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PREFACE 

This book has its origin in a resolution adopted by the Assembly 
of the League of Nations in September 1930 by which it was decided 
that an attempt sliould be made to co-ordinate the analytical work 
then being done on the problem of the recurrence of periods of 
economic depression. 

The literature concerning economic depressions and what is 
currendy and somewhat loosdy deseribed as the trade cycle is 
abundant, and the publication of a further book on the theory of 
such cycles was not the primary object of the enquiry undertaken 
as a result of this resolution. . This book is incidenl2l to the ;6rst 
step in that enquiry. 

It is apparent from the persistence with which depressions 
occur, from the gravity of their economic and social effects, and 
from the growing consciousness of that gravity, that-however 
abundant the literature on the subject, however elaborate· and 
specious the theories-our knowledge of the causes of depressions 
has not yet reached a stage at which measures can be designed to . 
avert them. This failure of society to control its own destinies 
may be due to one of three causes. It may be due to the fact that 
the causal relationship of events has not up to the present been 
ascertained; it may be due to the fact that, although the truth 
has been discovered and stated, it lies buried and obscured in a 
mass of false theory; finally, it may be due to the fact that, although 
the truth is known and recognised, depressions are as inevitable 
a phenomenon of our present economic structure as famines were 
of a more primitive economy which lacked means of transport 
and of storage. ~ 

The ultimate object of all enquiries into the occurrcocc of 
depressions must be to find ways and means to avert depressions 
or, if they are in fact inevitable, to render the structure of society 
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more apt to meet the shock which they cause. But, if practical 
measures to avert depressions, or to lessen their intensity or duta
tion, or to adapt the economic structure to them can in the end be 
found, their discovery is likely to result from a slow and protracted 
process of research and their practical value is likely to result from 
a slow and painful process of trial and error. 

With these considerations in mind, the enquiry undertaken by 
the League has been designed, not with a view to the elaboration 
of a new and complete theory of the cycle, but with the object of 
analysing and sifting (if necessary, supplementing) the theories 
which already exist and subjecting those theories to the test of fact.. 

The first stage in the League enquiry, therefore, has been to 
examine existing theories with a view to asa:rtlIining what they 
had in common, the points at which differences of opinion arose 
and, in so far as possible, the causes of those differena:s. 

In the second stage, which has now just been initiated, an 
endeavour will be made to confront these various theories with 
the historical fiacts-to subject them in so far as these &cts can be 
quantitativdy expressed to statistical analysis, in so far as they are 
not quantitatively expressed to the recounted records of the past. 

This present volume is concemed with the first stage only. 
Professor H2beJ;ler, to whom the couduct of the enquiry in its 
initial stages was entrusted, has divided it into two parts. The 
first part contaios a systematic analysis of existing theories; the 
second an attempt to weave from those theories a geneaU synthesis. 

A first draft of the systematic analysis was· sent to the authors 
quoted for comments and criticisms. WhlIe this precaution was 
clearly necessary (and ready and most valuable help was afforded), 
it must not be interpreted as implying that the various authors have 
thus made themselves respoosiilhle for the summary of their reas0n

ing contained in the following pages. A $1.mmary can never be 
a perfect reflection of what it ."mmarises, and indeed one author
though only one-replied that his exposition would not remaia 
recognisable if thus compressed. . 

In the course of this analysis of existing theories, it became 
apparent that many of the seeming differences of doctrine were due 
rather to the use of cllifereut t.:rminologies than to any more 
fundamental causes. 
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The measure of agreement which appeared to exist between 
those who have devoted special attention to the problem of the 
trade cycle seemed to justify an attempt to make from their theories 
even at this early stage of the work the general synthesis which 
constitutes the second part of this volume. This synthesis, how
ever, is more than a simple patching together of the theorems of 
others : it is an attempt to create a living and coherent, if incom
plete, theory on the basis of the knowledge at present available. 
But it is confessedly tentative and preliminary : as Professor 
Haberler states in his Introduction, there are many points at which 
no definite solution, can be proposed. At such points, various 
possibilities are suggested and these possibilities will be examined 
during the second stage of the enquiry. Indeed, the whole of 
this general synthesis will be SUbjected, together with the first 
part, to statistical control and test during the second stage of the 
enquiry. The intention is to confront the theories with the 
ascertainable facts-llt first with those which can be expressed in 
terms of figures and later with those less tangible facts which the 
annals of the past record-with a view at once to testing the 
accuracy of the explanations or partial explanations of the cycle 
now current and to furnishing the basis of fact necessary for the 
further devdopment of theory where theory is weak, views are 
discordant or doubt exists. 

The publication of this work may, it is hoped, give rise to further 
discussion in a wider circle than could be approached by direct 
correspondence or by meetings. 

Geneva, September 1936. 

A. LoVEDAY, 

Di,.rlor of till FinondaJ J"tion 
and &ottomi, Int.llig ..... J.m ... 
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INTRODUCTION 

As bas been explained in the Preface. this book 
PmpOSl is a first step in a more extended enquiry undertaken 

of th. book. by the Economic Intelligence Service of the Secre
tariat of the League of Nations into the causes of 

the recurrence of periods of economic depression; 
The present study confines itself to the task ,of analysing 

existing theories of the business cycle and deriving therefrom 
a synthetic account of the nature and possible causes of economic 
fluctuations. However. the next stage in thisinvestigation~the 
application, as far as possible, of quantitative tests to the various 
causal hypotheses-has largely influenced the manner in which 
the preliminary problem has been approached in the following 
pages. The reader is invited to keep in mind. while studying the 
present report, the fact that it is planned as but a part of a greater 
whole. 

In view of the scope of the investigation as a 
Anafysis whole, the purpose of the first part of this report

of theoriu. i.I., of the Systematic Analysis of the Theories of 
the Business Cycle-is not to present a history of 

the development of economic thought on this subject (although 
every attempt bas been made to interpret as accurately as possible 
the meaning of the various writers whose theories are discussed), 
nor to give anything like an exhaustive bibliography of business
cycle theory. The purpose is,rather to gather together various 
hypotheses of explanation, to test their logical consistency and 
their compatibilitj with one another and with accepted economic 
principles. It is intended to give a rounded picture of the possible 
explanations of economic fluctUations and it is hoped that, by 
theoretical reasoning, the number of these possibilities can be 
considerably reduced. 
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The second part of the present teport-the .. Syn
Sytrthdi& therle Exposition ttlating to the NatuIe and Causes 
~_" of Business Cycles"-<XlIltainS the comprehensive I. tItZbtn" explanation which emerges from the analysis of 

• !]CU. theories in the fust part. As has been said, it docs Dot 
claim to be an entin:ly new theory. but a synthesis and 

development of existing theories. so &r as they can be synthesised. 
What is presented there is furthermore Dot a cloocd and rigid system. 
but a flexible and open one: there are many points where DO ddinite 
solution can be ptopoocd. but where the existence of a Dumber of 
pmsibiJitieswill beindicated. The choice between these can then be 
made only on the basis of empirical investigations. In many cases. 
theoretical reaS()Ding supported oo1y by such broad facts as one 
happens to know without special statistical or historicaI investiga
tions can put intelligent questions. but cannotdefioitely answer them. 

'That by analysing varions theories it should be possible to give 
an explanatiml of the business cycle which, while leaving some 

qnestions open or ~g in other cases alternative answers. 
nevertheless clarifies a number of problems presupposes that the 
difIi:rence between the theories ana1ysed is Dot so radical as is 
SI'"k"jwes believed. In &ct. the assumptiml is that the real 
differences in opinion have been frequendy euggerated, and that. 
fur certain important qnestions, a mnch greater harmony between 
writeLs of different schools can be estabIishcd than the superficial 
observer would believe or even than these same writexs would 
be willing to admit. It is a natural thing that most writers are 
inclined rather to dwell on the controversialissues than tho stress 
the points of general agreement. Here the opposite principle 
will be fuIlowed and, in the following sections, it will be shown 
how theories which seem pr;-fMi. to contradict one another can 
sometimes be reconciled. 

* 
* * 

The manuscript of Part I of this book was substantially c0m

pleted by December 1935. that of Part n. by May 1936. An 
attexnpt has, however. been made to refer at least in footnotes to 
some of the important publications which have appeared after the 
completion of the relevant parts of the manuScript. 



Part I 

SYSTEMATIC ANALYSIS OF THE THEORIES 

OF THE BUSINESS CYCLE 



CHAPTER I 

PRELIMINARY REMARKS 

§ I., THE EXPLANATION OF THE BUSINESS CYCLE 

Before we begin the exposition of the various theories ot 
the business cycle" some remarks may be advisable on the 
general logical nature of any explanation of the cycle, and on the 
mutUal relation between various possible explanations (theories). 
The implications of these observations will be fully realised only, 
in the light of subsequen't pages where these formal principles are, 
so to speak, put to work. Nevertheless, it seems useful to touch 
upon these things at the beginning in order to avoid misunder
standings. The study of the various theories will be more fruitful 
u: the following general remarks are kept in mind. 

Such a complex phenomenon as the business' 
PllI1'aiity cycle, which embraces almost all parts of the 
of GQII.f,S. ,economic system, does not' easily lend itself to' 

explanation by anyone factor. Even if we assume I 
from the beginning that the same explanation of the business 
cycle holds good in the highly industrialised countries of Western 
Europe and America as well as in iIldustria11y less devdoped 
countries such as New Zealand or Ronmania, and in the twentieth 
century as well as at the beginning of the nineteenth-neither of 
which assumptions is by any means self-evident-it is· not easy 
to speak of tbl cause of the business cycle. Few writers have 
ventured to proclainI just one single factor as tbl cause of the 
business cycle or of depression in particular. In fact, explanations 
which run in terms of one single cause have been more and more 
discredited and should be regarded with suspicion: The majority 
of modern writers on the subject are careful to point out that a 
whole set of factors, and perhaps not always the same combination 
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of factors, contribute towards producing an alternation of prosper: 
ity and depression. Frequently, the dilference between various 
theorists is ",ther a difference in the emphasis laid upon the dilferent 
factors than a dilference in the enumeration of contributing causes 
and conditions. 

Even those writers whose theory centres round one single 
factor which they make responsible for the business cycle_.g., 
crop variations, or inventions, or the acceleration of derived 
demand, or changes in demand, or waves of optimism and pessi
mism--<lre forced' to admit that what they call Ih, cause of th9 
business cycle can produce its effect only in a certain economi~ 
institutional environment. They assume, explicitly or implicitly, 
a certain structure of the exchange economy, a certain rigidity of 
.wages and contracts, a certain behaviour of investors, the presence 
or absence of a certain amount of knowledge and foresight amongst 
entrepreneurs, a certain monetary organisation, etc. The business 
cycle might well not appear (II) if those" active" forces (crop 
changes, inventions, changes in demand, etc.) were absent, or 
(b) if one or several of the sigoificantfeature:; in the economic insti
tutional framework were changed ; if, for example, wages 'and 
contracts were perfectly plastic, if entrepreneurs behaved in a 
dilferent way, if, they possessed perfect foresight or if the monetary 
organisation was dilferent and monetary authorities took steps 
to prevent reper~sions : in a word, if they were to behave 
dilferently from what they actually do. 

It might therefore just as well be maintained that the rigidity 
of our economic system, or its financial or monetary organisation, 
or particular features of the latter, are the causes of the cycle as 
that inventions or crop changes or changes in demand are 
responsible. 

rNormally, a complex phenomenon such as 
Th.oriu the business cycle is caused and conditioned 

tiifftr mainlY tI.f by a large number of factors and. circumstancesl 
10 ,mphtl.fi.r. Even if the same theory holds good for all 

cycles, there is still room for a' multitude of 
" dilferent " explanations which need not all be logically, exclusive 
and contradictory. Each of them stresses one or other of the 
relevant factors and conditions and calls it the " dominant " or 
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" causally relevant" one. The other factors are neglected, or it 
is assumed that they cannot be ehanged, or. that it is for some 
reason not desirable to ehange or eliminate them (,.g., inventions) 
and that they must therefore be taken for granted. In particular, 

(monetary and non-monetary explanations of the business cycle 
seem to be frequently reconcilable. The non-monetary theorist 
(who stresses, e.g., the impact of inventions, or ehanges in demand 
with intensified ehanges in derived demand) often tacitly assumes
or ought logically to assume-the willingness and ability of the 
banking system to expand credit on existing terms, whereas the 
monetary theorist takes sueh disturbing events for granted and 
blames the monetary authorities for not adjusting the terms of credit? 

These considerations suggest that ~t is useful 
Clauifoatioll to distinguish certain types of causal factors1 

of Gl1IIJai One may draw a distinction, for instance, 
jaehJrJ. between (active and passive factorS) or, in other 

words, between causes and conditionS or between 
conditions per tjIIIlIII and conditions nil' IJtI" 11011. Inventions, crop 
ehanges, ehanges in demand are active factors, while institutional 
circumstances sueh as are mention;d above should be classified 
as passive conditions. Sometimes this distinction may be useful; 
but frequently it is difficult or impossible to draw a shatp line 
between the two types of factors, How is it possible to decide 
whether any given action on the part of the banks, sueh as lowering 
the discount rate when reserves are running high or failure to 
raise the rate when the demand for credit rises (i.I., when the 
" natural rate :' has risen), is an cc active u- or a " passive " factor? 
This is obviously a terminological question and it is fruitless to 
press for an answer in every single case. 

The real distinction-in some cases-is between I' eOlllrollabl, 
and 1III&OIIIroIlabie factors") The weather, •. g., is uncontrollable, 
while institutional factors are at least in theory controllable. 
Among factors, furthermore, whieh can in principle be controlled, 
there are those whieh one does not find it desirable, for one reason 
or another, to control or to eliminate altogether---l.g., inventions, 
or the liberty of the recipient of income to spend his income or 
to save it, or to exercise freedom of ehoice in regard to his consump
tion or occupation. Needless to say, opinion as to what it is 



8 Ana!Jsij oj Theories Part I 

possible and desirable to control or Influence varies from time to 
time and from person to person. 

A more usual if less pragmatic classification is that of.' causes 
which originate within and causc;s which originate outside the 
economic systetij. Wars, inventions, crop changes (so far as 
they depend on the weather and are not economic adjustments to 
changes in demand, prices or cost), spontaneous changes in demand 
(so far as they are due to changes in taste and are not simply a 
reaction to changed supply conditions) are examples of outside 
causes. Changes in production due to changed demand condi. 
tions, price changes due to rise in cost, intensified demand for 
producers' goods due to changes in demand for consumers' goods 
are examples of economic causes. But what is to be called an I 
.ttJ1I01IIie and what a fIOfI-ettJ1I01IIie factor or circumstance is frequently , 
rather a matter of convention than of argument. 

Closely connected with the distinction between economic and 
non-economic factors and causes is· the distinction between 

(" .:xogetlDlIS" and "mtIogenollS" theories of the business cycle: 
Exogenous theories are those which assume.extetnal disturbances 
~.g., crop changes or inventions-in order to explain the business 
cycle. Endogenous theories rely exclusively on movements 
which can be explained economicall~ This distinction, too, is 
not always definite. Is the monetary .theory, which explains the 
business cycle in the light of certain actions or a certain policy 
on the part of the banking authorities, to be regarded as exogenous 
or endogenous? If the banks lower the rate of interest, thereby 
inducing a credit inflation, their action will prc$uma~ly be regarded 
as an exogenous factor : but suppose they do not raise the rate 

" sufficiently in face of a rising demand for credit (due, I.g., to inven-
tions) with the same result in the shape of a credit inflation-is that 
the opetation of an exogenous factor? . 

It has been attempted to give more precision to the distinqion 
between exogenous and endogenous theories by saying' that' the 
former assume movements in the data, while the ~tter suppose 
the data to remain constant.i\ This distinction js precise enough 

• See especially Tinbergen : .. Suggestions on Quantitative Business 
Cycle Theory .. in EeoltDmel';ca. Vol. III, NO.3. July 1935. page 241. 



Chap. I Pre/i1llinmy &1II,g.ks 9 

for the purposes of the geneIJli theoretical system on which a 
writer builds his theory of the bus~ess eycle; but it is not possible 
to lay down beforehand once and for all what phenomena are to 
be regarded as accepted data and what are magnitudClS to be 
explained and determined in the light of those data. • What the 
theory of yesterday accepted as data, we try to explain to-day; and 
the independent variables (data) on which we build to-day may 
become dependent variables to-morrow. All attempts to make 
a definite distinction between data and results lead back to the 
earlier conception which regards forces or movements of a " non
economic" nature or "external" to the economic system as the 
" data" of economic theory. But this distinction between "eco
nomic" and " non-economic" phenomena is a purely conventional 
one. There is no reason why forces or movements not to be classi
fied as economic should not become" dependent" or " explained'" 
variables of a general-as distinct from an economic-theory. 

With very few exceptions, all serious ~Ianations are neither 
purely exogenous nor purely endogenous. (In almost all theories, 
both the " originating factors" ·and the "responses of the business I 
system" (to use the expression of J. M. CLARK') play a rolel 
On the one hand, a purely exogenous theory is impossible. Even if 
one assumes a weather eycle, t)1e peculiar response of the business 
system, which conv:erts harvest variations into a general alternation 
of prosperity and depression, has still to be explained. On the other 
hand, a purely endogenous theory is hardly satisfactory. It is 
not likely that, without outside shocks, a eyclical movement 
would go on for ever : and, even if it did· go on, its course would 
certainly be profoundly influenced by outside shocks. 

The interaction of exogenous and endogenous forces is intricate, 
and the logical possibilities of their l!1utual interactions are numer
ous. We shall not, however, discuss these problems in the 
abstract here at the beginning. They will find their solution as 
we proceed in our theoretical enquiry, especially in Part II of the 
present report. 

I See his book : to Strategic Factors in the Business CycIe/' New York. 
1934· 
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One methodological rule of thumb may be 
Inhermt suggested at this point, however, although it will 

iNtability find its full justification only later. rPor various 
ill the '"'IIJlllk reasons, it seems desitable, in the explanation of the 

fY.fUIII. business cycle, to attach as little importance as 
possible. to the inHuence of external disturbances. 

In the first place, large swings in the direction of prosperity and 
depression as we find them in real life are difficult to explain 
simply by exogenous forces; and the difficulty becomes an imp0s
sibility when the alleged " disturbances " do not themselves 
show a wavelike movementl Even if a periodic character is 
assumed ( •. g., in the case of crops or inventions). the hypothesis 
is full of difficulty. lThe responses of the business system seem 
Prilll4 jan. more important in Shaping the business cycle thaD 
external shO<:k$. Secondly, historical experience seems to demon
strate that the cyclical movement has a strong tendency to persist, 
even where there are no outstanding extraneous inBuences at 
work which can plausibly be held responsible.> This suggests 
that 'there is an inherent instability in ow:. economic system a 
tendency to move in one direction or the otheil If it is possible 
(as we bdieve) to demonstrate that such a tendency exists and to 
indicate the condjtions under which it works, it will be compara
tively easy to fit all kinds of external perturbations, including all 
State interventions, into the scheme. Exogenous forces will then 
figure as the originators or disturbers of endogenous processes, 
with power to accelerate, retard, interrupt or reverse the endogen
ous movement of the economic system.t 

If, therefore, in many sections of the following report. not much 
is said about such external inBuences (and in particular about the 
various forms of intervention in the economic process by the 
State or other public bodies,' which figure so prominently in the 
daily comments of economists, politicians and economic journals 

, What is to be regarded as ··outstanding"· and '"plausible" is, of course. 
a matter of dispute. As there is always something happening somewhere, 
it is always possible to find some external events which can be made the 
basis of a tentative explanation . 

• For this reason. anything like perlect regularity in respect of tbe 
amplitude, length. intensity and concomitant symptoms of tbe cyclieal 
movement is • prit.wj improbable. 
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on contemporarY events), this ml!St not.be taken to imply that, in 
our opinion, these factors do not influence the economic situation. 
Ow: object is in the first insl2nce to isolate the purely economic 
forces. in order to stage the scene and to describe the environment 
in which the external influences have play. 

§ 2. METHOD OF THE FOLLOWING ANALYSIS 

The scope of the following analysis of theories 
Prindples has been defined in the Introducrion (page 1).1 

of seleetion. The method followed in the exposition is 
thereby largdy determined. No attempt has been 

made to present the various theories in chronological order 
or to picture the theoretical and sociological background of the 
various writers (except in so far as i~ may have been necessary in 
order to ducidate their doctrines). It has been preferred to present 
the theories in a systema\ic 'order, beginning (so far as possible) 
with the less complicated and proceeding thereafter to the more 
complicated. Frequently it happens that the latter cover all the 
factors on which the former lay stress, while drawing attention 
to others which the former have overlooked or treated as ittelevant 
or put aside by means of a convenient sinlplifying assumption 
(e.g., by a &etms paribtu clause). 

It has been necessary to sdect certain authors or certain works 
as illustrative of the various lines of thought. Preference has 
been given. where there was no reason to the contrary, to the more 
recent and more accessible works. Naturally, the work of those 
writers who have themsdves attempted a synthesis of theories 
such as MrrcHELL, PIGOU, ROBBRTSON had to be mentioned at 
several points in connecrion with the various lines of thought 
which they have incorporated in their systems. Mention is not 
made, however, at every P!,int of all the writers who have made 

• This special purpose explains the dilIerence between the follOwing 
expositiOB and the classification of theories and theorists given in such 
works as A. H. Hansen: "Business Cycle Theory," Boston, 1927; W. M. 
Persons : "Theories of Business Fluctuations" (Quarlnly J",.nral 0' 
EcotlMllUs, vol. 41. reprinted in to Forecasting Business Cycles:' New York, 
1931) ; F. A. Hayek: "Monetary Theory and the TIade Cycl .... London, 
1933 ; Maefie : "Theories of the TIade Cycle." London. 1934. 
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useful contributions to- the problem in hand. The method 
followed has been dictated by the purpose of the present enquiry : 
it does not pretend to do justice to the originality and importance 
of different writers' I contributions. It is not intended to be an 
appraisal of the merits of various writers, but a review and analysis 
of explanatory hypotheses. 

The various theories under review have been 
H.aJ.r oj examined, as far as possible, under the following 
anallsis. heads : 

General characteristics. 
Explanition .of.. the upswing (prosperity). 

" " " upper tuming-point (crisis). 
" " " downswing (depression). 
" " " lower tuming-point (revival). 

Reasons given for recurrence, periodicity, etc. 
Intemational complications. 
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CHAPTER • 

THE PURELY MONETARY THEORY 

§ I. PRELIMINARY REMARKS 

r Monel' and credit occupy such a centta1" position in our ~conomic 
syst';;;-that it is -almost· certain that they play an important role 
in bringing about the business cycle, either as an impelling force 
o~ -&Sa conditioning factoW During the upswing, the pnysiCaI 
volume of production and of transactions grows while prices rise 
or, in some rather excef\tional cases, remain constant.1 This 
means that the money volume of transactions rises. During 
depression, the money volume of transactions falls. /:In other 
words.' the work which money must and does perform rises and 
faIls with the ups and downs of the business cycle.> It follows, : 
then, that the product (MV) of the quantity of money (M) and its 
velocity of circulation (V) rises and falls..Tbis does not necessar
ily mean that the rise and fall of M and lor V is in all cases the active 
cause of changes in business activity : it may equally well be a 
passive condition or even a mere symptoml It is conceivable 
that MY may adjust itself automatically to changes in the volume 
of business without exerting any influence by itself. But, in any 
case, the analysis of a theoty which puts the monetary factor at 

1 The outstanding example of a boom without a rise in prices is the 
American boom of 1926-I929. The stability of prices was, however. 
confined to the wholesale-price level. A more general price index (as 
constructed by Mr. Carl Snyder) shows a marked rise . 

• It should be noted that this is not implied by the definition of pros
perity and depression. Itis conceivable that the rise and fall of the volume 
of production might be accompanied by an opposite movement of prices, 
so that tbe money value 01 the volume of production or of transactions 
in general would remain constant or even vary inversely with the physical 
volume. 
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the centre of its scheme of causation will almost certainly reveal 
important features of the business cycle· which no adequate syn
thesis can afi'o.rd to neglect. 

§ 1. THE THEORY OP MR. R. G; HAWTREY: 

GENERAL CHARACTERISTICS 

[The purely monetary eJ<Rlanation of the 
ImporltllKe business cycle has been most fully and most 

of GOI1SlImerS' uncompromisingly let out byl Mr. R. G. 
Oil/lay. t HAWTREY.11]For him the trade cycle is "a 

purely monetary phenomenon" in the sense that 
changes in "the flow 'bf money" are the sole and sufficient 
cause of changes in economic activity, of the alternation of prosper
ity and depression, of good and bad tradeI When the demand 
for goods in terms of money (that is, the flow of money) grows, 
trade becomes brisk, production rises and prices go up. When 
demand falls off, trade slackens, production shrinks and prices 
sag. tThe flow of money-i.e., the demand.for goods in terms 

of money-is proximately determined by "consumers' outlay", 
that is, by expenditure out of income.1I Consumers' outlay 
comprises, howev~, not only expenditure on consumers' goods, 
but also expenditure on new investment goods-that is to say, 
that part of consumers' income that is saved and mvested~ (For 

• See .. Good and Bad Trade." London. 1913; "Monetary Reconstruc
tion. II 1923. 1926; .. Currency and Credit," 1919. 19113. 19'28; .. Trade and 
Credit," 1928 : .. Trade Depression and the Way out," 1931, 1933 ; If The 
Art of Central Banking." 1932 ; "The Gold Standard in Theory and 
Practice." 3rd ed., 1933 . 

• See, especially, "The Art of Central Banking," London, 1932, Chap-
ter III. " 

Independently, very similar ideas have been expressed by Professor 
Albert Hahn in his earlier writings. See his .. Volkswirtschaftliche 
Theorie des Bankkredits," 1st ed., 1924 (3rd ed., 19311l. Since then 
he bas, however, cbanged his view considerably. 

Many of the propositions advanced by Mr. Hawtrey and reviewed in 
the following pages, especially those on the relation between interest rates 
and prices, have had a long history and were given an early expression in 
A. Marshall's evidence before the Gold and Silver Commission, 1887. 
(See" Official Papers" of A. Marshall, 1926, pages 52 '!l1d 131. reproduced 
in his "Money, Credit and Commerce," pages 75-76 and 254-257.) 
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consumers' outlay, one can substitute MV, if one defines "V" 
as "income velocity", in contradistinction to "transaction 
velocity" as it figures in IRVING FISHER'S famous equation of 
exchange. But. V being thus defined as the ratio of consumers' 
outlay to the quantity of money, the two magnitudes-MV and 
consumers' outlay-are by definition the same; and not much is 
gained by the substitution of one expression for the other.) 

Non-monetary factors such as earthquakes. wars, strikes. crop 
failures, etc.. may produce a general impoverishment : others. 
such as harvest changes. over-development of certain industries 
(e.g., over-investment in constructional industries), may produce 
a partial depression in particular branches of industry. But(! 
· general depression in the sense of the trade cycle-i.... a situation 
in which unused resources and unemployment are general-<:annot 
be induced by non-monetary forces or events except in so far as 

· they give rise to a fall in consumers' outlay-i.e .• in the flow of 
moneY] 

ImtahiJity 
of 1110t1ey 

anti treml. 

(Changes in consumers' outlay are principally I 
due to changes in the quantity of moneYl1 
Everyone agrees that a sudden diminution in 
the quantity of money. an outright deflation, 
has a depressing influence on economic activities. 

· and that an increase of the circulating medium, an inflation. has 
a stimulating influence. 

If the quantity of money diminishes. demand falls off. and 
producers who have produced in anticipation of the usual demand 
will find that they cannot sell the usual output at the anticipated 
prices. Stocks will accumulate; losses will be incurred; produc
tion will fall; unemployment will be rife; and a painful process 
in which wages and other incomes are reduced will be necessary 
before equilibrium can be restored. 

Inflation has the opposite effect. Demand exceeds anticipa
tions. stocks decrease, dealers give larger orders to producers. 
and prices rise. Production increases and unemployed factors 
of production are gradually absorbed. 

This is the familiar picture of a "Government deflation or 
inflation ". "[According to Mr. HAWTREY. the trade cyeleis nothing 
but a replica, on a small scale, of an outright money infIat;ion and 
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deBation'. ,'Depression is induced by a fall in eonsumers' outlay 
due to a shrinkage of the circulating medi'l'l'. and is intensified 
by decline in the rapidity of the circulation of :noney. The prospex
ity phase of the cycle, on the other hand, is dominated by an 
inflationary process~ 

v' [If the flow of money eould be stabilised, the fluctuations in 
eeonomic activity would disappear. But stabilisation of the flow 
of money is no easy task, because our modern money and credit 
system is inherently unstable.1 Any small deviation from 
e<j..uilibrium in one direction or the other tends to be magnified. 

I.Mr. IIAwnmY starts with the assumption that, in the modern 
world, bank credit is the principal means of paymen-g The 
circulating medium consists primarily of bank credit, I and legal 
tender money is only subsidiatyi .(ft is the banking system which 
creates credit and regulates its quanti~ The means of regulation 
are the diseount rate and open-market putcbases and sales of 
securities. The power to expand creIDt is not, of course, vested 
in each individual bank, but in the banking system as a whole. 
A single bank cannot go very far in expanding credit on its own 
aceount; but the banking system' as a whole can, and there is a 
tendency to make the whole system .move along step by step in 
the same dixection. tit one bank or group o£banks expands credit, 
other banks will find their reserves strengthened· and will be 
induced, sometimes almost forced, to expand too. In this way a 
single bank or group of banks may carry with it the whole sys~ 

(These are familiar propositions of modern banking theory. 
It does not seem necessary at this point to work them out in detail 
with all necessary. qualifications. See the most up-to-date 
exposition in !<Enms' .. Treatise on Money".) 

Drilling 10m 
of bank 

IXpmtJiflll. 

§ 3. nm llPSWING 

me upswing of the ttade cyde is brought 
about by an expansion of credit and lasts so 
long as the credit expansion goes on or, at 
least, is not followed by a credit contraction. 

[A credit expansion is brought about by the 
banks through the easing of eonditions under which loans are 
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granted to the customer.' Borrowing may be encouraged in 
various ways. The banks can apply a l!'5s severe standard to 
security offered; they can-tncrease the maximum period for which 
they are willing to lend; they can refrain from discriminating as 
to the putpose for which the borrower wants the loan. tBut the ' 
principal instrument of expansion is a reduction of the discount 
rate; and each of the other measures is equivalent in some way to 
a reduction in the costs of credit. J 

The slraltgi& 

posititm of 
the lIIerrhant. 

Mr. HAWTREY is aware of the objection that 
a reduction of 1 or z '% in the interest on bank 
advances is too unimportant an item in the 
profit-and-Ioss account of the average business
man to induce him to expand his business and to 

borrow more. His answer tothls objection is that th~ exists one 
class ofbusiness~men which is very sensitive even to s;;;;Ji changes 
of th~ rate~ ot in~t-namely; themerchantil The merchant 
buys and sells large quantit!es nof gooc:ls co!I;'parcd with his own 
capital, and he adds to what he bun the relatively small yalue 
which represents the dealer's profit. 'ITo him, a change in interest 
charges of 1 or z % is not negligible, as it is perhaps to the manufac
turer..:J It is not denied, of course, thatl there are other considera
tions besides the rate of interest which might induce a merchant 
to borrow more (or less) and to increase (or reduce) his stocks of 
goods.1 If prices are expected to rise, or if a fall is anticipated, 
a reduction in the interest rate may be unnecessary or insufficient. 
Butfi: general rise or fall in prices sufficient to induce the majority 
of merchants to increase or decrease their borrowing, irrespective 
of mlnor changes in the rate of interest, is unlikely to occur except 
as a consequence of an expansion or contraction of credit and 
will be discussed later:J/ ' 

'Thus. ac~ltt~,Mr. f!Aw }REY,,-th~~~ .. '!.t}~ i!!_a..!~~gic .-
p<>siti~n) {if the rate of interest is sufficiently reducecll-and under 
ordinary circumstances a slight reduction is sufficient-merchants 
are induced to increase their stodts. r They give larger orders 
to the producer. 'Increased production leads to an enlargement 
of consumers' income and outlay. This .. means increased demand 
for goods in general, and traders find their stocks diminis1:Ung. 
There result further orders to producers, a further increase in 

3 
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productive act1V1ty, in consumers' ~come and outlay, and in 
demand, and a. further depletion of stocks. Increased ACtivity 
means increased demand, and increased demand means increased 
activity. A vicious circle is set up, a cumulative _elt£ansio~ <# 
productive activity '',1 whiCh 1S fed and propelled by a continuous 
expansion of credi.t5\ --- ,... - -- -----

--- - 'Productive activity cannot grow without 
EjJe#s of limit.; As the cumulative process carries one 

ri.ring priGls. industry after another to the limit of productive 
capacity, I producers begin to quote higher and 

higher prices (' 1 When prices rise, dealers have a further .induce
ment to borrow. Rising prices operate in the same way as falling 
interest charges : profits are increased and traders stimulated to 
hold larger stocks in order to gain from a further rise in prices. 
In the same way, the producer is stimulated to expand production 
and to borrow more freely in order to finance the increased pro
duction. 'I]l.e cumulative ~ocess ~ansion _ J~ a~ted 
by a cumulative rise in prices. 
:--- . ~_yet another 1lccele~_~~e!em~t. 

Instability '!n addition to the expansiOll of the circulating 
of the fle/Drity medium, there is an increase in its vdocity of 
of drrulation. circulation::!]' When prices rise and trade _is 

brisk; merchants -andproduce!S not only borrow 
~re : thW w;~_up_~y 1dlebalao:ces ~ht:~ __ may be at their 
disposal. ddle balances are the inheritance of the previous 
depression. If they exist to a large extent, "it may be that 
an enlargement of the consumers' incOme and outlay is 
brought about with little or no expansion of the outstanding 
bank credit'~ 
'r Thus there is a ptinciple of the instability of vdocity of circu

lation, which is quite distinct from the principle of the instability 
of credit, but is very apt to aggravate its effect. "1 ' 

To sum up, expansion is a cumulative process-:-that is to say, 
once started, it proceeds by its own momentum. No further 
encouragement from the banks is required. (On the contrary, 

• "The Art of Central Banking." page 167 . 
• Op. cit., page 171. 
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ibanks have then to be careful not to let the expansion get out of 
band and degenemte into Wild inflation] The~ should mise the: 
l1lte of inte~!~ti~: slight increases will not deter people 
from borrowing if prices rise and are expected to rise further11 
That is what is meant in saying that the process has g:tined 
momentum. A discount l1lte which would have sufficed "
to nip the expansion in the bud would later be much too 
low to stop it. 

§ 4- THE UPPER TURNING-POINT 

IProsperity comes to an end when credit 
CrnIit expansion is discontinuedJ Since the process 

nstridiotl of 'expansion, after it has been allowed to g:tin 
nspon.rible. a certain speed, can be stopped only by a jolt, 

there is always the danger that expansion will be 
not merely stopped but reversed, and will be followed by a 
process of contl1lction which is itself cumulative7 (There are 
other reasons for this, which will be discussed presently.) 

" If the restriction of credit did not occur,the active phase of 
the trade cycle could be indefinitely prolonged, at the cost, no 
doubt, of an indefinite rise of prices and an abandonment of the 
gold standard." 1 -

. lMan-made Jimitations on the amount of the 
The J114gl-l4g, circulation-that . is, limitations imposed by 
the tlUh Jrmll law and custom-constitute the barrier which 

flIIIl the prevents our present economic system from 
lfJlJ sfatlJarJ. getting rid of its cyclical movement with all 

its bad consequences. So long as there is a 
gold standard, or other restriction in the supply of legal tender 
money (,.g., that involved in the attempt to stabilise the exchange 
rate lIis-tHlis another country which does not itself expand credit), 
the banks are sooner or later forced -to stop expansion and even to 
contracflJ 

Cash-i.,., legal tetider money-is predominantly used for small 
and retail transactions, because for these purposes credit has no 

• "Trade and Credit." London, 1928. page 98. 
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greater convenience to compensate for its inferior security. [The 
amount of cash which passes into circulation depends largely 
on the incomes, expenditures, and hoards of working-men. AD. 
expansion leads sooner or later to a drain of cash out of the hold
ings of the banks while, as earnings and wage rates rise, an increas
ing amount will be retained in cash balances. This, however, 
is a slow process, because the rise in wages lags considerably 
behind the expansion of credit and the rise in prices and profits. 
Meanwhile, the central bank, in its anxiety to maintain exchange! 
stability, declines to supply cash to the commercial banks inde-' 
finitely. The latter are therefore forced to put the brake on and: 
to stop the expansion. When they statt to do this, the cash hold
ings of the working population still continue to increase-by 
reason of their lag behind the credit expansion~d go on rising 
after the expansion has come to an end. This induces the banks, 
not merely to stop expanding, but actually to contract; and so' 
the depression is given its staitJ 

§ 1. THE DOWNSWING 

The process of contraction is cumulativJ 
Thl ,...,.r.fl no less than the process of expansion. "When 

oj IhI tpnPing. credit has definitely turned the comer, and a 
contraction has succeeded to an expansion,t:the 

downward tendency of prices is sufficient to maintain the process 
of contraction, even though the rate of interest is no longer, 
according to the ordinary standards, high.'} 

The process is cumulative for -the following reason.LWhen 
prices are falling. merchants expect thetn to fall further. They 
try accordingly to reduce stocks, and ]live smaller9rd,ers, or no 
orders at all, to producers. Consumers' income and outlay 
decrease; demand Bags; stocks accumulate in smte pf endeavours 
to reduce them; borrowing is reduced further_d so on in a 
long and painful process. All the factors which tended to stimu
late the upswing conspire now to push contraction further and 

• "Currency and Credit," 3ed ed., London. 1928. page 153. 
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further. The vicious spiral downward is in all respects the 
negative counterpart of the vicious spiral upward. The details 
need not be repeated] 

Sufficiency 
oj mJit 

expansion. 

§ 6. REVlVAL 

:During a depression, loans are liquidated and 
gradually money lIows back from circulation into· 
the reserves of the banks. The reserve ratio 
becomes normal, and reserves above normal 
are slowly built up] Interest is by this time 

fallen ft> an abnormally low level; but, with prices sagging and 
with a prevalence of pessimism, it may be that even an exceed
ingly low level of interest rates will not stimulate people to borrow. 

Tl\.ccording to Mr. HAWTREY, however, there are almost always 
some peopli\vho are willing to increase their borrowing; and this 
should enable the banks to get over the dead point, . But if, as 
happens in abnormally deep' depressions,_pessimism is so wide
spread that no rate above zero will induce an expansion, the central 
bank has another .weapon for overcoming the reluctsnce of the 
business cotiunWiitj-to make use of existing credit focilities----<lIld 
that is the pu--':cliaSe of securities in the open market] 

(When the central bank buys securities in the open market, cash 
is pumped into the banks and their liquidity increases, For a rime, 
the new money may be used to repay debts to the banks, so that 
the only result isa Change in the_Composition of the assets of the 
banks (cash increases, loans decrease). I But Mr. HA WTREY 

·ls confident that eventually, if only the purchases of securities are 
carried far enough, th~ new money will lind an outlet into circula
tion, consumers' income aq,d outlay will begin to rise, and a self
reinforcing process of expansion will be started., Mr. HAWTREY 

beli~es tha!.!he ~>r<linary meas~ _o£~"~ki[J~J!Oli!'Y"'--<lisco?"t 
pOlicy and open-market operations-may be!!!!.~ted ~o~Dr~g 
aooutarevtvarincf- thitft-l. -therefore-nat-necessary to have 
re~ow:seiomore dra:,~=-methods(suChas.£--ublic\Yo{k~ to~~ 
~ expansionl J 'fhis attitude of his is closely connected with liis 
theory that changes in the rate of interest must operate through 
inlluencing working capital rather than through sumUJating 

-----. . 
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investment in fixed capi~ We shall have to come back to this 
proposition because it conflicts shatply with the theories of, 
many other writep, with which we shall have to deal. 

lMr. HA WTREY describes the transition from 
Wagr-lag ami depression to prosperity in a typical trade cycle 
banle po/iey. under_ the ~.!!L.standarcl] before the war in the 

following way.[ During the depression, money 
begins to flow back to the banks. But, again, there is that lag 

. of the flow of cash behind the movement of credit. As the out
flow of cash does not at once follow the expansion of credit, the 
inflow of cash lags behind the contracrion. The consequence 
is that, when the banks come to the conclusion that they can. stop 
contracting, because their reserves have reached the desirable level, 
the process of inflow of cash has not yet come to an end. People's 
cash balances respond slowly. Cash continues to flow in for a 
considerable time after contracrion of credit has been arrested. 
Surplus reserv~ accwm~Jate, and these excessive reserves tempt 
the b~~later ~n to over~and ~d ~ ~Ul.noth~cleJ 

§ 7. RHYTHM AND PERIODICITY 

r-
, Mr. HAWTREy'S theory explains why there are not 

PJgid res"". merely small pscillations around the equilibrium but 
t proportions. big swings of the pendulum in the one or the other 

direcrion. The reason is the cumulative, self
sustaining nature of the pro~of ~ion ~d~t;l~n: 
The ~uilibrillln-Jine...Js.J.ike a razor's edge. The slightest 
deviatio';'- involvestberlsk -of furthermoV'ement away from 

uilibriwn. . 
~ut even so, Mr. HAWTREY thinks, the ·recurrence of the break
down is not inevitable) The expansion could go ~n hIdefinitely, 
if there were no limits to the increase in the qpantity of money_ 

. !!ine gold standard is, in the last resort, responsible for the recurrencci 
of economic breakdowns. Under the gold standard, it is the slow 

ll\ol#.response of people's cash balances which prevents the banks from 
stopping expansion or contracrion in time. .. If an increase or, 
decrease of credit money promptly brought with it a proportionate 
increa$e or decrease in the demand for cash, the banks would no 
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Ilonger either drift into a state of inflation or be led to carry the 
(corresponding process of contraction unnecessarily far." Given, 
·however, this slow response of the people's cash balances, "so 
long as credit is regulated with reference to reserve proportions, 
the trade cycle is bound to recur"" . 

{Under the automatic working of the gold standard. "the length 
of the cycle was determined by the rate of progress of the processes ; 
on which the cycle depended, the absorption of currency 
during the period of expansion and its return during the period of. 
contraction ".tJ 

(Since 1914. the automatically working gold stan
N. /raJ. <.Y'" dard has ceased to exis!} .Aftet the war and post
sinc. the "41'. war inflations, the gold standard-a managed gold 

standard-was once more restored; but the first 
major shock upset it. Therefore, according to Mr. HAWTIlBY, the 
former marked regularity and periodicity in the alternation of 
periods of prosperity and depression, of expansion and contraction, 
can no longer be expected and do not, in fact, any longer exist. 
f<" For the time being there is no trade cycle" if by " cycle" is 
meant a periodic movement of marked regularitYJ There are, of' 
course, periods of prosperity and depression; for the credit system 
is still inherently unstable and there are forces more powerful 
than ever, the 0eration of which makes for expansion or 
contraction. But the intricate mechanism which produced thf 
former regularity in the alternation of expansion and contraction is 
completely dis1ocatea:\ 

Weriodicity i,s not, however, essential for the purposes of 
Mr. HAWTRBY'S theory. On the contrary, he 'is entitled to claim 
for his theory that it does not postulate exclusively movements 
of a definite length and <regularity. The regular cycle can always 
be interrupted by non-cyclic forces. It must be admitted that an 
explanation which is B.exible in this respect is preferable-if it is 
tenable in other respects-to a more rigid on~ 

I "Monetary Reconstruction:~ 2nd ed .• London. 1926. page 135. 
!I .. Currency a.nd Credit," 3nl ed., page 155. 
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§ 8. SPECIAL FEATURES OF THE THEORY 

As has been mentioned, \Mr. I-lAWTREY's theory 
Fbt&ltIatiDn.t stands in contradiction to many otlieirelated theories 
ill ifllllJl111mt in that Ht contends that a change in the tate of 

ill fix.d interest infIu.ences the economic system, not t:hrQl1gh 
&ap#aJ. a direct influence on investment in.fi:a:_~<!5.ap!tal, 

but througJithe ~visio:,,_ ot\Vor!<ing?-pi!'ll_~d 
particularly stocks of goodSl The alternative view will be discussed 
later. Here it must be asked£ow Mr. I-lA WTREY's theory can account 
for the undoubted fact that the instrumental industries experience 
greater cyclical fluctuations than the consumption industries] /!he. 
explanation offered is that activity brings a more than proportional 
increase in profits; and, as profits (whether reinvested or 
distributed) are the principal source of savings, the funds available 
from savings for capital outlay are similarly increased. The 
disproportionate fluctuations in the instrumental industries are 
therefore a consequence of changes in consumers' income and 
outlay, and are not due (as many writers believe) to any repercus
sions which credit' expansion may have--directly, or indirectly 
through changtlll in long-term-interest rates---{)n investment in 
fixed capital. '"Vhat credit expansion has a certain effect on invest
ment in fixeJo.pital is not altogether denied by Mr. I-lA WTREY : 

but he holds it to be unimportant as compared with the direct 
influence on the merchant and on working capi~ 

To complete the picture of Mr.I-lAWTREy'S 
IlIIpJi&ation.r theory, a word must be said as to the policy banks 
for polify. should pursue in order to eliminate the credit cycle, 

and with it the trade cycle. L The banks, and 
especially the leaders of the banking system, rthe central banks, 
shbuld not watch the reserve proportions so m\1ch as the flow of 
purchasing power1 The demand for goods, the flow of money, 
is the important thing-ilot the outstanding aggregate of money 
units. ODe aim of banking policy should be m keep the consumer's 
outlay constant, including (as has beep pointed out) outlay for 
new investmen1JJ .'But account should be taken of changes in the 
factors of production-not merely the growth of population, but 
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also the growth of capital-and allowance ought to be made for 
the proportion of skilled labour of varying grades and for the 
appropriate amount of economic rent~ In other words, the aim I 
should be to stabilise, not the price level of commodities, but the 
pncele:!el~oft11~ f':~ors_of productioii1' --

§ 9. INTERNATIONAL COMPLICATIONS 

With the purely monetary explanation of the business cycle, it 
is comparatively easy to account for various kinds of international 
complications. The analysis of any given international constella
tion involving two or more countries must invariably tum on the 
question of how the money supply in each of these countries is likely 
to be aJfected. This analysis bas not yet been worked out system
atically from !he standpoint of the explanation of the business 
cycle. But the instruments of the analysis are ready to band. 
The theory of the international money mechanism under different 
monetary standards is one of the most fully elaborated chapters 
of economic science." 

§ 10. CONCLUDING REMARKS 

[A feature of particular interest in Mr. HAWTIlEY'S monetary 
theory of the business cycle is the I demonstration and analy~ 
of the cumulative nature of the process of expansion and contraCtiol:!/ 
In this respect, there is, as we shall see, much \agreement between 
theorists of different schools of thought.rMr. HAWTRBY's' pre
positions on this point, largely taken over from MARsHALL and the 
Cambridge tradition, have found a place in the theory of a great 
number of writers." / " 
/ Other features of Mr. HAWTBEY'S theory are more questionable. 
His contention that the reason for the breakdown of the boom'is 

• See his paper "Money and Index-Numbers" in ]0tWn<Jl 0' 1118 Royal 
Statisli&al SocWy. 1930, reprinted in "The Art of Central Banking," 
pages 30 3'332 • 

• See below Ch. 3. §§ 8. 16. and Part II. Ch. 11. 

o No attempt has been made to establish priorities or to trace the 
varions lines of thought to their historical origins. 
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always a monetary one and that prosperity could be prolonged 
and depression staved off indefinitely, if the money supply were 
inexhaustible, would certainly be challenged by most economist;}J 

These and other features of the purely monetary explanation 
of the cycle will be referred to, explicitly or implicitly, in connection 
with the discussion of the non-monetary. theories. 
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CHAPTER 3 

THE OVER-INVESTMENT THEORIES 

§ I. GENERAL CHARACTERISTICS 

In this section, it is proposed to . analyse some 
MaladjllStment, closely related theories of a great number of 

v.,.ti,aI anti writers, which may, be labelled generically" over
horizontal. investment theories". 

lThe central theme of all th~e t4~C§.jLthe 
over-development of industries which produce producers' goods 
or capital goods i,n;elation tolndusfries producing. consumers' 
goods,) "They all start from the universally admitted fact that the 
capital-goods industries are much more severely affected by the 
business cycle than industries which produce for cuuent consump
tioni During the upward phase of the cycle the output of pro
ducers' goods rises much more, and during the downward phase is 
much more curtailed, than the output of perishable consumers' 
goods. Durable consumers' goods, such as houses and automo
biles, are in a special position approximating to that of capital 
goods. 

IAccording to the over-investment theorists, this phenomenon 
is the symptom of a serious maladjustment which develops during 
the upswingl The capital-goods industries, it is. argued, are 
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relatively over-developed :rthe production of capital goods as 
compared with the production of consumer's goods ispilshed 
farther than the underlying situation can permanently tolerate. 
Thus it is a real maladjustment in the structure of production 
that causes the breakdown of the boom, and not a mere 
shortage of money due to an insufficiency of bank reserves. 
It follows that, after the boom has once been allowed to develop, 
the setback cannot be staved off indefinitely by monetary 
m=~) . 
r The situation.as it develops during the boom, according to the 

over-investment school, may be described as a .e 1JI11icai disequili
brium or maladjustment" in contradistinction to a "horizontal 
disequilibrium or maladjustment" in the structure of production) 
The distinction between vertical and horizontal maladjustments 
can be formulated as follows. Supposing that by some means 
the aggreg:ote money flow is kept constant, equilibrium in the 
structure of production will be preserved, if the allocation of the 
factors of production to various employments corresponds to th,e 
expecteddistribution of the money B.O~"'i the monetary demand 
for . the products of the different branches of industry. r This 
distribution is, broadly speaking, determined by (I) the decisions 

~~
f the population as to spending and saving, (2) the decisions of 

consumers as to the distribution of expenditure between various 
. es of consumption goods, and (3) the decisions of producers 

at every stage as to the distribution of their cost expenditure 
between different forms of input. If the structure of production 
does not correspond to the first set of decisions, we have a 
wrtital maladjustment--':'vertical beca:use the industries which 
are not harmoniously developed are related to euh other in a 
" vertical" order, as cost and producil One may also speak 
of U higher" and cc lower":t or cc earlier" and "Jater" stages 
of production-in which cas~ "lower" and "later" mean 
"nearer to consumption". If the structure of production 
does not correspond to the second or third set. of decisions, 
we have a horizontal disproportion-a disproportion between 
industries of the same "rank" as m=ured by distance from 
consumption~ 
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Money tmd 
the slrlltl1lrf 
oj protil«tion. 

The Over-il"Jutment Theories 

We have seen that Mr. HAWTRBY also recognises 
the fact that the cyclical movement is much more 
violent in the capital-goods industries. But in 
hi$ view, this is merely the consequence of fluctua
tions in the flow of money (consumers' income and 

outlay). It is not an evil in itself. (According to the over
investment theories, fluctuation in investment is the cause of the 
business cycle, and the forces which bring about expansion (being 
to a large extent of a monetary nature) have a direct effect on 
investment-viz. (mainly) on investment in fixed capital:? Fluctua
tions in investment generate fluctuations in consumers' income 
rather than the other way round. 

Thus, according to these theories, the business cycle is not a 
purely monetary phenomenon. But that does not preclude the 
possibility of money's playing a decisive role in bringing about 
the cycle 'and causing periodically a real maladjustment. Some 
members of the over-investment school consider mon~tary forces 
to be the impelling factor disturbing the equilibrium. Others 
believe that certain monetary arrangements are conditioning factors, 
which do not actively disturb the equilibrium but are the instru
ments through which the active forces of a non-monetary nature 
operate. 

We can distinguish I three sllb-groupS]with a still 
The schools oj greater variety in detail,! 

lJIJIf'-ilflJutm,nt 
theoritts. (A) rw riters who believe that monetary forces 

operating under a particular form of credit organ
isation (banking system) produce the disequilibrium between the 
lower and higher stages of production) 

This type of theory,. 'which is frequently called fthe "Nco
Wicksellian" school;l may perhaps be included amongst the 

Imonetary explanations of the business cycl.;J inasmuch as the active 
causc which disturbs the equilibrium is a monetary onc. But the 
business cycle is for these writers more than a purely monetary 
phenomenon. Monetary forces produce a real maladjustment, 

I Naturally. other groupings are possible. but tha.t selected seems to 
be the most na.tural a.nd useful. 
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the consequence of which is the breakdown of the boom. Crisis 
and depression cannot be explained purely by contl:acti.on of the 
circulating medium, although deflation may come in as a secondary 
and intensifying element] Among the writers, whose theories 
fall within this group are HAYEK, MACHLUP, MIsBS, ROBBINS, 
ROPKB and STRIGL. WICKSBLL has provided the theoretical 
basis for this theory, but belongs himself rather to the following 
group (group (B», while ROBERTSON holds an intermediate 
position between group (A) and group (B). 

(B) Writers whose theories, do not run in terms of money. 
<They stress factors in the sphere of production such as inventions, 
discoveries, the opening of new markets, etc.-that is, circum
~tances which provide ,new investment opportunitieS) Some of 
them refer to the money factor only incidentally or incline to 
minimise it. But it can be shown-and is indeed frequently 
recognised by the writers lin question-that certain monetary 
forces are indispensable for the active factors on which they lay 
stress to produce the effect postulated. CAsSEL, HANsEN, 
SCHtlMPBTBR, SPIETHOFP and WICKSBLL are prominent, in this 
group. ROBERTSON has been' already mentioned. PxGOu's 
analysis goes parallel for a long way with. the theories of these 
writers. 

(q There is a third view which adds much to the force of the 
over-investment theory-namely(the theory that ~ges in the 
production of consumers' goods give rise, for technological 
reasons, to much more violent fluctuations in the production of 
producers' goods in general and £ixed capital equipment in patti
culax;J This so-called principle of co the acceleration and magnifica
tion of derived .demand'" has been elaborated byAPTALION. 
BICKBRDlKE, CARVER, and PxGOu. In recent years j. M.Cx.AaK 
and R. G. HARROD have laid great stress upon it in his explanation 
of the business cycle. MITCHELL, ROBERTSON and SPIETHOPF 
mention it as a factor which intensifies the cyclical movement. 
The principle can also be used, as we shall see, hi support of I
special type of the under-consumption theory C!f the business cycle. 
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A. The MOMtlllY Over-investment Theories 

§ 1. GENERAL CHARACTERISTICS AND THEORETICAL FOUNDATION 

• 
The theories of the following writers will 

Banking now be examined : F. A. HAYEK," .. F. MACHLUP,' 

.lJ.fhm amJ L. MISES,' L. ROBBINS," W. ROPKE' and 
~(Jflly .rtI}pfy. R. STRIGL.· The explanation given by these 

writers of the upswing and of the down-tum 
(crisis) is fundamentally the same. Such differences as eKist are 
mainly in respect of amplifications in the later publications. 
Serious conflicts of opinion are to be found, on the other hand, 
in respect of the description and explanation of the downswing 
and the up-tum (revival). Professor ROPKE, in particular, 
dissents strongly from the opinion of the other writers named 
in the interpretation of the later phases of such prolonged 
depressions as the present. The writers of this group have this 
in common with the purdy monetary theory of Mr. HAWTlIEY, 
that rthey assume an elastic money supply 1 They argue that the 
circulating medium 'Consists under modern conditions primarily 
of bank money (deposits), and that thefbanking systen}Jregulates, 
the quantity of money by changing the discount rate and by: 
conducting open-market operations. It has long been recognised 
thatrthere is a complicated functional relationship between the 

, "Monetary Theory and the Trade Cycle," London. 1933 (tIa.nslated 
from the German). .. Prices and Production," London, 1931, enlarged 
edition. 1934. See also his latest exposition. u Prei~erwartungen. mone-
tAre Schwankungen nnd Fehlinvestitionen U in N ationalokcmomisk 
Tidskrift, 1935 (translated into French: .. Prevision de prix, perturba
tions mon6taires et faux investissements" in RMJUI tlu ScUnces leono
",;qu.., 1936). 

• ··BOrsenkredit. Industriekredit und Kapitalbildung." Vienna. 1931. 
• "The Theory of Money and Credit," London, 1934 (translated from 

the German). "Geldwertstabilisierung und Konjunkturpolitik," Jena, 
1928. 

• "The Great Depression, London, 1934. 
• "Crises and Cycles," London, 1936 (translated from the German). 

"Trends in German Business Cycle Policy," Economic Journal, SoP-' 
tember 1933. 

• .. Kapital und Produktion," Vienna, 1934. 
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interest rate, cha.nges in the quantity of money and the price level:) 
These relationships have been expounded systemarically by KNur 
WICKSELL ; and his theoty, outlined below, is the basis of the 
explanation of the business cycle which follows.' It should be 
added that, in what follows, we shall leave international complica
tions for the moment out of account and disregard the fact that a 
change in the interest rate'in one country will influence the flow 
of credit from and to other countries. These complications can 
easily be introduced into the picture later. For the present, we 

.presuppose a closed economy. 
I WICKSBLL distinguishes between the "money 

WkA:s.D's rate" or actual ." market rate of interest" as 
" Inlerlst and influenced by the policy of the banks and the 

Prias". "natural rate of interest". The latter is defined 
by WICKSBLL as "that rate aF which the demand 

for loan capital just equals the supply of savings"." If the banks 
lower the market rate below this natural or, as it should perhaps 
more correctly be called. equilibriUOl.rate. the demand for credit 
will rise and exceed the avai1able amount of 6avings, and the supply 
of "credit must be supplemented by bank credit created l1li h~
that is, by inflation. If, on the other hand, the rate is raised above 

. the equilibrium, level, the demand for credit will fall, some portion 
of the total saving will not be used. and credit will be liquidated 
or deflated. I WICKSBLL goes on tC!l argue that, if the market rate 

1 U Interest and Prices, U London~ 1936, transJated from the German, 
nGeldzins und Giiterpreise;u Jena, 1898; .. Lectures on Political Economy," 
London. 1934. Vol. II. translated from the Swedish; "The Infitlence of 
the Rate of Interest on Prices." Economic J ...... al. June 1907. On the 
evolution of Wicksell's theory. see the excellent introduction by Professor 
B. Ohlin to "Interest and Prices." Compare also the elaboration of 
Wicksell's theory by recent Swedish writers as summari~ in Professor 
G. Myrdal·. paper "Der Gleichgewichtsbegriff als Instrument der geld· 
theoretischen Analyse" in .. Beitrage .ur Geldtheorie." ed. by Hayek. 
'933· 

• "Vorlesungen fiber Nationalokonomie/' Vol. II. page 220. It is 
possible to trace in Wicksell's writings an alternative definition of the 
natural rate--viz., as that rate which would prevail in a barter economy 
where loans are made i1S tsalura. This conception presents, however, 
great theoretical difficulties. We shall therefore disregard it . 

• Inasmuch as money loaned out is supposed to.be used for productive 
PUIpOSes (that is to say. is invested). we can also any that the equilibrinm 
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is below the natutal rate, prices will rise : if it is above, prices will 
tend to fail . 

There is. however, a mistake in this last proposition, as was' 
pointed out for the first time by the Swedish economist DAVIDSON. 

In a progressive economy, where the volume of production and 
transactions rises, the flow of money must be increased in order 
to keep the price level stable. Therefore, the rate of interest 
must be kept at a level low enough to induce a net inflow of money 
into circulation. The rate which stabilises the price level is below 
the rate "at which the demand for loan capital just equals the 
supply of savingsJ. 

Making allowance for this discrepancy, we may formulate the 
theorem as follows. If the banks lower the interest rate, ,,1"';.1 

ptuibllS the flow of money incomes will expand or, if it was shrink
ing, the process oP contraction will be stopped or slowed down : 
prices will rise or, if they were falling, the fall will be arrested or 
mitigated. If the banks raise the interest rate, "teris ptuibtu the 
flow of money incomes will contract or, if it was expanding, the 
expansion will be stopped or slowed down : prices will fall or, 
if they were rising, the rise will be arrested or mitigated. Under 

rate is that rate at which savings-voluntary savings as distinct from 
"forced savings" -become equal to investment.. If the market rate is 
below the equilibrium rate, investments exceed savings : if it is above, 
investments fall short of savings. Savings. in this context, has not to be 
interpreted according to the unusual definition adopted by Mr. Keynes 
in the "'Treatise on Money," and later discarded by him in the ""General 
Theory of Unemployment, Interest and Money." Mr. Keynes now 
employ!! a definition of saving according to which aggregate saving is 
only another aspect of aggregate investment. both being defined as the 
difference between the money value of output and expenditure on consump
tion. This is not the sense. however, in which saving is used by the 
authors now under consideration. For the~ additions to the value of 
current output do not i",mediaWy constitute disposable income ; and it 
is thus open to them to regard saving as something different from invest
ment. When they say that investment exceeds saving. they mean that 
there is in progress an inJlationary increase in the money value of output 
which is not immediately translated into increased iocomes. When they 
Bay that investment falls short of current saving. they mean that there 
is in progress a process of hoarding. a dellationary decrease in the money 
value of output. Which terminology is the more convenien_wbether 
it is better to regard saving as necessarily equal to investment or not-i. 
at present still an open question. 

4 
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giVe1l. conditions, there is one rate which keeps the price level 
constant and another which keeps the flow of money incomes 
constant. r The two coincide only in a stationary economy. In 
a progressive economy, the rate which stabilises the price level is 
~ow the rate which keeps thSO flow of money incomes constant} 

'Which of these two rates is called the "natural" or .. equili
brium rate" will depe11d on which is thought the likelier to maintain 
the equilibrium of the economic system:-] We shall see that those 
writers of the group under review, whose analysis takes accoUnt 
of the d.iffi:rence, reserve the adjective "natUra!.. for the rate 
which keeps the flow of money incomes constant. But for the 
moment we shall ignore this distinction, which the writers in 
question themselves are by no means consistent in respecting.' 

§ 3. TFIE UPSWING 

According to the theory with which we are 
Naftlral dealing[ the boom is brought about by a discre

. rail and pancy between the natural and the money rate of 
",on!) rate interest. 1 How this discrepancy is produced, and 
of in""',I. ;whether there is any reason why it should recur 

again and again in a more or less regnlar fashion, 
will be discussed later. If the money rate stands below the equili
brium rate, a credit expansion will ensue. As soon as prices begin 
to rise, the process tends to become cumulative for the reason that 
there is a twofold causal connection between interest rates and the 
price level. A low interest, level tends to raise prices and a high 
level to depress them : but, on the other hand, rising prices tend 
to raise interest rates and falling prices ~o reduce thenif' If prices 
rise and people expect them to continue to rise, they h«ome more 

• Independently from Wicksell. Mr. Hawtrey introduced the notion 
of the "natural rate" (which h. distinguished from the "prout rate") 
in his .first hook "Good and Bad Trade" (LondOll. 1913). But. since he 
did net use this concept in any of his later writings. we have made no 
ref .... nce to it in the summary of his theory. The COIIcopt of a "natural 
rate" (and even the term) can he found in earlier English eCOIIomic 
writings. 
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eager to borrow and the demand for credit becomes stronger. 
Falling prices have the contrary-effect. Rising prices are equivalent 
to a premium for borrowers, falling prices are a tax on borrowers. 
Professor IRVING FISHEll distinguishes between the "nominal 
or money rate of interest" and the " real rate of interest ".' The 
first is the rate as we find it in the market: the second is the money 
rate corrected for changes in the value of money in terms of goods 
and services. Thus, if prices rise by 3% during the year, a nominal 
rate of 5% is equivalent to a real rate of (approximately) 1%, because 
the purchasing power of the capital sum falls by 3%' If prices 
rise by (say) 10% a year, a nominal rate of less than 10% becomes 
equivalent to a negative real rate, because the creditor loses, in 
terms of real purchasing' power, more on the capital than he 
receives as interest. If prices fall by (say) 10% annually, a money 
rate of 5% becomes equivalent to a real rate of about 15%. 

Mr. HA WTIlEY proposes the term "profit rate '~for true profits 
of business, which he describes as being the ratio of labour saved 
per annum by the capiral actually in use to labour expended on 
first cost, corrected for price changes.' 

The most convenient way of approach to the understanding of 
these rather complicated inter-relationships is to conceive of the 
situation in terms of the supply of, and demand for, credit. r The 
supply is furnished by the savings of individuals and corporations, 
supplemented by inHationary bank creditsl The ability of the 
banks ~o create credit makes the total supply elasti<1 A consider
able increase in the demand will be met without much rise in the 
interest rate, though the supply of voluntary saving may not have 
increased vety much. rThe deman9 for credit is a very complex 
phenomenon~ We shall see later on, in connection with the 
analysis of other theories, that it is exposed to sudden inHuences 
from various sides and subject to rapid changes. Suffice it to 

• See, •. g., "The Theory of Interest," New York, 1930, Chapter II. 
I As Professor Hansen has pointed out, many of these concepts must 

be interpreted as referring to "expected " rather than to·' contemporary" 
magnitude. It is the" expected·, profit or yield from capital investment 
which must be set against the money rate of interest. Fairness to the 
older writers demands this interpretation, even if they frequently failed 
to emphasise .. expectations" to the extent whicb has since become 
fashionable. 



Ana[ysis of Theories Part L 

assu:me; at a given moment of time. a· negatively inclined demand 
schedule. The lower. in sUch case the price of credit-i .•.• the 
interest rate-the larger the amount demanded. 

We start from a sitriation where the banks maintain a level of 
interest rate, at which the demand for. and supply of. credit ~ceeds 
the supply of savings. A credit expansion ensues. prices rise. and 
the rise in prices raises profits. The demand for credit rises: at each 

,- rate of interest, more is demanded than before. But the monetary 
expansion does not expand savings to the same· extent, and the. 
equilibrium rate of interest rises. Consequently. if the banks 
persist in maintaining the same rate of interest, the gap between 
the equilibrium rate and the market rate will be even wider than 
before. and the amount of credit expansion required even greater. 
Prices rise higher still, profits are raised. and the vicious spiral 
of inflation <;antinues. . After the movement has gathered momen-, 
tum. it can 0+ l!!.e stopped by a considerable rise in the rate of 
interest being enforced by the banks. 

The process need not be discussed in greater detail, because so 
far the monetary over-investment theory runs parallel with the 
purely monetary theory.' The only difference is a difference of 
terminology"':"namely. the introduction of the terms .. natural or 
equilibrium rate of interest" for a concept which is equally implicit 
in Mr. HAWTREy'S analysis. . 

So much for the monetary aspect of the upswing. 
The But, according to the theory under review. it has 

lapitalistit its complement in a distortion in the structure of 
sfrtlt:tllrl production • ...,wdistribution of economic resources. 

of protillttion. This .. real"~ it is now proposed to 
consider. ~ '. • 

r The rate of interest has not only the function of regulating 
the quantity of money: Like every other price, it has. in an 
individualistic economy, the more fundamental function of serving 
as a guide to the allocation of the factors of production to the 
different branches in the production process. It is· the vertical 

• It should be remembered that the present theory has been developed 
independently of Mr. Hawtrey's. Whether aDd to what extent they 
have historically a common origin will not be discussed here. 
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structUre, more specifically, which is governed by the' rate of 
interes~ In order to explain this part of the price mechanism, 
it is necessary to go somewhat deeper into the theory of capitalistic -
production. 

At any given moment, the available means of production are 
in some way apportioned between the various stages of production. 
Some of them are at work in the industries which produce con
sumers' goods; others in the industries just before the1ast stage ; 
others are applied to produce half-finished goods, raw materi,us, 
tools and machinery. 

The apportionment of the factors of production devoted to the 
production of consumers' goods and to the earlier stages of pro
duction respectivdy can, of course, be modified and is being 
modified continuously. Economic progress has to a large extent 
been conditioned by the fact that an ever-increasing proportion 
of the available productive resources has been devoted to earlier 
stages of production. New stages have been addell ~r interpolated, 
with the result that the vertical structure of production has been 
dongated. In other words, r the methods of production have 
become more indirect, more " roundabout" and more .. capital
istic ". in the sense that a greater amount of capital,. intermediate 
goods such as machinery and raw materials and half-finished pro
ducts, is used per unit of output of consumable goods:Y The 

i ultimate aim of the accumulation of capital is naturally an increase 
I in the output of consumers' goods. But the percentage increase 

in capital stock piled up behind the consumption industries is 
greaten than the percentage increase in' the rate of Bow of 
consumers' goods. 
r The force which determinea!he lengthening of Jhe process of 

production is, broadly speakhlg, the rate of saving) The signals 

I Intermediate goods and consumers' goods are measured in value 
units. Since we are concerned with a proportion of values, we are not 
bothered by the objection that there can be no common measure for 
valuations at different time points. The problem of the .. time-dimen';' 
sion" of capital has given rise to endless disputes, especially in recent 
yean. We shall, however, refrain from going more closely into the matter, 
since the theories at present under discussion can be analysed without 
a final decision on this point. 
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for: the entrepreneurs to elongate the process ate the avwbility 
of new capital and the lowness of the rate of interest. _/ 

If a part of current income is being saved-i.,., if not all inCome 
is devoted to buying consumers' goods-the demand for consum
ers' goods falls off and factors of production ate made available. 
If tho money saved is nCit withdrawn from circulation, but is 
offered in some way in the capital market, the rate of interest will 
fall and this will induoe entrepreneurs to make new investments. 
There ate always opportunities for investment which cannot be 
undertaken for want of capital. Labour:saving machinety can 
be installed (which involves the creation of a new stage in the 
prooess of production), railways can be electrified and in a hundred 
other ways the prooess of production can profitably be lengthened 
-if only the rate of inte~ is low enough and the necessary 
amount of capital available;. It is the function of the rate. of interest 
to select among the great number of existing opportunities for 
investment those extensions of the production prooess which can 
be undertaken with the existing supply of capital (savings). The 
rate of interest distinguishes those of the new roundabout 
methods of production which ate permissible from those which 
ate .I1oi,,1 , 

If a certain p~ of investment, which from the technological 
point of view seems to be productive and useful, cannot be realised 
for the sole reason that the expected yield would not justify the 
investment at the existing rate of interest-i.,., because the profi.!; 
rate is lower than the prevailing rate of interest-that by no 
means proves the imperfection of our present pricing system, 
but simply shows that there exist other opportunities for 
improving the productive process which hold out a higher 
rate of tetumand should rationally, therefore, be undertaken 
first. . 

If the rate of interest falls because of increased savings, the demand 
for capital can be satisfied to a greater extent and the equilibrium 
point moves down along the curve of demand for capital. 
Investments which were extra-marginal under the higher rate now 
become permissible. Factors of production ate shifted from the 
lower to the higher stages of production. The production process 
is lengthened and eventually the output of ~onsumers' goods per 
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unit of input (in tenns of" original factors" of production) is 
mised.1 

TFrom the point of view of the entrepreneur who 
wants to embark on new schemes of investment, the 

.xjNtlt.ri01l situation is not changed if the lowering of the rate 
. flIIIi" fornJ of interest is due to capitalls having been made more 

stilling ". plentiful, not by an increase in voluntary saving, but t 

'by an expansion of bank credit. Stich an artificial 
cheapening of capital will also lead to a lengthening of the process 
of production. If we start from an equilibrium position of full 
employment with no exoess capacity-we shall see later that the 
argument can Ilso be adapted to apply to a situation with unem
ployment and unused plant-means of production will be draw 
away from the consumption-goods industries. These industries . 
have to contract and the higher stages of production will expandJ 

C,..Jit 

This comes about in the following way. Entrepreneurs who 
want to invest are provided with purchasing power by the banks 
and compete for capital goods and labour. Prices will rise or 
be prevented from falling-this last case we shall discuss in detail 
later---4tld consumers' goods industries (the demand for the pro
duct of which has not risen, or not risen so much as the demand 
for capital goods, which is swollen by the newly created purchasing 
power) will be unable to retain at the enhanced prices all the 
factors of production which they used to employ. They will be 
compelled, therefore, to release means of production for use in the 

I It has been questioned whether this process of saving and investment 
runs smoothly. A great number of writers believe that the process 
of saving is likely to produce serious disturbances (a) becanse saving 
produces depression in the consumption industries which then spreads to 
the higher stages. (6) becanse money which is saved frequently disappeara 
on the way and is not invested (deflation). (e) because increased 
investments eventually bring about an increase in the production of 
consumers' goods, which cannot be sold at the prevailing prices unless 
the flow of money is increased. But it is not with these alleged frictions 
and disturbances that we are here concerned. They will have to be 
discussed at a later stage of our enquiry. The theorists now under re\·iew 
believe that Ordinarily the process of 4aving and mvestment runs 
smoothly. Acconling to them, troubles arise only if voluntary saving 
is supplemented by inflationary bank credit or by expenditures from 
money hoa.rds--that is to say. by a rise of the velocity of circulation of 
money. 
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higher stages of production-that is, for the production of 
additional capital goods.1 ' 

Obviously,[the necessary condition is that the demand for 
consumers' goods does not rise p4ri pauli with the creation of 
credit and the rise in demand for capital goods.7 Either there will 
be a lag in the rise of aggregate incomes, or-what is probably 
the same thing from another angle-the increment of income will 
not at once be available (owing to discontinuities in the receipt 
of it) for expenditure purposes. Prices will thus rise quicker than 
disposable income, and consumption will be curtailed. In addi
tion, the rigidity of certain contract incomes such as rents, pensions, 
salaries, etc., may have the effect of modifying the distribution of 
income in favow: of classes who are more disposed to save and have 
greater incentives to do so, with the result that consumption will 
tend to be still further reduced. People are to some extent forced, 
and to some extent induced, to save more; and this r forced saving" 
has the same result as is usually brought about by voluntary saving~ 
viz.{a restriction of consumption and the release of: productive 
resources for the production of additional capital goods.} In other 
words, the real capital which is needed for the increased investment 
is extorted from the consunling public by means of rising prices.· 

, The concept "forced saving" has a long history (c/. F. A. Hayek, 
.. A Note on the Development of the Doctrine of Forced Saving" in 
Quarlorly Journal 0/ ECOfIOm'cs. Vol. 47, page 123). In addition to the 
writers of the present group, Professor Schumpeter has given it a promi
nent place in hi. account of the upward phase of the cycle. (See his 
If Theory of Economic Development. II English translation from the last 
German edition, 1934. First German edition. 19U.) Unlike the monet
ary over-investment theorists, however, he does not use the alleged 
peculiarities of forced saving to explain the crisiS'. This point will be 
taken up later (c/. Ch. S. § 3). Recently the doctrine of forced saving has 
been attacked by Mr. Keynes (" The General Theory of Unemployment, 
Interest and Money ... pp. 79-81. 183l. But, as Mr. Robertson has pointed 
out (c/ • •• Some Notes on Mr. Keynes' General Theory of Employment" 
in Q_1y Journal 0/ Economics, Vol. 51, 1936, page ~78), Mr. Keynes' 
objections are purely verbal. He banishes the WOld. but is forced to 
recognise the thing which the word denotes, though in another dress, when 
h. says that. under the pressure of investment which is imperfectly 
foreeeen, there may occur a "temporary reduction of the marginal pro
pensity to consume" (loc. Gil., pages 123 and 124). 

I Treatment of these theories is complicated by. the fact thai> there is 
.s yet DO agreement as to the exact aee of the expression "forced saving". 
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§ 4. THE DOWN-TURN (CRISIS) 

Why must this process of monetary expansion aod heavy invest
ment always end in a collapse? Why does it not go on inde£initdy 
or tail off into a more stable situation? 

r According to the over-investment theory, this is 
Abf1lllion11lent impossible, because. by the a.rtificiallowering of the 

of ovtr- interest ra.te, the economy is lured into long round-
,apita/uti, about methods of production which cannot be 
Prt'"sses. maintained permanently. The structure of produc-

tion becomes, so to speak, top-heavy. Forces are 
set up which tend to restore the old arrangement;{ For some time, 
increasing advanoes by the banks enable entrepreneurs to carry on 
construetion by the new roundabout methods. But sooner or 
later--1lnd the later it happens the worse the resclt..Jit becomes clear 
that the newly initiated extensions of the structure of produetion 
cannot be completed, and the work on the new but incompleted 

It has been used to indicate the extra saving created by the transf.r of 
resources and incomes from creditor to debtor, from rentier to State, from 
wage-earner (at least temporarily) to employer, as the result of inflation. 
Professor Strig\ has objected to this theory of forced saving ("Kapital 
und Produktion," Vienna. %934. page 195. and I. Die Produktion unter 
d.m Einfluss einer Kreditexpansion " in SeMi/ten des V .... i ... /ii. Sollial
polilik, Vol. 173, 1928) that, if those with relati .. ely fixed incomes get 
less and are obliged to restrict consumption, others expand their incomes 
to a corresponding amount and, unless they refrain voluntarily from 
expanding consumption to the required extent, there cannot be a net 
increase iIi capital formation. In other words, there is no forced saving 
but only ordinary, voluntary saving. 

Apart, however, from the increase of saving as a resnlt of what Professor 
Pigou styles a "doctoring of past contracts", there is a more direct 
channel whereby additional hank credits may increase investment. 
This is the process which Mr. Robertson discusses at length in "Banking 
Policy and the Price Level" under the head of "Automatic stinting." 
Either dishoarding or the expenditure of newly-created money. he saYSI 
"brings on to the market an additional daily stream of mon.y which 
competes with the Inain daily stream of money for the daily stream of 
marketable goods, secures a part of the latter for those from whom the 
additional stream of money flows, and thus deprives the residue of the 
public of consumption which they would otherwise have enjoyed It 
("Banking Policy and the Price Level," 1932 ed., page 48). As Pigou 
argues in the particular case of the expansion of bank credits: U What 
in substance has happened is that the bankers have transferred to busi
n ..... men purchasing power aud, througb purchasing power, real stuff in 
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_roundabout pr~ must be discontinued. The investment 
boom coThlpses and a Iargepart of i1ie in~ capital is lostl 

Before discussing in detail how this comes about and ;"bat 
the external symptoms are, it will be useful to make the broad 
lines of the argument clearer by comparison with a centralised 
communistic economy. 

The Russian Five-year Plan was a supreme effort to increase 
the "roundahoutncss" of production and ~eby the future 
production of consumers' goods. Instead of producing consum
ers' goods with the existing rather primitive methods, they curtailed 
production for immediate consumption to the indispensable 
minimum. Instead of food, shoes, clothes, houses, etc., they 
produced ~wer~plants and steel works: they sought to improve 
the transportation system : in a WOId, they built up a productive 
apparatus which could tum out consumption goods only after • 
considerable petiOli of time. 

But suppose it had become impossible to carry through this 
ambitious plan.' Suppose the Govemment had come to the 

the form of wage goods and so OD, formerly belonging.to other people. 
They have done this by giving new money titles to business-men while 
leaving tbe money titles in otber people's bands nntouched in exactly 
tbe same way as tbey would bave done bad tbey taken money titles from 
other people and banded tbem to bnsiness-men" ("Industrial Fluctua
tions:' 1929. page I41). 

Neitber Professor Pigou nor Mr. Robertson seems to have in mind a 
reduction in /oIal consumption, but only a re-<iistribution of consumption 
in favour of wage-eamers, an augm .. ntation of tbe real-wages bill, which, 
according to Professor Pigou, brings witb it an augmentation of capital. 
But this is tbe same type of mechanism envisaged by Professm Hayek 
and Professor Mises as the instrument by which investment is financ:ed 
in excess of voluntary saving in tbe case where an increase in capital 
involves 'a diminution of tbe 1Iow of goods available for consumption. In 
the latter case, however, it is implied tbat tbe incomes created by the addi
j:;onal investment do not immediately become available to be spent orsavee!. 
. Professor Francesco Vito uses the expression .. forced savings" for 
what is usually called •• corporate saving". If a bnsiness firm or company 
fails to distribute its entire profits to tbe sharehold""" this may mean 
that tbe latter have been "fon:ed" to save (against tbeir will) by the 
directors of tbe corporation. Professor Vito believes that this type of 
forced saving is likely to cause the same troubles as the type envisaged 
by Professor Hayek. See F. Vito, .. II Rispannio forzato e 10. teoria di 
cicli economici" in RivisuJ i~ di """- socUJli. ]934. and 
.. Die Bedeutung des Zwang..sparens fUr die Konjunkturtheorie" in 
.. Beitri.ge zur Konjunkturlehre," 1936. 
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conclusion halfway that the population !,ould not stand the enorm
ous strain and had decided to change the policy. In such a case, 
they would have been forced to give up the newly started round
about methods of production and produce consumers' goods as 
quickly as possible. They would have had to interrupt the con
struction of power-plants, steel works and tractor factories' and 
try instead to produce as qUickly as possible simple implements 
anel tools to inciease the output of food and shoes and houses. 
That would have involved an enormous loss of capital, sunk in 
the abandoned construction works. 

Exactly the same thing bappens, according to the monetary 
over-investment theory, in our individualistic exchange economy at 
the turning-point from prosperity to depression during the ordinary 
business cycle. The only difference is this : what in a commu
nistic society is done upon a decision of the supreme economic 
council is in our individualistic economy brought about as 
the net effect of the independent actions of individuals and carried J 
out by the price and interest mechanism. 

It is not so easy to trace this process in detail, step by step, as 
it is to convey the general meaning of the argument : and, at this 
crucial point, the reasoning of our authors is not always altogether 
clear and consistent. It should be kept in mind that we are 
still concerned with what happens at the end of the boom and with 

. the nature of the maladjustment which necessarily emerges and 
. leads to the collapse. What happens after the tum will be dis-

cussed later. ~ We shall see that, once the depression has started, 
th~ whole economic scene is completely changed and quite 
different arguments apply. . 

~~~_<;.al!iUO~~'~9Q~......2U;b.I;\ 
Shorlal,l of boom i,S ., ,,1m, "ost invariably the igability or unwiJJjog
inv.stibk neSs oi w.e Patlking§Ystem to con1jggc the expany,19!E 
iNNis. -F~ermoI';;-Yt can be shown that a mere stoppage 

of expansion without actual contraction is very 
likely to lead to serious troubl~ The process of expansion and 
investment involves the banking system in heavy commitments 
for the future, not in the legal but in the economic sense. The 
newly started roundabout methods of production can be completed 
only if a flow of capital is available over a considerable period. If 
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this How is not forthcoming, the completion of the new schemes 
is impossible. This must not be interpreted in too narrow a sense. 
What is meant is not merely that the construction of an indivisible 
piece of investment, a railway line or a power-plant or a new 
Cunarder, may have to be intenupted.1 A much more important 
case is where a higher stage in the structure of production has been 
so much developed that it can work with full capacity only if the 
lower stages are adding to their equipment. If the steel industry, 
for example, has been developed to satisfy the needs of a rapid 
expansion in the building or automobile industry, it may suffer 
a contraction as soon as the building or automobile industry
without actually contracting-stops expanding and no longer 
adds to its equipment. This proposition will be discussed in 
greater detail in connection with the acceleration principle. rrt 
fc!xplains or helps to explain why the transition from exp. aDsion 
Ito a stationary state is so difficuli! . 
~~as already been said, the fact that banks are forced to stop 
expans~onetary reasons is the p qxima~ciuse of tljc:. 
boom's coming to an end. f5hortage of capital causes the collapse: 
but the tetm •• shortage of capital" is provisional and has to be 
used with great care. In· the first 'instance, it may be interpreted 
in the monetary sense as equivalent tor-a_ .sh,?~ge of i!t.!estibJe fundsT . .... . .. 

(
(The whole over-investment school, however, denies that 

. monetary measures can avert the crisis, and contends that they can 
( only postpone it;{ If all legal and customary limitations were 

removed and the necessary funds provided, the monetary expansion 
could go on, but prices would inevitably rise. There would 
be no end to this rise of prices, which would proceed with increas
ing rapidity like the Getman inHation in 1911-1913; and, if the 
credit expansion were not stopped, it would be brought' to an end 
by a complete collapse of the monetary system-that is to say, 
the public would eventually abandon and repudiate the rapidly 
depreciating currency, as the German public started to do with 
the German Mark in '913, 

• This over-narrow interpretation of the hAustrian" theory is that 
given by D. H .. Robertson : .. Industrial Fluctul'tions and the Natural 
Rate of IDterest" in the ECOfIOIfIic joumal. Vol. 44. 1934. page 653. 
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~ek's 
theory 

of capital 
shortage. 

The Onr-investme"t Theori" 4' 
Great pains have been taken to explain this 

process in terms of relative prices and of supply 
and demand for particular. types of goods. To 
Professor HAYEK we owe the ·most elaborate 
analysis. It runs as follows. 

The whoie stream of money or flow of purchasing 
power-that is, the demand for goods in terms of money per unit \ 
of time-:-is at any given point of time divided between producers' 
goods and consumers' goods. Since the productive process is 
split up into nunferous successive stages-or, in other words, 
since the original factors of production (whatever that may mean) 
have to undergo numerous successive'transformations before they 
are ready for final consumption-the money volume of transactions 
iIi producers' goods pCot_unit of time is a multiple of transactions 
in consumers' goods. lMuch more money is spent per unit of 
time on producers' goods in all stages than on consumers' goods::) 
If a part of income is saved and invested, .. teris ParihllSl the pro
portion between the demand for' consumers' goods and the demand 
for producers' goods is modified in favour of the latter; and it 
must be permanently modified because, by the act of saving, the 
stock of capital. as. well as the volume of transactions in capital 
g09ds, has been permanently increased~ . 

IAn analogous change in the proportion between money spent 
for consumers' and producers' goods may be induced by injections 
of bank credits for production purposes':l But in that case, in 
contradistinction to the case of voluntary saving, there is a strong 
probability that individuals will tend to restore the old propor
tion. "Now,fthe sacrifice is not voluntary and is not made by 
those who will reap the benefit from the new investments. It is 
~ade by consumers in general who, because of the increased com
petition from the entrepreneurs who have received the additional 
money. are forced to forgo part of what they used to consume 1 .. ' 

• This qualification is necessary, because there are other facts which 
in6uence the proposition mentioned in the text. If, for example, two 
or more successive stages of production are merged and run by a single 
finn in..tead of by two independent firms. the transfer of the interme
diate goods from the former to the latter will from that time on be 

, accomplished without the help of money. The amount of money required 
in the business sphere is reduced by such an act of integration. 
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There can be no doubt that, if their money receipts should rise 
again, they would immediately attempt to expand consumption 
to the usuaI proportion. ", And receipts llliH rise sooner or later, 
for the new money is spent partly to hire labourers, partly to buy 
""pial goods of :all sorts; lind in both eLSes the money, partly at 
once, partly after a while, becomes additional income-in the hands 
of the. factors of production. 
r There is another factOr which tends to swell the demand 

for consumers' goods: IBookkeeping i; more or' less based 
on the assumption of' a constant value of money! Periods 
of major inflations have shown that this tradition is very 
deeply rooted and that long and disagreeable experiences are 
necessary to change the habit. tOne of the consequences is that 
durable means of' production~uch as machines and factory 
buildings-figure in cost accounts at the actual cost of acquisition, 
and are written off on that basis. . If prices rise, this procedure is 
illegitimawj The enhanced replacement cost should be substituted 
for the original cost of acquisition. This, however, is not done) 
or is done ouly to an ins~cient extent and only after prices have 
risen considerably. The consequence is that too little is written 
off, paper profits appear, I and the entrepreneur is tempted to 
increase his consumption. Capial.~ such eLSe is treated as 
income.-

1 .. Prices and Production," 2nd ed., London, 1934. page 57 . 
• These paper profits are also likely to add to the cumulative force of 

the upswing, because they stimulate borrowers and lenders to borrow 
and lend more. They foster the optimistic spirit P"lvailing during the 
upswing. and so the credit expansion is likely to be accelerated. This 
phenomenon has its exact counterpart during the downswing of the cycle. 
See the excellent analysis of this phenomenon by E. Schiff, "KapitalbiJ
dung und Kapitalaufzehrung im Konjunkturverlauf" (1933), 'esp. Cb. IV, 
pages rI3-134 ; also Fr. Schmidt (··Die Industriekonjunlrtur-eiD 
Rechentebler," f927), wbo bas tried to build a complete theory of the 
cycle on this factor. . 

• In so far as entrepreneurs repay loans to the banks, they find them
selves in posses.o;;iOD of a real surplus. since theirobligatioils haw remained. 
unchanged. while their receipts, etc., have risen owing to the r)se in prices. 
This surplus may, and prohahly will, to a certain extent be utilised for 
increased consumption. Mr. Robertson has drawn attention to this 
Consideration: see his "Banking Policy and the Price Level," 2nd ed., 
London, 1932, page 73. A further factor which operates in the 
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~ the demand for consumers' goods rises relativdy to the 
demand for producers' goods, consumers' goods industries become 
relativdy profitable, and factors of production are enticed away 
from the higher stages of production and employed in the lower 
stages.) \The price of laboW' (wages) and I9f other mobile means 
of productio~ which can be used in various stages and can be 
transferred from the higher to the lower stages, (rises.: This 
involves a .rise in money cost, which affects both lower and higher 
stages of production. But,r while in the lower stages demand has 
risen, this is not true of the higher stages. Hence losses and a 
curtailment of production in the higher stages. The collapse 
of the boom has beguiil 

It souods perhaps paradoxical that a general increase in demanl 
for consumers' goods should have an adverse influence on th 
production of capital goods in general, which derive their economi 
value from the consumers' goods which they hdp to produce 
The paradox has puzzled many writers, but it is not difficult to 
explain.1 It should be borne in miod in the first place that the 
proposition holds good onl{if all factors of production are reason
ably wdl employed or if at least some of the factors attracted 
to consumers' goods trades would otherwise have been employed 
dsew herej) At the end of the boom this can perhaps be 
assumed to· be- true. Secondly, '-it is assum.ed that the demand 
for consume~,.goods rises relatively to the demand for producers' 
goods~ This second assumption excludes the possibility of a com
pensatory expansion of credit, since, if credit for the purpose of 
acquiring producers' goods could be expanded pari pasm with the 
increased demann for consumers' goods, it would' rib longer be 
true that the proportion between demand for consumers' goods 

direction of increasing demand for consumers' good~ is the fact that. with 
rising prices. the consuming public is li.1rely to dishoaId and .. to hurry 
on with the purchase. of goods (such a.1I clothes and motor~ca~) of 
which the exact moment of purchase can be varied within pretty wide 
limits" (Robertson. 0(>. m .• ""ge 75). 

I A. H. Hansen and H. Tout, in .. Investment and Saving in Business 
Cycle Theory:' ECOOIC1>MIric,., April 1933. have pointed out the underlying 
assumptions. . 

• If competition in the labour market is very imperfect., full employ
ment is no necessary condition. 
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and producers' goods has changed.1 The change involves. a rise 
in interest rates; for prosperity in consumers' goods industries 
holds out good prospects of profits in the higher stages of produc
tion. Producers in the higher stages of production will be eager
to continue lengthening the productive structure and wi.ll try to 
raise the necessary funds by borrowing from the banks. 'Demand 
for credit rises; but supply is unchangeciJ or not sufficiently 
changed-for it is assumed that credit ceases to expand, or does 
not "expand sufficiently. IJ:'his entails a rise in interest rates; and 
such a 'rise, as HAYEK has shown, falls more heavily on production 
costs in the higher than in the lower stages of production1 The 
situation is now, therefore, that money cost has dsen, but .remand 
has not risen (or not sufficiently risen), because the necessary 
funds are no longer forthcoming. 
r This is the exact and full interpretation of what is loosdy called 

a " shortage of capital"; and it is a $hortage of capital in this wdl-
" defined sense tjw: is supposed t~the real cause of the break

down. " Shortage of capital " in . sense is equivalent to under
saving and over-consumption)' peopu. could be induced to 
save more-that is, to spend a smaller part of their income on 
consumers' goods and devote a larger part (through the intermed
iary of the capital market) to the purchase of capital goods-the 
flow of money and the structure of production would be brought 
into harmony and the breakdown avoidedl 

,; If this cannot be achievedl...and the chances that 
T!!!./!!!!!!..!L it will be achieved are almost nil--1the new exten
Ik.boofl.r1 sions to the structure of production are doomed 
;11 11M Grim. to collapse} With some slight exceptions which are ---- --_.---./ 

introduced as after-thoughts and treated as theo-
retical curiosities of no practical intportance, the authors of the 
monetary over-investment school conclude tha*veri cte'dit expan
sion must lead to over-investment and to a breakdowOj. It is 
asserted over and over again with great emphasis thaqlt is intpossible 
to bring about a lasting increase in the capital stock of society as a 
whole by means of forced saving and that no permanent extension 

• The proposition therefore does not apply during depression wh ... 
there is unemployment, unused plant in almost &II branches of industry 
and a plentiful supply of credit. 
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of the structure of production carl be accomplished with the help 
of an inflationary credit expansion. What is thus built up duringfd 
the upswing will inevitably be destroyed in the breakdownl \ \ 

In the specific case of the American boom of 19,,-19'9, the 
authors are emphatic that the same thing applies to an expansion 
which does not lead to a rise in prices, but is just enough to prevent 
a fall in prices that would otherwise have taken place because of 
a continuous increase in the volume of production. For reasons 
which will be expounded in the subsequent pages, it seems, how
ever, that .the undertaking to prove this latter point rigorously 
has not been made good. 

In his "Prices and Production":· Professor 
Neiss".' s r HAYEK arguesf tha~ even where the extension of 
critidsm. the structure of production which entrepreneurs 

were induced to undertake by the artificial cheap
ening of credit is completed, Ghe old arrangement tends to be 
restored later on for the reason that consumers wijl "attempt to 
expand consumption to the usual proportion '" and "the money 
stream will be re-distributed between consumptive and productive 
uses'" in the same, or nearly the same, proportion as it was 
distributed before such proportion was artificially distorted from 
the normal by the injection of money! 
[But, as Professor NEISSER' has shown, there is no reason to expect 

this return to the old arrangement, if the new roundabout methods 
of production have been brought to completion'l When they 
are completed, the flow of consumers' goods which was temporarily 

, The durable means of production constructed during the upswing 
outlast. of course. the boom. But the contention is that they are lost 
economically. Tbey are not used a.t all or are used in such a. wa.y that 
their marginal product does not cover the cost of reproduction. It 
sbould. however. be noted that importa.nt qualifications are called for 
in respect of permanent goods or instruments where the cost of mainten .. 
ance is negligible compared with production cost. . 

Compare H. S. Ellis. "German Monetary Theory I905-I933" (1934). 
pages 425-431. on other views on "The 'Productivity' of Ba.nk.Credit ". 

• 2nd ed .. pages 55 ., stq. 
• Ibid .• page 57. 
• Ibid .• page 58. 
I U Monetary Expansion and the Structure of Production U in Social 

R ....... clo. Vol. I. New York. November I934. pages 434 ff. 

s 
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reduced will rise again, and will even reach a higher levd than that 
from which the expansion started, so that /Consumers can safdy 
expand their consumption'j Forced saving will cease to be 
necessary when the new processes of production are completed. 
When they are completed, all that is required to maintain them 
is that the entrepreneurs-not the consumers-should refrain 
from "disinvestments ", that is, from consuming amortisation 
quotas. There is no reason why the old proportion between 
money spent for consumers' and for producers' goods should be 
restored. It is not true that the whole of newly injected money 
becomes income either at once or after a while. Part of it must 
be retained by the entrepreneurs in order to pay for intermediate 
goods (in contradistinction to paEents for the original factors 
of production). In other words, only a part of the new money 
becomes income. Another part remains permanently in the 
business sphere] It is only if· entrepreneurs "dissave" -i.e., if 
they eat up tq,eir capital and refrain· from investing that part of 
their gross receipts which is not net income-that the pre-
in£Iation arrangement is res~ored. . 

/ 
. We may conclude thatCthe theory under review is bound either 

f,o assume that the former proportions between capital and income 
{will be restored by actual capital cons,!mption or that die expansion 
rust be discontinued before the new processes have been completed 
--or rather before aU the new processes have been completed] 
This Iatt~ qualification seems to be called for, and is important, 
because (it sheds doubt on the contention that no permanent 
extension of the process of production can be effected by a credit 
expansionJ It is a plausible assumption that, when the expansion 
comes to an end, there will always be some new processes in an 
incomplete state. But there is no reason why others should not 
have been completed. The latter can be retained when' the fome; 
have to be scrapped. ~on of work is the_ essence of the 
cris~ , 

j. But why must there be any incomplete processes at all when the 
expansion has to end? Professor HAYEK admits the possibility 
of the expansion's tailirig-olf gradually, in such a way that the 
started processes are completed but no new ones are inaugurated 
(except where voluntary savings are available). But, evidently, 
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he does not believe that this possibility has any practical importance. 
Much seems to depend on the intensity of the expansion and on 
certain "indivisibilities ", on which MI. ROBERTSON lays so much 
stIess. But the writers of the group undeI review have not 
discussed this point in detail. We shall have oceasion to deal 
with it in anotheI connection. 

It is evident thatr;o colla se woul<L-
W~ ned credit --ansioll could 0 '::-olLj.g dinitel It 

the expandoll fo ows-the point is made by ro essor YEIt 

md? himself-that ra crisis is equally inevitable in the 
case of voluntary saving if the flow of saving is 

suddenly reduced) It is, howeveI, asserted--<llthough the reasons 
given are not always quite convincing-Ithat sudden c;hapges _are_not_ 
likely to occur in respect of voluntary saving, whi.te forced saving 
must come to an end ab!"ptlYJ_}t is theIefore very important 
to askl:lVhyshould the expansion of credit stop. The answer 
is that in Ii closed economy, leaving out of account P?teiy monetary 
and institutional factors (inability of the banking system to continue 
expansion within the limits fixed by the gold standard or some 
otheI legal or customaIy rules), the continuance of the expansion 
will involve a progressive rise in'-pn~: - A progressive rise in 
prices and the dangeI of a complete collapse of the monetary system 
is the only insurmountable barrieI which prevents an indefinite 
continuation of the expansioO::S ----.. - - - ... -. . -. 

It seems to follow that!: the present theory does not prove, as 
it claims to do, that a credit expansion which does not lead to a rise 
in prices but only prevents a fall in prices must have the same evil 
effect as the more violent type which brings about a rise in the 
absolute price level. In ~rogressive economy~ut 

,_of g~in..g",,~ growsc~ntilluallyanapnces tendtheIefore 
_to faIl, there is.._scop~Ji:>r a con~u2~ expansion of credi!..af a 
8.u:ady_ra~ ~-- .,.-------.----.----

, Hayek : "Capital and Industrial Fluctuations" in EC()tl()fMlrica. 
Vol. II, April '934, page ,6,. Reprinted as Appendix to :znd ed. of 
.. Prices and Production". See also E. F. M. DUIbin : "Purchasing 
Power and Trade Depression," London, '933, pages '53-'55. The 
latter concludes that the crisis is a purely monetary phenomenon, brought 
about by the refusal of the banks to continue the expansion of credit. 
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Against. this objection, the following argument has been 
advanced.1 ' It is true, in an economy where the output, owing to 
improvements in the methods of production, grows at a constant 
rate, that a steady expansion in terms of money may be made : that 
is to say, per unit of time a constant amount of new money may 
be put into circulation. But even if this is just enough to keep the 
price level of finished goods constantfprices of factors of produc
tion will rise continuously. Hence, successive additions to the 
money stock will only be able to buy successively diminishing 
amounts of the factors of production] 'IIut, to render the comple
tion of the newly initiated processes of production possible, the 
entrepreneurs in the upper stages must be enabled to absorb 
factors of production at a constant rate ; and, as the prices of factors 
of production rise, a credit expansion at an increasing rate will be 
necessary to enable them to do so. The conclusion is that a 
relative inflation, such as can be made within the limits of a constant 
price level, is not sufficient to allow of the completion of the new 
roundabout methods of production which have been initiated 
under the stimulus of the expansion. Either the rate of expansion 
ef credit will be sufficiently increased and prices will be driven up 
and the inevitable breakdown will be postponed, or the boom 
will collaps,,< at once owing to "'! insufficiency in the capital 

suppl)i:J ~ < 

/ This reasoning is, however, not gether convincing. r The 
~ result will depend on a complica d quantitative relationship 

between certain factors-namely.: 0) the rate of progress of 
the economy, that is the rate of incr~in efficiency or of output 
which determines the rate of credit sion that can be made 
Witho" raising the price level; (b) e supply of, capital which 
is required in successive periods to make possible the completion 
of productive processes which have been started in the past~ In 
respect to both factors, Professor HAYEK'S argumenl; makes 
implicitly certain assumptions, the bearing of which is not quite 
clear. The problem has not been either clearly visualised or 
explicitly stated. • TIte concrete circumstances by which the 
~nitude of the two factors is determined are left in the vague. 

• Hayek, op. ""., pages 16Q and 161. 
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It is open to grave doubt whether generalisations can be made 
on this point. 

In any case, ftbe th;ory in its fully developed fO~_SC:c:JllS_tIL mak~ 
t;l>.eemergClt.CS-Qf1!Jlerious disequilik!lIl!'lA~'penden.!~p0.!!L~5!y"~ly 
'~tio'!.s in!hCia!~.QU~g.§aVin~s being so£"'the 
question arises whether fluctuations of this order of magnitude are 
not equally likely to occur in the flow of voluntary savingsl1 If 
they do occur, evil consequences must be expected, even in the 
absence of credit inflation. (We shall see, in connection with the 
discussion of other theories, that there are numerous other disturb
ances possible which may interrupt the upswing and start a vicious 
spiral downward-disturbances which are probably of the same, 
or even a higher, order of magnitude than the fluctuations in the 
rate of forced or voluntary savin~ above concerned.) 

To sum up, we may say thatUhe theory has not proved rigor
ously that a stabilisation of prices in a progressive economy must 
always lead to over-production, crisis and depressiolj) The 
practical importance of this conclusion is considerable in view of 
the recent American prosperity period, a notable feature of which 
was the fact that wholesale prices did not rise. 

§ 1. THE DOWNSWING 

C The theory of the depression is not nearly so 
The dtprtssion fully elaborated by the authors of the monetary 

tIS tI period over-investment school as the theory of the boom. 
of rtat!iMSt- The depression was originally conceivec;l of by them 

mml. as a process of adjustment of the structure of pro-
duction, and was explained in non-mone~ t~ 

During the boom, they argue<\, the process of production is unduly 
elongated. This 'elongation has accordingly to be removed and 

I Ct. C. Bresciani·Turroni, "The Theory of Saving" in Economica, 1936, 
pages 165 tI seq . 

• The following statement of a proryinent afherent of the monetary 
over-investment theory is significant . ··Tbis tireory does not m~ 
the pretence of being the only explanation of all cycles and crises that 
have ever occurred, nor does it pretend that it states unconditional 
necessities" (F. Machlup, .. Professor Knight and the 'Period of Produc
tion' .. in ]..,,,,al ./ Political ECOOJomy, Vol. 43, October 1935, page 622. 
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r the structure of production has to pe shortened or, alternatively, 
expenditure on consumers' gqpds must be reduced (by retrench
ment of wages and other incomes which are likely to be spent 
wholly or mainly on consumers' goods) sufficiently to make the 
new structure of production possible. r,This involves a lengthy 
and painful process of rearrangement. Workers are thrown out 
of work in the higher stages, and it takeJI time to absorb them in 
the lower stages of production. }1i:a modem times especially, with 
inflexible wage systems and the 'arious other obstructions repre
sented by all kinds of State intervention, this process' of shifting 
labour and other means of production is drawn out much longer 
than is necessary for purely technological reasons~ 

rThis.non-1!l0new.Y_exp~~!lO.!l~ the de.£!.ession 
The Je&Ollliary j~ howev!c, ar!.@~.Y. mcomplete aii<fW:,satisfac-

deflation. fory;r--The majority of ilie-atifharsorth7"group 
L---__ . 

, • under review were at first very rel'tctant to recognise 
that there is a cumulative proces~ ,of contraction corresponding 
to tte cumulative process of expansion. But eventually it was 
admitted that, in addition to the difficulties which must arise from 
the fact that the structure of production does not correspond to 
the Bow of money (in other words, the disturbances which result 
from the deflection of the money stream from the higher to the 
lower stages of production). there must be a deflation-that is, a 
shrinkage in the aggregate Bow of money. rThe difficulties which 
result from this general shrinkage in the ..flow of money are super
imposed on the disturbances involved in the necessary readjustment 
in the, structure of production . .;without assuming'll general 
deBati~p, it is impossible to explain why the depression spreads 
to all stages and branches of industry, why it is not confined only 
to those industries which are over-developed and. must therefore 
e~{ntually contract (the higher stages), but extends a'Iso to those 
wHich are under-developed and must therefore eventually expan!y 
(the lower stages). It has become customary to'speak of'{5econd
ary "deflation:>', by which it is intended to convey that the 
deBation does not come about independently but{is induced by the 
maladjustmen~ in the structure of production which has led to 

, See 'especially L. Robbins: "The Great Depression,"' London, I934-
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the breakdown,...! Without the latter, it is believed, the dellation 
would not start at all • . 

The mechanism of secondary dellation has not been analysed 
very closcly by the &.embers of the school under review. Broadly 
speaking, there are two views. 

(il) ~ has studied the question in various publications' 
and has come to the conclusion thatlth~.P!.~~~tion has a 
ten~~to ~omecumw.,~andself-perpetuatinil Genetically, 
it is true,atis connected with the extravagances of the precedinlt 
boom and the real maladjustment which the boom has producedJ 
But the intensity of the 'dellation by no means necessarily corre
sponds to the extent of the over-investment. [J.t is also untrue, he 
belli:ves . .>-thaHhl;. ciellation CO!lJ;rihutes (as is more or less vaguely 
suggested by the oth.;;' authors of the monetary over-investment 
school) to btinging about the necessaty adjustment (shortening) 
iqJ:h~l'r~f pio~u~QQ. ~~ed,lhs.-d~~.is.pro
peiiedby its. own-momentum / anclYY .. number _ofins!iEUti()nal 
fac1:ors--;) What these factors are and how they/work, w;-shali 
discuss at greater length in another connection. HA WTREY, 

KEYNEs, PrGOu and ROBERTSON have contributed most towards 
the understanding of this phenomenon.' 

Those who believe that the dellation has a life of its own, so 
to speak, which is largely independent of the· disequilibrium bred 
out of the preceding boom, are naturally inclined to assume that 
it can be directly counteracted, even if the boom has been allowed 
to give rise to a maladjustment in the structure of producti,?n . 

• See • 
"Cri";' and Cycles," London, -'936 (translated from th~ German). 

"Geldtheorie und Weltkrise" in DeutscMr Volkswirl of September 25th, 
1931. "Praktische Konjunkturpolitik" in WelIwirlschatllicMS Archiv, 34. 
Band, 1931. "Trends in German Business Cycle Policy" in Economic 
Jourrtal, September 1933 . 

.. See, in particular : 
Keynes: .. A Treatise on Money," London. 1930. 
Robertson: .. Banking Policy and the Price Level," and the controversy 

in the ECOfIOIfIic J ourrtal of the foUowing dates: Robertson, .. Mr. Keynes' 
Theory of Money," Septembert931 ; Keynes, .. A Rejoinder to Mr. Robert
son," September 1931: Robertson, .. Saving and Hoarding," September 

. 1933. and. three notes on .. Saving and Hoarding." by Keynes~ Hawtrey 
and Robertson, December 1933. 
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(b) The other gr<?~p.J!l~3e may re~YEIhMACHLuP, 
MISES, ROBBINS, STRIGL, is C!f the opinion that ~tjQIl. 
~.the neces~~e_'Ll!~m. If-onCC;J:bepooJJthas 
~_~-9_'!~<Lto~ey~!9 Irlye rise to FnaJadju5tmegts, tb,e 
P~ has to_~.p~d!:n the sha£e...9£a:¥o~~deflatioj It is 
admitted by some that, at a certain point in the contraction process, 
an injection of money may help to shorten the contraction. But 
they warn us at once that the medicine is very dangerous. that it 
has to be given in-careful doses, and can be useful only at a certain 
stage of the process and must be administered in a certain way, and 
will do harm if anyone of these conditions is not strictly complied 
with. As this is too much to expect from the monetary authorities, 
the only practical policy is to let the deflation run its course and 
avoid interventions which would only make things worse. 

The most coherent theory of the depression along these lines 
is that of Professor STRIGL." tHe admits that the breakdotn of the 
boom induces a process of hoarding and deBationd <After the 
brealtdown of the boom, fthe banks will not merely stop expansion: 
they will coptract credit in order to increase their liquidity] Under 
the influence of the general feeling of insecurity and pessimism, r industrial firms will also seek to strengthen their cash reserves, and 
amortisation quotas will be kept iii liquid fonn instead of being 
invested) This general struggle for liquidityl involves hoarding~ 
It means that money, whose function it is to be the vehicle of 
investment of real capital, f.ills to fulfil this function and is sterilised 
for the time being in swollen ?ISh reserves or, in the case of bank 
money (deposits), annibilated altogether. rThe general price fall 
which ensues operates as a further deterrent to investment} ,ibe 
profit rate falls below the money rate. Perhaps the most import
ant external symptom of this process is the intense liquidity and 
the extremely 10VJ.jates on the money market which develop during 

. the depression. tJIbe'low money rates are caused by the fact that 
the overHow of funds from the money market to the capital market 

j. impeded by an invisible battier of distrust and pessimisDiJ 
It goes without saying that the writers of the group not only 

admit, but even stress, the fact that the pressure of deflation is 

1 If Kapital und Produktion." Vienna, 1934 .. pages 208 el seq. 
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intensified and prolonged by all kinds of ill-advised intervention 
by the State and other public bodies, such as the competitive raising 
of tarilfs, the scramble for gold in order to liquidate existing gold
exchange standards, and all similar measures designed to keep 
up prices and incom~.l 

Reeovery in 
demand for 

treml. 

§ 6. THE UPTURN (REVIVAL) 

If left to 'itself, the economic system 'would 
gradually return to equilibrium with reasonably 
full employment of all productive resources. r The 
equilibrium could be maintained, if only the banks 
would refrain from a new credit expansion-in other 

worqs, if the money rate of interest were kept on the equilibrium 
level] The equilibrium rate is implicidy or explicidy defined as 
that which keeps the effective quantity of money (MY) constant." 

• See especially L. Robbins: "The Great Depression," London,'I934. 
I The conception If effective quantity of money" is very complicated.. 

It is not easily defined in theory and hopelessly difficult to measure 
statistically. The difficulty comes in princ;pally through the factor 
.. V:' The velocity of circulation meant is not the transaction velocity nor 
is it the income velocity. One might call it perhaps trade velocity, the 
term being understood to cover all transactions which involve an exchange 
of goods in all stages of production, but to exclude' financial transactions 
( •. g., on the stock exchange). If the quantity and the transaction velocity 
of money remain constant, but at the same time the requirements of the 
financial circulation rise, the result will be a decrease in the effective 
quantity of money as defined above. But these qualifications are not 
yet sufficient. Allowance must also be made for integration and disinte· 
gration of the process of production. If two or more successive stages 
in a particular line of industry (such as spinning and weav:ing), which 
are carried out hy independent firms, are integrated by the formation 
of a vertical trust, the transfer of the intermediate product from the 
higher to the lower stage, which formerly gave rise to monetary transac
tions, may in future be effected by mere entries,in the books of the new 
firm.. Thus the merger may set free a certain amoWlt of money. The 
trade velocity of money need not be changed, but the supply of money 
ought to be restricted i otherwise inflationary consequences will ensue. 

From these considerations, it follows that the prescription to .. keep 
the effective quantity of money constant" is by no means an easy one 
to follow. 

On this subject, compare M. W. Holtrop: .. De Omloopssnelheid van het 
geld," Amsterdam, 1923, and "Die Umlaufsgeschwindigkeit des Geldes" 
in BIit"age my GeldtMorU. ed. Hayek, Vienna, 1933, pages II5-2I1. 
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CA deviation from the equilibriUllkrate occurs whetLYQluntary 
-~.-------- .. --.. .-- ::-:J .. ----,... ... --- "'-~-- ---.------. --
saY!l'gs,~e_sllpplementc:u by fuBationary bank crediL9r. in the 
'?Pl'o~ectiq~=-w1iii4as happensaunni'depieSsions)~ 
savecl isHUS~g. no!-~or investment, but to i1lcr~_~_<=!ISh res~~ or 
to-liquidate bafikJ:redit:j" -' H_ ---

'"'Thewriters of the group under review are, however, well aware 
of the great danger that the discrepancy between the money rate 
and the equilibrium rate of interest, which prevailed during the 
depression, will at once be succeeded by a discrepancy in the 
opposite 'direction. In view of the falling prices and the state of 
pessimism and discouragement, ltbe money rate during the down
swing stands above the natural m~ When the fall of prices comes 
to an end and ipessimism gives way to a more optimistic oudooIJ 
the current money rates, without being changed, will soon stand 
below the equilibrium mte:J In other words, the equilibrium mte 
is likely to rise above the money rate.' In terms of supply and' 
demand, this can be expressed by saying that the credit demand 

J. Marschak : "Volksvermogen und Kassenbedarf" in A,chi. /1W 
Sonalwissenschafl fl. Sonalpoli/ik. Vol. 68, 1932, pages 385-419, and 
"Vom GrOssensystem der Geldwirtschaft," loc. cil., Vol. 69, 1933, pages 
492-504. 

H. Neisser: .. Der Tauschwert des Geldes, U Jena, 1928. II Der Kreislauf 
des Geldes n in W.llwirlschaftlicMs A,chi., 1931, Vol. 33, pages 365-408. 
II Volksvermogen und Kassenbedarf" in Archiv fUr Sozialwissenschajt 
u. Sonalpolilik, Vol. 69, 1933, pages 484-492. 

A. W. Marget: .. A Further Note on Holtrop's Formala for the 'Coo1li
cient of Differentiation' and Related Concepts.. U owffllJl 0' Polmeal 
Economy, Vol. 4', pages 237-24') and" The Relation between the Velocity 
of Circulation of Money and the Velocity of Circulation of Goods n, /oc. ciI., 
Vol. 40, 1932, pages 289-313 and 477-512. 

J. Schumpeter : .. Das Sozialprodukt und die Rechenl'fennige n in 
A,chi. fa, Sozialwissenschaft ... Sonalpolilik, Vol. 44. pages 627-715. 

The whole ]iterature on this subject is well reviewed and summarised 
by Professor"H. S. Ellis, "German Monetary Theo'1" 1905-1933" (Cam
bridge, Mass., 1934), Part II. 

I In the earlier versions of the theory, the assumption was made, more 
or less.explicitly, that the discrepancy between the equilihrium rate and 
money rate of interest is a.lways brought about by a lowering of the money 
rate-that is, from the supply side. It is now pretty generally accepted 
that the situation is more complex and that the equilibriam ",te is likely 
to move upward under the influence of psychological fol'Cf", price changes, 
inventions and discoveries, etc. . 
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curve will )llove to the right or, loosdy speaking, that demand 
will rise. !At the same time the banks will be in a liquid position, . 
and there is every reason to expect ~}y will liberally comply with 
the increased demand for credit. vPbe barrier between the money 
market and capital market is broken down, and the funds 
accumulated behind the barrier flow into the investment market.' 

Thus a new ups~g starts smoothly+-at first, almost impercep
tibly-out of the ashes of the last boom.~o special stimulus 
from outside is required in the shape of inventions, crop changes, 
discoveries, etc. We shall see, however, that the writers of the 
next group bdieve that such ali incentive from outside is necessary. 
In this respect the present theory is the more" endogenou,J'" in the 
previously defined sense. But it would seem ~cult and 
not very hdpful to lay down hard-and-fast rules as to whether 
the upswing must be assumed to be brought about by forces 
" internal " or " external" to the economic system. 

Expansion 
from a 
po.rition 

of partittl 
empl'!Jment. 

It is convenient at this point to introduce the 
question of the existence of unused productive 
resources of all kinds. The explanation given for 
the upswing, or rather for the boom, always starts 
from an equilibrium position with full employment 
ohhe means of production. But the amument can 
easily be adapted to the other case. r If there are 

unemployed resources, evidently the expansion of credit may go on 
much longer than_when all resources are employed] There need, 
then, be no shift of factors from the lower to the higher stages, 
but only the absorption of unused resources in those stages 
of production which are especially .stimulated by the expansion. 
Arguing along the lines of the theory under review, one has to 
assume that the unemployed resources are mainlr put to work 
in the higher stages (capital-goods industries) .. 11 But, so long 
as there is a reserve of unemployed resources, th~ rea~on from 
excess investment, which consists (as we have seen) of a 
comparative rise in the demand for consumers' goods, will not 

• Strigl. .p. <il., Anbang I. It may be added that, owing to the exist
ence of the various reserves which will have been accumulated during the 
depression, the expansion can go far with little or no help from the 
banks. 
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produce a breakdown, since there is no necessity to detach factors 
of production from the higher stages. Prices need not rise much. 
The expansion of credit can go on. 

This process has never been analysed so closely as the process 
of expansion starting from an equilibrium position.· But, applying 
the same type of reasoning, the conclusion seems to be as follows. 
A disequilibrium between the higher and the lower stages is pro
duced by the fact that the unemployed resources are not distributed 
among the different stages of production in the way they ought 
to be if ultimate equilibrium is to emerge. A larger amount is 
absorbed into the higher stages than can in the long run be 
employed there with the given rate of voluntary saving. Thus 
the recovery from the depth of the depression has a wrong twist 
from the beginning. 

§ 7. RHYTHM AND PERroDICITY 

Professorf MrSES 1 gives thl> following answer to 
Til. ideological the question why the cycle of prosperity and 

basis depression recurs again and again.- rThe behaviour 
of inj1ation. of the banks is responsible for the occurrence of 

the business cycle) If the banks· did not push the 
money rate below the natural rate by expanding credit, equilibrium 
would not be disturbed. But why do the banks make the same 
mistake again. and again? "The answer must be : 'becaus"the 
prevailing ideology among business-men and politicians looks on 
the reduction of the rate of interest as an important aim ot' 
economic policy, and because they consider an inflationary 
expansion of credit the best means to attain thl;t ~bjective J 
(page j8). " The root cause of the phenomenon that one business 
Cycle follows the other is.thus of an ideological nature" (page 60). 

Professor' MrSES believes, furthermore, that the commercial 
banks alone without the support of the central bank can never 

I See~ however. Bresciani~Turroni • .. The Theory of Saving" in Econo
... ic,., May 1936, pages 17.-174 • 

• .. GeldwertstabilisicIUng und KonjunktuIpolitik," Jena, 19.8, 
pages 56-61. 
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produce a dangerous credit inflation, because they would lose 
cash and become insolvent. CIt is only with the backing of the 
central bank thit, it i$ po~sible to expand sufficiendy to produce a 
dangerous boom~~ The ability of the central banks to increase the 
circulation is due to the [monopoliwhich they hold of the issue 
of bank-notes. If the issue of notes were not a monopoly, if 
competition were restored in this field of the central banks' 
activities-that is to say, if every bank had the right to issue notes, 
convertible into legal tender money (gold)_ dangerous expansion 
of credit and reduction of the interest rate would be impossible. 
The unsound banks would quickly be eliminated, and the sound\ 
banks would learn by experience that expansion is punished b~ 
bankruptcy.1 , ' I 

All the other members of this group of writers 
What banking believe that the solution of the problem of the rhyth
polity,;,,;n mic nature of the cycle is not so simple as the above. 
,liminat. They would all probably agree that there must exist 

tho tytJ,? some form of banking policy by following which 
the business cycle would be eliminated. But they have 

become more and more conscious of the difficulties of giving precise 
criteria for the ideal policy. It is not a sufficient explanation to say 
that from time to time banks lower the rate too much. As has 
been pointed out above, it is rather the rise in the equilibrium 
rate .than the fall in the money rate which creates the discrepancy 
between the two. 

It follows that it is impossible to define the policy which the 
banks should pursue in negative terms by saying that the banks 
should refrain from lowering the rate of interest. It· must be 
stated in positive terms thatf they should varY the rate in such a 
way that no credit expansion or contraction ensues in the face of 
changing demand for creditJ But this, again, seems simple and 
exact only on a superficial view. It has been pointed out above 
how difficult it is, even in theory, to define exacdy what is meant· 
by saying that the effective quantity of money should be kept 

, Compare Professor H. Neisser's criticism in his article : U Noten· 
bankfIl'iheit 1" in Wellwirlschaflliehu Archi •. Vol. 32, pages 446-461. 
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constant. In addition to the theoretical difficulty of giving exact 
criteria, there is the extremely difficult task of applying these criteria 
in concrete cases. 

Professor HA YEIt has pointed out that, for the individual banker, 
it is impossible to distinguish between deposits which have been 
created by voluntary saving and deposits which have an inflationary 
orig;";. The velocity of circulation of money, especially of bank 
money (deposits), may change without affecting the reserves of 
the banks. Neither bank reserves nor reserve ratios nor the price 
level are an unfailing criterion of the correct credit policy from 
the standpoint of the theory under review. Expansion may 
take place without any action on the part of the banks. 

CyGJioal 
implkatiollS 
oj seasofllli 

variatiOllS 
in ",dit. 

Professor MACHLUp' has called attention to one 
factor which helps to explain the recurrence of the 
cycle and throws into relief the passive role of 
the banks, at any rate during the first phase of the 
upswing. It is this. (A considerable portion of 
the payments which have to be made during a 
given period, say a year, are not evenly distributed, 

but are concentrated at certain dates, some of them at the end of 
each month ~d others at the end of each quarter) Therefore, 
even with the most elaborate clearing and compensation arrange
ments, no complete continuous f.ffsetting of the debts and 
liabilities of each' firm is possible. 'At the critical dates, at the end 
of the month and of the quarter, there is therefore always a strong 
demand for short-tenn credit and a resultant strain on the money 
market) If the banks were not able and willing to relieve thisc 

monthly and quarterly tightness of money by granting tempor-ory 
credits, individual firms would be compelled to provide for their 
requirements at the critical dates ~ accumulating ash during 

'the intervals b"tween them. But, las the banks lend money to 
overcome these difficulties-credit expansion for ouch a temporary 
stringency being generally regarded as perfectly legitimate and 
safe-it is not necessary to accumulate cash, and the sums involved 
can be invested instead{ 

, See his book .. BOrsenkredit. Industriekredit und KapitaibiIdung," 
Vienna, 1931, pages 161-178. 
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It is clear that we have here(? source of inflatio,;j and the 
inflation, according to Professor MACHLUP, will not be conEned 
to the single occa,sion of the first introduction of these .. ultimo 
loans", but will tend to reCur cyclically. " While the utilisation 
of temporary surplus cash together with (inflationary) bank Credit 
created the possibility of initiating illicidy long processes of 
production, the depression, after the eHrnioation of the unt~able 
enterprises, will release these sums again " (pages 17' and 176). 
During the depression the investment of these sums is impossible, 
and they accumulate on the money market; but, as soon as the 
spirit of enterprise revives, they can be utilised for financing the 
boom for a long time without any, or with very litde, additional 
bank credit.' 

We may conclude that the question why one cycle 
Summary. follows another without interruption cannot be 

answered, on the basis of the theqry under review, 
by a simple formula. The inevitability of the sequence " forced 
saving-J>reakdown--<lepression" has been somewhat whitded 
down. \. The severity of the decline is no longer believed to vary 
rigidly with the degree of the structural maladjustments which gave 
rise to it. There is no longer the same confidence in the inevitabilc 
ity or the curative function of the depression':) Above all,(Jt has 
been realised to be impossible to fix the sole responsibility for the 
boom on the expansionary propensities of the banking system] 
Even in II. purely cash economy, movements of hoarding and 
dishoarding might be induced, with the result that waves of expan
sion and contraction would take place. It thus seems impossible \ 
to reduce to a few simple rules the problem -of what ought to be 
done to eliminate the cycle. The high expectations which were 
originally entertained in this respect have given way to a much 
more cautious and much more sceptical attitude. 

1 \oVhilst there can be little doubt that we have here a possible source 
of inflation (whatever its quantitative importance), it is difficult to see 
in this factor any independent cyclical significance. 
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AnalYsis of Theorits 
- '-

Part I 

§ 8. INTERNATIONAL COMPLICATIONS 

A syst~tic account of the international aspects 
of the business cycle on the basis of the theory 
hitherto under consideration has never been 
attempted. With the belp of the theory of the 
international money mechanism, it is, however, 
possible to trace out the way in which (if one 

accepts the monetary over-investment theory) the course of the 
cycle in a partitular country must be influenced by its position in 
the international economy, and the manner in which the cyclical 
movement in such country is likely to react on the country's 
international trade and on ~e internal situation of other countries. 

As in the case of the purely monetary explanation of the business 
cycle, the first questions to be asked are : How does a given change 
in the international situation of a country influence the expansion 
or contraction of credit ? Is it likely ta facilitate and prolong, 
or retard, an expansion already under way? How is a contraction 
in process influenced by a given change in other countries? It is 
impossible to, enumerate· and systematise at this point all the 
conceivable contingencies. But a few principles may .be laid down 
and some illustrations be given. 
v Anyim-'provement in the balance ~ayments-that is to say, 
any in~eas;1iltlie-demanci. fOIthe means of payment of a given 
country in terms of the money of other countries-will have an 
expansi9nist influence. This improvement may be due·to a great 
vafretY ·of circumstances-changes in the demand for particular 
commodities, crop changes, capital movements, etc. The erection_ 
of new tariJfJnlls by an individual country, if not followed by 
'compensatory action on the part of other countries, will have a 
favourable influence on the international monetary situation of the 
country which has raised its tariffs. In other words, ~i!1. enable 
the. latt(!r_!o.expan!llts cir~~_tig!Lwithout a de!e~oration oUts 
eXchange rate. Thus, -the immediate uiliue:nce of protectionist 
measures may be a stimulation of prosperity or an alleviation of 
depression. But the conditions in which this is true must be borne 
in mind. If many countries pursue this policy at the same time, 
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the stimulating influence is lost. 'Jft the long run. the raising of 
tariff walls impairs the national dividends of all the countries 
involved.1 Indirect effects (e.g .• restrictions on capital movements) 
may prevent even the immediate stimulation afforded by protec
tionist measures. Finally. an improvement in the balance of 
payments can always be utilised as a means of increasing the 
gold and foreign-exchange reserve in lieu of expandint the 
circulation .. 

While international in!luences are capable of . stimulating or' 
retarding a process of expansion or contraction. they may also 
arrest and reverse it-that is to say. international forces may start 
a revival or precipitate a crisis and depression in a country. 

Under the gold standard. the monetary authorities are obliged. 
if the country is losing gold, to put the brake on expansion. Gold 
may flow out either because the country has expanded more rapidly 
than other countries and prices are getting out of line with those 
in the rest of the world. or because other countries have started 
to contract or because there is a movement of capital (which may 
have been brought about by a great variery of causes). or because 
of a crop failure which necessitates increased inlports or reduces 
exports, etc. Instead of contracting, a country may choose to 
leave the gold standard. If this is not thought safe, as being 
'likely to lead to a flight of capital, resort may be had to eXchange 
controL Thus, innumerable possibilities may arise, which cannot all 
be worked out at this point: but they can easily be analysed in the 
way indicated, although it may be extremely difficult to foresee 
in any given case the outcome of the many forces and reactions 
involved. 

The fact that a crisis and depression or a revival is brought 
about in one way or another by " international forces" in no way. 
therefore, invalidates the theory of the business cycle, even though 
the theory has been elaborated without taking into account these 
international complications • 

• Therefore, the statement made in the text is perfectly compatible 
with the free-trade argument. The qualifications made should be 
sufficient to exclude protectionist measures from the arsenal of a rational 
depression policy. 

6 
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In arguing on the basis of the over-investment 
IntematilJlllli theory, special attention must be paid to international 

eapital capital movements.' They not only affect the 
movements. purely monetary situation by stimulating or retard-

ing the expansion or contraction of credit : they 
have also a bearing on the structure of production. An individual 
country may finance a boom, wholly or partly, by capital imports 
from other countries instead of by an internal expansion of credit 

~. 

and forced saving. So long as this is possible, the reaction which 
the theory under review holds responsible for the breakdown
namely, a corresponding rise in the demand for consumers' goods 
-may be staved off. Thus, in so far as a particular country is 
concerned, the boom may be prolonged. On the other hand, 

, international capital movements are subject to risks and disturbances 
which are absent in the case of an internal expansion. 

An interesting question is how the composition 
The of exports and imports of a country changes dating 

&om position the different phases of the cycle. It might be sup
·of exports posed that capital imports during the upswing are 
fIIIIl imports. bound to be effected through the import of capital 

goods. As a general statement, this would, 
however, be wrong. In any given situation in respect of tariffs 
or otherwise, what a country imports will depend on the compata
tive cost situation or, in other words, on the compatative facilities 
of the various countries for the/production of different types of 
goods. It is conceivable that capital for investment purposes 
may be imported, not in the shape of capital goods (raw materials, 
machinery, electrical equipment, etc.), but in the shape of consumers' 
goods. This will be the case in a country where capital-goods 
industries and th~ production of raw materials are well developed, 

. while consumers' goods industries are less so.· 

l See especially R. Nurks. : .. Internationale Kapitalbewegungen." 
Vienna. '935. Ch, V. pages ,87-.II . 

• We need not go into the causes which give a country an advantage 
in the production of this or that type of goods. They range from climatic 
conditions and the quality of the soil to the structure of the tarilI and social 
legislation, 
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It is difficult to find concrete examples which illustrate this propo
sition, since in actual- fact the situation is usually very complex. 
Countries do not usually specialise soldy in the production of con
sumers' goods, capital equipment, or raw materials, etc. Still, the 
economic equipment is usually deficient in various directions, 
though protectionist policy has done much to diversify national pro
duction and lessen international specialisation. On the whole, indus
trial countries are at the same time exporters of capital. Therefore, it 
is natural that capital movement should take place chiefly through 
the shipment of machinery, railroad and dectrical equipment, etc. 
The outstanding example of capital movements taking place through 
the import of foodstuffs, other articles of consumption and raw 
materials is Germany in the post-war and post-inflation period. 

It is hoped that these remarks give an idea of the almost endless 
multiformity of the international complications, and at the same 
time of the possibility of analysing each of these innumerable cases 
with the help of a few principles, and of understanding them as 
spccial cases which can be brought under the general doctrine. 

§ 9. CONCLUDING REMARKS 

The most valuable and original contributions of the monetary 
over-investment theory aref&) the analysis of the maladjustment in 

thestru~_~production"6rought about bLthe-=dit.!;!Eansi~ 
dll~n~t!>~_prosl'~hase of the cycle and (2) ~_~a~ 
of the breakdo~~_~!'~~:nt on that maladjustment. But our 
analysis has also shown that the theory is not in ~ects com
plete. The claim to exclusive validity is open to doubt .. ~ 
litrIe difficult, for example, to understand why the transition to a 
m~(,Yilaa1iolli: "proc;;sSOf pr.Oduction should be associated with 
pr~.!itv!!_ci-thc"!~!l!rn to ~undaIlo~o;ss a s;no;m;, 
fer depression. _ Why should not the original inflationary expan
sion of investment cause as much dislocation in the production 
of consumers' goods as the subsequent rise in consumers' demand 
is said to cause in the production of investment goods? 1 

• Cf. Durbin : .. The Problem of Credit Policy." 1935; Bresciani
Tunoni ... The Theory of Saving" in EcOflom;ca. May 1936. pages 175 
and 176. 
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As to the explanation of the depression, especially the latet 
phases of the depression, there is not a high measure of agreement 
between the various members of the school So far as the existence 
of a vicious spiral of deflation is admitted, the analysis of the 
deflation is, on broad lines, not dissimilar from the analysis given 
by writers of other schools. 

B. TIH N0II-11I0fU/"'Y OIIer-inves/","" TlHoriu 

PriNijJfJJ 
luI/hars. 

§ 10. GENERAL CHAllACTEIlISTICS 

The most prominent writers in this group are 
A. SPIETHOFP1 and G. CAsSEL." In the writings of 
these two authors (of SPIETHOFP especially), we 
find the culmination of a very important line of 

thought which can be traced back to MARx. Spiethoff's imme
diate forerunner was the well-known Russian author TUGAN
BARANOWSKI." Both SPIBTHOPP and ~ have had a great 
influence on business cycle theory, particularly in Germany,' but 
also in the Scandinavian and Anglo-Saxon countries. WICKSELL 
himself adopted SPIBTHoFP's explanation of the cycle. 

With regard to Professor CAssEL, it must be remarked that we 
are here dealing primarily with the theory as expounded in his 
"Theory of Social Economy". In his latet books and especially 
in his popular writings, he has more or less accepted a purely 
monetary explanation, at least so far as the present depression is 
concerned.' 

1 See II Vorbemerkungen zu einer Theorie der Ueberproduk:tion II 
in Jallrbueh fUr Geulzgebrmg, VW!JJdII""g .. tid Volkswirlsclraf#, 1902 • 
.. Krisen" in HalldwOrlnbudt tier S~cIra,"". 1925. 

• See "Theory of Social Economy," London, 1932, Vol. II (tIaDslated 
from the German). 

• See .. Lea Crises industrieUes en Angletene," Paris, 1913 (traoslated 
from the Russian). For further references, see A. H. Hansen, .. Business 
Cycle Theory," 1927, Ch. IV. 

• Ct., •. g., the highly interesting analysis of the cyclical movement on 
the hasis of the Cassel-Spiethofl theory by Professor Georg Halm in his 
article .. Das Zinsproblem am Geld- und Kapita1markt .. in J aIIrbile_ 
fUr NatiOlJlJlOk""""",, "lid SlIIIislik, Vol. 125, 1926, pages 1-34 and 97-121. 

• See, •. g., .. The Downfall of the Gold Standard," Oxford, 1936. 
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I It is significant that SpmTIIOFF, with his quite different theoretical 
background, has reached, so far as concerns the interpretation ot 
the later phases of the upswing and of the situation which leads 
to the eollapse, substantially the same result as the writers of the 
monetary over-investment school and CAsSEL. 

The difference between the monetary and non
S tress on monetary over-investment theories concerns, as 

protlxction of the names suggest, the role of money and monetary 
~ap;lal goods. factors and institutions in bringing about the boom 

and the over-investment which leads to the collapse 
and depression. The theo~~e.Q~~.~p~.<!.()e~'!!Q.t 
~ monetary t~s~th9 !J!~9-n.mone~~ .... but relegate 
them ta.uelati:l/:ely. ~ubor<§tjlt!;..role) It can, however, be shown 
~t they are compelled to assume an elastic currency or credit 
supply in order to prove what they wish to demonstrate. But 

r ~onetaq' facto~ are fOJ:..J;h~ll'l_gassive condiJi!>n~ ..... pich .cao..be 
wre;;for graJlted rather than impelling foreiS) 

BotbSPIETHOFF and CASSEL -empnatiaillYassert that the business 
cycle is characterised by changes in the production of capital 
goods, especially of fixed capital equipment. The production of 
consumers' goods does not exhibit the same regularity of change 
during the business cycle. Professor SPIETHOFF makes the point 
that upswings have occurred during which consumption has actually 
fallen. This was the case, according to him, in Germany in the 
years 184;-1847/48, when the economic situation of the working 
classes positively deteriorated because of rising food prices due to 
a series of crop failures.1 But, even if no account is taken of 
changes in agricultural production, which are only remotely 

. connected with the ups and downs of industrial production, " the 
production of consumption goods shows no marked dependence 
on trade cycles. This means that the alternation between periods 
of boom and slump is fundamentally a variation in the production 
of fixed capital, but has no direct connection with the rest of 
production .... 

• See Spiethoff's article .. Krisen" in the HatulwiirlMbuch d., Staa/$
wissomena/ten, Vol. VI, 4th ed., Jena, 1925, page 49 . 

• G. Cassel: .. The Theory of Social Economy. II revised ed .. London, 
1932, page 552. . 
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§ II. THE UPSWING 

Professor SpmTHoPp describes the mechanism of 
Cumulative the cumubtive and self-sustaining process of expan
exptlllSion 
proeeS!. 

sion, which begins to work, after the dead point of 
the depression has been overcome, in approximately 
the same way as the monetary over-investment 

school. (In respect to this particulJlr problem, indeed, there is 
now much agreement even outside the schools which we have 
analysed so far.) The revival of investment activity generates 
income and purchasing power. Demand rises, first for capital 
goods and investment materials (iron, steel, cement, lumber, 
bricks) and bter also for consumption goods. Prices rise, mainly 
prices of capital good, and investment materials. This stimulJltes 
further investment. Profits are made which swell the funds 
availJlble for investment and provide an important psychological 
stimulus (or further expansion. Thus, like a snowball, prosperity 
increases rapidly as it proceeds. 

The monetary side of this process is not closely analysed. ' But 
Professor Sp~opp admits that .. credit is an indispensable means 
to the upswing "., Professor CAsSEL is even less explicit in this 
respect. But it can be inferred from various remarks which he 
lets fall that he realises the necessity for an elastic currency supply. 
Both writers seem to believe that monetary funds are accumulJlted 
during the depression, on which the producers can draw during 
the upswing to finance the expansion. It follows that no positive 
steps need hi taken by tIie banking system, at any rate during the 
first phases of the upswing. It is, however, not denied that, after 
a certain' point, support by the banks is required to carry on. 
These monetary conditions and the monetary mechanism of credit 
expansion have been more thoroughly explored by the monetary 
school. In the Writings of Mr. ROBERTSON, Mr. KEnms and 
Professor Pxoou (all of whom have much in common with 
SpmTHoPp and CAsSEL) will be found the best synthesis of the 
monetary and non-monetary aspects of the process., 

• Of>. cil., page 74. 
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§ 12. THE DOWN-TURN (CRISIS) 

The non-monetary ovez-investment school olfezs 
Shortagr oj its most valuable contribution to the theory of the 

topifai. business cycle in connection with the explanation 
of the breakdown of the boom. The upswing 

cannot go on indefinitely; but how, precisely, is it bro.ught to an 
end? 

Professor SPIETHOFF rejects all unclez-consumption theories 
which assume that the collapse is due to a shrinkage of the demand 
for consumezs' goods, or to its failure to rise (owing to the lag in 
the rise of wages behind the rise of prices and profits), or to the 
fact that too much is being saved oy individuals and corporations. 
He believes, on the contrary, that it is an_actual shortage of capital 
that i:>rings about the ctisis; and he is at great p~ to point out 
that ~l>i?!shortage cIoes nO~!n~ ShDl'ly a dc:!ic:i~g: 9tmOnetary 
fiiiiIh. but is the symptom of a ser!ous_dispropoflioA. in,.!he 
production of certain wei.I-delIDedtypes oEgoods. Thezefore, 
monetary measures can nevez preVell.tthe -crisis .. It'is not ovez
saving but undez-saving which is responsible for the collapse ; it is 
not undez-consumption but, in a sense, ovez-eonsumption which 
leads to a scarcity of capital and brings about the end of the boom. 

In ordez to show this in detail, SPIETHOFF disringuishes four 
categories of goods: (x) goods for current consumption (food, 
clothing, etc.) ; (z) durable and semi-durable consumption goods 
such as residential buildings, water supply, electric light installa
tions, gas plants and othez public utilities (furniture and motor-cars 
occupy an intermediate position between (1) and (z»; (3) durable 
capital goods (fixed capital) such as mines, ironworks, brick an 
cement factories, textile plants, machine-factories, railroads, powe 
plants, etc.; (4) materials required for the construction of durabl 
goods (" goods for indirect or reproductive consumption ''). such 
as iron, steel, cement, lumbeI, bricks. 

It is between the production of these categories of goods he ~ 
says, that a disproportion regularly develops' during the boom. 
The result is a situation in which theze is shortage and plenty 
at the same time. As these categories of goods are complementary, 



AnalYsis oj Theories Part I 

a shortage of one category means quo fl1&io over-production of the 
other. It is as if one glove of a pair were lost. The one~at 
remains constitutes a useless and unsaleable surplus stock; the 
missing one represents an actual deficiency. 

Over
prodtiction 
oj tiNrflbl6 

goods. 

Over-production occuts regularly in the case of 
durable capital goods, and also in the case of durable 
consumption goods. This necessarily involves a 
decrease in demand and over-production of con
structional material such as iron, steel, oement, etc. 

This discrepancy between demand for, and supply 
of, durable instruments has its causes on the supply side as well as 
on the side of the demand. Additions to the capital equipment 
are paid for out of " capital" (" Erwerbskapital "). Therefore, 
the production and marketing of durable capital goods (and to a 
certain extent also of durable consumption goods) must depend 
on the amount of " capital" which seeks investment. (To-day 
we should rather say that the demand for such goods is eonstituted 
by savings aut of income, plus supplements to the flow of saving 
arising out of various inflationary sources-ildditional bank credits 
and hoards of all kinds.) According to Professor SpmmoFF, the 
formation of monetary capital (" Erwerbskapital 'J tends usually 
to diminish at the end of tho boom for various reasons. Wages 
rise-which has an adverse effect on the 'rate of saving; and the 
increased production encourages the adoption of wasteful methods 
and leads to losses. Thus the demand for capital equipment 
falls off. 
i1 More important, however, than the decrease in demand is the 

~
• crease in production and supply. A large proportion of the new 

pital equipment constructed during the boom is used to produoe 
materials which are required fo~ the further production of such 
:new equipment. So the supply rises progressively in faoe of a 
constant or falling demand. 

This over-production has been gready facilitated-or rather, 
perhaps, made possible-by the development of modem methods 
of production, which have rendered the production of fixed capital 
goods largely independent of organic growth. ProfessorSpmTHOFF 
refers especially to the substitution of iron, steel and oement for 
lumber, of mineral coal for charcoal, etc. Contributing factors 
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are furthermore the long interval between the beginning of the 
construction of plant and factory and the point at which they 
begin to tum out their products, and the durability of these 
instruments.' (These latter circumstances will be discussed more 
fully in connection with other theories of the cycle in which -they 
are pivotal.) 

Thus there develops an over-production of 
Shortage of producers' goods and durable consumers' goods. 

Jabotif' These are the remaining glove. But where is the 
ami melJll.f missing one? Is not the missing one a purely 

of sNbsisten&e. monetary phenomenon-namely, investible funds 
which could be supplied by the I printing press? 

No, answers Professor SPIETHOPP. The lack pf monetary funds 
available for investment represents a shortage of physical goods of a 
certain kind. It becomes impossible to utilise the whole supply of 
raw material and equipment destined for the construction of more 
capital equipment and durable consumption goods, for the simple 
reason that they alone 'cannot do the job. They could do it only 
in collaboration with labour and incidentally with means of 
subsistence for the labourers. . A lack of investibl~~y 
.means that these complementary g90<!s_ arenoJavaiJable. There 
we have the missing glove. It consists of labour and cons.'!'!lers' 

. goods. -----.~-. ---~.~ .. --

-FrOm this proposition we must draw the conclusion (although 
Professor SPIBTHOFF does not do so himself) that, if the rate of 
saving increases-i.,., if some people refrain from consuming thei~ 
whole income-the complementary goods will be forthcomin~ 
and the boom can continue. ' 

Ifwe have correctly interpreted Professor SPIBTHOFFS' theory " 
his diagnosis of the disequilibrium at the' end of the boom is 
substantially the same as that given by the monetary over
investment school. The allocation of factors of production to 
the various stages of production does not correspond to the 
flow of money. The lower stages in the structure of production 

, • 0;. ciI., page n. 
I See the penetrating critical analysis by Professor G. Halm (loc. cit., 

pages 30-34). 
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are under-developed; the higher stages which produce capital 
goods are over-developed. 

COIISII"'"'" 
goodt 

tmd &apital
goodt 

indsutriu. 

It might sound paradoxical 1hat a .. lack" of 
consumers' goods should be the cause of the 
breakdown in the capital-goods industries. If 
there is such a shortage, consumers' goods indus
tries must flourish. But should not that be a cause 
for rejoicing rather than for despair to the capital
goods . industries? ,SPIETHOFP does not analyse 

this problem explicidy. But, obviously, the question must be 
answered in the same way as it was answered by the monetary 
over-investment school If the necessary credit is available and 
the rate of interest remains low, the prosperity of the consumers' 
goods industries will automatically spread to the higher stages, 
because the latter will then be in a position to compete success
fully for the factors of production with the former. If unused 
factors of production (unemployed labourers, surplus stocks and 
idle plant) are available and if there are no-special causes (e.g., lack 
of confidence due to political risks) which deter people from invest
ment in spite of profitable opportunities, an all-round increase in 
production will follow with no rise, or only a slight rise, in prices. 
If this, however, is not the case, if additional credit is not available 
and all factors are reasonably well employed, as is the case at the 
end of the boom, the rate of interest will rise and the capital-goods 
industries will not be able to retain all the factors which they used 
to employ : they will be depressed although, or even b«tlllS" the 
consumers' goods industries prosper. (It is not denied that the 
prosperity of the latter also will soon come to an end, because the 
difficulties in the capital-goods industrie,'l will lead to a destruction 
of purchasing power and a fall in the demand for consumers' goods.) 

Such a situation ~ clearly possible, although it looks super
ficially paradoxical. The phenomenon (alleged to be frequent) 
of consumers' goods industries feeling the setback of the depression 
much later than the capital-goods industry is regarded as a verifi
cation of the theory. Another question, which will be raised in 
connection with the discussion of rival theories, is whether this 
is the only possible outcome of the boom, or whether there is 
not another cause of the breakdown just as conceivable as a 
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shortage of capital-namely, a relative over-development of 
producers' goods industries, which is again equivalent to under
saving or over-consumption. 

Professor CAsSEL's explanation of the collapse of 
Tht Caml the typical investment boom is much the same as 
~ariont. SpmTHoPp's, although couched in different language 

and not so fully developed in terms of goods. 
In the first phase of the upswing, he says, the increase in pro

duction runs parallel to, or is even caused and encouraged by, a 
corresponding shift in the Bow of money. That is to say, there 
is a strong tendency towards an acceleration of the formation of 
capital--i .•. , an increase in the Bow of savings. In the later phases, 
capital accumulation in this sense slows down, while the production 
of fixed capital equipment increases. The discrepancy between the 
Bow of money and the trend of production eventually brings 
about the crisis. " The typical modem trade boom does not mean 
over-production, or an over-estimate of the den;wIds of the 
consumers or the needs of the community for the services of fixed 
capitaI. but an over-estimate of the supply of capitaI. or of the 
amoUnt of savings available for taking over the real capital produced. 
What is really over-estimated is the capacity of the capitalists to 
provide savings in sufficient quantity.''! 

P .ryhologkal 
,ufllents. 

§ 13. THB DOWNSWING (DEPRESSION) 

Professor SPIBTHOFF lays great emphasis on the 
psychological reaction which is bound to come 
after the excesses of the boom. Pessimism and 
reluctance to invest and to embark on new 

enterprises prevail during the depression. The severity and 
length of the depression depend very much on whether the boom 
has collapsed with the great detonation of a crisis, financial panic 
and numerous bankruptcies, or whether it has come to an end 
gradually, without thunder and lightning. Much depends also 
on the international situation of the country. If the boom was 
financed from abroad, the consequences of the !Cessation of capital 

.' "The Theonr of Social Economy," Vol. II, page 6.\9. 
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investments, according-to Professor SPIETHOFF, will probably be 
less severe, because in chat case the capital-exporting country has 
to bear its share of the difficulties and the capital-importing country 
is to chat extent relieved. 

The process of contraction also has a cumulative nature. Pessi
mism and reluctance to -invest. cause a shrinkage in the volume of 
purchasing power. Money is hoarded or used to finance losses 
instead of being invested and spent on producers' goods, Since 
savings are not invested, everything that increases the rate of saving 
(I.g., inequality in the distribution of income) has a depressing 
influence. (During the upswing the influence is quite the reverse.) 
Prices fall and this intensifies the prevailing pessimism. There 
are many other intensifying factors of an institutional nature_.g., 
reluctance to reduce prices, especially on the part of industries 
chat are cartellised, and rigidity of wages. 

The analysis of these factors, which intensify the depression, 
has, however, been catried much farther in recent years, especially 
by English -writers belonging to various schools such as KEYNEs, 
PlGoU, ROBBINS, ROBERTSON. - At this· point of SPIETHoFF's 
desctiption the monetary aspects are somewhat neglected . 

.. 
§ I4. THE UPTURN (REVIVAL) 

According to SpmTHOFF and CASSEL, the revival 
CO!t is never brought about by an increase in the demand 

adjllStmmt! for consumers' goods, but always through increased 
tIItIi _ investment. New investments are stimulated by 

;l11JeJtmmt the lowering of construction cost of capital equip
opporttmitieJ. ment which ensues during the depression as a result 

of reduction of wages, fall in the p'rice of raw 
materials, reduction of interest charges, adoption. of improved 
methods of production, etc. Professor CAssBL lays stress on the 
fall of the rate of interest as exercising an immediate and powerful 
influence on the value of fixed capital equipment. But on the 
whole, according to S pmTHoFF-CAsSEL is less pessimistic in this 
respect-these adjustments, which are automatically made during 
the depression, are not of themselves sufficietlt to revive the spirit 
of enterprise and overcome the dead point of the depression. 
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Stronger incentives must come from outside, such as new inven
tions or discoveries of new markets or good harvests-factors 
which open out new opportunities for investment and raise the 
prosp~ctive rate of profit. There is now agreement among a great 
number of students of the subject that the cycles of the nineteenth 
century were ushered in by discoveries and inventions. In the 
terminology of the monetary school, it may be said that the 
discrepancy between the money rate of interest and the profit rate 
was brought about by a rise in the profit rate rather than by a 
fall in the money rate. 

It would appear that in this respect no hard-and-fast rule can 
be laid down. If the rate of interest is low and credit plentiful"
and easily available, the expansion will come sooner or later ; but, 
if a special stimulus appears in the shape of an invention, the 
opening-up of nqw territories or the like, the expansion will come 
earlier and will gather momentum more quickly. 

Many further details can be, and have been, 
SGhll11lpem- added to the picture. Psychological and sociological 
rmd the roll factors can be adduced which may play a role in 

of the bllSillm bringing about an acceleration or retardation in the 
piomer. response of entrepreneurs to existing' opportunities 

for profitable investment. The psychological fac
tors will be imalysed separatdy. At this point, however, we may 
mention the explanation which Professor SCHUMPBTER has offered 
for the fact that innovations appear III ma.Jse.' One must distinguish, 

1 See U The Theory of Economic Development. n Cambridge. Mass., 
1934· (Translated from the German. The lirst German edition was 
publisbed in 1911.) 

It must, however. he noted that Professor Sc~1lIDPeter puts forward 
this theory. not as an explanation of the lower turning-point, but of the 
movement of the system away from equilibrium. He believes that it 
is possible to divide the upswing as well as the downswing in two sharply 
distinguishable phases : a movement towards equilibrium called revival 
and recession respectively, and a movement away from equilibrium. 
prosperity (or boom) and depression. Revival and prosperity constitute 
the upswing, recession and depression the downswing. The recuperative 
forces of adjustment inherent in the economic system are sufficient, so 
Professor Schumpeter believes, to lift output and employment from the 
subnormal level to which it has been reduced by the vicious spread of 
deflation during the depression phase ; DO special incentives are needed 
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he says, between additions to our technological knowledge (that 
is, inventions which aeute the possibility of innovations in the 
productive processes actually employed) on the one hand and the 
practical introduction of the new methods on the other hand. 
What ~tters is not the discovery in the laboratory of a new process 
but the actual application of a new technique-it may be, a tech
nique the. feasibility of which was discovered a long time ago. 
There is no reason why inventions should not be distributed more 
or less evenly in time; but there are good reasons for believing 
that, in practice, new methods come into use in a mass. Only 
a few business-men have the imaginative power and energy 
successfully to introduce innovations such as new productive 
processes for the production of goods already on the market or 
the introduction of new types of goods, opening-up of new 
markets, improved methods of marketing and the like. But, while 
only a few are, able to take the lead, many can follow. Once 
someone has gone ahead and demonstrated the profitability of a 
"new combination of the factors of production" (as Professor 
SCHUMPETER puts it), others can easily imitate him. Thus, 
whenever a few successful innovations appear, immediately a host 
of others follow them. (While Professor SCHUMPETER'S account 
of the revival and the desctiption of the cumulative process of 
expansion fits in perfectly well with Professor SPrETHOPP'S theory, 
his story of the upper turning-point is quite different and will be 
considered later.) 

to explain the lower turning-point. Professor Scbumpeter's .. genial 
entrepreneur ,. and the crowd of imitators who follow him come in later 
during the upswing and prevent tbe system from settlmg down for any 
length of time at an equilibrium position. 

Serious objections can be raised against this view. But the idea that 
the system.' passes through an equilibrium. or at least approaches a normal 
position, somewhere between the upper and the lower turning-point seems 
to have been vaguely envisaged by many writers. It will be clearly 
enumerated in Professor Schumpeter's forthcoming volume on the business 
cycle. It may be added that the fact that Professor Hayek starts bis 
analysis from an equilibrium position seems to indicate rather a methodo
logical principle thaD the proposition that the system actually passes 
through an equilibrium position OIl its way from the lower to the upper 
turning-point. 
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§ I j. RHYTHM AND PERIODICITY 

Why is it that the cyclical movement goes on and on and never 
comes to an end? Why are these waves not gradually damped 
down? SpmTHOPP's answer must be inferred from his theory 
in general, because he does not put the question explicitly. 

The fact that oscillations are large is to be 
Iflellitability explained by the cumulative nature of the expansion 
oj the rye/.. and contraction process, which again is largely 

due to psychological reactions. Expansion creates 
optimism which stimulates investment and intensifies expansion. 
Contraction creates pessimism, which increases contraction. 
Expansion comes to an end because it is almost, impossible to 
estimate. correctly the supply of savings and capital. The 

, construction of capital goods must be undertaken in anticipation 
of demand, which in tum is constituted by saving and cannot 
be foreseen correctly. The durability of instruments on the one 
hand and !he length of the construction period on the other make 
it difficult for supply and demand to keep pace. 

The state of depression is interrupted (a) because it creates 
automatically a situation favourable to the revival of investment, 
(b) because pessimism disappears with the lapse of time, and 
«) because of the introduction of stimuli from outside. Professor 
SpmTHOPF would probably subscribe to Professor PlGOU'S theory 
of the mutual generation of errors of optimism and pessimism 
(which will be discussed later on 1). 

Professor CAsSEL says explicitly that the cyclical movement 
w,ould gradually die down, if no stimuli were provided from time 
to time in the shape of inventions and discoveries. 

On the whole, it may be said that the question has not been 
systematically discussed or satisfactorily answered by the writers 
of the school under review. But the tenor of the theory suggests 
an answer in terms of both endogenous and exogenous forces
i.I., of responses of the economic system to shocks from without . 

• See Chapter 6, page '39, 
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§ 16. INTERNATIONAL COMPLICATIONS 

The question of international complications bas not been exhaus
tively and systematically treated by the theorists of the present 
group; but it is in principle not very difficult to imagine how the 
cyclical movement in one country must be assumed, from the point 
of view of the non-monetary over-investment theory, to influence 
other countries and to be influenced by international trade condi
tions. What has been said in this respect in connection with the 
monetary over-investment theory applies also to the IIoll-mOnttary 
version of the over-investment school. It has been mentioned 
already that the opening of investment opportunities in new 
territories is considered to have been' one of the most potent 
incentives' for the revival of investment during the 19th century.' 

C. Over-jlll/esm."t ,..nJliIIg from Chanus ill the D.",fIIIIl 
for Fjllished Goods : The Prillripl. of Atftl/eratiOll fIIIIl MAgpifolltiOll 

of Deriu.d D,mfIIIIl 

§ 17. INTRODUCTION 

The monetary over-investment theory starts 
Rell&tiOll of from the discrepancy between the natural ""d the 
ttJIIStUIIers' money rate of interest, and holds monetary factors 
tiemflllll Oil responsible for the recurrence of over-investment 

'jlll/esm."t. and disequilibrium. The non-monetary branch 
of the over-investment school emphasises non

monetary factors, technological changes, innovations' and discov
eries. The cIilference between the !=WO types of over-investment 

• This idea is fundamental to the Neo-Mantian theory of Imperialism 
of such writers as Rosa Luxemburg ... Akkumulation des Kapitals n, 
and Fritz Sternberg. U Imperialismus" (1928). For a brief review" 
criticism and references to this literature compare H. Neisser. II Some 
International Aspects of the Business Cycle." Philadelphia. 1936, 
pages 161-172, 
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theories is not very great : thete are intermediate positions, and 
the two types shade off into each othet. They are at one in the 
belief that the impetus which sets the process of eXpansion in 
motion comes from the side of investment and not from that 
of consumption. Demand for consumers' goods is, howevet, 
affected indirectly by changes in investment; and variations in 
the demand for consumets' goods are an important link in the 
cumulative processes of eXpansion and contraction. But it has 
not been sufficiently investigated how changes in consumers' 
demand react back on investment. 

We have now to discuss an eXplanation of the business cycle 
given by a numbet of writers which assigns a leading role to 
changes in the demand for consumers' goods. It is the proposi
tion that, .for technological reasons, slight 4anges in demand 
for consumers' goods produce much more violent variations in· 
the detnand for producers' goods. This proposition alone does 
not furnish a complete theory of the business cycle. It must be 
combined with othet relationships between economic variables, 
and there are various possible schemes into which it can be fitted. 
It does not necessarily lead to the OVet-investment theory; and, in 
fact, the eXplanations which are built on the acceleration principle 
are not as a rule classified as .0Vet-investment· theories. But we 
shall see that ir <:an easily be combined with the over-investment 
eXplanation. The acceleration principle and- the oVeI-investment 
theory as discussed in the preCeding pages are in reality not altet
native but complementary eXplanations. The proposition that 
changes in demand for consumers' goods are transmitted with 
increasing intensity to the higher stages of production serves, 
in conjunction with other factors which have already been men
tioned, as an eXplanation of the cumulative force and self-sustain
ing nature of the upward movement. It adds an important touch 
to the picture of the typical business cycle as painted by the over
investment theoreticians. The mattet is of the greatest practical 
importance for the reason that much light is shed on the fact, which 
in the last few years has been more and more reco~ed and 
emphasised, that it is the production of t/Nrabl. goods, of consumetS' 
goods as well as of capital goods, which lIuctuates most violently 
during the business cycle. 

7 



8z Analysis ~l Theories Part I 

The following authors have devdoped the acceleration principle 
-AFrALION,t BrCKBRDlu,. BOUNIATIAN,a CAaVER,' and MARco 
F ANNO.· In recent years, it has been expounded most fully by 
J. M. CLARK,· SWON KUZNETS,' and A. C. PIGOU." HARROD,' 
MrTCHELL,'· ROBERTSON,u and SPIETHOPP" have incorporated 
it into their account of the cycle as a contributory factor. 

The discussion will proceed in two stages. First, the economic
technological principle will be expounded with the necessary 
qualifications and amplifications; and secondly the way in which 
it can be used, within the framework of the over-investment 
~eory, for the explanation of the business cycle will be CXlImjned. 

§ 18. STATEMENT OF THE PRINCIPLE 

Changes in demand for, and production of, finished goods and 
servioes tend to give rise to much greater changes in the demand 
for, and production of, those producers' goods which are used for 
their production. "Finished goods" Qeed not be interpreted 
in the narrow sense as consumers' goods, but in a broader sense : 
goods at any stage are " finished .. relatively to the preceding stage 

• "Les cri~ p&iodiques de surproduction.'" Paris. 1913. 
,I "A Non-monetary Cause of Fluctuations in Employment" in EGO

""",ic Journal, September 19'4. 
• "Les crises economiques:' Paris. 1922: 2nd ed .. 'I930. 
• "A Suggestion for a Theol}' of Industrial Depressions" in Qua,.",.ly 

J ...... al 0' Economics, May 1903. . 
• .. Beitriige our Geldtheorie," ed. by Hayek. 
• "Business Acceleration and the Law of Demand" in Journal 0' Poli

tical E_y, March 1917 . 
.. Economics of Overhead Costs," Cambridge, U.S.A., 1923. 
Controversy with Ragnar Frisch in Journal 0/ Political E_y, 

October and December 1931, April 1932. - • 
.. Strategic Factors in Business Cycles," Columbia, 1934, pagos 33 ., 581/. 
, .. Relations between Capital Goods and Finished Products in the 

Business Cycle" in "Economic Essays in honour of Wesley Clair Mitchell," 
Columbia, 1935. 

• #' Industrial Fluctuations. n 2nd ed., 1929. Chapter IX. 
• "The Tvade Cycle," Oxford, 1936. Chapter II. 
l ... Business Cycles," 1913. 
U "A Study of Industrial Fluctuation," London, 1915, Part I, Chapteu. 
"Banking Policy and the Price Level," 3rd improved ed., London, 1932, 

Cilapter 2. 
11 If Krisen" in HandWOrllwbucA d", StaalsTIIisunscluJ/IM. 19~5. 
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of production. The acceleration principle holds, not only for 
consumers' goods in respect to the preceding stage, but for all 
intermediate goods with regard to their respective preceding stages 
of production. Slight changes in the demand for consumers' 
goods may thus be converted into violent changes in demand for 
goods of a higher order; and, as this intensification tends to work 
through all stages of production, it is quite natural that Huctuations 
should be most violent in those s!;ages of production which are 
farthest removed from the sphere of consumption. In certain 
circumstances, it may even happen that a slackening in the rate of 
growth of demand in one stage is converted into an actual decline 
in demand for the product of the preceding stage. 

We can distinguish three cases of the working of 
DemamJ for the acceleration principle which, as we shall see, can 
dMrable goods be easily brought under a single generalised formula. 

and GOlllmomty (a) Durable prodliGers' goods.-The intensification 
slodes. runs here from changes in demand for the finished 

goods (which may be durable or perishable) to 
changes in demand for durable producers' goods (machines, 
buildings, etc.) required for the production of the finished' article. 

(b) Dllf'abl. and semi-dtirabk <01ISlimption goods such as apartment
houses, automobiles, wireless apparatus, etc. Here the intensifi
cation runs from changes in demand for the service (apartments) 
to changes in demand for the instrument which provides the 
service (houses). 

(c) Commodity slotks.-Even if there are no individually durable 
producers' goods (such as machines), there may be an intensification 
running from changes in demand for the product to changes in 
demand for the various goods in process, in cases where a certain 
stock of these various goods has to be held, the amount of which 
is relatively fixed in proportion to the magnitude of the output. 
Such necessary stocks can be regarded as durable in 1010, although 
the partS which constitute the whole are perishable individually. 

Mon.lary 
asJllflS. 

In order to illustrate the working of the principle, 
we assume a change in demand for a particular 
finished article-say for shoes, hats, automobiles
and investigate the influence of this change on 

derived demand for producers' goods in the preceding stage. Two 
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very important questions which come at once to the mind will be 
discussed later. viz. : (I) Where does this first increase in demand 
originate-i .•.• is it due to a switch-over of purchasing power from 
other uses so that, as the demand for commodiry A increases. there 
is a corresponding decrease in the demand for B. or does it consti
tute a net increase in aggregate demand out of inflationary sources ? 
Again, (z) How is the induced change in the demand for. and 
production of. produCers' goods financed? By an expansion 
of credit or by current savings? Obviously. these problems 
are closcly connected with the problem. of the place of the accelera
tion principle in the theory of the cycle. They will be discussed 
later. For the moment we shall assume that there ;s an increase 
in the demand for particular commodities-wherever this increase 
comes from--<Uld shall endeavour to explain why the derived 
demand changes more violently. 

§ 19. ACCBLEIlATION OP DERIVED DI!MAND DUB TO THI! EXISTl!NCE 

OP DURABLI! PRODUCERS' GOODS 

Take the following----5tatic----5ituation. The 
Preliminary C value of the yearly output of (say) shoes is 100. 

statement of The original and replacement cost of the fixed 
the prindpk. capital equipment-that is. of durable means of 

production which we shall call .. machines "
required for this output is JOO. 10% of' which must be replaced 
ea~ year. because the machinery wears out at that rate. In other 
words. the lifetime of such a machine is ten years. Under this 
assumption. new machines at the.cost of jO must be constructed 
each year for replacement.i Now suppose the ~d for shoes 
rises. so that. if it is to be satislied, production must be increased 
by 10% to 110 a year. If there is no excess capaciry and if 
methods or'produccion arc not changed. this increase necessitates an 
increase of 10% in the stock of fixed capital-that is. an additional 

1 A continuous replacement presupposes. of course. that the existing 
capital stock has been constructed in a continuous series of instalments. 
If tha.t is not the case. replacement will be also discontinuous. U Replace
ment waves If may ensue,· if the construction of the capital stock 
proceeds by fits and starts. 
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production of machinery of, 0, which brings the tow production of 
machines from ,0 to 100. So an increase of 10% in the demand 
for, and production of, finished goods necessitates an increase of 
1'00% in the annual production of equipment. The. absolute 
magnification of the change in demand is from 10 to 50 ; an 
increase in current production ofto requires new investment of, 0.' 

But this increased volume of production of machines can be 
maintained only if the demand for consumers' goods goes on rising 
by the same annual amount of 10. If, in the second year, the 
increase in demand for shoes slows down to (say) 5, so that the 
demand for shoes in the second year is II" the demand for machines 
will be 7i (,0 for replacement and Z5 for additional maChines). 
Derived demand has therefore fallen absolutely in consequence 
of a mere decrease in the rate of increase of the demand for the 
finished product. Assumiog replacement demand· constant, 
derived demand for durable producers' goods changes with the rate 
of change-and not with the absolute change of the final demand. 

The assumption that replacement demand is 
Replacement constant calls for a quantitative qualification to which 

demand.' l'rofessor FRISCH' has drawn attention. If capital 
equipment is being continuously inereased by equal 

amounts per unit of time, the demand for replacement must rise 
after a while to a new level. In our numerical example, this point 
would be reached after ten years, when the ,0 additional machines 

I This statement is somewhat simplified for purposes of exposition. 
It is here tacitly assumed that the demand for, and supply of, the :finished 
product jumps suddenly at the beginning of a new. year to the extent 
of 10 per annum. Simultaneously. new machines must be available 
to the extent of 50, which, added to the replacement output of 50 per 
annum, brings the total machine output for the year to 100. It would 
be more realistic perhaps to suppose that the rise in demand comes about 
gradually and evenly in the course of the year. In this case the machine 
output would, as before, be 100 (i.,. an incre~· of 50 over the year before 
the expansion began) ; but the augmentation of the outpUt of the finished 
product would amount only to 10 /2=5. Itis further assumed that machines 
retain their productive efficiency unimpaired throughout their lifetime . 

• "The Inter-relation between Capital Production and Consumer 
Taking" in ] .... moJ of Political Economy, Vol. 39, Octoher 1931, 
page 646. See also the subeequent discussion between Frisch and 
J. M. Clark in Vols. 39 and 40 of ]ournoJ of PolilicoJ Economy. Pigou 
has already made allowance for this quantitative qualification in his 
formulation of the acceleration principle. 
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of the first year are worn out and must be replaced. If at this 
point the demand for the finished product ceases to rise, the 
disappearance of the demand for additional machines will be 
compensated by the increase in repIacetnent demand. Hence it 
is not quite correct to say that a decrease in the rate of increase 
of demand for the finished product must always lead to an actual 
decrease in the derived demand. It is worthy of note, however, that 
in each situation (under the conditions assumed) there is one, and 
only one, state of demand for finished goods--6ometimes a rising 
or falling, sometimes a constaot, demand-which will preserve 
stability in the demand for machines. The exact relationship 
between the various magnitudes involved could be formulated 
mathematically.1 We shall see later that a number of restricting 
and modifying qualifications must be made : it seems hardly 
worth while therefore at this point to attempt an absolute precision 
which cannot in any case be maintained in applying the theorem. 

One point should, however, be clearly realised : 
Injll/lMl of and that is the circumstallce that the degree of 
tieUt' of magnification of derived demand depends "tens 

tlstrahiljty. paribll.f upon the durability of the machines. If we 
" assume the service life of the ma~ joe to be twice 

as long-viz., twenty years-the replacement demand for a stock 
of SOO is only Zl. But, if an increase in demand of 10% for the 
finished goods supervenes and requires an increase in the stock 
of equipment of 10%, the total production of machines jumps from 
zl to 75-i.,., it is trebled, instead of doubled as in the previous 
case of a service life of ten years. To go to the other extreme : 
suppose the service life is zero; that is to say, suppose that there 
are no durable means of production but only materials and labour. 
Then, in a static situation in regard td production. there being no 
permanent stocks, the whole supply of mt,t-erials must at once be 
replaced. If the output of the finished article (shoes) is 100, and 
'the material (leather) used for this is So, the whole amount muSt 
be replaced. If the demand for shoes then rises by 10% to lIO, 

the production of leather must rise also by 10% to S S. There is 
no magnification at all . 

• See the above-mentioned article by Frisch. 
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The qualifications of the principle which arc implicit in our 
assumptions should be kept in mind. The existence of unused 
capacity is excluded, and a fixed relationship between output and 
capital equipment is assumed. These and other qualliications have 
their counterpart in the other two cases set forth in § 20 and § 2I 

below, and will be discussed in connection with the combined 
statement of all three cases. 

§ 20. ACCELERATION OF DBRIVED DEMAND IN THE CASE 

OF DURABLE CONSUMPTION GOODS 

The case of durable consumption goods is perhaps 
AMlogy the most important of the three. As an example, 

";Ih prMolIS take apartment-houses.· The situation is exactly 
&ItS,. analogous to the case of the production of shoes 

analysed in § 19. We have only to substitute 
" annual service of the house" for" annual production of shoes ", 
and " apartment-houses .. for" machines used for the production 
of shoes". In other words, we can conceive of the durable 
consumption goods as producing a stream' of services. 

We start again from a. static situation. The annual production 
of the service (housing accommodation as measured, say, by 
apartment rent) is 100. The stock of durable goods-that is, of 
houses-from which this stream of services originates is (say) 1,000, 

of which 100 (10%) must be replaced each year corresponding to a. 
durability of ten years. If there is an increase in the demand 
for apartments of 10%, the numher of houses, or rather the 
amount of dwc1ling-space, must also be increased by 10%

which means a doubling of the construction of new houseS, 100 for 
replacement and 100 as addition to the existing stock. Thus, an 
addition to the annual How of services of 10 necessitates an invest
mcnt of 100. 

The further analysis is exactly the same as in the case of the shoes. 
The case of less durable goods such as motor-ca.rs may also be 
analysed in the same way by distinguishing between the flow of 
services and the durable instrument whose value is a. multiple 
of the value of its annual service. (There is, of course, this import
ant institutional difference that, in the case of dwc1ling-houses, 
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the ownership of the instrument is usually or frequently divorced 
from the use of the, services, while the consumer of the services of 
an automobile is, as a rule, the owner of the instrument. The 
technological principle is not altered by this circumstance; but the 
distinction has other consequences which will be discussed later.) 

One important quantitative peculiarity of certain 
DepredtzJioll types of durable consumers' goods may be pointed 
tmti f'1IIIIIillg out at this point. The cost of the /ina! service 

ttut. (annual rent of an apartment) consists of two parts 
-viz., the contribution of the durable instrument 

and the running expenses (beating, water, domestic service, etc.). 
If demand for the service rises, the acceleration principle becomes 
effective in respect of the first part. The quantitative effect-that 
is, the absolute magnification of derived demand-depends, other 
things (especially the durability of the instrument) being equal, upon 
the relative importance of the two parts. But, in the case of the 
dwelling-space, the contribution of the durable instrument (the 
house) is probably relativdy large, say tour-fifths of the cost of 
the total output. In our example of the shoe factory, we assumed 
that the total output was 100, of which only one half consisted of 
the contribution of the durable instruments, the other half consist
ing of materials and labour. 'Under these assumptions, other 
things being equal, the absolute magnification of derived demand' 
is much greater in the case of an increase in the demand for apart
ments than in the case of an equal increase in the demand for shoes. 
If the demand for shoes rises from 100 to 110, the demand for 
machines rises from ,0 to 100. If the demand for apartments rises 
from 100 to 110, the demand for houses rises from 80 to 160. 

§ 2I. ACCELEIlATION OP DI!IUVI!D DEMAND 

AS A RESULT OP THE EXISTI!NCB OP PI!lUlANENT STOCKS OP GOODS 

Even if there are no durable means of production, 
AMlDgy there may be a certain magnification of derived 

";tll PnJliOIlS demand, if distributors and producers hold stocks 
tans. in a fixed (or rdativdy fixed) proportion to the 

rate of sales· or production. The assumption that 
th'e stock bears a fixed proportion to the rate of sales or to output 
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is the counterpart of the assumption that there is a fixed relationship 
between output and machines. 

Starting again with a static situation, say, with a monthly sale of 
100,000 paiIS of shoes. Suppose that dealers usually hold per
manent stocks equal in magnitude to the sales of one month and 
that demand and sales rise to IIO,OOO and the increase is believed 
to be lasting. Dealers will then increase their orders with producers 
by more than their sales have gone up in order to bring their stocks 
up to the usual ratio to sales. They will order 1%0,000 pairs; but 
the larger orders will be maintained only if sales go on rising. If 
the increase in sales ceases at the end of one month, even though 
there is no decrease, stocks will no longer be augmented and orders 
for producers will fall to 1 IO,dOO (although not to the originallevd 
of 100,000). ' 

The ptinciple works, however, in the other direction as well. 
If the demand for shoes falls off, dealers will reduce stocks and 
their orders will therefore fall by more than the amount by which 
their saIes have decreased. Derived demand fluctuates more 
violently. 

Although from the formal mathematical point of 
Som, view the parallelism between the case of stocks and 

tptaIiji&oIifJIU. the case of fixed capital is complete, the case of the 
stocks presents some quantitative peculiarities, the 

consequence of which is to imply much more drastic quali£ications 
and reservations in the .application of the principle. (I.) The 
assumption of a comparativdy fixed relationship between sales 
and stocks is much more precarious, and subject to more serious 
and frequent exceptions, than the corresponding assumpti9n as 
to the fixity of the ratio between output and capital equipment. 
Stocks can be easily diminished or increased: they can be consumed 
rapidly, and are therefore subject to speculative changes. (z) The 
durability is smaller than in the case of fixed equipment. Hence 
replacement demand responds much more rapidly to an increase 
in output and sales in the case of stocks than in the case of machines. 
If new machinery with a service life of ten yeatS is installed, its 
installation does not affect replacement demand until after ten Y"'""s. 
If sales go up and stocks are increased correspondingly, replace
ment demand rises in the succeeding period. 
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For these reasons, the stocks factor is less Iikdy to exhibit 
clearly the acceleration of derived demand than the fixed capital 
factor. 

§ zz. GBNI!RALISED STATBMBNT OF nIB PRINCIPLE 

In all three cases which have been distinguished, the rdevant 
circumstance is that, in order to increase the rate of output, it is 
USually necessary to make heavy immediate investments in the 
shape of stocks or-what is in practice much more impo~t
in fixed capitiJ. the fruits of which investments matute only in the 
more or less distant futute. 

The same thing can be put in another way. The durability 
of instruments makes it necessary to provide all at once for futute 
demand over a considerable period. The supply required to 
satisfy the demand for any given period to Come must be produced 
itiunediately and stored up in the shape of stocks and durable 
instruments. 

If we assw:ne that there is a periodic up-and-down movement in 
the demand for a finished article as represented by a sine curve, 
the movement in the requirements for the capital equipment has to 
be represented by a steeper curve of the same type. This derived 
curve, which represents the effect, will _ually show • lead Pis-tHis 
its cause. It will reach the high points and.1ow points "'1111'1 the 
causal curve. This is a rather paradoxical situation, because one 
would expect the cause to precede the effect and not the effect the 
cause. But the dominant factor is, with certain qualliications which 
have been made above (§ 19), not the Ji,.,~tiOll of the change (the 
mere fact that demand for the finished product i~ risihg or falling 
absolutely), but the rail of change, or changes in the rate of change, 
in the demand for the finished product. 
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§ 23. QUALIFICATIONS 

We spoke of changes in "the requirements for 
Lilltihtl capital equipment". If we want to substitute for 

applietzlion this" demand" for, or "production " of, capital 
ill n.gativl goods, we must consider that demand and produc

SelUI. tion cannot become negative. As soon as the 
production of capital goods falls to zero-the 

demand for the finished product continuing to decline--excess 
capacity will develop; and, when demand for the finished product 
rises again, the production of capital goods will not be resumed 
until after the accumulated surplus has been absorbed. So long 
as there is unused capacity (or dealers are overstocked),l the 
acceleration principle of derived demand will not come into play, 

Variable 
proportion.r 
of/Mtors. 

Excess capacity has been excluded by the assump
tion that there is a constant ratio between rate of 
output on the one hand and capital equipment and 
stocks on the other. In reality, this ratio is not 
constant, even apart from inventions and improve

ments in the technique of production which- allow an increase 
in output per unit of capital· equipment. Existing capital equip
ment may be utilised more or less intensively. Overtinte can be 
worked or more hands can be engaged. Nor is this all If 
demand for the product rise';; and new machinety has to be installed, 
the durability of the new equipment may be different.· Whether 
more or less durable machines are employed, whether more or 
less fixed capital is combined with a given amount of labour and 
circulating capital, depends among other things on the rate of 
interest and the rate of wages-which consideration leads to the 
next step in the analysis. 

1 The term. u Ullused capacity" must be interpreted with great care. 
There is always some inferior capacity which can handle an increase of 
demand • 

• This variability is especially great in the case of stocks. 
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§ Z4. THE CONTRIBUTION OF THE PRINCIPLE OF DERIVED DEMAND 

TO THE EXPLANATION OF THE GENERAL BUSINESS CYCLE 

It has sometimes been assumed that, in order to 
Reaprocal utilise the acceIeration principle for the explanation 

a&lion of the general business cycle, one has to presuppose 
of <olUtlm.r.r'· a cyclical alternation of expansion and contraction 

Mmami in consumers' demand.' The acceleration principle 
ami <apilal then serves to explain the larger fluctuations in the 
prodwlion. capital-goods industries. The situation is, however, 

. much more involved, because consumers' demand 
and capital production interact on one another. 

In order to throw light on this inter-relation, the two questions 
which have been raised above and reserved for later discussion 
must now be dealt with. 

Where does the increase in the demand for the 
NahIN of Ih. finished product come froln? Two cases have to 

;flilial be distinguished, viz. : (a) The case of. a net 
impNl.r.. increase in aggregate demand due to a monetary 

change, an increase in the quantity of money, 
dishoarding or an increase in the velocity of circulation; and 
(b) The ""!le of a mere shift in demand from one commodity or 
group of commodities to another. 

Ad (a). If an (inflationary) increasG in the aggregate demQ 
for finished goods in terms of money takes place. the acceleration 
principle is sufficient explanation of the marked stimulation expe
rienced in the higher stages of production. Demand for capital 
goods rises, and this involves a rise in demand for ,bank credit. 
The profit rate rises, and our principle reveals an important factor 
which makes for progressive expansion and adds to the <:WDuiative 
force of the upswing. 

Ad (b). The situation is :rather diHerent where there has been 
no rise in R~gregate income, but only a shift in demand from 
commodity A to commodity B. Demand for capital goods derived 

• Criticism by O. Hardy bei"", tbe American Statistical Association, 
December J931. Quoted by J. M. Clark inJOI4mal of Political E_", 
October 1932, page 693. 
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from A falls, demand derived from B rises. Do not these two 
changes cancel each other out, so that, on balance, activities in 
industries producing producers' goods will not bC stimulated? 
The answer is that they may cancel out, but that there is not only 
no necessity for them to do so but even a probability against it. 
It is likely that in many cases a net increase in demand for producers' 
goods will result. 

FaelorJ" 
affemng 

11M olllttJl11,. 

The outcome will mainly depend on three circum
stances : first, on the relative importance and 
durability of fixed capital in the production of A 
and B; secondly, on the existence or non-existence 
of unused capacity and on the relative magnitude 

of the same in the two industries; thirdly. on whether and to what 
extent the machinery used. for the production of A can also' be 
used for the production of B. 

If, in the production of B (say automobiles), the demand for 
which has risen, fixed capital plays a more important role, and a 
more durable equipment is needed than in the production of A 
(say textiles) where demand has fallen, then this shift in demand 
for finished goods will induce a considerable increase in the demand 
for capital goods. 

But, even if the proportion of fixed to working capital aod the 
durability of the former is the same for A and B, it is quite possible 
that the shift ~ demand from A to B will create a net increase in 
.demand for fixed capital (provided the machinery producing A is 
such that it cannot be used for the production of B). The principle 
of acceleration of derived demand works in both directions, as we 
know. But, in the downward direction, its operation is limited by 
the fact that production cannot fall below zero. If, therefore, in 
the case of a shift of demand from A to B, the demand for machinery 
producing A falls to zero, this loss may very well be more than 
compensated by ao increase in the demand for new equipment 
producing B.l 

• It follows that the expans.iooary effect of a shift in the demand is 
more likely to be great if it occurs during a period when the demand for 
eqnipment in both industries i. at a relatively low level. If it takes place 
while a general eJq>aDSion is in progreas. the acceleration principle has. 
free play to operate in both directions and the effects on industry A and B 
are therefore more likely to compensate each other. 
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The net result of a shift in the demand for finished products 
on the 'demand for c;apital goods will be lessened, if machinery 
producing A can be used without alteration, or with only slight 
alterations, for the production of B. It is very likely that, in some 
higher stage, the two streams of production, traced backward from 
A and B, coincide. The steel industry, for example, is common to 
a number of industries besides A and B-I.g., milway construc
tion and the building industry. Obviously, it makes a great 
difference whether the production processes of A and B coincide 
in (say) the second, or only in the fifth, stage of production. 
If the two commodities A, and B are far removed from one 
another in the sphere of production, only a small part of the 
fixed capital devoted to the production of A can be used for 
the production of B; and so in the event of a shifr of demand 
from A to B, any increase in the demand for new equipment 
and for the materials 'needed to construct it will be compara
tively strong. 

Two alternatives are open for discussion. The 
, Method of new investments can be financed (a) by means of 
ftnandng the ordinary capital supply from current savings or 

netIJ "(b) by way of inflation through the creation of new 
jlll/Istment. bank credit and/or more intensive utilisation of 

existing means of payment. In other words, the 
increased investment mayor may not be consistent with the 
maintainance of the stability of the monetary circulation-i.t •• 
ofMV. 

Ad (a). Suppose that, with the working of the acceleration 
principle, a shift or an increase in the aggregate demand for finished 
goods affords new investment opportunities, but that the supply 
of capital in terms of money is not increased by way of inflation. 
There is no elastic credit supply, and no hoards of any sort which 
producers can draw on. The consequence will be a rise in the 
rate of interest. This will produce a shrinkage of investment
of reinvestment or new investment, as the case maY' be-in 
different branches of industry, offsetting the increased investment 
in industries in which the demand for the finished product has 
risen. The tlggngal8 demand for producers' goods cannot 
therefore rise. 
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Ad (b). It is of course recognised by the leading exponent 
of the acceleration principle, Professor J. M. CLARK, that the 
principle cannot serve as an explanation of the business cycle, 
nor even as an incomplete and partial explanation, except in 
conjunction with an elastic credit supply. . Unless it entails a 
credit expansion. an increase in investment in particular branches 
of industry cannot produce a general up-tum in business activity. 
If there has been an increase in the circulating medium, income 
and demand for finished goods will rise; this will further 
stimulate investment, and so a cumulative process of expansion 
will be started. 

The acceleration principle is thus assimilated by the over-invest
ment theory, and adds an important feature to the picture of the 
cycle as drawn in the preceding sections. 

Ooser analysis reveals further points of connec
FNrlm tion between the acceleration principle and the 

tottriJerfllilJlU. over-investment theory. 
The fact that durable instruments are required 

in order to satisfy CUttent demand for finished goods or services 
may be characterised, in the terminology of the monetary over
investment theory, as an incentive to the initiation of roundabout 
methods of production. The more durable the insl:[Jlment the 
longer the roundabout methods of production. 

It has been mentioned already that the durability of the instru
ments, and the amount invested in them in response to an increase 
in demand for a finished product, cannot be taken as economic 
constants, determined solely and rigidly by the state of technological 
knowledge. As a rule, there are various methods of production 
to choose between; and more or less durable equipment can be 
installed, the more durable varieties being more cosdy. (Less 
durable instruments which cost as much as their more durable 
rivals are, of course, ruled out as uneconomical from the beginning.) 
The choice between these. depends mainly on the rate of interest.. 
The lower the rate the more durable the instrument and the longer 
the roundabout process of production. There is, furthermore, 
the risk factor. In an atmosphere of optimism and confidence, 
people will be more inclined to undertake heavy investments 
than in a state of uncertainty and fear. Also the rapidity of 
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replacement of existing equipment, and therefore the length of its 
service life, will be influenced by these factors. 

The production of durable consumers' goods may give rise to 
credit expansion no less than the production of durable produceES' 
goods. If demand for apartments rises, -the construction of 
houses may be undertaken with the help of inflationary bank 
credit. In the C35e of semi-durable goods, such as automobiles, 
where it is usually the instrument (and not only the service) that 
is bought by the last consumer out of his income, an instalment 
purchase scheme may enable consumers to extend their current 
purchases beyond their current income. Thus a slight increase in 
the income which allows its recipient to increase current consump
tion may bring about a much larger increase in demand in general. 

Naturally, not only an a#"aI; but also an antitipated, increase 
in dqnand for a finished product may bring about an increase in 
investment many times as large as the expected anoual increase 
in demand for the finished product. 

All these considerations bting out the importance of the role 
played by the acceleration ptinciple in the mechanism of expansion 
as that is desctibed by over-investment theorists. 

After the Ilpward movement has been started, the acceleration 
principle explains the rapid absorption of unused factors of pro
duction in the upper stages of production. Naturally, the principle 
cannot work unobstructed after all the factors, or particular types 
of the factors, of production have become fully employed. But 
these questions have been discussed above in connection with the 
monetary over-investment school. 

CaMses 
oj Ih. 

breakdt»JIII. 

The nature of the cumulative process of expansion 
having been thus explained, there _ ref!W.n various 
possibilities of explaining the collapse of the boom. 
One explanation is that sooner or later a shortage 
of capital'in the previously defined sense arises. 

It has been pointed out above that a decrease in the rate of 
increase of demand for a finished product (say railway lines) need 
not entail an actual decrease in demand for, and production of, 
producers' goods (say steel). It is possible that the decrease in 
new demand will be Compensated by an increase in replacement 
demand. If the construction of new railway lines decreases only 
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after a long period, the steel industry need not experience any 
decline at all. Whether this condition can be fuJ£JJed depends 
to a large extent (but not wholly) on the availability of capital. 
If a shortage of capital develops, railway construction must be 
cuttaiIed and the steel industry will suffer a decline in demand. 
We observe here again a close interrelation between the over
investment theory and the acceleration principle. 

But shortage of capital is not the only conceivable explanation 
of the breakdown. AFrALION, who is amongst the exponents 
of the acceleration principle, has put forward the theory that the 
turning-point comes, not because the new investments caonot 
be completed owing to a shortage of capital, but, on the contrary, 
after the new roundabout processes of production (construction 
of durable instruments) have been completed and begin to pour 
out consumers' goods. Prices faJJ; consumers' goods industries 
become depressed; and this depression is transmitted with 
increasing violence to the higher stages of production. 

This line of thought will be discussed again in connection with 
the chapter on under-consumption theories. 

A somewhat different standpoint in this matter is taken up by 
Professor ROPKE, who has recently laid great stress on the accelera
tion principle as affording an explanation of why a serious break
down is unavoidable after a period of rapid expansion.1 His 
analysis of the role of the acceleration pnnciple in the mechanism 
of expansion is the same as that which is given above. He does 
not, however, explain the ensuing breakdown by the emergence 
of capital shortage or of an insufficiency of consumers' demand : 
nor docs he believe that the breakdown can be avoided by more 
saving (as the capital shortage theorists do) or by more spending 
(as the under-consumption theorists do). He believes that, owing 
to the operation of the acceleration principle, a situation in the 
structure of production is bound to develop which can under 
no circumstances· be maintained-either by less saving on the 
part. of the public or by more-6O that a serious breakdown is 

• "Crises and Cycles" (1936), pages 102 ., seq. See also his article 
"Socialism, Planning and the Business Cycle" in J ""mal of Political 
Ecmoomy. Vol. 44. June 1936. A similar analysis is to be found in R. G. 
Harrod, .. The Trade Cycle," Oxford (1936), page 165 and passim. 

8 
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inescapable. According ~o him, this type" of maladjustment is 
unavoidable after a period of rapid capital accumulation, even 
in a planne4 socialist ecOnomy of the Russian type. 

But how, it may be asked, does he describe this inaIadjustment 
from which there is no escape except through a more or less severe 
crisis? "It is the steep rise of the absolute amount of invest
ments which matters, not the fact that our economic system must 
rely on credit expansion to make this rise possible.'" And again : 
" The scale of investment grows, and so long as the rate at which 
it grows rClllains constant, or even increases, the boom has the 
power t9 last. Eventually, how~er, the moment must come 
when investment is not suddenly broken off certainly, but ceases 
to grow at the previous rate. We cannot always be building and 
, rationalising , further, always constructing new electricity works, 
etc.--especially as the power of the credit system to go on conti
nually financing this investment delirium is finally exhausted. 
At this point, the boom must come to an end, since the shrinkage 

. of the capital goods industries is unavoldable."· 
"These quotations do not make the situation envisaged by our 
author perfectly clear; but it is the nearest we can get to his mean
ing. In the tiecond part of this book (pages 96" S''l.) it is proposed 
to work out a situation which perhaps covers what Professor 
RijplCE really has in mind. 

1 U Crises and Cycles." page 110 • 
• Ibid •• page 102. 
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CHAPTER 4 

CHANGES IN COST, HORIZONTAL MALADJUSTMENTS 
AND OVER-INDEBTEDNESS AS CAUSES OF CRISES 

AND DEPRESSIONS 

§ I. INTIlODUCTION 

In this chapter we shall discuSs ~ factors which have 
sometimes been put forward as the causes of the periodic recutrence 
of crises and depressions. The argument, however, goes too 
far. It is not in this case a question of elaborate theories embody
ing a full explanation of the business cycle comparable to the 
monetary explanation or the over-investment theory, but of 
certain particular factors whicli contribute something to the 
explanation of certain phases of the cycle. To recognise that 
these factors may somerimes, or frequently, playa role in shaping 
the course of the cycle is by no means incompatible with acceptance 
of the monetary or over-investment theory of the cycle, though 
of course all members of these two schools would not attribute 
much importance to the factors in question. 

§:t. CHANGES IN COST OF PRODUCTION AND EFFICIENCY 

OF LABOUR AND PLANT 

In a competitive business economy, the statement that a restric
tion in industrial activity is due to the fact that production cost has 
risen abovi selling price does not add much to the mere statement 
that industtial activity has been red\lced-at any rate, if" price .. 
is interpreted (as it obviously should be) as the expected future 
price and « cost" as marginal cost at the former volume of activity. 
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This statement is compatible with any eXplanation of the crisis 
and depression. Whether a series of crop failures, over-invest
ment, monetary deflation, under-consumption or anything else is 
ultimately responsible for the breakdown of the boom and for the 
depression, the proximate cause of the reduction in industrial 
output is the fact that expected prices do not cover production 
cost. AIl these factors must linaIIy find their expression some
where in a disappearance of the prolit margin. (There are other 
formw.e which are as vague and unhelpful as the cost-of-produc
tion formula--e.g., the assertion that the breakdown is due to the 
fact that demand has fallen short of supply, to a disequilibrium 
between production and consumption, or to over-production 
in certain lines of industry and so on.) 

The rise of production cost during the prosperity 
MiftheH on phase and the reduction of production cost during , 
fhe tytliml the depression playa prominent role in the explana

mOlJemenfs oj tion of the cycle by Professor W. C. MrrcHELL. 
protJsgtion The following is his desCription of the process : 

.ost. " The decline in ovethead cost per unit of output 
(which was brought about by the first increase in 

production after the trough of the depression) ceases when enter
prises have once secured all the business they can handle with 
their standard equipment, and a slow increase of these costs 
begins when the expiration of the old contracts makes necessary 
renew.aJs at the high rates of interest, rent, and salaries which 
prevail in prosperity, fMeanwhiIe, the operating costs rise at 
a - relatively rapid rate. Equipment which is antiquated and 
plants which are ill located' or otherwise work at some disad
vantage are again brought into operation] l.'l'he price of labour 
rises, not only because the standard rates of wages go up, but also 
because of the prevalence of higher pay for overtime. Still more 
s~ious is the fact that thecfficiency of labour declines, because 
overtime brings weariness, because of the employment of • undesir
ables', and because cre,ws cannot be driven at top speed when 
jobs are more numerous than men to /ill them. The prices of 
raw materials continue to rise faster, on the average, than the 
selling prices of products. Finally, the numerous small wastes 
incident to the conduct of business enterprises creep up when 
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managers are hurried by a press of orders demanding prompt 
delivery.'" 

A correSponding process of cost reduction is going on during 
the depression and prepares the ground for a revival. 

In the passage quoted, the operation of It numbeI 
Ek",mt.t of factors is very luminously' desctibed. But, 

&OtIftJimJ ill analytically, the various forces making for higher 
ot,," theories. unit cost, partly in real telmS, partly only in terms 

of money, are very diJrerent in nature. 
That cost of production in terms of labour rises because inefficient 

workers and undesirables must be employed and because antiquated 
equipment must be brought into operation when production is 
expanded is quite natutal. This is simply a way of expressing 
the law of decreasing returns.· The supply price rises, and this 
.. obviously limits the extent to which production expands in 
response to a given rise in demand; and, since the whole process 
takes time, it is natural that we should lind expansion carried for
ward continuously up to a point, and then stopped ... 1 This does 
not, however, explain why expansion is followed by a breakdown 
and' depression. 

That money wages rise during the upswing (and fall during 
the downswing) has been shown in connection with the theories 
reviewed earlier in this book. This rise (and fall), in wages is 
a consequence of credit expansion (and' contraction). It. does 
tlot explain anything, unless it is possible to show 'lll(hy efficiency 
wages must rise, or are likely to rise (or fall) more (ot less) 

, rapidly than prices-that is to say, if a time-lag can be established 
between the movement of wages and prices. 

The rise in interest rates is, as the monetary over-investment 
theory has shown, a symptom of a vertical maladjustment in the 
structure of production. It works out in an increase in money 
costs, but affects the higher stages of production ,{,ore severelf'. 
As a link in the analysis of the over-investment tbeory or a purely 

l See "Business Cycles" in ·'Business Cycles and Unemployment.·· 
New York. 1923. pages 10 and u. A similar description is to be found 
in other writings by Mitchell on tho subject. . 

• Pigou ... Industrial F.Iuctuations," 2nd ed., London. 1929, page 228. 
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monetary theory a /a HAWTREr which eXplains the breakdown 
by an act' of hoarding or credit-restriction, the rise in interest rates 
adds something to the explanation of the business cycle; but it is 
not very helpful if regarded only as contributing to the increase 
of the money cost of production. 

A new point, not so fat mentioned in our analysis, 
M0II6111mts is the argument that efficiency tends to fall during 
in tffidtllfJ. the upswing, because waste crops up everywhere 

(and efficiency tends to increase during the down
swing because .of the elimination of waste). Since money wages 
generally rise during the upswing (and fall during the downswing), 
this is equivalent to saying that efficiency wages rise faster than 
money wages during the upswing (and fall faster during the 
downswing). This is probably a &etor whiclI affects all branclIes 
and all stages of production alike; or, if it does not, the differences 
are due to accidental circumstances, and there is no tendency for 
higher and lower srages-i.I., the production of durable capital 
goods and of perishable consumers' goods-to be affected in a 
different degree. , 

This tendency of efficiency wages to rise during the upswing
'the reader wUI easily make the necessary adjustments for the appli
cation of the argument to the downswing-is surely a factor whiclI 
must unfavourably affect the whole situation. Other things 
being equal, the breakdown would at least be postponed if this 
lowering of efficiency could be avoided. But the avoidance of 
waste and the maintenance of the level of efficiency attained during 
the depression would not in themselves mean the avoidance of 
vertical and horizontal maJadjustments in the structure of produc
tion. If, on the other hand, there is no horizontal or vertical 
misdirection of investments, the influence of an all-round lowering 
of efficiency may be compensated by an increase in prices. or a 
r~uction of money wages. 

It cannot, however, be denied that, theoretically, a heavy fall 
in efficiency, unaccompanied by a corresponding fall in money 
wages and not compensated by a rise in prices, may produce a 
general depression. 

The same elfect may perhups,be brought about by a rise in money 
wages, induced from the supply side" unaccompanied by a rise in 
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efficiency or a general increase of prices. There are reasons to 
believe that something of this sort happens during the later phase 
of the upswing of an ordinary business cycle. The decrease in 
efficiency alone, on the other hand, is probably not of -the same 
order of magnitude as the rise in general prices. 

But this involves a quantitative estimate and calls for statistical 
investigation; and it is not easy to find a statistical measure for the 
changes in the efficiency of labour. The wcll-established fact that, 
in a number of industries, output per head of the employed labourers 
rises sharply during the depression and falls during the upswing 
of the cycle is not a sufficient proof, because it may be entirely 
due to the fact -that antiquated plants, etc., are put into operation 
during the upswing and are closed down during the downswing, 
and that less efficient workers are engaged during the upswing 
and discharged during the downswing. In technical parlance, 
the change of efficiency which we have in mind must be represented 
by a shift of the productivity curve, while the statistically observed 
changes in the output per head of the labour employed may be due 
-and to a certain but unknown degree undoubtedly are due-
to a movement along the curve. . 

Capabk of 
,xplaining a 

gmlral 
tieprrssion. 

I 

§ 3. HORIZONTAL MALADJUSTMENTS 

The distinction between " horizontal .. and " ver
tical .. maladjustments in the structure of produc
tion was explained above. We have seen that, 
according to the over-investment theory, a vertical 
maladjustment is normally the cause of the collapse 
of the boom; and the exponents of the monetary 

form of the over-investment theory especially seek to show that 
such a vertical maladjustment (of which the outstanding symptom 
is capital shortage and a sharp rise in the interest rate) does n<>1: 
arise by pure chance, but develops as the natural and necessary 
consequence of the inflationary forces which are at work during 
the upswing, falsifying certain essential price relationships by 
distorting the rate of interest. 

Even if one accepts this theory as fundamentally correct, it 
does not follow that horizontal maladjustments are not equally 
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likely to arise, and in certain cases even be responsible for the 
breakdown .. 

It is true, a horizontal maladjustment alone (that is to say, an 
over-development of a particuLu: branch of industry) can explain 
only a partial-as oppoSed to a general-depression for the reason 
that, if industry A is over-developed, there must be an industry B 
which is under-developed and, if A is depressed, B must prosper; 
But the same is true, as we have seen, of a vertical maldistribution 
of the factors of production. 

In order to explain agnrerlll depression, it is necessary to recognise 
that a deflationary cumulative process can be set in motion by 
partial dislocation of the productive process. If this is accepted, 
there is no difficulty in assuming that such a vicious spiral of 
contraction may be started by a horizontal, as well as by a vertical, 
maladjustment in the structure of production. 

Such horizontal maladjustments can be brought 
" Error about by a great number of circumstances which 

theoriu." may be classified as (I) shifts in denIand and (1) 
shifts in supply. 

It is here that the "error theories" of the business cycle, or 
rather of the. crisis, have their proper place. These theories stress 
the great complexity of our economic system, the lack of knowledge. 
the difficulties in foreseeing correctly the future deniand for 
various products. One producer does not know what the other 
is doing. A given denIand cannot be satisfied by producer A : 
producers B, C, D, etc., are accordingly called upon to satisiy it, 
lIlld this creates an exaggerated impression of its volume and 
urgency. This leads to competitive duplication of plant and 
equipment, involving ettors in the estimation of future wants. 
The circumstances conducive to bringing about such mistakes 
have been most fully described and analysed by F. W. TAUSSIG', 

A. C. Pmou', Sir WJLLIA)( BEVERIDGE' and T. 'W. MrrcHm.L'. 

'I .. Principles of Economics. n 3rd ed., 1925. Vol. I, pages 388 eI seq. 
• "Industrial Fluctuations," Chapter VI ("The Structure of Modem 

Industry and Opportunities for Errors of Forecast "). 
• "Unemployment," new ed., London, 1930. 
• .. Competitive D1usion as a Cause of Business Cycles" in QtuJrlorIy 

JovntIIl of E_iu, Vol. 38, August 1924, pages 631 It uq. 
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Clearly, mistakes which lead to a misdirection of productive 
resources can be made at any time. But there are good reasons 
for the view that they are specially likely to arise during the upswing. 
The prosperity phase of the cycle is characterised by heavy invest
ments for the reason that, in many lines of industry, provisions 
are made for satisfying future needs of the ultimate consumer as 
well as of producers in the intermediate stages of production. 
Evidendy, the longer ahead demand has to be estimated the greater 
the risk of serious errors. If the estimate has to be made in a 
period of tapid changes in the economic system in general. and if 
new methods of production and the production of new types of 
goods are involved, the risk becomes still greater. Indivisibility 
and dntability of instruments and the complicated relation between 
changes in the demand for finished goods and the demand 
for dUtable producers' goods (as postulated by the acce1etation 
principle) combine to make a smooth adjustment of cost and supply 
to Changes in demand extremely difficult. 

The border-line between horizontal and vertical 
" Ho,.;zfJftlal" maladjustments is sometimes very difficult to dtaw. 

iIIIIi But since the two are not mutually exclusive, since 
" fJtrti&aI " they can, and probably frequendy do, coexist and 
",a"'4illSl- reinforce one another, the fact that classification is 

",mls. sometimes difficult in concrete cases does not weigh 
too heavily in the balance. 

To illusttate the close relationship between horizontal and ver
ticai ma1adjustment, take again the case where a demand for a 
capital good (say constructional steel) drops violendy as a result 
of a decrease or cessation of growth of demand for the product 
(say houses or motor-cars). It has been argued (as already stated) 
that this is in reality the consequence of a shortage of capital
in other words, of a ""ti&aI maladjustment in the strucrure of pro
duction-4Ild that, if the necessary capital were forthcoming, the 
building activity and motor-car production could continue until 
the replacement demand for houses and cars was such that the 
steel mills could use their whole capacity to satisfy it. 

This may be so : but it is just as possible, and a good deal more 
probable, that the decrease in demand for new houses and motor
cars is due to the demand situatiori-i .•. , that the demand for 
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houses and cars has been well satisfied for the time being relativdy 
to other needs, and that savings are therefore invested in other 
directions, where no steel, or not so much sted, is needed. In 
this case, we have a horizontal maladjustment in the structure of 
production. So far as the deterioration of 'the sted industry and 
the repercussion which this might have on ttibutary industties and 
on the volume of the circulating medium are concemed, the 
consequences of a horu:ontal and' a vertical maladjustment are 
exactly the same. 

§ '4. OVER-INDEBTEDNESS 

Professor IRVING FISHER' thinks that there are 
InlrtJtlNclory. two main causes of the recurrence of economic 

_, depressions, namdy .. over-indebtedness" and 
.. deBation ". These two factors, he thinks, tend to produce and 
to reinforce one, another. DeBation swdls the burden of debts, 
ap.d over-indebtedness leads to debt liquidation, which engenders 
a shrinkage of the money stream and a' fall in prices. 

Professor ftSHER'S debt-deBation theory is embedded in a 
general view about the trade cycle which sounds prima Jam 
somewhat strange. He likeS to call .. IIJI " business cycle a myth. 
But a closer examination shows that he deprecates only the use 
of the term .. cycle" in the sense of a sttictly periodic and regular 
movement. He stresses the differences in the appearance, ampli
tude and length of the various .. cycles "-that is, in the alterna
tions of good and bad years-which we find in the economic 
history of the last hundred years. He admits and even emphasises 
the fact that the economic system is liable to deteriorate in a cumu
lative pr?cess-that there is a vicious spiral of contraction and 
another vicious spiral of expansion. But how far expansion or 
contraction goes depends (he maintains) on innumerable 
circumstances" which differ from case to case. 

• ct. his article .. The Debt-deftation Theory of Greet Depressions" 
in ECOfIOffIOtrica, Vol. I, No. 4, October 1933, pages 337 '" ''''l'' and IUs 
book .. Booms and Depressions, M LondOD, 1933. 
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This difficulty cleared away, it is comparativdyeasy to determine 
the place of the debt-deflation theory in our system of explanations 
of the cycle, and to distinguish those elements which add something 
new from those which have been already discussed in connection 
with other theories. 

The desctiption of the vicious spiral downward, which comes 
into play after the depression has once been started, is sub,stantially 
the same as we found it in the writings of the monetary and 
over-investment schools. A fall in demand leads to a fall in 
frices, to the disappearance of the profit margin, ~o a reduction 

• III production, to a decrease in the velocity of money, and so 
to a contraction of credit, a further drop in demand, pessimism, 
hoarding, etc. 

What, then, is the role of debts and over-indebtedness?· They 
influence the course of the cycle in two respects. In the first place, 
the existence of large debts expressed in terms of money tends to 
intensify the deflation, and in the second place a stare of DVe<

indebtedness may be the cause which precipitates the ctisis. 
Professor FISHER does not d!stinguish the two cases in these words, 
but the. distinction is clearly implied by his analysis). 

Debt.! 
intm.ri!y 
deflation. 

I. The existence of large debts in terms of money 
is certainly a most potent factor (although not the 
only factor) tending to aggravate the depression. 
The burden of debts becomes heavier with the fall 
in prices; and this leads to distress selling, which 

depresses prices further. Thus, directly and indirectly, a liquida
tion of bank credits is induced, which means a shrinkage in the 
volume of the circulating medium and of the demand for goods 
in general 

It wonld seem that the intensifying influence of money debts 
on the contraction process is an important corollary of the theory 
of the deflation as elaborated by the writers previously reviewed. 
Deflation would cause depression and the process of contraction 
would be cumulative, even if (as it is conceivable) the upswiog 
were fifianced by shares and not by bonds, and by the producers' 
own capital instead of by borrowed money; but the depression 
would be milder if the amount of debts was smaller. (To this 
problem we shall return presently.) 
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1. A much more precarious proposition is that 
Over-imkbted- which regards the state of .. over-indebtedness" 

ness 1fI'!J as the normal cause of the collapse of the boom. 
tam, the What is meant by over-indebtedness? .. Over
downtllm. indebtedness means simply that debts are out-of-line, 

are too big relatively to other economic factors." 1 

How is over-indebtedness brought about? .. It may be started 
by many causes, of which the most common appears to be ne1JJ 

opporillflities 10 ifIVe.rt at a big pros p.m. profit, . . . such as through 
new inventions,_ new industries, development of new resoUrces, 
opening of new lands or new markets. Easy money is the great 
cause of over-borrowing ... • \ 

It seems clear that in these cases over-indeb~edness is closely 
connected with over-investment. '1'0 say that the cause of the 
breakdown is over-investment is the same thing as saying that 
investments have been made which later turn out to be unprofit
able: that is, in other words, sales proceeds do not cover cost, and 
one important cost item is interest on fured and working capital. 
The over-investment theory trieS to show why this is the necessary 
consequence of any inflationary boom, and how entrepreneurs 
are lured int<)!.too heavy investments. FISHER, on the other hand, 
stresses the fact that these over-investments have been made with 
borrowed money. But clearly over-investment, rather than over
indebtedness, is the primary cause of the breakdown. If the 
investments are excessive (in the sense that the structure of pro
duction is not in equilibrium), then these enterprises will suffer 
losses, whether they are financed with shares or with bonds, with 
borrowed capital or with the entrepreneur's own capital. Further 
investment will be stopped and deflation is likely to ~ue. If, on 
the other hand, the structure of p~oduction is in equilibrium, there 
is no reason why the indebtedness of the new enterprises should 
cause trouble. It may, however, readily be admitted that the 
repercussions of the breakdown of the investment boom are likely 
to be much more severe where the investments have been financed 
with borrowed money. 

1 "Booms and Depressions," page II . 
• "The Debt-detlation Theory," page 348. Italics in the original. 
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We may thus conclude that the " debt-factor" plays an independ
ent role as intensifier of the depression, but can hardly be regarded 
as an independent cause of the breakdown.' 

§ ,. FINANCIAL ORGANISATION AND THE SEVERITY 

OF THE DEPRESSION 

, Mr. A. LoVEDAY has called attention to~ertain 
Rigid money features of our present financial organisation which 

contrlZ&ts 
intmsify 
deflation. 

tend to aggravate the consequences of a fall in the 
price-level. "We may not-we do not-know", 
he says, " the causes of the recurrence of periods of 
depression; but we do know many of the factors 

that contribute to their severity.". "When prices and the national 
income expressed in money values diminish, the money clairns 
represented by the contracts remain unchanged; the contractors 
who have received a money claim obtain a greater share of the 
national dividend and others obtain less. When contracts are 
for short periods, . . . the shift in the distribution of income may 
be nugatory or nil They can be changed as rapidly or almost as 
rapidly as the prices of commodities move. But when they 
stretch over a period of years, or when rapid Change is in practice 
difficult, they must affect the distribution of income and thus of 
purchasing power. . . . . 

..... The point which I desire to throw into relief is that, in 
a financial organisation such that clairns on national income vary 
less readily than do prices of goods, the rigidity of those clairns 
itself constitutes a contributory cause of further price declines. 
The greater the proportion of monetary fixed claims in society 
as a whole the greater the danger. 

"In the international neld, the effects of such fixed claims are 
still more serious, because the transfer of wealth from debtor to 

1 There 8.re other factors of which Fisher seems also to think when he 
talks of over-indebtedness, •. g. war debts and reparation payments, 
It may, of CODl'Sl', be readily conceded tbat, if such political debts are 
excessive and if the countries concerned do not pursue an appropriate 
poliey, the existence of such debts may lead to contraction and depression. 

I If Financial Organisation and the Price Level U in II Economic Essays 
in honour of Gustav Cassel," London, 1933, page 409. 
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creditor that has to be made is not within the cOuntry. It is not 
the distribution of a national income that is affected directly, but 
its amount. A larger slice must be cut off the national income of 
the debtor State and banded over to the foreign creditor." 1 

Mr. ,LoVEDAY then points out that for various reasons these 
financial rigidities have increased. .. In recent years, the joint
stock system, under names varying with the law in different 
countries, has replaced to a constantly increasing extent the more 
personal enterprise. . • . Gradually with the growth of the big 
industrial concern, with the extension of the multiple shop . . . 
a greater and greater proportion of the population has been thrust 
out of positions of direct, independent control into the mass of 
wage-eaming and salaried classes. Such persons can no longer 
invest in themsdves; to the extent that they play for safety or 
apparent safety, and give preference to fixed-interest-bearing obli
gations over profit-sharing equities, they inevitably add to the 
rigidity of the financial system. Many forces have induced them 
to prefer safety to profit" "_that is, fixed:interest bonds to shares 
and partieipations. . 

The rising importance of the small investor as compared with 
the large capitalist has increased the preference for bonds, since 
the small capitalist bas not the means of a large investor to spread 
his risk, and is not in a position to form a rational judgment about 
the chances of investments in equities. Therefore, he prefers 
savings deposits and fixed-interest obligations. To an increasing 
extent, moreover, intema.tional investments have taken the form 
of fixed-interest-bearing obligations in preference to shares. 

There can be no doubt that these circumstances have played an 
important part in aggravating the present depression. These 
factors must therefore be incorporated in a fully daborated theory 
of the business cycle: but they can find a place in any theory which 
recognises the deflationary nature of the dc:j>ression. 

, Op. ';1., pages 410 and 4II. 
, Op. m., page 4IZ. 
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CHAPTER 5 

UNDER-CONSUMPTION THEORIES 

§ I. INTRODUCTION 

The under-consumption theories have a long 
HiJtorieai history. In fact, they are almost as ,old as the science 

bev:kgrotmd. of economics itself. Lord LAUDERDALB, MALTHUS 
and SISMONDI are prominent among the early 

adherents of this school' of thought. The authors who have done 
most in recent times to .re-state and propagate the under-consump
tion theory in a scientific way are J. A. HOBSON 1 in England, 
W. T. FOSTER AND W. CATCHINGS' in the United States, and 
Emil LEnERER8 in Ger~y·. The cruder versions of the theory, 
which exist in innumerable varieties in all countries, will not be 
considered here, as their fallacy has been clearly demonstrated on 
various occasions.-

~ See liThe Industrial System," London, 1909. 1910: "Economics of 
Unemployment:' 1922; .. Rationalisation and Unemployment." Lon-
don, 1930. OR 

.' See "Money." Boston, 1923: "Profits," Boston, 1925; "The Road 
to Plenty," Boston, 1928. . 

• n Konjunktur und Krisen It in Gru1Ulriss tIM SonaliiAcmomi6, Tubingen, 
1925: "Tecbniscber Fortschritt und Arbeitslosigkeit," Tflbingen. 1931. 

• While not himself primazily an advocate of the underconsumptionist 
thesis. Mr. Keynes has laid great stress on the defiationary chamcter of 
acts of saving. In the .. General Theory of Unemployment, Interest and 
Money,-' London, 1936, he has forged. in the concept of the" propensity 
to consume" an instrument apt for the purposes of the underconsumP'" 
tionist theory. The implications of this concept have been more fully 
developed by Mr. Harrod in his recent work, .. The Trade Cycle", Oxford, 
1936, which appeared when this book was already in the press. 

• For example. by E. F. M. Durbin's .. Purchasing Power and Trade 
Depression." London. 1931, and H. Gaitskell's contribution to "What 
Everybody wants to know about Money." ed. by G. D. H. Cole, London, 
1933. pages 348 II $"1. 
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Ot is difficult to summarise these theories because, with some 
notable exceptions, their scientific standard is lower than the 
standard of those reviewed earlier in this memorandum. They 
cannot be reviewed as systematically as the over-investment and 
,monetary explanatiotill for it is only in regard to certain phases 
of the cycle that these theories have anything original to contribute. 

~eUI1_der:£OAS!l~!!Q~t!'eory is a theory of the crisis and dS!a;s
sion rather than a theory of the cycle. Those members of the 
school who attempt to explain the cycle as a whole and deal with 
all its phases (e.g., Professor E. LEDERER) have taken over many 
features from-or have much in common, with-the monetary 
and over-investment theories. 

The following pages will therefore be not so much a review 
of a theoretical system totally different from the theories reviewed 
in the preceding pages as a selection of certain hypotheses which 
admit of consideration in conjunction with parts of the theories 
examined earlier. ,It is possible, as we shall see, to find a logically 
tenable alternative to the explanation of the crisis given by .. 
over-investment theory; and the new explanation of this particular 
phase of the cycle seems to be quite compatible with the monetary 
and over-investment theories' account of the nature of the upswing 
and the downswing. 

§ ,z. DIFFERENT TYPES OP UNDER-CONSUMPTION THEORIES 

[ Another reason why it is difficult to summarise 
VariotU the views of the under-consumption theorists is 
senses that under-consumption is not a clear-cut, well

of IIIftler- established concept, but covers a great variety of 
&OfISlllfJptiO". phenomena. It is true that all under-consumption 

theories are con~d with the alleged irI~cien~ 
eitl=..ef lI!.on~comes or Of expendi~..9ll- OOji,umy~ood& 
o~ ()t those. inmmes; but the variations between the different 
theories are very greaQ We shall now consider briefly the different 
ways in which under-consumption in' one sense or another has 
been held responsible for the recurrence of economic depressions. 
Two versions of #he theory will finally emerge which seem to 
merit closer examination. 
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l.~ unqualified statement that, ~gical 
impIO~ments _anc:ji.nveIl,tions ~<!.!o the accumulation of capi~ 
~"!c:.-~ ~_~den~_ for p',,?d,:~o.!UQ..Qt:lt~w the ca1!!ci1:¥..fu.r 
cons~tion-this is the under-consumption theory in its crudest 
~-can becusmissed offhand as wholly unfounded. J 

z. [Very frequendy, "under-consumption" is used to mean 
~~g power IS l!i some way lost to the 
ec:c>nomic s~m, and dtererore fiIilS to become income anato . 
appear as demand in dte market for consumers' goods. Money 
disappears or is hoarded, and dte income-velocity of money 
diminishes. In this sense, under-consumption is just another 
word for deflation. Deflation is, of course, a possible cause of 
dte breakdown of dte Doom and dte main cause of dte depression;) 
but, as such, it is covered by dte monetary explanation of dte 
business cycle. 

3. The under-consumption dteory is frequendy put forward 
in the following form. [:Qtere iS0t is said, a secuIar tendency 
.. _t:I!~yoblm~~f p~oduc?0n togrow~-Tlie popwa!!.qn U:!..q~~ 
Inventi<>.ns __ anC!jml'~~ernentsrais~ tkoutp!!t of goods. AAdi~_ 
. ~ns at~J:nade to thesto49f c:oa'pital-that is, to tools and imple
!l1:nts· __ .~~odit:LPri~_~~~ ~,,-ef9re t:J1~:I4ld....dc:p.i:i:isi!)g. 
ee."lle, un!esst:!'e_'l~ti~_of money isSQ.tLtinuously in~ease~_s.o 
as ~o create ~eS"n~~g po\V~~ces~ tQ~th~ in!=,,_~ip.g 
output of goods at stable P~<::eS.,J This is oertainly too sweeping 
a-statement to be of muelt value in explaining the course of the 
cycle. The various factors whielt make for an increase in dte 
volume of production must be treated separately. In pat!icuIar, 
a distinction must be made between growth factors whielt 
involve a decrease in the unit cost of production and those 
whielt do not. Tee1tnologicaI improvements reduoe the unit 
cost of production. Most authorities conclude, therefore, that 
an increase in production whielt is due to suelt improvements 
does not call for an increase in the quantity of money. In 
that case, a fall in prices is not harmful, because it goes 
parallel with a fall in cost and does not involve a fall in 
money wages and incomes in general. On the contrary, in the 
faoe of falling cost, a prioe-stabilising policy would create a 
profit inflation and lead to a dangerous boom and later on 
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inevitably to a collapse and depression. To this proposition we 
shall retum later. 

In the case of a growing population, the situation is clliferent. 
Here most authorities (with the notable exception of Professor 
HAYEK) would agree that the quantity of money ought to increase. 
Otherwise all prices, including the prices of the factors of produc
tion, principally wages, must fall. It goes without saying that 
this is not a satisfactory arrangement, if only because of the rigidity 
of wages.! -

More difficulties are presented in the case of a growing capital 
stock. Should the quantity of money be increased in such a 
way that prices remain stable? And which prices : commodity 
prices or factor prices ? 

These problems, which cannot be dealt with exhaustivelf at 
this juncture, have been much discussed, principally by monetaty 
writers (in recent times, for example, by HA WTREY and ROBERTSON). 

They occur in the wrirings of the under-consumption theorists 
intermingled. with other arguments which will be discussed preS
ently. (It is for this reason that they have been touched upon here, 
although they do not constitute the heart of the under-consumption 
theory.) 

But what is the bearing of these considerations on the explana
tion of the business cycle? The growth of population, the 
enlargement of the capital stock, the improvements in the technieal 
processes of production, are all secular movements. Therefore, 
the proposition that 'the supply of money does not keep pace with 
the growth of production cannot, ptr ~', explain a cyclical move
ment. It is hopeless to explain the business cycle without taking 
account of the cumulative nature of the .. short-run" processes 
of expansion and contraction. The considerations in question . 
do not show why these processes are cumulative. Nor do they 
explain why those processes come to an -end sooner or later and 
give rise at once to a cumulative process in the opposite direction • 

• This Professor Hayek too would admit. But he thinks that the 
injection of money necessary to prevent the fall in wages would create 
a vertical maladjustment in the structure of production. of the kind that 
we have discuss""" inth.. section on the monetary over-investment 
theory .. See .. Prices and Production," znd ed., 1934. page 161. 
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Their value is rather as a means of determining the trend, a deviation 
&om which, in the one or the other direction, is liable to start 
a cumulative process of expansion or contraction. 

There remains the possibility that the growth of production 
or the increase in the sUpply of money moves in cycles. The 
volume of production shows, of course, a cyclical movement. 
But this is exact:ly the phenomenon which is to be explained : it 
cannot be taken as an independent cause.' The second assump
tion that the supply of the circulating medium changes cyclically 
is the essence of the purely monetary explanation of the business 
cycle. 
'[We conclude that these arguments put forward under the name\ 

" under-consumption" theory are partly irrelevant for the 
explanation of the short cycle and partly covered by other 
theories. J . 

4. In its best-reasoned form (,.g., in the writings 
o"er-satJing of J. A. HOBSON and FOSTEIl AND CATCHINGS), the 

theory. tunder-consumption theory uses .. under-consump-
tion" to mean cc over..;.saving ". ~c;eressions.!:fe 

QlusecLbI the_~~large .!i'!?po~of current inco,!!!: 
i~ being saved and too small a I'ro~ spent on consWDUS' 
good~ It is the process of voluntary savmg by individuals and 
corporations which upsets the equilibrium between production 
and sales. ] 
t The next step in HOBSON'S analysis is the contention that the 
cause of over-saving is to be found in the unequal distribution of 
income. It is principally the recipients of large incomes who 
are responsible for-most of the saving.' J If the wage level could 
be raised and the national dividend more equally distributed, the 
proportion of savings would no longer be dangerous. CI'he 
demand for equalisation of income as a means of reducing cyclical 
lIuctuations, which is very popular in certain quarters, has one of 
its roots here.J 

• By an "independent cause" is meant a change produced by outside 
factors whicb can be taken for granted by the economist. sucb as cbanges 
in agricultural production, due to weatber conditions. Nothing of this 
sort is to be found in industrial production . 

• Statistical evidence is to be found in "America's Capacity to con
sume ", edited by the Brookings Institution, Washington, 1934. 
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We shall leave this part of the argument on one side, however, 
and cQncentrate on the fundamental proposition that over-saving 
is the cause of the evil. 

The activity of saving may conceivably exert an adverse inJIuence 
on the economic situation in three different ways. 

(a) r Saving may lead to depression because 
Srwing savings do not find an outlet in investment. There 

IlfIIi hoarding. may be an excess of savings over new investment. 
which will be intensiJied by every additional act 

of saving, at any rate where saving extends beyond a certain limit. 

r 
In other words, saving produces a deflation, a decrease in aggregate 
-demand for gpods, because the sums saved are used to liquidate 
·bank credit or are accumulated and hoarded in the shape of cash 
-or idle deposits.) There is the further possibility that savings are 
,spent, nC!t in financing new investments, but in buying prope<ty 
oand titles to property sold b~le who are forced to sell because 
t.liey have suBei'ed losses. . g the depression, when the spirit 
or.:Dterprise runs low and pessimism prevails, it is probably true 
to a large extent that saving engenders deflation rather than new 
investments, and that the slump is to that extent prolonged and 
intensiJied. :Sut the breakdown of the boom can hardly be explained 
in this way. D'here is no evidence that an absorption of savings 
occurs during the boom or before the crisis : on the contrary, there 
invariably exists a brisk demand for new capital, signalised by 
high interest rates. There is an excess of investment over saving 
and not the contrary.l.JThe situation changes, of course, com
pletely after the turning-point, when the depression has set in. 
Then there is an excess of savings over investment. 
/: But thiS analysis is no special contribution of die under-consump
tionists : it is the common ground of the monetary and over
investment theorists (especially Mr. ROBERTSON).] 

II It should be not«! that the terms "savings" and "investment" are 
used here in the ordinary meaning of the two words. Mr. Keynes. in 
his "Treatise on Money," has given them a very peculiar definition, 
according to which an excess of savings over investment does Dot imply 
d.1Iation but is. by definition, equal to losses, and an excess of in_ent 
over saving equal to profi~ 
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Now we come to the heart of the under-consump
tion or over-saving theory. 

(b) /: Savings lead on the one hand to a fall in the 
demand for consumers' goods, because the money 
saved is not spent on consumption . ..J 

(f)C On the other hand, savings are, as a rule, 
invested productively. The sums saved are used 
to add to the capital equipment of the community • .:1 
Factories, railways, power-plants and machines 

are constructed. The ultimate aim of all this is to increase the 
production of goods for /inal consumption. . 
t1hus the demand for consumers' goods is reduce.f, their supply 

is increased and their prices must fall. The market for consump
tion goods holds the central position in the economic system. 
So long as all goes well there, the whole productive apparatus, 
which is piled up behind the consumers' market and is there only 
to serve it, will run smoothly: when the equilibrium is disturbed 
there, the whole economic system will suffer . .:l 

To this theory there are serious objections. CTo 
Criti(:iJm. say that the situation in the earlier stages of produc-

tion depends exclusively on the state of affairs in the 
consumption industty'1-that, if the latter flourishes, the former will 
prosper and that, if production falls or stagnates in the latter, the 
former will necessarily decline or stagnate too-is, in this general 
and categorical form, certainly wrong] We have already ~ 
occasion to .di.!c:us~e where a general increase in demand for 
consumers' goods and a consequent tendency of the consumption 
industries _ to ~JLproduction are not only not a sufficient 
c:Ondftion of p~QSPerity in~ higher s~ of prollm:!io.o, b!!!, 
O!!..!h~_COlltrary .. the ca\lse of its collap.5e. The monetary over
investment theory has shown the possibility that, when at the end 
of the boom the demand for consumers' goods rises and their 
production tends to increase, this upsets the equilibrium between 
costs and prices in the higher stages, because there are then no idle 
factors of production which can be drawn into employm~t in the 
higher stages, and there are not the necessary funds (capital supply 
in terms of money) to retain employed factors of production 
against the competition of the consumption industries;! 
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(According to the over-saving (under-consumption) theory, the 
equilibrium is upset by the opposite course of events-that is, by 
a decrease in the demand for consumers' goods.J li'he criticisms to 
which the theories of Messrs. FOSTER AND CATCHINGS (who have' 
elaborated the over-saving theory most fully) have been subjected 
by DuruJIN, HANSEN, HAYEK, ROBERTSON and others,' have at 
least shown that, in spite of a high rate of saving, there is always 
an equilibrium position pouibl, with full employment of the 
factors of production~ This is true in the first instance (that is, 
during the pcriod of construction of the new capital) as well as 
in the long run (after the new capital equipment has been put into 
operation). 0 

r Looking at the problem. broadly, it is clear that 
The jlWtiDII the~cial£ungi91L Qf JlavinJr is to ~eI~~_~!.c.!:lI 
of sa/Jing. fr<:>m the production ()fgoods for in)mediate con-

o SlUnP~OP:JQi: ~,,-pr~d."'!'tiQn of .P~9du<;ers' goc;ds. 
Temporarily, the production of consumers' goods is curtailed 
in order to pertuit of increased production at a later point with 
the help of capital goods which have been constructed in the 
meantime. The fall in the demand for consumers' goods has 
therefore icl function. The monetary incentive for the entre
preneur to undertake the construction of new capital equipment, 
in spite of decreased demandIor consumers' goods, is provided 
by a fall in the rate of interest, which permits a lowering of unit 
cost through the utilisation of roundabout methods of production 
of superior productivity J The cruder versions of the under
consumption theory do not offer an adequate analysis of these 
essentials of the capitalistic method of production. They there
fore do not deal with the possibility of a smooth adjustment of the 
production process to saving. But it must be admitted that, while 
their opponents have shown the theoretical po.r,sibjjjty of a smooth 
absorption of savings in new investments, they have not shown 
its neeessity. Entrepreneurs may make no use of the possibility , 

1 See Durbin : II Purchasing Power and Trade Depression," London. 
1933; Hansen: "Business Cycle Theory," 1928, Chapter 111 ; Hayek: 
"The Paradox of Saving" in Economica. May 1931 ; D. H. Robertson: 
"The Monetary Doctrines of Messrs. Foster and Catchings" in "Ec0-
nomic Essays and Addresses" of Pi~ou and Robertson. London, 1931. 
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of extending the structure of production. The consumers' goods 
industries and the immediately preceding stages will thereupon 
~ production; and this may lead to a destruction of purchas
ing power. This in tum may deter producers in the higher stages 
from embarking on new investments, in spite of the incentive 
provided by the fall in the interest rate. All depends on their 
psychological reactions, on their anticipations. r If the mone~ 
saved is not invested, a cumulative process of deflation will sta., 
and saving may thus defeat its own end.::{ 

Thus we are back at case (0) discussed above. Much will 
depend on whether there is a continuous flow or a gradual increase 
of savings, whether there are violent changes, andoVhether there 
is a brisk and continuous demand for new credit (casital) s9 that an 
increasing supply is readily absorbed at slightly falling interest rates. 

Let us now apply this analysis to the broad facts of the business 
cycle. [During the depression, demand for new capital is at a 
low level and inelastic. There is therefore a great danger of new 
savings running to waste instead of being invested. During the 
upswing, demand is brisk and new savings easily find an outlet 
in new investmen~ Can the over-saving doctrine contribute 
anything to the explanation. of the crisis, the down-tum from 
prosperity to depression? 
tThere is no evidence for the assumption that the rate of saving 

rises at the end of the boom and so creates serious difficulties.-:J 
On the contrary. for reasons which have been touched upon in an 
earlier passage, it would seem rather that' the rate of saving f'])$ 
in the later phase of the boo-;;;:---

----,:r J3ut it-has been argued by many writers
Valll4blt and the argument may be said to represent a new 

asperls of Ih, version of the under-consumption theory-that 
lIIIlier- ~d of the boom comes when the fruits of the 

ronsumption .'.,,:~_processes whic!l. have been initiateg with tqe 
theory. help of voluntary and forced saving durin-.lL!Pe 

up-"~g _!,egin to e~E-"g!!.J The crisis is brought 
abou~no~u __ "-,!-dden.riscjli}1i"'iaJeJ>f_sa:ring (i.I., a fall in the 
~ minana for consumers' goods) ~ut bL~ ~p~d_!i~~.bLthe.~~_qf 
output. (i.,., in the :!IIJ!P!y of consUmers' goods).-:::\This theory, 
which is the direct opposite of the shortage-of-capital explanation 
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of the breakdown, merits closer examination and will be discussed 
in the next section. . 

6. t Another valuable version of the under-consumption theory 
is the doctrine that the failure of wages to rise rapidly enough 
during the upswing-more explicidy, the lag of wages behind 
prices-is the cause of excessive profits, which in tum entail a 
dangerous credit inflation and eventually engender serious dis
turbance of existing relations culminating in a crisiD This theory 
·will be discussed in the next section but one. 

§ 3. INSUFFICIENCY OF CONSUMERS' DEMAND VERSUS SHORTAGB 

OF CAprrA! AS THE CAUSB OF THE COLLAPSB OF THE 110914 

So far we- have encountered, and discussed, the 
Capital following answers to the question why the cumula-

shortall ""'SfI.f tive process of expansion always comes to a more or 
itt.ftIjfitill1fJ less abl;Upt end : Disturbances from outside the 
0/ &DII.flll1lers' economic system; insuJIiciency of the money 
. dtllltmd. supply; shortage of capital in the sense of a vertical 

maladjustment of the structure of production; 
horizontal maladjustments; a general rise in "cost" and decline 
of efficiency. 

The hypothesis with which we have now to deal is the exact 
counterpart of the shortage-of-capital theorem. It· is important 
to make ~e issue and the two answers quite clear. The problem 
is this.o..lS the turn from prosperity to depression brought about 
by a shortage of capi~ or by an in~ufficiency of the demand for 
consumers' goods ?ttDoes the investment boom collapse because 
the supply of capital becomes too small to complete the new 
roundabout methods of production, or because consumers' 
demand is insufficient to sustain the increased productive capacitj'? 
'.The argument of the under-consumptionists is this. During 
the upswing of the cycle, society deVdops its productive apparatus. 
But it takes some time before the production of consumers' goods 
begins to increase. In the meantime, their supply is deficient; 
prices rise; and there is therefore a constant stimulus in the direc
tion of further investment. But as soon as the new roundabout 
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methods of production are completed, the new investments are 
finished; consumers' goods begin to be poured out; the markets 
for consumers' goods are glutted : and this reacts with increasing 
intensity on the higher stages of production] . 
r According to the other view, exactly the opposite is true. The 

trouble is due, not to a deficiency of consumers' demand, but to 
the contraty tendency. The demand for consumers' goods tends 
to rise because the newly created purchasing power, which bas 
been placed at the disposal of entrepreneurs, becomes income in 
the hands of the· owners of the factors of production and is spent 
on consumers' goods before .the supply of these goods ·can. be 
sufficiently increased. The demand for consumers' goods,u thus 
too large rather than too small. There is not enough .. waiting", 
not enough .. lacking" in the terminology of Mr .. ROBERTSON, 

or, in ordinaty words, not enough saving to complete the invest
ments initiated. The consequence is that the rate of interest tends 
to rise, and the banks are called upon to provide ~e necessaty 
amounts of capital. Sooner or later, however, the inflation must 
be stopped; the Bow of new credit comes to an end; and the com
pletion of a great number of new investments becomes impossible. 
They are consequently abandoned, and this is the break which 
sets in motion the downward spiral of contraction. J 
(Both theories contemplate what we have called a tllrlitai malad

justment in the structtUe of production; but these vertical a 
justments are not of the same order::! As we shall see at once,~ . 
.. top .. of the structure of production '1ccording to the one theory ~. 
the .. bottom" according to the other, is over-developed in rela-~ 
tion to the Bow of money.' In a sense, both theories can be 
described as over-investment theoriesJ In the one case, ne~ 
inv~en~~e~~~ the sU!PlOf saVlDiI.-in 
th~i:!ii:f~case, they are c:x~sive in _on t e !l"!!!ll'l'lfor 
the product. That the distinction is important may be seen from 
fhefactiliat the conclusions drawn as to the appropriate policy 
to follow in order to avert, mitigate or postpone the breakdown 
are diametrically opposed. According to the one view, every 
measure that tends to increase consumers' demand and to reduce 
saving is helpful. According to the other view, exactly the 
opposite policy is called for. (But such policy, it should be noted, 
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holds only for the later phaSe of the boom. As soon as the down
ward movement has got under way and the spiral of deflation has 
been. started, the position changes completely and quite diffetellt 
considerations come into play.) 

We must try to make the clistinctioll. still clearer and to 
distinguish these two cases from horizontal maladjustments 
and from a purely monetary insufficiency. This is not always 
easy : it is sometimes difficult to ascertain which case a writer 
has in mind. 

T The best method of £io.ding out the exact meaning 
Th, SlrtlefNrl and implications of the different theories is to ask 
of prodNction what are the appropriate measures called for, and 
anti thl f/01II to what extent the crisis can be averted by the public 
of 1II0fI!J. changing its habits of saving and spending and the 

mode of spending1(without considering whether. in 
p~ctice ~s ¥ge can or cannot be brought aboQ,t by State inter
vention)l..JY an insufficiency of the supply of money, a credit 
conttaction pure and simple, is the sole cause of the termination 
of prosperity, the situation can be remedied by purely monetary 
measures-viz., by an increase in the m9~ or credit supply by, 

cans of uction' st rates. With a very few exceptions 
( whom..Mr. HAWTREY is· prominent), m<1st writers would 
agree that this is impossible.> The down-turn and the depression 
can be postponed, but not averted, by a cheap-money policy;J The 
reason is that the difficulties do not arise, or do not solely arise, 
from an insufficiency of the flow of money in general so much as 
from the fact· that the structure of production-i.I., the allocation 
of the factors of production to different stages and branches of 
industry-<l.oes not correspond to the flow of monf;y as determio.ed 
by the distribution of individual money incomes between. saving 
and spending and the diffetellt branches of spending; Such a 
discrepancy cannot be remedied by a simple expansion of credit. 
The authorities may perhaps determine where the new money is to 

be spent at first. They can, that is to say, choose the point of 
injection of the new money into the economic system; but they 

, See A. Amonn: .. Zur gegenwartigen Krisenlage und inftationistischen 
Krisenpolitik .. in Zeilscllri/I fUr Natitmal6kOfWmil, Vol. V. 1934. page 1 
and passim. 
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cannot hope---at any rate without drastic reorganisation of the 
whole economic system~.'., without abandoning the existing 
individualist organisation of the system-to ;swtrol how the 
money is spent by the successive recipien~ut suppose it "'ere 
feasible to change at will the people's habits as to saving and 
spending, what changes would be best calculated to forestall 
serious trouble? tb~u~ly, if_w~niI~Qut aJ:l.!nsuffi~~tg/ 
~and, there must be suCh a clistributiotl of die nationi!ina1~ 
l!S Will mike ~:~.of moneJ_~_n:e_~Qnd.tcLth\'-t!Q~~g~~ds. 
~ capital-shortage theory replies that all trouble could be 

a~~~~()ple would consume less and save more. !Illd th..':'~ 
supply -the. !lacessary_ ~fund~o~hcomple~~~un~ml'lete_d 
r()undllbou.tl'rocesses of prqduction. The reply of the pure 
under-consumpiioniit -rs -the· contrary::J\Jf people will expand 
consumption and save less, he says, the breakdown can be avertedj 
That is very well, if the difficulty is due to the too early completion 
of the new roundabout processes of production. The situation 
is that people intend to save more, to wait longer. This implies 
that they are not yet prepared to take over an increased output 
of consumers' goods. Over-investment is not a correct descrip~ 
cion of such a situation. Under-investment would be a better 
description, since the crisis can be avoided, for the time being at 
least, by undertaking longer roundabout processes of produc
cion~ .•. , more ambitious investment schemes which would 
postpone the appearance of consumable goods on the market. 
L If horizontal maladjustments are involved, a shift in the distri
bution of income between saving and expenditure on consumers' 

. goods cannot remedy the situation. Changes in spending habits 
will then be necessary to restore equilibrium. For example, if the 
motor-car industry is over-developed, people must be made to 
b~y more motor-cars instead of something elsel 
L!~~ ~~ ~t shottage_"f capital and insuffi<;iency of.conswners' 
~and are alternative exphinatio!}~. The public cannot be 
repr~~e time tor saving too little and saving too 
much. But, as Mr. ROBERTSON has pointed out,. it is quite 
conceivable that, if capital shortage is " the actual spear-head of 

• In .. Industrial Fluctnations and the Natural Rate of Interest," 
Economic Journal, December '934. 
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relapse", insufficiency of consumers' demand in presence of an 
increase in output will bring about the Crisis somewhat later.J 

tVertical maladjustments of each type o'n the one 
~if!Nf'? in hand and horizontal maladjustments and insufficiency 

·JI.rtingtn.thing of total demand (insufficiency of money supply) on 
IJI(1iftil'rmli the other are quite compatible.]C"To a certain 
~tal extent they prohably always go together and are 
malatfjtl.tt- frequently difficult to distinguish::J Since many 

mMf.t. writers do not carefully distinguish these cases, it is 
often difficult to know which they have in mind. -

The reason for this ambiguity is perhaps to be found in the fact 
that, in all these cases, the proximate cause of the breakdown is 
an insufficiency of demand as compared with the supply coming 
on the market. This is true alike in the case of a horizontal 
maladjustment or an insufficiency of demand for consumers' 
goods, and in the case of a capital shortage, which finds its expres
sion in an insufficiency of de.tlllUl:d for producers' goods and 
.. machines" in particular, since possible pUrchasers cannot get hold 
of enough" capital" to purchase them (SPIETHOFP). Furthermore, 
as ProfessorLEnERER.1 has remarked, the fact that the breakdown 
begins in the producers' goods industries need not mean that capital 
shortage is the real cause of the trouble. It is conceivable that 
the consumption industries may quickly become aware of the 
limitations of their further expansion in view of the insufficiency 
of consumers' demand. If that is the case, they will restrict 
their orders, and by so doing may precipitate a crisis in the higher 
stages of production without having themselves got into trouble. 
This can only be made clear by putting and answering the 
question with which we started : How should the Bow of money 
between saving and spending and between the various branches of 
spending be modified in order to restore equilibrium ? 

Ut/erw'.r 
theory. 

tProfessor LEnEllER explains the breakdown of the 
boom chiefly by insufficiency of consumers' demand. 
(How he explains the genesis of this insufficiency 
will be seen in the next section.) He says that 

equilibrium can be easily restored if wages are increased and profits 

J. ., Konjunktur und Krisen" in Gru1l4riu tIN SozUalOk()fI(JJH.u. IV. 
Abteilung, I. Tell, TUbingen. 1925, page 394. 
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lowered I_that is to say. the rate of saving (he says, of " accumu
lation ") must be reduced and the rate of consumption increased.:J 
This is brought about eventually during the crisis and depression.: 
But he makes an Important qliililicatlon. He says tha~ sp far 
as "the crisis originates from a disproportion in the sphere of 
production" (in contradistinction to a disproportion In Incomes). 
i!J;anP.ot be Cllred by a rise in wws. He seems to be ~inking 
of what we call horizontal maladjustments in the. structure of 
production. and (later on) of the deflation during the depression. 

('If the value' of money which was lowered during the boom is 
gradua.lly restored during the depression. wages must fa.Il. But 
he insists that wages should fall less than :e..rices. If they fall more 
rapidly than prices. the crisis is intensified...! 

r Professor Hans NmsSEB. has worked out a theory 
A IIllJ1lltary which could be described as a "monetary under-

1IfIIler- consumption theory ".!J He explains the breali:-
&OIUtII1Iption down of the boom by under-consumption in the 

theory. sense defined above and analyses carefully how the 
difficulties in the consumers' goods industries are 

. likely to entail defla.tion and so spread the trouble to all parts of 
the system. t He is not exclusively an under-consumption theorist; 
he points out that other reasons for the collapse of the boom, such 
as under-saving(the opposite of under-consumption). are not at 
all inapplicabJe~d have actually brought a. n~ber .of cycl~ to 
an end. \.¥c believes. however. that the sltuatlon IS especially 
serious if the trouble £rst arises in the consumption industries, 
for this constitutes. so to speak, an " ~en~cause of defla.
tion) 00"!1... consump.!!~Il.-w.d!!S~-..!.~: losses, il}yestment 

• Of>. cit., page 401. 
• Of>. cil., page 394. He seems to overlook the alternative possibility 

of the breakdown being caused by capital shortage-that is, by under
saving and over..consumption. Speaking about Spiethoft·s· theory. he 
says : .. An over-production in the earlier stages of production. in the 
coal-mines. iron-and-steel works, etc., -obviously means only that the 
demand for finisbed good. tannot rise to that extent which would c0rre

spond to the actual production of producers' goods" (page 386). 
• .. General Over-production. A Study of Say's Law of Markets .. in 

]CJfmt4l 0/ Polilical E""""",,,, Vol. 42, 1934. pages 433-465. C/. also his 
book" Some International Aspects of the Business Cycle, .. Philadelphia, 
1936• 
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relapse", insufficiency of cons~ers' demand in presence of an 
increase in output will bring about the Crisis somewhat IateLJ 

tVertical maladjustments of each type on the one 
• Pi/fNJIf? in hand and horizontal maladjustments and insufficiency 
. rIi.ttlnglluhing of total demand (insufficiency of money supply) on 

"etfiftil'rlllli the other are quite compatible.]rTo a certain 
hd1izontal extent they probably always go together and are 
",a/a4illSt- frequently difficult to . distinguish:::J Since many 

",,,,/.t. writers do not carefully distinguish these cases, it is 
often difficult to know which they have in mind •• 

The reason for this ambiguity is perhaps to be found in the fact 
that, in all these cases, the proximate cause of the breakdown is 
an insufficiency of demand as compared with the supply coming 
on the market. This is true alike in the case of a horizontal 
maladjustment or an insufficiency of demand for consumers' 
goods, and in the case of a capital shortage, which finds its expres
sion in an insufficiency of deman,d for producers' goods and 
.. machines .. in particular, since possible pUrchasers cannot get hold 
of enough" capital" to purchase them (SPIETHOFF). Furthermore, 
as ProfessorLEoEllERl has remarked, the fact that the breakdown 
begins in the producers' goods industries need not mean that capital 
shortage is the real cause of the trouble. It is conceivable that 
the consumption industries may quickly become aware of the 
limitations of their further expansion in view of the insufficiency 
of consumers' demand. If that is the case, they will restrict 
their orders, and by so doing may precipitate a crisis in the higher 
stages of production without having themselves got into trouble. 
This can only be made clear by putting and answering the 
question with which we started : How should the flow of money 
between saving and spending and between the various branches of 
spending be modi£ed in order to restore equilibrium ? 

Ledl,lr's 
theory. 

tProfessor LEoI!lll!R explains the breakdown of the 
boom chiefly by insufficiency of consumers' demand. 
(How he explains the genesis of this insufficiency 
will be seen in the next section.) He says that 

equilibrium can be easily restored if wages are increased and profits 

1 "Konjunktur und Krisen i., in Gnmdriss tier So1'i4l6kOfflmtil. IV. 
Abteilung. I. Teil, TlIbingen. 1925. page 394. 
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lowered '-that is to say, the rate of saving (he says, of " accumu
lation ") must be reduced and the rate of consumption increased.:J 

r This is brought about eventually during the crisis and depression." 
But he makes an unportant qWilllication. He says that,. S9 far \ 
as "the crisis originates from a disproportion in the sphere of 
production" (in contradistinction to a disproportion 111 1I1comes), 
i$..J;aDnot be cured .by a rise in wages. He seems to be tqinking 
of what we call horizontal maladjustments in the structure of 
production, and (later on) of the deflation during the depression. 

('H' the value of money which was lowered during the boom is 
gradually restored during the depression, wages must fall. But 
he insists that wages should fall less than E,rices. If they fall more 
rapidly than prices, the crisis is intensified.J 

r Professor Hans NEISSER has worked out a theory 
A 11IOf11tary which could be described as a "monetary under-

1IIIIiIr- consumption theory ".~ He explains the break-
&rm.ftI11Iptirm down of the boom by under-consumption in the 

theory. sense defined above and analyses carefully how the 
difficulties in the consumers' goods industries are 

" likely to entail deflation and so spread the trouble to all parts of 
the system. \ He is not exclusively an under-consumption theorist; 
he points out that other reasons for the collapse"of the boom, such 
as under-saving (the opposite of under-consumption), are not at 
all inapplicable and have actually brought a number of cycles to 
an end. ~ believes, however, that the situation is especially 
serious if the trouble first arises in the consumption industries, 
for this constitutes, so to speak, .an =-en~ous " cause of defla
tion) ~ep... consump!!o~ _!!ldw;):I:i~~ __ " s~ses, iny~tment 

• op. cit., page 401. 
• op. cit., page 394. He seems to overlook the alternative possibility 

of the breakdown being caused by capital shortage-that is, by under
saving and over-consumption. Sptaking about Spietholl's theory, he 
says : If An over-production in the earlier stages of production, in the 
coa.l-m iDes, iron-and-steel works, etc., .. obviously means on1y that the 
demand for finished goods t.annot rise to that extent which would corre
spond to the actual production of producers' goods" (page 386). 

• .. General Over-production. A Study of Say's Law of Markets" in 
]OIWWIJ 0/ Political EcoNOMY, Vol. 4~, 1934, pages 433-465. Ct. also his 
book" Some International Aspects of the Business Cycle, .. Philadelphia, 
1936• 
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~!:..CC:_~_.9!t1;ail!:d and re~liip.!L~_sl'~ead}mn:tedi;".,.Jy 
~}he~ppe.r~~gc:s .0fl'~~!:!~()!DY:hiIc;.J!~£C:>r~g.!q~
e>!!L!:,hi.ch ~ses _41. ~~_..!'Ipitlll.....gllQ.d.s..JD.dllsttie$_js_ in i~ 
s\JfIicien.uea!0p.1Q~.L<ie~!. ()f.P.toglJrtiOQ in~.Q.ns.utn~.~' gooc,ls. 
iwl-i1§tnesi ::J 

F. influential sponsor of the view that the 
ImpottlatJ{I oj breakdown of the boom is brought about, not by .a 
eOlUlrllttion shortage of capital, but by fnsufficiency of demand 

period in the in fiice of a lllpid ·increase in the output of 
• IIpswing. consumers' goo IS Professor A1be~Ai.ION3 

Professor ALION builds his theory largely on 
the accelellltion prtnClp. odente increases or reductions 1n 

the ptodu"ction of consumers' goods give rise to relatively large 
fluctuations in the production of capi~ equipment. The boom 
is stimulated <l>y a deficiency of consumers' goods; and this leads 
to an increase in the production of capital goods. But the modem 
capitalistic process of production is time-consuming . ..,,-The con
struction of capital goods which must precede the production of 
eonsumers"goods takes months or even years. Therefore, the 
output of consumers' goods does not rise at once, or at any lllte 
does not at 'once rise sufficiently. Prices of consumers' goods. 
remain high, the profit margin persists, and there is a cCJFtant 
stimulus to produce. capital equipment. This phase of capita)istic 
production, in which capital goods are being created, is the period 
pi prosperity.J It is the capitalistic technique of production, the 
fact that a long time must elapse before the output of consumers" 
goods can bl: ~~ed, which prolongs the prosperity period,. 
over-stimulates tiie.lonstruction of cap~ goods, and leads finally 
to II disruption ofreconomic equilibrium., 

1 II Les crises ¢riodiques de surproduction, ,I Paris, 1913. See also
his article .. The Theory of Economic Cycles based on the Capitalistic 
Technique of Production" in the Revi<w 0' ECOttOmic Sl4tislics, October 
19'7, pages 165 .t ~OnlY part of Aftalion's theory will be examined 
here. On thl> whole. theory'eumot be cl'fSSified as an under<onsump
tion theory : but his xpla.natioD of the crisis as reviewed in the text is
the same as that of the under-eonsumptionists. His explanation of the 
cycle as a whole suffers from the inadequaeyof the analysis ~ the monetary 
factor~ Compare the criticism by D. H. Robertson in E.....".ic JIlNf'tUIl, 
Vol. 24. 1914. pa.ge 81, and A,. H. Hansen's review in II Business Cycle
Theory, n pages 104-1I1. 
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r The breakdown comes when the roundabout processes of pro
duction which have been stl1rted during the upswing are completed 
and consumers' goods begin to pour out. It is of course true 
that the duration of the processes of production is not uniform 
for all types of goods. Therefore, the processes of production 
which have been initiated will not all be completed at the same 
time. The prosperity does not terminate when a single !II'Ocess 
is finished; it ends only wben a great quantity of capital in the 
majority of industries is set to work turning out consumers' goodik 

Professor 1tn-ALION compares the time required for the manu
facture of means of production to the time which elapses between 
the moment of rekindling a fire and the moment at which it begins 
to give offheat. "If one rekindles the fire in the hearth in order 
to warm up a room, one ~ to wait a wbi1e before one has the 
desired temperature. As the cold continues, and th~ thermometer 
continues to record it, one might be led, if one had not the lessons 
of experience, to throw more coal on the fire. One would 
continue to throw coal, even though the quantity already in the 
grate is such as will give off an intolerable heat, when once it is 
all alight. To allow oneself to be guided by the present sense of 
cold and the indications of the thermometer to that effect is fatally 
to o"ftrheat the room." 1 

t:=-ne')pea that the length of the prosperity phase of the cycle 
depends on the duration of the new productive processes (which 
is, in the main, the Period of construction of new capital equip
ment) has been widely re-echoed. Professor PIGOU and 
Mr. ROBERTSON attribute to what they_ ca11..!!J!)e.rJiltiDfl ~triod.of 
capital g~s1-)Vhichjs~hstJl!1t:ially.!Sui!ait to.J:h~?o~f 
coll~~ction> an imll-Q1taItt_wle in d~ermi!l~g 'the .!eng!b of the 
ups"'.ing. It is also part ofl'roressor SCHUMPETER'S theory that 
the boom is terminated when the new productive processes are 
completed and an additionalllow of finished goods appears in the 
market.:J ' 

I Substantielly the same theory is advanced' by F. W. Taussig, 
.. Principles" Economies," 3rd ed., Vol. I, pages 391 and 39"'. . 

• This i. also stressed by F. LavingtOD : .. The Trade Cycle, an ACcount 
of tho Causes producing Rhythmical Changes in the Activity of Business," 
London, ]922, page 72. 
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The view of these writers is that the upswing is usually concen
. trated in one or two leading industries-railway construction in 
the third quarter of the nineteenth century and, later, eleetrical 
machinery and automobiles. 

It must be admitted that the exact classification of these theories 
is not easy. It is not always apparent whether all these writers 
are th,jnking of over-saving in the strict sense in which we have 
defined it above,Lwhen they say that the consumers' demand is 
insufficient to absorb the swollen stream of goods flowing into the 
market. It is not always .quite clear whether they are not thinking 
also of horizontal maladjustments or some other maladjustments 
which may have no place in this conspectus of the position.:J lThe 
"gestation period" of durable goods may also be interpreted 
as meaning that the capital supply (i.e., ,the flow of saving) is insuffi
cient to absorb the new capital goods as they are completed.) The 
obscurity will remain. in the absence of answers to the initial
question as to what changes in the flow of money from saving to 
spending, from spending to saving, or from one branch of spending 
to another, are capable of restoring equilibrium or forestalling 
disturbance.1 

Unfortunately explicit answers to this question are few and far 
between. But, since we are interested rather in possible theories 
(that is, in hypothetical explanations) than in theorists and their 
doctrines, we may leave the matter there. . 

§ 4. THE FAILURE OF WAGES TO RISE SUFFICIENTLY AS THE CAUSE 

OF '"HE EXCESSES OF THE BOOM 

In ~ts bare outline, the argument i, this. t The 
Lag ill prosperity phase of the cycle is characterised by a 

",age-rise great increase in the production of capital goods. 
stimulates The breakdown is caused by .. over-investment ",1 
illllestmlllt. (AS' will be seen later, it is not alwa~ clear exactly 

what is meant by over-investment.) 1. The necessary 
stimulus and the necessary funds for these investments are derived, 

1 Cases are of course conceivable in which no such change would be 
sufficient to restore equilibrium. 
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in part at any !'lte, &om the excessive profits of entrepreneUrs. 
This profit-inflation can and must arise because wages and certain. 
other incomes fail to advance in harmony with rising prices or 
falling costs due to rapid technical progress] 
L This theory has been used to explain the business cycle in general 
oy E. LEDElU!R 1 and E. PREISER!,] In recent writings, it has 
frequently been advanced as an explanation ad hfJ& of the last 
American boom." 
[It is obviously closely connected with the monetary over

investment theory. . A grtaio 4g of wa-.S"S or other jp.g)me 
(especiaIIy, of the relatively inflexible incomes suell as those of 
State officials, pensioners, rentiers, the holders of fixed-income
bearing securities, and the like) is a normal and i,mP-o~!£9.l~ . 
of force~ s~vill~~~,,..;?f th.s&~ation of ca.EL~j,~~ 
o~ .inBatlOn~~anSlOn of credit. If wag,,-s_~~ __ all. other 
in~~.Jj§~~~ti~y with. and to the Same exteJ:\t 
as, l'riCl'~:)Vjtll eacit injecti0ll ()rne.w.money •. ther!:.:WQw4.J)~p:ttIe 
sc:9pc fodQ!ced .s.ay!ng,....~ 

As we have seen,L tIie monetary over-investment theory runs 
mainly in terms of the rate lof interest. According to it, the 
expansion is brought about by the fact that the rate of interest 
is too low, either because the money rate of interest has been 
lowered or because the natural rate has risen. It is obviously 
compatible with this view that the movement of wages and other 
incomes should also have a determining influence. If wages, etc., 
fail to rise, profits swell; and this provides a strong stimulus for 
further expansion of credit and investment. In the terminology 
of the over-investment school, the profit rate rises; hence the 
demand for credit goes up and credit inflation ensues. Thus the 
lag of wages and other income is an important. factor in the 
reinforcement of the cumulative effect of the expansion process. 
It follows that the boom could be stol?jed by a sufficient rise of 
wage rates as well as of interest rates . ..f 

• Lederer, 0(>. cit., pages 393 and 394 . 
• Preiser: uGrundztige der Konjunkturtheorie,u 1933. 
, Ct. A. D. Gayer: "Monetary Policy and Economic Stabilisation:' 

pages 213.131. 1935. and A. B. Adams: "Our Economic Revolution," 
pages x-'S, '934, 

'0 
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[So far, this type of under-consumption theory 1 and the monetary 
qver-investment theory are in no way contradictory but rather 
complementary one of the other. There seems ·also to be agree
ment that credit expansion is a necessary feature of the picture.J 

The diffei:ence between the two groups arises over 
Wage-lag as . the question, Why exactly does the boom eventually 
vi..,ed I?Y collapse? What is the nature of the disequilibrium, 

OII.,.-investmmt and which factor does the mischief? 
theorists IZfIIi ~~ oyer-investment theory. the 

I?Y fIfJIi.,.- ~~s10n is the villain of the ¢e';e~e 
tonsllmp- profits due ~ the !alt in wages and other inflexible 
tionists. Incomes are harmful only in so far as they are 

reJponsjhl~Io!2nfl~?()~ credits. whiCh in tum 
lead to over-investment in the sense defined above. 
[Tothe under-consumptionist group, the danger in the excessive 
profits is not that they induce a credit inflation, but that they are 
the source of excessive savifig. It is a widely held belief, accepted 
by socialists and liberals, under-consumptionists and over-invest
ment theorists" alike, that the bulk of a nation's savings comes 
from the higher income strata. The profit-recipients and not the 
wage-earners provide the funds for investment. Therefore, when 
profits rise relatively to wages and other incomes, the flow of 
savings grows. Thus far the monetary ovei-investment theorist 
is in agreement.) In fact; he welcomes the idea as a useful addition 
to his picture of the boom. /:The expansion of capital-goods 

• It may, of COUI1le, be argued that this type of theory is not properly 
an Ifunder-consumption" theory. since it stresses the cost aspect of wages, 
etc., rather than. the fact that they constitute demand for, consumers' 
goods. There is also a certain contradiction, at least on the surface, in 

. that the same writers, who see in a lag of _wages a stimulating factor for 
the boom are nearly all of the opinion that a fall in wages intensifies 
depression. That is to say, they advocate a rise in 'wages in ordGr to 
check the boom and to combat the depression. It would, however, 
seem possible to reconcile these two propositions by special assumptions 
about the monetary situation. During the depression.. a fall in wages 
may conceivably lead to the liquidation of bank credit, while a failure 
of nominal wages to rise during the upswing does not have the same 
deflationary or anti·inJlationary effect . 

• The one group draws the conclusion that an unequal distribution of 
ncome is a good thing, the other that it is a had thing. 
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industries relatively to consumption trades is financed, not only 
by inflationary credits (flowing from various sources) and ordinary 
voluntary savings, but also by new additions to voluntary savings 
out of the big profits realised during the boom. ~ These profits 
are supposed to be very substantial, and the sums set aside for 
investment purposes are excessive. ['roo much is invested;' and 
this leads eventually to the collapse of the boom. The breakdowJjl 
could be avoided, if the profit-recipients would choose to expand} 
their consumption instead of investing. :::l 

The process as pictured by the under-consumptionists can also 
be descnbed as over-investment. But a closer analystS Shows 
that, by over-investment, they mean the contrary of what the 
monetary over-investment theorists mean by over-investment. 

rt'~me_wrlt!:!s with whom this sectioE...i~~~ed, investm~ts 
are excessive in respec1: to consumers' delIJ!ll1d and not in respect 
t;;;;Pital-.!-~~--6ver-investment is equivalent to insufficiency 
of consumers' demand and not to insufficiency of the flow of 
savings. :J" The failure of the income of the final consumer in the 
end checked the process" of expansion in America in 19z9.~ 
"Relatively to the means of the ultimate consumer, the vast 
expansion of capacity in durable-goods industries and the huge 
volume of domestic and factory buildings erected were altogether 
excessive."· "This lopsided growth in the division or distribu
tion of the national money income brought about a rapid develop
ment of industry, ending in our present condition, which is marked 
by excessive productive power and a deficiency of consumers> 
money income.'" This seems to be also the idea of Mr. PRmsEa.. ~ 

, This is also Mr. Hawtrey's view. He does not believe that these 
voluntary savings are' supplemented to any considerable extent by 
inJIationary bank credit placed at the disposal of producers. At:cOrding 
to bim, additional bank credit enters the economic system rather by way 
of the dealer-that is, near the consumers· end of the structure of pro
duction-than by direct stimulation of investment in fixed capital and 
in the bigher stages of production as the monetary over-investment 
theory would have it-

o Gayer. 0(>. oil., page 127. 
!II Ibid., page I28 . 
• Adsms, 0(>. oil .. page g. 
o Of>. oil.: "The continuation of the production process finds its barrier. 

in every case, in the ultimate consumption" (page 106). "The recession 
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ThUll, this veJ:sion of the under-consumption theory turns out 
to be the same as that discussed in the previous section. But the 
conclUllion was not inevitable from' the first. If we start with 
the proposition that alfag of wages and other income during the 
upswing intensifies the boom,Jit is quite possible to pursue the 
argument along the lines of the monetary over-investment theory 
and to hold that the collapse is brought about by an insufficiency 
of capital supply (i.I., of the How of savings). 
f It is logical to conclude that an increase in the How of investible 
ihnds which is due to a rise in profits (that is, a redistribution of 
income) has exactly the same inftuence and consequences as an 
increase due to a ,rise in the rate of voluntary savin~without any 
change in the income distribution). Hence, those writers who 
lay the blame on high profits should also take objection to a rise 
in the rate of savings.1 

comes, because the accumul.-tiOll was excessive" (page I IO). I~ is true, 
however, that there are other passages where he seems to be tbinking 
of "' horizontal disproportionalities" _.g., on pages 84 and 85. 

I This is, however, not true in the case of Preiser. He bas the idea 
that a rise of investible funds due to higher profits (he calls this "' hetero
Domous" saving) is a quite different phenomenon froIQ, an increase due 
to a rise in the rate of saving ("'autonomous" saving)., While the first 
must lead to a collapse. he sees no reason why the second should not go 
on indefinitely. The difference is not only of degree. 'but· also of kind. 
It arises from the alleged fact that the appearance of profits makes the 
misdirection of capital inevitable. In the case of autonomous saving. it 
is the rate of interest which guides the entrepreneur in his investment 
policy. The savings are directed over the capital market which guarantee 
a rational distribution. When profits appear everywhere, the investor 
has to grope in the dark. He has lost connection. so to speak. with the 
demand of the ultimate consumer; for "heteronomous" savings do not 
dow through the capital market (pages 80, 84). The passages quoted 
in an ea.rlier footnote show that the author does not make it clear what 
he means l>y misdirection of capital; is there too much all round in rela
tion to aggregate consumers· demand, or too much in particular branches 
at the expense of others ? 
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CHAPTER 6 

" PSYCHOLOGICAL THEORIES' 

§ I. INTRODUCTION 

It is in a way misleading to speak of " psycholo
P fY.hologieal gical" explanations of the trade eycle or of particular 
and 1C01l0111ie phases of it. [Every economie fact has a psycholo-

fa&tors. gical aspect.] The subject-matter of economic science 
is human behaviour-chiefly conscious and deliber

ate behaviour-whig can hardly be separated from its psychological . 
basiS, The psychology of human behaviour is therefore a consti
tuent part of the subject-matter of economics.!l When we assume 
that an entrepreneur will increase his output if demand rises or 
cost is reduced, or that workmen will respond to changes in money 
wages but not so readily to changes in real wages, or that consumers 
will buy more of a given commoclity if the price falls and less if 
they think it will fall further, or that people will hoard money if 
the value of money rises-all these assumptions are assumptions 
about human behaviour which presuppose a certain state of mind 
on the part of the human agents. Propositions about such actions 
may be considered as belonging to the sphere of applied psychology : 
but they also figure continually, whether implicit or expressed, in 
the economic theories of the eycle. What, then, clistinguishes 
a "psychological " theory from an " economic" one? 
tThuc is really no fundamental difference between the econo

mic theories already reviewed in these pages and the so-called 
psychological theories. Both make assumptions as to economic 
behaviour in certain situations. The real difference is sometimes 
this. The" psychological" theories introduce certain assump
tions about typical reactions, mainly on the part of the entrepreneur 
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and the saver, in certain situations; and these reactions are conven
tionally called psychological, because of their (in a sense) indeter
minate character. But the distinction between the writers who give 
prominence to these "psychological " factors and the writers so 
far reviewed is, taken as a whole, a distinction of emphasis rather 
than of kind. The" psycJ.>.ological" factors are put forward as 
supplemental to the monetary and other economic factors and not 
as alternative elements of causation, while on the other hand they 
are in no sense overlooked by the writers of the other group, or 
most of them, though they may be assigned a less prominent place 
in the chain of causation::r 

§" 2. ANALYSIS OF THE PSYCHOLOGICAL FACTOR 

IN THE EXPLANATION OF THE BUSINESS' CYCLE 

t'rhe writers who have laid the greatest stress on 
SfrtJSS Oil " psychological" reactions in the explanation of 

,,,pee/aliotlS. the various phases of the cycle are KEYNES,' 
LA VINGTON,. Pmou" and TAUSSIG.' -:J . 

~~ the writers whose theories have been analysed earlier in this 
report, MiTC:lfELL, ROBERTSON, KOPKE, SPIETHOPF all attadi" a 
certain importance in their system to " psych~' elements. 

It remains to define more precisely the actions and reactions 
in connection with which the operation of "psychological" 
factors is postulated by these writers in their explana~on of the 
cycle. C" Psychological" factors come into consideration in 
economic theory in connection with anticipations and expectations:1 

'[Static theory and those business-cycle theories which are in the 
main based on the static hypothesis-of which the most typical 
exponent is perhaps Professor HAYEK-picture the entrepreneur's 
decisions as to the volume, and alterations in the volume, of 
output and employment as being determined bya comparison of 
prices and costs-that is to say, the price of his product or products 

• "General Theory of Employment,' Interest and Money," London, 
1936, Chapter 2. (" Notes on the Trade Cycle "). . 

• "The Trade Cycle, an Account of the Causes producing Rhythmical 
Changes in the Activity of Business," London, 1922. 

I "Industrial Fluctuations," 2nd ed .• London, 1929. 
" " Principles of Economics," 3rd ed., Vol. I. page 393. 
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and the price of the means of production. " Price" and " cost" 
are economic tet:ms : but what the economist is concerned with
in all but a few unimportant limiting cases-is expected future 
prices '91 ffist The prices, costs, profit margins, etc., by which 
the producer is guided in his decision, should be conceived of, 

~in short, not simply as given factors, but as factors expected to rule 
in the future.1 This is so even in the simplest case-the case which 
seems to underlie a large part of static theory-where the producer' 
is guided in his decisions solely by current prices. Prima fad.,· it 
might seem that in this case no element of expectation is present. 
But this is not so : th,e expectation in this case is the hope or belief 
that curren~ prices" will continue to dominate the future!j 

'lin recent years, it has become fashionable to lay stDess on the element 
of expectation. Keynes' "General Theory of Employment, Interest 
and Money" is conceived in terms of expectation; and, at an earlier date, 
the conception of economic expectation was interpreted and developed 
by the Swedish school (especially E. Lindahl, G. Myrtial and B. Ohlin:,3 
see Myrdal's report on this Swedish literature in his article "DerGleich
gewichtsbegrift al. Instrument der geldtheoretischen Analyse" in .. Bei
trage zur Geldtheorie, II edited. by Hayek, Vienna, I933 : see also a number 
nf articles by J. R. Hicks, viz., .. Gleichgewicht und Konjunktur i, in ZIiI
.c/will tar NatiOJlfdakonomi., Vol. IV, No. 4, 1933, pages 441 ., .eq. ; .. A 
Suggestion for simplifying the Theory of Money" in Economica, February 
1935, page 1 ; and .. Mr.Keynes' 'General Theory of Employment, Interest 
and Money'" in Economic Jou",,", Vol. XLVI, June 1936). I't should 
not, however. be forgotten that even the theories of authors who do not 
usually refer explicitly to expectations and anticipations can, and should, 
be interpreted in terms of expectation, as the authors in question are 
themselves often well aware (c/., for example, Hayek's article .. Preiser
wartungen. moneta.re Storungen und Fehlinvestitionen II in N atirmalsko
_irk TiIlsskrill, Vol. 73, pages 176-19I-French translation" Prevision 
de prix, perturbations mon6taires et faux investissements" in Revue des 
SciotJus IconomitJuu, 1935). Professor Morgenstern has a treochant 
analysis of the problem of expectations and anticipations in his "Witt
schaftsproguose, eine Untersuchung ibrer Voraussetzungen und MogIich
keiten," Vienna, :1928, and his article "Vollkommene Voraussicht und 
wirtschaftliches Gleichgewicht" in Z.ilscllrifi /fW NalicnaliiklmOmi., 
Vol. VI, Vienna, 1935, pages 337-358, 

• fi'he reference in this case is to prices : but what js true of prices is 
equally true of other factors in economic decisions. In perfectly com
petitive circumstances, price is the only factor which the producer has to 
forecast. In monopolistic circumstances, it is rather the U demand II 
than the .. price U with which he is concerned., since the price is not in 
such case independent of the action of the producer. J 
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[With the introduction of the element of expecta
Expt(lations tion,uncertainty enters the field.') Future events 
ar, lItl&,rlain. cannot be forecast with absolute precision; and the 

farther they are distant in the future,(.the greater 
the uncertainty, and the greater the possibility of unforeseen and 
unforeseeable disturl>ancesJ{Every economic decision is part of 
an economic plan which extends. into the more or less distant 
future. In principle, there is therefore always an element of uncer
tainty in every activity.J ':Qtere are; however, certain cases where 
th!! element of uncertainty is espeCiatIy great and conspICUOUS, . 
such as the case of investment of resources in long processes and 
dim.b1e pJarit and the provISIOn. of tunds for these purposes. t,.1'he 
longer the processes 10 whiCh capItal is to be sunk" and the more' 
durable the instruments and· equipment to be constructed,' the 
greater the el~t of uncertainty and risk of loss.1 

Naturally, economic actions and reactions in such cases are less 
.rigidly determined by observable facts than in other cases. (it is 
mainly therefore here that. the "psychol,ogical "_ theories make 

~ 
their essential contribution. Op.?mism and pessimism are intro
duced "\ additional determinants. Ali attitude of optimism is an 
attrib)lte of the pros}>erity phase of the cycle, and an attitude of 
p~simism an attribute of the de~ression;' and the turning-points 
are qIarked by a change from optimism to pessimism and viti versa::J 

- . Whst do these new elements add to the picture 
Entrtpren.llf's' of the expansion and contraction process which has 
rtartions art emerged from the analysis of the monetary and 
ind,terminal.. monetary over-investment theories? [: If the psy-

chological argument that during the upswing 
people take a more ,optimistic, and during the downswing a more 
pessimistic, view meant nO more than that people invest more 
freely during the upswing and are ~uctant to. invest during the 
downswing, it would add nothing at all to the picture of the 
upswing and downswing as drawn by thc! monetary over-invest
ment theory. But the ~ychological theories mean, of course, 
more than thatJ Optimism and pessimism are regarded as causal 

.J factors which tend to induce or intensify the rise and fall of invest
ment whiCli are characteristic of the upswing and downswing 

p'\IIP.r~ctivcly. [But are optimism and pesS1lD1sm Ieally separate 
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factors definitely distinguishable from those analysed in the_ 
monetary l\Ild monetary over-investment theories of the cycle?

(The factors and forces making for cumulative expansion may be 
. defuted, broadly speaking-as they are defuted in these theories
as low interest tates and lor the appearance of new investment 
opportunities as a result of iriventioos, chan,ges in demand, etc., 
which are themselves the consequences of growth of population, 
the need for replacement of outwom equipment and so on. An 
increase in investment, however brought about, leads to an inflow 
of new money into the circulation and so to a rise in the money 
demand for goods in general which in turn stimulates investment: 
the process is cu.mulative. An .indispensable condition is of 

. course an elastic money supply] What ndw is changed, if to this 
list 'of factors 'optimism and pessimism are added as intensifying 
elements? Dr all that is meant is that a fall in the rate of interest, 
or the appearance of an invtntion requiring for its application a 
heavy investment, of capital, or a. rise in demand makes people 
anticipate better returns from particular 'investments, there is no 
new element in tQe mechanism as pici:ured by the monetary over
investment theory, since to the latter, too profits can ouly mean 
exp"t.d profits:"] " 
B~t. the introduction of optimism and pessimism as ad4itional 

fact~ sigili1ies more thllii thts. It 1I1lplies tfult the connectJ.on 
between a fiill in the interest rate and a change in the other obi,e.ctive 
factors which figure in the purely .. economic" theories, on the 
one han4, and the decision of the entrepreneur to invest more, on , 
the other hand, is not so rigid as the " economic" theories some
times maintain. If in a given situation the rate of interest falls, 
or demand increases, or there is a change in the technological 
situation (exploitation of an invention 9r introduction of an inno
vation), it is not possible on the basis of these data alone to predict 
the strength of the entrepreneurs' reactions Or the extent to which 
they will increase investment. It is true, such phrases as .. the 
degree of optimism" • or " a change ~ optimism" are omnibus 
formula:: which convenientlY'i0ver a nuinber of other factors such 
as the general political situation and other elements likely to 
influence the outcome, though to an unknown extent. [It should 
be clearly recognised that, while it is true that developments are 
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not determined wholly by the objective faCtors with which the 
non-psychological theories are concerned, the introduction of the 
determirumts "optimism " and "pessimism" makes no positive 
contribution to the explanation of the cycle so long as the optimism 
and pessimism remain purely psychological phenoinena-i.e., 
states of mind of the entrepreneurs (or other members of the 
economic community with whose behaviour the theory is 
concerned).:J We cannot observe states of mind; but it is possible 
to make certain Observations from which states of nund or changes 
. of mind can be inferred. It is at this point that the "psycho
logtcil .. theotles have a positive contribution to make. 

. What observable factors are there (other than 
S j>«ifo thoSe which have already been taken into account 

injlllnKls by the "non-psychological ~' theories) that go to 
slre.ud 1!J make people optimistic or pessjmjstic-i.,., that 
"PfJ&hoJo- stimulate or discourage investment?C There is in 

gkal" the fuSt plaCe the fiIct that, in a period when demand C! 
t"'orists. and production are rising- in many branches of 

industry, producers in branches. which have not 
yet felt an increase in demand are inclined to expect one. The 
connection between the objective factors (interest rate, etc.) with 
which the non-psychological theories are concerned and the 
volume of investment is, as it were, loosened. The response of 
total investment to changes in the objective factors becomes 
stronger than " rati~nal " economic considerations would suggest. 
PlGOU, in this connection, speaks of "errors of optimism ". 
LAVINGTON likens business-men who infect each other with 
confidence and optimism to skaters on a pond. "Indeed, the 
confidence of each skater in his own safety is likely to be ~rced 
mther than diminished by the presence of numbers of his fellows. 
. . • The mtional judgment that the . greater their numbers 
the greater will be the risk is likely to be submerged by the mere 
contagion of confidence which persuades him that the greater the 
numbers the more safely he himself may venture."1 J 
'Another point to which the psychological theories direct atten

tion is the fact that, when demand and p'rices have continued for 

• 0/>. cit., pages 32 and 33. 



Olap.6 " P J.Y<hologi&aI Theori,s" 

a while to rise, people get into a habit of expecting more and mote 
confidently a further rise of equal or approximately equal extent
that is to say, they project current experience too confidently into· 
the future. 4ll tbjs lejlds them to an excessive valuation of Qlpital 
a~ets. As KEYNEs says : "It is an essential characteristic of the 
boom that investments which will in fact yield, say, z% in condi
tions of full employment are made in the expectation of a yield 
of, say, 6%, and·are valued accordingly."1"] 

(rhe theorists who stress the psychological factor, 
Errors of especially Professor PlGOU and Mr .. KEYNES, point 
optimism out, furthermore, that the discovery of errors of 

<reate errors optimisin gives birth to the opposite error of pessi
of pessimism. mism. PlGOU speaks of "the mutual generation 

of errors of optimism and pessimism".· The 
above passage from Mr. KEYNEs continues : "When disillusion 
comes, this <<?ptimistic) expectation is replaced by a contrary' error 
of pessimism', with the result that the investments which would 
in fact yield 2.%. in conditions of full employment are expected 
to yield less than nothing; and the resulting collapse of new invest
ment then leads to a state of unemployment in which the invest
ment, which would have yielded z% in conditions of full 
employment, in fact yields less than nothing.""..::t 

Profess<>! .. PrGOu points out that "the extent of the revulsion 
towardS pessimistic error, which follows when optimistic error 
is aisclosed, <l!icilliIs, In part, u£.on the magnitude of the preceding 
optimistic error. .. But it is also affected by what one may 
aiII the detonation which accompanies the discovery of a gIven 
amount of optimistic error. p:rhe detonation is greater or less 
according to the number and scale of the legal bankruptcies into 
which the detected error explodes " .• J/!f the enterprises which 
are making losses have been financed by the entrepreneurs with 
their own money, the repercussions are less serious than in the 
case where they have been financed by borrowing, especially by 

, borrowing from the banks,] 

• Op. til., page 321. 
• U Industrial FluctuatiOns," Chapter VII~ 
• 01' til., page 322. 
• 01'. til., page 94. 
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§ 3. SUMMARY 

We can now sum up our analysis of the contri
Compatibility bution' of the psychological explanation of the 

"llJith other cycle and its relation to the non-psychological 
theories. ex,planations. 

trhe .. psychological" theorists are only writers 
who lay more stress on-or attribute more independent influence 
to:-the .. psychological ", as opposed to the ., non-psychological ", 
factors than other theorists. The argument that optimism or 
pessimism is a contributory factorinthe -process of expanSIOn or 
contraction simmers down ·to the pi:oposirlon that, for a number 
of reasons, ~<:t!()llof investmen.!...t0~ change ~ the deter
minant objective economic factors (interest rate, flow of mone , 
cite.) is likely to be stron er than t:Ile". tely 
.... econoiiuc" theories would at first sight suggest. J 
[Mi. HAWTREY, in his review of PIGou·s " Industrial Fluctua

tions ",1 endeavours to make the point that optimism and pessimism 
are wholly dependent on the policy of the banks.::JU'eople are 
optimistic, he aays, so long as credit expands and consequendy 
demand rises : they become pessimistic when credit is contraeted 
and demand flags. On the whole, this is probably correct. But 
the fact remains that the reaction of activity (i.e., mainly, of invest
ment ~ctivity) to given changes in interest rates and in the demand 
for consumers' goods, etc., may be different under different 
circumstances.:)" rThe .. psychological .. explanations seek to analyse 
certain of the more elusive circumstances on which the strength 
of the reaction depends. In terms of the dcmand-and-supply 
schematism of investible funds, we may say that the reference to 
the psychological factor or factors is to be represented by an 
accentuation of the shift of the demand curve to the left during 
the depression and to the right during the upswing of the cycle.1 

f' frhere is one other important point. The psychological theories 
V" as such are not concerned with specific assumptions as to the 

nature of the maladjustment which brings about the collapse of 

• "Trade and Credit," page 168. 
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the boom. The result of the optimistic error with which the 
psychological theories are concemed may be shortage of capital, 
insufficiency of consumers' demand or horizontal misdirection 
of capital : the ". psychological" theory is compatible with any 
or all of these hypotheses. ~ 

• In the passage quoted,tMr. Keynes seems to suggest that no actual 
losses are needed to make a boom collapse---i .••• that no maladjustment 
in the structure of production need occurl(where by maladjustment is 
meant an arrangement of the productive structure which implies losses 
at least for some-firms). LA fall in profits, he seems to argue, may be 
sufficient to make the boom collapse. if. for example, it creates expecta
tions of a furth", fall in profits to zero or less than zero. This interpreta
tion of Mr. Keynes' theory presents, however, great difficulties, inasmuch 
&5. in his U Treatise on Money," he defines an entrepreneur making losses 
as one whose remuneration has fallen to such a level as to induce him to 
restrict output. The diJIiculty is perhaps purely verbal, due to a change 
in his definition of loss and profit. In any. case, the idea is not sufficiently 
developed to admit of fruitful discussion.::J 
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CHAPTER 7· 

~YEST THEORIES. 
AGRICULTURE AND THE BUSINESS CYCLE , 

§ I. INTRODUCTION 

Part I 

The relation between changes in the agricultural 
i Th.oriu of situation and industrial fluc;.tuations is much more 
PerioJi& har- complicated than many people think. There exist 
vest variation. a good many theories on the subject, which are 

flot easy to reconcile though all are either based on, 
or backed by, sJ,atistical research. \.. One group of theories, which 
includes the writings of W. S. ]EVONS,' H. s. lEVONS! and 
H. L. MooRE,· seeks to account for the periodicity of business 
cycles by establishing the existence of a similar periodicity 
in agricultural outpuq t:The chain of causation runs from cosmic J 
1!t£Iuences to weather conditions, from weather conditions to V 
harvests, and from harvests to general business~ _ 
t The authors of these theories are generally willing to admit 
that the effects of weather-induced harvest variations may be 

• "The Solar Period and the Price of Corn," :/875 ; uTl1e Periodicity 
of Commercial Crisea and its Physical Explanation," 1878; and .. Com
mercial Crisea and Sun'spots," 187g-all in "Investigations in Currency 
and Finance." 2nd edition, London. 1909. 

• ., The Causes of Unemployment." ,. The Sun's Heat and Trade 
Activity," London, 1910; and .. Trade Fluctuations and Solar Activity" 
in Conl .... pOYary Review, August. 1909. 

• "Economic Cycles: their Law and Cause," New York. 1914. and 
.. Generating Economic Cycles," New York, 19z3. 
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partially or totally offset by the effects of other causes, whether 
causes outside the economic system (wars, revolutions, inventions, 
currency depreciations and so forth) or _ causes inherent .in the 
economic system.] On the other hand, these factors may also 
operate to reinforce the harvest variations. W. S. jEVONS 

suggested on one occasion' that "if, then, the English money 
market is naturally fitted to swing or roll in periods of tenor eleven 
years, comparatively slight variations in the goodness of harvest 
repeated at like intervals would suffice to -produce those alterna
tions of depression, activity, excitement, and collapse which 
undoubtedly occur in marked succession ". 
[Professor H. S. jEVONS believes that the industrial system and 
the emotional outlook of the business community take longer to 
revolve than the period of a complete harvest cycle, and that the 
impulses liberated in two or more harvest cycles accumulate 
accordingly until a major business cycle is generated. J 

rOne consideration which tells against those theories is the 
absence of agreement as to the exact period of crop variations. 
W. S. jEVONS based his argument on a crop-cycle of ten and a-half 
years, Professor H. S. jEVONS on a period of three and a-half years, I 
and Professor H. L. MOORE on an eight-year period]The objec
tion is not vital, since it is conceivable that the saine agricultural 
series may contain fluctuations, or tendencies to fluctuate at inter
vals of different lengths (i.e., shorter cycles superimposed on longer 
ones) as also, for that matter, that general business should exhibit 
a. similar tendency. C Moreover, different branches of agricultural,. 
output show fluctuations of different periods. The crop-fluctua
tions which had the greatest effect on general business in the 
eighteenth and early nineteenth centuries may not be the same as 
those which have had the greatest effect in succeeding epochs.1 
The attempt to find an explanation of the changing periods of 
business cycles on 1ines consistent with their agricultural origin 
is not therefore hopeless. 

, In .. paper read to the British Association in 1875 on "The Solar 
Period and the Price of Corn" (in .. Investigations in Currency and 
Finaoce," page 185). 
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r It is not necessat1. in order to establish a causal 
Olh.,. vi""s connection between agricultural output and the 

as /0 th. business cycle, to assume a cyclical movement in 
,..lation agricultural output itselfJ F:luctuations in crop-
b."" .. n yield or in the output of live-stock and animal 

agrit:U11IIre products may be regarded as analogous to inventions, 
and bllSiness. wars, earthquakes, etc., which appear at irregular 

intervals, and set in motion cumulative processes 
of expansion or contraction in the industrial system,]>r altema_ 

. LtiVely reinforce or retard a concurrent expansion or contraction. 
Harvest fluctuations which do not happen to coincide with a 
turning-point in the business cycle will tend rather to disturb the 

'periodicity of the cycle than to determine it. '] 
The above may be presumed to be the view taken bi PIGOU' 

and ROBERTSON," since, though they treat harvest variations as 
important potential causes operatiog to precipitate cumulative 
upward and downward movements, they attribute to these cumu
lative processes a life of their own with periods determined-in 
part-by psychological and other factors and in any case with no 
relation to the periods of crop-fluctuatioos. JSpmTHOFF,' for his 
part, speaks ·uf good harvests and innovations as two amongst 
many possible initiatiog factors of industrial expansion. B~e 
of these writers can be represented as putring forward an " agricul
~ theory .. of the trade-cycle. They do not Ignore the agricul
tural facto~ but they combine them with other factors in mtegrated 

'. ~,!,,\)'ut flexible schemes, in whlCh allowance IS made for various 
, processes of response-monetary, psychological and teclUlici1. 

Ther~ IS a third view, held mainly by American economists 
such a{.A. HANsEN' and J. M. CLARK," which denies that fluctua

~ons in agricultural o~ut are among the causes of the cyclical 
fluctuation of b,ip.ess.l Ae:riculture, these writers say, is not an 

1 If Industrial Fluctuations." 
• "A Study of Industrial Fluctuation" and "Banking.Policy and the 

Price Level." 
• Article" Krisen lJ in .. Handworterbuch der Staatswissenschaften." 
• "The Business Cycle in its Relation to Agricolture" in , ... rnal 0/ 

Farm Economics, 1932. 
I If Strategic Factors in the Business Cycle." 
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active but a passive element. The very inelasticity of agricultural 
supply exposes the limning rommunity to considerable instability A 
of income as a result of changes in demand arising out of trade 
BuctuatiODS brought about by internal foICeS of the business 
economy. In the words of A. HANsEN, agriculture is the" football 
of business '.-: 

These three points of view are not necessarily 
Co",IIItIII. mutually aclusive. It is possl'ble to reroncile a 

general lack of response on the part of agricultural 
output to changes in demand with occasional or periodic sp0ntan
eous variations which may have an dfect on business The writers 
of the serond and thiId groups referred to are probably not so 
much at odds on the theory as on the statistical question whether 
the inBuence of agricultural lIuctuations can in fitct be ttaced in 
business indices. 
[It is a more serious shortcoming of these" agricultural " theories 

that they are not agreed on the important point as to whether 
plentiful harvests are rorrelated with prosperity and poor 
harvests with depressioo,J or the other way round; and their 
divergence in this respect is symptomatic of a fundamental dis
agreement as to the channels by which the inlIuence of agricultural 
lIuctuations is brought to bear on other departments of eronomic 
life. 
t We have therefore, if we are to investigate the problem systeIU- J 
atically, to consider the various possible ways in which (I) agricuI- \ _ 
turallluctuations can inBuence general business and (z) industrial S 
lIuctuations can inBuence agriculture. ""1 

§ z;/ HOW AGBIctJLnnt.AL FLDCl"UAnONS INFLUENCE n.'DUS'III.Y 

AND Tll.ADR 

Here, as in so many departments of economic 
.A.s.ntttrpt* theoty, it is ne<:essary to begin with the coosidena
of. dtJ.ml tion of acfosed economic system. The wOIId 
".0&!1. economy as a whoIC has to be brought under 

review before it is possible to discuss the rela
tionship of parts of the whole (t.g., single rountries) with the rest 
of the world. The following ennrnerarion of the repercussions 

n 
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(through all the different channels) of fluctuations in agricul
tural output relates, therefore, in the first instance (sections A 
to H) to a self-sufficient economic system. In section I, the posi
tion is considered from the standpoint of the external trade rela
tions of an individual country. 

I:" Professor PIoou and Mr. ROBERTSON link up 
A. "Real" harvest variations and industrial fluctuations by 

,lastidty arguments appropriate to an economic system 
theorie.t. without a common medium of exchange (i.e., a barter 

economy), and then proceed to take account of the 
modifications introduced into the relationship by the fact that 
economic incentives present themselves in a money form) 

The various steps of the argument, as culled from various 
chapters of PIoou's "Industrial Fluctuations" and his "Theory 
of ynemployment ", seem to be as follows. 
vim exceptionally good harvest leads to a larger demand on the 
part of agriculturists in terms of agricultural produce for the 
products of industry.' 
, In so far as this raises the real income of the community> it will 
lead to an increase in the supply of new capital from savings, a . 
downward tendeney in interest rates and an increase in the demand 
for labour in terms of wage-goods.' 

In so far as it involves an increase in the employers' expectations 
of the yield of labour in temls of goods in general, the rise in the 
agricultural demand' for industrial products will increase the 
employers' demand for capital and pro tanto-whether the demand 
is satis£ied out of stocks or savings-the demand for labour in 
temls of wage-goods.· Whether the big harvest will in fact 
increase the employers' expectations of the " real " yield of labour 
depends, according to Professor PIoou, on the "elasticity of the 
general demand for agricultural produce". He writes : "If the 
general demand for agricultural produce is highly inelastic-i .•• , 
has an eh!sticity less than unity-the enlarged amount of agricultural 
produce obtainable" for a unit of industrial output represents, 

... Industrial FluctuationS," 2nd ed., Cbapter IV, page 41. 
, Ibid., Cbapter III, page 20. 
" Ibid., Cbapten III and Xl. 
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" not an enlarged, but a diminished amount of things in genetal ". 
In this case there will not be any increased willingness to save nor 
yet any increased expettation of yield to induce employers to borrow 
more for the purpose of increasing their real demand for labour.1 

Supposing, however, that the general demand for agricUltural 
produets is elastic, the increase in the demand for labour in terms. 
of wage-goods will lead to more employment for the reason that 
the supply-schedule of labour, thanks to the rigidity of wage rates, 
is highly elastic.' 

So far, the analysis proceeds on the assumption of a purely 
barter economy. The following is Professor PlGOU'S adaptation 
of the argument to a money economy. 

The additional borrowing requirements of the employers, 
induced by their improved expettations of yield, are satisfied partly 
by the banks. The result is a monetary expansion of a cumulative 
nature which, in a variety of ways, enhances the demand for labour 
in terms of wage-goods and thus increases industrial output.· 

Since workers under the influence of the "money illusion " 
are willing to accept lower real wages if they are offered in the 
shape of rising prices, the rise in prices which results from monetary 
expansion has the effect of increasing the supply of labour available 
at a given real wage. Hence, . industrial activity responds more 
sharply to an increase in the real demand of the agricUlturists.' 

;,l'his argument is obscured by the ambiguity of the 
Ela.rtinty phrase" elasticity o~ the general demand for agricUl

of"'OtJry anJ rural produce". Normally, we think of an elasticity 
of" .ffort" of demand in terms of money; but it might be trans

tk",anJ. lated into "real" terms as relating to the quantity 
ef industrial produce, the use or consumption 

of which the industrial population as a whole is willing to forgo 
in exchange for varying quantities of agricUltural produce, the 
total production of industrial produce remaining unchanged. 

This would seem the most natural interpretation of the phrase. 
But an examination of the footnote on page 41, and of the whole 

l .. Industrial Fluctuations," 2nd ed., page 41. 
• Ibid., Chapter II. page 20. and Chapter XX. 
• Ibid .• Chapter III. page 33. Chapters XVI and XVII, etc. 
• "Theory of Unemployment," Part IV and Part V, Chapter IX. 
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discussion in Otapter V, of PIGOU'S "Industrial Fluctuations " 
tshows that ~GOu .supposes any increase o~ diminution in the 
amount of 11lduswal goods· offered for agncultural produce to 
represent an equivalent increase or diminution in the production 
of industrial goods;J In this case, "elasticity of demand for 
agricultural produce" seems to relate to the amount of effort or 
activity industrialists will undertake to produce goods for exchange 
against varying quantities of agricultural produce. But it is this 
~'elasticity of effort" which the argument is concerned to discover. 
It is the unknown quantity. It must not be assumed in advance. 

It is only when interpreted in the first sense that the phrase 
" elasticity of demand" can playa useful role in the explanation 
of the repercussions on industry of agricultural fluctuations] But, 
as soon as "elasticity of demand" is thus interpreted, we are 
confronted with the difficulty that movements in the lIIoney demand 
for industrial labour vary in the contrary direction to the " nttl" 
demand in the sense in which the temi "real " is employed by 
Professor PIGOu. [He says that the increased supply of agricultural 
produce represents an increased "real" demand for industrial 
produce (and gives rise to an increased" real " demand fW labour) 
only if the demand for agricultural produce is elastic. "JIBut these 
are the vety circumstances in which the lIIoney demand for industrial 
output will dimirtlsh, since a greater proportion 'of expenditure 
goes in such case to agricultural produce : and, since wage-eamers 
respond primarily to the money demand for labour, an ,lastiG 
demand for agricultural produce Hi terms of money and of goods 
already produced means an inelttJ"tiG demand interms . .of effort and 
employmentJ 
f The same difficulties and ambiguities are encountered in connec
tion with Mr. ROBERTSON'S treatment of the problem in his 
"Banking Policy and the Price Levd ". lHe enquires by what 
process, and with what price accompaniments, a given response 
in industrial output (represented by iron) to enhanced agricultural 
output (represented by wheat), such as would take place in barter 
conditions, will be reached under the operation of this or that 
policy on the part of the monetary authority. He realises, and 
expressly states, that .. iron-makers" react more readily to· increased 
money receipts than to falling prices in the objects 'of expenditure : 
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but, for him, the money demand for iron depends only on the 
'if.rf-ehsticiIy of the demand for wheat and the general price-level 
as determined by monetary policy. t He appears to overlook the 
fact that the bttyer's dasticity of demand for wheat in terms of iron 
-in the absence of any change in the total money demand
influences the money demand for, and supply of, iron and pro ftlllfo 

the effort-eJasticity of the iron-makers' demand for wheat . .:::\ 
t In a monetary economy, it is never possible to take the ef£ort-I ' 

dasticity of the demand for a particu1ar commodiIy-or, generally, 
of the demand of industry as a whole for agricultural produce-
as a psychological datum, as it is convenient to do in the case of 
the dasticities of buyers' demand for a single good. Producers 
are stimulated almost entirely by monetary incentives, so that a 
long process of analysis by progressive stages, coupled With 
assumptions as to the operation of the monetary facton throughout, 
is required if it is desired to arrive at conclusions as to the actual 
effort-ehsticiIy of demand in any given,case. It is not therefore 
permissible, in order to indicate the probable consequences on 
industry of agricultural fiuctuations, to assume a particu1ar ef£ort
dasticiIy from the start; for this is equivalent to assuming the solu
tion of the problem. Nor is it permissible to estimate the ef£ort
dasticiIy of demand from actual experience of how industrial 
production bas responded to agricultural fitlttuations, and to 
proceed to treat the estimate as a relatively stable psychological 
function, indel"jl1dent of monetau' conditions. 

to.anges in agricultural output of all sorts exercise 
B. Infllll!tl&l 011 a dominating influence over those industries which 
illliMsfri,s II.fil/g utilise agricultural raw material, such as the food 

agrittdhlra/ and textile industries, as also the industries engaged 
rtl1ll ",atmal.r. in the handling and transportation of the crop or 

animaJ produceJ 
The nexus between an industry and its source of raw materials 

is necessarily very close. pn the absence of surplus stocks which 
can be drawn on, a short crop will restrict the activiIy of the 
industry which it serves. A bumper crop will lower the price 
of the raw material in rdation to that of the finished product, till 
either the manufacturers decide to absorb it all by increased out
put or the holders decide to keep the surplus in sto~ tIn any case, 
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the activity of the later stages will be increased, because the holding 
of stocks never completely offsets harvest fluctuations.] 

Transport concerns which are' accustomed to handle agricultural 
produce are in much the same position rns-ti-vis crop fluctuations 
as are the industries utilising the produce as raw material 

(In dealing with the " effort-elasticity" theories, it 
C. Injllllfl&' was pointed out that the supply of labour varied 

on real rather with the money demand for labour than with 
",ages. the demand in terms of goods and services~Wut 

the "real" equivalent of the money wage is not 
something quite irrelevant to the incentive to work or to accept 
employment. If, for example, food prices fall, it may be easier 
to reduce money wages or to prevent them from rising, and ~i<. 
versa if food prices go up., This is particuIarly likdy to be the 
case where wage-scales are "based on cost-of-living indices. On 
the whole, however, this factor is of .lirtle practical importance 
in the short run. 

[There is another channel: by which the industrial 
D. Migration labour supply may conceivably be influenced by 

0/ IabollT" good and bad crops. Most crops taken indivi
b.Il/I.1II flJ/llll -dually, and certainly agricultural production as a 

1/Ifd whole, have to face an inelastic demand (in terms 
tolll/try.rid.. at !laney) on the part of consumers who have the 

choice between agricultural and non-agricultural 
commodities. Therefore, good crops mean low fami incomes. 
It is ~,,~~I;lI~t!"l3t a [.U jn agricultural incomes may give rise to 
an exodus of labour from agriculture to industry] The process is 
l<iiown to work in the opposite direction in many countries, where 
the agricultural labour supply varies with industrial prosperity. 
The converse movement, tHough rarer, is not unknown. 

The more contentious questions arise when we 
E. Effe<ts on come to deal with the effects of crop fluctuations 
non-agriCIIItt<- on industries not utilising agricultural raw materials. 
raj tonJllmers' These may be divided for convenience into consu-

goodr mers' goods industries and producers' goods indus-
intill.rtries. tries, or again into industries serving the agricul

tural population and industries serving the non
agricultural population. It may fairly be assumed that, except in 



Chap. 7 Agrindltln and lhe BllSineu Cyeu XlI 

advanced phases of expansion, the elasticity of supply in face of 
increments in the money demand is considerable. 
r:The effect of It big huvest on non-agricultural consumers' goods 

industries will depend on whether the money demand for consum
ers' goods of ag1icultuw origin is elastic or not. The uu elastic 
it is the mon probable it is that the big huvest and the consequent 
fall in the price of food will result in a diversion of demand from 
food to non-agricultural goods, inducing a rise in the supply of 
the latter, the extent of which depends on supply conditions. The 
same is true; mlltatis mlllantJjs, of poor huvests . .) . 

While there may be a genew tendency for crop 
F.. Farmers' changes to affect non-agricultural consumers' goods 

p_basillg industries as a whole in a given direction, a distine-
po",,,.. tion must be made between those which supply the 

agricultural population and those which supply the 
non-agricultural population. t It is often asserted that changes in 
agricultural output affect general business by changing the pur
chasing power of the agriculturist. Good huvests either increase 
or diminish the farmer's income, according as the elasticity of 
demand is greater or less than unity, and so affect the prosperity 
of the branches of industry which serve his needsJ It is clear, 
however, that this argument in itself proves nothing. For what 
the farmer loses in urchasin ower other fad Ie are bOillid to 
gain, and ~i" _sa. Business flags in the case of the industri~ 
supplying the farmer, but is brisk in the case of the industries 
supplying other people.:\ G:"he net result of this redistribution of 
purchasing power will depend on the concrete situation, the 
phase of the trade cycle, the credit situation ill' the various 
countries and localities affected by the redistribution and so on] 

[It is important to consider the effect of crop fiuc-
G. Eff«ls tuations on investment both because of the initial 

Oil effect on the activity of investment-goods industries 
ifMslm",/. and because of the indirect effect on monetary expan

sion or contraction in subsequent periods;] Roughly 
speaking, the following may be ""Peered to be the effects of a . 
good harvest, for which the demand in money terms is inelastic: 

(ar A fall in investment by agricultural producers; 
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(I'(" A rise in investment by industries transporting and 
utilising the crop; 

(r) / A rise in investment by consumers' goods industries 
not utilising agricultural materials, particuIarly those not 
serving the agricultural population; 

(d) [.A change in the amount of investment in holding 
stocks of agricul~ produce. This aspect has recendy 
been stressed by Mr. KEYNEs.iJA distinction must be made 
between the initial effect occurring immediatdy after the 
harvest (which will probably be a fall in the value, as distinct 
from the physical quantity, of stocks hdd as compared with 
a normal year) and the subsequent effect (which may be an 
increase in the value of the catty-over). 

I Stricdy speaking, these movements refer less to investments 
than to the " tendency to invest ", or the demand for investment 
funds." To what extent this demand will be satisfied, and the tend
ency to invest take the shape of actual inv~tment, depends on the 
dasticity of the supply of investible funds in the various countries 
cOncemed~ It is not impossible, for example, that a violent 
redistribution of incomes between agriculturists and others, 
accompanied by a flow of money from agricultural to non-agricul
tural countries, or like ""..ra, might ultimatdy result in a deflationary 
shock to the credl't system, which would tend to neutralise any 
increased demand for investible funds that might be simultaneously 
engendered. 

Before any conclusions can be drawn as to the 
H. Eff.rl.r. further consequences of crop fluctuations on the 

on .railing. industrial economy by way of cumulative monetary 
expansion or contraction, the effects on investment 

must be compared with the effects on ;;aving. I An excess of 
investment over saving would generate an expansion, while an 
excess of saving over investment would cause a contraction/ 

oMr J. H. KIRK" bases his conclusions as to the deflationary 
effects of big harvests on the tendency of consumers to save a 

• "The General Theory of Employment. Interest and Money." pages 3'9 
" •• g. . . 

• • , Agriculture and the Trade Cycle," London, 1933. 
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part of the extra purchasing power accruing to them through 
the fall in agricultural priceV Obviously, no conclusion as to 
the net effect can be drawn tZ priori : but, in any· concrete case, 
the attempt must be made to strike a balance between all the 
tendencies towards changes in investment and all the tendencies 
towards changes in saving. As was pointed out/tendencies 
towards increased investment, in conjunction with an elastic 
credit-supply, engender monetary' expansion, while tendencies 
towards increased saving, if unaccompanied by increased 
investment, engender monetary contracti0'1' 

We may now pass from die analysis of the effects 
1. 1nler- of fluctuations in the total crop of a self-sufficing 

IItZtiOIltZ/ economy on the ind",strial activity of that economy 
tlSJItls. as a whole to an examination of the effects of 

fluctuations in the crop of a geographical subdivi
sion of the total economy (a district or country) on the industrial 
activity of that subdivision. 

/ The elasticity of demand for the crops of a single country (in 
terms of intemational money) is of course much greater than that 
for the crops of the world as a whole: and the smaller the country, 
and the more perfect the world market for the crops, the greater 
the elasticity of the demand/ It is greater, for example, in the 
case of New Zealand than 11l the case of the United States of 
America, and greatel: in the case of wheat than in the case of fishy 
Thus, in many or most cases, an increase in the crop of one country, 
unaccompanied by any change in the crops of other countries, will 
result in an increase in the money receipts of the agriculturists 
in the country concerned. (If the elasticity of demand is less than 
unity, agriculturists dsewhere will lose to a more dian equivalent 
extent.) Furthermore/ a given increase in the money receipts 
of the agriculturists wi6. mean an even greater increase in the money 
receipts of the country as a whole, since the home population will 
be spending less than before on farm products and (probably) 
more than before on home industrial products, so that both the 
agriculturists and industrialists will rejoice in increased receipts
and that increase can only come from outside/-

This initial increase in the receipts and incomes of the country 
which has been blessed by a good crop will provide an inflationary 
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stimulus to the industry of that country (though we must take 
account of the continual " leakage" of purchasing power abroad). 
It will be gathered from the new considerations thus introduced 
in the argument that conclusions as to the general effect on world 
industry of a net world crop variation cannot be drawn from a 
comparison between the agricultura1 fluctuations of any given 
country and the industrial activity of that country. In the case of 
countries like Australia, New Zealand. Roumania, Argentine, 
Canada, etc., this is obvious: but it is often lost sight of, particularly 
in the case of the United States. 

It will be apparent that the channels through 
SlIfI1111lZry. which fluctuations in agricultura1 output (good and 

had harvests) exercise theix effect upon the economic 
system in genend and industrial activity in particular are no other 
than those with which we have become familiar in the perusal of 
the various theories discussed in the earlier sections of this work. 
The several processes of monetaty expansion and contraction 
originating in the varying demand for -capital, of over-saving 
resulting from plenty, and of the dependence of investment on 
consumers' demand-to each of which a varying degree of import
ance is attached by the di1ferent schools of thought-are all relevant 
to the problem. I There can be no "agriculture theory" of the 
cycle in the sense of an alternative to, say, the monetaty theory or 
the over-investment theory ahy more than there can be an " inven. 
tion theory" or an "earthquake theory"" All that can be 
attempted in this direction is to bring out the importance of agricul
tura1 fluctuations as one amongst other potential stimuli in the 
economic system. What has been said of agriculture and the 
trade cycle might be said with sc8.rceIy any modific;ation of inven
tions and the trade cycle, or even of earthquakes or wars and the 
trade cycle. 
I It will be observed that no attempt has been made to strike a 

balance between the arguments for and against the proposition 
that good harvests are good for trade and had harvests had. I On 
the whole, the arguments in favour of the proposition dominate 
the literature on the subject, though the opposite view is not 
withou~ support. /There is of course very little doubt that a good 
harvest in a particular country tends to stimulate the business life 
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of that country. The problem only becomes obscure when a 
completely closed economy is the object .of study.! 

A priori, analysis cannot settle the question, because forces are 
released which pull in opposite directions; and only estimates of 
the quantitative importance of the different factors-dfect on 
investment, effect on saving, effect on the credit structure, etc.
can supply a basis for judgment as to which tendency will prevail. 
Much probably depends On the phase of the business cycle in which 
the disturbance occurs. It is conceivable that a good harvest may 
exercise now a stimulating and now a depressing influence accord
ing to the phase of the cycle and the portions of the earth's surface 
and the world's population affected. Nor must it be too readily 
assumed that a good wheat crop and a good cotton crop have the 
same kind of effect. After it has been decided in all the different 
possible cases whether the influence of crop-fluctuations on general 
business is positive or negative and whether that influence is 
important enough to outweigh other influences operating simultan
eously, it will still remain to consider to what degree crop fluctua
tions are cyclical and, if they are cyclical, to what degree they are 
spontaneous and independent of the general business cycle. 

§ 3· INFLUENCE OF THE BUSINESS CYCLE ON AGRICULTURE 

As each part of the economic system is to some 
IneltlJh"dty degree sensitive to. developments in all other parts, 

of farm /industrial fluctuations are bound to exercise a cer
OltjJ"t. tain influence on agHculture. lIn practice, however, 

this influence is mainly confined to the effects on 
the demand for, and price of, agricultural produce, and consequendy 
on the incomes of the agricultural classes/ If there was a fairly 
immediate and substantial reaction on the part of agricultural 
output to the movements in monetary ,demand, there would be 

. no reason why the trade cycle should be regarded as a primarily 
industrial phenomenon. In fact, however, agricultural output· 
is, on the whole, so unresponsive to money incentives that the trade 
cycle is often regarded as confined (so far as production is concerned) 
to industry, and in particular to that branch of industry which 
is not supplied with its raw materials by agriculture-namdy, the 
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production of durable and investment goods. It is not, however, 
altogether impossible that industrial fluctuations may influence 
agricultural output in the long run, though only after a period so 
long that the words " response" or " elasticity of supply" cease 
to have much meaning. The" responses" in" such case will have 
the same effect as spontaneous variations in output. On the other 
hand, in~trial fluctuations will affect both the demand for agricul
tural products and-to" a lesser degree-their cost of production. 

Effect on 
demand. 

Many writers, mCludirig L. H. BEAN,l J. M. CLARK,' 
A. HANSEN" and J. H. KIRK,- recognise the impor
tant influence exercised on agricultural inCOIl!!''!..RY 
RuCtuations in industrial activity accompanied by 

similar fluctuations in money demand in general. There is a 
riililoonshlp of recipro@ causaoon (as will be Shown in Part II 
of this work) between increasing supplies of effective money and 
increasing in1ustrial activity; and the same holds true of the 
downswing. In view of the importance to consumers of products 
manufacture with agricultural raw materials, it is not surprising 
that part of the general rise and fall in moll!Y demand should be passed 
on to agriculture. J But the process is tempered by two factors : 

~) The demand for consumers' goods as a whole is more 
stable than the demand for all goods; 
.M The demand for consumers' goods of agricultural 

origin is more stable than that for consumers' goods as a 
whole. 

On the other hand, the inelasticity in the supply of agricultural 
output tends to make the fluctuations in demand greater, at least 
.iJ!. the first instance, than they might otherwise be. 

\... The close correlation between agricultural prices.and industrial 
activity, due to the causal connection between industrial activity 
and the demand for agricultural produce, may" be taken by the 

• E.g .• "Post-War InterreJations between Agriculture and Business " 
in the United States." U.S. Dept. of A gr .• Bur""u of Agr. Ee .... 1.9. 
EC·7S·,Pa. 

• u Strategic Factors in the Business Cycle. U 

• "The Business Cycle in its Relation to Agriculture" in ]oumalo, 
Fa"" Ee ....... ics. 14 : 59-68. 1932. " 

• "AgricultUre and the Trade Cycle." Part I. 
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unwary as a proof that low agricultural prices and incomes, due 
presumably to agricultural over-production, are responsible for 
low industrial activity. "] 

lThe cost items of agriculture are largely of agri
Effe~/ on cultural origin; and to some extent they will vary 

&o.r/.r. with the demand for agricultural produce-the 
variation being only another aspect of the 

inelasticity of the supply.) 
To some extent, however,~dustry competes with agriculture 

for factors of production; ana-this competition may be so strong 
as to force a reduction of agricultural output when demand is high, 
and vi" ver.ra. ] 

(I) With respect to the supply of implements and the invest
ment funds for buying them, it seems probable that the farmers' 
increased desire to acquire instruments in good times will outweigh 
the competitive demand of industry for both of these things. t The 
farmer can finance increased purchase. in part from his own 
increased earnings . .J 

(z) On the other hand,[there is an important tendency in many 
countries for labour to be drained off from agriculture to industry' 
during boom periods and to flow back during slumps.1J 

(J'he above review of the possible interactions of 
C_lmIing agriculture and industry on one another cannot be 
nmarks. said to yield a clear picture. "1D.dustrial crises may 

arise for monetary- or other causes, and then work 
out their effects on agricultural incomes and-to a lesser extent, 
and by obscure channels-on agricultural output:) 
[spontaneous agricultural fluctuations may have a positive or a 

negative effect on the general business cycle and on monetary 
demand and may react back on agriculture through this channel. J 
Lastly, v.N~s, however caused, in the demand for and cost of 
agricultural produce may, after a time, give vise to variations 
ip agriculturaI output which will act on industry like spontaneous 
disturbances, and set up a vicious circle of interaction. , 

• See. especially, Gustav Cassel : .. The Theory of SoclaI Economy," 
Vol. II, Book IV, Chapter XV, f 65. 
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CHAPTER 8 

DEFINITION AND MEASUREMENT 
OF THE BUSINESS CYUE 

§ I: INTRODUCTION 

There is complete nnanimity among economists 
II eriris II that the problem of the recurrence of periods of 

anti economic depression and the cognate problem of 
"D.prunon ". acute economic or financial crises! cannot fruitfully 

be discussed in isolation from the major problem 
of which they form part-viz., the problem of the business or 
trade cycle; by which is meant:, a wavelike movement affecting 
the economic _system as a whole. It is therefore with the major 
problem that this study is concerned. 

To define .. depression ", we must also define "prosperity" : 
for the two are correlated concepts, since each is the negative of 
the other. 

1 The terms II crisis" and II depression n are frequently used. indiscrim
inatel'y. Throughout this paper they will he sharply distioguished. 
Depression is a continuous state of affairs of more or less extensive dura
tion. which will he described and defined in the text. Crisis has two 
meanings. In the formal sense. it means the turning-point which marks 
the passage from prosperity to depression : in the general sense. it means 
n. period of :financial stringency. panic. bankruptcies. etc. A U crisis to 

in the formal sense---i.... the turn from prosperity to depression-is 
usually-but not always--e.ccompanied by a II crisis" in the general 
sense. On the other hand, a financial crisis may occur at a time when 
there is no Hcrisis" in the formal sense, 
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§ z. DEFINITION OP PROSPERITY AND DEPRESSION 

IN THE' FUNDAMENTAL SENSE 

Part n 

Depression and prosperity may exist in the case 
A eloseJ of a branch of industry, a region, a wbole country 
e&onomy. or the whole world. 

The international aspects and complications of 
the cyclical movement will be considered in Chapter II below. 
In the earlier chapters, the reference will always be to the case of 
a closed economy-by which is meant, not a completely isolated 
country, but a country in possession of all the attributes which 
we shall find necessary for the full development, of the trade..cycle. 
We may therefore have occasion to allow for outside influences on 
our " closed " country, even before we turn in extenso to all the 
complications and qualifications in the argument necessitated 
by the fact that in the real world we are concerned, not with a 
number of independent economic systetps, but with a system of 
interdependent and interrelated countries. . 
. (Depression means a state of affairs in which real 

.J Alternative income consumed per head, real income produced 
<riteria. • (volume of production) per head and the rate of 

employment are falling or are subnormal in the 
sense that there are idle resources and unused capacity, especially 
unused labour.) 

lProsperity, on the other band, means a state of affairs in which 
../ the real income consumed, real income produced and level of 

employment are high ot rising, and there are no idle resources or 
unemployed workers, Ot very few of either~ 

Depression and prosperity differ in degree rather than in kind. 
It is not so much a question of a sharp line of demarcation between 
the two, as of a scale of more or less depressed or more or less 
prosperous conditions, ranging from deep depression to high 

. prosperity and from severe unemployment to full employment of 
all the factors of production. 

:tteal income consumed, real income produced, rate of employ
ment-the three are comparatively precise concepts and even to 
some extent measurable quantities. There is little to be gained 
by looking deeper, though it is always possible to regard each of 
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the three as in one way or another an index or a measure of the 
more fundamental element of economic welfare. But" economic 
welfare " is a vague expression which itself caIIs for definition in 
terms of more precise and measurable magnitudes-and, as such. 
real income consumed, real income produced and rate of employ
ment are at once indicated. For all practical putposes, therefore, 
prosperity and depression are sufficiently precisely defined in 
terms of one or the other or all three of these magnitudes.' 

In recent years. unemployment has frequently 
"Emp/~ been taken as the sole ctiterion of the economic 

mmt" situation of a country. It must not be forgotten 
mt!rion. in this connection that a certain amount of unem-

ployment is always present (frictional unemploy
ment), and that there is a seasonal fluctuation of employment in 
many trades and countries. Even if these two factors are dis
regarded, the fact remains that in some countries unemployment 
remains on a high level over long periods_.g., in England or 
Austria after the war. In such a case, we speak of a chronic 
depression: but this does not mean that cyclical :fluctuations are 
absent. They are merely superimposed on the mass of "structural" 
unemployment. 

1 The precise definition of the three variables-real income consumed. 
real income produced and rate of employment-and the method of measur
ing them open up, of course, the possibility of infinite discussion and raise 
a host of intricate problems. The whole literature on the construction 
of index-numbers of the prie&-level and volume of production and the 
cognate proble~ther tban the purely statistical problems-which 
they raise, has its re]evance in this connection. It need not, fortunately. 
detain us at this point, since (as we shall see) the lIuctuatiOIlS with which 
we are concerned are so marked as to be visible. whichever of the current 
definitions and methods of measurement of the fUndamental magnitudes 
is adopted. Exceptional cases are conceivable where reference to other 
criteria is indicated-for example, where adverse influences on the real 
income consumed or the real income produced are offset by harder work. 
In such a case, though the real income consumed. and real income pro-
duced are unchanged, we are compelled. to record a deterioration of the 
position. because the economic welfare is reduced. The additional 
criterion in this case is the length of the WOTking-day. An alternative 
would be to define real income in such a way as to cover the quantum 
of leisure achieved and to make allowance in some manner for the toil 
and trouble involved. The statistics, however, afford no ground for 
supposing tbat such exceptional cases are of any considerable practical 
importance. 
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Even with all these qualifications-which are equally applicable 
incidentally to the two other factors of real income consumed and 
real income produced-the employment index cannot be regarded 
as an unfailing criterion in all cases. In agricultural countries, 
for example, depressions, whether due to crop failures or to 
low prices, are not commonly accompanied by unemployment. 
The farmers and agricultural workers indeed may even work 
harder, and more people may be called in to work-wives and 
children, for example-in bad times than in good. The same 
may be true, to a certain extent, in countries where industrial 
labour is not completely divorced from the soil. Even in a 
purely industrial country, if wages were perfectly plastic, 
unemployment could probably be reduced to a very low point. 
On the other hand, there are cases where unemployment is due to 
-rapid technological progress : in such cases one can hardly speak 
of depression or deterioration of the situation in spite of the high 
or rising level of unemployment.! 

In such cases, we fall back on the two other criteria above 
mentioned-namely, real income consumed and real income 
produced.' ,The cliI£erence between the two consists in the fact 

• No reference is made in this connection to statistical difiiculties in 
the measurement of unemployment-a frequent source of spurious 
changes in unemployment figures. The introduction of schemes of 
unemployment relief or insurance and alterations in existing relief schemes 
always involve changes in the number of registered unemployed, for the 
reason that numbers of persons previously not registered are included 
in the registration, while numbers of persons previously registered are 
excluded. Changes in the situation in regard to unemployment relief 
are also bound to influence the real volume of unemployment owing to 
changes in wage-rates and the willingness of the workers to accept work 
at the prevailing rates. . 

• It may be urged that, in manufactoring industries, which are not 
dependent upon the weather, a divergence between volume of production 
and rate of employment is impossible. But this is not the ca.se--even 
apart from the destruction caused by earthquakes, fires, explosions and 
the like. Where there is no reduction in the labour strength. a fall in 
the volume of output is conceivable, if less capitalistic methods of pro
duction are employed. There are theorists who maintain that this 
actually happens during the depression. Quantitatively speaking, 
however. in the absence of unemployment. fluctuations in production 
would certainly be reduced to relatively small proportions. 

Professor F. Machlup says·: "If wages were perfectly flexible, there 
would perhaps be no sharp fluctuations in employment. but there would 
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that real income consumed is con£ned to consumers' goods and 
services-that is to say, is equivalent to "volume of consump
tion" or, if we disregard changes in stocks of consumers' goods, 

. to "flow of goods and. services ready for consumption"" 
while real income produced includes also additions to the stock 
of goods of a higher order (producers' goods, raw materials, etc.). 

If wages or incomes in general are flexible, and 
"Consllmption" unemployment is avoided more or less completely 

rriterion. by a fall in wages rapid enough to offset the deterio-
ration in the economic system, the deterioration 

will take the form of a fall in the real income consumed by the 
community. In the case mentioned above of an agricultural 
country, the rate of employment and the volume of production 
may even rise in spite of the prevailing depression, if the foreign 
demand for the product of the country has fallen as a result, 
I.g., of a depression in certain foreign countries or the expansion 
of a competitive source of supply.· The criterion of the 
deterioration is then a fall in the real income consumed represented 
by a reduction of the consumption of imported goods due to the 
fall in price of home-produced exports. 
!'Pro~tio'n" In a closed economy, the situation is usually less 

'.' involved. But even here the movements of real 
""IriOn. 

income consumed and real income produced may 
diverge. It is conceivable that the volume of consumption 

be lIuctuations in wage-rates instead" ('. Professor Knight and the 
Period of Production" in Journal 01 Political Economy, Vol. 43, October 
1935, page 624). See also J. Rohinson on "Disguised Unemployment" 
in Economic Journal, June 1936. 

1 It is convenient to regard durable' consumers' goods (such as motor
cars or dwelling-houses) as goods of a higher order, and their services 
as the finished product. Professor Irving Fisher's" Nature of Capital 
and Income" (New York. 1912) would seem to contain the most satis
factory discussion of the various accounting problems which arise in 
this connection . 

• It is worth pointing out that the term "volume .of production U 

may be defined as meaning, not the volume of home production, but the 
final outcome or result of the national labour, including (that is) the volume 
of goods obtained for that part of the product which is exported to foreign 
countries. Volume of production = amount produced at home - exports 
+ imports. If we adopt this definition, the discrepancy in this caSe 
between volume of production and real income is avoided. 
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should remain constant or even rise while the volume of production 
falls_.g., in the case of a community living on its capital 
Obviously, in such a case, the volume of production and the rate 
of employment have to be taken as criteria rather than the volume 
of consumption.> 

On the other band, if a commwiity adds to its capital equipment, 
the volume of production may rise or remain constant, while the 
volume of consumption falls or does not rise so rapidly. In this 
case, clearly the volume of production and the rate of employment 
should be regarded as the true criteria. 

This situation frequendy arises, to a greater or smaller extent, 
when business is recovering &om a deep depression. The 
production of producers' goods rises and additions are made to 
the capital stock; but the flow of consumers' goods and services 
usually rises only to a lesser ext:!:nt. 

We may conclude that a combination of the three 
CIJIKlNsion. indi~I) employment,!1) real income consumed 

and (3) real income produced-can be regarded as 
the criterion of the existence, and measure of the degree, of 
prosperity and depression and changes in the same. If all three 
indices point in the same direction, the situation is clear. If they 
diverge, it is as a rule possible to arrive at some indication on the 
basis of the considerations above set forth.-

1 Volume of consumption can be taken as the criterion. if the time 
element is introduced. A community living on its capital is p'ospe:tOoJa 
fOI the time being; but the prosperity cannot last. 

• Profits and losses are frequently regarded as the essential charac· 
teristic of the basiness cycle : but it wonld not seem advisable to rank 
them with the three fundamental elements indicated above. Tbe term 
•• profit·· is vague and misleading. Wbat are recorded statistically 
as" profits .. ( •. g. profits of corporations) do not consist purely of profits 
in the sense in which economic theory uses the term : they are. rather. 
a mixture of interest. rent. monopoly gains. etc. Profits in the sense 1.. 
which economic theory uses the term are part of the national income 
and. as such, are- included in .1 real income ". The .bsmu of profits
OI losses-in this. the striet. sense of the word is the very essence of 
perfect equilibrinm of the economic system; and a state of perfect economic 
equilibrium. with fn1l employment of all available resources. is surely a 
state of high proolperity. 

The term "loss" also lacks precision. An individual. commercial 
loss need not be a loss to the community. The invention of a new 
productive process. for example. may involve losses on the fixed plant 
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We shall see that the fluctuations are usually so marked that the 
doubtful cases are of no practical importance. But, before we 
proceed to statistical examples, we must distinguish between the 
business cycle in the general and the technical senses of the term. 

§ 3. THE BUSINESS CYCLE IN THE GENERAL SENSE AND 

IN THE TECHNICAL SENSB 

The business cycle in the general Sense may be defined as an 
alternation of periods of prosperity and depression, of good and 
bad trade. This definition is, however, provisional, for it is 
obviously too wide. It covers more than the business cycle in 
the technical sense of business-cycle theory. That the general 
economic situation is subject to fluctuations, that the volume of 
production, national income and levd of employment should 
sometimes be above and sometimes below the average or trend 
is not indeed surprising. An alternation of periods of depressioll 
and prosperity is what we should normally expect. What calls 
for explanation is, in the first place, the duration and wide amplitude 
of the fluctuations-particularly those in the negative direction, 
since the upward movement, the approach to full employment, 
might be explained as a natural consequence of the inherent 
tendency of the economic system towards equilibrium. Why do 
we not find short irregular oscillations around a trend, but long 
swings in both directions? It is not merdy, however, the magni
tude of the fluctuations, but their peculiar nature, which constitutes 
the problem of the cycle. What that nature is can be indicated at 
this point only in negative terms. With the positive explanation of 
these fluctuations; the whole of the rest of this study is concerned. 
The mysterious thing about them is that they cannot be accounted 
for by such "extema!" causes as bad harvests due to weather 
conditions, diseases, general strikes. lock-outs, earthquakes, the 
sudden obstruction of international trade channds and the like. 
Severe decreases in the volume of production, real income or 

used in the process supplanted: but such losses do not constitute a de
terioration in the economic situation of the community.. Pro1it-and-loss 
statistics are no dout-t a valuable symptom of the business cycle in the 
technical sense : but they are not an unfailing criterion of the business 
cycle in the general sen .. (§ 3). • 
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level of employment as a result of crop failures, waxs, earthquakes 
and similar physical disturbances of the productive processes 
raxely affect the economic system as a whole, and certainly do not 
constitute depressions in the technical sense of bUsiness-cycle 
theory.1 tYy depression in the technical sense we mean those 
prolonged and conspicuous falls in the volume of production, 
real income and employment which csn only be explained by the 
operation of factors originating within the economic system itself, 
and in the first instance by an insufficiency of monetary demand 
and the absence of a sufficient margin between price and cost:) 

If extemal disturbances of the kind referred to have a causal 
relation to the occurrence of depressions in the technical sense
which is unquestionably the case-it is not so much the material 
obstruction of the production process that accounts for the fall 
in the volume of production as the peculiax response of the 
economic system:" 

The continuance of production is matuially perfectly possible. 
::me necessary capital equipment is there; so is the labour-power : 
so are the raw materials and semi-finished products. Y ct somehow ~ 
a large part Clf the factors of production cannot be combined; the 
economic machine does not function smoothly: the price system .... 
is out of equilibrium. 

§ 4- BASIC FACTS ABOUT THE BUSINESS CYCLE 

In any attempt to apply our fundam~tal ctiteria 
F.Nr pha.re.r of prosperiry and depression in order to locate and 
of the !JfU. measure in exact form, over any CQnsiderable length 

of time, the phenomenon which is the subject of 
our study, we lOre at once confronted with the difficulty that the 

• This by no means excludes the possibility of such external disturb
ances having an indirect in1luence on the business cycle in the tec:lmical 
amse. On the contraIy. we shall see that those disturbances play their 
role by startiug or reversing. retarding or accelerating. intema1 pro< '" " 
of expansion and contraction of output and employment. 

• This is clearly revealed by the fact that external disturbances. such 
as a war or an earthquake. whil:h directly obstruct the productive process 
and destroy wealth. nevertheless frequently tend to bring about an expan
sion rather than a contraction of employment and production. 



. Chap. 8 Dejinitioll of the Cycle 

statistical data, especially for the earlier periods before the war 
and in the nineteenth century, are very inadequate. Indices of 
.national income and employment (or unemployment) are very 
unreliable, imd in the case of a number of countries do not exist 
at all. Indices of the volume of production are also far from 
being complete or sufficiently representative. 

The fluctuations with which we are concerned are, however, so 
marked and extend over such a wide range of phenomena that it 
is possible to identify th'bn with a high degree of accuracy on the 
basis of the existing material, even in periods for which the latter 
is not so complete. We begin with the attempt to determine 
the length of the successive periods of prosperity and depression in 
the case of a number of countries by fixing as exactly as possible 
the turning-points from boom to slump and slump to boom. We 
divide the wbole cycle in four phases or parts : • 

• 
(1) The upswing (prosperity phase, expansion); 
(2) The downswing (depression phase, contraction);1 
(~) The upper turning-point-that is, the tum from prosperity 

to depression (down-tum, crisis in the formal sense);' 
(4) The lower turning-point-that is, the tum from depression 

to prosperity (up-turn, revival). 

This distinction of four phases, or rather two phases and two 
turning-points, should not be taken to imply more than is actually 
said. It is not suggested that the duration of cycles should 
necessarily be counted either from trough to trough (from revival 
to revival) or from peak to peak (from crisis to crisis). It is not 
maintained that each cycle (whether counted this way or that way) 
is to be regarded'as (so to say) an individual unit or an indivisible 
whole, so that it must be explained by a single principle, or, again, 
that one phase grows out of the previous one and must be explained 

1 The terms .. expansion n and U contraction" are sometimes used 
in the parely monetary sense of expansion and contraction of credit 
or money. We shall use them. where no other meaning is implied by 
the context, to denote the complex phenomenon--expansion and contrac
tion of production and employment plus expansion and contraction of 
the circulating medium. For the purely monetary aspect, we shall 
usually employ the terms "inflation" and "deflation", 

• See note 1 on page 161. 
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GENERAL INDICES Otr CYCLICAL MOVEMENT IN VARIOUS CoUNTRIES. 

For explanations, see Appendix I, page 341. 
The principal crises are indicated by arrows. 

---- REfERfNCf CYCLE CURVE - TOTAL IHDUSTRlo\l PRODUCTION 
---- arHER GENeRAL BUSINESS OJAVES n ••• u. MINIMS PRODUCTtON 
- EMPLOYMENT - MANUfACTURING PRODUCTION 

UNITED srATES OF AMElIIc:A 

~~~ MI "' ... . .., .. ~ 

~~ ': :: 
V 

4< 

../ 
" 

160 

I_~ 

I:~ -182 , 

I:: 
: 

;0< 

III ,III .. -.., •• "" I; - ,~ I:: ., 
:., 

0111. '" .. 1m "" 
930 __ 



Chap. 8 M.tUl/r.ment of the Cyd. 171 

GENERAL INDICES OF CYCUCAL MOVEMENT IN YARIOUS COUNTRIES. 
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with reference to it. Such statements may have a definite meaning 
and value at the end, or in a later stage, of a study such as the 
present one. At this early stage, we shall do no more than 
register certain basic facts. l 

In the preceding graphs, the cyclical movement 
VarioN.! in a number of countries is represented by various 
indires 

rerording 
the f)r/e. 

indices, a description of which is given in Appen
dix I. An inspecrion of the diagrams shows an 
almost perfect concordance in the movements of diffe
rent curves. There are sometime~ slight deviations; 

but they seldom exceed one year. They can often be explained 
by inaccuracies in the ligures or in the descriptioq in the annals. 
The conventions which have been adopted for the graphical repre
sentation of the "Annals" must be kept in mind, if I misleading 
impression is to be avoided. Only a few gradations of prosperity 
and depression are distinguished, so that neither the amplitude of 
fluctuations nor the speed of recovery. and decline at various· 
points can be adequately indicated. Both the high and the low 
.conjunctures tend to be represented by horizontal straight lines 
masking the tlmling-points which come either in the latter part 
of the last year of the horizontal or in the first part of the 
following year. . . 

It must also be remembered that, whereas the producrion 
indices show a pronounced trend movement, on which the cyclical 
fluctuations are superimposed, in the employment series-.-except in • 
the case of the United States of America-<Uld the Reference Cycle 
Curve, the trend is eliminated by the method of their construction .• 

These rurves represent the business cycle in the general sense
that is to say, they record the changes in production and employ
ment irrespective of the cause. But there is no doubt that, with a 
very few exceptions, the ups and downs of ptoduction in ~ur 

• Various writers have elaborated difierent typical cycle patterns. 
The Harvard Economic Service ••. If., distinguishes :five phases: depression. 
recovery. business p~, financial strain, industrial crisis. Spiethofi 
has a still more compliCaW. scheme. But these schemes are based from 
the outset on a particular view as to the causation of these fluctuations. 
They imply gen ..... lisations which do not :fit all cases. Therefore they 
cannot serve as starting-points, but are the result of the auaiysis. 
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curves are not the direct effect of material obstructions to the 
production process caused by strikes, earthquakes, etc. The 
direct. influence of the weather on the volume of agricultural 
production plays no role, since our production and employment 
figures relate to industry alone. 

Since reliable direct measurements of our fundamental criteria
employment and volume of production-are not always available, 
it is necessary to have recourse to other statistical' series, which are 
either themselves consrituent parts of the index of production, 
or are empirically so closely related that they can be taken as highly 
symptomatic for the direction of the movement or magnitude of 
fluctuations in the fundamental variable. Such" auxiliary" or 
" symptomatic'" series, as they may be called, are bank clearings, 
bank deposits, other monetary series, price series, transportation 
figures, bankruptcies, etc. 

§ So . THE SBCULAR TREND 
, 

The economic cycle in which we are primarily 
Vario1l.t interested is that alternation of relatively prosperous 

eofJIPonents of and depressed times, together with all the concomit
Iim ..... ries. arit changes in all parts of the economic system, 

• which extends over the period of three to twelve 
years. This movement we call the business cycle proper. 

Besides (I) the business cycle proper, we find other movements 
• reflected in the time-series of important economic magnitudes-
• namely, (1) a secular trend, (3) seasonal variations within the 

span of one year, (4) occasional disturbances attributable to erratic 
forces from outside the economic system in the strict sense, and 

. (s) the so-called "long waves" covering periods of fifty years 
or mote. 

The secular trend relates to the continuous rise 
The m.aning in volume of production, real income, production 
of the trend of particular commodities, real wages, etc., which 
in diff.renthas taken place, with relativw short setbacks, during 

series. the nineteenth and twen&.lh centuries. Such a 
tendency of the fundamental magnitudes to grow 

is the criterion of a progressive economy. As we usually think 
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of societies as progressive, we assume-<llld have hitherto been 
lucky enough to find-upward-sloping trend curves for produc
tion and consumption. But it is by no means necessary that the 
secUlar change. should take place at a constant tate, or that it 
should always slope upward along a smooth curve which can 
confidently be extrapolated into the future. Nor is it excluded 
that the forces which create the trend may tend to operate 
spasmodically or cyclically. 

Furthermore, it is evident that the secular trend may have 
quite a different significance according to the economic magni
tude concerned. A gradual rise of the total volume of pro
duction and· consumption is the natural consequence of growth 
of population. An upward-sloping trend of physical quantities 
of production and consumption per head of the popalation is the 
essence of material progress due to the accumulation of capital 
and the in~easing stock of technical knowledge. Obviously, the 
situation is quite different in the case of-money prices and monc:f 
values. Rising prices and money values are not an essential 
characteristic of material progress. It is quite conceivable that, 
because of the peculiar working of the money-profit-price 
mechanism in an individualistic economy> a certain trend of prices 
is required to ensure the smooth, uninterrupted working of the 
productive apparatus, and to make possible the complete and 
rapid realisation of all the benefits of technological progress. 
But this is only' a hypothesis, as to which there is unfortunatdy 
no agreement among economists. Some writers bdieve that· 
prices should gradually fall when production expands: others 
predicate a stable price levd : others, again, incljne to think a 
slightly rising trend of prices is the most beneficial for the 
working of the economic machine. In any case, it seems to be 
clear that a price trend-if there is one-sh011ld be interpreted 
in quite a different way from a trend in the physical quantities of 
production. 

At this stage, being primarily interested in cyclical movements of 
the .order of magnitude of three to twdve years, we are concerned 
not so much with the .. secular trend .. as with the departutes 
from it which our series exhibit. As for the other movements 
in the various ~onomic magnitudes, the seasonal fluctuations 
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-not shown in the annual data-do not constitute a serious 
theoretical problem, nor do the irregular changes or disturbances, 
such, for example, as the general strike in the United Kingdom 
in 1916. 

§ 6. BUSINES!.,~~_~E?~G.WA'I/ES 

A word of justification and explanation must, however; be said 
as to why we concentrate on the short cycle instead of on the 
long waves whiciI according to many writers (KONDRATIEFF, 
WOYTINSKl and others) show themselves quite clearly in a number 
of long series suciI as those of production, wages and prices. 
These long waves or trend cycles eKtend over a period of fifty to 
sixty years; and the short cycle, for whiciI we reserve the 
expression " business or trade cycle", is superimposed on them (in 
muciI the same way as the seasonallluctuations are <superimposed 
on the business cycle). 

Avoiding figurative language and leaving aside 
Fart.; aboNt all speculations and dubious hypotheses, the broad 

the long facts about these long waves seem to be as follows. 
IIVl11JIs.It is possible to distinguish during the nineteenth 

and twentieth centuries alternating periods in 
whiciI depression years and prosperity years respectively predo
minate. These periods extend from twenty to thirty years, and 
eaciI of them comprises two to five complete business cycles of the 
short type. These periods are, according to Professor SpmTHoFP, 
for Western Europe (I) 1811-1841, (1) 1843-187h (3) 1874-1894, 
(4) 1895-1913. The fir.;t of these periods contains two business 
cycles in whiciI the depression phase was muciI longer than the 
prosperity phase. In this whole period, Professor SPIETHOFF 
counts nine prosperous and twdve depressed years. In the 
s.rolltl period (1843-1873) prosperous times prevail In three and 
a-half business cycles there are twenty-one prosperous and ten 
depressed years, depressions being short atld mild. The third 
period (1874-1894) begins with the prolonged and, extremely 
severe depression of the seventies. It contains two and a-half 
cycles, and Professor SPlETHOFF counts six prosperous and fifteen 
depressed years. This gloomy period is followed by a fOllrtb 
peroid (,895-19'3) whiciI is overwhelmingly prosperous. It 
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contains two and a-half cycles, the last one being interrupted by 
the world war. Only four depression years ~tand, against fifteen 
years of prosperity, depressions being short and mild. 

Ne •• ssity 
forpnv;olU 
analYsis 0/ 
short waves. 

We do not deny that there is an interesting 
phenomeno~ in the " long waves" which calls for 
explanation. Some prima fade plausible hypotheses 
have been put forward to this end. There' are 
stimulating and depressing forces. which do not 
exhaust themselves within the span of one short 

cycle but persist through a number of them, such as the up-and
down trends of gold production. the exploitation of technical 
innovations (equipment of a country with railroads) or newly 
discovered countries.' These forces may conceivably produce 
a long wave in production and prices. But is not that a purely 
fortuitous phenomenon? Is each of these long cycles the result 
of the same type of force? Is there ~e slightest probability 
that a cycle of fifty years ot so will always be produced? Are 
We at all justified in extrapolating these waves ? Is there any 
sense in such statements as that the': present depression is so severe 
because we are not only in the downgrade of a sbort. but also 
of a long. wave? Why is it that periods which are under the 
spell of one of these long-range forces are themsclves divided into 
shorter periods of prosperity and depression? It would seem 
that all these and other sceptical questions about the nature of the 
long waves can be answered only after a fairly full insight into 
the mechanism of the short cycles has been attained. For the 
forces which are said to produce the long waves do not work 
independendy of. and alternatively to, those tha~ produce the 
short cycle. They work. through the latter-e.g., by tending to 
increase continuously the supply of money (gold production). 
or by continual creation of new investment opportunities ( •. g. 
railway development of a country or rapid growth of its population). 
Untel the working of the mechanism of the short cycle has been 
explored. the nature of the long waves cannot be understood. 
We are therefore compelled to attack first of all the problem of the 
business cycle . 

• This is Professor Scbumpeter's hypothesi. about the long waves. 



Chap. 8 Dtjinition of the Cyrle 177 

§ 7. IS A GENERAL THEORY OF THE CYCLE POSSIBLE ? 

Until now we have discussed the essential charac
Bub fYCk teristics of the business cyqe-that is; those qualities 

an bistorical in the absence of which the phenomenon" business 
indi!JidMa/. cycle" does not exist. Besides these, there is an 

endless variety of changes in all spheres of economic 
and social life which, without being essential features of the cycle, 
are more or less regular concomitants of its progress. These 
concomitant changes furnish the material which we have to seek 
out and analyse in order to find such clues to the causation of the 
cycle as will enable us to verify or reject the explanatory hypo
theses (theories of the cycle) which we find in the literature. 

Most of these changes do not appear regularly in all cycles. 
Cose inspection of the facts reveals very many irregularities and 
far-reaching differences between the characteristics of the various 
cycles-over and above the differences in the length and amplitude 
of the cycles (as defined in terms of our fundamental criteria). 
Eacb cycle, each period of prosperity or depression, has its special 
features which are not present in any, or notin many, others. 
In a sense, each cycle is an historical individual: each is embedded 
in a social-economic structure of its own. Technological 
knowledge, methods of production, degree of capital-intensity, 
number, quality and age-distribution of the population, habits and 
preferences of consumers, social institutions in the widest sense 
including the legal framework of society, practice in the matter 

ofinterventions of the State and other public bodies in the economic 
sphere, habits of payment, banking practices and. so forth-all 
these factors change continuously, and are, not exactly the same 
in any two cases. It is therefore not at all surprising to find great 
dissimilarities between cycles in different countries and different 
periods. On the whole, it may be said that the differences and 
dissimilarities between different cycles are much greater than 
many cycle theorists seem to assume. 

A a/ This point with regard to the dissimilarities 

t L t.;',,"'·bl- between different cycles raises the question whether 
OIIOry roUt ..,... 'bl mak era! it 18 pOS51 e to e any gen statements at 
all as to the causes and conditions of cycles-in other words, 

13 
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whether the same theory holds for the cycles in the first half 
of the nineteenth century and for those in the second quarter of 
the twentieth century, for the cycles in the industrial countries 
of Western Europe .and the United States and for those in the 
~gricu1tural countries of Eastern Europe and overseas. C" Cycle" 
is here used in the technical sense as defined previously, disregard
ing those changes in volume of production, employment, etc., 
which can be attributed to the direct influence of the inter
ruption or obstruction of the productive process by extemal 
!listurbances. ) 

The question cannot be answered a priori. Logically, it is 
quite conceivable that, under different social and economic 
conditions, . periods of prosperity and depression should be 
produced by entirely different sets of causes, so that for different 
groups of cycles separate theories would have to be devised. 

We believe, however, that this is not the case.' We bdieve, 
. on the contrary, that a very general the~ry of the most important 
aspects of the cycle can be evolved, which will not on the one hand 
be so formal as to be useless for practical purposes, while, on the 
other hand, 'it will have a very wide field of application. The 
precise conditions of its applicability will be discussed in the 
following pages. They relate to monetary and banking arrange
ments, the wage-price system and some elementary technological 
facts-all deeply rooted in our present individualistic money-price 
economy . 

• The mere fact that each cycle is an historical individual is not a 
sufficient argument against a general theory. AIe there two men who 
are in all respects alike? Does this dissimilarity in many respects 
destroy the possibility and practical usefulness of anatomy, physiology, 
etc.? That each cycle is unique in many respects does not prevent aU 
cycles from being similar in other respects, over and above those similar ... 
ities which constitute the fundamental elements of the cycle. These 
latter do not constitute causes of the cycle any more tDan fJa_.1I is the 
cau. ... of poverty. In other words, that each upswing shows a rise in 
production and employment and each downswing exhibits a fall of the 
same is not surprising. since that is how we have defmed the cycle. But. 
if there are other similarities, they may, as symptoms, throw light on the 
causes. 



Chap. 8 

Ortkr of the 
mgtIlllent. 

Definition of the C.J~k 179 , 
It will be shown that any economy organised on 

such lines is liable to cumulative, self-reinforcing 
processes of expansion and .contraction. The first 
thing to prove is that these processes are se1f

reinforcing-that is to say that, once expansion or contraction 
has started (for whatever reason), forces are released which make 
for further expansion or contraction. In other words, certain 
deviations from the equilibrium are not corrected automatically, 
but lead the system farther away from equilibrium. (This is, of 
course, figurative language. Its purpose is not to prove a propo
sition, but to convey a general meaning. It will presently be 
replaced by precise analysis.) 

The next step will then be to discuss why these processes of 
expansion and contraction always come to an end. Must they 
come to an end? Cannot they go on indefinitely? Why does 
expansion not lead to stable equilibrium? Are periods of 
expansion interrupted and reversed by accidental distuthances, 
or do they necessarily give rise to maladjustments ? 

We shall see that in these respects various possibilities are 
open, which do not exclude one another, and that there is no 
reason to postulate a single solution which must apply to all 
cases.1 

• The guiding principle of our approach is ." proceed cautiously step 
by step. We do uot assume from tbe outset that tbere is a eycle in tbe 
sense that prosperity must necessarily be followed by depression aod 
IIiu _.... That may be tbe final conclusion of such a study as tbe 
present; but it cannot 1» assumed from the beginning. Therefore we 
start witb tbe most general aspeets of tbe problem. wbich do not yet 
imply tbe existence of a eycle in tbe strict sense just indicated. and tben 
proceed to less ... d less general features. where tbe conclusions depend 
to an increasing extent on the particular social--economic environment. 
This procedure has tbe advantage that it does not close tbe door to Inore 
ambitious theoretical constructions. But it would seem that such 
constructions cannot be safely undertaken except on tbe basis of such 
preparatory analyses. 



180 NtZlJire tZIId CtUl.flJ oj the Cy,k Part IT 

§ 8. TWO REGULAR PEA "tUlU!S OP "tHE CYCLl! 

There are two features which we can observe in 
P,tZlklislII every cycle, probably without exception, although 

oj prodt«tilJll they are not inlplied by our definition of the cycle. 
tZIIti 1II1J11"ary They are therefore of the utmost suggestive value 

d'lIItZ11ti. and must be kept in mind from the beginning. 
The one is the fact that the cyclical ups and downs 

of production and employment are accompanied by a parallel 
movement of the money value of production and transactions; 
the second is the fact that the cyclical fluctuations are more marked 
in connection with the production of producers' goods than in 
connection with the production of consumers' goods. 

The first of these. facts is so indubitable that it hardly caIIs for 
special statistical verification at !his poj,nt. It is only necessary 
.w recall that production rises in the upswing, falls in the downswing, 
while prices in general (including factor prices, especially money 
wages and prices of real estate and property rights) rise or remain 
-constant1 in the upswing and fall in the downswing. It follows 
:that the moncy value of production and of transa.ctions rises and 
falls.· In other words, the volume of work which the medium of 
exchange has to perform expands and contracts with the rise and fall 
of the business cycle. MY, the quantity of money X velocity of 
circulation-i.I., the flow of money against goods or the aggregate 
demand for goods in terms of money per unit of time-grows 
during prosperity and shrinks during depression. This propo
sition is certainly true of the moaey value of proc;luction and the 
Illoney value of transactions relating to goods-of the " industrial 
circulation ", to use an expression of Mr.:i<EyNEs. It may not 
always be true-or at any rate irregular fluctuations may occur
if stock-exchangc transactions (that is, the " linaricial circulation" 
in Mr. KEYNES' term1nology) are included. 

l The case of constant or even falling prices bas occurred. so far as I 
know. only once--i .•. , during the last boom in America and elsewhere. 
Even in this case it was only true of commodity prices: factor prices and 
atock-exchange prices rose. 



OIap. 8 Definitioll of the Cydt· lSI 

It should be noted that these propositions do not follow from 
. the definition of prosperity and depression, and are by no means 
self-evident. There is no reason why fluctuations in the material 
volume of production should always be accompanied by changes 
in its money value. Fluctuation in real income need not show 
itself by fluctuation in money income. Prices might conceivably 
fall during the upswing and rise during the downswing.' That 
the contraty is true, that a higher rational income in terms of 
goods always appears as higher money income, is a highly 
significant additional fact which calls for explanation; and its 
explanation is almost bound to afford clues to the understanding 
of the business cycle. 

It would be rash to conclude from the fact that the monetary 
circulation (in the sense of MV) rises and falls with the general 
movement of the cycle that money-or rather monetary forces in 
the sense of monetary policy (i.I.; action on the part of the monetary 
authorities )-is the impelling cause of the cyclical expansion and 
contraction of production and employment. We shall come back 
to this point later. At this stage, we cannot answer the question 
definitely; we must confine ourselves to pointing out that money 
may conceivably playa role of minor importance. It·is possible 
that in some, or even in all, circumstances it adjusts itself to changes 
in production without exerting an active influence. 

We pass to the second regular feature of the cycle, 
Spenm{y a less self-evident feature-namely, the fact that the 

lIIidt production of producers' goods fluctuates much 
jllI&hi4tiofl.f more violently than the production of consumers' 
ill prot/Nnr.r' goods. As may be seen from the following 

!,ODds. graphs, this is true in a relative, and in many cases 
also in an absolute, sense. If we measure the 

amplitude of the cycle either by changes in the tora! volume 
of production or by changes in the tora! number of unemployed 
or employed workers, we often find that the changes in the 

. volume of production of producers' goods (goods of higher order) 
and changes in the number of unemployed in these industries 

• Where the fall in the volume of production is due to a physical 
obstruction of the process of production, nnaccompanied by changes on 
the money side, that is what one would expect. 
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, 

PRODUCTION AND EMPLOYMENT BY GROUPS OF IND,t1STRIES. 

For explanations, see Appendix II, page 350. 
The principal crises are indicated by arrows. 
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PRODUCTION AND EMPLOYMENT BY GROUPS OF INDUSTRIES. 

For explanations. see Appendix II, page 350. 
The principaJ crises are indicated by arrows. 
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contribute more to the change of the total than do changes in the 
volume of production of consumers' goods and in the number of 
workers employed thereon. Historically speaking, with the 
accumulation of capital, the producers' goods industries have 
grown relatively to the consumers' goods industries, till to-day 
they ate in many countries approaching or outstripping the latter 
in importance, as measured, I.g., by the number of workers 
employed in both branches. It may happen, however, in countries 
,or semi-closed economies where the producers' goods industries 
are relatively undeveloped, that the absolute magnitude of these 
fluctuations in production is greater in the consumers' goods 
industries. But in almost all cases it will be found that the 
amplitude of the f1uctua~ons measured with reference to 
" normal" produpion (i.I., the relative fluctuations) is greater 
in the producers' goods industries. Moreover, not only is their 
amplitude greater, but the fluctuation. in these industries are 
much more regular, and conform much more elosely with the 
business cycle in general, than the' fluctuations in the consumers' 
~oods indus¢es. 

When we speak of consumers' goods, we mean perishable 
consumers' goods (such as food) and semi-durable goods (such as 
clothing, shoes and furniture). Durable consumers' goods (such 
as apartment houses) show very wide fluctuations, and belong 
'rather to the category of capital goods, for reasons which will be 
discussed later. 
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CHAPTER 9 

THE PROCESS OF EXPANSION AND CONTRACTION 

§ I. INTRODUCTION. 

In this chapter, the mechanism of the expansion 
The probkm and contraction processes will be analysed. . We 

sidRa. assume that the process of expansion (or contraction) 
has been started in one manner or another and we 

investigate what is meant by saying that the process is cumulative 
and self-reinforcing, and on what factors this cumulative quality 
depends. How such a process can be started, how in fact it is 
normally started, whether it can or cannot go on inde£nite1y, 
how it can be, and how it is in fact, interrupted, whether it is 
automatically brought to an end~ these questions will be taken 
up i" .xl."so in the next chapter, although it will be inIpossible 
to avoid all reference to them in the present chapter, if only by 
way of inIplication or illustration. 

On the whole, it may be said that the problems considered in 
this chapter are less controversial than those which form the 
subject of Chapter 10. If there is anything like common ground 
in modem business cycle theory, we are likely to find it here. 

A. The Expansio" PrtJ<1SS 

§ 1. Gl!Nl!RAL DESCRIPTION OF THE MECHANISM UNDER THE 

ASSUMPTION THA'r THERE ARE UNBMPIpYl?!) PB.ODl!.~ llBSOVRCES 

We begin our ~alysis of the process o~ expansion 
EJastirity at its starting-point-m.,. at. the· bottom of the 
of SIIPP!J. depression. 'Ibis means in effect that. we start 

with a situation where there are unemployed 
productive resources. The an'!lysis. of an expansion'1Vhich has 
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started with, or has advanced to the attainment of, a state of full 
employment is more difficult: it will be attempted in § 3.' 

If there is much unemployment, the supply of labour is com
.pletdy or almost completdy clastic in the upward direction ~that 
is to say, an increasing demand can be satisfied at the same or 
only slightly rising wages. The supply of other means of produc
tion is also elastic, since there are stocks of raw materials, under
employed capital equipment; etc. In such a situation, there are no 
technical reasons why production should not be increased at short 
notice all along the line in almost all stages and branches of industry. 

Suppose, now, expansion has been started for any reason 
whatsoever-e.g., because new investment opportunities have 

• It has often been argued that an analysis of the cycle must start from 
an equilibrium with full employment. One cannot assume unemploy
ment from the beginning, it is said, because it is the thing which has to 
be explained. But surely it must be possible and legitimate to investigate 
what happens when business has begun to loxpand after a depression 
which has created much unemployment and over-capacity, without 
first explaining how the depression has been brought about. This latter 
question we shall take up later. The order in which the various problems 
connected with the cycle are considered is & matter of exposition rather 
than of logical necessity. Furthermore, the question whether an expan
sion can start from a situation of full employment, and what it looks like 
and how it develops when it does, is not neglected, but only postponed .. 

It should be noted that the equilibrium concept of theoretical econo.mc. 
by no means implies full employment of all the factoni of production. 
There are, fi"" apparent exceptions which really turn on the proper 
definition of unemployment. (C/. A. C. Pigou, .. The Theory of Unem
ployment," London, 1933. Part I, Ch. I.) In any economy, there are 
means of production which could be used but are not used because it does 
not pay.-<lubmargiualland, unemployable workers, etc. S.umdly, volun
tary unemployment does not count. If,at the prevailing wage-rate, oer. 
tain people do not care to work, they are not to be counted as unemployed. 
Thirdly, if the prices of some factors of production ( •. g., wages) are kept 
too high by a monopoly, by State intervention, by tradition or for any 
other reasou, there may be some unemployment (unused factors) consis
tently with perfect. equilibrium. Our cyclical unemployment comes, 
strictly speaking. under this heading. 

,There may, however, be occasions when rapid absorption of the 
. unemployed is impossible without a reduction of wages to an impossibly 
low level. But such a case i. outside the limits of the economic equilibrium 
theory, so that there is little that can be said about it at the present stage 
of our analysis. We shall revert to it later. . 

• Even when the supply is inelastic in the'upward direction, it may be, 
and probably will be, elastic in the downward direction. This point will 
be discussed below (see page 255). 



Chap. 9 The Expansion Process 

been opened up and hrge sums are being invested over a 
considerable period of time at some point in the economic 
system (to build, say, a new railway line). 

Assume that the necessary sums are raised in 
Rldprwal such a way as to bring about an increase in the 
stimuiatiOll effective circulation of money. The funds for the 

of ;1JI)utlllmt investment are not withdrawn from other uses, 
flIIIl but consist of money newly created by the banking 

&1JflSIIIIIPtiOll. system, or come out of hoards of unused purchasing 
power. The monetary details will be discussed in 

S 4· Here it is enough to assume that, in one way or another, the 
total demand for goods in terms of money increases. Workers 
are hired; raw materials, serni-6nished goods and implements, 
etc., are bought or ordered. Note that there is no sort of guarantee 
that all the money thus injected will remain in circulation. On 
the contrary, there will be numerous leakages (which need not be 
discussed here in detail) 1 through which a smaller or hrger 
proportion of the new purchasing power will be withdrawn from 
the active circulation and so sterilised. Assume, however; that 
a part of the new money goes on circulating .. It is easy to see 
how it will stimulate other branches of industry and spread the 
expansion to all parts of the economic system. 

The producers of materials and implements will increase their 
production.- They may draw on idle funds at their disposal 
or borrow from the banks in order to hire workers and buy the 
material they need. The additional earnings of the workers will 
be at least in part spent immediately. The demand for consumers' 
goods will go up and production of consumers' goo~ will be 
stimulated. This reacts favourably on the higher stages. of 
production. Idle monetary funds arc set in motion; and the 

• The point bas been discussed at length by Mr. Ka.Im. Prof.,...,r 
J. M. Clark, etc •• in connection with the probable effects of public works • 

• Additional supplies may be available. even of those raw materials 
which are of agricultural origin. if quantities have been held in store 
during the depression. Whether the production of fixed capital rises 
at onoe or with a lag will depend on the existence of excess capacity at the 
moment when revival starts, on the I. accumulation of investment 
opportunities" during the preceding depression. and a. number of other 
factors which will be discussed at various points in the following pages; 
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demand for all kinds of goods is further increased, which generates 
income. The process is likely to proceed slowly at the beginning, 
and then to gather momentum. At first, it may easily be inter
rupted by adverse influences. Later on, when demand for many 
goods has grown for some ·time and the expansionary movement 
has spread to many parts of the system, the increase in the total 
demand for goods in terms of money per unit of time becomes 
greater. Adverse influences which tend to decrease the flow of 
money against goods will now only lead to a decrease in the rate 
of increase in the flow of money and to a slowing-down of the 
general expansion, whereas in the early stage of the upswing they 
would have nipped the expansion in the bud. This is what is 
meant by saying that "the process has gathered momentum"; 
it has become strong enough to overcome obstacles of lesser 
magnitude. 

There are other factors which are likely to come 
, Rise in into play after a while and to reinforce expansion. 

,Pri<lS A sustained and rapid increase in output due to, 
and profits. ,or accompanied by, an increase in the flow of money 

will certainly lead to a rise in commodity prices at 
various points, even if the labour supply is, for the time being, 
perfectly elastic. Profits will also rise all along the line, owing 
to the fact that rigid overhead costs can be spread over a larger 
output and wages lag behind prices. 

A continued rise in demand, coupled with, riSing 
IlIIIIs/mmt in prices and profits, is bound to create in the husiness 
fix,d &apital. world ,a more optimistic outlook in general and in 

particular an expectation-no mattei whether justi-
, fied or not---{)f a further rise of prices. This will induce entre

preneurs to embark on more ambitious schemes 'of investment in 
fixed capital and either borrow more freely from the money or 
capital market or use idle funds at their disposal fur the purpose. 
There will always be technological improvements waiting to be 
made, especially at the end of a depression during which investment 
has been at a standstill-improvements which necessitate the 
installation of additional machinery (fixed capital) and are'profitable 
only at a certain ratio between price and cost. Given the 
profitability at the existing price-cost ratio, the investment will 
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be undertaken only if the profitable price-cost ratio is expected 
to last long enough to pennit the amortisation of the invested 
capital. and there are no othet disturbing factors such as State 
interventiOns, revolutions, currency inflation, etc., to prevent the 
reaping of the expected profit. Naturally, the more durable the 
investment projected the more important the an9cipation factor. 

Thus the expansion proceeds in a progressive and cumulative 
fashion. As it advances, restraining forces come more and more 
into play. These will be analysed in the section on the uppet 
turning-point. 

The above analysis of the expansion process can be put in more 
technical language. H we describe the initial expansion as being 
due io a divetgence between the natural or equilibrium rate of 
intetest, on the one hand, and the money or market rate of interest, 
on the othet, the cumulative continuation of the expansion bas to 
be ascribed to the fact that the price rise (or profit rise) induced 
by the initial divetgence forces the equilibrium rate up, with the 
result that the gap between the two rates is widened-which in 
turn intensifies the rise in prices and profits, etc. 

There are othet tetminological alternatives, and terminological 
as well as analytical niceties, which· need not detain us here: the 
non-technical description of the expansion process as given above 
is for the time being clear and precise enough. We shall come 
back to the monetary details in § 4. 

§ ,. THE MECHANISM OF EXPANSION UNDER. TIm ASSUMPTION 

OF PVLL OR AU40ST PVLL EMPLOYMENT 

In what sense can the expansion continue beyond the point of 
full employment? How can it start from a situation of full 
employment of all factors of production? These questions are 
not intended to suggest that the upswing is always, or genel:ally, 
carried to the point of full employment. On the contrary, it 
will be shown that the economic system becomes increasingly 
vulnerable when it approaches full employment, and that there is 
a consequent possibility that the full employment 1evel will not 
be fully attained or, if attained, will not long persist. But for 
completeness' sake the question must be considered. 
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Obviously, after full employment has been reached, output can 
no longer expand at the same pace as before, since there are no 
idle factors which can be drawn into employment. But it can 
still expand in so far as improved methods of production are 
introduced, the working population grows, and additions are 
made to the capital· stock. 

Monetary expansion can of course go on, just as before; but 
the consequences will not be the same. 

As more and more unemployed factors of produi:
Ff'61J1 rise in tion are drawn into employment, the supply of 
0111 pilI to rise factors of production and of goods in general 

;n prices. becomes more and more inelastic, and a constant 
expansion in terms of money will lead to a smaller 

and smaller increase in output and to a larger and larger rise in 
factor and commodity prices. In other words, at the beginning of 
the 'expansion, a large part of the increas!; in monetary circulation 
"\Vill have been absorbed by a rise in the output and turnover of 
goods, and, a smaller part by increasing prices. When full 
employment ,is being gradually approached, this neoessarily 
changes. 

So long as the supply of factors of production is plentiful and 
elastic, output can be increased all along the line at the same time. 
For reasons which will be discussed in § s, the output of producers' 
goods and durable goods rises much faster than the output of 
consumers' goods. When one category of factors after the other 
is ·becoming scarce-the transition to full employment is of course 
gradual and not sudden-it becomes more and more difficult to 
expand at various points a~ the same time. If one industry 
increases its demand for means of production and succeeds in 
attracting labourers by offering higher wages, it lures them away 
from other industries. The same holds true of raw materials and 
semi-finished products. The expansion of the industry is possible 
only at the expense of a contraction somewhere else. 

If the monetary expansion through the creation of new money 
by the banks for productive purposes gOes on, there will be a 
tendency for producers' goods industries to expand at the expense 
of consumers' goods industries, the former drawing away factors of 
production from the latter. We shall see that this process is not 
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very likely to continue for long. But for some time it may 
continue; and thus the expansion may go beyond, or start from, 
the level of full employment. 

Having sketched the process of expansion in general, we may 
go on to consider various points in detail. This will be done 
in §§ 4-6. 

§ 4. THE MONETARY ANALYSIS OF THE FROCESS OF EXPANSION 

An expansion of the monetary circulation, in the 
l",purttma oj sense that the money value of the volume of produc
total de",atIIi. tion and total demand for goods in terms of money 

per unit of time increases, is (as we have seen) a 
regular feature and, we may add, an indispensable condition for a 
rapid expansion of production after a slump. If the monetary 
circulation could not somehow be expanded .. prices. of goods 
and productive services, especially money wages, would have to 
fall pari pa,r.rtl with the rise of employment and production. . We 
need not pause to explain why in that case r<XDlployment and 
recovery would come very slowly, if they came at all. Certainly 
such a fall in prices is the contrary to what actually happens during 
a recovery after a slump. 

We have said that the expansion may be described 
The ",arht hi technical language as being due to a discrepancy 
(or ;IIIJIstibh between the money or market rate of interest on the 

ftmJs. one hand and the natutal or equilibrium rate of 
interest on the other. If the former is below the 

latter, a cumulative process of expansion ( a " Wicksellian process .. 
as it is called) sets in. Since it is difficult to define the natutal or 
equilibrium rate, 1 it seems advisable to adopt a slightly different 

1 Difif"I"CDt interpretations have been given of the term .. natural" 
rate. By some it has been defined as that rate (in terms of goods) which 
would obtain in a barter economy where capital is lent out in natura. 
This definition raises a host of difficulties which need not here be discussed. 
By others the II natural" rate is defined as the equilibrium rate. But 
what are we to understand by" equilibrium n? Four or five diJIerent 
possible interpretations at once suggest themselves. 

Th .... difficulties need Dot--fortunately-here be discusoed. It will 
be sufficient to say that it is premature and inadvisable at the beginning 
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approach to the problem, more in accordance with the modem 
method of marginal analysis. 

We may conceive a market for investible funds which is divided 
into a demand' side and a supply side. This is not quite the same 
thing as those sections of the demand and supply which actually 
appear in the market for loans or credit, because abstraction is 
made of the contractual element in the debtor-creditor relationship. 
Entrepreneurs or corporations, for example, who invest their own 

. money appear both on the demand and on the supply side Df the 
market : they advance investible funds to themselves.' 

Investible funds are supplied, and demanded, at a price which 
we shall call the interest rate. For the moment, we may ignore 
dilferenccs in the type and quality of investible funds, and 
speak as if there was only one, instead of a' whole range, of 
interest rates. We may suppose both the supply anc;l the demand 
for investible funds to be expressed in the form of curves or 
schedules in the familiar Marshall.iaO. manner. Along the 
horizontal axis of a system of rectangular co-ordinates we measure 
amounts of investible funds, and along the vertical axis the price 
of investible" funds-i.,., the rate of interest. For each amount 

of the analysis to come to a decision as to what interest rate is best 
calculated to preserve the economic equilibrium. It is not proposed. 
therefore, in the present study to make any use of the terms" natural" 
or "equilibrium" rate; and it is hoped that the theoretical terminology 
wbich i. developed in the text will make it possible to express clearly 
and correctly all that is indicated by these terms in trade-cycle literature. 

l Since we assume as a first approximatinn a perfectly smoothly.
working market for investible funds with only a single rate of interest, 
the problem of self-financing does not present special difliculties. It is 
assumed. that it makes no difference whether the money invested is 
borrowed or not. The opportunity cost is in all cases tho market rate of 
interest. In other words, the entrepreneur who invests bis own money 
must put on the debit side of his account the interest which he could 
earn if he lent out the money in the market for investible funds. 

This assumption is of course regarded by many writers as incorrect. 
It is alleged that self.:financing leads easily to II over·investment", 
because people are not so careful when investing their own money in 
their own enterprise. In other cases there may be a separation of 
ownership and disposition. It is frequently the director of the corpora
tion who decides how much of 'the corporate income is to be II ploughed 
back It into the business, and not the owner-viz., the shareholder. These 
complications we must ignore for the moment. 
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we suppose the demand price-that is, the rate of interest at 
which this amount would be taken up by entrepreneurs for invest· 
ment purposes-to be determined. IT we join these points 
together, we get the demand curve for investible funds. We shall 
have occasion to make various hypotheses about the elasticity 
of this curve. In general, we may assume that it slopes downward 
from the left to the right, to represent the fact that at lower interest 
rates larger quantities are demanded and invested for productive 
purposes. Similarly, for each amount the supply price is deter- . 
mined; and by Joining these points together the supply curve of 
investible funds is obtained. It may be horizontal for a certain 
range-in which case the supply is said to be perfecdy elastic over 
that range. It may be vertic;al-in which case the supply is said 
to be perfecdy inelastic. We may assume that, generally, it 
slopes upward from the left to the right-that is to say, that 
investors exact higher rates of interest when they are called upon 
to provide larger amounts of investible funds. In order to 
simplify the discussion, when we come to speak of demand for, 
and supply of, investible funds, the reference will be to the 
whole demand and supply schedules. 

It should be remembered that a system of these curves refers 
always to a point of time or a short period of time. We shall 
soon have to speak of shifts of these cUrves in time-that is, 
between successive points or short periods of time.' 

Let us now enquire about the factors which determine the 
shape of thc;se curves. 

The tkmanJ 
ntnII for 
j"lIutibh 
flllllls. 

The demand curve for investible funds bears 
a close relationship to the curve of the marginal 
profit rate. By profit .rate we understand the rate 
of pront in terms of money which an entrepreneur 
expects to derive from a concrete piece of invest
ment. We may conceive the various investment 

opportunities existing at a given moment of time as being arranged 
in order of decreasing profitability, and construct a schedule or 
'curve sloping down from left to right. If, now, we suppose that 
all the risks of investment are bome by the suppliers of investible 
funds-and it is convenient to allocate all risks to one or the other 
side of the market-this schedule is id~tical with the demand 

14 
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schedule for investible funds and the lowest or marginal profit rate 
for a given amount of investment is identical with the demand
interest rate for that amount of investible funds.! 

There is another point to be cleared up. Do we 
" Net" count as investment only" net" (or" new") invest ... 

mer/lllen! ment or n total " (or .. gross ") investment? The 
ttnJ .. gross" difference between the two is reinvestment or 
mer/lllmi. teplacement requirement. Gross investment = net 

inv~tment + reinvestment. Gross investment is 
roughly the same as production of producers' goods, the only 
difference being production of consumers' goods which are not 
consumed, but stored up in the shape of stocks, or of durable 
consumers' goods (motor-cars, houses) : but the latter are better 
regarded as producers' goods producing consumable services. If 
we define investment as net investment, we must consider the 
possibility of its becoming negative (aIiliough this contingency 
will not arise so long as we deal with the expansion process). 
If, namdy, gross investment does not cover replacement require
ments, the di1ference between the two is negative investment, 
disinvestment, capital consumption. Since we are concerned with 
what actually happens in the market and .. negative demand" 
for investible funds is a difficult concept, we had better refrain 
at this point from using the concept "negative investment '~. 
We therefore dect to interpret investment as gross investment.' 

" It will be seen that we do not speak of 1M profit rate obtaining in' a 
country, Naturally, for dilIerent investment plans di1Ierent profit rates 
are expected. We speak of the margiMl profit rate and we do not say 
that there is a di1Ierence (or equality) between the interest rate and 1M 
profit rate, but we say that the interest rate is equal to the _giMl 
profit rate. ' , 

An alternative way of dealing with the risk factor would be to define 
the profit rate so as to include the risk. There are further complications 
about the risk. The same risk may be counted twice over, by the 
borrower lind lender, or it may not be counted at all. These complica
tionS we ignore for the time being. Compare. however. footnote I on 
page .. 8 below. 

, I We may put tbe(1lllltter also this way ; Gross investment i. what 
actually is invested. It is always a positive figure. Repl..cement 
requirement is a calculated magnitude-viz.. that amount which will 
have to be invested if the existing capital stock is to be maintained. 
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'I'here are other reasons which justify this decision. First, the 
definition of the concept "net investment" presents great diffi
culties, because it implies definition of what is meap.t by .. keeping 
the capital stock intact: ".1 Secondly, since we assume that 
people act rationally, it should really make no difference whether 
a certain sum which, is spent by an entrepreneur for productive 
purposes represents new investment or reinvestment, In the 
latter case, too, the prospective yidd of this investment should 
be compared with what can be obtained from the same sum if 
lent out in the market for investible funds.' 

In thus defining investment on the demanq side as including 
reinvestment, we must be careful to apply a correspondingly 
broad definition on the supply side, to the discussion of which we 
now tum. 

Sttpp/y 
of illlltstible 

flllllis. 

'I'he supply of investible funds may be said to 
flow from three sources-from amortisation quotas, 
from new savings and from .. inflation" in the 
broad sense (including, not only newly printed 
notes and newly created hank money, but also 

withdrawals from aisring hoards of money). 'I'he first two 
items, which we may lump together as .. gross saving", leave 
the total demand for goods (MV) constant. Jnfiation implies an 
increase in total demand for goods, a rise in M and lor in V .. 

This statement requires ducidation in various respects. First, 
a word of justification must be said about the inclusion of amorti
sation quotas. This corresponds to the inclusion of replacement 
under investment on the demand side. For the individual firm, 

• Compare on the subject of these difficult points : 
Hayek : .. Maintenance of Capital n in ECOftOIIIU:a. August 1935. 

pages 247.t $"1. 
Pigou : .. Economics of Welfare," Part I, Chapter V ( .. What is 

meant by maintaining Capital intact "). and ECOftOIIIic J ountSl. 
June 1935. page 225. 

Keynes: .. The General Theory of Employment, Interest and Money. " 
pages 38.t $"1 • 

• There may be psychological. and (in the case of corporations) insti
tutional, differences between new investment and reinvestment. similar 
to those mentioned above in connection with'lself-financing. But we 
shall ignore them fOl the moment. 
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the setting-aside of amortisation quotas out of total receipts and 
their expenditure for replacement of outworn equipment do not 
always coincid" in time. ,Amortisation will usually-though not 
necessarily-be a continuous process, whereas the replacement of 
durable means of production 'is usually discontinuous. For the 
economy as a whole, both processes are more continuous and run 
parallel. During any period of time, a number of firms ,use their 
amortisation quotas to accumulate ba1aoces or to repay loans, thuS 

, adding to the supply of investible funds in the market, while others 
draw on their ba1aoces or borrow from the market in order to 

replace their equipment. The reason why it seems advisable to 
include rep1acement on the' demand side and amortisation quotas 
on the supply side has been given above. Since, however, duriog 
the process of expansion with which we are now concerned net 
additions to the capital stock are supposed to be made (whatever 
1:he exact definition of this magnitude may be), we may deduct 
'atIlortisation from' the one side and replacement from the other 
-without running the risk of obtaining a negative figure for invest
ment and consequendy for demand for investible funds. There
fore, so long as we are dealing with the expansion, investment 
may be interpreted as net investment.1 If we adopt this procedure 
in order to simplify the further discussion, we have to distinguish 
only two sources of supply-viz., saving and inflation. ':. 

Savings ami 
inflation,. 

The statement that the supply of investible funds 
which would be forthcoming at a given point of 
time or duriog a short period of time at various 
hypothetical rates of interest may be made up partly 

by current saving and partly by inflation implies that actual invest
ment need not be equal to saving. During an expansion process, 
the volume of investment is normally larger than the volume of 
savings, the excess being financed by inflation. In other words, 
demand for investible funds is so large that it cannot be 
satisfied by current saving, so that inflationary sources of supply 
are tapped. 

• This we may do, even if we refrain from giving a perfectly exact 
definition of net investment. 



Olap. 9 The Expansion PrM!S.f '97 

This convenient language, which has been used by many 
writers, has given rise to intricate terminological difficulties. 
Mr. KEYNEs and his followers object that savings, defined in 
what they call the ordinary way, must by definition be equal to' 

investment. We do not propose to reproduce in great detail 
these terminological discussions. We hope it will suffice to state 
as clearly as possible what we mean by excess of investment over 
saving being financed by inflation.1 

The clue to the solution of the problem lies in the introduction 
of the time factor. When we speak of inflation, we implicitly 
make a comparison between what happens in successive periods of 
time. For what does inflation mean but that the flow of money. 
the total demand for goods in terms of money, has risen or is 
rising in time ? 

SlIpply 
of SJ:II)illg. 

Now we turn to saving. By saving we under
stand-<lS everybody does-income minus expendi· 
ture for consumption. Here, again, it is necessary 
to introduce the time factor.' We must distinguish 

between currently earned income, which is simply the money 
value of the net output of the economic commuoity. and income 
currently available for consumption. This distinction rests upon 
the fact that, in the real world, income earned is distributed, not 
continuously, but periodically. Wages are paid weekly, salaries 
mon$ly, dividends quarterly. haIf-yearlyor yearly: rents are paid 
at similar intervals; while faImers' incomes also come in to a 
considerable extent annually. There are,. of course, exceptions 
to this rule, particuIarly in smaIl-scale trade and handicraft where 
entrepreneurial withdIawals may take· place practically conti
nuously; but the exceptions are of so little practical.significan<;e that 

I It would seem that the exposition in the text coincides with the 
meaning which such writers as Professor Hayek or Mr. Robertson attach 
to the term •• excess investment". The ohjection that savings must he 
eqnal to investment does not imply a difierence of view as to the facto : 
it is only a question of alleged inconsistencies in the Use of terms. Some 
writers who have spoken of excess investment or excess saving may have 
heen guilty of inconsistent definitions. But this in no way invalidates 
what they have to say as to the importance of an excess of investment 
over saving in the sense indicated in the text. . 
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they may· be neglected in consideration of the immenSe analytical 
advantage of such a simplification. 

The fact that incomes are earned continuously, expended 
continuously, and distributed periodically has the consequence of 
creating a time-lag between the moment when a given sum is 
·earned and the moment when it becomes available for expenditure 
on consumption. Wages are available for expenditure a week 
after the moment of earning, salaries a month later, dividends 
(assuming six-monthly payments) a few weeks to almost a year 
later, and so on. Of all the income earned at a given moment, 
part will become available for expenditure almost immediately, and 
other parts at various intervals up to (say) a year. 

This distinction between earned income and available income 
is of considerable importance in the description of the process of 
change in investment and in total demand, through time. 

If in any short period -PIosen as a unit of time 
SIIPPlY from the income currently earned (that is, the sum of 
inflationary consumption. expenditure and investment) exceeds 

.rOllTto.t. the income. available for expenditure, the excess 
must be financed out of inflationary sources. That 

is to say, the hoards of individuals and the reserve proportions of 
banks must-in the absence of State inflation-be diminished in 
comparison with the previous period. 

Thus the money invested to-day is financed partly by savings out 
of income earned yesterday and becoming available to-day, and 
partly by inflation. But all that is invested to-day, inclusive of the 
part financed by inflation, becomes to-day's earned income' and 
to-morrow's available income. If, then, a part of the latter 
is saved to-morrow, it constitutes again current saving, although 
it is historically of inflationary origin. (The influence which 
changes in the tate of saving are likely to have on the development 
of the expansion process will be discussed below in § 6.) 

• A reservation must be made as to that part of the invested money 
which does not at once become income, but becomes amortisation 
quota. If we work with gross investment :OD the one hand and gross 
saving on the other (as. strictly speaking, we should). this qualification 
becomes superfluous. In this case, income which is a ··net quantity" is 
replaced by the corresponding .. gross quantity "-viz., net income plus 
amortisation for fixed and working capital. 
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Having discussed savings and inflation as two separate sources 
_ of the supply of investible funds and the implied inequality of 
saving and investment, we have now a few observations to make 
in regard to the shape of the supply cUrve at a given point or 
during a short period of time. 

We shall have to make further assumptions as 
The shape follows. The supply of investible funds is some

of the SllPP!Y times very elastic, so that a higher demand can be 
nMlt. satisfied at slightly higher interest rates. At other 

times it is inelastic, so that a rise in demand is 
calculated to lead to a rise in interest rates rather than to evoke a 
greater supply. Any hypothesis of this sort about the behaviour 
of supply as a whole must be supported by an analysis of the 
behaviour of the constituent parts of the total supply. 

Let us fust take that part which is furnished by saving from 
current income. It is very probable that, «teris paribll.f, the 
amount of saving becoming available for inv<l6tment does not 
react strongly to changes in the interest rate. If there is a reaction 
at a11, its direction is not clear. When the rate of interest rises, 
people may just as well save more and spend less on consumption 
or save less and spend more of their income. 

On the other hand, the elasticity of saving in respect to magni
tudes and factors other than the rate of interest is probably great. 
It is, t.g., generally assumed that the rate of saving rises with rising 
income. It is not unlikely that it vanes, not only with the level 
of income, but also with the rate of change of income. There are 
yet other factors which make it probable That the rate of saving 
exhibits a systematic movement during the course of the cycle. 
We shall come back to this point' later.' Here, where we are 
concerned with the shape of the supply curve at a given point o~ 
during a short period of time, we may in all probability regard 
the supply of savings as a constant magnitude, insensitive to changes 
in the interest rate. In technical parlance, the supply of saving 
is, at least in the short run, inelastic in respect to changes in the 
interest rate. Hence the asserted elasticity in the total supply 

• Compare I 6 below. 
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must depend on the elasticity of that part of the total which is 
furnished by " inflation ". 

·.We shall have to discuss the factors which determine the degree 
of eJaSticity of supply of investible funds from inflationary sources 
at various points in our analysis. Here a few introductory remarks 
will suffice. There are various inflationary sources of supply
the central bank, the commercial banks and, last but not least, 
liquid reserves of purchasing power (hoards) in the hands of 
business firms .and individuals. 

The concept of elasticity of supply from the first two sources 
does not present analytical difficulties, and we know approximately 
what the factors are on which it depends, how far the banks are 
willing at any given moment to vary the supply of investible funds 
in the face of variations in demand and in the rate of interest which 
they can obtain. ' 

In the case of the third source-hoard~ of firms and individuals 
-the situation is more involved. All the considerations which 
h,ave been put forward in recent times under the head of "liquidity 
preferences"! "liquidity motives" and "propensity to hoard or 
dishoard" and the like are relevant here. In a general way, we 
may assume that, &e/lris paribll.f, the higher the rate of interest the 
greater the temptation to dishoard-that is, the larger the supply 
of investible funds coming on the market from this soutee. 

The clause &etms paribllJ" calls to mind the Jimi
M01J.ments 'tations of o~ elasticity concept. . If we say that 
along, anti the supply has a certain elasticity, this. refers to a 

fIIovements oj, point or short period of time. But what we want 
the <1I1"II'S. is an analysis in time; we have to compare what 

happens in successive periods of time. This we 
can accomplish with our apparatus of demand and supply curves 
by introducing movements of these curves in time. We substi
tute, so to say, a cin6-camera for a simple snapshot camera : that 
is,' we take pictures of our demand and supply schedule at succes
sive points of time and watch the movements of the curves. This 
will become cl~ when we proceed to put our simple analytical 
instrument to work. It is hoped that it will enable us to describe 
more precisely and simply the processes and relationships which 
have been analysed in the literature in terms of dilferences between 
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the money or market rate of interest on the one hand and the natural 
. and equilibrium rate on the other. It is hoped, furthermore, that 
it will be possible with the help of our method to clear up a number 
of difficulries and paradoxes which have not been adequately 
explained so far. -

It should, however, be kept in mind that thete 
SlIbdiviriolU are other difficulties which are not removed by our 
Dj lbe tapita/ treatment of the matter. We speak of lbe rate of 

markel. interest for investible funds, whereas there are in 
reality a multitude of rates with complicated inter

reIations-short-term and long-term rates with intermediate rates 
and a great variety of gradation according to the standing of the 
borrower, the nature of his business, the possibilities of fumishing 
security, the risk involved, etc. The assumption of a homoge
neous capital market is a drastic simplification. For the time 
being, we try to overcome this difficulty by interpreting the market 
rate of which we speak as somchow a properly weighted average 
or composite of the existing rates. If we say the rate has risen 
or fallen, we mean the complex of the rates which we lind in the 
market. . 

Let us now put our apparatus to work and try to analyse the 
monetary side of the expansion process which was indicated in 
outline in §§ ,. and 3. 

It has been assumed that, in one way or another, 
Cllf1IlilatiV' the expansion has been started. The various 
Ixpatuion initiating forces or " starters .. will be discussed in 
protru. detail in the section on the revival Here we 

assume by way of illustration that new investment 
opportunities have appeared and that a certain number of people 
are prepared accordingly to borrow new money, or to utilise their 
own reserves hitherto lying idle, on a larger scale. This can be 
expressed by saying that the demand curve for money has shifted 
to the right to such a degree that more than the current flow of 
savings is taken up and inflationary sources are being tapped. The 
total demand for goods in terms of money increases, and the 
cumulative continuation of the process may be described, in terms 
of our analytical scheme, by the statement that this increase of the 
demand for goods causeS the demand curve for investible funds 
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to shift further to the right. If the flow of current savings does 
not suddenly rise to an extent sufficient to satisfy the growing 
demand-which would seem very unlikely--..nd if the supply of 
investible funds from inflationary sources is not inelastic, the result 
will be a further inflow of new money, which in tum will tend 
to force the demand curve further to the right, and so on. 

The force of the expansion is usually further 
Rlpemusiolf,J intensified by a change on the supply side which is, 

011 SIIPPIy in itself, a consequence of the expansion. The 
of flllld.r. supply is likely to become more plentiful-that is 

to say, the supply curve is likely to shift to the right 
-because of a tendency to dishoard on the part of the public 
and the banks. When production increases and prices rise, not 
only the entrepreneurs-i.,., the borrowers-but also the lenders, 
banks and investing public are likely to take a more optimistic 
view. During the contraction, a seri~ of bankruptcies and 
failures ,will have made them more and more reluctant to lend. 
Now, with the progress of expansion, many bad debtors unexpec
tedlybegin to pay interest on their debts or even to repay them. 
Frozen creditS begin to thaw, and fear of compulsory conversions 
and currency instability recedes. All this tends to make lenders 
willing to lend at lower interest rates funds which they had kept 
in cash or other liquid forms. 

It is impossible to generalise as to the time 
Tim, sequence of these various changes. The change 
s~. on the supply side may precede the revival in 

demand and, ,once the process has started, one factor 
tends to stimulate the others. If, with a rising demand, people are 
induced to disgorge the content of their hoards on the capital 
markets, it may very well happen that for a considerable time the 
rising demand for credit and rising prices and· production go 
parallel with falling interest rates--<l development which, super
ficially regarded, might seem to contradict all accepted principles 
of economic theory. The situation in the gold- and sterling-bl« 
countries during the last few years seems to offer a good illustration. 
In the sterling bkl:, continued recovery, rising transactions and 
demand have been coupled with comparatively low or even 
falling interest rates. In the gold countries, contraction and 
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liquidation have been accompanied by comparatively high interest 
rates and a tight capital market.' 

Volatility 
of a.11Imui 
(Dr fIl1lli.r. 

It is extremely important to _realise from the 
beginning that both the demand curve and the 
supply curve for investible funds are subject to 
frequent and rapid shifts. They are influenced, 

. not only by technological factors----l.g., by a new 
invention or the destruction of instruments by wear and- tear 
or fire tending to move the demand curve to the right, which 
is tantanlount (loosely speaking) to increasing the demand for 
funds-but also by "psychological" factors (optimism and 
pessimism), changes in demand for particular goods, etc. Much 
theorising in this field has been vitiated by the tacit assumption that 
the demand curve for funds is more or less fixed by technological 
circumstances (viz:, the superior productivity of longer roundabout 
ways of production-in other words, the marginal efficiency of 
capital). If the demand curve is considered as relatively fixed, 
changes in the flow of investible funds must be explained by 
shifts in the supply (in the other terminology, by changes in 
the money rate of interest rather than the equilibrium rate)~ 
We shall see that this assumption cannot be reconciled with 
certain facts and hence the conclusion is unavoidable that -the 
demand for funds is highly variable and sensitive to all kinds of 
influences. 

An important corollary of this proposition is that MY, the flow 
of money or total demand for goods in terms of money, is also 
highly changeable. Static economic theory for the most _ part 
assumes a constant MY. It is very important to recognise in 
principle that this need not be, and rarely is, the ease. In the 
investigation of concrete cases such as the probable influence of 
some measure of economic policy ( •. g., imposition of a tariff, 
devaluation of a currency, public works, etc.), or of spontaneous 
changes such as changes in the demand for particular commodities, 
many perplexing consequences which are quite inexplicable On a 

, This exp1ains also the fact that sometimes increased bonowing by 
the State for unproductive purposes (0.11'., armaments) makes the money 
and capit;o.l market more rather than less liquid. 
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rigid static analysis, which assumes MV constant, can be cleared 
up by taking. into consideration changes in MV produced or 
induced by the measure or event studied. We shall have many 
occasions to recognise the fruitfulness of this principle.' 

An expansion in the monetary circulation. in the 
Forms of broad sense in which the term is here employed, may 
1II0lUtttry originate in dilferent ways. It remains to inves

.xjJtlJtJion. tigate the ways in which it can, and the ways in 
which it will usually or normally, be brought about." 

As a first step, we may say that a change in the money stream 
may be due either to a change in M or in V, in the quantity of 
money outstanding or in its Velocity of circulation. This does 
not, however, help very much, since neither M nor V is statisti
cally ascertainable (except by way of complicated indirect estimates 
which are not very reliable). We shall do better to start with 
those magnitudes which are statistically measurable, viz. : 

(a) Legal tender money, notes, coins; 
(b) Bank deposits subject to cheque; . 
«) Velpcity of circulation of (b). 

'rhese three items constitute, of course, only a fraction of the 
total in which we are interested. We cannot readily measure the 
velocity of (a). Furthermore, credit instruments (bills) frequently 
function like money, and a number of transactions are settled by 
direct offsetting without the use of money. {It is immaterial 
whether one construes such cases as implying changes in the 
velocity of circulation of money proper or in the quantity of money. 
In any case-1llld this is the important thing-1lll increase or 
decrease in the total demand for goods in terms of money can be 
effected by such practices.) 

I There is. of course, no intention to assert that this has been completely 
overlooked. It i. only suggested that the variability of MY has not 
been snfliciently stressed and that one of the disparities betw..en businese
cycle theory and general equilibrium theory seems to have its root here. 

I Statistical explorations in this field have recently been mode by Pr0-
fessor J. W. Angell. See his book" The BebaviorofMouey," New York, 
1936. 



Chap. 9 Th. Expansioll Process . 

§ 1. WHY DOES THE PRODUCTION OF PRODUCERS' GOODS AND 

DURABLE GOODS RISE FASTER THAN THE PRODUCTION OF 

PERISHABLE CONSUMERS' GOODS ? 

Many writers have pointed out that, for technical 
Till .uma reasons, changes in the demand for, and production. 

of till of, finished goods give rise to much more violent 
"acaieratiOIl changes in the demand for, and production of, 
prindple". producers' goods. This is one of the most import-

ant applications of the so-called principle of the 
acceleration and magnification of derived demand which we have 
stated in an abstract form-that is to say, under simplified assump
tions-in an earlier part of this study (see Part I, pages 80 .t seq.). 
It remains to determine its place and function within the mechanism 
of expansion. 

The essence of the acceleration principle can, as we have seen, 
be summed up in the statement that, to enable the output to be 
expanded, it may be necessary to make heavy immediate invest
ments which will continue to bear fruit foesome time into the 
future. The fact that capitalistic production utilises durable 
instruments means that services or goods of a given sort currently 
produced are in joint supply with services or goods of the same 
sort at various future dates. Thus, if demand is expected to rise 
over a certain future period, the supply will be provided in a lump 
at the beginning and (as it were) stored up in the shape of stocks 
and durable instruments. 

Since consumers' demand is to some extent 
FJPtr<tl.fsiOIlS affected by changes in capital construction, it is 

011 d.mand illegitinlare to presuppose a cyclical fluctuation of 
for fillished consumers' demand, and then to use the acceleration 

goods. principle to explain the larger fluctuations in the 
production of capital goods. 

The principle therefore-quite apart from the necessary quaIifi
cations previously discussed-must be given its proper place within 
the framework of a more elaborate theory of investment, in connec
tion with which it is applicable to a particular case under highly 
simplified conditions-namdy, the one-way causal relationship 
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from the demand for consumers' goods to the production of 
producers' goods.1 The volume of production of producers' 
goods (which, in order to avoid double reckoning, should be 
measured as the sum of the value added to the product in successive 
stages) is equal to the sum of new investment and replacement 
or . reinvestment. As has already been pointed out, it may be 
convenient to speak of .. total" or .. gross" investment in dis
tinction to U new" or "net " investment (which may also be 
negative). Gross investment is then another way of saying pro
duction of producers' goods. 

As we have seen, it is very difficult to give an exact definition 
of new investment for the economy as a whole, since it involves 
defining what is meant by maintaining the capital stock of society 
intact. It is still more difficult to measure it statisticaJJy-that is, 
to distinguish during a given period between rep1acement of 
worn-out capital and additions to the capital stock. Fortunately 
we do not need for many purposes to make the distinction. It 

. suffices to speak of production of producers' goods. But, roughly 
speaking, the fact that production of producers' goods fluctuates 
more violently than the production of consumers' goods-which 
is taken as an index for consumption"-indicates that there is net 
inves1;ment during the upswing and a drastic reduction of net 
investment, or probably even net disinvestment, during the 
downswing of the cycle. 

The acceleration principle deals with one of 
R41, of the factors which determine the volume ()f invest-

antifij4liOfU. ment-namely, changes in demand for the finished 
. product. Obviously, demand must not be defined 
in too narrow a fashion as actual demand. What matters is, strictly 
speaking, anticipated demand. The investor expects that demand for 
his product will be forthcoming. But .actual demand is certainly 
one of the most powerful factors in shaping the anticipatio1l$ 

1 Other 'applications of the acceleration principle concern. ..g., 
U horizontal" shifts in demancl.. and events occurring entirely witb.io 
the sphere of investment goods . 

• A reservation must he made regarding the lIuctuations in stocks of 
consumers' goods. There is DO consumption corresponding to that part 
of the production bf consumers' goods which goes to stocks. 
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of business-men as to future demand. If actual demand rises, 
. and if the new level has been sustained for some time, or if the 
rise has continued for a certain period of time, there is a good 
chance that a continuation of the higher level or a further rise will 
be anticipated. There is, however, no absolute certainty that 
this will in every case be so; many special reasons are conceivable 
which might prevent these optimistic expectations from being 
induced in the mind of the producers.' 

Ratio 
of eapitai 
10 JabOtif'. 

Supposing, however, that a producer of a certain 
commodity has formed his conclusions as tp the 
probable volume of· the future demand and is 
resolved to act on his anticipation, and increase 
production accordingly, then the acceleration prin

ciple postulates a rigid relationship between the volume of 
production of the finished product per unit of time and the 
volume of investment. The relationship is, determined by the 
durability of the equipment and machines which are required 
for the production of the commodity in question and by the 
importance of the machine services relative to other input items in 
the production process-which is as much as to say, roughly 
speaking, by the degree of mechanisation. 

Here an important quaIi£ication is called for. This relationship 
is not rigid for various reasons. In the first place, surplus capacity 
may-and at the beginning of the expansion afrer a more or less 
severe depression usually does-exist. If there is unused or 
under-employed machinery or equipment, production can be 
increased by simply applying more labour and raw material to 
the existing equipment. The acceleration principle will then come 
into play only after production has been increased by so much 
that new machinety is thought to be desirable. But the point 
where it becomes desirable is riot determined exactly by purely 
technical considerations. Usually the existing plant can be 

• Strictly speaking. a whole scale of more or less optimistic anticipations 
should be distinguished. ranging from the expectation that the increase 
in demand is only temporary. via tho expectation that it will be maintained 
to the expectation that it will go on rising at a constant or increasing 
rate. In other words. there are various ways in which an actual increase 
can be extrapolated into the future. 
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worked more or less intensively, although at rising cost. The 
decision to increase the plant'is infIuenced---'olpart from the tntici- \ 
pations about future demand-by the rate of interest and certain 
other factors which will be discussed presently. 

1111porlana 
oj rate oj 
inl.resl. 

Supposing, now, it has been decided in principle 
to extend the fixed equipment, it is then necessary 
to determine how it should be done. As a rule 
there is a choice between different methods of 
production. More or less durable equipment can 

be installed, the more durable varieties involving as a rule higher 
cost. In other words, methods of varying degrees of " round
aboutness", involving investments of different magnitude, are 
usually available. The magnification of derived demand-that is, 
the increase in· investment induced by a given increase in the 
demand for, and production of, a finished product-depends 
accordingly on the choice between .these available methods, 

. on the durability of the instruments (or, in other words, the 
" roundaboutness" of the process chosen). And this choice, 
in turn, depends : (a) on the rate of interest, that is the terms 
on which the necessary funds can be raised, (b) on the estima. 
tion of the risk involved and on the general outlook. The. 
lower the rate of. interest, the more durable the instrument, 
the longer the roundabout way of production, the heavier the 
investment and the larger the magnification of derived demand. 
Furthermore, in an atmosphere of optimism and confidence in 
an undisturbed development of economic life, people will be 
more inclined to undertake heavy investment by which they are 
committed for a long period than in a state of uncertainty and 
apprehension. 

Contribution 
"'j Ih. 

fl«.I.raliofl 
pripeipl •. 

We are dow in a position to formulate the contri. 
bution of the acceleration principle to the explana
tion of the mechanism of expansion, and especially 
of its cumulative nature. The technical fact that, 
in order to produce certain finished goods or services, 
one must construct durable instruments, because 

the finished goods cannot be produced otherwise or only at much 
higher cost or in inferior quality, operates as a powerful intensifier 
of the cumulative force of the expansion. If demand for such 
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goods and services rises, investment becomes profi~ble. The 
profit rate rises or, to formulate it correctly in terms of our demand 
and supply schema, the demand curve for investible funds is 
pushed to the right. If the supply of funds is elastic, more 
money is drawn into circulation, with the result that demand for 
the finished product is further augmented and the expansion 
proceeds with accumulated force. 

It should be noted that our argument applies also 
Appli,tltion to durable consumers' goods. In thcir case, the 
ItJ tiNrable finished product consists of the services which 
mmon"..1 How from the durable goods. If the demand for 

gooJ.r. apartmeats rises (or is expected to rise), the demand 
for investible funds for the pw:pose of constructing 

houses will rise. The construction of the houses is usually under
taken by entrepreneurs, not by the prospective dwellers. Thus 
an increase in the annual demand for apartments may give rise to 

, investment many times the amount of the annual rent. The service 
is being provided, so to speak, III b/oe for many years to come. 

In the case of semi-durable consumers' goods such as motor-cars. 
furniture, radio sets and the like, there is the institutional dil£eience 
that these goods are usually bought by the consumer out of his 
own resources. But an instalment selling scheme may enable 
consumers to extend their current purchases beyond their current 
income. Thus slight increases in current income may bring about 
a much larger increase in demand in general. 

lneltuti, 
.rupp!J. 

We have here a factor which accelerates the 
expansion of the total demand for goods in terms 
of money, and (if supply is still elastic in all 
branches and stages of industry) of production 

and employment as well The restraining forces which gradually 
make their appearance when full employment is being approached 
will be discussed in the section on the upper turning-point. It 
suffices here to point out that the acceleration principle cannot 
work unobstructed when supply becomes less elastic. Prodpction 
cannot then be expanded all along the line. It remains true, 
however, that an increase in the demand for a commodity, the 
production of which necessitates the installation of durable instru
ments, may still, by increasing the price of these instruments, 

IS 
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increase the amount of money required to purchase them. The 
physical quantity of investment may remain unchanged, but itS 
money value increases, and the demand for funds rises llke",ise.1 

'M4thodr of 
ftnanang. 

The question now arises how the increased pro
duction of producers' goods is financed. The 
workers who are engaged in producing these durable 
and non-duiable means of production, and the 

owners of other factors of production which contribute thereto, 
must be paid. The answer has in fact already been given. The 
necessary funds come partly from inflationary sources, partly out 
of current saovings. 

We have seen that the Cumulative nature of expansion hinges 
on the growth in the total monetary den>and-i.t., on the increase 
in the flow of money. Therefore, the larger the proportion of 
new investment financed by waf of inflation (newly created bank 
money or more intensive utilisation of ~sting funds) in preference 

,to voluntary saving, the more rapid the expansion-viz., the 
expansion primarily of the' cireulating medium and in addition 
(so long as the supply of factors of production of various kinds 

l' , 

, is elastic) of employment and production.' 

• Conseq~ently. if the supply of investible funds is perfectly eJasti""":' 
i.", if the rate of interest does not change-the increase in demand for 
consumers' goods, and the resulting price rise. will spread throughout 
the whole structure of productioD. replacement demand in terms of money 
rising paraUel with or even faster than the demand for the product. If 
consumers' demand starts to rise from a given-level. this will speedily 
·induce a proportionate or more than proportionate rise in the total demand 
for goods in terms of money (including demand for intermediate goods 
and replacement demand). Since consumers' demand is only a fraction 
'of total demand. a given increase in consumers' demand gives rise to a 
greater increase in total demand. In this sense. the acceleration principle 
can still be said to be in operation. , 

• A word must be said on the concept of ··forced Saving", which bas 
·been much misunderstood. If investments are financed by inflationarY 
means-if, that is to say, the flow of money against goods in~ 
those who spend the new money attract for their purposes goods whicl1 
would otherwise have accrued to somebody else. These other people, 
whose purchasing power is now reduced. because of the new entrant's 
to the reservoir of goods, are said ,to be forced to 'save. Forced saving 
is inflicted upon them. If total demand for goods in terms of money 
had not gone uP. prices would not have risen. or they would have fallen; 

,and those members of the society whose money income has not been 
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But this raises the very important question of the role of saving 
in, and the influence of changes in the rate of saving on, the 
mechanism of expansion. This question, which has received 
much attention in the recent literature on the trade cycle, we must 
now discuss systematically. 

§ 6. SAVING AND THE EXPANSION PROCESS 

Allusion has been made more than !>Dce in the 
ImPlJTttllln course of the preceding argument to the actions of 
of stillings. income-receivers with respect to spending and 

saving. On page 187, it was noted as an essential 
link in the expansion process that the increased earnings of the 
'workers due to increased investment would in part he spent 
immediately. Later (page 196) saving was mentioned as one of 
the two sources of the supply of investible funds, the other being 
inflation in the wider sense of the term. It is therefore of 
importance to enquire, in the first place, what are the probable 

changed by the inflation could ha.ve consumed. more---i.e .. their real 
income would have been greater. 

This sounds quite unambiguous if we assume that (a) the magnitude 
of the total flow of goods (output) is not cbanged by the inflation and 
that (b) there are no stcondary influences (apart from tbe addition in 
question) on the flow of money. If the latter condition does not hold, 
and there are secondary increases or decrea.ses in the How of money 
induced by the primary injection, the problem becomes more complicated ; 
but it is still possible to apply to these secondary additions or reductions 
the same reasoning as to the first. 

If, bowever, the magnitude of the total flow of goods is cbanged, the 
situation becomes more involved. Suppose. e.g., that the increase in 
tbe flow of money calls for an equal increase in the flow of goods-in 
other words. that supply is perfectly elastic and, when the demand for 
goods rises, production and supply rise equally, so that prices remain 
on the average unchanged. In this case, it is difficult to speak of forced 
saving or a forced levy on particular persons. In practice, however, 
perfect elasticity of supply is almost untbjnkable, even at the bottom 
of the depression. In other words, the flow of goods will increase in a 
smaller proportion than the flow of money : some prices will he higher 
than they were without the inflationary increase in demand-that is 
to say, some prices will rise or he prevented from falling: and therefore 
forced saving will be inflicted upon some persons to some extent, although 
Dot necessarily to the extent indic-ated by the increase in the money 
stream. 
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consequences on the expansion of a change in the proportion of 
income saved by the public as a whole and, secondly, what are the 
factors which, at the stage of the business cycle with which we 
are now concerned, determine whether the proportion saved will 
be great or small, whether it will rise or decline ? 

By the proportion of income saved is meant 
In~ome the average proportion of income not spent on 

not at ol1&e consumers' goods in the ;l1&ome period in whiGh it 
available. b,(()mes llIIailabl,. The distinction between the 

period in which income is earned and that in which 
it is available to be spent or saved must be kept in mind. Even 
if no saving whatever takes place, this does not mean that the 
incomes are spent as soon as they are earned. Allowance must be 
made for the fact previoUsly mentioned that incomes are paid 
out periodically and spent in the course of the ensuing period. 
'Thus, even apart from saving in the, SeRse here employed, income 
,-earned at a given moment of time will be spent about 'a week 
Jater, if it takes the form' of wages, a month later in the case of 
ilalaries, an~ a few weeks to a year later in the case of dividends., 

Suppose, now, that an impulse (" starter'j is 
Expansion given to the recovery by some act of credit-expan
»lith ZIf'O sion on the part of the banks, or dishoarding on the 

saving. part of individuals or the State, whereby goods and 
services are bought and additional money income 

created. How should we expect the expansion to proceed in the 
absence of saving? After a distributee!. time-lag, determined 
(as explained above) by habits of payment and expenditure, the 
entire additional income is spent on consumption goods. This 
increase in demand for consumption goods does not evoke an 
im1lledialr and equivalent increase in their production. Time has 
to be given for the merchants to order new stocks and for 
the manufacturers to produce the goods. In the meantime, the 
merchants' stocks are reduced and the extra money receipts are 
kept in easily available form. They may be added to the merchants' 
bank balances, or used to repay a part of their debts to banks or 
to their oWn suppliers. It is here assumed that any effect this 
may have in increasing the supply of investment funds, and so 
affecting investment, is negligible. Ultimately, if we assume that 
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merchants and manufacturers in the consumption-goods section 
of industry desire at least to maintain their stocks and working 
capital, the increased expenditure on consumption goods evokes 
an equivalent rise in income, which, after a further lapse of time, is 
again spent, and so on indefinitely. Thus, in the supposed circum
stances of no saving, extra income, once created, will never 
disappear. If there were no time-lags of the kind discussed, 
the current-income stream would immediately swell to infinity. 
But it should be noted that to assume that there are no time-lags 
is tantamount to assuming an infinite velocity of money, or more 
specifically income velocity of money. 

IIf&()III' 
",/orily 

of 1II1J11!y. 

While these time-lags between the earning and 
receiving of incomes, and again between the receiv
ing and spending of them, are highly relevant to 

the determination of the proportion of money 
which the economic community will hold relative 

to its money income, it is not possible to deduce the .. average 
lag .. between the primary and the secondary increases of income 
directly from the magnitude of the average .. income-" or " cireuit
velocity" of the total stock of money, or "in wrsa. In part, this is 
because a certain portion of the community's cash holding is 
primarily a reserve store of value in no close conoection with the 
routine receipts and disbursements of firms and of individuals. 
Only a part rises and faIls regularly as receipts exceed and faIl 
short of disbursements as determined by the lags which have been 
mentioned. But even if we proceed to exclude from consideration 
that money which is locked up in hoards, a distinction must be 
drawn between what may be called average and lIIargilllJ/ .time-lags 
between receipts and disbursements. Our assumption that no 
part of the income is saved excluded the possibility of a divergence 
between average and marginal time-lags in the case of income
receivers. But it is quite likely in the case of business firms that 
,xh·a receipts will take a longer or shorter time to be disbursed 
than the average lag between all receipts and all disbursements.' 

• 
• This may. of eourse, also be expressed by saying that the ""erag. 

time-lag or a_ago ineome velocity is likely to be changed by new addi
tions to the income stream. It is Dot safe, therefore, to regard. it as a 
eomparatively stable magnitude. 
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In a very interesting passage in his "Economics of Planning 
Public Works ",1 Professor J. M. CLARK estimates that the marginal 
period of flow of purchasing power from ultimate income recipient 
to ultimate income recipient (the length of the" cycle of secondary 
effects") in the United States of America is very much shorter 
than the 41/Iragl period expressed in' the "income-velocity of 
money". . 

After some time, . the "braking" influence of some of these 
time-lags will tend to disappear. Capitalists, at any rate, will 
probably begin to anticipate the payment of their increased 
incomes. Merchants and producers of consumption goods will 
inticipate the rise in demand, and will create new incomes in 
advance of demand. Even apart from further investment than is 
involved in an increase in working capital corresponding to the 
increase in output, the rise in incomes will soon gather a terrific 
momentum. Moreover,. investment in.fixed capital will not in 
fact stand still: on the contrary, it will expand in the manner 
analysed above to a much greater extent even than the production 
of consumeJiS' goods. The movement will gather momentum 
continuously' until checked by the appearance of a shortage of 
factors of production and lor of investible funds from inflationary , 
sources. 

What difference now will saving make to this 
I",,,,,diau process? An act of saving is necessarily two-sided. 
effect of It means a fall in demand for consumers' goods 
st#Jing. in terms· of money and a rise in the supply of invest-

ible funds. If we look at saving only in its aspect 
of a reduction of expenditure-for example, if we suppose that 
money saved is simply 'destroyed or hoarded-it is obvious that, 
even in the absence of money-scarcity, credit· restrictions and a 
rise in the rate of interest, a habit on the part of the public of saving 
a certain pr't,Portion of its income will tend to damp down. and 
finally extinguish, this increase in money income. At each 
revolution of the money stream, each time income is spent, it 
will undergo a reduction. Obviously, continual additions by 
way of investment will have' to be made to the income stream 

• Wa..hington, 1935. pages 87 and 88. 
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in order to counteract the deflationary pressure of saving. The 
question then arises whether an act of saving in itself tends: to 
produce an act of investment. Answers to this question' are 
usually of an extreme nature. Some economists, of whom 
Mr J. M. K!mms is not the least eminent, reply that saving has no 
immediate effect on investment and that its ultimate effect, owing. 
to the deflation which. it induces, is to diminish the incentive to 
invest. Others' assume that in normal conditions saving will 
give rise to an equivalent amount of investment. 

The truth probably lies somewhere between these extremes. 
The supply of investible funds from dishoarding, credit expansion; 
etc;, even where it is not completely elastic, is probably always 
to some degree sensitive to the price of borrowing (i.I., the interest 
rate). 

This is true at any rate for the stage of the trade cycle which WI! 

are now considering, though it may cease to be true at a later point 
in the boom. The lower the interest rates the more money will 
be· withdrawn from entrepreneurs and hoarded in some form. 
Anything which lowers or even prevents a rIse in the interest rate 
will increase the quantity of money withheld from entrepreneurs 
and hoarded, or reduce the quantity of money which would 
otherwise have been dishoarded and offered to entrepreneurs. It 
is probable that the effect of savings will be to bring about a 
reduction or prevent a rise in the interest rate. If this does not 
bappen, there can only be two possible explanations. Either 
the savings have been completely hoarded in the first instance, or 
the entrepreneurial demand for investible funds is perfectly elastic 
over a range equal to the amount of savings which is offered for 
investment. As for the first alternative, if even a part of the 
savings is hoarded, it is obvious that they cannot give rise to an 
increase in demand for producers' goods equivalent to the 
reduction of demand for consumers' goods which 'i!:'ey occasion. 
In order to produce this compensating increase in investment, 
1111 the savings must be offered for investment. But, even if the 
savers should in the first instance seek to invest all their savings, 

I E.g .• Professor Pigou. in his review of Mr. Keynes' "Genera] Theory 
of Employment. Interest and Money" in Ecora .... ica. May 1936. page 125. 
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this will not increase .actual investment to an equivalent extent 
unless the demand for investible funds is such that entrepreneurs 
can absorb the supply as increased by the full amount of the savings, 
at the same rate of interest as that at which they might have 
absorbed the same supply 1IIilJll.f the savings. If they are unable 
to do this, the saving will be in part counteracted by hoarding, 
or a reduction in dishoarding, due to reduction of the rate of 
interest, or to its failure to rise; and the net effect will be 
deflationary. 

We may suppose that, in the case of an increment of saving which 
is not expected and which entrepreneurs have made no plans to 
meet, 1 the demand for investment funds will show very little 
elasticity and investment will scarcely increase at all. On the 
other hand, where investment projects, which (consciously or 
otherwise) rely on such an increase in saving, have been conceived 
in advance, the fall in the interest rate will be much slighter and 
.the re1ative deflation less severe. But always and in all circum
stances-short of a complete insensitiveness ofbaoks and capitalists 
to the rate of interest in their decisions to hoard and dishoard-, 
saving must tend to reduce the total demand for goods in terms 

of money. The comparison, it must be noted, lies not between 
the state of affairs after the saving and be/on it, but between the 
state of affairs at a given time with the saving, and what it would 
have been had there been no saving. It may well be that the 
extra saving is fully counteracted by an increase in investment ; 
but, unless this investment would not have taken place in the 
absence of such saving, it remains true to say that the saving has 
a relatively deflationary effect. 

An increase of saving, we have found, normally 
COIIJeptm&eJ exercises a deflationary effect at the moment of its 
of &OfltilUleJ appearance. The amount of dishoarding is dimin-

.raving. ished, and the community's currcndy- camcd income 
rises less fast than it otherwise would have done. 

If we pursue the consequences of this saving in subsequent periods, 
we find the deflationary effect is, as it were, cumulated. A relative 

• ct. C. Bresciani-Turroni, .. The Theory of Saving" in Ecmwm ..... 
Vol. III (New Series). 1936. 
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fall in demand now leads to a relative fall in investment later, this 
to a further fall in demand and so on. 

If the increase in saving is repeated in subsequent periods, it 
may not merely slow down the expansion but even prevent it 
from reaching the height it woUld otherwise attain, and finally 
tum it into a decline. This can be easily demonstrated on 
somewhat abstracr assumptions. The higher the proportion of 
income saved, the less will the income level require to rise in order 
that a given rate of saving may be attained. On the other hand, 
according to the acceleration principle, the rate of investment will 
be greater or less according as incomes are rising more or less fast, 
and, since the greater the proportion of income saved the slower 
will be the expansion of incomes, it follows that the higher the 
proportion of income saved the less will be the rate of investment 
at any given income level. But the expansion will cease when 
saving catches up with investment, and the higher the proportion 
of income saved the lower will be the income level at which Ihe 
expansion will cease.1 

The general conclusion of the foregoing argument is that saving 
which is in progress during an expansion process tends to slow down 
the expansion. Ceteris parlbll.', the more people save the slower 
the expansion, and the less they save the more rapid the expansion. 

Qlla/i
foatiOll.f. 

It must, however, be kept in mind, if serious 
misunderstanding is to· be avoided, that our analysis 
is limited at this point to the peculiar economic 
circumstances which are supposed to prevail during 

a typical upswing. We assume that a credit expansion is under 
way and that the supply of investible funds from inflationary 
sources is to some degree clastic. If that is so, then an increase in 
the rate of saving leads to a slowing-down of the inflow of new 
money (inflation), and a decrease in the rate of saving to an accel
eration of the inflow of new money. If the money supply is 
completely inelastic, the situation is different; for in that case 

I Compare Mr. Harrod's treatment of the interactions of the acceler
ation principle (which he calls" the relation ") and the propensity to save 
(or If the multiplier II _ an expression borrowed from Messrs. Kahn and 
Keynes) in .. The Trade Cycle", London, 1936, Chapter 2, which appeared 
when this hook was already in the press. 
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we cannot assume that a deficiency in the supply of investible 
funds caused by a decrease in the rate of saving will be automatically 
made up, wholly or .partly, by inflation. This-is, however, not 
the typical situation during the upswing, which is, on the contrary, 
characterised by an elastic money supply from inflationary sources, 
But, since (as will be shown in detail at a later point) this elaSticity. 
in the money supply ·is likely to diminish with the progress of 
the boom, the deflationary effect of Saving is likely to become less 
and less. pronounced • 

. Furthermore, exceptions to our rule are conceivable in special 
institutional circumstances. Take, for instance, the following 
situation. Hitherto we have assumed II homogeneous capital 
market with a homogeneous object of transactions-viz., investible 
funds. In realiry, however, there are subdivisions in this market, 
and the different types of investible funds which are marketed in 
these subdivisionS are not perfect substitutes. We are thinking 
here primarily of the distinction between long- and short-term 
credit-that is, between the capital and money market. Now, it 
may be that the inflationary sources of supply ( •. g., bank credit) 
serve mainly the money market, while the capital market is fed 
chieBy by saving. It is true that in the real world this separation 
is not complete. The sources from which the demand for long. 
term credit is satisfied include inflationary sources. Banks, for 
example, invest, not only in commercial paper, but also in securities; 
money hoards of individuals and corporations go into long-term 
investment and play a large role during the first phase of the 
upswing. On the other hand, to a certain extent, short- and 
long-term credit are also substitutable on the demand side. invest
ment in fixed capital may be financed by means of short-term credits 
which are continuously renewed.1 But the. substitutability. is 
certainly not perfect either on the demand or on the supply side. 
If that is the case to a considerable extent, if (that is to say) the money 
market and the capital market are separated in the sense indicated 
. above and short- and long-term credit are not substitutable for 
the entrepreneur, then the progress of the expansion may be 

... L On this. compare M. Breit; .. Em Beitrag our Tbeorie des Geld- und 
Kapitalmarktes" in Zlils."ri" ja, Nali9fJQJ6kOflomil. Band VI. Helt S. 
1935. pages 632 U SIJII. 
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seriously hampered, and not accelerated, by a low tate or a fall 
,in the rate of saving. The capital market may become tight ; the 
rate of interest there may be driven up and the volume of invest~ 
ment, so far as it requires long-term financing, will be redw:ecL 
To the extent that different kinds of investment are complementary 
so that long- and short-term funds are in joint demand, the inflow 
of new money through inflationary faucets into the money market 
will he impeded. In order to apptaise this possibility correctly~ 
it should be remembered that money flowing from an inflationary 
source, after it bas become income and is saved, has to be counted 
as saving. It has been assumed by many writers_.g., by 
Mr. HAWTREy-that profits which bave been brought about by 
an inflationary rise in demand are the most important source' of 
supply of investible funds during the upswing of the cycle, ' " , , 

But, even if such exceptions are deemed unimportant and our 
rule that savings during the expansion slow down the latter remaini 
substantiaIIy unimpaired, it does not by any means follow that,: f~ 
the purpose of obtaining the maximum long-run productivity, a 
low, rate of saving during the upswing of the cycle is desirable. 
We are not yet in a position to give a definite answer to this questiOlL 
There can, however, be no doubt that good reasons can be adduced 
for the proposition that an expansion which devdops slowly 
will last longer and give rise to less serious maIadjustment than 
one which progresses very rapidly. 

We tum now to the second problem posed at the 
Salling tiNring beginning of this section. What proportions of 

'hi earlY available incomes are likely to he saved as the 
eXj>allJiOll. expansion devdops? 'Are there any reasons for 

believing that the proportion of, income saved by 
the economic community varies at different points in the cycle ? 

Unfortunately, for lack of statistical data, there is no possibilit,f 
of measuring directly how savings behave during different phases 
of the cycle.> We bave to rdy on very general considerations 
which cannot provide a precise answer to the above questions. ' 

So far as the wage-carn.ing section of the community is concerned, 
there are various considerations which do not all point in: the 
same direction. The' real incomes of those who were employed 

I Ct. II AmerIca's Capacity to Consume," passim. , ; 
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during the slump probably fall during at least the first part of the 
upswing. The proportion of income saved by such people will 
probably tend to diminish, particu1arly as the danger of unemploy
ment recedes. On the other hand, as the unemployed of the 
slump are re-employed, they obtain a saveable surplus, and in some 
cases may have a strong incentive to save for the purpose of 
repaying debts to tradesmen which they have contracted. Since 
the real income of the working-c1ass as a whole probably rises 
during an upswing~pecially in post-war cycles-it is possible 
that the tendencies to increased saving prevail, but it seems unlikely 
that the increase in saving from this source can be of much 
importance. 

Among the pMpertied classes, the fluctuations in the proportion 
of income saved are )'robably much more important, because their 
incomes fluctuate more widely. They skim the cream off the 
boom and bear the brunt of the deprpssion. Considering that 
their standard of living is much less flexible than their incomes, it 

. appears plausible that they should even dissave during the slump 
and save considerably during the upswing and boom. This is 
likely to be' accentuated by the &ct that they are, to some extent 
at least, cycle-conscious. During good times, they save not 
only for old age, children's education and inheritance, calamity, 
etc., but also to some extent against the eventuality of a slump. 
Business corporations pursue a policy of .. dividend-stabilisation " 
by aceumulating reserves out of net revenue in good times to 
disburse them in bad. 

It is true that the bond-holding section of the propertied class 
is to some extent in a position analogous to that of wage-eamers 
who find their real incomes diminishing dun.;g the upswing. 
This, however, is not likely to be important in the earlier stages 
of an expansion; and if we take capitalist-entrepreneurs, holders 
of equity shares and holders of industrial bonds in the mass, there 
Can be no doubt that their real incomes greatly increase during the 
expansion. Where there is a big national debt, the situation is a 
little different. Here it is conceivable that the transference of 
real income from taxpayers (poor and rich) to rentiers (mainly 
rich) will be considerably diminished during the upswing, and 
this will counteract the redistribution of income itt favour of the 
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rich which will otherwise take place at that time, and to some 
_ extent limit saving. 

Consideration of public finance in a wide sense (including social 
insurance institutions), however, brings in a further element which 
decisively tips the balance in favour of increased saving. During 
the slump-largely as a consequence of the increased real weight 
of social services, maintenance of unemployed and national debt
Governments are normally forced into budget deficits which we 
may regard as dissaving. During the upswing, these deficits 
disappear and may even be succeeded by budget surpluses. 

The considerations set forth above are applicable 
Satling dllring to the expansion in its beginnings and in its heyday: 

lIN lam- but, as the boom reaches its height, they may lose 
exPatUion. some of their force. There are reasons for the 

view that, in the later stages of an expansion, people 
begin to spend once again a larger proportion of their available 
incomes. 

Workers, farmers, and business-men alike will probably have 
accumulated a certain amount of debt during the depression, 
which represents a psychological burden and a threat to their 
security out of proportion to the actual money burden of interest. 
Any additional income coming their way during the expansion 
will be used to a considerable extent to repay these debts. Once 
this is accomplished, however, it is very unlikely that the same 
rate of saving will be maintained merely with the object of adding 
to capital.· A larger proportion of incomes received will tCl\d 
to be spent; and the consumers' goods trades will receive a fillip 
thereby, which will Uansmit itself, if there is still a sufficiency 
of unemployed funds and physical resources, to the investment
goods trades. The new llan which will thus be given to the 
expansion will provoke a further fall in the proportion of income 
saved, because the business world will be aware that bigger profits 
are being made and bigger dividends will in due course be dis
tributed, so that a spirit of confidence will spread, which is very 
favourable to spending. 

Another influence may make its appearance which will have 
more or less effect according to the social and economic structure 
of the country concerned. Rising business profits, and the 
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anticipation of a continuance of rising profits, will bring about a 
recovery of equity values on the stock exchange. As time goes 
:on, this boom may interest a larger and larger number of people 
in a speculative capacity. They may be disposed to utilise gains 
on the stock exchange as additional· income, or they may feel 
that, since the value of their shares is so high, the future is well 
provided for and they can afford to do less saving out of current 
available income. 

; When the boom arrives at the stage where shortage of materials 
and men develops and prices rise rather than production, it is 
probable that the tendency to greater spending is increased. 
Wages in the latter stages of a boom no longer show the same 
" stickiness", workers' organisations become more and more 
active, and wages rise as fast as profits. Further, it is probable 
that the farmers and other producers of raw materials succeed in 
getting a bigger share than before in. the total income : and, 
. since they are on the average much poorer than the industriaI 
POPulati9n, they will probably spend a larger proportion of their 
incomesa 

In this v/ay, the position envisaged by the monetary over
investment theorists at the end of the boom may possibly arise. 
The proportion of spending to saving tends to increase. The 
consumption-goods trades may draw labour away from the 
investment-goods trades and so create difficulties for them. 
Suppose now that, before the shortage of material means- of 
production becomes a factor of much importance, the liquidity 
of the monetary system declines to such an extent that banks are 
)lDwilling to expand credit or individuals to dishoard to any 
considerable degree, even though interest rates rise very high. In 
such citcumstances, increased saving will only be slightly della
tionary, and a fall in saving only slightly irifIationary. If, as has 
been asserted, the proportion of expenditure to income tends to 
increase at the later stages of the boom, the stimulating effect 
will be reduced to a minimum" by the inelasticity of the supply of 
credit. The money added to the demand for consumers' goods 
will in large part be absrractCd from the demand for producers' 
goods and the dislocation caused thereby may precipitate .. 
'deflation. 
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B. Tin Conlra&tion Proce.rs 

§ 7. GENERAL DESCRIPTION OF THE MECHANISM 

RlI. of 
tltftation. 

The process of contraction, like the process of 
expansion, is cumulative and self-reinforcing. Once 
started, no matter how, there is a tendency for it to 
go on, even if the force by which it was provoked 

has in the meantime ceased to· operate. 
The contraction may start from a state of full employment or 

partial employment; and the mechanism is,in principle, the same 
in both cases. 

Deflation in the sense of a gradual decrease in the total demand 
for goods· in terms of money plays an ~sential role in the contrac
tion process. Deflation must not, however, be interpreted in the 
narrow sense of a deliberate act or policy on the part of the 
monetary authorities or commercial banks. A deflatio!1 in this 
narrow sense may, of course; act as a starter to the process, and it 
usually comes in sooner or later as an intensifying element; but, 
'When the process has once got under way, a sort of automatic 
deflation or self-deflation of the economic system (in contradistinc
tion to a deflation imposed on it by the monetary authorities) is 
Just as much an effect as a cause.' 

I. Writers on the subject have frequently used the term. "secondary" 
dellation. Their attention has been concentrated mainly on the malad; 
justment which, they maintain, is the cause of the crisis. They conceive 
of the depression, not as a cumulative self-.-einforcing process, but as a 
period of adaptation during which the economic system reverts to equili
brium and eliminates the maladjustments which have developed during 
the preceding upswing and have been brought to light in the crisis. 
The dellation is regarded as an unfortunate accident. 

More recent writers have, however, come to realise increasingly that 
the above view is a milllCOnception, that what it 'b"eats as an accidental 
phenome-non is in fact the most important element in the depl'es.c;ion. that 
the deflation may continue long after the maladjustment by which it 
was started has been removed. that;t may be started by purely monetary 
forces without anything being wrong with the structure of production. 
and that it does not revert directly to eqUilibrium, but, on the contrarY, 
carries the economic system a long way away from eqnilibrium. 
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In many respects, the contraction is the exact counterpart of 
the expansion, so that large parts of the analysis of the latter can 
be adapted to explain the former. 

Suppose conttaction has been started for any 
Spread of reason whatsoever (e.g., because a large consttuction 
ilejlation. scheme which was under way has had to be interrupted 

owing to inability to raise the necessary funds for 
financing it). Demand for consttuction materials and implementS 
falls olf, and production in the industries which provide those 
things is curtailed. We might equally well take the case where 
an act of deliberate deBation by the monetary authorities (which 
again may be due to a great variety of reasons or motives) starts 
the ball rolling. In the section on the down-tum (crisis), the 
question of the possible or usual starters will be taken up. Here 
we simply assume that a nIt contraction has been produced, and 
that the total demand for goods in teqns of money has shrunk 
by a considerable amount. 
. When demand Bags at various points, merchants will give lower 
orders to producers, production will be curtailed and workers 
will be disnussed. This reduces income. When incomes fall. 
the demand for all kinds of goods is futther reduced and depression 
spreads to other parts of the system. 

Like the expansion process, the contraction process will probably 
proceed slowly at the beginning and then gather momentum.1 

At first, when demand has fallen olf in the case of only a few com- • 
modities, the contraction may easily be stopped or reversed 
by favourable influences elsewhere. Later on, when the demand 
for a greater number of goods has fallen for soml; time and 
contraction has spread to many parts of the system, expansionary 
influences, which in the early stage of the process would have been 
strong enough to outweigh the forces ~ contraction, will no 
longer be sufficient to reverse the downward movement, but will 

, Tho spectacular events in the financial sphere which usually mark 
the tum from prosperity to depression should not be allowed to obscure 
tho fact that the downward movement of production and trade usually 
takes time to get under way. This was • •• g •• the case after the crisis of 
1929. 
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merdy slow it down. This is what is meant when we say that 
." the process has gathered momentum ". 

After the process has continued for a while, 
Inlen.rifying intensifying factors are likely to come into play. 

ftl&lors. Prices will soon begin to fall, and losses will be 
made everywhere, because wages and other "ost 

items annot readily be reduced. There will be a strong tendenq 
to reduce stods and to c:urtail orders and pur<:hases by more than 
the amount by whkh sales have gone down. A sustained fall 
in demand and pri= is bound to create in the business world a 
more pessimisti<: outlook in general and an expectation, whether 
justified or not, of a further fall in prkes. The profit rate will 
be reduced all along the line, and new investment or reinvest
ment of amortisation quotas will be <=tailed. Nobody dares to 
embark on ambitious schemes of investment;. and this Will 
intensify the tendenq to reduce commodity stocks and to increase 
money stocks, that is to hoard-the counterpart of the tendenq 
to dishoard during expansion. 

It is important to note that such a contraction process can 
happen even in a pure cash economy with constant quantity of 
money (M). In a modem banking and credit economy, powerful 
intensifying factors come in. If a large part of the circulating 
medium consists of bank money (demand deposits subject to 
cheque) and if the banking system as a whole or a number of indivi-

• dual banks get into difficulties, the banks will restrict credit. They 
will call in outstanding loans and be rductant. to grant new ones, 
and as a consequence M will shrink. If a run on the banks occurs 
-if, tJ?at is to say, depositors want to change their deposits into 
notes-the ddlation becomes still more serious. The same may 
happen in the international sphere. There may be a run on the 
eentral bank in order to eicchange notes for coins and foreign 
money-that is to say, gold hoarding may devdop or a flight of 
eapital may intensify the deflation. 

Owing to the rigidity of a number of cost items, each decrease in 
the total demand for goods in terms of money is followed by a 
eertain shrinkage in production, and any reduction in the produc
tion of finished goods tends to be transmitted with increasing 
violence to the preceding stages of production, which again tends 

16 
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to reduce the demand for finished goods, and so on in a long and 
painful process. 

This general description of the contraction process may probably 
be taken as a correct description of the common opinion on the 
matter. The most important thing to remember is that the depth 
to which the contraction develops depends on a number of 
circumstances, partly of an institutional nature, of which many 
are-or, at any rate, may be-quite independent of the factor 
which nrst initiated the contraction or even of the intensity of the 
preceding boom. The circwnstanoes which are responsible for 
the cumulative nature of the contraction prooess we must now 
analyse in detail. 

§ 8, MONETARY ANALYSIS OF THE CONTRACTION PROCllSS 

The monetary manifestation of the cumulative 
FaD hi total process of contraction is the prolonged fall in MV 

demand. -i.I., ilt- the "total demand1 for goods in terms of 
, money. If MV did not fall, there would be no such 

rapid deterioration of the economic situation, no such swift fall 
in production and employment, as is in fact exhibited in the 
course of cyclical depressions." In this sense, one may call the 
contraction a monetary phenomenon. But the description is 
wrong, if it is taken (as it frequently is) to imply that the respon- " 
sible factor for the shrinkage in MV is always a deflationary policy 
pursued by the banking system, or that the monetary authorities 
can always effectively prevent a fall in MV if they refrain from 
contracting credit, or if they expand credit;,' by the ordinary 
measures of credit policy. Within the limits set by existing 

-J, " Demand II in the sense of "actual demand n or U expenditure p. 

Dot in the sense of •• demand schedule". 
• It should be noted that this i. not a tautological statement following 

from the definition of depression. We have defined the latter, not in 
monetary terms, not in terms of MV, but in terms of volume of productinn 
and employment. Logically, a decrease in employment and production 
may be accompanied by a rise instead of a fall in MV. This will imply 
a rapid rise in wages and prices. Something like that seems to bave 
happened during tbe last phase of the German post-war inllation. But 
this is surely not the typical picture of a depression. 
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monetary organisation and banking practice, the monetary 
authorities can regulate the supply of money. But, in order 
to arrest a fall in MV during a contraction, it will frequently 
be necessary to regulate demand as well as supply; and 
this may require very drastic interventions, which are hardly 
possible without far-reaching changes in the present institutional 
framework. ' 

Ctlllltdative 
fall in 

itnJutlllent. 

We shall now analyse the contra~on process 
broadly in terms of our demand-and-supply sched
ules of investible funds.. It may be t;hat not much 
is gained thereby; but, as the analysis recapitulates 
the essence of the theories which explain the slump 

by an excess of the market rate of interest over the equilibrium or 
profit rate, it may serve as an introduction to. a more realistic 
treatment of the matter. 

When the demand for goods in general falls and production 
shrinks, the demand for investible funds falls too-i.,., the 
demand curve shifts to the left. Assuming that the supply 
curve is unchanged, and is fairly elastic over the given 
range, the new point of intersection will be to the left of the 
old one-i.,., the amount of investment is reduced. But we 
cannot assume that the supply of savings is as elastic as the 
supply of investible funds. 1bis means that part of the supply 
of investible funds which is not taken up by the demand will 
be diverted, not into expenditure on consumption goods, but 
into hoards-i.,., it will be withdrawn from circulation. Hence I 

the total demand for goods in terms of money falls further, 
prices fall still lower and production and employment are 
reduced. This provides a further discouragement to the demand 
for investible funds, and the demand curve is shifted further to 
the left. 

Drying-tip 
of .t1IjJplJ 
of ftmtb. 

On the other hand, the contraction process is 
bound to give rise to unfavourable reactions on the 
supply side. Losses are made everywhere;, defaults 
and bankruptcies threaten or actually occur. The 
effect is to make the banks and the investing public 

cautious and pessimistic. The risk of lending rises and the 
supply of investible funds decreases. In technical parlance, the 
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supply curve, too, shifts to the left. The interest rates are thereby 
pushed up, or are prevented from falling, in spite of the falling 
demand, Which intensifies the deflation. As Mr. KEYNEs and 
Mr. M. BREIT have both pointed out, the same risk factor may be 
counted twice over, on the demand and the supply Side, by the 
lender and the borrower, thus widening the gap between demand 
and supply.' 

For a more detailed study of the monetary aspects of the 
contraction process, especially a study which lends itself to statistical 
verification, it will be useful to start with the following considera
tions. MV, the total demand for goods in terms of money, shrinks: 

, See Keynes : "The General Tbemy of Employment. Interest and 
Money. " pages '# and '45. Mr. Breit (" Ein Beimg znr Tbeorie des 
Geld- und Kapitalmarktes" in Z.itschrifj jtW Nalirmaliik_i •• Band VI. 
Heft 5. page 654. footnote) describes live possible ways in which lender 
and borrower may anticipate the shazing between them of the risk 
involved in a given investment. Each may believe that he will have to 
bear the weight of th. possible losses-in this case there is a double 
reckoning of risks. Both may regard the risk as falling on the creditor 
alone, or on"the debtor alone. In eitbeI case there is a single reckoning 
of the risk. Each may regard the other as t;be risk-beareI, and in this 
case no allowance for risk is made by either party. Lastly. extremes 
may be avoided aud a single reckoning achieved where both estimate 
that the risk will be shared in a given way between the two parties. 
Mr Breit, however, believes that the first possibility, that of the double 
reckoning, is less unrealistic than the other possibilities. It might 
perhaps be added that the question of the sharing of risk between lender 
and borrower cannot be considered without reference to the wealth of 
the borrower, and also to tbe probable distribution of returns expected 
from the investment. If the risk consists in "-,considerable possibility 
of a small loss, there is more likelihood that the creditor will ignore the 
risk factor than if it consists in a slight possibility of a very large loss. 
which the borrower could not possibly make good. In the course of a 
dellatioD, the money value of the wealth of the debtor is likely to djmjnish, 
the entire probability curve of returns is redut:ed, and, in consequence, 
the range of possible losses which the debtor could not make goodincreases. 
The debtor !inds that a greater part of risk coDsists. not in the danger 
of having to sell part of his property in order to pay his debt. but in having 
to go through bankruptcy courts. The creditnr !inds that he stands in 
greater danger of not being able to recover his money. In those circnm
stances there is a greater likelihood of a double-counting of the risk. A 
particular application of this principle occut8 where the debt is secured 
on specific assets. The detlation reduces the amount of cover that 
borrowers can offer, and in consequence increases the risk: premium they 
have to pay on their borrowings. 
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this may be due to a shrinkage in the quantity of money and lor 
to a decrease in its Velocity of circulation. It must be possible to 
demonstrate that (I) a part of the monetary ciIculation is destroyed 
or leaves the country, and/or (2) money does not change bands so 
frequendy against goods, because it is hoarded or used for other 
purposes. (3) In addition to the factors mentioned here as 
effecting. a reduction in MY, or the /low of money against goods, 
it is conceivable that a deflationary influence may be exerted by 
another development which does not affect the /low of money, 
but adds to the work which money has to do----md that is an 
increase in the turnover of goods. Goods in general will in this 
case change hands for money more frequendy in the course of 
their journey from the primary producer to the consumer. There 
is, however, no reason to believe that this disintegration of the 
structure of production is a characteristic or necessary feature of 
the downswing.1 (4) Financial transactions immobilise a larger 
part of the circulating medium and demand for goods falls. 

We have now to answer the questions: At what 
FOf'1IIs of point does the money leak out of ¢e circulation? 

J.jlatiOllaty Where is it held up? Who hoards it? In what 
pres.rtln. shape is the money hoarded? How is it destrQyed ? 

It would be possible to enumerate a number of 
forms in which the monetary contraction may appear, beginning with 
the more extreme and conspicuous cases and proceeding to the 
Jess conspicuous and more subde ones. Not all of these forms of 
monetary contraction are regular or unavoidable features of 
every cyclical depression. The attempt is here made to arrange 
them approximately in decreasing order of regularity and 
conspicuousness. 

Ollirighl 
J,jlatifJII ~ 
IhI C",traJ 
~. 

Deflation by the Central Bank is a straightforward 
case which does not require much comment. A 
restriction by the central monetary authorities of 
the ciIculation of gold coins, notes and short-term 
liabilities (central bank money) means a decrease in 
the /low of purchasing power-unless coUnteracted 

by other forces: e.g., the substitution of bank credit for central 

1 See Hayek: "Prices and Production. It 2nd ed .. pages 118 II seq. . 
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bank money or an increase in the vdocity of circulation which 
will take place if the money flowing into the Central Bank comes 
out of hoards. lbis happens sometimes on a large scale after a 
period of panic which has led to a gieat drain of cash out of the 
banking system_.g .• in the United States after the bank suspen
sion in 19H. 

Active deflation on the part of the Central Bank is nowadays 
almost always the consequence of a disequilibriUjIl in the interna
tional balance of payments of a country. which may be due to the 
withdrawal of foreign credits. the cessation of the inflow of capital, 
a flight of domestic capital or a deficit in the ba1an~ of payments 
on current account because of a relativdy high price and income 
structure (over-valuation of the currency). 

An outright reduction of central bank money is. however. not 
an invariable feature of every depression : atJeast, it is usually not 
pursued right through the whole c01l!se of the depression. It 

. is a common experience at the beginning of the depression, or 
during the financial crisis which usually marks the turning-point, 
or in some later financial crisis in the course of the depression, to 
observe a sharp increase in the note circulation accompanied by a 
decrease in the total demand for goods. lbis is proof that, at 
some other point in the economic system, money is being hoarded. 
and that the Central Bank is providing the cash in order to avoid 
a collapse of l'rivate banks and firms and to mitigate the drain on 
the industrial circulation. 

lbis again is a clear case of deflation. In the 
Hoarding of first case, gold is sought from the banks by the 

gold and bank public in exchange for not~ so long as the latter 
notes 1!Y are redeemable in gold. The circulation is thereby 
prNa" reduced and pressure is brought upon the bank of 

indMdNals. issue to contract further in order to improve the 
reserVe ratio. In the second case, notes which 

otherwise would have been spent on goods are hoarded, or bank 
deposits are turned into notes; and so pressure is brought to bear 
on the commercial banks to contract credit in order to preserve 
their cash reserves. It should be noted that the amount of money 
an individual can hoard is not limited to the ,magnitude of 
his current money income. He may sell other assets such as 
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securities, real estate and commodities of all sorts against cash, and 
hoard the proceeds of the sales. This has a double effect. On 
the one hand, money is withdrawn from circulation (except in 
so far as the buyer of the assets manages to pay without decreasing 
his other expenditure-e.g., if securities are taken up by banks 
which create deposits against them), and the demand for goods 
falls olf at some point. On the other hand, the price of the assets 
in question is depressed, which may have serious repercussions. 
To this extremdy important aspect we shall return later. 

Oearly, hoarding of gold and bank notes by the public is not 
a feature of every cyclical depression. It happeps only in excep
tionally severe depressions and under special circumstances----l.g., 
when the banking system is in bad shape, as in the United States of 
America in 1933, or when a Hight into foreign currencies takes 
place, as in many European States during recent years. If 
money hoarding by the public develops, naturally it brings 
with it a severe intensification' of the deflation. 

This is probably an invariable feature of any 
COfIIradistr contraction in an economy with a fairly developed 
of mJil i!JI banking system. It is one of the best known and 

IIH eollllllmiaJ most fully analysed aspects of the depression and 
battl:.r. need not long detain us. 

Since bank deposits are, under modem banking 
organisation, a means of payment (bank money), a liquidation of 
bank loans and deposits is a clear case of deflation. This process 
may proceed in a slow and orderly fashion without spectacular 
bank failures, or· rapidly to the accompaniment of bankruptcies. 
It may be hastened hy pressure from above and below, from the 
central bank and from a public that demands cash for its deposits. 
Whether such complications arise or not and whether in conse
quence the contraction of credit goes a long way or not depends, 
not merely on the seriousness of the disturbance by which the 
contraction process was first set afoot, but als~d presumably 
in many cases to a larger extent-{)n institutional and psychological 
circumstances, on the policy pursued by the monetary authorities, 
on the international complications, on the methods of financing 
production (short-term or long-term credit, equities or med
interest-bearing bonds), etc. By way of example, the habit of 
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indirect investment through the banks may ·be mentioned as a 
&.etar which tends to accentuate the deflationary possibilities of 
the economic system. The public, instead of holding securities 
directly, holds bank deposits (savings deposits or time-deposits) 
and the banks in tum hold securities, or loans backed by securities.' 
1£ and when-possibly as a result of a fall in security values which 
weakens the position of the banks-the public loses confidence 
in the bank deposits and desires to tum them into cash, the banks 
are forced to sell securities in order to lind th~ money. This 
precipitates a. further headlong fall in security values, which of 
course raises the real rate of interest at which business can raise 
long-term capital. It may be objected that, if the public which 
converts its deposits into cash does not use the money to buy up 
securities as fast as the banks unload them on' the market, this 
shows that it prefers holding money to holding securities at the 
current price, the effect of which--eveq in the absence of indirect 

· investment through banks-must be to force the price of securi-
· ties down to the same extent. This objection probably assumes 
too much ., rationality" on the part of investors. It is likely that .. 
people who have bought securities at a high price will hold on to 

· them when the market is low, even where they would no longer be 
willing to buy the same securities at the same price. Moreover, the 
very fact that the banks hold securities may lead-as a resUlt of the 
doubts which it engenders as to their ability to meet their obliga-

· tions and the co runs" which it provokes-to a contraction of 
commercial credit which will be even more deflationary than the 
effect on security prices. . \ . 

Even though an active policy of credit contraction on the part 
of the commercial banks is in practice-though not of logical 
necessity~ almost invariable feature in one phase or another 
of every depression, it does not follow that it always continues to 
the very end of the depression as the sole or principal deflationary 

• For an indication' of the importance of the movement towards 
indirect investment through the holding of bank deposits. especially. in 
Central-European countries since the inftation and in the United States 
of Ame,rica since the war. and for a discussion of the consequences 
involved. see C_.,...';rM B"nk_ 19t5-19&&. League of Nations, Geneva. 
1934. Ct. also Ropke : "Crises and Cycles," pages 126 and 127. 
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factor. On the contrary, the contraction of credit may persist 
even after the banks have stopped pressing for the repayment 
of loans, the reason being that there are other, more subtle, 
forms of '!Ieaation than those so far discussed. To these we' 
now tum. 

Industrial and commercial enterprises tend, like 
Hoarding ~ the banks, during a general contraction to increase 

indMsJriai anJ their liquidity: that is, they endeavour to strengthen 
eollllllIT&iaI their cash reserves and to reduce their debts with 

firlllS. the banks. (The liquidation of other than bank 
debts, which is not so closcly connected with the 

extinction of purchasing power as the liquidation of bank debts, 
will be discussed below in connection with certain aspects of the 
liquidation of debts in general.) 

There is a twofold motive behind this attempt to increase liquidity. 
There is, first, the uncertainty as to the possibility of raising funds 
when they are needed to meet liabilities falling due. During a 
period of contraction, especially in its initial phase, it is difficult to 
get credit from the banks or from the suppliers of raw material 
and other means of ptoduction. There is the danger that such 
credits may be difficult to renew. In addition, one is not sure of 
being paid punctually by one's own debtors. All this makes 
increased liquidity seem advisable. SeeonJ!y, there is the fact that, 
when prices fall and losses are made and further losses are expected, 
the replacement of fixed and working capital (reinvestment), as 
well as new investment which may have been contemplated before 
the situation became too bad, is postponed or suspended for 

_ the time being. It does not pay to invest or reinv,est; and, 
instead, idle balances are accumulated, or bank loans repaid even 
when the banks are no longer pressing for repayment. (In 

,extreme cases, of course, the hoarding may be effected in the 
form of bank notes or gold rather than through the accumulation 
of idle bank balances and the repayment of bank loans.) 

The immediate effect is in all cases the same, whatever may be 
the motives for, and the form of, the pursuit of liquidity. Demand 
for goods shrinks, prices fall, production is curtailed and the 
general situation is aggravated. So the initial achievement of 
greater liquidity creates a need for further steps to maintain 
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liquidity, <and makes things worse than they were. Gradually, 
however, with the fall in prices and wages and the curtailment of 
production, funds are liberated and-it may be,' not till after 
a succession of setbacks and relapses-liquidity increases all round. 

Needless to say, the policy of the central and commercial banks 
is a decisive factor. By supplying or withholding additional 
funds, they can intensify or mitigate the consequences of private 
hoarding. Jloth factors-viz., banking and monetary policy on 
the one han<i and the liquidity policy of industriaI and commercial 
firms on -the other hand-interact in a complicated way. But it 
is nevertheless important to realise that the policy of the latter
i.I., the hoarding by private business firms-is an independent 
factor which may make itself felt and proVoke a general contrac
tion, even in a pure cash economy with no bank money at all. 

Quite apart from bank debts, a strong deflationary 
. Debt effect is probably exercised .. at least in the first stages 

. lif/Nidation. of the cyclical contraction, by the liquidation of 
inter-personal and inter-business debts. But the 

connection between the liquidation of debt in general and the 
decrease in the How of money against goods is more complicated 
and indirect than in the case of bank debts. 

The debts of a bank to its customers (that is, its deposits) are . 
normaI1y used as money. The owner treats them as cash: they 
constitute purchasing power and have a. velocity of circulation. 
Hence the extinction of such debts through bank failures or 
through a contraction of bank credit diminishes purchasing power 
and demand for goods. Other debts may, of course, perform the 
same function. A bill may circulate as money; and its settlement 
has then the same effect as the liquidation of a deposit. These cases, 
however, we may safely regard as quantitatively unimportant 
under our present monetary and banking arrangements (although 
economic history can show instances where they have been import
ant). Usually it is in a less direct way that the liquidation of 
debts-or, if we prefer to take it from the opposite angle, credits 
-exerts its deflationary influence. 

But, even if debts (credits) other than bank debts (credits) do not 
circulate as money, they may be highly liquid assets-the degree of 
liquidity depending on the standing of the debtor and the situation 
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of the market. Therefore, such debts are used as· liquidity 
reserves; and when during a process of general contraction they 
diminish in quantity or lose their saleability, they can no longer 
adequately fulfil this function and must be rep1aeed by money, 
bank deposits or central bank money. The demand for money 
increases~ its velocity of circulation tends ~ fa1l, and total demand 
shrinks according to the process previously described. 

The liquidation of debts in general has, however, yet another 
aspect, which is of great significance. When a debtor is pressed 
to repay a loan, he is not always in a position to meet his obligation 
out of his current receipts. Ordinarily, he will be forced to sell 
assets in order to raise the fund for the discharge of his debt. He 
may sell securities, real estate, or commodities of different descrip
tions. These forced sales must hsvc a depressing influence on 
the price of the assets, with deBationaty consequences. 

It is important to realise clearly why itlsthat such forced sales 
and the consequent price-falls produce or intensify deflation. It 
might be argued thst these transactions themselves (i.I., the sales 
and purchases of such assets) absorb money, temporari1y at least, 
and withdraw it from other uses. Purchasing power which 
otherwise would hsve been spent for new investment or for 
consumption is now spent for old securities and other assets which 
are thrown on the market by hsrassed debtors. It would seem, 
however, thst this temporaty absorption of purchasing power 
in the actual transference of assets is a comparatively unimportant 
factor in the general scheme. A much more important factor is 
the indirect influence of the fall in the prices of the assets in question. 
If the price of securities falls, this is equivalent to a rise in the inter
est rate; and this must obstruct the financing of new investment 
through the issue of securities (bonds or shsres). Bank loans are 
frequendy granted on securities; and, if the latter fall in price, 
this will certainly not promote the willingness and ability of the 
banks to lend. If the price of real goods-t.g., houses-falls; 
the production of these goods loses its profitability and will be 
curtailed. 

We must not, however, forget the other side of the medal. 
Whst does the creditor do with the money? If he buys the 
assets which the debtor sells, it is difficult to see why their prices 
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should fall at all. Since, however, we are dealing with what 
happens during a genenl contraction, we may assume that the 
creditor will not promptly invest the money, but will keep it, at 
least tempotariIy, in liquid form. If that happens, then of course 
the whole procedure is highly deflationary. But the villains of 
the piece are in such case the hoarders who try to accumulate 
cash by caI1ing in loans, and not the debtors who are forced to sell 
assets. Given the decision of the creditor to hoard (in other 
words, to iricrease his liquidity by turning debts into cash), the 
effect is deflationaty, even if the debtor is able to refrain from . 
selling assets and to .meet his obligations by cutting down his 
expenditure. 

Before leaving the question of debts, we may pause to point 
out that the indirectly deflationary effeets of default on debts are 
probably much more serious .mn the directly deflationaty effeets 
which may follow from their payment, .since -defaults are bound 
to stimulate the liquidation of debts and the hoarding of cash. 
. A special variety of this case has been discussed 

Sale.roJ by Mr. KEYNEs and Mr. DURBIN.' They assume 
.rettlritie.r, that somebody saves, that the demand for con-

etG., to sumers' goods decreases, and that the producers of 
GOVlr 10sslS. these consumers' goods make losses and cover them 

by selling" old "securities in their possession (as 
distinguished from new issues) in exchange for the savings which 
have brought about the losses. We need not pause to discuss 
the likelihood' of this rather artificial case. We may consider 

. instead the more general case where losses, however brought about, 
are covered by the sales of assets. 

This case is very similar to the previous one but rather more 
general. The idea is that a producer who is making losses does 
not cut down his expenditure (whether the expenditure for his 
personal consumption or his disbursements for labour, raw 
materials, semi-£nished products, etc.) to a corresponding extent, 
but 'keeps them up by selling assets to somebody else. His sales 
in such case will certainly have an indirect deflationaty inBuence 
(as was pointed out in cOnnection with the previous case) by 

• J. M. Keynes: "A Treatise on Money," v.oJ. I, pages 173 and 174; 
Durbin: "The Problem of Credit Poliey," pages 9S " .og. 
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depressing the price of the assets in question. But it is difficult 
to see how any more direct deflationary effect is produced.> 
Money is transferred from a saver to the entrepreneur who 
ex ",pothen spends it in various ways. Hence the demand for 
goods does not fall (except in so far as these transactions themselves 
absorb money temporarily). We may describe the process by 
saying that the savings of a part of the public are compensated by 
dissaving on the part of entrepreneurs. Savings are wasted to 
cover losses. The situation is one which cannot of course continue 
for long; but at any rate the procedure is not directly deflationary." 
It is even conceivable that the direct effect is rather inflationary 
than deflationary. If the assets sold to cover losses are taken up 
by the banks and new deposits are created against them, or if 
somebody else is tempted to dishoard in order to buy them, the 
flow of money may be increased rather than decreased. . 

We are left with the conclusion that we have here no new form 
of deflation. It is the losses which tend to bring about deflation 
and not the fact that losses are covered by the sale of assets. On 
the contrary, the effect may even be to mitigate the force of the 
deflation. The alternative method of coping with losses-viz., 

• This was pointed out by Professor F. A. Hayek : .. Reflections on 
the Pure Theory of Money of Mr. J. M. Keynes n. Part U in Economictl, 
February 1932, page 29 . 

• There may be in this respect a slight difference between the case 
envisaged by Mr. Keynes and Mr. Durbin (where an increase in the rate 
of saving is the cause of the losses) and the other case (where the losses 
have other causes). In the former case, it might be argued that the 
path which the money has to travel from the moment when it becomes' 
income in the hands of the saver until it constitutes demand for goods is 
lengthened, inasmuch as, before people decide to save, the money is 
spent by them directly for consumers' goods. After they have decided 
to save, it goes :first through the capital market buying old securities 
before it reaches the hands of the produoers of consumption goods. Its 
arrival at the final stage may be delayed en route-which is equivalent 
to a hold-up ii1 the flow of money against goods. In the other case, 
where the losses are independent from the fact that somebody saves who 
has not saved before, no turnover of money is interpolated, since the 
sums saved have in any case to pass through the capital market before 
being spent on real goods. Whether they huy old securities and cover 
losses or new securities and finance new investment, Uley reach the 
commodity market at the same time. 

It is unlikely, however, that this difference is of much practical import
ance. 
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retrenchment of ~enditurc':"-is certainly in its. immediate effect 
in a higher degree deflationary. 

Sales of 
senlrities, 

ett·.for lettr 
of a Itt/I in 
their Pri". 

If the sales of securities and other assets are 
induced. not by the necessity for repaying debts 
or covering losses. but by the speculative motive
that is. by the expectation that prices will fall, or in 
other words that the value of money will rise-we 
have a deflationary move pure and simple. It is. 
however. important to note that what makes for 

deflation is not the demand for money for the purpose of these 
transactions. but the tendency to hoard ........... to change less liquid 
assets into more liq'!ld assets and to keep the latter unspent. It 
does not matter much whether the seller performs the act of 
hoarding after having disposed of the assets at a low price or 
whether the price of the assets falIs without any transaction's 
having. taken place. When everybody- is equally pessimistic 
about the future trend of security prices, prices will quickly fall 
all round without any securities changing hand at all. On the 
stock exchange, this is a well-known phenomenon. Prices are 
" talked down .. on a bear market, if there is a consensus of opinion. 
If there are actual traitsactions. that is because the consensus of 
opinion is not complete, those ~ho buy being less pessimistic 
than those who sell. To be sure. the degree of pessimism will 
never be uniform; but the deflationary effect in no way depends 
on there being differences of opinion and therefore actualtransac
tions. (If the pesSimistic ~ectations of one part of the public 
are offset by the optimistic expectations of another part, the 
situation is of course different. Our present case is •. however. 
only one of differences in the degree of pessimism.) , 

S 'I1i8 if Some writers have tried to devise a general l' ~~ formula for the motives which lie behind the various 
PI' "'. forms of hoarding that take place during a cyclical 

depression. They say that" liquidity preferences .. in general rise..1 

. ~ ct. J. M. Keynes: .. The General Theory of Employment, Interest 
and Money" and the various comments which this book has evoked 
especially from Professor J. Viner ... Mr. Keynes on the Causes of Unem
ployment. A Review" in a_I,! ]ourtuJI of E"""",,' .. , Vol. 51, 
October 1936, pagea 147-168 passim. 
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Banks. business enterprises and private individuals tend to 
" increase their liquidity-that is. they wish to hold a larger part 
of their wealth in cash or in. more liquid forms than before. 
The attempt has sometimes been made to set up typical " scales of 
liquidity .~ -i.... to arrange the various types of assets in the 
order of their liquidity. If we start from the most liquid assets 
and proceed to less and less liquid ones. we arrive approximately 
at the following scheme: gold, bank-notes. bank deposits. short
tettn credits. long-tettn credits. bonds. shares. real goods. It is. 
however. impossible to regard such a scheme as invariable. The 
order will differ in different circumstances. and all kinds of anoma
lies may arise. In a state of high inflation. for instance. shares 
will rank above bonds. real property above bank deposits. and 
soon.1 

It does not seem that such generalisations can add much to 
what is revealed by a detailed analysis such as has been attempted 
in the previous pages. 

§ 9. WHY DOES THE PRODUCTION OF PRODUCERS' GOODS 

AND DURABLE GOODS FALL FASTER. THAN THE PRODUCTION 

OF CONSUMERS' GOODS AND PERISHABLE GOODS? 

Assuming the ratio of durable means of produc
Tht operation don (machines) to labour and raw material (working 

of fht capital) required for the production of a unit of 
flCte/,ration output to be rigidly fixed (within a certain range 
print:ipk of output) by technological considerations ____ 

in fht assumption which would seem to be a good approxi-
tDntraftion. mation in the short run-the acceleration principle' 

readily explains why demand for. and consequently 
production of. durable producers' goods and the various materials 
required for their production falls more rapidly than the demand 
for. and production of. the finished product. 

When in the upward phase of the cycle all branches of the 
economic system are expanding and production and employment 

• Ct. E. F. M. Purbin ; .. The Problem of Credit Policy" (1935). 
page 106. -

• Compare S 5 of this chapter. 
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are increasing in all industries, the producers' goods industries 
and especially the durable-goods industries experience a particularly 

• raptd growth. When the system stops expanding or even curtails 
output, people naturally stop adding to their fixed equipment. 
It is not at all paradoxical that no new investments should be made 
when the existing equipment is insufficiently employed owing 
to the faIl in the demand for the product. The production of 
durable means of production is reduced to the replacement required 
for the maintenance of capacity and, in many lines of industry, 
virtually no replacement may be needed for some time in view 
of the fact that, during the preceding boom, the equipment has 
to a large extent been renewed, presumably on the most up-to-date 
lines. If the depression is particularly severe and long-drawn-out, 
it is possible that even replacement will be neglected and capacity 
allowed to shrink. 

We may put the matter in a different way. Suppose consumers' 
demand faIls to a certain level and production is curtailed so as 
to bring the output down to the level strictly required by the new 
(lower) level.oof" consumer-taking" (to use an expression coined 
by Professor FRISCH). Then the production of those goods and 
services of which there are excessive stocks (excessive in view of 
the new level of output) will J;>e discontinued altogether until these 
stocks have been redJlced to the level required by the new level of 
output. Now, as has been pointed out, durable goods-,eonsum
ers' goods as well as producers' goods1-an be conceived of as 
a stock or bundle of services available at successive points of time. 
Such "stocks" are usually more considerable than the actual 
stocks of perishable goods.' 

1 Assuming some arbitrary line of separation so that, •. g., an apart
ment-house or an automobile is held to be a consumers' good and an 
electrical power plant a producers' good . 

• There is furthermore this di1Ierence. U there are large stocks of 
transient goods--<Iay sugar or coal-they can be .. forced .. upon the 
consumers and eliminated from the market by price-cutting. Nothing 
of this sort can be done with durable goods. A machine or a house cannot 
~ made to give np all its services in a short time, even if their price (or 
the price of their services) i. reduced to zero. Sales of machines or houses 
can, of course, be hastened by lowering their price. But that does not 
elinlinate them; they are .till there and their very existence restricts the 
demand for similar goods. It is only by selling them and using them up 
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For these reasons, we· should expect a sharper 
decline in the production of producers' and durable 
goods than of consumers' and perishable goods-
and that, even where the decline in consumers' 
expendirure is quite evenly distributed over all 
types of finished goods and services. But this need 
not and probably will not be the case. Consumers 
will cut down expenditure for different goods to a 
varying degree, and changes in income distribution 

will lead to-different reductions in demand for different types of 
finished output. It is difficult, however, to generalise about the 
nature of the .. marginal" expenditure, whether of the individual 
or the community. One may characterise those goods which are 
the first to be sacrificed when income shrinks as .. luxuries". But 
it is not clear why durable means of production should enter into 
the production of luxuries to a particu1arly large extent. This has, 
however, frequendy been implied by those who say that the pro
duction of durable goods falls more rapidly, because it is easier to 
.. do without them", to postpone their purchase (or the purchase 
of their services), than it is in the case of perishable goods. It 
is easier to go without a new motor-car or any car at all than to 
go without food. To a certain extent, it may be true that durable 
goods and their services are at the margin of consumers' expendi
ture and will therefore be especially severdy hit by any fall in 
consumers' ouday : but this reason for the comparativdy rapid 
fall in the production of durable goods would seem to be less 
important and less inherent in the nature of the case than the 
reason given previously.' 

for scrap that they can be eliminated outright. But this could only 
happen when their price had fallen so low that reproduction, not to speak 
of adding to capacity, was out of the question. It is, of course, another 
question whether a getlMal reduction in prices could Dot revive production 
and investment all around. We are, however, here concerned with 
another problem: Why is it that, giv ... a decline in production and activity 
in general, the production of durable goods and producers' goods declines 
more than the production of transient and consumers' goods 1 

• If applied to producers' goods, the argument is more plausible and 
does not really diller from what has been already said. It is frequently 
possible within a certain range to vary the methods of production. In 
particular, more or less durable. and more or less up-to-date, machinery 

'7 
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This description of the place and operation of 
TIM roll of the accderation principle in the mechanism of 

.xp.rtatiOlls. contraetion must be supplemented and modified 
much ·as was the description of the operation of 

the principle in the expansion process.! Strictly speaking, it is 
not actual but expected future demand for the product which 
gives rise to the demand for equipment. The present levd or 
recent movement (that is, . in our present case, the recendy 
experienced fall) of demand, (and/or prices) may be extrapolated 
in different ways into the future. We may arrange a whole scale 
of possible expectations, ranging from the more "optimistic" 
down to more and more "pessimistic" varieties. It may be 
assumed that the recent fall in demand is only temporary and will 
be followed by a rise, or that the new low levd will persist or that 
the downward movement will continue at the same,. or at an 
accderated, rate. If we say, for instance, that a gloomy oudook 
is bound to be created by a prolonged oontraetion, what we mean 

. is that people become more and more inclined to expect that a fall 
in demand which they have experienced in the recent past will 
continue (at· the same or at an accelerated rate). 

Thus, logically speaking, the door is open for all kinds of 
reaetions; and it is only a question of fact which one is the most 
frequent and typical. The supposition which underlies the rigid 
application of the acceleration principle is that the present levd 
of demand is assumed to rule in the future also. .Now, it is very 
doubtful whethedt is possible to generalise as to the exact bdlaviour 
of producers in this respect. Fortunatdy for the broad result, 
however, it is sufficient to indicate a certain range of expecta-

can be used. But as soon as it is durable. expectations as to the future 
development of, demand for, and prices of, the product become relevant; 
and, if these expectations a.re pessimistic, machinery will not be installed 
or replaced, even though it may be profitable on the basis of the present 
cost and output situation-that is, assuming that the present level of 
output and prices will persist. Producers will .. do 'Without "-that 
is to say, they 'Will work existing equipment beyond the .. optimum .. 
point (optimum, of course, only from the longer-run point of view). 
It is obviously in most cases impossible to vary in this way the require
ments for working capital, nor is there the same motive for doing so . 

• C/. above, § S of this Chapter. 
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tions as probable and to eliminate others as highly unlikdy . 
. Obviously, the cumulative process of contraction will go on-not 
necessarily inddinitdy, but for a while-if the low levd of demand 
reached at any point of time during the downswing is expected to 
persist, or if more pessimistic expectations prevail, the more 
optimistic oneS being regarded as on the whole unlikdy.l This 
would seem to be a fairly plausible assumption and perhaps it 
may even be somewhat relaxed without any fundanlental change 
in the result. 

The result is the cumulative process of contraction through the 
interaction of consumers' and producers' spending, through 
the operation of the accderation principle and the dependence of 
consumers' purchasing power on gross investment (production of 
producers' goods).' Expenditure on consumers' goods falls off. 
This in turn reacrs violently on -the production of producers' 
goods (accderation principle). Demand for investible funds 
shrinks. MV is reduced in one way or the other as described 
in § 8 above. Income and expenditure on consumption are further 
curtailed, and so on.· 

1 It is sufficient if this is the case in the majority of industries. Occa
sional exceptions would not alter the result . 

• Thill description of the dependence of consumers' purchasing power, 
and through it of the activity in consumption industries, on investment 
is analytically somewhat. difierent from the nse of the "Multiplier" 
concept by Kahn, Keynes and Harrod. But, substantially, the same 
thing is referred to in both cases, and it can be said that the idea of the 
multiplier is more or less explicitly implied in any description of the 
.. Wicksellian process u. 

• How long this procesa will last before it is finally brought to an end 
will be discussed below in Chapter 10, Section B. 
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, 
CHAPTER 10 

Part II 

THE TURNING-POINTS. CRISIS AND REVIVAL 

§ I. INTRODUCTION 

In the preceding sections, we have discussed the 
The problem. reasons why our economic system is subject to 

cumulative processes of expansion and contraction . 
. We have shown why, once started, such processes are cumulative 
and self-reinforcing. The question now arises how they can be 
started, how they actually or usually are started, and how they caii· 
be, and usually or actually are, brought to an end. 

The problem falls into two parts. 

A. How can an expansion be, and how is it in the normal 
course of events, brought to an end? Why does it not go on 
inddinitely? Why does it not lead up to a position of stable 
equilibrium instead of being always followed by a more or less 
severe contraction? The problem is closely connected-it is 
indeed almost identical-with the problem of how a contraction 
process is started. We therefore call it the problem of the upper 
turning-point or crisis.' 

B. How can a contraction be terminated, and how is it usually 
reversed? The problem is identical with that of the initiating 
causes of the expansion. We call it therefore the problem of the 
lower turning-point or revival. 

• See footnote· on page 161. 
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In both cases, we can distinguish between two 
"AaiJmtal" types of disrupting or mitigating forces-viz., 
tmJ " tJrgtJ1Jit" those which arise quite independendy of the process 

restraining of expansion or contraction which they interrupt 
fortu. and those which are usually or necessarily brought 

about by the process of expansion or contraction 
itself. In other words," in expansion or contraction may be 
interrupted on the one hand by an accident such as changes in 
the huvest due to weather conditions, influences from abroad 
(other than such as are induced by the contraction or expansion 
itself), spontaneous shifts in demand, etc., or it may on the other 
hand itself give rise to maladjustments in the economic system 
(counter-forces) which tend to check and reverse the very process 
(i.I., the expansion or contraction) by which they were brought 
about. "These maladjustments or counter-forces may be very 
various: they may be of a monetary or non-monetary character: 
they may be treated as the inevitable consequence of any expansion 
or contraction, or as dependent on circumstances not necessarily 
to be found in every expansion and contraction. 

Most cycle theorists have tried to prove that the second type 
of restraining force is all-important. Indeed, they us)la1ly accept 
the existence of such forces as a dogma, at least so far as the 
expansion is concerned. If this can be definitely established, the 
cyclical movement is in a higher degree an essential attribute of 
our present economic systeml than in the first case. We sha1l inves
tigate both possibilities. For, even if the second hypothesis can 
be proved to be correct-if, that is to say, a process of expansion 
or contraction cannot go on for ever because it generates forces 
which will counteract and ultimately reverse it-it is none the 
less important to show that it may be brought to an end by certain 
accidental factors, before those forces come into operation. An 
analogy will make this clear. It is true that every man must die 

I The term. "cycle" carries with it the suggestion that it is a coherent 
whole in the sense that one phase necessarily grows out of the OthOI. 
We have used the term in the less ambitious meaning of a mere alternation 
of prosperity and depression, leaving it open whethOI one phase is the 
inevitable outcome of the preceding one. or whether the connection 
between the successive phases has to be conceived as less rigid. 
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sooner or later of old age: but it is none the less true-and deserv
ing of attention-that many die earlier because they catch an 
infection or are victims of an accident. 

The importance of this consideration lies in the fact that (as has 
already been indicated and will be shown in detail) an expansion 
becomes more sensitive to accidental disturbances, after it has 
reached a certain stage, and similarly a contraction can be more 
easily stopped and reversed by some stimulating factor, after it 
has progressed for some time. Therefore, even if we were not 
in a position to prove rigorously that expansion generates contrac
tion and contraction generates expansion, II. fairly regular succession 
of periods of prosperity and depression, of expansion and contrac
tion, might be explained by accidental shocks· distributed anyhow 
over time. 

Thre, stag.s 
of the 

argtnJlmt. 

A. Th. DOIPll-tllT1l : Crisis 

§ 2. THE METHOD OF PROCEDURE 

It has already been pointed out, by way of illus
tration, that II. deliberate policy of deflation, pursued 
for whatever reason by the monetary authorities, 
or the interruption of an ambitious construction 
scheme may start. II. process of coptraction. We 

shall now consider how this works out in detail and what other 
events or factors must be held in mind. As a first step (§ ,), 
we shall suppose that such disturbances occur, and enquire how 
they exert their depressing influence· and, in particular, how an 
expansion may be interrupted and a general contraction be started 
by a factor which directly affects only a more or less restricted part 
of the economic system.. At first we assume such disturbances 
to occur independently of the cyele. That is to say, they may 
arise in any phase of the cycle, during the contraction phase just as 
well as during the expansion. If they occur when a general 
contraction is going on, the contraction will be intensified. If 
they occur during a general expansion, the expansion may be 
slowed down or, if the shock is violent enough, cut short. 

As' a second step (§ 4), we shall show why the system becomes 
more and more sensitive to disturbances after the expansion has 



Chap. 10 The D01lJn-hirn : eriris '47 

progressed for a while, so that such disturbances are likdy to 
have much more serious consequences if they arise in the later 
phase of the upswfu.g than in its earlier part. 

The thira step (§ s) consists in discussing those unfavourable 
influences or maladjustments which are likely to arise during the 
course of the upswing, or which are inevitably brought about 
by the expansion. J 

§ 3. THE PROXIMATE CAUSES OF CONTRACTION 

An outright and deliberate contraction of the' 
Din# circulating medium may be the proximate cause of 

tiefoztion by' the down-tum. Then we have at once a decrease in 
Gov,rnment the total demand for goods; and it is comparativdy 
or banks. easy, as has been shown in the preceding sections, to 

explain the further development of the contraction. 
It is much more difficult, however, to explain qow a disturbance 

which does not in itsdf consist of a decrease in total demand and 
which affects directly only a part of the economic system-as, 
for example, a particular branch of industry-'-Ca!l lead to a decline 
in total demand rather than to a mere shift in demand from one 
commodity or group of commodities to another. If we have 
explained how it brings about a decrease in total demand, then we 
may rely for the further explanation on the cumulative forces of 
contraction as analysed in the preceding section. 

I In the literature on the subject, the group of problems listed under 
the third head have attracted most attention, and the first two categories 
have been somewhat neglected. The first step in our scheme is, however, 
an indispensable preliminary to the third. Even if we are able to demon
strate that the expansion process creates maladjustments in the structure 
of production, it remains to show how difficulties which aliect a part of 
the industrial system are generalised and spread over the whole economy 
so that a partial breakdown brings about a geueral contraction. The 
problem is the same, whether the maladjustment has arisen independently 
or been brought about by the expansion itself. (There may, however, 
be a quantitative dilierence to the extent that maladjustments due to the 
expansion may be assumed to be especially serious.) 

Until all the three groups of problems and possibilities distinguished 
in the text are clearly recognised and analysed, we cannot hope to build 
up a theoretical structure which will do justice to the manifold complexities 
we meet with in real life. 
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We start by discussing the simpler cases where we have from the 
very beginning a decrease in the total demand for goods due to a 
decrease in the supply of investible funds. 

If a Government decides to de1late (that is, to retaIn a part of 
its revenue from taxation or other sources), the situapon is quite 
clear; but this occurs only in very exceptional circumstances. A 
case of greater practical importance is that of a restrictive credit 
policy undertaken by the central bank of a country. It is not 
difficult to find examples in financial history. The motive is 
usually to stop an internal drain on reserves or to restore external 
equilibrium. . The latter may be threatened by a great variety of 
causes. Prices in general may be too. high in· respect to prices 
abroad, because of an expansion at home or a devalUation or 
de1lation abroad. A Bight of capital or a cessation in the inflow of 
capital may have occurred. The loss of foreign markets due to a 
rise in tariffs or to some other reason ".g., the rise of a foreign 

. competitor) may have rendered the international balance of 
payments unfavourable. A bad harvest in an important crop may 
reduce expfi)rts or necessitate increased imports. 

Without being forced either by the external ·situation or an 
intemal drain on its cash resources, the central bank may contract 
credit because it fears the consequences of a prolonged expansion, 
no matter whether these apprehensions are justified or not. 

The commercial banks may contract credit for similar reasons 
on their own initiative without being forced or warned by the 
central bank. 

The catalogue of possible cases might be lengthened. Each of 
the cases mentioned might be analysed in greater detail and minor 
variations might be distinguished. But, at this stage, it may 
be sufficient to say what is true of all cases equally-namely, that a 
tightening of the supply of funds by the monetary authorities 
has a depressing influence and is capable, if strong enough, of 
interrupting an expansion and of..I.\shering in a contraction. 

This explanation will frequently be adequate to explain why a 
process of expansion has been slowed down or tumed into a 
contraction in II. particular country at a particular point of time. 
It is not, however, a sufficient answer in all cases-other interrupting 
forces will be discussed presendy-and, even if in II. particular 
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case a restriction of the money supply can be shown to have 
brought an expansion to an end, it does not follow that the expan
sion could have continued very long had the restrictive measures 
not been taken. This point will be discussed in § S. 

All these cases tum on a tightening of the supply of funds. 
The proxittn.te cause of the contraction is a decrease in the supply 
of funds, while, in the cases to be analysed next, the demand for 
investible funds falls and ushers in a cumulative process of contrac
tion. (As soon as this process has once got under way, contraction 
of demand and of supply interact and reinforce one another in a 
cumulative fashion as already shown.) 

We have now to discuss whether a disturbance 
Consetpmtm occurring in a particular branch of industry can give 
of II partial rise to a general contraction and, if so, how. Sup
breaJuJorvn. pose that, in an individual industry (say motoi-car 

production), a number of firms are forced to curtail 
output or to cease operating altogether. 

The causes and attendant circumstances of such a partial 
breakdown of an industry may be very different in different cases, 
so that it is impossible, without a number of ~peci£c assumptions, 
to say anything definite as to its probable consequences. The 
causes of the breakdown may be such as to exercise stimulating 
influences in some other direction in addition to the immediate 
depressing influences to which they give rise, so that the two 
tendencies may conceivably cancel out. This would be the case, 
I.g., i( the breakdown was caused by an ~expected shift in demand. 
Then we might have an increase in demand .for commodity A and 
a deCrease in demand for B. That which depresses industry B 
stimulates industry A. Even in this case it does not necessarily 
follow that the two influences offset one another in so far as the 
effect on total demand is concemed. Moreover, in other cases 
arising from different causes, there is no such instantaneous and 
automatic increase in demand at all, as we shall see presently. 

We shall discuss first the probable inBuences on total demand 
of such a partial breakdown under diJfercnt circumstances irrespec
tive of automatic counter-influences set up by the cause which 
brought about the breakdown. Afterwards we shall enquire 
about the latter. ' 



1,0 Natur. fJfJJ CtlIIJlS of tb. Cycle Part II 

A reduction in the l~el of output of a parti.;..w, industry will 
reduce the earnings of the factors employed: the wage-bill will 
diminish : and this will cause some decrease in the demand for 
wage goods. If sales go on for a while in the process ofliquidating 
stocks, the proceeds may be used for repaying bank loans and 
other debts instead of for the purchase of labour, materials, etc.
and this will have a deflationary effect. 

We have furthermore to consider the repercussions 01jl the 
subsidiary industries. The magnitude of these repercussions will 
depend on a number of circumstances. It will be greater if 
the reduction in output occurs unexpectedly than if it has been 
foreseen. If the industry in question has been expanding for 
some time and a further expansion. has been anticipated, a corre
sponding expansion in the subsidiary industry may come to a 
sudden end and the repercussions may be very serious. The 
assumptions may vary in detail, intemarional complications may 
~ome into the picture--.,.g., the industries furnishing raw materials 
and other means of production may be located in another country 
than the industries using them-and thus many cases with 
quantitatively different reactions and repercussions are conceivable. 
In any case, however, there is a clear tendency towards a reduction 
in the flow of money, a fall in total demand. 

This tendency will be intensified if the firms involved happen 
to be heavily indeJ:>ted to the banks. If a bank gets into difficulties 
and proceeds to contract credit, we have a clear deflationary 
move :we may refer to what has been said on earlier pages for 
an explanation of the consequences •. But, even if no bank is so 
seriously involved that it is forced to liquidate credit, difficulties 
of an important industry or of particular big firms maybe taken 
as a warning signal for caution and may make the banks more 
reluctant to grant or renew loans. 

So much for the consequences of such a partial 
Possibl. bieakdown irrespective of the causes by which it 
10l1li1 ... • was brought about. Now we tum to the latter 

tmtlen&ilS. and consider. whether they are likely to set up 
stimulating counter-tendencies. 

The curtailment in output of a particular industry may be due 
either to a decrease in demand or to an increase in cost. If a 
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decrease in demand is the consequence of !l deflationary move, we 
obviously cannot expect to find an offsetting increase in demand 
elsewhere. There is then no opposing force to the deflationary 
influences spreading from the breakdown in the industry conceme<L 
But this case is ruled out in the present instance, because what we 
are seeking to explain is how a reduction in the total flow of 
purchasing power can be brought about by a disturbance which 
neither in itself involves nor' results from such a reductioI/.. If 
contraction _ is already under way, it is (as we have seen) 
comparatively easy to explain how it develops further. 

If a decrease in demand for commodity A is due to a shift in 
demand to commodity B, then we have a decrease and an increase 
at the same time, and it ,depends on a number of circumstances 
which have been discussed in connection with the acceleration 
principle of derived demand whether on balance it works out as 
an increase or decrease in total demand. In the absence of further 
indications, we may classify this case as neutral. 

Suppose, however, that a fall in production has been brought 
about by the producers' being disappointed in their expectations 
about demand. Production has been begun or expanded in antici
pation of a certain increase in demand. If this demand is not 
forthcoming, or if the expectations are revised in a downward 
direction, a resulting fall in production will not-except by 
chance-be offset in its influence on the flow of money by an 
increase in demand somewhere else. This would seem to be a 
very important case : it will be specially apt to arise during the 
upswing of the cycle, when production is being carried in various 
directions into unknown territory. 

D.lay,d 
"'(Knotl of 
inns/mlllt. 

It may be argued that ~ decrease of investment 
in a number of branches of industry will liberate 
investment funds, reduce the rate of interest, and 
thus provide an incentive to invest the funds some
where-else. But it is unlikely to happen all at once. 

Even in the most favourable case, where no business failures resuh 
from the cessation of investment and no banks are affected so that 
no special inducement to hoard is produced, there will usually be a 
delay between the new funds' becoming available and their use for 
new investment. Investment plans are not always prepared in 
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advance, so that they can be put into operation at short notice 
when the situation changes. They must be planned; and. even 
when they are planned, a certain amount of preparatory work is 
usually required before orders are given an.d the money, is actually 
spent. Therefore, a temporary hold-up in the Bow of money is 
an eminently probable contingency. 

The same is true where a shift in demand is such that the increase 
is to the advantage of foreign goods, while the decrease is to the 
disadvantage of home industries. 

We tum now to the case where the curtailment 
Rise ill t:fut of output is due to an increase in cost items. If the 

as &llIISe 
ofaparlial 
breahlowlf. 

capital cost, that is the rate of interest, rises because 
the banks are forced to restrict credit or because 
capital goes abroad. the situation is clear. Here 
the rise in cost is the modttr operlllflii of a contraction 

in the supply of funds and the reduction.in output caused thereby 
will intensify the contraction. There are, in this case, no automatic 
and instantaneous offsets provided by the circumstance (m., the 
rise in cost) ""hich is responsible for.the reduction in output. 

Nor, again, is there any direct offset in the important case where 
the increase in cost is due to public intervention or to the monopo
listic action of the owners or producers of one of the means of 
production. Suppose that wages are being raised by trade-union 
action or by Government decree and that this rise in cost leads 
to a reduction in output. In this case, no offset is provided against 
the deflationary influences set up by the reduction in output. 

The same will usually be true where the price of a raw material 
or semi-finished good is raised by the monopolistic action of the 
producer. 

A 'Somewhat different situation arises where the rise in cost of 
industry A is due to increased competition for the means of 
production by other industries. Then a compensatory change is 
provided in the shape of the increased production of the other 
industries. 

This discussion leaves us with the conclusion 
COII&IN.fiOlf. that a breakdown in an individual industry may 

very well cause at least a temporary fall in total 
demand below the level at which it would otherwise stand. 
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Whether this will start a cumulative process of conttaction or not 
depends, first, on the magnitude of the disturbance and secondly 
on the general situation.> If a general expansion is going on 
which has not yet exhausted its force, such a disturbance may 
be "overcome, provided it is not too strong. If, however, the 
expansion has already lost its 1Ian, the economic system will be 
Vulnerable and may easily be plunged into a process of general 
conttaction. This point we propose to consider in the following 
section • 

• A word must be said as to the relation of this analysis of the probable 
consequences of partial disturbances to the familiar analysis of the same 
events on the basis of static equilibrium theory. According to the latter, 
a reduction of output and employment in a particular industry liberates 
forces wbich tend to restore equilibrium : wages should faU, and this 
should make for re-employment of the dismissed workers. Of course, 
wages may be kept up and the mobility of the workers may be defective 
-in which case unemployment may persist for a long time. But this 
need not cause a general contraction. On the other hand, if the process 
of investo1ent in a particular industry is interrupted or scaled down, 
because expectations about the future demand have been revised in a 
downward direction (for any reason whatever), investable funds which 
otherwise would have been invested in the industry in question are set 
free : the rate of interest should fall, and this should induce investo1ent 
somewhere else. 

The tacit assumption underlying this reasoning, in so far as it applies 
to a monetary economy at all, is that the total fi.ow of money, MY, is 
not red uced--<lO that on this assumption it is impossible to explain why 
such a partial disturbance should lead to a general contraction. Our' 
analysis bas shown that the static theory is inadequate. It describes 
(as it were) an ideal case which may oocur, but ouly under particular 
favourable circumstances. In the probable event of a hold-up--<oven 
a temporary hold-up--in the total stream of pmcbasing power, the forces 
of contraction may drive the economy farther away from equilibrium; 
and the equilibrating tendencies may not have time to come into play or, 
if they do come into play, may not be strong enough to restore equilibrium, 
since the disturbance to the latter will have been still fUJtber increased 
in the meantime. What is treated in the static theory as an inatantan
eous adjustment may be a long-drawn-out and painful process of contrac
tion. It may occupy the whole period of the downswing of a business 
cycle, duriDg which the whole situation may nndergo far-reaching changes, 
so that the equilibrinm eventually attained will in all probability difler 

. considerably from the equilibrium which under more favourable circum-
stances might have been reached, if not at once, at any rate soon after 
the occurrence of the disturbance. 
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§ 4. WHY THE BCONOMIC SYSTEM BECOMES LESS AND LESS 

CAPABLE OP WITHSTANDING DBFLATIONARYSHOCKS 

AFTER AN EXPANSION HAS PROGRESSBD BEYOND A 

CBRTAIN POINT 

W~th. 
expansion 
tailr off. 

We have seen that an expansion is in its first 
phase of a somewhat'precarious nature, so that it is 
liable to be reversed by an accidental disturbance. 
If it has a chance to devdop undisturbed for a while, 
it is likely to gather momentum and then becomes, 

to a certain extent, immune against disturbances, such as those 
analysed in the preceding section, which tend to reduce total 
demand and ],ring about a general contraction. This immunity is 
the ~sult of the fact that total demand is increasing so fast that 
an adverse influence, which in, other circumstances would have 
i,nitiated a contraction process, does not lead to an absolute fall of 
total demand, but only to a slowing-down of the upward movement. 
We must now enquire why the movement should necessarily slow 
down after ~' while and eventually come to a standstill, so that 
there is a growing danger that a contraction process may be 
started by some chance disturbance, such as is at any time liable 
to occur. 

In.ltUtidty 
of money 
SIIPPlY· 

The two most essential conditions for the smooth 
progress of an expansion are, broadly speaking, 
an clastic supply of money and an clastic supply of 
means of production.· Both conditions are essential. 
If either is lacking, the situation becomes precarious. 

Suppose that the money supply is inclastic in the upward direction 
(with or without full employment of the means· of production
that is to say, with or without perfect inclasticity of the supply of 
means of prcoduction). By an indastic money supply we mean 
inthls connection that an increase in the demand for investible 
funds evokes no further increase-or only a small increase--'-in 
the total supply of money (i.I., of.MV, which is in another aspect 
the total ,demand for goods) and exhausts its effect instead in 'a 
rise in the rates of interest. It must not be assumed, however, 
that the supply of money is equally inclastic in a downward 



Chap. 10 The D.llllI-hir1I : Cri.rir 

direction-that is, that a decrease in demand will produce at once 
a sharp fall in the rate of interest so as to stabilise"M:V. If, in 
such a situation, a partial disturbance arises of the sort analysed in 
the preceding section, tending to produce a hold-up in the stream 
of money, we get an absolute decrease in "M:V (not only a decrease 
in the rate of increase), which may easily engender a general 
contraction. 

In a general way, it is evident-we shall come back to this point 
-that, under almost any monetary organisation with which we 
are ifquainted, a continuous expansion will in practice lead sooner 
or later to a growing inelasticity in the money supply. The 
potentialities, of monetary expansion which were stored up during 
the preceding depression are gradually exhausted-not to speak 
of restrictive counter-tendencies, to which we shall refer in the 
next section. 

Let us turn now to the other requisite for a 
lnela.rlility smooth development of the expansion-viz., a 
of SIiPPlY of fairly elastic supply of means of production. Here, 

mefJIIS of again, it is the elasticity in an upward diiection
'ProdlifliOfl. capacity for extension-which is, in question. The 

supply of labour, at least, is presumed to remain 
extremely elastic in a downward direction: that is to say, a fall in 
demand does not lead to a heavy fall in wages in such a way as to 
stabilise employment. Elasticity of supply in the downward 
direction, coupled with inelasticity in the upward direction, is 
equivalent to a rigidity in wages. It is of the very essence of the 
expansion that it leads to fuller employment and that the supply of 
the means of production becomes less and less elastic in the upward 
direction. An increase in demand leads rather to a rise in wages 
than to an increase in supply and empfoyment. Lack of elasticity 
of supply in the upward direction is thus equivalent to great 
flexibility of wages.in the same direction. Unfortunately, this 
lack of elasticity in the labour supply, which is a desirable thing 
in so far as it is due to increasing employment and to the exhaustion 
of the reserve of unemployed, has (as will be explained presendy) 
the same clfect as a rigid money supply in that it makes the 
econonUc system less resistant to the impact of deflationary forces. 
The situation is the more serious in that-unlike a rigid money 
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supply-it cannot be avoided by purely institutional (i.,., monetaty) 
reforms. 

Take fust an extreme case. Suppose full employment of all 
factors of production.. The money stream, MV, must then 
remain constant in face of the forces making for expansion---a:cept 
to the extent to which the natural increase in the supply of factors 
(population growth) and in their efficiency permits of an increase 
in output-or else prices must rise and an outright inflation 
develop. If the latter happens, it is easy to see why the position 
is untenable, why the rise in prices will become progressive and 
will lead sooner or later to a breakdown.> If, on the other 
hand, MV is kept constant, in spite of the rise in the demand for 
funds, equilibrium may be preserved: but (as has been explained 
above) the system is then very sensitive to deflatioDary shocks 
and may easily be plunged by some accident into a spiral of 
contraction. 

These considerations make it clear that, under full employment, 
a given deBationaty shock. is more likely to entail a general 
contraction than if the supply of labour and other factors 
of producti~n is elastic. In addition, it can be demonstrated 
that certain events which necessitate a shift in production will 
cause more serious distutbances, and are therefore more likely 
to produce a deBationaty shock, under conditions of full 
employment than when the aggregate supply of factors of produc
'lion, and therefore the supply of finished goods in general, is 
capable of expansion. 

Suppose, for example, there is a shift hi. demand. 
Shift The demand for commqdity A inCRases and that 

in u",and for B decreases. An increase in the production 
with rigid of A must, wider full employment, have an unfavour

ja<ffJr mppIY. able effect on the cost of production in other 
industries. Since the factors·· are not perfectly 

mobile and interchangeable, we cannot assume (except under very 

• This statement might. perhaps, be somewhat modified : a slow rise 
in prices may perhaps be maintained for a long time without degenerating 
into a headloug inflation. This qualification does not, however, substan
tially affeet the argument. 
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special circums1llnces) that this pressure on other industries is 
at once relieved by the liberation of factors of production in 
industry B. 

This case can be generalised. Anything that necessitates an 
increase of production in one industry will affect other industries 
adversely by :raising their cost of production. Under full 
employment, one industry can expand production only at the 
expense of a contraction of output in other industries, whereas, 
under conditions of elastic supply of means of production 
in general, anyone industry can toa certain ext7Ut expand 
production without raising costs to other industries, simply by 
drawing on the existing reserves of unemployed labour and 
idle resources. 

We have so far contrasted the two extremes
S «tional full employment on the one hand and perfectly 

"-in.lasticity of elastic supply of all factors (and therefore of finished 
SIiPPlY of goods) on the other hand. What we find in reality 
/aboll1'. is, of course, always an intermediate state. Even 

at the bottom of a severe depression, the supply of 
factors and of finished goods is not perfectly elastic, while at the 
height of the boom there is never absolutely full employment. 
Technologically speaking, there is almost always scope for increas
ing total production to a certain extent by drawing into employ
ment hitherto unemployed factors, provided we assume sufficient 
mobility of the means of production. But this does not by any 
means invalidate the argument, since it is sufficient to assume that, 
during the course of the upswing, the supply becomes less and 
less elastic, even if it does not start from the one extreme or ever 
fully attain the other. 

This leads to a very important conclusion. The sensitiveness 
of the economic system to deflationary shocks will become great 
long before completely full employment has been reached. The 
reason is that the existence of a level of unemployment which 
might at first sight appear relatively high can by no means be 
taken as a safe indication of great elasticity of the supply of factors 
of production or of output in general. In other words, !;he mere 
fact that there is still much unemployment does not JUstify the 
conclusion that an increase in the total demand for goods in terms 

18 
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of money will elicit an increase in output· and employment 
almost proportional to the increase in demand coupled with a 
comparatively slight rise of prices in general. 

The unemployed workers of a country as registered by the 
statistics at any particular moment are not a homogeneous reserve 
army from which each industry can draw the men needed with the 
required qualities at the prevailing wage rates. The total of 
unemployed is made up of unemployables, men of inferior 
quality, unskilled and skilled workers. Many of them, especially of 
the last group, are specialised for a certain type of work; anej all of 
them are attached to a certain locality and cannot be easily moved to 
another part of the country. The existence of a large total does 
not in the least preclude the possibility of a shortage of labour in 
many special fields. When employment expands, there is natur
ally a tendency to re-employ first the better men; and the &rtber 
the expansion progresses, the greate. the obstacle to general 

. advance represented by the scarcity in particular lines. The 
same holds true, mlltam mlltandis, for other means of production . 
.. Bottle-n~s" develop in the structure of industry at various 
points, with the result that, if monetary expansion continues and 
total demand increases, it is to an increasmg extent prices rather 
than output or employment which rise. 

In such a situation, it is clearly misleading to speak of elasticity 
of supply or output as a whole, or of elasticity of labour or &ctors 
of production in general, and to measure it by the total figures of 
unemployment or by some average over the whole industry of 
the technically' possible increase of OUtpllt.. .The ,.elasticity of 
supply is not uniform: it depends very much on the path which 
expansion tends to follow. In other words, it depends on the 
increase in total demand and the distribution of the given increase 
in demand among the various products. If, in the course of the 
expansion, demand increases for the product of those industries 
where a large part of unemployment and over-capacity is concen
trated, the elasticity of supply and employment will be greater than 
in the case when demand tends to flow into channels where there 
are no unemployed factors. In the latter case, a given increase in 
demand will lead to a rise in cost and prices, and the favoured 
industries may draw away factors of production from those 
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industries where demand has not risen.' It follows that it is quite 
wrong to think that there is no danger of a rapid rise in prices 
from an expansion so loog as there is considerable unemployment. 
We may sum up the findings of this section as follows : 

During the course of an expansion which has started from the 
depth of a depressioo, the economic system becomes the more 
vulnerable the nearer full employment is approached. That is 
to say, on the one hand the system becomes more sensitive to 
deflationary shocks, and on the otht:r hand the deflationary 
possibilities of certain changes become accentuated. 

, A striking illustration is provided by the present situation in Germany, 
which is described. in U Die Wirtschaftskurve," herausgegeben unter Mit
wirkung der Frankfurter Zeitung (Heft III 1933/36, February 1936, 
pages '37-'39) in a passage which may be summarised as follows : 

Credit expansion in the form of notes and deposits took place in 
Germany in the years 1933 and 1934, though it was in part offset by the 
continuance of hoarding and debt repayment. At the time, however, 
the economy was just recovering from a deep depression; and raw 
materials, plant capacity and labour were available in abundance. 
Owing to the elasticity of supply in all branches of industrial production, 
the additional purchasing power was fully compensated bya rise in produc
tion with scarcely any rise in prices. 

In 1935, on the other hand, owing to the rapid recovery-and, in part 
also, to the foreign trade difficulti~ortage of raw materials developed 
in certain directions : stocks diminished : and here and there plant 
capacity was exhausted, and even the labour supply ran short. The 
elasticity of supply heving thus declined, expansion became possible 
only at increasing co.ort: and. the writer considers, the limits of compen
satory credit expansion were reached. 

It is true thet the industries producing for mnsnmption hung behind 
the investment-goods industries to a greater degree than in any previous 
upswings ; and it was only in the latter thet there was any evidence of 
approaching exhaustion of the forces of expansion. Conceivably, the 
expansion might have been directed to the consumption industries but 
for the programme of rearmament. under which Government orders 
continued to be mncentrated on investment-goods industries. In spite 
of the possibilities of expansion in the direction of the consumption 
industries, a continuance of the policy of financing orders for the invest
ment industries by credit expansion would have meant (the writer argnes) 
a transition from compensatory to inflationary credit expansion ; and it 
was for this reason thet increased resort was had to taxation and to the 
savings of the public for the purposes in question. 
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, 
§ s. DISTURBANCES CREATED BY THE PROCESS 

OF EXPANSION rrSELF 

Part II 

Having now shown that, with the progress of 
Two grosps of expansion, the economic system becomes more and 
mshlrbfJllres more sensitive to deflationary shocks, and that 
eonrewable. certain changes in demand and production which 

may occur at any time become more and more liable 
to produce on balance a deflationary rather than an infiationary 
effect, we proceed to enquire into the likelihood of the expansion 
itself (or certain more or less regular features of the expansion 
process) giving rise to serious maladjustments in the body economic 
operating as starters and intensifying factors of a cumulative 
process of contraction. The analysis of existing theories of the 
.cycle has furnished a number of hypotheses. Few of these seem 
to be definitely wrong or a priori impossible. What is unsatis
factory, ho,,?"ever, is the exclusiveness with which many writers 
proclaim one or other of these hypotheses as the only possible 
solution. Our task therefore will consist in setting out in a 
logical order the various possibilities and determining their mutual 
relationship. 

We may distinguish two groups of disturbances which may 
possibly be created by the expansion itself or, to speak more 
precisely, may be expected to arise in the economic system in the 
course of an expansion. (I) There may be a mechanism which 
works in such a way that a monetary expansion is after a while 
turned into a contraction without the latter being induced by 
previous loss, or the expectation of loss, in any particular industry. 
In other words, there may be no difficulty in any particu1ar 
industry: cost may everywhere be covered by itctual and expected 
selling price; but .there comes a hitch in the How of money, the 
total demand for goods falls off, and this gives rise to a cumulative 
process of contraction. (z) The other and (as we shall see) much 
more promising hypothesis is that, as a result of the maladjustments 
in the structure of production which are inevitable in any expansion, 
some particu1ar industry or group of industries is forced to curtail 
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output and employment, and thereby start a general contraction in 
the manner described in § 3 of this chapter. 

The first hypothesis may be called a purely monetary explanation 
of the down-tum, while the second is not purely monetary. But 
it is not intended to attach special importance to this terminology. 

We begin by discussing the first hypothesis. 
The ptm{y Under any monetary arrangement which implies a 
lIIonetary 

.xpkmation 
of th. 

d_fllm. 

limitation of the quantity of legal tender money, 
such as the gold standard, there is an upper limit 
(gradually approached during the upswing) to the' 
expansion of MV. This, as we have seen, explains 
the fact that the economic system becomes more 

and more sensitive to deflationary shocks. It does ~ot, however, 
explain -why, in the absence of such shocks, an expansion of MV 
should immediately be followed by a contraction rather than by 
a period of stability in MV. 

Mr. HAWTREY (as was shown in the first part of this book) has 
endeavoured to establish the existence of a monetary mechanism 
in which the mere cessation of credit expansion leads to a sub
sequent contraction. His theory is based on the lag of cash reserves 
in the banks behind the expansion of credit. The drain of cash 
continues after the expansion of credit has come to an end. The 
banks watch only the present position of their cash reserves and 
do not foresee that these will shrink for a while after credit has 
ceased to expand. So they are led to expand too long, and later 
they are forced to contract in order to_ maintain their reserve 
proportions. 

The theory is not very convincing. It implies that all that is 
required to forestall the contraction is for the central bank to 
furnish the commercial banks with the necessary cash to relieve 
them of the necessity for contracting credit. The discussion of 
our second hypothesis and of the different cases which it covers 
will show that this implication is hardly acceptable. Moreover, it 
is difficult to believe that the banks would not learn fi:om exper
ience, and would repeatedly make the same mistake of under
estimating the drain of cash consequent on a given expansion of 
credit. The following discussion, by showing that the situation 
at the end of the boom is much too involved to be put straight 
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simply by preventing a contraction in the money supply, will 
afford an effective criticism of this particular explanation of the 
down-tum. 

Besides the reason given by Mr. HA WI'REY, is there any other 
reason why a hitch in the flow of money should regularly occur in 
the absence of difficulties in any particular line of production ? 
It is easy to conceive of aJJ kinds of chance disturbances of a purely 
monetary or institutional character, arising at home or abroad, 
which might be capable of inducing hoarding on the part of 
somebody. But it is difficult to see why this should be a necessary 
or probable result of an expansion, provided that it is not the 
consequence of a disturbance in the productive process. The 
rise in interest rates which we almost invariably observe during 
the upswing as a result of a rise in the demand for investible funds 
provides an incentive against hoarding. (High interest rates as 
such may, of course, be the result of a'tendency to hoard. But 
·this is certainly not the case in the earlier part of the upswing. The 
question is only whether such a tendency does not manifest itself 
in the last plaase of the boom.) 

We tum now to the second group of possible 
S/rsI&fNral disturbances which the expansion may bring about: 

mal- viz., maladjustments in the structure of production 
aJjll.ftments arising out of the fact that, in some industries, the 

likelY. selling-price of the product falls short of the cost 
of production or, in other words, that demand is 

insufficient to take up production at remunerative prices. There 
is no initial decrease in the total monetary demand for goods-i.,., 
in the money stream; but the flow of goods does not correspond 
in aJJ its ramifications to the Bow of money and its divisions, 
and therefore in some lines of production demand does not 
cover cost. 

Prima faa., it is not at aJJ surprising that serious dislocations 
in the structure of production should make their appearance during 
the course of a general· expansion, when far-reaching changes 
occur in many parts of the production process. What we find 
during an expansion are not slight adjustments on the margin of 
production in this Or that industry-in which connection it is 
safe to disregard indirect repercussions and to assume, if not 
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perfect. at any rate approximately correct, foresight on the part of 
• the producer.;. On the contrary, we find that far-reaching changes 

are UI1der way : long-term investment is taking place in many 
lines : new commodities are being introduced (though the line 
between the introduction of" new" goods and the improvement 
of the quality of old ones is very hazy) : goods, the consumption 
of which was so far confined to the upper classes, are being made 
accessible for the consumption of the masses : new processes of 
production are being put into operation : and all these changes 
must profoundly influence conditions of cost and of demand for 
any given industry. Consumers are induced to rearrange the 
system of their expenditure. Relative prices of the various 
finished products and of half-finished goods and factors of 
production change. 

Is it so astonishing that, under these circumstances, serious 
maladjustments should develop in the industrial structure as the 
expansion goes on? Without as yet being able to specify the 
exact nature of these maladjustments, it would seem highly improb
able that, in a rapidly expanding system, the eXpansion should 
proceed smoothly and eventually tail off into a state of full 
employment.! 

Operation 
of 11M 

omieration 
prineip!.. 

If we go on to enquire what kind of maladjust
ments are likely to develop during an expansion, 
we must remember that an expansion always starts 
from a position of partial employment of labour 
and other means of production. For some time, 
output can and does rise all around-i.,. both in 

consumers' and producers' goods industries--41though the rate 
of increase is not everywhere the same. & has already been 
pointed out, an expansion could not go on very .long if it started 
from a state of full employment or if it had already reached such a 
state in the course of its progress. Prices would rise rapidly. No 
industry could expand output except at the cost of a contraction in 
other industries. That is certainly not the situation we actually 
find during an upswing. We must put this picture from our 

'. This (wi- faiM B.IgUment for the likelihood of a serious maladjust
ment arising has been especially stressed by Professor Schnmpeter. 



Nature and CtlIISes of the Cyrle Part II 

minds if we are to view what happens at the end of the boom in 
the right perspective. 

We have seen that an expansion, however it may i)lIve been 
originally set afoot (whether by an initial increase in consumers' 
or producers' spending, in consumption or in investment), is 
characterised by a rapid increase in investment. During the 
preceding depression, repairs, replacement and improvements in 
all industries which require the investment of capital have been 
postponed and, so to speak, stored up. Gradually all this latent 
demand for investment becomes effective and feeds the boom. 
The expansion in investment generates income and demand for 
consumers' goods. Consumption industries expand, and this 
enhances the demand for investment goods. Since there is a 
reserve of idle factors of production, the process may continue 
for some time unobstructed. 

This is a fact of considerable importance. It a general expansion 
can proceed a long way smoothly, the "acceleration principle of 
derived demand has time to work itself out. That is to say, a 
number of industries will be developed to a level which they can 
maintain only if other industries (or the system as a whole) go on 
expanding at a given rate. Quite apart from any limits which 
may be set by insufficiency of demand or any other cause, this 
rate of expansion is feasible only so long as there is a fairly elastic 
supply of unemployed factors of production. This type of 
maladjustment is not so likely to arise, or at least to develop to the 
same extent, if an expansion starts from full employment. In that 
case, it will very soon. encounter "Strong resistance in the shape 
of steeply rising costs, and it is not likely that any considerable 
number of industries will be able, by the installation of highly 
durable equipment, to adapt themselves to a rate of expansion in 
other industries which it is not possible to maintain. At any rate, 
the danger of the devdopmCD:t of a serious maladjustment in the 
structure of production is much greater in the case where an 
unusually rapid expansion all along the line is made possible by 
the existence of unused resources which are gradually drawn into 
employment than in the other case where we start from fairly full 
employment. If a certain industry expands production and hence 
increases its demand for producers' goods (say, machines), the 
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producers of these machines will admittedly not at once jump to 
the assumption that this increased demand will continue to be 
forthcoming for a very long time. Consequendy, they will not 
at once adopt the most up-to-date capitalistic methods of produc
tion requiring the installation of highly durable plant which 
cannot be amortised except over a considerable period of 
activity on an enlarged scale. The longer, however, an expansion 
of production in various directions continues unobstructed, the 
more optimistic will become The expectations as to its future 
continuation at the same or an increasing rate. Producers in a 
number of industries get accustomed to a level of demand which 
cannot continue for ever : possibly they are led to expect a rising 
demand, or even rising prices-which are still less likely to be 
long maintained. It is very improbable, therefore, that the 
system will be in equilibrium when it approaches the upper limit 
of the expansion. The mere cessation, or even the slowing
down, of the expansion will produce a serious setback in a 
number of industries; and this may very well lead to a general 
process of contraction in the manner described in § 3 of this 
chapter. 

Effe~t oj 
mJit 

If this analysis is correct, the following important 
conclusion seems to be justified. If a general 
expansion which has been in progress for some time 

shorlllg. comes to an end for purely monetary reasons, 
011 JeriwJ the economic system will very probably find itself 
J.maM. in the presence of serious maladjustments in the 

structure of production, which make it very likely 
that the expansion will be immediately followed by a contraction 
rather than by a period of stability. Let us analyse this case more 
closely. An expansion is going on, so far undisturbed by any 
maladjustment in the structure of production. There is scope for 
a further expansion of production since there are still idle factors.' • 
which can be drawn into employment, and no serious "bottle- ,. 
necks" have so far developed. There is a sufficient demand for 
investible funds; the output of the capital-goods industries 
increases; and so, although at a' lower rate, does output in the 
consumers' goods industries. Now, the monetary authorities 
put the brake on the expansion of credit because of the international 
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situation of the country or for some other reason. The total 
demand for goods in terms of money ceases to increase and the 
expansion comes to an end. It is possible, and even probable, 
that" this cessation in the inflow of new credit will at once produce 
difficulties in the capital-goods industries, because a number of 
investment schemes have been started which cannot be completed 
in the absence of investible funds. But, even if we assume that 
the difficulty in raising the necessaty funds for their completion 
can somehow be overcome-e.g., by inducing people to provide 
the necessaty capital through increased savings-there remains 
the other more fundamental difficulty that the scale of output in 
the capital-goods industries is geared to an expanding production 
in the consumers' goods industries. If the latter stop expanding, 
the former lose a part of their market and are compelled to scale 
down ·the level of their activity---even where they might be able 

. to raise the necessaty sums to carry on at the old level Clearly, 
the situation cannot at once be rectified by increased voluntaty 
'saving for the reason that the money saved will not, in the situation 
'assumed, find an immediate outlet in new investment. 

It should 'be noted that this disrupting effect of a cessation of 
monetaty expansion is independent of: (a) any credit restriction 
which the banks may be forced to make for the reason given by 
Mr. HAWTREY; (b) the fact that, when MV is no longer rising, the 
economic system becomes sensitive to chance deflationaty shocks 
(as explained in § 4 of this chapter); and (&) the fact of a substantial 
rise in prices having taken place. The setback may occur in a 
comparatively early phase of the upswing, when supply of factors 
is still fairly elastic and prices have not perceptibly risen. If prices 
have gone up for a while and producers in various industries 
have been led to expect a further rise, the disappointment 
caused by the cessation of expansion and of the rise in prices 
will be all the greater; but the rise in prices is not an essential 
condition. 

In this case, the collapse of the boom and the onset of the 
contraction could be avoided, for the time being, by removing the 
hindrances to a further expansion of credit. (Whether this is 
feasible from political, social, or psychologicai points of view 
is another question, which we need not discuss here.) But it 
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goes without saying that it does not follow that the boom 
could go' on indefinitely, if only the supply of credit were kept 
elastic. 

Eff«t of 
Jhorfage of 
jadorJ D1J 

derived 

Let us now drop the assumption that the expan
sion comes to an end prematurely because of an 
insufficient money supply. Let us suppose that 
it has a chance to develop without hindrance from 
the monetaIy side. What are then the possible and 

delllantl. probable outcomes? 
. In the previous case, we have assumed that 

the general expansion of production comes to an end because 
the increase in the Bow of money is more or less suddenly stopped. 
Suppose now that the check to expansion comes at an advanced 
stage of the upswing when almost all idle factors, especially labour, 
have been drawn into employment. On this assumption, the 
general increase in employment and output must now come to an 
end (or, more precisely, slow down to the rate which is made 
possible by population growth, inventions, etc.). If at this point 
the level of activity in a number of industries is still dependent on 
the growth of employment and produc?0n in other industries
i.e., if replacement demand has not yet picked up by so much as to 
absorb the whole output of machines'-the volume of output 
will not simply stop expanding and go on at the level which 
it has reached. It will actually decline in the capital-goods 
industries, which are geared to the expanding consumers' goods 
industries. 

Evidently, the situation cannot be put straight simply by trying 
to continue monetaIy expansion. The total production cannot 
go on increasing at the rate so far maintained. Some capital-goods 
industries are adapted to an expansion of the lower stages. Hence 
there must be some change in the direction of production (or else 
the production in the'capital-goods industries in excess of replace
ment requirements must be taken on stock-an impossible assump
tion which we may discard a iimine). There must be a certain 
minimum of adjustability, which will involve certain shifts of 

• This possibility of smootb termination of a growtb process bas been 
discussed in tbe first part of tbis book (see page 87). 
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labour from one industry to another,' if a serious reduction in 
output and employment in the capital-goods industries is to be 
avoided. 

Shift in 
protlll&tion 
inevitable. 

Let us now try to compare this situation with 
those which we have analysed in the first part of this 
report. Can we classify the situation with which 
we are now concerned as a case of under-saving 
or over-saving? In the first part of this work, we 

defined a maladjustment due to under-saving (shortage of capital) 
as one which could be avoided if people would save and invest more 
and spend less on 'consumption, and a maladjustment due to over
saving (under-consumption) as one which could be avoided by the 
opposite procedure. In our present case, there must be some 
shift in production. If this cannot be achieved. neither more nor 
less saving on the side of the public can prevent trouble. If such 
a change in production is possible, the £ilFther outcome depends on 
the direction in which it can technically be achieved with least 
'resistance. If in the capital-goods industries which lose part of 
their market because the lower stages no longer expand output 
capacity can be comparatively easily adapted to produce other capital 
goods, an increase in saving will be conducive to re-establishing 
equilibrium, because it will enable various industries to adopt more 
capitalistic methods. of production-that is, to increase their 
demand for capital goods without complementary resources 
being available.l On the other hand, it may be that,an adaptation 
to the production of some sort of consumers' goods can be more 
easily achieved. In that case, less saving will be better calculated 
quickly to restore full employment. In both cases, however, it is 
a question, not only of changing the ratio of spending and saving, 
but also of consllnling the required goods and investing in the 
required direction. 

Thus,. as soon as one goes into dctaila, the problemJ>ecomes 
extremely involved: a number of variants have to be distinguished: 

• Whether this can be achieved rapidly is very doubtful. Probably 
a certain delay will be unavoidable which may easily be suJlicient to 
cause a bold-up iu the money stream. which in turn will start'a general 
contraction (as explained in § 3 of this chapter). 
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and it is almost impossible to tell which is the most likely outcome. 
It is, however, certain that important shifts in production are 
necessary and that there is no guarantee that they can be effected 
smoothly. Temporary unemployment is almost inevitable and 
a certain number of breakdowns and bankruptcies are very likely 
to occur. Hence the probability that a contraction process will be 
started would seem to be great. 

The fundamental assumption in this case is that 
Where rviJ/ the expansion proceeds smoothly up to'the point 

.. bottle-tIlt1e.r" where all unemployed factors have found employ-
arise? ment and then comes to an end rather abruptly. 

This is, of course, an extreme caSe, which will 
probably not be realised in a pure form. If the expansion does 
not happen to be directed along "the path of least resistance" 
as determined by the distribution over various industries, of 
the available resources and theix mobility, the situation which 
we have discussed will arise before all unemployed factors 
have been absorbed. This will manifest itself in the emergence 
of "bottle-necks" -that is, in the increasing scarcity of some 
factors of production leading to a rise in_ prices of certain 
commodities and a slowing-down of the expansion in this or that 
industry. 

These bottle-necks may make their first appearance in any part 
of the economic system. They may first appear in the consumers' 
goods industries or in the capital-goods industries, or may be 
distributed in a random fashion over the whole economic system. 
It is hardly possible to generalise about theix probable localisation, 
which depends-given the distribution of the available resources 
at the beginning of the expansion-on the direction in which the 
latteI develops. Let us briefly consider the main determining 
factors. The boom may be concentrated to a higher or smaller 
degree in the capital-goods industries. In other words, the 
roundabout ways of production which are undertaken during the 
upswing may be longer or shorter. Whether they are longer or 
shorter depends: first, on the rate of interest and the elasticity 
of supply of investible funds as determined (a) by monetary factors 
(banking policy, supply of investible funds from private hoards, 
etc.) and (b) by the public's propensity to save part of theix 
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current income ; secondly, on - technological opportunities to 
invest, the nature of the "new combinations" whlchhave 
become available, etc. ; and, thirdly, on the amount and 
direction of consumers' demand. Compare, on the one 
hand, a boom fed and propelled by armament demands and 
public constructions such as is in progress at the present 
time in various countries, especially in Germany, where the 
share of the capital-goods industries in the increase of pro
duction as a whole is exceptionally great, and, on the other hand, 
one which relies more on current consumption for private 
purposes. 

Oearly all these circumstances may be such that the physical 
limits of expansion of production are first reached either in the 
capital-goods industries or in consumers' goods industries; or 
the bottle-necks may be distributed in any other fashion. 

Now, when a number of industries.to which others are so 
geared that their sales vary with the rate of the expansion of the 
tormer reach the limit of expansion, a serious setback in the latter 
is the consequence. 

, If we ~ay that an industry has reached the limits 
MonopolistiG of expansion, we must interpret this in a broad 
restrictions way. It does not mean that it is physically abso
on ,rlljJplJ lutely impossible to increase production; but it 
of factors. means that cost of production rises so much as to 

make a further increase of production unprofitable. 
This rise in cost may be due to the exhaustion of the supply' of 

particular means of production. Complaints about a scarcity of 
this or that type of skilled labour in this or that industry become 
frequent in the later phases of any boom. It is, however, clear 
that this scarcity and the brake which it puts on the' expansion 
of output can be due to other factors than the exhaustion of the 
reserve of unemployed. Two of these factors may be 'mentioned 
(to which we have already had occasion to refer~ Part I, 
pages IOI-IOS) : viz., a rise in wages due to ip.creased mono
polistic pressure by ttade unions and an all-round decrease in 
efficiency. 

There is no doubt that the attitude of labour organisations 
stilfens during the upswing of the cycle. To be sure, money 
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wages will rise even under a regime of perfect competition in the 
labour market. But it is equally certain that the bargaining 
position of the trade unions becomes stronger, financially and 
morally, with rising employment, and that they use it to accelerate 
the rise in money wages. The power of the labour organisations 
is also used to reduce the mobility of labour by preventing the 
entry of newcomers into particular industries, when the reserves 
of unemployed labour attached to these industries have been 
absorbed. 

Labour cost is further enhanced by the fall in effi-
De~/ine dency of the workers, which occurs everywhere 

in ef!idetlfY. during the upswing. As was pointed out in. Part I 
(pages 101 et seq.), two tendencies must be distin~ 

gwshed. The average output per worker falls, because inferior 
plant, less-qualliied workers and so on are drawn into employ
ment wheIi output expands. 'Ibis is a consequence of the gradual 
exhaustion of the supply of idle means of production. We are 
here, however, concerned with the other tendency : viz., the fall 
in efficiency of each worker below the previous level for the 
reasons indicated by Professor MITCHELL. 

These tendencies to a rise in money cost may be, and in many 
cases actually are, compensated or over-compensated by monetaty 
expansion and a rise in prices. But this will again tend to stimulate 
the demands of organised labour, so that the spiral of rising cost 
and rising prices will be accelerated. 

It is very likely that the attitude of labour and the rise of 
wages during the upswing will put a brake on the further expansion 
of employment and output in a number of industries long before 
the physical limits have been reached. 'Ibis is especially true 
when the money supply is beginning to give out for one reason 
or another_.g., because the pace of monetary expansion in 
the country is more rapid than in neighbouring countries. 
Increasing monopolistic pressure on wages and reduced mobility 
of labour create an artificial scarcity of labour, as it were, long 
before the physically available stock of unemployed has been 
exhausted. 

It goes without saying that the monopolistic restriction of the 
supply offactors of production other than labour, and the raising 
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of prices other than wages, have the same effect of slowing-down 
general expansion. 

Drop in 
invesl1nmt 
blflJllJe of 
inStlffiamt 
demand; 

So far we have discussed the case where the 
expansion is allowed to develop up to the limit 
set by the amount and distribution and willingness 
to work of the available means of production, or 
where the expansion. co~ to a halt because of an 
insufficiency of the money supply. We have seen 
that it is very likely that serious maladjustments 

will make their appearance when the general expansion comes to a 
standstill for the reasons indicated, or even when it slows down 
to a certain extent. 
• We have now to enquire whether there is not a strong probability 
that the expansion will be interrupted at an earlier stage for the 
reason that it generates a type of maladjustment other than that 
which we have discussed, before it reaches the limits in question. 
The type of maladjustment which we have in mind is an insuffi
cient demand either for consumers' goods in general, or for certain 
types of the!p, or for certain types of capital goods. It is that 
type of maladjustment which Mr. ROBERTSON ascribes to the 
temporary" gluttability of wants ", or which Professor PIGOu has 
in mind when he says that the optimistic forecasts which have been 
made during the boom, and have materialised in heavy invest
ments in different lines of industry, are brought .. to the test of 
facts" -iUld, by that test, are found wanting---ilfter the close of the 
gestation period for a number of things the production of which 
was started during the upswing. A maladjustment of this sort is 
also what Professor SCHUMPETER has in mind in his «<"Planation 
of the collapse of the boom. 

The idea is that the investment activity which takes place during 
the upswing is to a large ~t concentrated in particular lines of 
industry-railway construction, automobile production, electrical 
machinery, etc. Then comds a day when the investment opportuni
ties in these fields are exhausted; the want-or, rather, the demand 
-is satisfied. Investment in these lines must come to an end. 
There is no guarantee at all that replacement demand will mean
while have risen to such an extent as to. enable it to keep the whole 
productive apparatus busy. 
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When this point of saturation has come, suddenly 
RlperctlJsiollJ or gradually, there are several possibilities as to 

. of the the outcome. The industries directly concerned 
breaktlO7Pfl. may have correctly foreseen that demand is no 

longer going to rise, and may even fall. and 
may have adj usted their output so that they are not involved in 
difficulties. Alternatively, they may be taken by stUprise: 
the " competitive illusion ", undue optimism, or any other reason 
may have led to an over-expansion of the particular industries 
concerned. 

In the second case the boom will explode with a more or less 
strong "detonation" of bankruptcy, to use an expression of 
Professor PIGOU; and (as has already been shown in previous 
sections) it is easy to explain when and why this will lead to a 
general depression. In the first case, no such detonation occurs in 
the industries directly concerned. They simply reduce output and 
employment. But it is very likely that some tributary industries 
which supply fa w materials or equipment will be taken by surprise, 
since it is unreasonable to· suppose that all producers-including 
those who are removed by one or fwo stages from the point where 
the initial setback occurs-will foresee correctly what is about to 
happen at this point and what its repercussions on other industries 
will be. Moreover, there are always the unfavourable repercus
sions on the consumption industries which are still less likely to 
be foreseen by the producers. If output and employment fall at 
any point, the demand for consumers' goods is bound to suffer; 
and this then reacts on the higher stages of production. If the 
prinIary satiation of demand in some lines and the consequent drop 
in output have occurred, these repercussions on the consumption 
trades are almost unavoidable. They cannot be avoided in the 
absence of perfect mobility of factors and a smooth working of the 
capital market; and (as has been already explained in detail) neither 
of tlrese two conditions is likely to be fulfilled. We cannot assume 
that tire sums which are liberated by a decline or cessation of 
investment in certain lines will automatically and instantaneously 
find an outlet in otlrer lines of investment. Ids more than probable 
tlrat at least a certain lag will occur, which will be quite enough to 
allow the deflationary tendencies to come into· operation through 

IQ 
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the agency of a fall in the demand for consumers' goods and other 
developments. 

There is no need to repeat our explanation of how these defla
tionary effects arising at any particular points may be compensated 
by inflationary tendencies in other directions. Such a development 
is not unlikely in the first part of the upswing, when the momen
tum of the expansion has not yet been lost, because investment is 
still going on or is being started in a number of directions. But, 
as has been explained earlier, this partial immunity against 
deflationary shocks must sooner or later give way to a state of 
greater vulnerability. If at that stage such a maladjustment as is 
described above should occur, it may easily lead to a general 
contraction. 

But, to return to the nature of the first impact 
Tbis type 0/ with which we are here concerned, is it possible 

lIIal1l4/lISflllmt to say generally that sucb-maladjustments are bound 
inevitable? to occur during any expansion, or are likely to 

occur, or the contrary? It would seem that theo
retical reasqping, backed by a limited amount of actual experience 
of broad tendencies, is not sufficient to prove rigorously either that 
such maladjustments are the inevitable outcome of any expansion 
or the reverse. We Can only say there is a prilllll-fan. probability 
that they arc. We can figure out the consequences approximately 
-always again in terms of possibilities and probabilities: but only 
extensive empirical studies Can show whether the contention of so 
many well-known writers is correct, and it is actually a fact that 
processes of expansion regularly develop this type of maladjust
ment and in turn arc brought to an end by them. 

B. Thl UP-1tI11I : Rn!illa! 

§ 6. INTRODUCTION 

We have now to answer the question what the 
Thl Drd". limits of a cumulative contraction process may be, 

of fhl and how it can be brought to an end. How is the 
arglllllmt. downswing usually stopped and reversed? In 

many respects, we need only adapt the assumptions 
and arguments adduced when we discussed the opposite problem : 
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viz., that of the down-turn. Without pressing this parallelism too 
far, we may proceed in the same order which we adopted there. 

In § 7, as a first step, we shall discuss the inflationary counter
parts of the deflationary shocks analysed in § 3 of the previous 
chapter. We assume the occurrence of certain changes--<luch. 
for example, as an inflationary move on the part of the mone
tary authorities or anybody else, or a favourable turn confuted 
to a particu1ar industry---=d investigate how this may bring 
about a general expansion. We leave open for the moment 
the question whether such changes are more likely to occur 
in anyone phase of the cycle-l.g., the latter part 9f the 
depression, rather than in any other. 

In § 8, as a second step, we shall show why, after a contraction 
has continued for a time, the economic system becomes more and 
more liable to embark on an expansion in response to stimulating 
influences, in the same way as with the progress of an expansion 
it becomes more and more exposed to deflationary shocks. 

In § 9, as a third step, we shall discuss those favourable reactions 
and stimulating influences which are likely to be brought about in 
the economic system after a contraction has gone on for some time. 

The logical relation between the second and third steps may. 
also be stated as follows. A process of contraction is likely in 
the course of time to exhaust its strength and lose its momentum. 
The downward movement may then be easily reversed by any such 
favourable stimulus affecting a particular industry as is bound to 
occur from time to time. Such a stimulus will not so easily start 
an upward movement, if it occurs at an earlier moment, when the 
contraction has not yet spent its force. 

Besides thus paving the way for the expansionary influence of 
some chance event, the contraction is also likely itself to give rise 
to inflationary stimuli. We sball see that it is sometimes difficult 
to draw the line between the two types of stimulating shock: that 
is to say, it is not always easy to decide whether a certain event, 
which actually played the role of the starter for an expansion, 
would have arisen in the absence of the previous contraction. 
Neither the validity, however, nor the usefulness of our distinction 
is destroyed by the existence of doubtful cases. 
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§ 7. THE PROXIMATE CAUSES OF REVIVAL 

An expansion can always be stopped and a 
AV111111etry conttaction process started by a restriction of credit 

bef1Jleen by the banks. A conttaction, however, cannot 
filming-points. always be ended promptly merely by making credit 

cheap and plentiful. There must always be a rate of 
interest high enough to discourage even the most eager borrower ; 
but, when prices and demand are falling and are expected to 
fall further, the demand for investible funds may be at so low an 
ebb that there is no rate (short of a negative figure) which will lead 
to a revival of investment and entail an increase in the effective 
circulation of money-that is, in the total demand for goods in 
terms of money per unit of time. There is thus a certain asymme
try between the upper and the lower turning-points which necessi
tates some departures in the method -of exposition from that 
adopted in the corresponding section on the down-turn. 

Prothteers' r 

spendillg. 

We shall now attempt to set out the various 
possibilities and factors involved in an orderly and 
systematic fashion on the basis of our demand-and
supply schema for investible funds. 

An expansion can be brought about by an increase in the expen
ditures either of producers or of consumers. In the further course 
of the upswing, each type of expenditure stimulates the other: 
but here we are concerned with the initiating forces. First we 
propose to discuss the possibilities of an increase in producers' 
spending-that is, of a re';'ival in investment as the starter of an 
expansion. 

A stimulus to investment can come either from a change on the 
demand side or, if there is still a latent demand for investible 
funds-latent, i.l. not effective, because the ruling rate of interest 
is too high--;from a change on the supply side. Anything that 
has the effect (other things, including the demand for consumption 
goods, being equal) of shlfring the demand curve or the supply 
curve to the right tends to bring about an expansion.' 

I [n thE' Wick~el1ian terminology, anything that tends to raiSt" the 
'equilibrium or natural rate and to depres..q the money or market rate of 
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Let us now discuss in turn those factors which affect supply 
and those which affect demand.' 

If the demand for investible funds is really so 
Fl1I:lor.r inelastic over a certain range that a change in the 

inn-ea.ring 
.rtpp!J of 
illlJe.rtible 
fund.r. 

interest rate has no influence at all on the amount 
of money invested (that is to say, if the demand 
curve is a vertical straight line), a change on the 
supply side will make no difference to investment 
or to the effective quantity of money. This is, 

however, not the rule, even at the hottom of a depression. It 
may be the case for certain types of credit-t.g., short-term loans: 
hut usually there will be some latent demand which could be satis
fied if the terms of credit for the particular purpose were less 
onerOus. This is especially true ·of long-term credit and the 
branches of production financed thereby, notably the construc
tional trades. The demand for private houses is especially sensitive 
to the rate of interest on long-term loans, and shows a tendency to 
rise in the depression, when interest rates are low, in spite of the 
shrinkage of incomes. It is sometimes found, however, that the 
public evinces a reluctance to lend for long periods at ~es when 
short-term money is cheap. The reason for this is lack of confi
dence in general-i.e., the fear of risks of evety sort. Modem 
economists are accustomed to describe this state of affairs by. 
saying that the liquidity premium is high or the liquidity preferences 
are strong. It requires a large differential between long-term and 

interest has an expansionary influence. In Mr. Keynes' terminology, 
.. the schedule of maT"ginal efficiency of capital It corresponds to what 
we call demand for investible funds. But what we call II supply or investi
ble funds "--at a given moment, or in a short period of time---<annot be 
readily translated into the Keynesian terminology. because in this respect 
his theoretical scheme is different from ours. 

a The distinction between factors affecting the demand for. and factors 
affecting the supply of. investible funds, although useful, should not 
blind us to the fact that there are many measures an" events which 
obviously affect both demand and supply..,.-o.g •• the imposition of a tariff. 
Certain forces and motives, which we describe as general optimism or 
pessimism, work on the mind of both the borrower and lender, and thus 
influence both supply and demand. If a finn bas idle funds at its disposal 

. -fl.g., in the shape of demand deposits--and the question is whether it 
should use them for expanding production or not, it is borrower and lender 
at the same time, so that demand and supply are in the same hands. 
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short-term rates to induce people to part with their liquidity by 
investing for a longer period rather than for a short one. 

Given, then, the state of demand for loans of various types and 
maturities, we may say that anything which makes supply more 
plentiful tends to initiate an expansion. We cannot give here a 
complete catalogue of all factors which might conceivably have 
an influence in this direction. One of the most important influ
ences is that of the central and commercial banks, whether exercised 
through discount policy with a view to increasing the liquidity of 
the short-term (money) market or through open-market operations 
which affect primarily the long-term market. There are, however, 
technical difficulties in extending such a policy, at least so far as 
the central banks are concerned, to other than Government 
secutities. Apart from the initiative of the banks, anything that 
removes risks and strengthens general confidence will have an 
encouraging eIfect on the supply of capi.tal. 
. A change in the international economic situation of a country 
will often be a prerequisite to any increase in the supply of capiral 
or reduction in the rates of interest. The existence of price 
discrepanci~'between countries and the consequent pressure on the 

. balance of payments in the high-cost country frequently block a 
fall in the interest rates of the latter. The history of the post-war· 
period and of the recent past olfers plenty of examples of the various 
devices which may be employed to eliminate such price differences 
( •. g., devaluation of the currency), or to prevent them from having 
an influence on the balance of payments and the internal money 
market ( •. g., rigid exchange control), or to remove the causes for 
flight of capital from a country or to hinder it elfectivdy. These 
various measures need not be discussed here in detail. 

Inmas, in 
d"lIand for 

illllutibl. 
fill/dr. 

We tum now to the discussion of factors exer
cising a favourable influence on the demand for 
capital. Whilst it seemed· necessary to show by a 
detailed analysis why a partial disturbance, which 
primarily affects production only in a particular 
branch of industry, may under certain circumstances 

produce a temporary hold-up in the money stream and thus 
engender a general contraction, it would seem to be more obvious 
that an event which leads to an increase in production in a particular 
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industry will in most cases also lift th~ total flow of money to a 
higher levd than it would otherwise attain, if only the· money 
supply is clastic. H in an individual £rm or industry output is 
being expended, workers must be hired, raw materials bought, 
machines and other equipment ordered. H for that purpose money 
is used which would not be used otherwise, the money stream 
swells and the demand for other goods rises. It is of course 
immaterial whether new money is created by the banks or idle 
funds are utilised; in other words, whether the'increase in total 
demand is financed by an increase in M or an increase in V. 

Are there no offsetting influences which tend to 
DisttlSnOfl uf nullify the expansion in the flow of money, corm

parti<tJar spondiog to those which we have discussed in 
stimN/i f() connection with the problem of the down-tum? 
ilflJeslmml. In some cases there are; but it would seem that in 

most there are not. 
H an increase in production in industry A is due to a shift in 

demand, then there is of course a compensatory change in the 
shape of a decrease in demand and output in industry B. We have 
already discussed on what circumstances it depends whether a shift 
in demand will have on balance an inflationary or a deflationary effect. 

In many other cases there are no offsetting influences except 
perhaps in very special circumstances. H a capital-goods industry 
increases production because equipment must be replaced 
somewhere, or if an invention is made which necessitates the 
installation of capital equipment, or if the scale of output is raised 
somewhere simply because an increase in demand is anticipated, or 
if cost of production is lowered in a particular industry_.g., by 
the reduction of wages or of the price of some means of production, 
so that the industry is induced to expand production and to dis
burse more money for labour and means of production-in all 
these cases there is an immediate increase in the flow of ".loney from 
the risc in output without offsetting influences coming into play. 
At any rate, they will not come into play at once : it is always 
possible, of course, to conceive of complicated attendant circum
stances under which compensatory forces might be brought into 
operation indirectly. Any such change may therefore act as a 
starter for an expansion. 
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A general reduction in wages over the whole industry, on the 
other hand, is a doubtful case which we shall discuss later (§ 9 
below). 

The imposition of a tariff will usually stimulate capital investment 
in tJ:t.e protected trades and thus raise their demand for investible 
funds. Moreover, the supply of money will be favourably 
influenced by a reduction in imports, except where there are 
indirect counter-effects (e.g., retaliation by foreign States») 
Reserves of gold. and foreign exchange in the banks will be 
increased as a result of the reduction in imports, and this will 
tend to ease credit conditions. It should be noted that the two 
effects which a tariff has on the' demand and supply of money are 
independent of each other. If, for example, durable plant is 
installed in the protected industries, the influence on the demand 
for investible funds during the period of construction of the plant 
may be much greater than the influence o!.' the supply side. Under 
other conditions, the " indirect" influence on investment through 
the supply of funds may be more important than the "direct" 
influence through demand. 

, So far, we have discussed factors arising in the 
In<r.a.ftd sphere of production, prior to a rise in consumers' 

&OnSlIlIJers' 

spending. 
demand, although leading subsequently to increased 
consumers'spending. We come now to the other 
important group ·of phenomena referred to above 

which may act as powerful stimuli on investment and on the 

1 It should be remembered that we are here concerned only with the 
short-run inftuences. Many considerations, therefore, which play a 
considerable part in the literature on international trade do not affect 
the argument. In the long run, exports will faB if imports are reduced ; 
but, in so far as the reduction in exports is not due to retaliatory measures 
of foreign States, the process must operate through the money mechanism 
-that is, by contraction in the one, and expansion in the other, country. 
It is this transitional aspect of the matter which we are analysing. It 
goes without saying that it is no part of our intention to give a general 
recommendation to Protection as & policy for overcoming depression. 
There can be no doubt that the fact that all countries have during the 
last depression tried to alleviate their own position by protective measures 
has operated as a most potent intensifying factor for the contraction
in spite of the fact that each country could. to a certain extent, have 
attained its purpose, if all the others had refrained from doing likewise. 
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demand for investible funds: namely, inflationary increases in the 

, demand for consumption purposes. An increase of foreign 
demand for home-produced goods will hive similar effects. 

We have seen that an increase in consumers' demand is an 
indispensable link in the cumulative process of expansion. It is 
difficult to see a reason why an increase in consumers' spending 
should not stand at the beginning of such a process. There can 
be no doubt that, (t/erit paribus, a net increase in ,consumers' 
demand will not only lead to revival in consumers' goods industries, 
but will also stimulate investment---4lways on the assumption that 
there is an elastic money supply. 

A net increase in consumers' spending might conceivably be 
brought about by acts of dishoarding by private individuals. 
Precipitate purchasing because of the fear of rising prices is 
a case in point. This case, however, does not seem to be 
typi~ of the process by which revival is set going after a depression. 
A much more important influence-not so much for the past 
as for the present and the future-is the increase in consumers' 
spending deliberately induced by Government action in the shape 
of public works programmes, increases in ordinary expenditure 
and relief measures, all financed in such a way as to create a net 
increase in the total demand. We cannot here go into the nume
rous and complicated problems of a liscal, administrative and 
political nature connected with such schemes. It is by no means ' 
easy (though it is not impossible) to lind methods of raising the 
nec!,ssary funds, apart from an alarming expansion of central
bank money, without giving rise at the same time or later to a 
decrease in the flow of money at some other point of the economic 
system.1 

This much may be said at this point-that, if a net increase in 
demand for goods is effected by such measures, and if disturbing 
psychological repercussions on business enterprise are avoided, 
such a policy may very well initiate a process of general expansion. 

I For an exhaustive discussion. see ! J. M. Clark, --The Economics of 
Planning Public Works, " Washington, 1935; A. D. Gayer, "Public Works 
in Prosperity and Depression. to National Bureau of Economic Re,c;earcb. 
New York, 1935 ; E. R. Walker, "Public Works as a Recovery Measure" 
in TM Econ .... ic Rocord, Vol. XI, December 1935. 
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The upshot of the discussion in this section is 
Slimmary. that there are many different types of expansionary 

shocks and influences, each of which can conceivably 
act as a starter for a general process of expansion. Whether they 
actually do so or not depends in any given case on the magnitude 
of the particular change and on the general situation., If a process 
of contraction is under way, a strong expansionary impetus is 
required to restrain and reverse it. If the contraction has spent 
its force, a slight stimulus may be sufficient to start the system on 
the up-grade. 

§ 8. 'WHY THE ECONOMIC SYSTEM BECOMES MORE AND MORE 

RESPONSIVE TO EXPANSIONARY STIMlJLI APTER THE CONTRACTION 

HAS PROGRESSED BEYOND A CERTAIN POINT 

We have seen that a process of contraction, if it 
&storeti has had a chance to devclopunobstrllcted for a 

, ,lastidfy in time, gathers force and becomes too strong to be 
mppIJ of reversed by expansionary stimuli such as those 
fa&lors. 'analysed in the preceding section. This paralysis 

is the' result of the fact that the total demand is 
shrinking continuously and idle capacity is piling up everywhere; 
so that a stimulating event which under other circumstances would 
cause an increase in the total demand is now unable to do more 
than retard the downward movement : it cannot turn the tide. 
We shall now enquire why the contraction is likely after a while 
to lose its strength, with the result that the economic system 
regains its responsiveness to such expansionary forces as may make 
themselves felt from time tQ time. 

It has been demons~ted that the economic system during an 
expansion tends to become increasingly vulnerable when it 
approaches full employment, mst, 'because the supply of means of 
production in general and labour in particular becomes more and 
more inelastic in the upward direction and, secondly, because the 
expansion of total'monetary demand, of MV, must sooner or 
later slow down or else prices must rise continuously-which' 
again cannot go on for ever. We have now to apply this reasoning 
to the inverse situation as iri develops during a contraction process. 
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There is obviously a tendency for the elasticity of supply of 
means of production of all kinds, of labour and producers' goods 
(produced means or' production) to become greater the farther a 
contraction goes. The supply of labour recovers its elasticity in 
the upward direction: that is to say, an increased demand for labour 
can again be satisfied at constant, or only slightly rising, wages 
by abandoning short-time or taking on new men. (As has been 
explained earlier, the supply is elastic in the Jotvmvarti direction
i.e., wages are rigid~ven at the height of the boom.) Similarly, 
monopolistic restriction by entrepreneurs-whether by means of 
amalgamations, cartellisation, or other methods of organised joint 
action by producers, or whether it is the result of the lethargy of 
individual competitors and their fear of " spoiling the market"
often succeeds in maintaining relativdy stable prices for certain 
goods and services right through the contraction. In this way, 
elasticities are created in the supply of means of production and 
products at various stages of preparation. An effect similar to 
that of increasing elasticity of supply may be brought about in 
the course of the decline by increase in the quantity of sub-marginal 
agents of production-land, or industrial plant-which acquire a 
value and a use as soon as demand revives. The consequence is, 
as we have already demonstrated dsewhere, that it becomes easier 
for anyone industry to expand production in response to an actual 
or expected increase in demand for its product, without thereby 
increasing the cost of production of other industries. In other 
words, the depressing consequences of certain changes are thereby 
mitigated, while the expansionary consequences have free play. 

The second prerequisite for an easy start and 
fusloreti smooth devdopment of the expansion process-viz., 

ela.rtitity of an elastic money and credit supply-is eventually 
trim! .rtIpp!J. restored in the course of the contraction. As prices 

fall, the value of central-bank money which is at 
the base of the credit structure will rise. So long as the structure 
itsdf remains undamaged, each tier will be broader-based than before. 
The gold reserve will cover a larger proportion of the central
bank money; the cssh reServe of the banks will rise relativdy to their 
short-term liabilities.; circulatiog currency and deposits in the hands 
of the public will rise relativdy to the money income which they 
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receive and the capital which they possess. But this process need 
not be continuous : it may encounter a whole series of setbacks. 
The mounting debt burdens and the struggle to avoid bankruptcy 
themselves create a need for ready cash, while bankruptcies and 
the fear of good debts turning into bad ones give rise to a flightto 
liquidity which is not satisfied even by increased reserve proportions 
and rising hoards. If the credit structure gives way spasmodically, 
we may see an oscillatory movement in which liquidity diminishes 
and increases several times in the course of the depression. It is, 
however, only a matter of time till the course to bankruptcy is 
arrested, and the monetary munition accumulates for a new 
expansion. 

Limits t. 
the fall 
ojMV. 

But, we must now ask, is there a bottom to the 
fall of MY, the monetary contraction? In the 
corresponding problem of monetary expansion, 
we were able to show that there is a limit to the 
rise in MY, beyond which the continuation of the 

eXpansion becomes very precarious. The limit in that case was 
found to be inherent in the tendency of .the expansion to produce 
increasingly a' rise in prices, rather than a rise in employment and 
production, as the state of full employment is approached. Is 
there a corresponding limit to the fall in MY ? The deflation can, 
of course, be stopped by anyone' of the factors making for expan
sion analysed in the preceding section. (These factors, as will be 
shown in the following section, may arise by chance; but they 
may be expected to arise in any case with the lapse of time as a 
reaction against the contraction process.) Supposing, however, 
that no such change for the better, strong enough to turn the tide, 

. occurs-is there a general reason why the contraction of MY should 
come to an end ? 

Logically it is of course conceivable that, in the absence of an 
expansionary impulse, the. contraction should go on and on 
indefinitely : but there is good reason, based on general experience 
of human behaviour, to suppose it will not do so. In this connec
tion, there is one important consideration which is sometimes 
overlooked. A persistent shrinkage in MY -i .•. , in the total 
monetary demand for goods-must be accompanied either by a 
continued destruction of money or by a continued accumulation 
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of money houds. How fu -the process of destruction ';"ill go in 
a concrete ase depends on the monetaIy organisation, institu
tional factors and international situation of the country concerned. 
Nowadays, it is mainly deposit money, rather than central-bank 
money, which is exposed to destruction. To what extent the 
destruction of deposit money goes depends on the organisation 
of the banking system and to a great extent also on factors which 
may vary from one depression to the other, such as the methods 
adopted in handling a panic, the special connections between the 
banks and the particular industries especially hud hit by the 
depression, and so on. The way in which the banking organisation 
influences the severity of the deflation through money destruction 
is well illustrated by a comparison between what happened in 
the United KingdoIX\ with its unified banking system on the one 
hand and the United States with its thousands of small insolvent 
banks on the other hand during the recent depression as well as 
in previous cycles. It is common knowledge what happened : the 
sale purpose of the preceding remuks is to give the question of the 
influence of the banking organisation its proper place in our system. 

Mter the destruction of mo_ney has come to an 
A"''''IIIIatiOll end-as sooner or later under any monetary system 

of money it must do--continuance of the contraction must be 
hoards. _ accompanied by a growing accumulation of money 

houds in vuious shapes. The magnitude of these 
hoards will increase, as measured in terms of the monetary unit, 
at the expense of money in circulation : it increases still faster, 
owing to the fall in prices, in terms of real purchasing power. 

These houds will grow in relation to real income as well as in 
relation to real wealth. In other words, people will hold an increas
ing proportion of their real income and wealth in the liquid form 
of money. It should be noted that; so long as people ue adding to 
their hoards-in other words, so long as " the struggle for liqui
dity" goes on-the rate of interest (on investible funds) will be 
kept relatively high in spite of the fact that the demand of producers 
for money for investment purposes is at a low ebb. Under 
unfavourable circumstances, such a situation may last a long 
time: but, as it implies that money houds ue growing all the 
time in magnitude, we are probably justified, in the light of our 
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general knowledge of economic behaviour, in assuming that there 
will he a limit to such hoarding. After liquid resources have 
reached a certain high proportion of wealth, the need for liquidity 
will eventually become satisfied and people will stop adding to 
their hoards. If the rate of interest remains high, because there 
is still a demand for credit for purposes of real investment, hoarders 
will be tempted to put their funds on the capital markets sooner 
than if the rate of interest has already fallen to a low level. But, 
even if the rate is very low, there will corne a point when hoards 
reach such a high proportion of income and wealth that there is 
no point in increasing them. One or both of two things will then 
happen. Either more money will be lent out on the capital market, 
with. the result that interest rates will be forced down (beginning 
probably with the short-term rates and ending later with the long
term rates) and investment will revive; or, if the demand of pro
ducers for credit is absolutdy indastic" people will become less 
~sposed to save-in. Mr. KEYNEs' terminology, the prQPensity 
to consume will rise--and the demand for consumers' goods will 
cease to fall, or may even rise. Instead of putting away their 
money receipts in their hoards, people will either spend them on 
consumption or lend them out through the capital market.' 

The upshot of this analysis is that on very general grounds there 
is a strong probability" that there is a limit to the fall in MY, even 

• The whole analysis might be put iuto technical language ; but it 
may be douhted whether much would be gained by so doiug. In terms 
of our demand and supply schema, we can take the hoarding factor either 
On the supply or on the demand side. We may either say that the 
amounts which are hoarded reduce the supply of investible funds. or we 
may say that hoarding is a special sort of demand which competes with 
the demand for iudustrial purposes. We have chosen to take it on the 
supply side because we have defined demand as demand for the purpcse 
of actua.J investment . 

• There is no question. of courSe, of an absolute certainty. There 
may be a rational iucentive for indefinite contiuuation of hoardiug
viz.. the expectation 01 a continued fall in prices. But, in all circum
stance.. .... it remains true that the incentive to dishoard must grow contin
uously with the growth of hoards iu terms of money and goods. Compare 
the interesting analysis by Professor J. Viuer on the abhorrence of idle 
cash-like the A_or ...... i of nature---displayed by the economic system, 
and the various devices employed by the modem financial organisation 
to satisfy the need for liquidity without iucreasiug liquidity iu terms of 
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in the absence of any special stimulus for expansion. An assump
tion to the contrary would imply an increase ad inftni- of money 
hoards in relation to income and wealth. When MV has ceased 
to fall, when (that is) contraction has come to an end, the economic 
system becomes very responsive to expansionary impulses and 
comparatively immune from deflationary shocks. 

This analysis is not intended to suggest that contractions always 
or usually develop up to that limit or that it is safe or good policy 
to allow them to run down tileir course up to this .. natural " en!!; 
The object has been to present the problem in its most general 
form to serve as an introduction for the following section. Oosely 
connected with-and sometimes almost indistinguishable from
the factors which operate to limit the shrinkage in MV, there are 
other forces or reactions which make for an expansion of MV. 
These it is now proposed to discuss in conjunction with .other 
expansionary impulses which are more or less likely to arise, 
sooner or later, in connection with the progress of a contraction. 

§ 9. EXPANSIONARY TENDENCIES WHICH ARE LIKELY 

TO ARISB DURING THB CONTRACTION 

In § 7 of this chapter, we analysed a number of 
Thl "naMa'" factors which are capable of generating an expan" 

form of sionary impulse and so starting a process of expan
nadjusllJ!mt. sion •. The expansionary imp·ulse was there taken 

for granted as a point til ti!parl, and the question 
whether such hypothetical impulses arise by act of God or Govern
ment, or whether they may be expected to arise automatically with 
the operation of the mechanism of the market, was lefr for subsequent 
consideration. In the present section, we shall enquire whether 
the economic system is capable of putting an end to a contraction 
process and turning it into an expansion, on the assumption that 
(a) the Government does not take active steps (such as $ public 
works scheme) to start an expansion, and (b) that no chance event 
(such as a new invention or a series of good harvests or an impulse 

cash. J. Viner ... Mr. Keynes on the Causes of Unemployment : A 
Review II in Quam,,')' Journal 01 Economics, November 1936, Vol. 51, 
pages 147-148 passim. 
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from abroad) comes to the rescue. It is here that we shall have to 
analyse the "natural" forces of readjustment, the tendencies 
towards equilibrium which are frequendy too readily taken for 
granted as being inherent in the economic system, if only the price 
mechanism is allowed to function llnobstructed. We shall see that 
there are expansionary impulses of this kind which can be relied 
upon with a fair degree of certainty to occur automatically soone.r 
or later and to tum contraction into expansion. (But, in so saying, 
we are not by any means arguing that it is desirable to wait until 
these" natural forces" start the system on the up-grade, in prefer
ence to taking action to expedite the revival and, possibly, to 
directing the expansion into channels other than those which it 
would take if left alone.) 

In § 7, it was shown that an expansion can be started by some 
event or factor which brings about in the first instance an increase 
of consumers' spending, or by one tlJ.at stimulates producers' 
spending (investment). (After the expansion has once been 
started, both types of expenditures stimulate each other : invest
ment generates income and demand for consumers' goods, and an 
increase in consumption induces further investment.) When we 
look for automatic expansionary impulses, we shall find them 
primarily in the shape of factors which directly stimulate producers' 
spending (investment). Here, again, it is convenienl1to distinguish 
between changes on the side of the supply of, and demand for, 
investible funds; but it must not be forgotten· that there are factors 
which affect demand and supply at the same time. 

Reftmt of 
tonjiden<l. 

We begin with changes on the supply side. We 
assume that demand for investible funds has not 
completely vanished-that is to say, that there is 
a latent demand at a positive rate of interest which 

cannot be satisfied because the ruling rate of interest is too high 
owing to the supply situation -(lack of confidence on the part 
of the banks and the investing public). This being so, the cessa
tion of the hoarding process, as described in the preceding section, 
will not only bring the contraction in MY to a halt : it will also 
lead in course of time to an expansion. When the banks, industrial 
firms and. private individuals have on the whole reached the 
conclusion that their hoards are large enough-in other words, 
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when they have attained the degree of liquidity which they deem 
_ in the circumstances to be desirable or necessary'--the rate of 

interest will fall, because a certain . amount of money will be put 
on the capital market instead of going into hoards. Investment 
will pick up a little; and this will stahilise MV and the total demand 
for goods. It will also bring about a stabilisation of employment 
and production. If such a state of comparative stability has lasted 
for a while without new business failures and other shocks to 
confidence, confidence will return and people will be tempted to 
reduce their hoards. When prices have once ceased falling, or 
when they are expected to remain stable or to rise, there is a strong 
inducement to dishoard, since hoarding meanS the sacrifice of the 
profits of investment. On the other hand, during the contraction, 
the debt burden of industry will have been reduced in various ways 
and thus the basis for a revival of financing increased production 
by loans, etc., will have been restored. 

This process of a gradual restoration of the basis for a new 
expansion of investment has been frequently described. The 
analysis could be much more detailed. Such expressions as 
" general state of confidence" or cc pessimism_~' and "optimism ", 
even if restricted to the suppliers of investible funds, relate to 
very complex phenomena. Different types of risks and fears may 
be distinguished, some of which refer only to long-term invest
ments while others refer to long and short-term investments of 
various types. A number of institutional complications might be 
introduced. We confine ourselves to analysing the process in 
outline. The basic fact which one has to keep in mind is that the 
return of confidence and the disappearance of pessimism lead to 
dishoarding, to an increase in the supply of investible funds and, 
if there is demand for such· funds, to an increase of MV (demand 
for goods) and of employment and production. 

• If tho theory put forward in the text of the automatic cessation of 
hoarding and contraction i. not accepted, it will be necessary to rely on 
those active stimulants which are likely to arise sooner or later (as 
explained in the follOwing pages). The rest of the argument i. not afiected. 
In particular, the proposition that MV is likely to rise, as soon as it has 
stopped falling, holds good-whatever the factor may ha"" been which 
brought th& fall of MV to a halt. 

.0 
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We tum to the demand side. When a contrao
Revival of tion has continued for a long time, when prices are 
investment. sagging and demand is falling almost everywhere, 

the demand for investible funds may have reached 
almost the vanishing-point, so that a fall in the supply price (that 
is, of the market rate of interest) even to a very low level may have 
very little influence. Nobody dares to invest. But the reason 
is not that the accumulation of real wealth has gone so flu: that 
physically there are no investment opportunities left-i.t., that 
there is no possibility of increasing output by adopting time
consuming processes of production. The reason is rather the 
fear that prices will fall and a lack of confidence, a feeling of 
uncertainty about the future in general. It follows that, when 
total demand and prices have once settled down at some level 
or other, the demand for investible funds will rise automatically 
with the mere lapse of time. The fear that prices will fall further 
will gradually disappear and certain irivestments, which would 
"have been possible and profitable but have not been undertaken 
because of the fear tliat demand and prices would fall further, will 
begin to be made. • 

It is very likely that during the contraction, when investment was 
at a standstill, new inventions may have been made which, in 
spite of the fact that (at the ruling prices) they would reduce the 
cost of production,' have not been put into application because they 
necessitate more or less heavy investments which the entrepreneur 
is not willing to make when he expects a fall in demand and prices. 
Thus a stock of investment opportunities is accumulated, which is 
likely to induce investment expenditure as soon as the general 
price fall has been stopped. The way in which, after a long spell 
of depression, the ice is broken by some enterprising spirits who 
have the courage to try something new in some line of production, 
and the way in which the example they set is followed by others in 
the same or other branches of industry, are described in classical 
language in . the various writings of Professor SCHUM PETER. 

"Whenever . . . new things have been successfully done by 
1I0me, others can, on the onc hand, copy their bel1aviour in the 

I See Mitchell, II Business Cycles, n page 567. 
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same line . . . and, on the other hand, get the <;ourage to do 
similar things in other lines, the spell being broken, and many 
details of the behaviour of the first leaders being applicable outside 
their own field of action. "I 

Another factor closely connected with, or even 
Repltzetflltflt indistinguishable from, the revival of new invest-

tieflllZllli. ment (probably in new and untried combinations) 
is the increase in replacement demand. During 

the contraction, not only new investment, but also reinvestment 
has been curtailed. On the other hand, the capital eqUipment of 
industry deteriorates by wear and tear and obsolescence. Therefore, 
even with the reduced volume of output, it is very probable that 
sooner or later the need for replacement will make itself felt in one 
industry or another, which leads to dishoarding or new borrowing 
and an increase in MY. 

There is a further point. Producers know from experience that 
prices will not fall for ever. . When prices have fallen for ~' time, 
they will probably become more and more inclined to anticipate 
a reverse in the price movement. Accordingly, 'they will not put 
off intprovements and replacements for so long as is materially 
possible without intpairing the process of production: they will 
rather seize the opportunity of having the intprovements and 
replacements made when prices are still low. 

F: /I . We must now discuss one very important type of 
a In adjustment which under a competitive price system 

.,ages. would appear to be the natutal cure for unemploy-
ment-namely, the reduction of money wages and other cost items.-

I Schumpeter, Economica, December J927. page 298. See also his 
Theory 0' E ........ ic Develop_ (English translation. 1934) and Pigou. 
Ittdus/rial Fluctuati ..... 2nd edition. 1929. pages 92 and 93. It should. 
however. be noted that Schumpeter uses this argument, not 90 much 
to explain how the lower turning-point is brought about~ but to show how 
the system is carried. during the upswing. beyond the equilibrium point 
(compare footnote on page 77). However. there seems to be no reason 
why this dynamic factor should not make its appearance at an earlier 
point in the course of the cycle. 

I An analysis in many respects similar to the following one was given 
by Professor S. Slichter in his book .. Towards Stability." New York. 
1935. and in his paper" The Adjustment to Instability .. in the A""';etm 
Ee ....... ic R....w. Vol. 26. 1936 (Supplement). pages 196-213 passim. 
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We are not' here concerned 'with the social and moral aspects 
of the problem. Nor do we focus artention on the problem of 
whether a reduction in wages is the best method of bringing a 
depression to an end (assuming that it is a possible method and 
that there are alternative methods). The problem with which we 
are concerned is a more modest one, although it would seem that 
its solution is an indispensable preliminary to any answer on the 
questions of policy. . 

The problem is this. Is the fall in money wages which we 
observe during any major depression to be regarded as a factor 
which tends to put an end to the contraction? Would depression, 
be a1leviated and revival hastened if money wages were more 
flexible and fell more rapidly so long as unemployment petSists ?1 

This is a vecy-much-disputed question. Many economists see 
in a reduction, of wages the unavoidable and infallible remedy 
against unemployment. Others denolll!cc it as' useless or even 
detrimental. 

A large part of what has been written on the 
MOlletary subject has been vitiated by the fact that the mone

imp/iratiolls. tacy implications of the various theories have not 
been made clear. Many argue on the tacit assump

tion that MV can be,taken as constant, or at any rate as independent 
-of changes in money wages. If this were true, if total monetary 
demand were not influenced by a reduction in money wages, then 
of course, with lower money wages, employment and production 
would be greater than with higher wages, because, with lower 

l An equivalent to a decrease in money wages is an increase in the 
efficiency of labour which doe.c; not augment other cost items (,.g., capital 
cost) at the same time. If the worker works harder, or if the work is 
better organised so that a smaller labour force can do the same work 
without an increase in capital equipmeDt, the position, SO far as the 
employer is concented, is equivalent to a reduction in money wages. 
From other ('og. the social) points of view, there may be important 
differences between the two metbods of reducing labour cost. For the 
purpo.e of our problem they 1m' equivalent. 

The stati.tical measurement of this factor presents extraordinary 
difficulties, which cannot be discussed here. 1t may, however, be noted 
that the ordinary statistical measure of "efficiency-wages "_viz •• labour 
cost per unit of output (pay·roll : volume of output)-cannot be taken as 
a precise measurement of the magnitude Wf! have in mind. 
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wages and prices, the same amount of money would buy more 
goods and provide more employment. Others have assumed tacitly . 
or without adequate proof that MY will fall by the same amount as 
pay-rolls have been reduced (or even by more), so that the general 
situation remains unchanged (or even deteriorates). Each of 
these extreme assumptions-or, for that matter, an assumption 
intermediate between the two-may be true under certain circum
stances and false under others. Without specifying the attendant 
circumstances and distinguishing a number of different cases, 
nothing definite can be said. 

We begin by assuming an isolated country, leaving complications 
arising from international trade for later treatment. What holds 
true of an isolated country holds true substantially also of any big 
country which need not allow its internal policy to be influenced 
by considerations of international trade. 

If an individual firm manages to reduce wages, it 
Eff«~ of"'tZgl will usually be able to expand production at the 
rldNctions in expense of other firms in the same industry, so that 
tZ pttrtiCliIar the others will be forced to follow suit. Therefore, 

indNstry. we had better start with the assumption that money 
wages are reduced throughout the entire branch of 

industry concerned. What will be the possible or typical reaction 
of the wage-cut on this industry-leaving aside for the moment 
indirect influences on other industries and repercussions of these 
secondary effects on the industry where wages were reduced? 
We shall try to answer this question with special reference to the 
problem of how MV is likely to be affected. 

A Priori, there is a wide range of possibilities. At the one 
extreme the industry may expect a great increase in demand from 
a fall in price made possible by the reduction of cost, and may 
accordingly increase production by so much that employment 
increases by more than the wage has fallen, so that the sum disbursed 
for wages directly and indirectly through the purchase of raw 
matcrlal and equipment is actually greater than it was before. (We 
characterise this by saying that the elasticiry of the industry's 
demand for labour, including indirect demand exercised through 
the purchase of means of production, is greater than uniry-which 
involves an even greater elasticiry of demand for the product of 
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this industry.), In the other extreme, there is the possibility that 
output and employment are not increased at all (the elasticity of 
demand for labour being zero) so that the amount saved is with
drawn from circulation--e.g., by repaying bank loans or by not 
contracting new ones. The position of the banks is thereby 
improved : but, since we are speaking of a period of contraction, 
we cannot assume that the whole of the sums repaid will be re-lent 
to other borrowers. We are certainly nearer to the truth if we 
assume that at least a part will be used to strengthen the reserves 
of the banks. 

In order to avoid B.post hO& ergo propter hO& argument, we must 
make the preceding statement more precise. We may say that 
employment will, or may, rise to such an extent that wage disburse
ments (directly in the industry concerned, and indirectly in the 
preceding stages through the purchase of raw materials and other 
means of ptoduction, etc.) are raised above the level which they 
would attain had the reduction in the wage rate not occurred. 
This formula covers the case (which during B general contraction 
may easily OIleur) of a wage reduction inducing an industry to 
refrain from contracting its employment and pay-rolls by so much 
as it otherwise would have been forced to do, so that the wage 
reduction does not bring about an increase in employment and 
pay-rolls in comparison with the preceding period. The other 
extreme is then the case where employment is not increased at all 
above the level which it would attain if there had been no reduc
tion in wages-a level, namely, which would probably be 'lower 
during a general contraction than in the preceding period-so 
that the amount of money withdrawn from circulation is greater 
than it would be if no wage reduction occurred. 

In the first case, the wage reduction has an expansionary influence, 
so that the contraction is mitigated or even reversed. In the second , 

, Evell if the output of the industry in question does not increase as 
a consequence of a wage reduction, the industry may be enabled by the 
reduction of its labour cost to give more employDlent. if it uses the money 
saved to improve or replace its equipment--or, in other words, if it was 
consuming its capital and the wage reduction puts a stop to such consump
tion. This is not, however, a typical case in a depression, since even the 
existing equipment is not then fully utilised, though it is not denied that 
capital consumption may be going on. 



Chap. 10 Th. UP-111m : RevilNli 

case, the influence is deflationary>, and the contraction is hastened 
and intensified. , 

We now ask, Is it possible to decide on general 
Will P'!Y-rol/S grounds which of the two possible outcomes of a 
ris. or fall? wage reduction is likely to prevail during a contrac-

tion process? Can the fall in money wages be 
regarded as something which, on balance, mitigates and shortens 
the contraction, or is it an intensifying factor? We may certainly 
assume that employment and output in the industry directly 
concerned will be influenced favourably.' It is hardly conceiv
able that an industry would react to a fall in money wages by 
giving less employment than it would otherwise do. But it does 
not necessarily follow that employment and output must rise to 
such an extent that wage disbursements increase. For various 
reasons, during a depression, especially its first phase, wage reduc
tions are less likely to have a strong expansionary influence than 
during the upswing of the cycle. There is excess capacity (surplus 

1 It may be, and has been. argued that, even if in principle a reduction 
in wages may be expected to exercise a favourable influence. the latter 
will not materialise at once and the delay will be sufficient to stultify its 
operation altogether. 1f an entrepreneur is led by a reduction in wages 
to increase his investment, he will need some time to .put his plans into 
effect. First, he is likely to wait for a while and see how things develop. 
Secondly, his plans must be worked out in detail before orders can be 
given and the money actually be spent. In the meantime, wages and 
pay-rolls will have been reduced. and consequently the demand for goods 
in general will have fallen. This will cause the general situation to dete
riorate, and may well induce the producer to drop his plan of increasing 
his output. If, therefore, his investments are not made at once, they are 
likely not to be made at all. 

There is certainly much force in this argument; and we have already 
had occasion in our analysis (page 2SI) to refer to this inevitable lag 
between the conception of investment plans (or the occurrence of a 
change which ma.kes the investment in principle a. profitable proposition) 
and the actual expenditure involved. 

But at this point of the argument the situation is somewhat different. 
In the :first place. we are concerned not $0 much with new investment in 
fixed capital as with a possible increase of production within the frame
work of existing plant. In the second place, it must be remembered 
that a reduction in wages may not bnly stimulate an increase ;n output, 
but may also induce th,e employer to refrain from a curtailment of produ~· 
tion and employment. In this latter case, the effect of the wage reduction 
may be quite instantaneous. 
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equipment) in many lines of industry; and there may be large 
stocks from which raw materials and semi-finished products can 
be obtained-i .•. , output can be increased without heavy new 
investment. If new investment in fixed capital were required, it 
would be difficult to raise the necessary sums. Pessimism prevails. 
and people are reluctant to take the risk of investment for longer 
periods. -But, as we have seen, these conditions are likely to 
change gradually when the contraction has progressed far enough. 
On the other hand, a reduction in wages is bound to have a favour
able psychological effect on business-men, and.will 'make them 
more inclined to invest and the banks more inclined to lend; and 
this tends to mitigate deflation. ' 

There is another very important point to be 
Injl_&I mentioned, The case where producers use part 
of &osl of what they save through the cut in wages to 

,..dllGtion sttengthen their liquidity pr to repay bank loans 
. on sal.s implies that total receipts from sales do not fall by 
,.,,';pts tinder so much as pay-rolls. In other words, if prices fall 

&Olllpetition so much that all that is gained by cutting wages is 
and lIIonopolY. "passed on to the consumer, the position of the 

producer is ~ot improved and there is no scope for 
additional hoarding so far as he is concerned. This could only 
happen under conditions of perfect competition and even then 
not to a fuJI extent. Even on the assumption of perfect 
competition in the strict sense of economic theory, when every 
producer regards the price factor as independent of his own 
action and expands his production accordingly up to the point 
where his marginal cost equals the price-even on this assumption 
total receipts will not fall by as much as pay-rolls except in the 
improbable case of marginal prime cost being constant-i.,.; the 
marginal cost curve being horizontal. In all cases where marginal 
cost rises, only a part of the reduction in the total cost of production 
which has been achieved by the cut in wages will be passed on 
to the consumer. In other words, gross profits will be increased 
-though nel profits will still be negative, since the gross profits 
do not cover amortisation of. the fixed capital-and there is there
fore scope for increased hoarding or repayment of bank loans. 
This is a fortiori the case where there is not free competition in the 
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strict sense of economic theory, and prices under monopolistic 
or quasi-monopolistic conditions (or simply as a result of friction 
or fear of spoiling the market) are prevented from falling to the 
point of equality with marginal cost-in other words, where 
producers fail to expand production up to the point at which 
marginal cost equals price. 

We conclude, therefore, that the freer the competition and 
the more flexible the price the greater the favourable effect of 
wage reductions and the smaller the danger of an intensifi
cation of deflation. That conclusion is no more nor less than 

. was to be expected. It does not follow, however, that such an 
intensification of the hoarding process as a consequence of a 
wage reduction is impossible, even under competition in the 
strictest sense. 

Suppose employment and output in a particular 
RepemusiollJ industry to have been somewhat increased in re

on other sponse to a fall in money wages, but not by so much 
indu.rtries. as wages have been reduced, so that there results 

a decrease in the' disbursements of wages by the 
industry in question. 'This increase in employment and output 
is certainly desirable: but we have also to take into consideration 
the effect on other industries. 'This depends on what happens to 
the increased (gross) profits. Suppose a part of them is hoarded. 
Then demand for other products will be reduced; and the increase 
in employment in the industry directly concerned will bepartiy or 
wholly offset by a decrease somewhere else. 'This may even 
react back on the first industry and partly nullify there the original 
increase in employment. 

It may be useful to put the same thing in a slightly different 
way. It may happen that, if wages had not been reduced in the 
particular industry, employment and output would be smaller in 
this industry, but the industry would have disbursed more money 

1 Of course, an increase in wage disbursements need not result in an 
instantaneous increase in demand for wage goods. since the wage-eamer 

. may hoard part of it or use it for repaying debts. On the other baod, a 
decrease may be temporarily offset by drawing on hoards or incur
ring debts. We disregard these factors here as being quantitatively 
unimpo'!=t. 
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for wages, etc., and would have financed this either by borrowing 
more from the banks or by refraining from repaying bank loans 
or from building up monetary reserves or by drawing on idle 
funds at its disposal (by reducing its liquidity). 

So' far we have analysed the case from the stand-
Wag. point of one particular industry, assuming other 

,.,dII&tiOflS 'things being equal. But, if wage reductions occur 
in IIItJI!Y in a number of industries at the same time, or one 

intitutri,J'. after the other at short intervals, it is still more 
difficult to' tell what the aggregate result will be. 

If the primary influences on each industry are such that on balance 
no change in MV takes' place, the hoardings induced in some 
industries being balanced by induced dishoardings in other indus
tries, the net result will be an increase in total employment. If the 
dishoarding in some industries is larger than the hoarding in others, 
the result will be a still greater increase in employment. But this 
Qeed not necessarily happen. On balanoe, the tendency to hoard 
may be stronger than the tendency to dishoard. To be sure,a 
certain amoW!t of net hoarding, as evidenced by a decline in MV, is 
consistent with an increase in employment and output. But, if 
it goes beyond a certain point, the stimulating effect of a reduction 
in money wages may be frustrated, the fall in wages being accom
panied by a fall in demand and in prices. Employment and output 
will be no higher;they may even be lower than they would haft 
been without the fall in wages. 

But, even in this unfavourable and rather improb-
Wagr able case, where a reduction of money wages has 

,.,dII&tiOflS the immediate effect of intensifying contraction, 
innYas, 
lipddity. 

the policy of reducing wages and prices, if pursued 
long enough, will be sufficient to. create a situation 
out of which a revival (a new expansion) is likd,. 

to emerg",sooner or later without any special expansionary stimulus 
from without being required.' ' 

This follows from what has been said earlier in this and the 
previous section. We there demonstrated that, with the continu
ance of contraction, banks and individual firms become more and 

I Compare footnotes • on page .86 I on page 089. 
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more liquid. Money hoaxds grow, both in terms of money and
since prices fall-still more in purchasing power. Now, it is 
cleat that this process will be accelerated if wages axe reduced and 
'prices fall more than they would without a fall in wages. In 
other words, the fall in money wages and prices reduces the volume 
of work which money ~ to perform in facilitating the exchange 
of goods and services in the different stages of production. 
Money is set free in this line of its employment, and becomes 
available for hoaxding. Pari}asSN with the fall in prices, 
existing money hoaxds rise in real value and, sooner or later, 
the point will be reached where even the most cautious indi
viduals will find an irresistible temptation to stop hoaxding and 
to dishoaxd. 

We may put the matter in yet another way. Assume for the 
inoment that, independently of the behaviour of money wages, 
there is a definite level of liquidity which must be reached before 
the economic system can again start on the up-grade. It is cleat 
in this case that the more rapidly wages and prices axe allowed to 
fall the more quickly the desired level of liquidity will be reached. 
Flexibility of money wages, and competition in the labour maxket 
as a means to the attainment of flexibility may be regaxded as a 
factor conducive to the restoration of full employment. But the 
problem is not quite so simple as that, because the level of liquidity 
which must be attained need not necessaxily be independent of 
the movement in money wages. If Wl!ges axe very flexible, and if 
this flexibility has an initial deBationaxy effect (as explained above), 
a higher degree of liquiditY may be required than when wages 
were somewhat more rigid. But, the axgument runs, even in this 
unfavourable case-which is by no means the only possible, or 
even the most probable, case-there is somewhere a higher level 
of liquidity which is sufficient under all circumstances. 

The question with which the above discussion 
COI/(/NJiOllS. began, as to whether a continued fall in money wages 

under conditions of general unemployment is to be 
regaxded as a factor which will bting a contraction to an end, must 
therefore, if we carty the axgument to its logical conclusion, be 
answered in the affirmative. It must, however, be emphasised 
once more that this does not imply the necessity for a process of 
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contraction's always, or even in the majority of cases, running 
its course through to its " natural" end. One or the other of the 
expansionary impulses which have been analysed in the present 
and the preceding section will usually intervene. Nor again, in 
answering the question in the affirmative, is there any intention of 
prejudging the issue of the advisability or otherwise, in the absence 
of a spontaneous expansionary impulse, of attempts to check the 
course of the contraction by State intervention in one form or 
another. In answering that question, many extraneous considera
tions arise, some of them of a non-economic nature, which cannot 
be discussed here. But so far as the problem in hand is concerned 
-namely, the problem of the influence of the behaviour of money 
wages-the following conelusions may be drawn. 

An isolated policy of keeping money wages up is vety dangerous, 
although it is impossible to deny that a policy of wage-cutting may 
on occasion, up to a certain point, intensify the contraction before 
its favourable influences on employment and output makes itself 
felt. It may be very difficult to decide beforehand whether such 
a temporary intensification is, or is not, to be expected from a 
given reduction in money wages in a number of industries. If 
there are reasons to believe that even without a wage reduction 
contraction of MV will go on-and, as we have seen in the chapter 
on the contraction process, a certain shrinkage in MV is the 
invariable concomitant of a cyclical depression-it will certainly 
increase unemployment and prolong contraction if wages are 
not allowed to fall. If a contraction in a country is dictated by 
its international situation, the situation is still clearer. Wages 
and prices must be allowed to fall if a rise in unemployment 
and a fall in output are to be prevented. (It is another 
question whether, and under what circumstances, it is possible and 
advisable to cut short this process of adjustment by currency 
devaluation.) 

On the other hand, where a country need not consider its inter
national economic situation and has a free hand as to its monetary 
policy, it is comparatively easy to make sure that the possible 
deflationary influences. of wage reductions are ~ated while 
at the same time the expansionary influences are not hampered. 
All that is required is to combine a policy of wage reduction with 



Chap. 10 Th. Up-fIITtI : Revival 

expansionary measUres such as public works financed by inflation
ary methods. The effect will be to forestall any decrease in total 
wage disbursements, and consequently in the demand for 
consumers' goods, which might otherwise result from the wage 
reduction. 

What has been said of wages is equally true of other prices which 
are kept up by monopolistic manipulation or State intervention. 
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CHAPTER III 

INTERNATIONAL ASPECTS OF BUSINESS CYCLES 

§ I. INTRODUCTION 

In the preceding chapters, the analysis of economic 
P""';OIl.f fluctuations has been pUIsued without much 

tr'lItment, of attention to their international aspects. In all 
;nt.1'It4tiOlltZ/ references to "countries", we have had in mind, 

t1Spe(ts. not indeed completely closed economies, but areas 
within whose borders all fhe characteristic featUIes 

of the business cycle-the swings of rising and falling money 
demand, the reciprocal interactions of demand for consumers' 
goods and demand for producers' goods, the variation through 
time in the degree of employment and scarcity of productive 
factors-<ould come into play. Repercussions on, and distUIb
ances from, economic relationships with the outside world have 
made their appearance in the argument at various points, but 
only incidentally : they have been treated as isolated facts and 
have not been further analysed. The attempt has now to be 
made to deal with these international aspects in systematic fashion. 
The argument has to be adapted, as and where necessary, to the 
fact that the real world is neither one big economic unit nor a 
congeries of closed systems, but a complex system of economic 
relationships of various kinds between individuals. The closest 
connections of these individuals tend to be with their neighbours 
and their own countrymen; but they are linked up----'lometimes 
directly, always indirectly-with the farthest comers of the carth.1 

• In addition to the book by H. Neisser, .. Some International Aspects 
of the Business Cycle "(philadelphia, 1936), two articles may be mentioned 
whicll deal expressly with the international aspects of the business cycles, 
viz. : O. Morgenstern, .. International vergleicllende Konjunkturfor-



Chap. II IntmtationaJ Asp.&ls of Bttsinm 0d.s 

This . adaptation of the argument incidentally links up two 
branches of economic theory which too often are kept apart 
-the theory of international trade and the theory of economic 
change. 

In setting out the international complications 
M.thods of in orderly fashion, there are two alternative methods 
.xposition. of exposition whiCh we may adopt. The first 

method would be to start from the assumption of 
two or more completely independent and isolated economies, 
and proceed to introduce one by one the various types of economic 
connections which we find in the real world (exchange of goods 
and services, capital movements, the various types of monetary 
connections), and so investigate the influence of each of these 
connections on the course of the cycle in the various countries, 
and the extent to which a patallelism in the alternation of periods 
of prosperity and contraction in the different areas concerned is 
thereby produced. 

The other method of approach, which is that adopted in the 
following pages, is to start with the hypothesis of a spaceless closed 
economy embracing the whole world and to introduce one by one 
the circumstances which divide and disintegrate that economy. 
The disintegrating factors are so arranged as to start with the most 
general, natural and inevitable physical facts, and from these to 
proceed to the more artificial human devices, in such a way as to 
exhibit the operation of the earlier factors without the later factors 
but not of the later factors -without the earlier. 

The first disintegrating factor to be introduced is transportation 
cost-in other words, imperfect mobility of goods and services. 
The second is the localisation of investment, credit and banking 
(imperfect mobility of capital). The third, perhaps the most 

schung o
, in Zeitscllnll ta" die gesaJllte Staatsunssn.scha/', 1927. Heft 2: and 

A. v. Miihlenfels, U Internationale Konjunkturzusammenh5nge n in 
Jahrbueher fijr NCilicma/likcmomi. ,,104 S/alistik, 130, Band III, Folge 75, 
Band 1929 I. Moreover, the literature on international trade has become 
more to cycle conscious" in recent times and contains frequent references 
to cycle problems. Cf. B. Ohlin, .. Interregional and International 
Trade" (1933), R. Nurkse, .. Internationale Kapitalbewegungen" (1935), 
R. F. Harrod, U International Economics" (1933). C. IveI'SeD., If Aspects 
of the Tbeory of Capital Movements .. (1935). 
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important, is· national currency autonomy. Thus we have a 
series of situations representing an increasingly close approach 
to reality. In the discussion at each stage of approach, it will be 
necessary to make further distinctions in relation to what we 
conceive to be the distribution of resources (in the widest sense of 
the word) among the various "countries ". It is the· uneven 
geographical distribution of economic resources and activities 
that gives the disintegrating factors their importance. If each 
area or country .possessed all types of resources in sufficient 
quantity, the existence of high transport costs between them would 
be irrelevant. 

It goes without saying that some of these disintegrating factors 
--e;pecially the fust, but also the second to some extent-operate, 
not only between countries separated by political borders, but 
also within political areas between different regions. When, 
therefore, we speak simply of " countric;s ", the expression is to 

be understood with the obvious qualifications implied by the 
context. 

§ 1. INFLifflNCE OF T¥NSPORT COSTS : IMPERFECT MOBILITY 

OF GOODS 

The most natucal and inevitable of all disinte
Lortili.ratioll grating factors is the existence of costs of transport. 
of .xpllll.fioll Costs of transport should be interpreted in a broad 

anti . sense as covering, not only the exp'enses involved 
rotItrartioll. in transferring goods between producers, or from 

producer to consumer, in different localities, but 
also the trouble and expense involved in moving the consumer 
to the goods and services. ·It is assumed that resources arc to 
a considerable extent localised, whether by nature or, in the case 
of labour, by a multiplicity of causes. It should further be kept 
in mind that, at this stage of the argument, we still assume a unified 
money and credit system for the whole world. 

Given a certain geographical distribution of resources, the. 
effect of transport costs is to permit of cumulative upward and 
downward movements in money demand, not confined' to but 
centred in particular areas. In the absence of transport costs in 
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the sense defined above, the specialisation of particuIar areas to 
particuIar lines of production arising out of the unequal distribution 

. of resources between localities would have full play. Suppose now 
a fortuitous expenditure on the part of a group of people. There 
will be a consequent primary increase of income accruing to· the 
workers and entrepreneurs producing the articles to which the 
additional demand is directed. Probably this primary income 
increase will affect some districts more favourably than others. 
When the primary increase in income comes to be spent, however, 
there will be a secondary increase in incomes; and there is no 
reason to believe that this will accrue particuIarly to those districts 
which enjoyed the primary increase, nor yet to those whose 
fortuitous increase in expenditure set the whole process going. 
Thus there will be no localised circuIar, cumulative exparision 
increment. When we introduce transport costs, however, 
specialisation and division of labour between areas tends to 
diminish; and we lind that the primary employ~ent and income 
increase tends to accrue in a greater degree to those living near to 
the group which increased their expenditure. The secondary 
increase in incomes will likewise tend to accru" to those living and 
working near'the beneficiaries of the primary increase in incomes. 

The cumulative expansion movement need not, 
COll1lter- of course, be confined to any particular locality. 

infltmln of The influence of transport costs tends so to coniine 
lllUlJen it; but, on the other hand, the influence of the 

diitriblltion uneven distribution of resources tends to maintain 
of resolll'as. a geographical division of labour, to promote 

inter-regional exchange, and so to ensure that some 
portion of the increased income of individuals in a given 
locality is expended in the period immediately following on 
" imports" of one sort or another. Thus, the more strictly the 
various areas are specialised in particuIar types of economic 
activity the less scope there will be for local or regional monetary 
expansions and contractions. 

In seeking to picture an expansion from the point of view of 
any particuIar country or area, we must bear in mind the fact 
that each locality is diiferently placed in respect to the given 
distribution of economic resources over the earth's surface. Each 

21 
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locality has its own chancteristic potentialities for the production 
of different goods and serVices, and its own characteristic constel
lation of transport costs alfeering its exchanges with other centres 
of production. As a result, a fortuitous increase in the monetary 
demand for goods and services in one area may tend to confine 
itself to that area, whereas in another area an increased demand 
may rapidly overleap its own borders.' 

In a country like the United Kingdom, for example, the primary 
increase in income will be spent very largely on products '(food, 
textiles, and so on), the earlier stages of whose production takes 
place abroad. Thus, a. considerable portion of the expenditure 
of secondary and subsequent income increases will be drained off 
to agricultural countries; and the favourable repercussion on 
British exports may be small and long delayed. A similar 
argument will apply to a. 'country like New Zealand, whose inhabit
ants will spend a considerable portion of any increase in income 
on the manufactured products of the U;Uted States and Europe. 
On the other hand, we may take the United States as an example 
of a country in which only a very small proportion of an increase 
in consumers" incomes will find its way abroad. 

It is necessary, however, to keep in mind, not only the expendi
ture on consumption goods, but also the expenditure on lllvest
ment goods which is to some extent dependent on the former. In 
an undeveloped country, without heavy industries, the process of 
monetary expansion by way of reciprocal stimulation of consump
tion and investment-the so-ca1led Wicksellian process-will be 
of minor importance. If a revival of British industry takes place, 
it provides a stimulus for the building and extension of plant. The 
existence of a world capital market ensures an unlimited supply of 
investible funds, so that the investment an proceed. The funds 
invested will be spent on the products of British heavy industries, 
and the flow of money incomes will be enhanced. On the other 
hand, if the original impetus to prosperity develops in some part of 
China, it may become profitable to extend, I.g., the railway system 

, ct. the interesting article by F. W. Paish ... Banking Policy and the 
Balance of Interoational Payments ... in E.".. .... iCtJl. Vol. III (New Series). 
November 1936. 
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-in which case a large proportion of the money invested will 
be drained off to Europe or AmeriCa. 

It must not be assumed that the proportion of 
Tend.n<y of expenditure in any country which finds its way 

!«at abroad in payment of imports will remain the same 
.xpansions to in all phases of a cyclical movement. As a local 

Dlltrjl..". expansion or contraction develops, there will be 
changes in the distribution of income and expendi

ture which may involve a greater or smaller proportion of pur
chases from abroad; but there is no reason to expect any systematic 
movement. More important is the point already touched on 
that, as the volume of the demand for investment goods changes 
in relation to the volume of the demand for consumers' goods, 
the foreign drain will become less or more considerable. In this 
event, some systematic m9vement in 'the direction of a greater or 
smaller foreign drain is to be expected in each individual case; 
but we cannot say in general which direction the movement will 
take. 

We can say, however, that the further a local expansion goes 
the more it is likely to " spill over" into other regions-<l!ld that 

, for a different, a third, reason. Imports will increase, not merely 
pari J>asSll with incomes, but faster. As the expansion goes on, 
stocks are taken up, unemployed workers reabsorbed, and plant is 
used to fuller capacity.. Hence wages and other prices will rise 
and, by the operation of the mechanism described in the classical 
expositions of international trade theory, both home and foreign 
demand will be switched away from local products to foreign 
substitutes. For a local boom even more than for a general boom, 
the stage of price-inflation is a dangerous one and marks the 
beginning of the end. On the other hand, where prices are kept 
steady as a result, •. g., of technological progress, the boom may 
obtain a longer lease of life. 

e . ~ The effects of transport costs are not, however, 
O.XIS..,,,. -"'- d th· . . f ch k th d .r pro .... '", CODDlle to e =posltton 0 a ec on e sprea 

OJ Sr"", f . d d . fr and J, . 0 prosPerIty an epresSlon om one area to 
ftKi'tt;:.;on another. The! also make i~ possible ~t, at one 

and the same time, a cumulattve contraction process 
should be taking place in one region and a cumulative expansion 
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process in another region. The simplest, though not the most 
likely, cause of such a development would be a change of taste 
or income distribution in the world as a whole, leading to 
a transference of demand from the products of one region to those 
of another. In a "spaceless" economy, such "horizontal" 
demand shifts, while significant for the industries directly con
cerned and for their subsidiary industries, would be relatively a 
matter of indifference for the rest of the economic system, unless 
the consequenee of the shift was to set afoot a net expansion or 
contraction. In the real world, the effect maybe to promote an 
upswing in one quarter and a, downswing in another. 

A somewhat similar case is the effect of innovations in methods 
of production or transportation, the introduction of new types of 
finished goods, etc. In most of these cases, the stimulus provided 
for the new industries will lind its counterpart in a check to the 
old competing industries-i.t., those ~dustries which produce 
the equipment or material replaced or rendered superfluous by the 
new processes, and those which have lost their market because. 
demand has been drawn away by the newly invented types of 
goods. This 'setback in the old industries may not become serious 
until after the new methods have been put into operation; but, 
when it does, it is calculated-in a "space1ess" economy-to 
precipitate the down-turn. 

If, however, the new industries are localised in areas other than 
those in which their unsuccessful rivals are to be found, the 
continuance of prosperiry in the former region may be but little 
hampered by the misery of the latter. The exposure of excessive 
anticipations in one country need not drag the whole world down. 

Much of what has J>een said about the influence 
Tariffs. of transport costs is equally applicable to tariff 

batriers and other hindtances to international trade. 
C\1stoms duties in particular resemble transport costs in that they 
impose an obstacle to the movement of goods; but the obstacle 
can be overcome if the price disparities in the exporting and the 
importing country are sufficiendy high. For this reason it is 
convenient to mention them at this point, though they may be 
regarded as more" artificial " than some of the other disintegrating 
factors treated below. 
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Whereas transport costs tend to increase the proportion of 
demand directed to goods and services produced in nearer or 
more accessible regions, Customs tariffs-being levied at political 
frontiers only-tend to confine demand to the products of the 
same State, or to other States whose imports are relatively little' 
affected by the tariff barriers. Often, this means that tariffs act 
as an additional factor tending' to localise monetary expansions and 
contractions. It need not be so, however, since their effect may 
be to divert demand from nearer to more distant sources of supply., 
This will be the case for populations living close to political 
frontiers and hence to Customs barriers. The effect of high' tariIf 
protection will be that localities within the same country-or. 
it may be, within the same empire-may tend to have their periods 
of prosperity and depression at the same time, whereas other 
countries will tend to show a lesser degree of synchronisation. 

Changes in tariffs have exactly the same consequences as changes 
in transportation cost-in which connection we may refer to the 
short analysis of the possible expansionary influence of the imposi
tion of a tariff in the protected country which was given on page ~80 
above. (,Ibis type of analysis can be easily adapted so as to 
apply to the effects of the removal of a tariff on both countries 
concerned.) 

Tariffs dilfer, on the other hand, from transport costs in the 
fact that they can be altered by legislation, and therefore may be 
changed as a matter of policy systematically throughout the course 
of a cycle. A country may conceivably succeed, by raising its 
tariff wall, in diverting demand from foreign to domestic sources 
of supply (though, be it noted, a part of the demand thus diverted 
from the purchase of foreign goods may be sterilised in the form 
of hoards). It is conceivable, therefore, that a country might use 
its power to vary its tariffs as a means of mitigating the violence 
of its own industrial fluctuations, raising them when threatened 
by deflation in other countries qr by the appearance of deflationary 
tendencies at home, and lowering them in the opposite case of 
danger of inflation whether originating at home or in other 
countries. ' 

While it is conceivable that a single nation might succeed, by a 
policy of raising tariffs in bad times and lowering them in good 
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times, in achieving comparative immunity from the great interna
tional business cycles, the consequence of such a policy simultane
ously pursued by all nations would be precisely the reverse. The 
raising of a tariff means a limitation of the investment opportu
nities of the potential importers. The money which is prevented 
from leaving the country is in part hoarded. The demand for 
foreign products will fall by more than the amount by which the 
demand for home products rises : and, if such a policy is pursued 
all round by every country, the depression will be rendered still 
more severe in the world as a whole and very probably in each 
individual country as well. For similar reasons, a policy of 
reducing tariffs in the upswing, simultaneously pursued by all 
nations, will not lead to stability in the total money demand, 
but will rather afford a further expansionary impetus to each 
country. 

§ 3. INFLUENCE OP THE LOCALISATION OP rNVESTMENT, 

CREDIT AND BANKING : IMPERFECT MOBILITY OP CAPITAL 

In the last section, we introduced into our 
EtjllafiJ'atiOll picture of the cyclical movement the influence of 
of il1l1ml an uneven distribution of (a) resources and (b) 

rate.!. transportation cost of goods and services. We 
have continued, however, up till now to assume a 

common money circulation within the whole of the area under 
consideration. This assumption we shall still maintain in the 
present section. We have further assumed perfect mobility of 
capital. This assumption will now be dropped; and in its place 
-we shall introduce the assumption of Ii more or less complete 
localisation of investment and banking activity-in other words, we 
shall assume imperfect mobility of capital. 

Let us first enquire into the exact meaning of imperfect 
mobility of capital and of its opposite. By perfect mobility 
of capital we mean perfect mobility of investible funds, that 
is to say, a state of a£I'ai.rs in which investible funds will flow to 
those parts of the world where demand is highest or, rather, in 
which they will be:". distributed over the various countries in such 
a way that the ratd; of interest in genera1-or, more precisely, 
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the notes of interest for di.fferent types of loans with equivalent 
maturities and risk-will everywhere be the same. 

It should be noted that perfect mobility of capital 
Mobility of that is complete inter-local equalisation of the note 

lapita! _stU of interest is not incompatible with high, or even 
mobility of prohibitive, tnlnsportation costs (including artificial 

goodr. costs such as tariffs) for goods in general and capital 
goods in particular. Suppose two countries, A and 

B, between which the tnlnsportation of capital goods of all kinds is 
completely impossible, the tnlde between the two consisting 
exclusively of consumption goods. If the currency of the two 
countries is firmly based on gold, and if the position in respect 
of debtors' morak, legal protection of investors and possibilities 
of supervision of investments is the same in both countries, there 
is no reason why the investors in the country where the interest 
tends to be lower should not tum to investments in the other 
country. There will he a complete equalisation of the rate of 
interest; and capital will eventually be tnlnsferred in the shape of 
consumers' goods and luxuries. Short of the quite extreme case 
where there is no exchange of goods or services whatsoever (a 
case which need not detain us here), imperfect mobility of goods 
does not directly reduce the mobility of capital. It cannot, 
however, be denied that, indirectly, increasing restrictions· on the 
movement of goods and services tend to restrict the movement of 
capitaI. and render foreign investment more and more risky. If 
the volume of trade between two countries is large, and if there are 
many actual and potential export and import goods, the repercus
sions of the tnlnsfer of a given amount of investible funds (money 
capital) will be slight. A mlld expansion in one country relatively 
to the other will suffice to produce an export surplus from the 
capital-exporting country. If, on the other hand, the volume 
of trade is comparatively small, the movement of the same amount 
of money capital will produce a more violent expansion, and 

, There need he no absolute contraction in the capital-exporting 
country. A slowing-down of the expansion may he suflicient. There are 
also cases conceivable where no contraction--not even a relative one-
is required from the capital-exporting country, if, viz., the proceeds of the 
loan are spent directly on goods of that country. 
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probably a sharp rise of prices, in the one country, andcpntrac
tion and a sharp fall of prices in the other country. The same 
thing can be expressed by saying that, where the volume of trade is 
large and the economic connections are close between two countries, 
the money which flows out of one country to seek investment in 
the other will soon lind its way back through increased exports or 
reduced imports. If the volume of trade is small, it will not 
return so quickly. The slump in the capital-exporting country 
may drive up the interest rate and thereby remove, at least for 
the moment, the incentive for the migration of capital. But it 
may also incite a Bight of capital and precipitate the crisis. 

In the extreme case where no movement of goods or services 
is possible, a transfer of money capital will be wholly inflationary 
in the one country and deflationary in the other'; but even in this 
case the transfer is not impossible, although it is' difficult to see 
how an equalisation in the rate of inte=t can be permanently 
~eved, unless one believes the interest rate can be permanently 
lowered by monetary inflation or permanently raised by deflation. 

We may sum up as follows. The smaller the volume of trade 
I.. 

the more violent will be the inflation ip. the borrowing, and deflation 
in the lending, country consequent upon the movement of a certain 
sum of money capital, or, if exchanges are allowed to vary, the 
more violent will be the fluctuations in the exchange rate. If this 
development does not directly check the tendency of capital to 
migrate, it will at least afford incentives to State interventions such 
as transfer moratoria and the like, and is for this reason therefore 
indirectly fatal to foreign investment. 

So much for this digression. We return to the 
The reaJOlIJ main theme. As everybody knows, equalisation of 

for differetl&tJ interest between different countries is not the typical 
in interest situation we lind in the real world. What we find 

rateJ. is, on the contrary, a persistence of discrepancies, 
sometimes of a very high order of magnitude. 

The mobility of capital is usually far from being complete. People 
tend to invest their money at home in local land, physical capital, 
property rights. debts and so on, even though the rate of interest 

• Ct. Iversen, lac. cil., page 47. 
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which can be earned is much lower than that to be obtained by 
equiVlllent investments abroad. The reasons for this are rather 
obvious. Partly they are, so to speak, of a physical nature. 
Transport costs and costs of communication place obstacles in 
the way of that personal supervision which is usually necessary 
to obtain the highest income from investment in physical capital, 
while they enhance the difficulty of' obtaining that first-band 
knowledge of the business and political situation in other countries 
which is necessary to dissipate ~certainties in regard to business 
propositions and the value of equities. But, on the whole, the 
barriers to international lending and investment are less physical 
than political, social and institutional. Ignorance of foreign 
tongues, inadequacy of legal protection, risk of transfer restriction 
or outright confiscation-and, to anticipate a little, fear of exchange 
instability-are nowadays certainly more important factors than 
actual distances. 

Changes ill 
mobility of 

rapi/al. 

We are not concerned here with the effects in the 
long run of the immobility of capital on the economic 
structure of the world and the economic develop
ment of the capital importing and exporting coun
tries. We do not try to answer questions as to 

what, for example, the world would look like to-day -without the 
enormous capital movements which took place in the nineteenth 
and twentieth centuries. We are here concerned with (a) the 
proximate influences of the imposition; remoVlll, strengthening 
or relaxation of the impediments to international capital move
ments, and (b) the modifications brought to the short-run cycle 
of expansion and contraction by the very .xish,," of a certain 
degree of localisation of investment, credit and hanking. 

On the basis of the analysis in the previous pages of the nature 
and causes of cyclical expansions and contractions, it is compara
tively easy to answer the first of these questions. Naturally, the 
answer cannot take the form of a brief and comprehensive formula : 
it is only in the form of responses to particu1ar cases that the 
question can be answered. But we can indicate broadly what are 
the factors which must be taken into account. 

Obviously, we must first distinguish between the effect on the 
capital-exporting and that on the capital-importing country, and 



Naltlr, anti Causes of th, Cycl, Part II 

must ascertain in each case in which phase of the cycle the change 
takes place. What will be the influence on the supply of investible 
funds and the rate of interest in both countries? Clearly, the 
imposition (removal) of restrictions on capital movements will 
tend to reduce (raise) the rate of interest in the capital-exporting 
country, and to raise (reduce) it in the capital-importing 
country. How will the demand for investible funds react to the 
change in supply? This will, in tum, ,depend on the phase of 
the cycle. 

Thus the final outcome may differ according to circumstances. 
But we are in a position to indicate what in any particular case 
are the circumstances which determine that outcome. 

We tum now to the second question-that is, 
T ,nJeney to to the effects of a certain degree of localisation of 
damp d01Vll investment, credit, and banking. They can be 
local booms most clearly brought out by: supposing the tendency 

an4 d,preuions. towards localisation to be so strong as absolutely 
to prohibit lending and investment outside regional 

or national boundaries. In such circumstances, the general world , 
market for capital (or investible funds) will be divided up geogra
phically or nationally into watertight compartments. In each 
country, a different interest rate--or scale of rates-will prevail, 
determined by the local demand for funds and the local supply. 
The local supply will depend, among other things, on the supply 
of money.in the country, on the basis of which we may suppose 
a· more or less developed credit structure to have been erected. 
What will be the consequence of such an arrangement on the 
length and amplitude of cycles ill. the different countries? Here, 
again, the answer cannot be.contained in a single formula. 

On the one hand, localisation of credit tends to damp down 
local booms and depressions. Suppose a local boom flares -up
because, •. g., the demand for the export goods of the area in ques
tion has risen or because of a purely internal stimulus to investment. 
With an international capital market in operation, funds may in 
such case be drawn from the whole world. The interest rate will 
rise much less quickly than it. would, if only local funds are avail
able. A local depression may also be alleviated or shortened by 
imperfect mobility of capital. When the. demand for investible 
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funds is at a low ebb, the fact that such funds cannot leave the 
country will so reduce the tate of interest that the chances of revival 
are improved. 

On the other hand, there are a number of reser
Rn.rvations. vations to this principle. While a boom, like a 

fire, is more easily extinguished where the supply 
of inflammable material is restricted, it may be that the causes of 
the fire provide at the same time the inflammable material. If 
the boom is caused by a rise in foreign demand, the influx of 
money will increase the supply of investible funds as well as the 
demand, and may, under a regime of localised credit, depress the 
tate of interest below the tate which would have prevailed had 
capital exports been possible. In the same way, a depression due 
to an adverse movement in international demand may be accen
tuated by a restriction of the supply of investible funds consequent 
upon a drain of money from the country. 

But even if we restrict the generalisation about the moderating 
effect of credit localisation to booms· and depressions where 
e.'''temal causation is lacking or unimportant, it is applicable only 
to reiatitJe booms and depressions : that is to say, it is when a 
country is more prosperous than other countries that it suffers 
from the absence of capital movements. In the course of a genetal 
world boom, countries which, though enjoying a cyclical upswing, 
are less promising fields for investment than others may be drained 
of funds if capital movements are possible. It will be seen that 
anything which tends to hinder such movements may in the 
circumstances prolong the prosperity of some countries while 
limiting that of others. Similarly, localisation of credit may put 
a brake on depression in the most-depressed countries, while 
prolonging it in less-depressed countries. 

A still further limitation must be placed on the genetal principle 
to allow for cases where capital exports and imports are not merely 
cyclical phenomena, but trend phenomena. Suppose that in some 
countries the supply of investible funds tends on the whole
counting in all phases of the cycle-to run ahead of the demand, and 
so to depress the tate of interest below that prevailing in other 
countries. If capital exports are possible, they will take place. 
If not, a part of the funds will be invested at home, bringing down 
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the interest rate, while a part will be sterilised in hoards and cash 
reserves. Taking an average over good years and bad, the hoards 
will be larger if credit is localised than if it is not. But these 
hoards may be invested in boom periods at home. Their presence 
ensures that the supply of investment funds from domestic sources 
will be fairly elastic. It is even conceivable that the localisation 
of credit, by promoting the accumulation of hoards in advanced 
countries which would otherwise be capital-exporting, may make 
the supply of investible funds available to the entrepreneurs of 
those countries more elastic even than it would be if international 
capital movements were possible. 

Having attempted to determine the effects of 
Effects 011 credit localisation on the cyclical movements of 

" spnadillg" of individual countries,let us now tum to the question 
tyclka/ of its effects on the spreading of such cyclical 

1II000ellltllfs. movements from country_ to country. Suppose 
that investment opportunities appear in country A, 

and a boom develops accompanied by rising interest rates. With 
a perfect world capital market, this would mean that funds would 
be drained from foreign countries, raising the rates of interest 
there. Foreign countries would thus experience at the same time 
iL rise in their export trade to A, involving a rise in the demand for 
investible funds and a faIl in the supply of those funds. It cannot 
in general be said whether the inflationary effect of the former 
would outweigh the dellationary effect of the latter. If, on the 
other 'hand, capital movements are impossible, the effect of A's 
boom is unambiguous. A's trade balance will become less favour
able and money will tend to :flow abroad, with the effect of 
increasing there the supply of, as well as the demand for, investible 
funds. 

It might seem to follow from this argument that the localisation 
of credit is a factor tending to spread prosperity and depression 
from one country to another. But, even in the case considered 
above, this is not necessarUy true. It was pointed out in the 
foregoing pages that in general-though there were exceptions
the effect of localisation of credit was to limit the extent of booms 
and depressions. Io so far as it has this effect, it also limits the 
rise in A's imports, which will take place during an upswing 
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in A and so limit the extent of the stimulus to business in the out
side world. If funds could be transferred to A from the outside 
world, the increased investment there would have its repercussion 
on imports, thus giving rise to an increased demand for goods in 
the outside world. On the other hand, the transfer of the funds 
will reduce the supply of investible funds in the outside world: 
but it is conceivable that the latter effect will be less important 
than the former. 1bis is likely to be the case when, during a 
depression, the supply of investible funds is very elastic, the 
rate of interest having reached a minimum level (set by institutional 
circumstances) in the face of a very low demand. Thus, localisa
tion of credit may easily have the effect of hindering the spread 
of a boom by hindering the boom itself.1 

The disparate organisation of the world capital 
r"tmtationaJ market opens up a new series of possible repercusc 

frtIItsfers sions from changes which involve a transfer of 
of aellltmti. demand from one country to another. The unequal 

development of credit in different parts of the 
world means that any movement of the balance of trade in favour 
of a country with a relatively highly developed credit structure 
will, "teris paribus, have a net inflationary effect in the world as 
a whole. 

But, apart from this unevenness in the development of credit, 
a movement of funds from one national credit market to another 
brought about through changes in commercial currents will be 
likely to have a net effect. Whether this effect is expansionary or 
deflationary will depend on central-bank policy, confidence and 
liquidity of the banks, elasticity of the industrial demand for 
credit-all of which conditions are themselves largely dependent 
on the phase of the cycle in which the countries concerned lind 
themselves when the change in demand occurs. In particular. 
any very violent diversion of demand between countries, such as 
may occur in the course of a world busines"""Ycle or as a result of 
war or large-scale harvest fluctuations, will probably be deflationary 
in its effect. The country losing money may be forced to contract, 

• Here the Neo-Marxian Theory of Imperialism referred to on page 82 
comes to the mind. 
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its new funds in investment.1 

S.ttional 
mobility 

of tapital. 

For the purposes of our exposition, we have so 
far contrasted two extreme cases : viz., a state of 
affairs with no intemationallending and investment 
at all on the one hand, and a world economy in 
which there are no hindrao,ces to the How of invest-

ible funds from anyone area to any other. In reality, of course, 
while 011 the whole people do tend to lend and invest funds in their 
home country to an extent which prevents the complete equalisation 
of interest rates in different countries, there is normally a. certain 
amount of international lending and investment. 

In order to investigate such intermediate cases more closely, 
we must abandon the simplifying assumption that the market for 
investible funds is completely homogeneous. In reality, there are 
many sub-markets. One type of debt is not completely substi
tutable for another. It is therefore not s';rprising to find that the 
markets for certain types of debts are much more international 
than the markets for others. 

Some Govethment obligations, for example, command a world 
market, whereas small business-men must borrow from those 
who know them and have some legal redress against them if the 
debts are not paid. For reasons of security, certain classes of 
debts are held exclusively by co-nationals of the debtors. 

Another factor closely connected with security of repayment is 
liquidity, or quick sa!eability_ quality which makes debts to 
some extent a substitute for money. It is obviously more conve
nient to have one's current account with a local banker than with 
one whose offices are abroad. Also, the fact that people prefer to 
buy local securities is in itself a good reason for anyone's keeping 
that part of his wealth which he wants to be " liquid" in the £i:>rm 
of local claims . 

• This factor, which is probably of very great practical importance, 
has been analysed with great force by Dr. Thomas Balogh, .. Some 
Theoretical Aspeets of the Central European Credit and Transfer Crisis" 
in Ifttmttllionai AUai •• (Journal of the. Royal Institute C?f International 
Affairs), Vol. II, May '932. 
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It therefore remains true that, even at a time when considerable 
international capital movements may be taking place, a flow of 
money from countty A to country B on current account-i.,., as 
payment for goods and services exported by B in excess of imports 
-will bring about a diminution in the supply of investible funds 
available in A and an increase in the supply of investible funds 
available in B. If the capital market were international in all its 
branches, this would not take place. There would be an increase 
in the supply of investment funds in B; but it would be available 
to entrepreneurs in any country. In fact, however, the increased 
money in B will be deposited with the banks, and will lead to an 
expansion in the loans of the banks to industry and to the bill 
market, as also to an increase in the banks' holdings of securities. 
If the bill market in B is well known internationally, the cheapness 
of discounting there may lead to an afflux of exporters from A and 
elsewhere desirous of benefiting by the low discount rates. 
Similarly, the high prices of bonds in B, due to bank purchases, 
may make it easier for other countries to /loat new issues in B, 
and in addition may induce holders of B bonds to exchange them 
for bonds-of other countries. The reverse process will take place 
in A. In this way, a part of the money which leaves A on t:tIfTInl 

accobnt will " leak " back on capital account, without, however, 
completely nullifying the favourable effect on the supply of credit 
available to borrowers in B or the unfavourable effect in A. 

It may be a permissible simplification of the situation to suppose 
that there,is a world-market for long-term bonds ~d shares, but 
that 'Y0rking capital has to be provided by each nation from 
national sources. We may suppose that, in the case of two 
countries A and B, oppoltlJ!lities for the absorption of long-term 
funds are opened up in A, whether such opportunities arise in 
connection with real investment or with the phenomena of a 
stock-exchange boom. The result in, either case is a /low of 
investible funds from B to A, which may exceed the adverse trading 
balance that A will probably develop as incomes in A rise. Now, 
if all sections of the capital market were international in scope, 
business-men in B would suffer from the rise in interest rates 
consequent on the rise in the demand by A for investible funds, 
and would gain by the increased demand for B goods in A. In 
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the circumstances of the supposed case, however, they will suffer 
an additional handicap in that the f1ow'of money from B to A will 
induce the banks in B to restrict credit, and may render the supply 
of working capital in B scarcer than it is in A. 

Varying 
1I1obility 

of topital. 

Even in the case of those sections of the capital 
market which are comparatively in~ernational in 
scope; the degree of internationalism depends upon 
factors-such as the policies of Governments and 
the state of confidence of individuals-which vary 

with the times.. It may be possible to make the generalisation 
that during the downswing of the world business cycle, when the 
confidence of investors is at a low ebb, foreign lending is specially 
avoided as more dangerous than domestic lending, so that the 
brunt of the depression falls on the borrowing countries, while 
countries which normally are capital-exporting obtain some relief 
through the improvement of their balance of payments. The 
role of capital movements in the course of the world business 
cycle, however, is largely determined by events on the foreign 
exchanges, to which subject we now turn. 

The broad result of ow: analysis in this section is 
SIIIJI1I1ary. as follows. The influences of a localisation of 

investment and credit on the cyclical movement are 
manifold. Sometimes the tendency is to damp down local booms 
and depressions: sometimes the influence is the reverse. Every-

. thing depends on the details of the general economic constellation. 
While it may be said that the existence of transportation costs (that 
is, of a certain localisation of real goods) tends definitely to disturb 
the uniformity of the cyclical movement in the world and to make 
local booms and contractions possible, no such general statement 
can be made about the localisation of investment and credit in 
general. Given the existence of transportation cost and.. the 
geographical distribution ,of resources, it cannot be said that 
increased mobility of capital tends to synchronise the cyclical 
moVement in all countries nor yet the reverse. 
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§ 4. DIFFERENT DEGREES OF NATIONAL CURRENCY AUTONOMY 

AND THEIR INFLUENCE ON THE CYCLICAL MOVEMENT 

We have hitherto- assumed a single basic money 
Degrre.r of throughout the world, in terms of which all prices 

inJepnttlence. and debts are expressed, constituting together 
with bank notes and deposits, which represent 

essentially promises to pay the basic money, the sole medium 
,of exchange. We shall now attempt to bring out the full 

significance of this assumption for the course of the cycle by 
confronting this unified, worldwide system with a number of less 
unified systems. 

Recapitulating partly what has been said or implied in previous 
sections, we shall have to work through a whole series of cases, 
in which the monetary systems of the various countries become 
increasingly independent of one another. We shall eventually 
arrive at the very opposite exrteme to complete world unification
namely, complete independence in the monetary systems of 
different countries : i.e., completely free exchanges. -

When we were arguing on the assumption of a 
A lII1ifod closed, spaceless system, we postulated the existence 
m~ -!ysfem of some basic money such as gold and a note circu
JIIitb mobility !ation on that basis issued by a central bank. The 

of capital. central-bank money (which includes deposits with 
the central bank) forms in tum the basis for a credit 

structure built up by the commercial banks. Evidently, we must 
make somo assumptions about the supply of the central-bank 
money : that is to say, we have to define the policy of the bank 
of issue in respect to the ratio between the note circulation and the 
gold reserve which it seeks to establish at any given moment of 
time. • 

Our previous postulate was maintained when we first introduced 
the space factor by assuming a certain geographical distribution 
of resources and transportation cost for goods and services. The 
same money circulated everywhere, and the conditions of the 
supply of investible funds as fumished by the central bank, com
merciaI b~ks or other sources were everywhere the same. We 

so 
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saw that in this case, 'in spite of the fact that the supply of investible 
funds was uniform-consisting, as it did, of a single pool to which 
would-be borrowers from all parts of the system had equal access
local booms and depressions were not excluded because, owing to 
a certain localisation of real resources, the demand for investible 
funds might be concentrated in particular localities. 

We may conceive of the central-bank money as supplied by a 
single institution with branch offices in Various localities, all of 
which pursue the same policy. They issue notes by discounting 
hllls at the same rate (and under the same conditions) or by 
buying and selling securities at the same prices. The cash (gold) 
reserve-if any-is pooled and not kept separately for each 
branch. 

So long as we adhere strictly to the assumption 
D«mlrttlistd that perfect mobility of investible funds implies 
bttnking ll'itb 100% equalisation of intere~t rates, we do not raise 
. mobility of any basically new problem if we proceed to assume 

Gttpilttl. that the issue of money in each area is elfected by 
independent institutions. Each area has its own 

central bank; but the money such banks issue is expressed in the 
same units and is accepted everywhere. All of these banks are 
forced to pursue the same policy. If one of them charges a lower 
rate for discounts than the others, it will be overwhelmed by an 
increase in demand diverted from all the others. Either its rate will 
have to be raised again, or else the other banks will have to follow 
suit by lowering theirs in order to retain their customers. Supply 
conditions for investible funds will still remain the same everywhere, 
and it will be impossible for one country separately to elfect a local 
expansion or contraction by a manipulation of the supply of funds. 
Differences in prosperity between countries can only come from 
the demand side. (An artificial increase in demand can of course 
be brought about for any.particular country by State intervention 
-I.g., by State borrowing for public works. . Whether and to 
what extent the ensuing boom will be localised will in such case 
depend on the localisation ,of resources, transport cost and the 
flow of purchasing power-that is, on the way in which the flow 
of new money is distributed by the successive recipients as between 
home goods and import goods.) 
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The problem remahls of how the terms of lending, which must 
be the same for all the banks of issue, are determined.l Several 
systems are conceivable. The system which is the most important 
in practice is to make the determining factor some ratio-not 
necessarily constant-of the note circulation to a gold reserve. 
If the gold-reserve ratio of anyone of these banks falls to a level 
which is considered as the lower limit, it will restrict lending. But, 
since we still as~ume perfect mobility of capital, the effect of this 
will be that borrowers are diverted to other banks, and that there 
is. merely a redistribution of borrowers as between the different 
banks. No differential rate can be charged by anyone bank 
beca't"e we have ex fryp.the.ri a perfect market for investible funds. 

This analysis may seem somewhat strange and 
Cenlral-bank unfamiliar. Our actual gold-standard experiences 
poliey with are certainly very diJferent. The reason is that we 

IrxaliseJ are not really accustomed to assume perfect mobil
nTml. ity of investible funds, although we are not always 

aware of the fact. The assumption of perfect 
mobility of investible funds does not indeed correspond to reality. 
Any abandonment or relaxation of the assumption at this stage 
will bring us much closer to the familiar realities of our gold
standard experience. 

We shall continue to argue on the basis of a gold standard, 
under which the money is everywhere convertible into gold and 
a certain minimum ratio between the monetary circulation and the 
gold reserve is maintained. But we now propose to assume a more 
or less complete 10ca1isation of credit, and especially of central
bank credit. This will give the monetary authorities a somewhat 
wider scope in the pursuit of a policy of expansion or contraction 
by means of variations in the supply of investible1i.mds, independ
ently of what happens in other countries. The central bank of 
any particular country need not be afraid of being swamped by an 
immediate flood of demand for c;redit if it lowers its rate below the 
rate ruling in other countries. Needless to say, there are other 
limits to an independent policy in the fact that we still assume a 

• The same problem arises in a U spaceless U economy, if there are 
several banks of issue, or in a U cashless n economy (as imagined by some 
writers) where the circulating medium consists solely of bank deposits. 
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common monetary standard : viz., gold. These limits depend 
on (a) the degree of localisation of credit abd (b) the degree of 
closeness of trade connections as determined by the localisation 
of resources, transportation cost and the direction which is given 
to the flow of money by its successive recipients:1 Up to a certain 
point, these limits can be widened by increasing tariffs and other 
impediments to the import of goods. . 

Within these limits, the central bank of a country may try to 
offset expansionary or depressing influences from other countries. 
If, for example, the balance of payments takes an unfavoutable 
tum and gold is withdrawn from the central bank for export, the 
central bank may maintain or even increase the amount of its 
liabilities by the purchase of some other form of asset such as 
Go:vemment securities. The length of time for which a country 
on the gold standard can persist in a policy of neutralising inflows 
and outflows of gold is, however, limited, ip the case of an outflow, 
by' the stock of gold in the possession of the central bank and, in 
the case of an inflow, by its st?ck of saleable assets other than gold. 
Even within these limits, the monetary authorities may be unable 
to .. insulate" 'the country against fluctuations in the money flow 
due to international causes. Few would question their power to 
check a tendency to expand by means of a restrictive credit policy : 
but the deflationary effect of an unfavoutable change in the balance 
of trade may be too strong to be counteracted by any purely 
banking policy. A mere maintenance o~ the outstanding volume 
df central-bank money (notes and deposits), while it obviates the 
necessity for the commercial banks to pursue an active policy of 
credit restriction, is probably insufficient to compensate the defla
tionary effects of an adverse balance of payments. It cannot 
completely compensate these effects unless the adverse balance is 
.. caused " by an export of capital in the shape of purchases of 
foreign exchange and sales of Government and other national 
securities. If the cause of the adverse balance is a switch-over of 
demand from home-produced goods to foreign goods, we may 
presume that the higher price of Government securities and the 

1 Ct. Paish, loc. cit .• who introduces the concept of u the Marginal 
Propensity to Import". 
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continued willingness of the banking system to lend on short 
term will be unable to obviate-at any rate immediately-the 
deflationary consequences of a worsening of the anticipations of 
business-men. 

The chief advantage of such a system as has been discussed is 
its ability to prevent the "secondary" unemployment which 
will otherwise follow a temporary dropping-o/f in foreign demand, 
and to counteract to a large extent the export of capital and the 
decline in capital imports. The chief disadvantage of the system 
is its tendency to give rise to doubts as to the maintenance of the 
gold parity, and encourage large-scale capital movements which in 
tum render much more difficult the task of maintaining the gold 
parity. 

By mentioning the possibility of a variatiqn in 
the exchange ratios between the various currencies, 
however, we introduce:a new factor of considerable 

I1I.n~ II1I#S. importance into our analysis. This we must now 
investigate more closely. So far we have assumed 

that there is the same .money in all countries. We shall now 
suppose that each country has a money of its .own-dollar, pound 
sterling, franc, etc.-which within its frontiers is everywhere 
acceptable as payment for goods and services, taxes, etc., but is not 
normally acceptable outside these frontiers. 

Diff.,.."t 
natiottal 

So long as we assume these currencies to be closely linked by a 
common standard which involyes a constant exchange ratio be
tween these currencies, and so long as we assume that no question 
arises in any quarter as to the stability of these exchange rates, and 
that nobody anticipates the possibility of a variation in these rates, 
no new problems of any importance are raised by the introduction 
of a variety of national monetaty units. 

A new element of great importance, however, is introduced into 
the analysis when the possibility arises of variations in the exchange 
ratios between the different currencies.' It is not even necessary 
that such exchange. variations should actually take place. The 
mere anticipation or apprehension of exchange variations will 

:to This new element clearly may arise without the previous introduction 
of a variety of national monetary units. But it would seem convenient 
to introduce it together with the latter. 
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suffice to give rise to speculative movements of capital from one 
currency to another. People will naturally prefer to hold money 
(and claims expressed in money) which is expected to appreciate 
than to hold money (and claims expressed in money) which is 
expected to depreciate. The movement of capital will probably 
affect also the equities of the two countries, as well as the bonds, 
unless there is some reason to expect that a relative rise in dividends 
will take place in the country whose currency. is expected to 
depreciate. 

Speculation on foreign exchange, like all specula
Sp.<tIlation tion, plays a double role. It may have a tendency 

on the joreilJl either to offset or to accentuate disturbances arising 
ex~hang.s. from other sources. If it is believed that no change 

will take place in the exchange rates, short-term 
capital movements of a stabilising character will appear whenever 
the other items in the balance of payments tend to disturb those 
ra~es. In the case of a long-continued movement in one direction, 
such as might be caused by a transfer of demand for goods from 
country A to country B, speculative capital movements from B to 
A may offset the effect on the exchanges for some time; but later, 
either money (gold) must flow from A to B, or B's currency must 
depreciate with reference to A's. If, however, the adverse devdop
ment of A's balance on trading account is expected to be sufficiently 
considerable and sufficiently lasting to cause a transfer of gold 
from A to B on such a scale as to lead to the abandonment of the 
gold standard by A, there will be a " flight" from A's currency to 
B's, which will accentuate the gold export and eithei advance the 
day when the gold standard must be abandoned or force A to a 
more severe deflation than would otherwise be necessary. Antici
pations regarding movements in the foreign exchanges tend to 
their own fulfilment. Similar pessimistic expectations, with 
similar unfortunate consequences, are likdy to be aroused by any 
signs of unwillingness on A's part to exercise a deflationary pressure 
in response to an adverse trade balance, or by such devaluation on 
the part of B as makes a more adverse trade balance for A probable. 

Under a gold-standard regime~ the appearance of capital move
I ments of the type described is an unhealthy symptom. It means 
that the regime is thought to be in danger of breaking down. 
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When, on the other hand, national policies cease to regard the 
maintenance of exchange stability as something which must 
take precedence over all other considerations, and when even a 
single important group of countries decides to envisage the use 
of exchange variation as an instrument of economic policy, specula
tion regarding the probable movement ·of the exchanges, and 
capital movements in connection with such speculation, are normal 
and inevitable features of economic life. 

Before proceeding to enquire what happens to 
"Ex&hllllf,l the business cycle in conditions where countries use 
standortl.r." exchange variation as an instrument of economic 

policy, we should perhaps pause to consider the 
cyclical implications of some of the other methods-i.e., the 
methods other than the gold standard-of maintaining exchange 
stability. So far we have assumed that each country offers to 
exchange gold at a constant rate against its own currency, and keeps 
a reserve of gold which varies in some ratio with the volume of the 
monetary circulation. An altemative method of keeping the 
exchanges stabl.,. consists in buying and selling foreign exchange 
at a fixed rate and in treating foreign means of payment and claims 
thereto (balances abroad) as reserve instead of gold. These are 
the famous "exchange standards" -" sterling exchange stand
ard ", "dollar exchange standard", etc. For convenience, we 
sball refer to the countries whose central banks hold their reserves 
in the form of assets expressed in the monetary unit of some other 
country or countries as "exchange-standard countries ", and to 
the countries whose exchange provides the standard for the first 
group as " reserve countries ".1 A group of countries in which 
some (the " exchange-standard countries '') keep their reserves in 
the shape of the assets. of the others (the "reserve countries ") 
may be called a single "monetary group" of countries, ,.g., the 
" sterling bloc ". To maintain the unity of the monetary group, 
there must either be only a single reserve country whose currency, 

1 The term II 'gold..exchange standard" is a little too narrow. because 
it suggests that the "reserve countries U keep their reserve in gold or 
exchange their currency on demand into gold. This need not he the 
case, as the example of the" sterling group n (" sterling blot; II) shows, 
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itself independent, provides the standard for the group or the 
reserve countries must have a common standard......,.g., golcLl 

From the point of view of the individual exchange-standard 
country which thus .. pegs" its exchanges to some other currency, 
the external money mechanism is exactly the same as under the 
gold standard; and. the limits and possibilities of action to obviate 
-expansionary or depressing influences from outside also remain 
in principle the same. If the policy is carried through by the 
central bank, with foreign exchange taking the place of golds as 
the reserve against liabilities which constitutes the country.'s basic 
money. there is no difference from an ordinary gold standard. If it 
is carried through by some other Government department which 
issues no money, such as an Exchange Equalisation Fund, the 
effect is still the same, though the details are slightly different. I If 
the central bank sells foreign exchange, it diminishes its liabilities 
to the public (including the commercial1!.anks) and so stimulates 
credit restriction. If the Exchange Equalisation Fund sells 
foreign exchange and adds to its balance at the central bank, the 
public's balances must diminish pro tanto and credit restriction will 
follow as before. 

From the point of view, however, of the world as a whole, the 
adoption of the exchange standard in preference to the gold 
standard may make a considerable difference to the money supply 
and may thereby affect the cyclical movement. 

The transition from the gold standard, where every country 
holds a gold reserve in a certain proportion to its circulation, to 
a system where a number of countries hold no gold is bound to 

• A two-sided or reciprocal exchange standard would be an arrangement 
whereby each member of the group undertakes to treat claims on all the 
others (foreign exchanges) as reserve. Under such a system. clearly the 
country which pursues the most infla.tionary policy would set the pace for 
all the others and would force them to inflate too . 

• A policy of II offsetting tI influences operating through the balance 
of intemational payments on the internal situation which has been pro
nounced to be the main object of the various equalisation accounts 
(C/ .••. g .• N. F. Hall, .. The Exchange Equalisation Account" (1935). 
p",sim) can be pursued and has frequently been pursued without a sepa
rate fund by the central bank. It must, however, be admitted that the 
psychological, legal and administrative reasons for and advantages of a 
separate account may be very important .. 
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have an inflationary effect on the world as a whole. A change in ' 
the opposite direction tends to have a deflationary effect. 

The very existence of such a system-=d not, 
The .:xrhtmg. merely its introduction or abandonment-is likely 

statttlard to exert some inJI.uence on the supply of money in 
itt operatio". all the countries concerned. Under the gold stan-

dard, anyone country that expands faster than the 
others will lose gold and be forced to stop expanding. With some 
qualifications, which follow from what has been said in the previous 
sections, we may say that, under the gold standard, the country 
with the least-rapid expansion sets the pace for the whole system. 
Under the new system, where a number of countries belong to a 
single monetary group in the sense defined above, this restrain
ing force will cease to operate in one direction. The reserve 
country or countries, even if they themselves are "on gold", 
need not be afraid of losing gold to the dependent exchange
standard countries. This restraining force is, however, still 
effective in the opposite direction. When the exchange-standard 
countries expand more rapidly than the reserve countries, the 
monetary reserves of the former-that is, their balances with the 
latter-tend to be depleted. 

The mechanism of the exchange standard may, however, 
provide automatically a certain substitute for the gold brake, 
although an unreliable and a weak one. Suppose an expansion 
takes place in the reserve countries, and their balance of payments 
llis-a-llis the exchange-standard countries becomes unfavourable 
in consequence. The latter will lind their central-bank reserves 
increased accordingly. Much will then depend on the precise 
form taken by these reserves. If they are held as demand deposits 
in the reserve countries, the latter-while suffering no reduction 
in their own gold, or other, reserves-will nevertheless experience 
some deBation. Money will have been withdrawn from circulation, 
as \t were, and sterilised in the form of demand deposits. This 
deflationary effect will be attenuated almost to vanishing-point, 
if the extra reserves of the exchange-standard countries are invested 
on the bill market or in securities. In any case, the expansion in 
the reserve countries will not experience to the full the usual 
" braking" effect of the rise of the adverse trade balance-namely, 
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a fall in the gold reserve and a consequent credit restriction by the 
bankiDg system. 

On the other band, under a gold standard, if one country 
expands and loses gold to others, it exerts an expansionary effect 
on the latter by strengthening their gold reserves. With the 
exchange standard in operation, this expansionary influence ceases 
to be effective in the direction from the exchange-standard coun
tries to the reserve countries. If an exchange-standard country 
expands, the reserve countries do not experience an increase in 
their basic money supply. On the other band, this expansionary 
influence still operates in the opposite direction. When the reserve 
countries expand, the exchange-standard countries will find them
selves with an increased money supply and will be tempted to 
expand also. 

From this argument, it would seem to follow that an upswing 
(or downswing) starting in a reserve COJllltry will be likely to 
spread more easily to other parts of the world, and go farther 
thiut it would under gold-standard conditions, because the exchange
standard countries will benefit (suffer) both in respect of their trade 
and in respect df their reserves while the rClServe countries will not, 
as under the gold standard, lose (increase) their reserves. Simi
lady, an upswing (downswing) starting with the exchange
standard countries will be less likely to spread, and will go less 
far, than under a gold standard. 

So much, however, cannot he said without qualification, at any 
rate when we are considering a gold-standard system where locali
sation of credit is not complete. Suppose, for example, an expan
sion in reserve country Ii.. A's trade balance with exchange
standard country B deteriorates; but capital movements from B to 
A may be induced in such quantities that A's balance of payments 
with B actually improves. Under gold-standard conditions, A's gold 
reserve will rise in spite of the adverse trade balance; and this will 
help to increase liquidity and the supply of funds through the 
machinery of the banking system in A. The effect of the exchange 
standard may well be such as to counteract the influence of these 
capital movements. When Capital moves from B to A-that is, 
when B's citizens are buying A's equities-rhe central bank in 
B will be forced to realise on its reserves. It may, I.g., sell A's. 
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Govemment securities if its reserves are invested in such securities. 
The favourable effect on A of the capital moyement from B will 
thus be largely offset. , 

We may now return to the discussion of the point 
VarilztiOlU ill raised earlier in this section-m., the influence on 

,xrbatlg. the cyclical movement of systems wbich either use 
railS. variations in the exchange rate as instruments of 

policy or allow the exchanges to vary whenever the 
forces of the market tend to bring about a change in the rate. 

We have seen that a most important-and, we may say, very 
disturbing-consequence of systems in wbich stability of the 
exchanges is no longer regarded as axiomatic is to be found in the 
extensive and irregular capital movements to wbich such systems 
give rise. By" irregular capital movements " we mean move
ments wbich are not induced by differences in the interest rate and 
do not therefore necessarily proceed from tbe rich countries to the 
poor countries, but on the contrary (so to say)" upstream ", and
what is perhaps the most disturbing feature of all--ue subject in 
the process to rapid fluctuations and abrupt changes of direction. 

Naturally~ there are different degrees of uncertainty as to tbe 
future of the exchanges. Different people will react to a pro
spective change in the exchange rate with different intensity. In 
the case of small countries where exchange transactions are fami
liar, or populations ( •. g., in Central Europe) where tbe memory of 
drastic depreciation of the currency is still fresh, a slight change 
or the danger of such a change will mean more, and will induce 
a more violent reaction, than in othdr countries. Furthermore, the 
effect of changes in the exchange rate on international capital 
movements frequently cannot be separated from other factors 
often alternative to changes in the exchange rate, such as 
transfer moratoria, partial defaults and the like. Therefore, so 
far as the details and the magnitude of the reaction are concerned, 
it is impossible to generalise: each case must be considered on its 
own merits. In a general way. we can only say that unstable 
exchanges unquestionably hamper normal international lending. 
They are one of the most powerful obstacles in the way of equali
sation of interest rates between countries. The irregular capital 
movements to wbich they give rise introduce an erratic factor 
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which may considerably disturb the cyclical movement, giving it 
sometimes a quite unexpected tum. -

After these general considerations, we shall now discuss two 
problems: (I) the consequences on the business cycle of a definite 
act of devaluation-that is, of a deliberate and substantial change 
of the exchange rate, and (2) certain peculiarities (not to say para
doxes) arising under a system of "free exchanges" -that is, a 
system where the exchanges are allowed to vary with the varia
tions of supply and demand in the market and no attempt is made 
to keep them stable. 

Recent yeats have provided many examples of 
CIIT'fflIfY deliberate, and substantial changes in ,exchange 

a.valtlltfion. rates. Since the gold value of a currency is still 
regarded as the norm, and since the initiative is 

almost invariably taken by the country whose currency is depre
ciated, these changes in the exchange rate.are commonly referred 
to as a depreciation or devaluation of a currency in terms of the 
other currencies, although the depreciation of one currency 
necessarily implies the appreciation of the others. The conse
quences of theie changes on the international and domestic trade 
of all the dilferent countries involved have been extensivdy 
discussed in connection.with recent experiences.> It is not pro
posed to reproduce all the arguments which may be, or have been, 
advanced for or against devaluation under the various possible. 
circumstances. It is proposed, instead, to apply our analysis of 
the cyclical movement in order to trace the main channds through 
which alterations in exchange rates are likdy to exert an expan
sionary or depressing influence on the national economies con
cerned, and to indicate the rdevant circumstances on which 
the reSulting effect will depend. 

We assume that, before and after the devaluation, the countries 
concerned will pursue a policy of stabilising the existing rate, at 
any rate for the time being. If the exchanges are allowed to 
fluctuate freely with the changes of supply and demand, we have the 
system of" free exchanges" which will come up for discussion later. 

1 Compare the exhaustive treatment by S. E. Harris, II Ex~hange 
Depreciation" (Camliridge. Mass.). 1936. 
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In order to simplify the formulation of our proposition, we shall 
refer to the country or countries whose currency has been devalued 
as .. D countries" or simply" D" and to the country or countries 
whose currency has appreciated as "A countries" or .. A '~. 

Effects on 
exthange 0/ 

'good.,. 

We have first the effect of an act of devaluation 
on the flow of goods-i .•.• on international trade. 
(We shall disregard for the moment effects due to 
the stimulation of capital movements.) In the 
case with which we are concerned, the influence 

is clearly expansionary for the Deountry.. Exports are stimulated; 
imports are made more difficult. Export industries and industries 
which compete with imports will benefit. Their demand for 
investible funds will rise, or cease to fall off, or cease to fall off so 
rapidly; and this will have favourable repercussions on other trades. 
The fact that imported raw materials rise in price in terms of the 
domestic currency is unlikdy to nullify altogether the benefits 
referred to. So far as these raw materials enter into export goods, 
their rise in price will offset only a part of the export premium 
afforded by the depreciation bf the currency. So far as they are 
used for domestic purposes, the adverse influence may possibly be 
more potent. 

Devaluation has a favourable effect, not only on the demand for, 
but also on the supply of, investible funds. The augmentation 
in the supply is due to the increased gold reserve resulting, not 
merely from the improvement in the balance of trade, but also from 
the marking-up of the value of the existing reserve in terms of the 
local currency. If there was a pressure on the gold reserve of the 
central bank, it will be lessened or removed; and so an obstacle 
to recovery may be diminated. 

For similar reasons, in so far as the influences on exports and 
imports of goods and services are concerned, the effect of a variation 
in the exchange rate on the A country or countries will tend to be 
depressing. 

What will be the influence on the world as a Inji_ 
on the ",orld whole.? Will the combined effect on both the D 
iLf "",hoi.. and the A countries be expansionary or deflationary ? 

So far as the influence exerted through the supply 
of investible funds is concerned, it is possible to make some 
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generalisations. If, as is likely, the devaluation takes place 
under the pressure of a declining gold supply, and if the A 
countries have an ample gold reserve, the combined effect 
will be expansionary. The result will be an alleviation in the 
D countries and no particular " tightness ,. in the A countries. 
If the roles of the two groups are <;hanged, the result will be the 
opposite. 

We may also put it this way. The result will be expansionary if 
the devaluation constitutes a movement towards an " international 
equilibrium ", and deflationary if it leads away: from equilibrium
the criterion for an international equilibrium being the absence 
of persistent gold movements and of abnormal capital movements 
motivated by an anticipation of a fall or rise in the exchange rate. 
Again, it will be expansionary when it corrects an "over-valuation" 
of the depreciated, and an "under-valuation" of the appre
ciated, currency : it will be deflationary lVhen such a disparity is 
accentuated.1 The criterion of over- and under-valuation is 
the divergence from the equilibrium level as defined above.· 
Naturally, the devaluation may be so strong as to create a disparity 
in the opposite sense. It,is common knowledge that this has in 
fact frequently occurred. 

It is much more difficult to say anything definite on the world 
effect, so far as the influence on the demand for investible funds 
is concerned. In the D country, owing to the encouragement of 
exports and discouragement of imports, the demand for invest
ment funds will be stimulated. In the A countries, the demand 
will be unfavourably influenced, even if (owing to the existence of 
ample reserves) the supply of investible funds is not affected at all. 
It is impossible to say whether the expansionary effect in D or the 
deflationary effect in A will be stronger. Much will depend on 
certain lags. If, for example, a cumulative expansion process 
in D has time to develop before a contraction in A has got 

• Compare P. B. Whale: .. The Theory of International Trade in the 
Absence of an International Standard .. in E_ica. London. February 
1936, pages 33 and 34. for a discussion of the terms" over-valuation II 
and .. under-valuation". and Harris, loco ciI'J ;assim . 

• Measurements of II purchasing-power-parity It based on comparisons 
of price levels or of changes in price levels in both countries a1iord only 
very rough and unreliable criteria of over- ·and under-valuation. 
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under way, it will have favourable repercussions on A, so that 
A may be relieved from the initial pressure produced by the 
devaluation. 

It is, however, probable that the total result will 
be decisively influenced by other factors to which we 
must tum now. We are thinking of the influences 

tnfMtnents. which a variation in the exchange rate may exert 

Eff.ct on 
capital 

through capital movements and possibly through 
" psychology". (In practice, there are, of course, still other 
factors to be considered-viz., the probability of reta1iatory 
measures in the sphere of currency manipulation or of commer<:iaJ 
policy. There is also the effect on the international economic 
policy of the D country itself to be considered. The devaluation 
may enable a country to relax impediments to international 
trade such as quotas, tariffs or exchange restrictions. These 
considerations may sometimes be of vital importance: but they fall 
outside the scope of the present study.) 

A devaluation is bound to have a strong influence on the move
ment of capital; and the fundamental effect on the trade currents 
may be blurted as a result. Since it is not probable that a devalua
tion will come quite unexpected out of the blue, it may be assumed 
that it will be preceded by capital outflows from the D country. 
After the operation has been accomplished, it;is likely that these 
capital flows will cease or even be reversed. It will be apparent:, 
if this happens, that the operation of these developments does not 
run counter to the fundamental influence exerted on the D and A 
countries through the effect on the export and import of goods 
and services, but, on the contrary, accentuates and anticipates it. 
In this case, the devaluation will be regarded as successful from the 
point of view of the D country. This result depends, however, 
on certain expectations being created-in particular, the expecta
tion that the devaluation will be definitive for a considerable time 
to come. It does not necessarily follow that this expectation will 
be created. The devaluation may be regarded as no more than a 
first step, to be followed by others in the same direction. In that 
case, capital movements away from the D countries may be induced, 
and the favourable effect on the supply of investible funds in the 
D economy will be postponed. 
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While ordinarily the effects of devaluation in a single country on 
the world situation-through changes in the trade balances and 
revaluation of the gold reserves of the countries affected-may be 
said to be on the whole inflationary, the capital movements which 
may be induced will probably have a deflationary effect on the 
world as a whole; and the deflationary effect may be stronger on 
balance than the inflationary effect. 

Ordinary capital movements-i.e., movements 
Deflatiolt4ry induced by disparities in interest rates or profit rates 

effeels of in different countries-must be counted as expansion
eapital flights. ary, because money which may have been in part 

hoarded in the country of origin owing to its lower 
rates of interest will be invested· to a greater extent in the capital
importing country because of its higher rates of interest. 

This presumption dQeS not hold good of capital movements 
motivated qy the desire to profit by expected exchange movements. 
It is even likdy to be reversed if the movement of funds assumes 
Ia:rge proportions. The potential extent of such .. abnormal " 
capital movements, when people are thoroughly scared, is 
~uch larger than any" normal" capital movement could be; and 
they may expose the capital-exporting country to a much more 
serious drain of gold than is likdy to devdop in a short period 
of time from an adverse movement in the trade ha1ance. 
Consequently, the funds will in- all probability tend to move 
from a country with a high rate of interest to one with a 
low rate. 

This in itself would render probable the view that the capital 
movement is deflationary: but, in addition, there is the attitude of 
the receiving country to the extraordinary import of capital to 

be taken into account. It will be realised that funds of this 
nature are liable to be withdrawn as quickly as they appear. 
Banks with which foreign balances are deposited regard them as 
"bad" or '~hot" money, and will not re-lend more than a relativdy 
small proportion of them. If the banks are incautious, the central 
bank will probably realise that th~ increase in its gold reserve 
occasioned by the afIIux of foreign funds is liable to disappear at 
short notice, and will refrain from expanding central-bank 
money accordingly. Thus, while the Bow of funds will cause 
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a considerable reduction in investment in the countries from 
which it comes, it will be largdy sterilised in those to which it 
goes. 

We turn now to the discussion of an extreme case 
F re, in our scale of possible rdationships between the 

.xchanges. currencies of diffi:.rent countries-viz., the case 
where the different national currencies are com

pletdy independent of one another. This is the exact opposite 
of a completdy unified world monetary system. This system of 
.. free exchanges ", as we may call it, gives rise to a number of 
peculiar reactions, which stand in sharp contrast to our familiar 
gold-standard experience. It is not suggested that such a system 
has ever existed in a pure form. It is nevertheless instructive to 

enquire into its probable consequences : first, because there are 
monetary arrangements which come near (and tendencies which 
would bring us near) to such a system and, secondly, because 
certain implications of familiar views derived from gold-standard 
experience are brought out very clearly by contrast.l 

Let us first give a precise definition of what we understand by 
.. complete independence of two national currencies". Independ
ence implies, of course, the absence of an intemational standard. 
The exchanges are allowed to vary according to the situation of 
demand and supply in: the market. No central bank or other 
institution interferes in order to stabilise the exchange at any 
particular level While, under the gold standard, a disparity 
between demand and supply in the exchange market leads to a 
flow of gold from one countty (or region) to the other, no such 
money flows are possible under the .. free-exchange system". 
While, under the gold standard, equilibrium in the balance of 
payment is eventually restored by contraction in the amount and 
flow of money in one countty and expansion in the other, with 
free exchanges this equilibrating function is assumed by variations 
in the exchange rates. The f.ree..exchange system may also be 
described in the following manner. The money circulating in 
any given countty is strictly confined to the territory of that 

• Compare tho very illuminating artic1e by P. B. Whale, 0/>. <it., 
pages ... and 38. 
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country. There is no arrangement to enable money in one 
country to be tt2nSferred to another country and used there for 
paying debts and buying goods. whether ditectly or indi.tectIy 
through the intermediary of a central bank or an Equalisation 
Fund with a stock of foreign money which it sells at a more or 
less fixed price against domestic money, thereby contrac:ting the 
circulation of the one, and expanding the circulation of the other, 
currency.' Anyone who wishes to buy foreign means of payment 
for the purpose of buying foreign goods or making investment 
abroad must secure them through the market from those who 
desire, for similar reasons, to sell foreign means of payment. 

When considering a state of aII2irs where varia-
Th, clons in the -exchange rate are used to restore. 

" imptz&t " equilibrium in the foreign-exchange market, we are 
rate of confronted at the outset with a difficulty.- At any 

'Xthanl!. given moment, there is a volume of international 
payments to be made und~ existing contracts. If 

there is a deficit in country A's balance at a certain point of time, 
it is by no means certain that it can be wiped out by any variation 
in the exchange rate. Whether this is possible or not depends on 
the currencies in which the debts falling due at a given moment are 
expressed. " If all' payments contracted for between two coun
tries are fixed in terms of the currency of one of them, it is cIear 
that no variation in the exchange rate can alter the relation between 
the two sides of the account." I If all the credit items of country 
A are expressed in A's currency and all debit items in B's currency, 
a deficit in A's account will for the moment be aggravated by a 

• We shall see that it would be incorrect or,rather, that it would beg 
important issues and exclude important eventualities if we were to 
conclude from this that, in any given country, the total demand for good& 
in terms of money (MV) remains constant in face of changes in the 
intemationa! transactiona (owing to Iluctuations in commodity trade or 
capital movements). 

o F. D. Graha.m has called attention to this clliIiculty in his article 
"Self-limiting and Self-inllammatary Movements in Exchange Rates" 
in Quamrl" jOfWfltJl 0' Economics, Vol. 43, February 1929, pages 2"'-"49. 
See also by the same author: .. Exchange, Prices and Production in 
Hyper-inllation : Germany, 1920-1923" (1930), pages 136 ., Uf. 

Compare also P. B. Whale; 01'. m., pages 27 and 28. 
o P. B. Whale, 01'. m., page 27. 
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depreciation in A's currency (although, if the depreciation had 
time to exert its influence on exports and imports, it might restore 
equilibrium). The deficit could immediately be wiped out by an 
appreciation in A's currency; but it is difficult to see how the 
market mechanism can produce such an appreciation under the 
assumed circumstances : for, if there is a deficit in A's balance, 
A's demand for B's money will rise and B's currency will appre
ciate-which, as we have seen, aggravates the situation. (This 
is what GRAHAM calls a " self-inflammatory" exchange variation.) 
It is only when A's debit items are fixed in A's currency and its 
credit items in B's currency that we can expect the exchange 
market /to achieve a smooth adjustment automatically through 
a depreciation of A's currency. 

We may, however, get round this difficulty 
Transfer of (which is probably of no practical importance) by 

a.",tJIIIi IIflIier relaxing our assumptions a little, so as to allow of 
.. fru some private or official transactions with the object 

,,,<hfJIIl!s". of preventing these short-term fluctuations.. Sup-
pose, then, that there are no capital movements at 

all other than those involved by the ephemeral transactions just 
mentioned. In these circumstances, a switch-over of demand 
from country D to country A occurs1 by reason (say) of a change 
in the taste of the consumers in A and I or D, or the introduction 
of a new tariff in A, or a rise in cost of production in an export 
industry of D, or a reduction in cost in a competing industry 
in A. In the assumed conditions, the value of D's currency 
must fall re1ativdy to that of A's currency. The farther it falls 
the cheaper will D goods become re1ativdy to A goods. If the 
clasticity of demand for imports in terms of the local currency 
can be assumed to be greater than unity both in A and in D, 
D will spend less D money on imports from A and A will spend 
more A money on imports from D. The rate of exchange will 
be such as to equilibrate the value of D's imports (A's exports) 
and A's imports (D's exports). Thus, the more clastic the 

, We call the two countries A and D in order to keep in mind that A 
I. the country the currency of which will appreciate, and D the country 
the currency of which will depreciate. 
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reciprocal delIWld of A and D for each otheJ:'s products the less 
the need for D's currency to fall in valuerelativelytoA's currency.' 

What will be the consequence of this change on the -internal 
situation in A and D? Under- the system of " free exchanges .... 
theJ:e is no flow of money between countries. D's banking 
system is not any less liquid, or A's any more liquid, in consequence 
of the change in demand than before. TheJ:e is thus no reason 
for a change in the supply of investible funds in the two countries. 
Nor is it clear how the demand for investible funds will be aEected. 
The initial transfeJ: of demand meant greateJ: profitability in the 
A industries and less profitability in the D industries directly 
affected; but the modification in the exchange rate provided an 
exactly equivalent stimulus to the D industries and a setback to the 
A industries. The conclusion must be that, if the transfeJ: of 
demand from D to A has any effect whateveJ: of a stimulating or 
depressing nature on eitheJ: D or A. it J;lust be because of some 
peculiarities in the industries involved. In both countries. theJ:e 
is a horizontal shift in demand; and the outcome will depend on a 
numbeJ: of factors which have been analysed in an earlieJ: chapteJ:. 
The only tl priori justification we might have for expecting an 
upswing in A and a downswing in D is that the initial switch-oveJ: 
in demand may be anticipated by the industries concerned to a 
greateJ: extent than the counteJ:-efi"ects on export industries as 
a whole due to exchange variations. 

It will be noted that this is very diffeJ:ent from 
CDmparison what we are accustomed to expect undeJ: a gold-

tvitb standard regime. We have, •. g .• argued that, under 
goltJ standard. the gold standard, the imposition of a tariff has an 

expansionary effect on the country which imposes 
the tariff and a deflationary effect on the country whose goods are 
shut out from the market of the formeJ:. This rule docs not hold 
good under a system of free exchanges. The dUferenc;c between 
the two systems may become clearer. if we put it in yet another 
way. Assuming no capital movements, an increase in exports 

, If we suppose the two co1iDtries to have close trading connections, 
with competing industries and potential export and import capacity, 
we may safely assume an elasticity greater than unity. This is still truer 
of ODe country tIi.s .... -tIi.s the rest of the world. 
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from country A to country D under a free-exchange system will 
produce an immediate increase in imports. Under the gold 
standard, some time will elapse before the effect is apparent. In 
the meantime, money will flow from D to A-<lr rather, under a 
one-sided or two-sided exchange standard, money will not flow 
physically, hut the central bank in A will expand on the basis of 
increased balances in D. This intermediate step is cut out under 
a system of free exchanges; and thus the necessity for expanding 
in the one, and contracting in the other, country is eIiminated.1 

By reasoning not essentially different from the 
LoealUatiOIl above, it can be shown that, under free exchanges 
of prosperity without capital movements, there will be -no 

and tendency for prosperity or depression to commu-
d.pres»." meate itself from country to country. On the 
tolllplet.. other hand, they will tend to spread more tho

roughly throughout all the industries within the 
country than they do under gold-standard conditions. 

Suppose an expansion process is started in country D. Prices 
and inComes rise. Imports will go up, and D's currency will fall 
relatively to A's currency. But, pari passu with-the rise in imports, 
exports will grow, so that the boom in D will develop unweakened 
by a drain of money abroad. Country A, on the other hand, will 
probably experience an increase in exports no less than in imports. 
Whether on balance these two changes will be expanSionary or 
deflationary will depend on the same set of circumstances as the 
expansionary or deflationary character of a horizontal shift in 
demand. Under a system of free exchanges, the powerful factor 
which under- a gold standard dips the balance on the side of 
expansion-viz., the inflow of money-is lackfug. By analogous 
reasoning, it can be shown that contractions also lose much of 
their contagious character. The fr=change system eIiminates 
from the economic interchange of different countries the most 
important carrier of the hoom and depression bacilIus-namely, 
the flow of money across frontiers. 

, It is interesting to note that, frequently. free traders use arguments 
which are appropriate (as a short-run proposition) only to a free-exchange 
system and not to-a gold standard-o.g., when they point out that a 
decrease in imports must be followed by a decrease in exports and viu VMS"" 
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Let us now consider the effect of capital movements 
Capital under a system of free exchanges. Suppose people 

1II01J'1IImfs in D seek to invest money in A for any reason, or 
I11III". fre' . people in A seek to borrow money from D. No 
'X(hang.s. money can move; but the demand for A money rises, 

and D's eu:trency falls in value accordingly. D's 
exports rise, and lor imports fall, by the amount which is being 
invested abroad. The capital movement at once brings about 
an 'export surplus in D's balance of trade, which is an import 
surplus from A's point of view. 

The effect of this movement on D, the capital-exporting country, 
is very likely to be expansionary. Demand for goods as a whole 
has certainly not fallen : hut it may well have risen if even a small 
part of the money which' seeks investment abroad comes out of 
hoards. or would have been hoarded if the transfer abroad had 
not been possible. , 
. In the capital-importing country A. the effects are the contrary

m" deflationary. The money which people in D want to invest 
in A can be ~e available only by an import surplus in A-that is, 
it is withdrawn from the sales of A products. More goods are 
offered for sale in A : but total demand has not risen. It will be 
seen that this deflationary effect obtains even on the most favour
able assumption : m., the assumption that the money made 
available in A for investors in D is spent on goods-i .•. , is really 
invested. If-ilS will prohably be the case with speculative 
movements of capital-a part of the money is kept in liquid form, 
the deflationary effect is a=tuated. 

Frpm the point of view of our gold-standard 
Contrast experience, it appears highly paradoxical that the 

with capital-exporting country should be stimulated 
gold standard. and the capital-importing country depressed as a 

result of capital movements I 
The difference between the 1II0titu optrandi of the two systems 

may again be put this way. Under a gold standard. capital export 
will usually not produce an immediate corresponding movement 
of goods.' It will first lead to a money Bow, which will then 

• Under exceptional circumstances. it may happen that the money 
which D lends to A is spent in A entirely on D's or A's export goods. so 
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induce a How of goods. This intermediate phase is cut out under 
the operation of a system of free exchanges. 

In the light of this analysis of the effects of capital movements 
under free exchanges, we may reconsider the case of a switch-over of 
demand from D goods to A goods. D's currency will depreciate. 
This may induce speculative capital movements. Suppose the 
movement of the exchange is believed to be temporary and likely to 
be reversed_ it will be, I.g., in the case of seasonal movements. 
In that case there will be a movement out of A values (money, debts 
and bonds) into D values. This How of funds will run counter to 
the initial transfer of demand and will to some extent obviate a fall 
in D's money. It will also produce an import surplus in D. The 
result-in accordance with familiar gold-standard experience-will 
therefore be that the transference of demand stimulates business in 
the country to which the 'demand is transferred, and depresses it in 
we country from which the demand is transferred. The role of gold, 
movements is thus taken over by speculative Capital movements. 

It is, however, clear that things may take an entirely different 
tum, and that the gold-standard reactions may be, not reproduced, 
but reversed under free exchanges. People -in I? may become 
fearful of their currency's falling still lower. In that case, 
capital movements from D to A will set in, and D's currency will 
be depressed still more. The result, as explained above, will be 
that D; the 'country which lost the trade in the first instance, will 
be stimulated by the export of capital, while depression will spread 
in the country which originally gained the trade. 

C rp'tal In the foregoing pages, we have assumed a capital 
a I movement to take place however occasioned, 

IIIOtJ'lIIlf1ts 
i"","d I!J and have investigated its inB.uence on the 

general economic situation and the cyclical f1uetua
tIN !J,I,. dons in the two countries concerned. But the 

cyclical variations themselves are likely to give rise to capital 

that the change in the balance of trade is brought about without friction 
-that is, without a relative or absolute contraction in the lending. and 
a relative or absolute expansion in the borrowing, country. (Compare 
R. Nurkse. U Internationa,le Kapitalbewegungen," Vienna, 1935, pages 
121 and "2. 144.) Owing. however. to transport cost and the resulting 
localisation of demand for goods. this will rarely happen to the extent of 
100% of the sum transfemod, 
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movements which ill tum will react on the cycle in those countries •• 
An analysis of these reciprocal influences leads us to reconsider 
a case discussed a few pages earlier.' Arguing under the assump
tion that 110 capital movements were taking place, we there 
reached the conclusion that, under the system of free exchange, 
the most important channels through which prosperity and depres
sion spread froin country to country are blocked. This result 
must now be modified through the application of our analysis 
of the consequences of capital movements. 

Suppose that a boom Bares up in, country D because new 
investment opportunities have appeared. If this attracts foreign 
capital, the expansionary stimulus is at once transmitted to the 
other (capital-exporting) countries. while the expansion is hampered 
in):he country D. where the stimulation first arose.· ~ on the 
other hand. the expansion in D is brought about or fostered by 
a cheapmoney policy and if thereby capital is driven out of the 
CC?untry D (to take advantage of the higher interest rates abroad). 
the eXpansion in D is still further intensified by the outward 
capital movet\lent. The outside w9rld, instead of basking in 
the rays of prosperity cast by D. feels a chilling wind from that· 
quarter and may even be thrown into a vicious spital of deflation.8 

, See above, page 341 • 
• It is impossible in this case to decide on general grounds whether 

D'. cummcy willappreciateC/l" depreciate, becausethere are two conllicting 
forces at work. The inllow of capital tends to push up the value of D'. 
money, the rise in prices and incomes tends to depress it. We may 
perhaps suppose that the first factor is likely to exert its inlluence first, 
so that the currency will appreciate. The result is, however, in principle, 
independent from the direction in whicb the excbange rate moves. 
Compare next footnote. 

• It should be noted that this is not because D's currency has faUen 
in value. but because of the export of capital from D. The same result 
that prosperity in one country spreads depression to others could obtain 
with the D currency appreciating. Suppose the present case is complicated 
by a fortuitous shift in demand from A to D -goods, strong enough to 
over..compensate the influence on the exchanges exerted by the capital 
outllow from D, so that D's currency actually appreciates. ItfoUows from 
our preceding analysis that, abstracting from fortuitous circumstances 
whicb may work out either way, this shift in demand is neutral; it does 
not tend to stimulate the country to which demand has Shifted and to 
depress the other from whicb it was drawn away. It goes without 
saying, however. that excbange lIuctuations may become relevant by 
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• It would not be difficult to construct other cases and to analyse 
them along the lines indicated. But the general conclusion 
already stands out clearly : our previous result that under free 
exchanges the cyclical movement in different countries is independ
ent needs modification if capital moves freely. It is, however, 
not quite correct to say without qualliication (as has sometimes' 
been said) that capital movements. tend to reproduce gold-standard 
conditions. On the contrary, they may produce exactly the oppo
site result from what we would expect under an international gold 
standard. Under free exchanges with free flow of capital, the 
cyclical movements in different countries are not independent of 
each other; in that respect, the system of free exchanges with free 
mobility of capital resembles gold-standard conditions. While; 
however, under a gold standard an expansion (contraction) in one 
country tends to produce expansion (contraction) in the other, 
under free exchanges with capital movements expansion (contrac
tion) in one country may just as well induce a contraction 
(expansion) abroad as an expansion (contraction). 

Lil1lilatiOti 
of foregoing 
flfIIliysis. 

The short-run nature of the preceding analysis 
should be kept in mind. We have been concerned 
with the effects of temporary jltI&l1Iations in capital 
movements, not with the ultimate effects on the 
economic devdopment of a country of a long-

continued flow of capital imports or exports. Moreover, even the 
short-run effect of individual items in a continuous flow to which 
the countries concerned have already adapted themsdves is a quite 
different matter from the effects of extraordinary fluctuations. 

The classical contention that capital exports from the industrial 
countries of Western Europe and the United States to the other 
parts of the world were indispensable for the rapid development 
of the latter and beneficial to the whole world, including the capital
exporting countries themselves, is not in the least invalidated or 
made conditional upon the existence of an international gold 

inducing speculative capital movements., Unfortunately. there is no 
possibility of telling in general which way these speculative capital 
movements will go. 

I C/ .••. g., Whale, lot;. cit. 
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standard" by our somewhat paradoxical result to the effect that, 
under free exchanges, capital importJ' and, under an international 
standard, capital ,xpor/J' are Jikdy to have a deflationary influence. 
It should be remembered furthermore that this deflationary 
influence is !dative to the situation which would otherwise 
prevail. If a rapid monetary expansion is in progress, the defla
tionary check which an inflow. of capital provides may be very 
wholesome. This will be the case especially if the supply of unem
ployed factors of production is small and indastic, as it is Jikdy 
to be in poor and industrially undevdoped countries. Once again 
the reader must be requested not to ascribe indiscriminatdy a 
positive value to expansionary and a negative value to deflationary 
effects. 

The reader would do wdl to regard this chapter 
pOJ'sible as containing an exposition of a method of analysis 

,xtm.ri()fl of rather than a presentation Qj definite results which 
. prr..,tling can be applied without further investigations to 

tllltlfyJ'iJ'. concrete cases. With this caution, it is possible 
to apply the analysis of the effects 6f capital move

ments, mll/tlnJ' JnllttlttlliJ', to other types of unilateral payments such 
-lIS interest and dividend payments, reparations payments, war 
debts and the like. But this extension of the argument must be 
made with great care, keeping in mind all the assumptions, espe
cially those as to the dasticity of supply of investible funds from 
inflationary sources, on which the results of our analysis were 
based.' 

I It is. of course. another question whether the absence of an interna
tional standard would not increase the risk of foreign lending 90 much 
.... to restrict it considerably . 

• It is quite likely that, say, reparation payments from one country 
to another will afi'eet the '" propensity to consume" or the II propensity 
to save .. (to borrow these expressions from Mr. Keynes) in a di1Ierent 
way from ordinary commercial capital movements. In the receiving 
country • •. If .• the propensity to consume might be stimulated. If that is 
the caS., we must expect results different from those resulting from 
capital movements. 
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Appendix I. 

DESCRIPTION OF THE INDICES ILLUSTRATING CYCLICAL 
MOVEMENT IN VARIOUS COUNTRIES' 

The ." reference cycle curve" gives for each country for the years 
1880 OT 1890 10 1931 a diagrammatic picture of Ibe general 6uctuations 
in business activity 8S described by W. L. THORP in the volume 
" Business Annals" (1926, National Bureau of Economic Research ; 
continued in the National Bllreau News Bulletin, No. 43, Sep· 
temher 1932). This verbal aecounl has been expressed in visnal terms 
by assigning a numerical value to the main characteristics cited tor 
each year, as follows: 

Exceptional prosperity. 
Prosperity. . 
Mild pMsperi Iy 
Mild· depression 
Depression. . 
Deep depression . 
Revival (Recession) 

+3 
+2 
+ I 
-I 
-2 
-3 

prececling level + (-) I 

Each year is indiested on Ihe eurve by a point, Ibe level of which is 
intended to represent the average activity during the year. In cases 
where a reversal of the siluation· occurred during Ibe Qral half of the 
year, Ibe level i. determined by the situation prevailing aUer the 
turning·point. If the reversal occurred during the second half of Ibe 
year, the situation before the turning·point has been held decisive. 
The other inllice. are described below, country by country : 

UNITED STATES OP AMERICA. 

Industrial Production. 
188G-19"20: Index of th&volnme of mining output. E. E. DAY, 

Review of Economic Sta.tistics. 
1899-1920 : Index of the volume of manufacturing output. 

E. E. DAY, ibid. 
19"./().1935 : Federal Reserve Board indices of induslrial produc

tion : general index and group index for mining . 

• See paps 170 and 171. 
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Employment in Manulacturing Industries. 
1899-11123 : Professor P. H. DOUGLAs' index, " The Theory of 

Wages ". 
1919-1935 : Bureau of Lahor Statistics index. 

UNITED KlNGDOJl. 

Industrial Production. 
1880-1931: HOFFM .. NN·S ~ndex. WeltwirtschalWches Archiv, 

September 1934. 
1927-1935 : Board of Trade index. 

Employment. 
1880-19'15 : Percentage of employment (= 100 the percent-

age of unemployment) am!>ng Irade-unionisls. Abslract of 
Labour SIatistics. 

11126-19'J5 : Idem, among compulsorily insured workers. 
Abstract of Labour Statistics. 

General Business Activity .. 
1880-1913 : Miss D. S. TRO .... S· index. Journa/ 01 the Ame-

rican Statistical Association, Marcb 1!I26. . 
19'M-I935 : The Economist index (The Econnmist, July 25th, 

1936), deviations from Irend. 

GERMANY. 

Industrial Production. 
1880-1913, 19'15-1935: Index of the" Inslitut fur Konjunklur

forschung", Viertelja'hreshefte zur Konjunkturlorschung, 
SonderhertNr.31, 1933. Konjunkturstatistisrhes Handhuch, 
1936. 

Employment. 
I9().I..19:12 : Percentage of employment (= 100 - the percenl

age of unemployment) among organised workers. Statis
tisches Jahrbuch luI' das Deutsc/le Reich. 

1931-1935 : Idem, based on the percentage 0{ registered 
unemployed to workers under Health Insurance. Interoa
tional Labour Office. 

FRANCE. 

Industrial Production. 
1898-1913, 1919-1935 : 'Index of the" Statistique generale de 

la France". Annuaire st8tistique de III France. 

SWEDEN. 

Industrial Production. 
1913-1935 : Index of Ihe .. KommerskoUegium" Kommer

siells Medde/anden. 
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Employment. 
1911-1935 : Percentage of employment (= 100 - the percent

age or unemployment) among trade-unionists. Statistisk 
Arsbok. 

CANA.DA. 

Industrial Production. 
1919-1925 : Index of the Dominion Bureau or Statistics_ 

Montbly Review of Business Statistics. 

Employment. 
1915·1935 : Percentage of employment (= 100 - the percent

age or nnemployment) among trade-unionists. Tbe Canada 
Yearbook. 

AUSTRALIA. 

Employment. 
1006-1935 : Percentage of employment (= 100 - the percent

age of unemployment) among trade-unionists. Official 
Yearbook of tbe Commonwealth of Australia. 

General Business Activity. 
l880-I9"l2 : Yearly index of Roland "WILSON. Tbe Economic 

Record, 1930. 

Note.-With the exception of the United States, all employment 
indices are corrected for trend : the currently available labour 
supply is taken as equal to 100 and the fluctuations shown are 
relative tbereto. In tbe case of the United States, the fluctuations 
in employment are related 10 the employment (not the available 
labour supply) of a given base period, 19"13-1925. 
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Appendix II 

DESCRIPTION OF CURVES ON ,PRODUCTION AND EMPLOYMENT 
BY GROUPS OF INDUSTRIES' 

UNITED STATES OF AMERICA. 

Industrial Production. 
Indices of production in investment goods induslries and in 
coDsumers' goods industries. 

I88().1918 : Economic, Intelligence Service of the League of 
Nalions. 

1919-1935 : Federal Reserve Board. 

Employment. 
A. Inlliees of employment in producers' I!"oods and in consumers' 

goods industries. 
1899-1918 : From Professor P. H. DOUGLAs, " The Theory of 

Wages ". 
1919-1935',: From the Bureau ot Lahor Slstistics. 

B. Aclual number of workpeople employed in producers' goods and 
in consumers' goods industries according to the Censuses of 
Manufactures. 

1919-1933 : Census years. 

UNITED KINGDOM. 

Industrial Production. 
Index of production of producers' goods and of consumers' goods. 

188().11l"28 : HOFFlIANN. Wellwirtschaf!liches Archiv, Sep
tember 1934. 

11)29-1935 : from the Board of Trsde. 

Emplcyment. 
A. Percentage of workpeople wholly employed (= 100 - the 

percentage ot unemployment), in producers' goods and in 
consumers' goods industries. 

188().1923, among trade·unionists (for 'consumers' goods up to 
1914 only) : Ab.tract of Labour Slsti.tics. 

1924-11/35, among compulsorily insured workers: Abstract of 
Labour Statistics. ' 

• See pagel 182 and 183. 
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B. Number oC workpeople wholly employed among compulsorily 
insured workers in producers' goods and in consumers· goods 
industries. 

19"M·I935 : Abstract ot Labour Statistics. 

GERMANY. 

Industrial Production. 
Indices of productio;' of producers' goods and oC consumers' 
goods of the "Institut fiir KonjunkturforSchung '.'. 

1SSG-1913 : Vierteljahreshefte zur Aonjunkturforschung. 
Sonderhen. Nr. 31, 1933. 

1925-1935 : Konjunkturstatistisches Handbuch. 1936. 

Employment. 
A. Percentage of workpeople wholly or partially employed among 

organised workers in producers' goods and in consumers' goods 
industries. 

1924·1932 : Statistisches Jahrbuch tiJr das Deutsche Reich. 

B. 1888-1912, 1923-193i : Number of persons insured against 
. accident in German industrial unions, in capital-producing and in 

other industries. StaUstisches Jahrbuch fOr das /Jeutsche 
Reich. (Figures for 1888-1909 have been reproduced from 
G. CASSEL, "The Theory of Social Economy", Vol. II, and his 
classification has been adopted for the rest of the period.) 

SWEDEN. 

Industrial Production. 
Indices of production of investment goods and of consumers' 
goods. 

1SSG-1912 (Consumers' goods, 1909-1912) : Economic Intelligence 
Service of the League of Nations. 

1913·1935 : trom the index of the " Kommerskollegium ". 

Employment. 
A. Percentage oC employment among trad&unionists in producers' 

goods and in consumers' goods industries. Statistisk Arsbok. 
192().1935 : producers' goods industries. 
1921·1935 : consumers' goods industries. 

B. Number of workers engaged in producers' goods and. in 
consumers' Roods industries. 

1913-11IM: Industri, Annual Report of the Kommerskollegium. 
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AUSTRALIA. 

Employment. 
A. Percentage or employment among trade-unionists in producers' 

goods and in consumers' goods industries. 
1912-1935 : OffIcial Yearbook of the Commonweallh of 

Australia. 

B. Number of workers employed in producers' goods and in 
consumers' goods industries. 

1904-1935: Production Statistics. Annual report of the 
CommonweaiU, Bureau of Census and Statistics. 
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-- localis.v.tion of, 110. 303. 3l0-20. 
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Su also Investible funds. 
Money contracts. effects of rigidity of, 

log-IO. 

Monopolistic restrictions. 135D. I 86n, 
252, 270-2, 28:~. 296-7. 301. 

Monopoly. of central banks to issue 
bank-notes. 6.1. 

Multiplier. 21m, 243D. 

Open-market operations, 21, 31, 27-8. 
Opportunity costs, I"92n. 
Optimism and pessimism. 6; 79. 136--9. 

140, zo7U. 277D· s_, also Psychological factors. 
Over-indebtedness. as cause of crisis. 

106-9. 
Over-investment theories. 27-98. 
Over-saving. Su Under-consumption. 
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132, 265-1. ~, 

Smooth termination of upaa.s!on. 87. 
.67· 

Speculatiou OD: foreign e.zehange., 
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