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Thus the traditional analysis is faulty because it
has failed to isolate correctly the independent variables
of the system. Saving and Investment are the deter-
minates of the system, not the determinants. Theyare
the twin results of the system’s determinants, namely,
the propensity to consume, the schedule of the marginal

efficiency of capital and the rate of interest. These
determinants are, indeed, themselves complex and
each is capable of being affected by prospective
changes in the others. But they remain independent
in the sense that their values cannot be inferred from
one another. The traditional analysis has been aware
that saving depends on income but it has overlooked
the fact that income depends on investment, in such
fashion that, when investment changes, income must
necessarily change in just that degree which is neces-
sary to make the change in saving equal to the change
in investment.

Nor are those theories more successful which
attempt to make the rate of interest depend on “the
marginal efficiency of capital”. It is true that in
equilibrium the rate of interest will be equal to the
marginal efficiency of capital, since it will be profitable
to increase (or decrease) the current scale of investment
until the point of equality has been reached. But to
make this into a theory of the rate of interest or to
derive the rate of interest from it involves a circular
argument, as Marshall discovered after he had got
half-way into giving an account of the rate of interest
along these lines! For the “marginal efficiency of
capital” partly depends on the scale of current invest-
ment, and we must already know the rate of interest
before we can calculate what this scale will be. The
significant conclusion is that the output of new invest-
ment will be pushed to the point at which the marginal
efficiency of capital becomes equal to the rate of interest;
and what the schedule of the marginal efficiency of
capital tells us, is, not what the rate of interest is, but
the point to which the output of new investment will be
pushed, given the rate of interest.
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Please answer all questions. Points are separately marked.

. Explam, as detailed as possible, the relatlonshxps between a concave direct utility
functlon and the risk-taking behavxor of a consumer. (15 points)

2. The Slutsky equation is the most notablé comparative static result in the
neoclassical consumer theory. Please derive this equation as a necessary and
‘ suﬂ’iment condition of axno*ns on consumption. (20 points)

v )

7~ Construct a model with uncertainty in a competitive firm’s profit maximizing

your formulation. How will the agent’s behavior be dlﬂ‘erent from the w@mty—
.world model? (15 points)

behavior. Explam what kind of uncertainty, or in what sense uncertainty occurs, in
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