iIndustries that will produce ot higher rates
because of improved housing.

Consequences for the Balance of Payments’

We have assumed that housing affects capital-output raties of
various investments. Equally important is the influence of residential con-
struction on a nation’s balance of payments pesition. On the one hand,
a consideration we momentariiy defer, the optimum balancing of in-
vestment between the two competing sectors is subject to the balance of
payments position; on the other, but in the more positive sense, this
position is influenced by investment itself, The reasoning runs as follows:

Any investment will likely require imports of capital goods consisting
of equipment or the raw materials to be processed by the equipment, or
both, The manufacture of these raw materials into semifinished and
finished goods at lower cost reduces the prices of these goods on the
domestic and international markets. With o reduction in prices, quantities
purchased by other nations will increase relative to the demand elastiities
of the products manufactured.

Llower income countries generally export agricultural products and
raw materials and import manufactured goods. The volume of this trade,
which typically represents a sizable portion of a cauntry’s gross national
product, is often determined by the nations with which the country trades,
Because such a country’s economy depends to a great extent upon world
prices for imports as well as for exports, its income is subject to variation
with fluctuations in trade prices. This case, undoubtedly relevant for
most Latin American countries, underscores the importance of stabilizing
balance of payments conditions by creating surpluses to countar deficits.

Certain industries bear more directly on this problem than others,
just as housing makes greater contributions to certain industries than to
othors. To the extont that housing increases productivity and improves
the competitive position of industry in world markets, housing also con-
tributes to a payments surplus. Again, labor intensity plays a major role,

Simplifylng the problem, we might first dichoiomize total industrial
activity by labor quota and then by the contribution made per worker 1o
o balance of payments surplus. The four categories that emerge are
defined and exemplified as follows:

HH: Both the labor quota and the contribution of lobor to the balance of pay-
ments is high; agriculture and textile production would be examnples for
lower income nations,

HL: The contribution to the balance of payments is high, but the labor quota
Is low; sxamples might Include the production of raw materials, and
especially oll, fron, ore, etc.

9 A discussant of the paper noted that, except for passing roference, inflation has been
omitted from consideration, The observation is correct, of course, and the implied criticism valid.
Inflation could easily be introduced oy a restriction opurating in similar fashion as the balance
of payments restriction. Probably investment In cach sector will Induce price Increasos of varying
magnitudes, A tolerable rate of increase can be defined by the policy-maker and used as a
parometer limiting the decision as In the case of the balance of payments restriction,
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LH: A low contribution to the bolance of poyments with a high labor quota,
e.9., construction,

Ll: A low contribution to the nation’s balance of payments position and o low
lobor quota; examples would be many types of heavy industry,

Industries’ labor quote

Per worker contribution

to balance of payments High Low
High H H HL
Ltow or Negative L H [ §

Once the distribution of employment among a country’s industries and
the contribution of each industry to that nation’s balance of payments are

known, an analysis can be made of the influence of improved housing
on the trade accounts of the nation.

Investment in housing may adversely affect a balance of payments
position. If such is the case, investiment would be more effective if
channelled into nonhousing. Excluding foreign currency reserves, an
adverse balance of payments position could be maintained only in the
short run.  Sooner or later a surplus of sufticient proportions must be ac-
crued to balance the deficits of previous years. Although our decision
rule may be optimal in the short run, it may be less than optimal in the
long. Similarly, housing investment may be optimal in the short run but
its contribution 1o the balance of payments account so small that the long-
run solution raquires investment other than housing. Production in export-
oriented industry may exercise a potent constraint on the level of house-
building because of the relatively minor contribution of construction to
foreign frade,

This suggests the restraint placed on the optimal decision by the
nation’s balance of payments position. The significance of this restraint
can be explained graphically, Suppose that point C in Figure 1 gives the
short-run solution where the contributlon of Investment to income is a
maximum on budget line AB. The long-run solution, point D, requires that
the payments account accrue no long-run deficits, Although the character
of the balanco of payments restriction can only bo approximated, it seems
more reasonable that it will restrict rather than encourage investment in
housing.}?

An important modification to this rule should be noted. The illustra-
tion ussumes that all investment funds are domestically supplied. If,
however, foreign capital is used, the surplus should endbls the borrower

e Ty R

10 Yhe restriction ¢cuts budget line AB to the loft of polnt C, fe., toward Investment In
nonhovsing,
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FIGURE 1

lnvestment in
nonhousing

Balance of payments restriction

Investment
in housing

to satisfy capital and interest payments from accrued surpluses. In this
case, the balance of payments restriction becomes more stringent,!! but
investment possibilities increase.!” Whether this situation expands or
restricts the possibilities for housing investments depends largely on the
conditions under which the foreign capital was obtained.

Consequences for the Level of Employment

Employment, an important indicator of a nation’s viability, has been
virtually neglected up to this point. However, it should be clear that
the division of investment has important ramifications for the level of
employment, As indicated, the income yielded by a housing unit consists
almost totally of capital income in contrast to the production yielded by
the nonhousing soctor, where labor plays so important a role. Honce,
employment increases almost proportionally 1o increases in the amount
invested In nonhousing and decreases as funds are diverted from non.
housing, The latter effect could be compensated by directing nonhousing
investment toward labor-intensive industries. Such o shift has definite
implications for ihe balance of payments restriction as well.

Again, policy-makers are faced with reconciling different effects.
Except for the short run, the balance of payments restriction would be
weighted higher than employment increases. Whenever the balance of
payments restriction dictates lower investments in housing than the
employment restriction, housing Invastment should be adjusted to the

11 The restriction shifts to the left,
12 The budget line shifts to the right.
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limits imposed by the payments restriction. In the reverse case, the em-
ployment restriction will govern,

The actual situation depends on two factors: the balance of payments
position and the rate of population growth, the latter occasioning special
problems when rapid. The higher the rate of population increase, the
more urgent the need for additional housing; but, simultaneously, if the
balance of payments position is favorable, the more imperative the
need for creating additional employment opportunities. If however, popu-
lation is increasing at a fairly slow rate and the balance of payments
position is unfavorable, the latter restriction will dominate,

Social Factors in Housing Policy

We assumed at the outset that raising real per capita income was the
primary target of economic policy. This assumption represents a partial
case where government policy is concerned solely with certain economic
satisfactions. This is indeed an oversimplification, for other objectives
may rank equally high. Important alternates include those implicit in
the generic term, “social welfare.”

First, o distinction should be made between the need for and the
demand for housing. Demand is usually determined by the number of
persons requiring a certain product and their ability to purchase that
product. Mere population numbers may provide a convincing case for
need, but without sufficient income to satisfy that need, there can be no
demand. Need is thus a minimum quantity of space per person, whereas
demand may be more or less than need depending upon the consumer’s
ability to pay. These relationships are represented graphically in Figure 2.
Two demand functions and two need “floors” may be defined, one each
for small and for large families. The demand of larger households will
be less than that of smaller ones in the same income class because of their
reduced ability to pay for housing—there are just 100 many mouths to
feed. At the same time, their needs for shelter are greater since the
number to be housed per unit is larger. The implication for low-income
classes is that an increase in the size of the household causes a substitution
of food expenditures for rent and a concomitant decrease in the size or
quality of the housing unit. Within a given income class, larger families
generally live in poorer houses than those of smaller families.!® For this
reason, low-rent housing policy is frequently directed toward the former.

The area to the left of the intersection of the demand and need
functions of Figure 2 then bocomes the focus of government policy. The
efficacy of the low-rent housing policy will determine the speed with
which the gap between demand and need is narrowed, !

Housing policy might also be directed toward other special groups.
These might be composed of persons whe occupy positions of strategic
importance in a nation’s soclal structure. We have already suggested that
certain occupational groups, such as workers in strategic industries, might
enjoy favor for economic reasons, but policy might also favor certain
elements in the social strata, such as middle-income groups. Embracing

13R. G. D, Allen and A, L, Bowley, Fomily Expenditures, London, P. 5. King and Son, 1935,
p. 19.

4 Speed is also a function of population Increase and changos In the distribution of income,
two factors held constont in this illustration.
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FIGURE 2
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intellectuals, managers of medium-sized firms, government employees
and higher technical and administrative personnel, these groups may be
singled out for special consideration in housing policy because of their
substantial contribution to social stability and economic progress. Im-
proved performance may well be just as important for white- as for
blue-collar workers. Usually, the financial position of the middle-income
worker is such that he does not require substantial subsidy for minimum
or abeve-minimum housing, but this does not preclude the need to make
housing available to him. This suggests that not all housing resources
should be channelled into units for low-income groups to the exclusion
of housing for those in other income classes. Policy should be framed in
such fashion that middle- as well as low-income families enjoy equal
opportunity for at least minimum housing.

Thus, a second social advantage of housing becomes apparent: that
housing, and perhaps more particularly homeownership, is a factor
promoting social stability and social progress. Apart from their desirability
as social goals, stability and progress contribute positively to any nation’s
economy,

So far, we have discussed the low- and middle-income graups. Of
course, housing investments will also be made by higher income groups,
but the decisions will be largely determined by income. As a result, such
decisions are market oriented and not a prime consideration for govern-
ment concern.

Deducting the market-determined amount from the supply of capital
available for residential construction gives the quantity available for
middle. and low-income groups. The allocation of this amount then be-
comes the focus of government policy. But the size of this residue de-
termines how rapidly demand will equate need. The greater the avuil-
ability of funds for satisfying need, the quicker its satisfaction. If the
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period for satisfying need is too long. aliernative policies are avali-
aole: deficit spending (only o short-run possibility), inflation, or income
redistribution.,

Regional Aspects of Housing Policy

The impact of housing or Jifferent regions of a nation is probably as
important a consideration for government policy as the impact on dif-
ferent income, social, and occupational groups. Consider first the un-
vrbanized areas.

With the decrease of transportation costs over time, crossroad
villages decline in favor of more highly urbanized regional communities.
The centers of agricultural regions grow to the status of towns as workers
from surrounding farms in-migrate. As these regions expand and trans-
partation costs drop, the area penetrated expands. More and more agri-
cultural workers seek the social, economic, and cultural advantages
offered by cities, and, often more importantly, escape from their sub-
servient positions as tenants. Improved transportation facilitates this
move by making it possible for the farmer (o live in town and continue
to work in the field. The freedom and independence of the city or the
regional community offer compelling motives for these farm-to-city shifts
of residence.

Government can encourage or retard this tide by the regional orien-
tation of its housing policy. By removing obstacles to free migration, by
concentrating residential construction in regional centers and making it
available in sufficient quantity and quality, government encourages the
movement of workers from the farm. Similarly, by favoring these centers
over metropolitan areas, farm out-migration can be effectively influenced,
especially in farm areas with labor-intensive production methods. The
policy may cperate as a force for democratization by modifying the im-
pact of social monopolies which so often characterize farm areas.

The concentration of new housing for farm workers in regional
centers is only one of the possible uses of housing as an instrument of
policy, as well as a target. In o broader sense, housing policy may be
used also as a tcol for influencing regional development or, particularly,
for the distribution of economic activity and the redistribution of income
among vaurious regions of a nation. The provision of adequate shelter is
a powerful inducement for migration, an inducement which can be
marshalled to suit the development needs of a region needing more rapid
economic growth,

A vital yet obvious requirement of industry is a labor force adequate
in numbers and quality to serve its needs. Housing may be used as a
riagnet to attract this labor force and, with it, industry, Llogical by-
products are income increases for the area and a regional redistribution
of income In faver of the developing area. The European Economic Com-
munity has made the public aware of what the economist has long known:
that certain reglions offer distinctive advantages for particular types of
economic activity, or, in our terminology, the capital-output ratio of a
given industry varies among regions. To the extent that industry will
locate in that region where its capital-output ratio is lowest, national in-
come will be increased. Insofar as the development of a region improves
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macroeconomic productivity, housing may be credited as a principal
causative force.

Summary

We have endeavored in this paper to provide the analytical tools for
formulating realistic housing policy and, in particular, answers to these
basic questions:

a. How large a share of a nation’s total investment should be used
for housing?

b. What should be the role of government in allocating the share of
total investment 1o housing?

¢. Toward what social and occupational groups should housing policy
be directed?

d. Toward which parts of the country should policy be oriented?

The answers to these four questions—how much, by whom, for whom
and where—ore requisites for the intelligent formulation of a nation’s
policy on housing. The answers are certainly interdependent and require
a clear conception of the tools and targets of a national development
program,

Our purpose has been to approach housing from a new standpoint:
to treat investment in housing both as a tool of policy and as a target,
rather than only as a target. Houring can be a potent instrument for
securing broader national goals; for raising productivity and, with it,
incomes; for bringing about social welfare and stability; and for en-
couraging the development of particular regions. The logica! conclusion
to our argument is that housing is not just an end in itself but also a
means to the broader and more important end: balanced national and
regional growth and social stability.

Mathematical Appendix
As denoted by Y = national income or national production

] = total investment (given)

I} == investment in residential building

Iy = nonhousing investments
Cy; = capital invested in housing
Cy = capltal invested in nonhousing

Ci1o = capital invested in housing at the
beginning of the year

Cyp == capital invested in nonhousing at the
beginning of the year

# == net output per unit of capital in the
nonhousing seclor

p = net output per unit of capital in the
housing sector

1/# and 1/p are the respective capital-output ratios.
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Then the following equations hold

b=ty + Il (1) budget equation
Y = uCy = pCy 2
no= plly) (3
p = constant (4)

Further it is assumed that

gf‘l—>0 (a)
diy,
dp
Ballatg o] (b)
dI"3<
From this follows Y = uCyg + Cyo + ul — uly 4+ plyy

Differentiation yields

dY , ,
T—:F cxu‘f"xl‘“l‘TP
i
where p’ stands for du

diy

An extremum is reached for

Jisfi P
Iy = ; - C
N “ NO

which determines the level of I, and because of (1) and of I;.

2y
dig?

since " <0 and p' >0

— C,\'Q#” + IN,U." _ 2#1 <0

The solution (7) therefore maximizes Y.

i5)

(4)

(7)
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