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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 should 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
currently and somewhat loosely desctibed as the trade cycle is
abundant, and the publication of a furthexr book on the theory of
such cycles was not the primary object of the enquiry undertaken
as 2 result of this resolution. This book is incidental to the first
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 occurrence 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 dura-
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 claboration
of 2 new and complete theory of the cycle, but with the object of
analysing and sifting (if necessary, supplementing) the theotes
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 ascertaining what they
had in common, the points at which differences of opinion arose
and, in so far as possible, the causes of those differences.

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

This present volume is concerned with the first stage only.
Professor Haberler, to whom the conduct of the enquiry in its
initial stages was entrusted, has divided it into two parts. The
first part contains a systematic analysis of existing theories; the
second an attempt to weave from those theories a general synthesis.

A first draft of the systematic analysis was seat to the authors
quoted for comments and critidsms. While this precantion was
cleatly necessary (and ready and most valuable help was afforded),
it must not be interpreted as implying that the various authors have
thus made themselves responsible for the summary of their reason-
ing contained in the following pages. A summary can never be

a perfect reflection of what it summarises, and indeed one author—
though only oné—replied that his exposition would not remain
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 different terminologies than to any more
fundamental cauoses.
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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 2 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
patt, to statistical control and test during the second stage of the
enquiry. The intention is to confront the theories with the
ascertainable facts—at 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 2 view at once to testing the
accuracy of the explanations or pattial explanations of the cycle
now current and to furnishing the basis of fact necessary for the
further development 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.

A. LoveDay,

Director of the Financial Section
and Economic Intelligence Service.
Geneva, September 1936.
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INTRODUCTION

As has been explained in the Preface, this book
Purpose  is a first step in a more extended enquiry undertaken
of the 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 denvmg therefrom
a synthetic account of the nature and possible causes of economic
fluctuations. However, the next stage in this investigation—-’-—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

Apnalysis whole, the purpose of the first part of this report—

of theories. i.e., of the Systematic Analysis of the Theories of

: the Business Cycle—xs not to present a history of
the development of economic thought on this subject (although
every attempt has 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 compatibility with one another and with accepted economic
principles. It is intended to give 2 rounded picture of the possible
explanations of economic fluctnations 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 report—the * Syn-
Synibetic  thetic Exposition relating to the Nature and Causes
exposition of of Business Cycles”—contains the comprehensive
the maiwre of explanation which emerges from the analysis of
the cxcle.  theories in the first part.  As has been said, it does not
claim to be an entirely new theory, but a synthesis and
development of existing theories, so far as they can be synthesised.
What is presented there is furthermore not a closed and rigid system,
but a flexible and open one : there are many points where no definite
solation can be proposed, but where the existence of 2 number of
possihilities will be indicated. ‘The choice between these can then be
made only on the basis of empirical investigations. In many cases,
theoretical reasoning supported only by such broad facts as one
happens to know without special statistical or historical investiga-
tions can put intelligent questions, but cannot definitely answer them.
That by analysing various theories it should be possible to give
an explanation of the business cycle which, while leaving some
questions open or offering in other cases alternative answers,
pevertheless clarifies a number of problemns presupposes that the
difference between the theories analysed is not so radical as is
sometimes believed. In fact, the assumption is that the real
differences in opinion have been frequently exaggerated, and that,
for certain important questions, a much greater harmony between
writers of different schools can be established than the superficial
observer would believe or even than these same writers 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 followed and, in the following sections, it will be shown
how theories which seem prisa famtoconmdnctoncanotbexmn
sometimes be reconciled.

*
* *

The manuscript of Part I of this book was substantially com-
pleted by December 1935; that of Part I, by May 1936. Aa
attempt 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 |

SYSTEMATIC ANALYSIS OF THE THEORIES
OF THE BUSINESS CYCLE



CHAPTER 1

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
mutuzl relation between various possible explanations (theoties).
The implications of these observations will be fully realised only.
in the light of subsequent 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
if the following general remarks are kept in mind.

Such a complex phenomenon as the business:

Plurality cycle, which embraces almost all parts of the

of caxses. economic system, does not easily lend itself to-

‘ explanation by any one factor. Even if we assume)
from the beginning that the same explanation of the business
cycle Liolds good in the highly industrialised countries of Western
Europe and America as well as in ipdustrally less developed
countries such as New Zealand or Roumania, and in the tweatieth
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 rbe cause of the business cycle. Few writers have
ventured to proclaim just one single factor as #be 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 difference between various
theorists is rather a difference in the emphasis laid upon the different
factors than a difference 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—e.g.,
crop variations, ot inveotions, or the acceleration of derived
demand, or changes in demand, or waves of optimism and pessi-
mism—are forced to admit that what they call #b¢ cause of the%
business cycle can produce its effect only in a certain economic
institutional environment. ‘They assume, explicitly or implicitly,
‘a certzin structure of the exchange economy, a certain rigidity of
Jwages and contracts, a certain behaviour of investors, the presence
‘or absence of a certain amount of knowledge and foresight amongst
entrepreneutss, a certain monetary organisation, etc. The business
cycle might well not appear (4) if those “ active ” forces (crop
changes, inventions, changes in demand, etc.) were absent, or
() if one or several of the significant features in the economic insti-
tutional framework were changed ; if, for example, wages and
contracts were petfectly plastic, if entrepreneurs behaved in 2
different way, if they possessed perfect foresight or if the monetary
organisation was different and monetary authorities took steps
to prevent repercussions : in a word, if they were to behave
differently from what they actually do.

It might therefore just as well be maintained that the rigidity
of outr economic system, ot 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. )

{Normally, a complex phenomenon such as

Theories  the business cycle is caused and conditioned

differ mainly as by a large number of factors and. circumstances]
to emphasis. Even if the same theory holds good for all

cycles, there is still room for a multitude of

“ different ** 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 changed, or that it is for some
reason not desirable to change or eliminate them (e.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, ¢.g., the impact of inventions, or changes in demand
with intensified changes 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 such disturbing events for granted and
blames the monetary authorities for not adjusting the terms of credit!
These considerations suggest that (it is useful
Classification to distinguish certain types of causal factors
of causal One may draw a distinction, for instance,
Jactors,  between factive and passive factors? or, in other
words, between causes and conditions or between
conditions per guam and conditions sine gua non. Inventions, crop
changes, changes in demand are active factors, while institutional
circumstances such as are mentioned above should be classified
as passive conditions. Sometimes this distinction. may be useful;
but frequently it is difficult or impossible to draw a sharp line
between the two types of factors, How is it possible to decide
whether any given action on the part of the banks, such as lowering
the discount rate when reserves are running high or failure to
raise the rate when the demand for credit rises (i.e.,, when the
“ natural rate ”* has risen), is an * active ” or a “ passive * factor ?
This is obviously a temﬁnological question and it is fruitless to
press for an answer in every single case.

The real distinction—in some cases—is between Vconsroliable
and smcontrollable factors) The weather, e.g., is uncontrollable,
while institutional factors are at least in theory controllable.
Among factors, furthermore, which can in principle be controlled,
there are those which one does not find it desirable, for one reason
or another, to control or to eliminate altogether—e.g2., inventions,
or the liberty of the recipient of income to spend his income or
to save it, or to exercise freedom of choice in regard to his consump-
tion or occupation, Needless to say, opinion as to what it is



8 Arnalysis of Theories Part I

possible and desirable to control ar Influence vaties from time to
time and from person to person. :

A more usual if less pragmatic classification is that of causes
which originate within and causes which originate outside the
economic systerii, 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 2nd are not simply a
reaction to changed supply conditions) are examples of outside
cavses, 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!
ecomomic and what a non-economic factor or circumstance is frequently
rather 2 matter of convention than of argnment.

Closely connected with. the distinction between economic and
non-ecopomic factors and causes is the distinction between
“ exogenous ” and * endogenous ™ theories of the business cycle.
Exogenous theories are those which assume.external disturbances
—¢.¢., crop changes or inventions-—in order to explain the business
cycle. Endogenous theories rely exclusively on movements
which can be explained economically] 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 pretumably be regarded
as an exogenous factor : but suppose they do not raise the rate
sufficiently in face of a rising demand for credit (due, ¢.g., to inven-
tions) with the same result in the shape of a credit inflation—is that
the operation of an exogenous factor ? '

It has been attempted to give mote precision to the distinction
between exogenous and endogenous theories by saying that' the
former assume movements in the data, while the latter suppose
the data to remaia constant| This distinction iis precise enough

1 See especially Tinbergen : ** Suggestions on Quantitative Business
Cycle Theory ” in Econometrica, Vol. III, No. 3, July 1935, page 241.
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for the purposes of the general theoretical system on which a
writer builds his theory of the business cycle; 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 magnitudes 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-mortow. 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-
economijc” 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. Thereis 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 explanations are neither
purely exogenous nor purely endogenous. {In almost all theoties,
both the * originating factors »-and the “ responses of the business
system ” (to use the expression of J. M. Crark!) play a réle}
On the one hand, a purely exogenous theory is impossible. Even if
one assumes a weather cycle, the peculiar response of the business
system, which converts harvest variations into a general alternation
of prosperity and depression, has still to be explained. Onthe other
hand, ‘a purely endogenous theory is hardly satisfactory. It is.
not likely that, without outside shocks, a cyclical 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 mutual 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 IT of the
present report.

* See his book : * Strategic Factors in the Business Cycle,"” New York,
1934. ‘
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One methodological rule of thumb may be
. Inberent  suggested at this point, however, although it will
instability find its full justification only later, IFor various
in the ecomomic reasons, it seems desirable, in the explanation of the
system.  business cycle, to attach as little importance as
possiblg.to the influence 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 impos-
sibility when the alleged “ disturbances ” do not themselves
show a wavelike movement] Evea if a periodic character is
assumed (£.g., in the case of crops or inventions), the hypothesis
is full of difficulty. "The responses of the business system seem
prima facie more important in shaping the business cycle than
external shocks. Secondly, historical experience seems to demon-
strate that the cyclical movement has a strong tendency to persist,
even where there are no outstanding extraneous influences at
work which can plausibly be held r.espomuble.1 This suggests
that“there is an inherent instability in out economic system, a
tendency to move in one direction or the othetl If it is possible
(as we believe) to demonstrate that such a tendency exists and to
indicate the conditions 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.?  °
If, therefore, in many sections of the following report, not much
is said about such external influences {(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 perfect regularity in respect of the
amplitude, length, intensity and concomitant symptoms of the cyclical
movement is & priori improbable.
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on contemporar.y events), this must not.be taken to imply that, in
our opinion, these factors do not influence the economic situation.
Our object is in the first instance 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

Principles has been defined in the Introduction (page 1)

of selection. The method followed in the exposition is

thereby largely 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 it may have been necessary in
order to elucidate their doctrines). It has been preferred to preseat
the theories in a systematic -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 irrelevant
or put aside by means of a convenient simplifying assumption
(e.2., by a ceteris paribus clause).

It has been necessary to select certain authors o 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 themselves attempted a synthesis of theories
such as Mrrcrerr, Picou, RoBERTsON had to be mentioned at
several points in connection with the various lines of thought
which they have incorporated in their systems. Mention is not
made, however, at every point of all the writers who have made

* This special purpose explains the difference between the followmg
exposition 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™ (Quarterly Journal of
Economics, vol. 41, reprinted in * Forecasting Business Cycles,” New York,
1931) ; F. A, Hayek : " Monetary Theory and the Trade Cycle,” London,
1933 ; Macfie : * Theories of the Trade 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’ contributions. It is not intended to be an
appraisal of the merits of various writers, but a review and analysis
of explanatory hypoth&ses
The various theories under review have been
Heads of examined, as far as possible, under the following
analysis. heads:

General characteristics.
Explmatlon of, the upswing (prosperity).
» % upper turning-point (crisis).
» » »  downswing (depression).
» » " lower tuming-point (revival).
Reasons given for recurrence, periodicity, etc.
International complications.
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CHAPTER =2

THE PURELY MONETARY THEORY

§ 1. PRELIMINARY REMARKS

{ Money and credit occupy such a central position in our economic
system that it is almost certain that they play an important role
in bringing about the business cycle, either as an impelling force
or as a conditioning factor, | During the upswing, the physical:
volume of production and of transactions grows while prices rise
or, in some rather excePtional cases, remain constant! This
means that the money volume of transactions tises. During
depression, the money volume of transactions falls, #In other
words, the work which money must and does perform rises and
falls with the ups and downs of the business cycle3 It follows, -
then, that the product (MV) of the quantity of money (M) and its
velocity of circulation (V) rises and falls. This does not necessar-
ily mean that the rise and fall of M and for 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 symptom] It is conceivable
that MV 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 theory which puts the monetary factor at

! The outstanding example of a boom without a rise in prices is the
American boom of 1926-1929. 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 the money value of 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 z2lmost certainly reveal
important features of the business cycle which no adequate syn-
thesis can afford to neglect.

§2. THE THEORY OF MR. R. G. HAWTREY !
GENERAL CHARACTERISTICS

f The putely monetary explanation of the

Importance business cycle has been most fully and most
of consumers’ uncompromisingly set out by| Mr. R. G.
outlay. « Hawrrerd! {For him the trade cycle is “a
purely monetary phenomenon ” in the sense that

changes in “the flow ©f money ™ are the sole and sufficient
cause of changes in economic activity, of the alternation of prosper-
ity and depression, of good and bad trade] When the demand
for goods in terms of money (that is, the flow of money) grows,
trade becomes brisk, production rises dnd prices go up. When
demand falls off, trade slackens, production shrinks and prices
sag. Crke 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 incomeX Consumers’ outlay
comprises, however, 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 fnvcsted.j (For

1 See “Good and Bad Trade,” London, 1913 ; ** Monetary Reconstruc-
tion,” 1923, 1926 ; * Currency and Credit,”’ 1916, 1983, 1928 ; ““ Trade and
Credit,” 1928 ; ‘*Trade Depression and the Way out,” 1931, 1933 ; “ The
Art of Central Banking,” 1932 ; “The Gold Standard in Theory and
Practice,”’ 31d ed., 1933.

* See, especially, **The Art of Central Banking,” Léndon, 1932, Chap-
ter III, R

Independently, very similar ideas have been expressed by Professor
Albert Hahn in his earlier writings, See his * Volkswirtschaftliche
Thecrie des Bankkredits,” ist ed., 1924 (3rd ed., 1939). Since then
he has, however, changed 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 eatly expression in
A. Marshall's evidence before the Gold and Silver Commission, 1887.
(See * Official Papers’ of A. Marshall, 1926, pages 52 and 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 2 general impoverishment : others,
such as harvest changes, over-development of certain industries
{(¢.g., over-investment in constructional industries), may produce
a partial depression in particular branches of industry. ButE
.general depression in the sense of the trada cycle—i.e., a sitnation
.in which unused resources and unemployment are general—cannot
be induced by non-monetary forces or events except in so far as
.they give tise to a fall in consumers’ outlay—i.e., in the flow of
money)

{Changes in consumers’ outlay are principally)

Instability due to changes in the quantity of money}

of momey Everyopne agrees that a sudden diminution in

and éredit, 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 dernand
will find that they cannot sell the usual output at the anticipated
prices. Stocks will accumulate; Iosses will be incurred; produc-
tion will fall; unemployment will be rife; and 2 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 2 * Government deflation or
inflation *’, "[.According to Mr. HAwTRE?Y, the trade cycle is nothing
but a replica, on a small scale, of an outright money inflation and
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deflation. ' Depression is induced by a fall in consumers’ outlay
due to a shrinkage of the circulating medium, and is intensified
by decline in the rapidity of the circulation of money. ‘The prosper-
ity phase of the cycle, on the other hand, is dominated by an
inflationary process]

— [If the flow of money could be stabilised, the fluctuations in
economic activity would disappear. But stabilisation of the flow
of money is no easy task, because our modern money and credit
system is inherently unstzbl€] Any small deviation from

uilibrium in one direction or the other tends to be magnified.

Mr. HawTrEY starts with the assumption that, in the tmodern
world, bank credit is the principal means of paymcnf.] The
circulating medium consists primarily of bank credit,fand legal
teader money is only subsidiaryl {3t is the banking system whi
creates credit and regulates its quanti The means of regulation
are the discount rate and open-market puichases and sales of
securities, The power to expand credit 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
account; but the banking systern-as a whole can, and there is 2
tendency to make the whole system maove along step by step in
the same direction. L If one bank or group of banks expands credit,
other banks will find their reserves strengthened and will be
induced, sometimes almost forced, to expand tco. In this way a
single bank or group of banks may carry with it the whole sysn;n'ﬂ

(These are familiar propositions of modern backing theory.
It does not seemn necessary at this point to work them out in detail
with all necessary  qualifications. See the most up-to-date
exposition in KEYNEs” “ Treatise on Money ™.}

§ 3. THE UPSWING

. (The upswing of the trade cycle is brought
Driving force about by an expansion of credit and lasts so
of bank  long as the credit expansion goes on or, at
expansion. least, is not followed by a credit contraction.
LA credit expansion is brought about by the

banks through the easing of conditions under which loans are
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granted to the customer.f Borrowing may be encouraged in
various ways. The banks can apply a less severe standard to
security offered; they can“increase the maximum period for which
they are willing to lend; they can refrain from dxscnmmatmg as
to the putpose for which the borrower wants the loan. [ But 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

Mr. Hawtrey is aware of the objection that

The sirategic a reduction of 1 orz % in the interest on bank

position of advances is too unimportant an item in the

the merchant, profit-and-loss account of the average business-
man to induce him to expand his business and to
borrow more. His answer to this objection is that there exists one
class of business-men which is very sensitive even to smMes
of the rate of mtercst-—namely,ﬁ__ﬂkzg merchants] The merchant
buys and sells large quanfitics of goods compared with his own
capital, and he adds to what he buys the relatively small value
which represents the dealer’s profit. E‘o him, a change in interest
charges of 1 or 2 9, is not negligible, as it is perthaps to the manufac-
turer. " It is not denied, of course, that{there are other considera-
tions besides the rate of interest which might induce a merchant
to borrow more (or less) and to increase (of reduce) his stocks of
goods."} If prices are expected to rise, or if 2 fall is anticipated,
a reduction in the interest rate may be unnecessary or insufficient.
Butfz general rise or fall in prices sufficient to induce the majority
of merchants to increase or decrease their borrowing, irrespective
of minor 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. ]

Thus, according to Mr. HAWTREY, the merchaat is in a strategic
position.) flf the rate of interest is sufﬁae.nt_ly “reduced—and under
ordinary circumstances a slight reduction is sufficient—merchants
are induced to increase their stocks. (They give larger orders
to the ptoduocr Increased production leads to an enlargement
of consumers’ income and outlay. This * means increased demand
for goods in general, and traders find their stocks diminishing.
There result further orders to producers, a further increase in

3
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productive activity, in consumers’ income and outlay, and in
demand, and = further depletion of stocks. Increased activity
means increased demand, and increased demand means increased
activity. A vicious circle is set up, 2 cumulative expansion of
Eroducnvc activity 7, activity 2 WEEE is fea and propelled by 4 continuous
expansmn of credit.
- Productive activity cannot grow without
Effects of limit.! As the cumulative process carries one
rising prices. industry after another to the limit of productive
capacity,! producers begin to quote higher and
higher prices {’* ‘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. ‘The cumulative process of "~ expansion_is accelerated
by a cumulative rise in pncesj
T There _is -yet _another accelerating element.
Instability \In addition to the e.xpansxon of the circulating
of the velocity medium, there is an increase in its velocity of
of circulation. circulation,]] When prices rise and trade is
brisk; merchants and producers not only borrow
more : they use up any idle balances which ay be at their
disposal. {Idle balances are the inheritance of the previous
depression. If they exist to a la.tge 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 "]
"~ “{Thus there is a principle of the instability of velocn:y of circu-
lation, which is quite distinct from the principle of the mstabihty
of credit, but is very apt to aggravate its effect.™}
To sum up, expansion is 2 cuamulative process-—that is to say,
once started, it proceeds by its own momentum. No further
encouragement from the banks is required. {On the contrary,

1 ““The Art of Central Banking,” page 167,
v Op, cit., page 171.
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(banks have then to be careful not to let the expansion get out of
hand and degenerate into wild infladon. They, should raise the
rate of interest dmumﬂ;r. shght increases will not deter people
from borrowmg if pnc&s rise and are expected to rise furtherd)
That is what is meant in saying that the process has gained

momentum. A discount rate 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

rl;rospe.:ity comes to an end when credit
Credit expansion is discontinued] Since the process
restriction  of ‘expansion, after it has been allowed to gain
responsible. 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 contraction which is itself cumulative) (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.”?

-made limitations on _the amount of the
The wage-lag, circulation—that js, limitations imposed by
the cash drais law and custom—constitute the barrier which
and the  prevents our present economic system from
old standard, 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 pis-d-vis another country which does not itself expand credit),
the banks are sooner or later forced to stop expansion and even to
contract]]

Cash—i.¢., legal terider money—is predominaatly used for small

and retail transactions, because for these purposes credit has no

1 “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 ifcomes, expenditures, and hoards of working-men. An
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 start to do this, the cash hold-
ings of the working population still continue to inctease—by
reason of their lag behind the ctedit expansion-—and 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 star‘t]

§ 5. TR DOWNSWING

The process of contraction is cumulative!
The reverse no less than the process of expansion. “ When
of the upswing. credit has definitely turned the corer, and a
contraction has succeeded to an expansion,
downward tendency of prices is sufficient to maintzin the process
of contraction, even though the rate of interest is no longer,
according to the ordinary standards, high.™jt
The process is cumulative for the following reason. CWhm
prices are falling, merchants expect them to fall further. They
try accordingly to reduce stocks, and pive smaller orders, or no
orders at all, to producers. Consumers’ income and outlay
decrease; demand flags; stocks accumulate in spite. of endeavours
to reduce them; borrowing is reduced further—and 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

1 «Currency and Credit,” 3rd ed., London, 1928, page 153.
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further. The wvicious spiral downward is in all respects the
negative counterpart of the vicious spiral upward. The details
need not be repmted-.I

§ 6. REWIVAL

«During 2 depression, loans are liquidated and

Sufficiency  gradually money flows back from circulation into -

of eredit  the reserves of the banks. The reserve ratio
expansion. becomes normal, and reserves above normal
are slowly built up.] Interest is by this time

fallen o 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.
EAccording to Mr. HawTreY, however, there are almost always
some people who 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

busujl_g.g_s_ Egmmumty 0 make _use of existing credit facilities—and
that is the purchase of securities in the open market]
- RWhen the central bank buys securities in the open market, cash

is pumped into the banks and their liquidity increases. For a time,

the only result is a change in the composition of the assats of the
banks (cash increases, loans decrease). | But Mr. HaAwrrREY
" is confident that eventually, if only the purchases of securities are
carried far enough the new money will find an outlet into circula-
tion, consumers’ income 4nd outlay will begin to tise, and a self-
reinforcing process of expansion will be started.y Mr. HAwWTREY
believes that the grdinary measures of banking p_(_)__h_cy—dlscount

policy and opcn—markct operanons-—may be trusted to bring

about 3@ revival and that it is therefore ‘not necessary to_have
recourse to mote drastic methods (such as public works) to start
an expansion] Y This attitude of his is closely connected with his
theory that changes in the rate of interest must operate through

influencing working capxta.l rather than “through stimulating

"‘_i




22 © Analysis of Theories Part I

investment in fixed capimﬂ We shall have to come back to this
proposition because it conflicts sharply with the theories of
many other wtiters, with which we shall have to deal.
. HawtreY describes the transition from
Wage-lag and depression to prosperity in a typical trade cycle
bank policy. under the gold standard]before the war in the
following way. [ During the dep:essmn, money
begins to flow back to the banks. But, again, thete 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 contraction. 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 2
considerable time after contraction of credit has been arrested.
Surplus reserves accumulate, and these excessive reserves tempt
the banks later on to over-expand and so Ig_gm anothc_r_gzgle )

§ 7. RHYTHM AND PERIODICITY

rrhMr. Hawrrey’s theory explains why there are not

Rigid reserve merely small oscillations around the equilibrium but

§ proportions. big swings of the pendulum in the one or the other
direction. The reason is the cumulative, self-

sustzining nature of the process of mn and oont:a.ctmn.

The e:lmhbnum_ll.na.m Jike a razor’s edge. The slightest

. e —— B

e%l;;hbnum.

ut even so, Mr. HAWTREY thinks, the recurrence of the break-
down is not mewmble] The exponsmn could go on indefinitely,
if there were no limits to the increase in the guantity of money.
‘[The gold standard is, in the last resort, responsible for the recurrence
of economic breakdowns. Under the gold standard, it is the slow

7+#.response of people’s cash balances which prevents the banks from
stopping expansion or contraction in time. “If an increase or:
decrease of credit money promptly brought with it a proportionate
increase or decrease in the demand for cash, the banks would no
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longer either drift into a state of inflation or be led to carry the
corresponding process of contraction uninecessarily 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 7Jt _
nder 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 ™2 |
[ Since 1914, the automatically working gold stan-
No #rade ¢ycle dard has ceased to exist] After the war and post-
since the war. war inflations, the gold standard—a managed gold
standard—was once more restored; but the first
major shock upsetit. Therefore, according to Mr, HawTREY, 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.
€ For the time being there is no trade cycle * if by “ cycle ” is
meant a petiodic movement of marked regularity] 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 operation of which makes for expansion or
contraction. But 'the intcicate mechanism which produced the
former regularity in the alternation of expansion and contraction is
completely dislocated.\
eriodicity is not, however, essential for the purposes of
Mr. Hawrrey'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 tegularity. ‘The regular cycle can always
be interrupted by non-cyclic forces. It must be admitted that an
explanation which is fexible in this respect is preferable—if it is
tenable in other respects—to a more rigid onhi

! “Monetary Reconstruction,” znd ed., London, 1926, page 135.
* “Currency and Credit,” 3rd ed., page 155.
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§ 8. SPECIAL FEATURES OF THE THEORY

As has been mentioned,ﬁlr. Hawrrey’s theory

Fluctuations stands in contradiction to many other related theories
ininvesiment in thatdit contends that a_change in the rate of
in fixed  ipterest influences the economic system, not through
capital.  a direct influence on investment in fixed capital,
but through the provision of wotking capital and

particularly stocks of goods] _The alternative view will be discussed
later. Hereit must be askedE)w Mr. Hawrrey’s theory can account
for the undoubted fact that the instrumental industries experience
greater cyclical fluctuations than the consumption industries.] [The,
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 instramental 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 changes in long-term-interest rates—on investment in
fixed capital. t credit expansion has a certain effect on invest-
ment in fixed capital is not altogether denied by Mr. HAwWTREY :
but he holds it to be unimportant as compared with the direct
influence on the merchant and on working mpitag
To complete the picture of Mr. HAWTREY’S
Implications theory, 2 word must be said as to the policy banks
Jor policy. should pursue in order to eliminate the credit cycle,
and with it the trade cycle. ['The banks, and
especially the leaders of the banking system, [the central banks,
shbuld not watch the reserve proportions so much as the flow of
purchasing powet,] The demand for goods, the flow of money,
is the important thing—not the outstanding aggregate of money
units. UThe aim of banking policy should Be @ keep the consumer’s
outlay constant, including (as has been pointed out) outlay for
new investmend]] ‘But account should be takea 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, Elﬂ_im
should be to stabilise, not the price level of commodities, but the
price level of the factors of productionp T

§ 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 affected. This analysis has not yet been worked out system-
atically from the standpoint of the explanation of the business
cycle. But the instruments of the analysis are ready to hand.
The theory of the international money mechanism under different
monetary standards is one of the most fully elaborated chapters
of economic science.t

§ 10. CONCLUDING REMARKS

UA feature of particular interest in Mr. HAWTREYS monetary
theory of the business cycle is the }demonstration and analygis
of the cumulative nature of the process of expansion and contraction
In this respect, there is, as we shall see, muchagreement between
theorists of different schools of thought. r Mr. HawrrEY’S’ pro-
positions on this point, largely taken over from MarsuarL and the
Cambridge tradition, have found a place in the theory of a great
number of writers3/

[ Other features of Mr. HAWTREY’S theory ate more questionable.
His contention thar the reason for the breakdown of the boom’is

1 See his paper **Money and Index-Numbers " in fournal of the Royal
Statistical Society, 1930, reprinted in “The Art of Central Banking,"
pages 303-332. .

* See below Ch. 3, §§ 8, 16, and Part I1, Ch. 11.

* No attempt has been made to establish priorities or to trace the
various 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 economists

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



Chap. 3 The Over-investment Theories | 27

CHAPTER 3

THE OVER-INVESTMENT THEORIES

§ I. GENERAL CHARACTERISTICS

In this section, it is proposed to analyse some

Maladfustment, closely related theories of a great number of

vertical and wtiters, which may: be labelled generically “ over-
horizental.  investment theories ”

[The central theme of al'l these_theories is_the
over-development of industries which p:oduce producers’ goods
or capital goods in relation to.in es producing. consumers’
goods,] “They all start from the umvc.tsally admitted fact that the
capital-goods industries are much more severcly affected by the
business cycle than industries which produce for curreat consump-
tiod] During the upward phase of the cycle the output of pro-
ducers’ goods rises much more, and during the downward phase is
much mote 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.

MAccording to the over-investment theorists, this phenomenon
is the symptom of a serious maladjustment which dcvclops during
the upswing] The capital-goods industries, it is. argued, are
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relatively over-developed :/the production of capital goods as
compared with the production of consumer’s goods is pushed
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
measures) ‘

The situation as it develops during the boom, according to the
over-investment school, may be described as a * persica/ 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 aggregate 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 the
expected distribution of the money lowl—i.z.; the monetary demand
for-the products of the different branches of industry. FThis
distribution is, broadly speaking, determined by (1) the decisions
of the population as to spending and saving, (2) the decisions of
consumers as to the distribution of expenditure between various

ines 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
vertical maladjustment—vertical because the industres which
are not harmoniously developed are related to each other in a
“vertical ” order, as cost and product! One may also speak
of “higher” and “lower”, or “earlier” and “later” stages
of production—in which case “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 & borizontal disproportion—a disproportion between
industries of the same “rank™ as measured by distance from
consumption.]
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We have scen that Mr. HawrRey also recognises .

Mongy and  the fact that the cyclical movement is much more

the structure  violent in the capital-goods industries. But in
of production. his view, this is merely the consequence of fluctua-
tions in the flow of money (consumers’ income and
outlay). It is pot an evil in itself. Diccording 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 rdle in bringing about
the cycle and causing periodically a real maladjustment. Some
members of the over-investment school consider monetary forces
to be the impelling factor disturbing the equilibrium. Others
believe that certain monetary arrangemeats are conditioning factors,
which do not actively disturb the equilibrium but ate the instru-
ments through which the active forces of 2 non-monetary nature
operate.

We can distinguishl three sub-groups]with a still
The schools of greater variety in detail
over-investment
theorists. (A) [Writers 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 ‘the * Neo-
Wicksellian ** school, | may perhaps be included amongst the
Uinonctary explanations of the business cycle] inasmuch as the active
cause which disturbs the equilibrium is a monetary one. But the
business cycle is for these writers more than a purely monetary
phenomenon. Monetary forces produce a real maladjustment,

* Naturally, other groupings are possible, but that selected seems to
be the most natural and useful.
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the consequence of which is the breakdown of the boom. Crisis
and depression cannot be explained purely by contraction 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 Hiaver, Macuarur, Mises, RoBpns,
Rorke and StriGr. Wickserr has provided the theoretical
basis for this theory, but belongs himself rather to the following
group (group (B)), while Rosertson 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-
stances which provide new investment opportun.itic%j Some of
them refer to the money factor only incidentally or incline to
minimise it. But it can be shown—and is indeed frequeatly
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: Casser, Hansew,
SCHUMPETER, SPIETHOFF and WICKSELL are prominent. in this
group, RoBERTSON has been already mentioned. Prcou’s
analysis goes parallel for a long way with the theories of these
writers. ; '

(C) There is a third view which adds much to the force of the
over-investment theory—namely] the theory that changes 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 fixed capital equipment in parti-
cularj This so-called principle of *“ the acceleration and magnifica-
tion of derived demand ¥ has been elaborated by 'APraLION,
BrckerDIKE, CARVER, and Picou. In recent years §. M. Crark
and R. G. Harrop have laid great stress upon it im his explanation
of the business cycle. MrrcreLL, RoserrsoN and SPIETHOFF
mention it as a factor which intensifies the cyclical movement.
The principle can also be used, as we shall see, in support of 2
special type of the uader-consumption theory of the business cycle.
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A, The Monetary Over-invesiment Theories
§ 2. GENERAL CHARACTERISTICS AND THEORETICAL FOUNDATION

The theories of the following writers will

Banking now be examined : F. A. Haveg*-F. MacuLup?
systers and L. Mises? L. Rosemns,® W. ROPEE® and
aomey supply. R. StRiGL® The explanation given by these
writers of the upswing and of the down-tum

(crisis) is fundamentally the same. Such differences as exist 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
aod the up-turn (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 purely monetary theory of Mr. HAwTREY,
that they assume an elastic money supply!] They argue that the
circulating medium “consists under modern conditions primarily
of bank money (deposits), and that the | banking system|regulates .
the quantity of money by changing the discount rate and by’
conducting open-market operations. It has long been recognised
that(there is a complicated functional relationship between the

3 «Monetary Theery and the Trade Cycle,” London, 1933 (translated
from the German}. *Prices and Production,’” London, 1931, enlarged
edition, 1934. See also his latest exposition, ** Preiserwartungen, mone-
tire Schwankungen und Fehlinvestitionen® in Naflionalokonomish
Tidskrift, 1935 (translated into French : ** Prévision de prix, perturba-
tions monétaires et faux investissements' in Revus dss Sciences dcono-
migues, 1936).

* “Birsenkredit, Industriekredit und Kapitalbildung," Vienna, 1931.

* “The Theory of Money and Credit,” London, 1934 (translated from
the German). " Geldwertstabilisiernng nnd Konjunkturpolitik,”’ Jena,
1928,

4 “The Great Depression, London, 1934.

$ “Crises and Cycles,” London, 1936 (translated from the German),
“Trends in German Business Cycle Policy,” Ectomomic Journal, Sep-
tember 1933.

¢ *Kapital und Produktion,” Vienna, 1934.
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interest rate, changes in the quantity of money and the price level))
These relationships have been expounded systematically by Knur
WickseLs ; and his theory, 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 2 closed economy.
WiceseLL distinguishes between the * money
Wicksell’s rate® or actual < market rate of interest” as
“ Interest and influenced by the policy of the banks and the
Prices”.  “ natural rate of interest ™. 'ghe latter is defined
- by WirckseLL as “ that rate at which the demand
for loan capital just equals the supply of savings 2 1If the banks
lower the market rate below this natural or, as it should perhaps
more correctly be called, equilibrium .rate, the demand for credit
will rise and exceed the available amount of eavings, and the supply
of ‘credit must be supplemented by baok credit created ad bor—
that is, by inflation. If, on the other hand, the rate is raised above
the equilibriumlevel, the demand for credit will fall, some portion
of the total saving will not be used, and credit will be liquidated
or deflated.* ‘'WICKSELL goes on to argue that, if the market rate

1 ~Interest and Prices,” London, 1936, translated from the German,
“*Geldzins und Giiterpreise,”” Jena, 1898; “* Lectures on Political Economy, "'
London, 1934, Vol, II, translated from the Swedish; *"The Infifience of
the Rate of Interest on Prices,” Ecomomic Journal, June 1907, On the
evolution of Wicksell's theory, see the excelient introduction by Professor
B. Ohlin to *Interest and Prices,”” Compare also the elaboration of
Wicksell"s theory by recent Swedish writers as summarised in Professor
G. Myrdal's paper " Der Gleichgewichtsbegriff als Instrument der geld-
theoretischen Analyse' in *Beitrige zur Geldtheorie,” ed. by Hayek,

1933. -

* “Vorlesungen iiber Nationalékonomie,” 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 is nalwra, This conception presents, however,
great theoretical difficulties, 'We shall therefore disregard it.

% Inasmuch as money loaned out is supposed to.be nsed for productive
purposes (that is to say, is invested), we can also say that the equilibrinm
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is below the natural rate, prices will rise : if it is abovc, prices will
tend to fall,

There is, however, a mistake in thls last proposition, as was
pointed out for the first time by the Swedish economist Davinson.
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, esferis
paribus the low of money incomes will expand or, if it was shrink-
ing, the process of 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, cederis paribus 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 pot to be
interpreted according to the nnnsval 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
employs 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-
ticn. This is not the senss, however, in which saving is used by the
authors now under consideration, For them, additions to the value of
cuirent output do not immedialsly 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 inflationary increase in the money value of output
which is not immediately translated into increased incomes. When they
say that investment falls short of current saving, they mean that there
is in progress a process of hoarding, a deflationary decrease in the money
value of output. Which terminclogy is the more convenient—whether
it is better to regard saving as necessarily equal to investment or not—is
at present still an open question.

4
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given conditions, there is one rate which keeps the price level
constant and another which keeps the flow of money incomes
constant. [ The two coincide only in 2 stationary economy. In
a progressive economy, the rate which stabilises the price level is
below the rate which keeps the flow of money incomes constantI
'Which of these two rates is called the * natural” or * equili-
brium rate * will depend on which is thought the likeliet to maintain
the equilibrium of the economic system.] We shall see that those
wtiters of the group nnder review, whose analysis takes accéunt
of the difference, reserve the adjective * natural” 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. THE UPSWING

According to the theory with which we are

Natural  dealing[the boom is brought about by a discre-

. rate and  pancy between the natural and the money rate of
money rate ,interest.f How this discrepancy is produced, and
of interest. whether there is any teason why it should recur
again and again in a more or less regular fashion,

will be discussed later. If the money rate stands below the equili-
brium rate, a credit expansion will ensue. As soon a3 prices begin
to rise, the process tends to becomne 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 pnccs and a high
level to depress them : but, on the other hand, rising prices tend
to raise interest rates and falling prices to reduce them, If prices
rise and people expect them to continue to rise, they become more

1 Independently from Wicksell, Mr. Hawtrey introduced the notion
of the ‘‘natural rate’ (which he distinguished from the ‘'profit rate’}
in his first book ‘‘Good and Bad Trade' (London, 1913). But, since he
did net use this concept in any of his later writings, we have made no
reference to it in the summary of his theory. The concept of a “natural
rate” (and even the term) can be found in ear]ier English economic

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 IrvinGg Frsuer distinguishes between the ‘ nominal
ot money rate of interest ” and the “ real rate of interest .2  The
first is the rate as we find it in the market : the second is the money
rate cotrected for changes in the value of money in terms of goods
and services. ‘Thus, if prices rise by 39, during the year, 2 nominal
. rate of §9 is equivalent to a real rate of (approximately) 2%, 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 putchasing power, more on the capital than he
receives as interest.  If prices fall by (say) 109%, annually, a money
rate of 5%, becomes equivalent to a real rate of about 15%.

Mr. HAWTREY proposes the term “ profit rate * for true profits
of business, which he describes as being the ratio of labour saved
per annum by the capital 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. [ The
supply is furnished by the savings of individuals and corporations,
supplemented by inflationary bank credits] The ability of the
banks to create credit makes the total supply elasti 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 very much. {The demang 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 influences
from various sides and subject to rapid changes. Suffice it to

1 See, e.g., “ The Theory of Interest,” New York, 1930, Chapter II.

' As Professor Hansen has pointed out, many of these concepts must
be interpreted as referring to " expected ’* rather than to " contemporary "’
magnitude. Itis the “expected’’ profit or yield from capital investment
whick 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 which has since becom
fashionable, ’
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assume, at 4 given moment of time, a negatively inclined demand
schedule. The lower. in such case the price of credit—i.e., the
interest rate—the larger the amount demanded,

We start from a situation where the banks maintain a level of
interest rates at which the demand for, and supply of, credit exceeds
the supply of savings. A credit expansion ensues, prices tise, 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 tequired even greater.
Prices rise higher still, profits are raised, and the vicious spiral
of inflation continues. ~ After the movement has gatheted momen-
tum, it can ondiw ke 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 rans 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. HAwWTREY’s analysis. '

So much for the monetary aspect of the upswing.

The But, according to the theoty under review, it has

capitalistic  its complement in a distortion in the structure of

stracture  production, agnaldistribution of economic resources.

of production. This “* real ¥ ™M it is now proposed to
? consider. -EE’Ct

CThe rate of interest has not only the function of regulatmg

+ 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

t It should be remembered that the present theory has been developed
independently of Mr. Hawtrey’s. Whether and 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

intercs—tl 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 the last stage ;
others are applied to produce half-finished goods, raw materials,
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 respectively 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 deyoted to earlier
stages of production. New stages have been added br interpolated,

\with the result that the vertical structure of production has been
‘elongated. In other words, [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

; ultimate aim of the accumulation of capital is naturally aa increase

} 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 flow of
consumers’ goods.

The force which determines the lengthening of the process of
production is, broadly speaking, the rate of saving] The signals

-

! Intermediate gocds 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-limen-
sion’’ of capital has given rise to endless disputes, especially in recent
years. 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 are the availability
of new capital and the lowness of the rate of interest. _

If a part of current income is being saved—.e., if not all intome
is devoted to buying consumers’ goods—the demand for consum-
ers’ goods falls off and factors of production are made available.
If the money saved is net withdrawn from circulation, but is
offered in some way in the capital market, the rate of interest will
fall and this will induce entrepreneuss to make new investments.
There are always opportanities for investment which cannot be
undertaken for want of capital. Labour-saving machinery can
be installed (which involves the creation of a new stage in the
process of production), railways can be electrified and in a hundred
other ways the process of production can profitably be lengthened
—if only the rate of i.ntcnigl: is low enough and the necessary
amount of capital available. 'Itis the function of the rate of interest
to select amorig the great number of existing opportunities for
investment those extensions of the production process 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 are permissible from those which
are not,] 7

If a certain plan 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—.¢., 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 return and should rationally, therefore, be undertaken
first, '

If the rate of intcrest 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 are shifred from the
lower to the higher stages of production. ‘The production process
is lengthened and eventually the output of consumers’ goods per
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unit of input (in terms of * original factors™ of production) is
raised.l ,
[ From the point of view of the entrepreneur who
Credit  wantsto embark on new schemes of investment, the
expansion  situation is not changed if the lowering of the rate
and  foreed  of interest is due to capital’s having been made more
saving”.  pleatiful, not by an increase in voluntary saving, but |
by an expansion of bank credit. Sich 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
cmployment with no excess capacity—we shall see later that the
argument can also be adapted to apply to a situation with unem-
ployment and unused plant—means of production will be drawn].
away from the consumption-goods industries, These industries wi
have to contract and the higher stages of production will expandj
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—and consumers’ goods industties (the demand for the pro-
duct of which has not risen, or not tisen so much as the demand
for capital goods, which is swollen by the newly created puschasing
power) will be unzble to retain at the enbanced 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

. 3 It has been questioned whether this process of saving and investment

rans smoothly. A great number of writers believe that the process
of saving is likely to produce serious disturbances (a) because saving
produces depression in the consumption industries which then spreads to
the higher stages, (5) because money which is saved frequently disappears
on the way and is not invested (deflation), (¢} because increased
investments eventually bring about an increase in the produnction of
consumers’ goods, which cannot be sold at the prevailing prices nnless
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 nunder review
believe that ordinarily the process of Saving and mnvestment runs
smoothly. According to them, troubles arise only if voluntary saving
is supplemented by inflationary bank credit or by expenditures from
money hoards—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.! '

Obviously,/the necessary condition is that the demand for
consumers’ goods does not rise pari passu with the creation of
credit and the rise in demand for capital goods./ 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 favour 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 {* 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 consuming public by means of rising prices.?

1 The concept *‘forced saving’’ has a long history (¢f. F. A. Hayek,
“ A Note on the Development of the Doctrine of Forced Saving”’ in
Quarierly Journal of Ecomomics, Vol, 47, page 123). In addition to the
writers of the present group, Professor Schumpeter has given it a promi-
nent place in his account of the upward phase of the cycle. (See his
“Theory of Economic Development,” English translation from the last
German edition, 1934. First German edition, 1911.} Unlike the monet-
ary over-investment theorists, however, he does mot use the alleged
peculiarities of forced saving to explain the crisis. This point will be
taken up later (¢f. Ch. 5, § 3). Recently the doctrine of forced saving has
been attacked by Mr. Keynes (* The General Theory of Unemployment,
Interest and Money, *’ pp. 79-81, 183). But, as Mr. Robertson has pointed
out (¢f. *Some Notes on Mr. Keynes’ General Theory of Employment "’
in Quarterly Journal of Ecomomics, Vol. 51, 1936, page 378), Mr, Keynes'
objections are purely verbal. He banishes the word, but is forced to
recognise the thing which the word denotes, though in another dress, when
he says that, under the pressure of investment which is imperfectly
foreseen, there may occnr a “temporary reduction of the marginal pro-
pensity to consume" (loc. cif., pages 123 and 124).

* Treatment of these theories is complicated by.the fact that there is
‘a8 yet no agreement as to the exact use of the expression *“forced saving”,




Chap, 3 The Quer-investment Tbgorie.r 41

§ 3. THE DOWN-TURN (cirs:s)

Why must this process of monetary expansion and heavy invest-
ment always end in a collapse P Why does it not go on indefinitely
or tail off into 2 motre stable situation ?

[ According to the over-investment theory, this is

Abandonment impossible, because, by the artificial lowering of the
of over-  interest rate, the economy is lured into long round-
capitalistic about methods of production which cannot be
processes. 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 advances by the banks enable entrepreneurs to carty on
construction by the new roundabout methods, But sooner or
later—and the Iater it happens the worse the result-Jit becomes clear
that the newly initiated extensions of the structure of production
cannot be completed, and the work on the new but incompleted

It has been unsed to indicate the extra saving created by the transfer of
resources and incomes from creditor to debtor, from rentier to State, from
wage-eamner (at least temporarily) to employer, as the result of inflation,
Professor Strigl has objected to this theory of forced saving (“Kapital
und Produktion,” Vienna, 1934, page 195, and “Die Produktion unter
dem Einfluss einer Kreditexpansion " in Schriften des Vereins fhr Sosial-
politik, Vol. 173, 1928) that, if those with relatively 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 in capital formation. In cther words, there is no forced saving
but only ordinary, voluntary saving.

Apart, however, from the increase of saving as a result of what Professor
Pigou styles a doctoring of past contracts”’, there is a more direct
channel whereby additional bank 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 says,
“brings on to the market an additional daily stream of money which
competes with the main 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 ™
(“Banking Policy and the Price Level,” 1932 ed., page 48). As Pigou
argues in the particular case of the expansion of bank credits : ** What
in substance has happened is that the bankers have transferred to busi-
ness-men purchasing power and, through purchasing power, real stuff in
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roundabout pr es must be discontinued. ‘The investment
Bﬁwﬁh@epﬂm’m capital is lost/

Before discussing in detail how this comes about and what
the external symptoms are, it will be useful to make the broad
lines of the argument clearer by comparison with 2 centralised
communistic economy.

The Russian Five-year Plan was 2 supreme effort to increase
the “ roundaboutness” of production and thereby 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 power-plants and steel works : they sought to improve
the transportation system : in a word, they built up a productive
apparatus which could turn out consumption goods only after a
considerable period of time.

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

the form of wage goods and so on, formerly bélonging to other people.
They have done this by giving new money titles to business-men while
leaving the money titles in other people’s hands untouched in exactly
the same way as they would have done had they taken money titles from
other people and handed them to business-men* (*Industrial Fluctua-
tions,” 1929, page 141).

Neither Professor Pigou nor Mr, Robertson seems to have in mind a
reduction in fofal consumption, but only a re-distribution of consnmption
in favour of wage-earners, an augmentation of the real-wages bill, which,
according to Professor Pigou, brings with it an angmentation of capital.
But this is the same type of mechanism envisaged by Professor Hayek
and Professor Mises as the instrument by which investment is financed
in excess of voluntary saving in the case where an increase in capital
involves a diminution of the flow of goods available for consumption. In
the latter case, however, it is implied tbat the incomes created by the addi-
Honalinvestment donot immediately become available to bespent or saved.
: Professor Francesco Vito uses the expression “forced savings® for
what is usnally calied **corporate saving . If a business firm or company
fails to distribute its entire profits to the shareholders, this may mean
that the Iatter have been “forced” to save (against their will} by the
directors of the 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 Risparmio forzatd e la teoria di
cicli economici® in Rivista intsrnagionals di scienve sociali, 1934, and
**Die Bedeutung des Zwang-sparens fir die Konjunkturtheorie” in
«*Beitrige zur Konjunkturlehre,” 1936, .
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conclusion halfway that the population could 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
and tools to increase 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 happens, 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 socicty 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 mrnedj
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 turn will be dis-
cussed later. ,We shall see that, once the depression has started,
tht whole economic scene is completely changed and quite
different arguments apply. X

The proximate cause for the breakdown of the

Shortage of boom is almogt i st invariably the inability or uawilling-
investible  fiess of the ban_lfmg system to continue the expansiofy
Junds. Fu:thcrmorc,"ft can be shown that a mere stoppage

of expansion without actual contraction is wvery
likely to lead to serious trouble] The process of expansicn 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 flow 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 interrupted®* A much more important
case is where a higher stage in the structure of production has beea
so much developed that it can wotk 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 détail in connection with the acceleration principle. [ Tt
explains or helps to explain why the transition from expansion
to a stationary state is so difficuld '

(As has already been said, the fact that banks are forced to stop
expansion” Fof Dibnetary reasons is the Proximaté catise of the
boom’s coming to an end. r.Shmtagt: of capital causes the collapse;
but the term “ 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 tofja_ shortage of investible

('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 German inflation in 1921-1923; and, if the
credit expansion were not stopped, it would be brought to an end
by a complete collapse of thc 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 1923.
' This over-narrow interpretation of the “Austrian” theory is that

givern by D. H. Robertson : “Industrial Fluctuations and the Natural
Rate of Interest™ in the Economic Journal, Vol. 44, 1934, page 653.
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Great pains bhave been taken to explain this

Haye£'s  process in terms of relative prices and of supply

theory  and demand for particular.types of goods. To

of capital Professor HayEk we owe the ‘most elaborate
shortage. analysis. It runs as follows.

‘The whole 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 glven point of time divided between producers ]
goods and consumers’ goods. Since the ptoductwe process is
split up into numferous 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
in producers’ goods pan _unit of time is a mulr.lple of transactions
in consumers’ goods. {Much more money is spent per unit of
time on producers’ goods in all stages than on consumers’ goodsj
If a part of income is saved and invested, ceferis paribust 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
goods has been permanently increased.!

[An a.nalogous change in the proportion between money spent
for consumers’ and producers’ goods may be induced by injections
. of bank credits for production purposes] 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,lthe sacrifice is not voluntary and is not made by
. those who will reap the benefit from the new investments. It is
made by consumers in general who, because of the increased com-
pcutlon from the entrepreneurs who have received the additional
money, are forced to forgo part of what they used to consumej

* This qualification is necessary, becausa there are other facts which
influence the proposition mentioned in the text, If, for example, two
Of more successive stages of production are merged and run by a single
firm instead 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.



46 Analysis of Theories Part I

There can be no doubt that, #f their money receipts should rise
again, they would immediately attempt to expand consumption
to the usual proportion.”? And receipts »#/ rise sooner or later,
for the new money is spent partly to hire labourers, partly to buy
capital goods of all sotts; and in both cases the money, partly at
once, partly after a while, becomes additional income-in the hands
of the factors of production.

['There is another factor which tends to swell the demand
for consumers’ goodss 'Bookkceping is more or less based
on the assumption of ‘2 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. {One of the consequences is that
durable means of' production—such 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
illegitimate) ‘The enhanced replacement cost should be substituted
for the original cost of acquisition. ‘This, howevet, is not done]
or is done only to an insufficient extent and only after prices have
" risen considerably. The consequence is that too little is ‘written
off, paper profits appear,® and the entreprencur is tempted to
increase his consumption. Capital in such case is treated as
income.® '

t « Prices and Production,” znd ed., London, r934, page 57

* These paper profits are also likely to add to the eumnlative force of
the upswing, because tbey stimulate borrowers and lenders to borrow
and lend more. They foster the optimistic spirit pegyailing 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, ** Kapitalbil-
dung und Kapitalaufzehrung im Konjunkturverlauf™ {(1933), esp. Ch, IV,
pages 113-134 ; also Fr. Schmidt (*Die Industriekonjunktur—ein
Rechenfehler,” 1gz7), who has tried to build a complete theory of the
cycle on this factor. : ‘

* In so far as entreprenenrs repay loans to the banks, they find them-
selves in possession of a real surplus, since their obligations have remained
unchanged, while their receipts, etc., have risen owing to the rise in prices.
This surplus may, and probably 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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Qﬂ' the demand for consumers’ goods rises relatively to the
‘demand for producers’ goods, consumers® goods industries become
relatively profitable, and factors of production are enticed away
from the l'ughcr stages of production and employed in the lower
stages.] "The price of labour (wages) and [of other mobile means
of production] which can be used in various stages and can be
transferred from the higher to the lower stages,(rises.~ This
involves 2 rise in money cost, which affects both lower and higher
stages of production. But,"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 begunl

It sounds perhaps paradoxical that a general increase in deman
for consumers’ goods should have an adverse influence on th
production of capital goods in general, which detive their economi
value from the consumers’ goods which they help to produce
The paradox has puzzled many writers, but it is not difficult to
explin? It should be bome in mind in the first place that the
proposition holds good onlyif all factors of production are reason-
ably well employed or if at least some of the factors attracted
to consumers’ goods trades would otherwise have been employed
elsewhere At the end of the boom this can perhaps be
assumed to.be-true. Secondly, ‘it is assumed that the demand
for consumers’, goods rises relatively to the demand for producers’
goods) This second assumption excludes the possibility of 2 com-
pensatory expansion of credit, since, if credit for the purpose of
acquiring producers’ goods could be expanded pari pass» with the
increased demard for consumers® goods, it would* 6 longer be
true that the proportion between demand for consumers’ goods

direction of increasing demand for consumers’ goods is the fact that, with
rising prices, the consuming public is likely to dishoard and *'to hurmry
on with the purchase.of goods (such as clothes and motor-cars) of
which the exact moment of purchase can be varied within pretty wide
limits” {Robertson, op. cil., page 75).

t A. H. Hansen and H. Tout, in *“Investment and Saving in Business
Cycle Theory," Econometrica, April 1933, have pointed out the underlying
assumpticns.

* 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.! 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 will try to
raise the aecessary funds by borrowmg from the banks. “Demand
for credit rises; but supply is unchanged] or not sufficiently
changed—for it is assumed that credit ceases to expand, or does
not expand sufficiently. \This 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 production] The
situation is now, therefore, that money cost has risen, but demand
has not risen (or not sufficiently risen), because the necessary
funds are no longer forthcoming.

"This is the exact and full interpretation of what is loosely called
a “ shortage of capital ’; and it is a shortage of capital in this well-
defined scase that is supposed to hé the real cause of the break-
down. “ Shortage of capital *’ in this sense is equivalent to under-
saving and over-consumption]; [If people 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-
jary 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 avoided)

LI this cannot be achieved®-and the chances that

The fruits of it will be achieved are almost nil—fthe new exten-

tbe boomt lo.:t sions to the structure of production are doomed
"""" mtroduced as after-thoughts and treated as theo-
retical curiosities of no practical importance, the authors of the
monetary over-investment school conclude that'every credit cxpag-
sion must lead to over-investment and to a breakdown), It is
asserted over and over again with great emphasis thadit is impossible
to bring about a lasting increase in the capital stock of society as &
whole by means of forced saving and that no permanent extension

! The proposition therefore does not apply during depréssmn when
there is unemployment, unused plant in almost all branches of industry
and a plentiful supply of credit.
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of the structure of production cart be accomplished with the help
of an inflationary credit expansion. What is thus built up duringy
the upswing will inevitably be destroyed in the breakdown.j
In the specific case of the American boom of 1925-1929, 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
Neisser’s (Havex argues/ thatdeven where the extension of
eriticism. the structure of production which entrepreneurs
were induced to undertake by the artificial cheap-
ening of credit is completed,(the 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 4 in the same, or neatly the same, proportion as it was
distributed before such proportion was artificially distorted from
the normal by the injection of money
But, as Professor Nexsser® 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! 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. They are not used at all or are used in such a way that
their marginal product does not cover the cost of reproduction. It
should, however, be noted that important 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 1905-1933" (1934},
pages 425-43%, on other views on ‘' The ‘Productivity’ of Bank.Credit"’,

* 2nd ed,, pages 55 &f seq.

s Ibid., page 57.

¢ Ibid,, page 58,

8 “Monetary Expansion and the Structure of Production” in Social
Ressarch, Vol. I, New York, November 1934, pages 434 .

5
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reduced will rise again, and will even reach a higher level than that
from which the expansion started, so that konsumers can safely
cxpand theit consumptiony Porced saving will cease to be
necessary when the new processes of production are completed.
When they are completed, all that is required to mmintain 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 paPnents for the original factors
of production). In other words,'only a part of the new money
becomes income. Another part temains permanently in the
business sphere.[ It is only if- entrepreneurs “ dissave *—i.e., if
they eat up their capital and refrain from investing that part of
their gross receipts which is not net income—that the pre-
inflation arrangement is restored. -

. We may conclude thatlthe theory under review is bound either
1;0 assume that the former proportions between capital and income

ill be restored by actual capital consumption or that the expansion

ust be discontinued before the new processes have been completed
—or rather before a// the new processes have been completed
This Iatter 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
expansion.] 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. Th? latter can be retained when' the former
have to be scrapped. istcessation of work is the essence of the
crisis PP w ‘

But why must there be any incomplete processes at all when the
expansion has to end? Professor HAYEE admits the possibility
of the expansion’s tailing-off gradually, in such a way that the
started processes ate 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 * indivisibilides ”, on which Mr. RoBERTSON lays so much
stress. But the writers of the group under review have not
discussed this point in detail. We shall have occasion to deal
with it in another connection.

It is evident thatf’o collapse would -if-the--

Why need credit_expansi

the expansion follows—the (Pomt is made by
end?  himself—that'a crisis is equally inevitable in the
case_of voluntary saving if the flow of saving is
suddenly reduced It is, however, asserted—although the reasons
given are not always quite conwnmng—rthzt sudden changes are not _
likely to occur in respect of voluntary saving, while forced saving
must come to an end abruptlyd It is therefore very important
to askUwhy should the expansion of credit stop. 'The answer
is that in a closed economy, leaving out of account purely monetary
and institutional factors (inability of the banking system to continue
expansion within the limits fixed by the gold standard or some
other legal or customary rules), the continuance of the expansmn
will involve a progressive rise in prices. A progressive rise in
pnces and the danger of a complete collapse of the monetary system
is the only insurmountable barrier which prevents aa indefinite
continuation of the expansmn)]

It seems to follow thatl 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 pncc level. In a progressive economy,j};ct;tb—omput
.of goods in general grows continually and p Enccs tend therefore
to fall, there s scope for a continuous expansion on of credif at @
stmdy mtgj ''''

* Hayek : “Capital and Industrial Fluctuations” in Economeirica,
Vol. 11, April 1934, page 161. Reprinted as Appendix to znd ed. of
“Prices and Producticn’’. See also E. F. M. Durbin : " Purchasing
Power and Trade Depression,’” London, 1933, pages 153-155. The
latter concludes that the crisis is a purely monetary phenomenon, bronght
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
advanccd.‘l It is true, in an economy where the output, owing to
improvements in the methods of production, grows at 2 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
ptice level of finished goods oonsta.nt,ﬁ)rices 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.] JBut, 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
of credit will be sufficiently increased and prices will be driven up
and the incvitable breakdown will be postponed, or the boom
will collapse; at once owing to an insufficiency in the capital
supply~] '

+ This reasoning is, however, not alfogether convincing,. [The
>L result will depend on a complicagtd quantitative relationship
between certain factors—namely_: fg) the rate of progress of
the economy, that is the rate of incr&s; in efficiency or of output

which determines the rate of credit sion that can be made
withodl raising the price level; (8) fhe 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 HAvex’s argument makes
implicitly certain assumptions, the bearing of which is not quite
clear. The problem has not been either clearly visualised or
explicitly stated. ‘The concrete circumstances by which the
magnitude of the two factors is determined are left in the vague.

t Hayek, op. cit., pages 160 and 161,
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It is open to grave doubt whether generalisations can be made
on this point.

In any case, \'tiu: thcory in its fully developcd form seems tp make
the emergence of a serious disequilibrium de _Pendcnt upon relatwely

s_n_gll_\gx_agt\uauons in the rate of forced savmgﬂ"i‘hls being so[the
question arises whether fluctuations of this order of magnitude are

not equally likely to occur in the flow of voluntary savingsT] 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 saving above concerned.)

To sum up, we may say thatéxe theory has not proved rigor-
ously that a stabilisation of prices in a progressive economy must
always lead to over-production, crisis and depressiony 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.

§ 5. THE DOWNSWING

CThc theory of the depression is not nearly so

The depression fully elaborated by the authors of the monetary

as a period over-investment school as the theory of the boom.

of readfust- ‘The depression was originally conceived of by them

ment,  as a process of adjustment of the structure of pro-
duction, and was explained in non-monetary t

During the boom, they argued, the process of production is unduly

elongated. This ‘elongation has accordingly to be removed and

! Cf. C. Bresciani-Turroni, ** The Theory of Saving '’ in Economica, 1935,
pages 165 ef seq.

* The following statement of a prongment adherent of the monetary
over-investment theory is significant ¥ “This theory does not make
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 Produe-
tion’ * in fowrnal of Political Ecomomy, Vol. 43, October 1935, page 622.
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Fthe structure of production has to be shortened or, alternatively,
expenditure on consumers’ gapds must be reduced (by retrench-
ment of wages and other incomes which are likely to be spent
wholly or mainly on consumers’ goods) suﬂzciently to make the
new structure of production possible. This involves a lengthy
and painful process of rearrangement. rWorkers ate thrown out

of work in the higher stages, and it takes time to absorb them in

the lower stages of production. JIn modern times especially, with
inflexible wage systems and the Warious 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 tcasons:}
This non-monetary explanation of the depression
The secondary is, however, admittedly incomplete and unsatisFac-
deflasion.  tory] The majority of the aithors of the group
a undet review were at first very reh?ctant to recognise
that there is a cumulative process .of contraction corresponding
to the cumulative process of expansion. But eventually it was
admitted that, in additicn to the difficulties which must arise from
the fact that the structare of production does not correspond to
the flow 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, 2
shrinkage in the aggregate Aow of money. [The difficulties which
result from this general shrinkage in the flow of money are super-
imposed on the disturbances involved in the necessary teadjustment
in the structure of production. AVithout assuming ‘2 general
deflation, it is impossible to explain why the depression spreads
to a/l stages and branches of industry, why it is not confined only
to those industries which are over-developed and must therefore
eventually contract (the higher stages), but extends also to those
which are under-developed and must therefore ewentually expanq

(the lower stages). It has become customary to speak of ‘Csecond”

ary “deflation?’, by which it is intended to convey that the

deflation does not come about independently bui{is induced by the
maladjustment in the structure of production which has led to

1 See 'mpecia.lly L. Robbins : *“The Great Depression,” London, 1934.
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1 .
the breakdown. | Without the latter, it is believed, the deflation
would not start at all. . ‘

The mechanism of secondary deflation has not been analysed
very closely by the hhembers of the school under review. Broadly
speaking, there are two views.

(@) RoekE has studied the question in various publications!
and has come to the conclusion thatf.thg process of deflation has a
tendency to become cumulative and self-perpetuating] Genetically,
it is true,(it is connected with the extravagances of the precedin
boom and the real maladjustment which the boom has produced
But the intensity of the ‘deflation by no means necessarily corre-
sponds to the extent of the over-investment. (3 It is also untrue, he
believes, that the deflation contributes (as is more or less vaguely
suggested by the other authors of the monetary over-investment
school) to bringing about the necessary adjustment (shortening)
in the jr@ﬁé@géﬁ(%ﬁmﬁﬁﬁﬂﬂm.k@:&
pelled -by its own momentum and by a pumber of institutional
factors,} What these factors dre and how they/work, we*shall
discuss at greater length in another connection. HAWTREY,
KEvYnEs, Prcou and RopErTsoN have contributed most towards
the understanding of this phenomenon.? ‘

Those who believe that the deflation 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 2 maladjustment in the structure of productiqn.

1 See: .

“Crises and Cycles,”” London, 1936 (franslated from the German).
* Geldtheorie und Weltkrise” in Dettscher Volkswirt of September 25th,
1931. “ Praktische Konjunkturpolitik " in Weltwirischaftliches Avchiv, 34.
Band, 1931. “Trends in German Business Cycle Policy™ in Economic
Journal, September 1933.

* See, in particular :

Keynes 1 ** A Treatise on Money,’ London, 1930.

Robertson : “ Banking Policy and the Price Level,” and the controversy
in the Economic Journal of the following dates : Rol , “Mr. Keynes’
‘Theory of Money,’* September 1931 ; Keynes, * A Rejoinder to Mr. Robert-
son,” September 1931; Robertson, “Saving and Hoarding,” September
. 1933, and three notes on “ Saving and Hoarding,” by Xeynes, Hawtrey
and Robertson, December 1933.
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(%) The other group, in which we may reckon Havex, MAcHLUP,
Mises, RopeINs, STRIGL, is of the opinion that the deflation
is the necessary consequence of the boom. If once the boom has
been allowed to develop and to give zise to faladjustments, the
‘Pace has to be paid in the shape of 3 process of deflatiod 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 any one 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.! ! He admits that the breakdoywn of the
boom induces a process of hoarding and deflation] IK&:: the
breakdown of the boom,(the banks will not merely stop expansion :
they will contract credit in order to increase their liquidity) Under
the influence of the general feeling of insecurity and pessimism,

findustrial firms will also seek to strengthen their cash reserves, and
amortisation quotas will be kept if liquid form instead of being
invested? This general struggle for l.iquid.ityr involves hoarding.}
It means that money, whose function it is to be the vehicle of
investment of real capital, fails to fulfil this function and is sterilised
for the time being in swollen cash reserves or, in the case of bank
money (deposits), annihilated altogether. FThe general price fall
which ensues operates as a further deterrent to inve.stmenq whe
profit rate falls below the money rate. Perhaps the most import-
ant external symptom of this process is the intense liquidity and
the extremely low fates on the money market which develop during
 the depression. ¢'low money rates are caused by the fact that
the overflow of funds from the money market to the capital market
is impeded by an invisible barrier of distrust and pessimism/
j It goes without saying that the writers of the group not only
admit, but even stress, the fact that the pressure of deflation is

! “Kapital und Produktion,” Vienna, 1934, pages 208 ¢f 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 tariffs, the scramble for gold in order to liquidate existing gold-
exchange standards, and all similar measures designed to keep
up prices and incomes.!

§ 6. THE UPTURN (REVIVAL)

If left to itself, the economic system ‘would

Recovery in  gradually return to equilibrium with reasonably
demand for  full employment of all productive resources. (The
eredit.  equilibrium could be maintained, if only the banks
would refrain from 2 new credit expansion—in other

words, if the money rate of interest were kept on the equilibrium
level) ‘The equilibrium rate is implicitly or explicitly defined as
that which keeps the effective quantity of money (MV) constant.?

! See especially L. Robbins : “*The Great Depression,” London, 1934.

* The conception “effective quantity of money ™ is very complicated,
It is not easily defined in theory and hopelessly difficult to measure
statistically, The difficulty comes in principally through the factor
“V.” The velocity of circulation meant is not the transaction velocity nor
is it the income wvelocity. 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
(2.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 weaving), which
are carried out by 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 amount of money. The
trade velocity of money need not be changed, but the supply of money
ought to be restricted ; 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 Umliaufsgeschwindigkeit des Geldes™
in Beitrdge rur Geldtheorie, ed. Hayek, Vienna, 1933, pages 1I5-21T.
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aA dev:tatlon from the. equlhbrlun;_\mtc occurs when ,_voluntaq
savmgs ate supplementeﬂ by mﬂauonary bank credx;,_or, in the

to hqmdate bank crcd.ttj

“The writers 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,{the money rate during the down-
swing stands above the natural rate) When the fali of prices comes
to an end and ]Eessimism gives way to a more optimistic outlook]
the current money rates, without being changed, will soon stand
below the equilibrium rate.] In other words, the equilibrium rate
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 : “ Volksvermégen und Kassenbedarf™ in Archiv fir
Sosialwissenschaft w. Sozsalpolitik, Vol. 68, 1932, pages 385-419, aud
“Vom Grossensystem der Geldwirtschaft,” loc. cit., Vol. 69, 1933, pages
492-504.

H. Neisser : *“ Der Tauschwert des Geldes,” Jena, 1928. ** Der Kreislauf
des Geldes * in Weltwirtschaftliches Archiv, 1931, Vol. 33, pages 365-408.
* Volksvermdgen und Kassenbedarf™ in Archiv fir Soxialwissenschaft
#. Sozsalpolitik, Vol. 69, 1933, pages 484-49z2.

A. W, Marget: “ A Further Note on Hoitrop's Formula for the ‘Coeffi-
cient of Differentiation’ and Related Concepts™ (Journal of Political
Eeonomy, Vol. 41, pages 237-241) and * The Relation between the Velocity
of Circulation of Money and the Velocity of Circulation of Goods ®, loc. cit.,
Vol. 40, 1932, pages 289-313 and 477-512.

J. Schumpeter : *“Das Sozialprodukt und die Rechenpfennige” in
Avrchiv fitr Sorialwissenschaft w. Sosialpolitik, Vol. 44, pages 627-715.

The whole literature on this subject is well reviewed and summarised
by Professor-H. S. Ellis, “German Monetary Theory 1905-1933" (Cam-
bridge, Mass., 1934), Part II,

* In the earlier versions of the theory, the assumption was made, more
or less.explicitly, that the discrepancy between the equilibrium rate and
money rate of interest is always 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 equilibrium rate is Jikely
to move upward under the influence of psycholog:ca.l foregs, price changes,
inventions and discoveries, ete. -
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curve will move to the right or, loosely speaking, that demand
will rise. (At the same time the banks will be in a liquid position, -
and there is every reason to expect they will liberally comply with
the increased demand for credit. v‘l?é barrier between the money
market and capital market is broken down, and the funds
accumulated behind the barrier flow into the investment market.!
Thus 2 new upswing starts smoothlyl-at first, alroost impercep-
tibly—out of the ashes of the last oom.\/ﬁo 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 believe that such an incentive from outside is necessary.
In this respect the present theory is the more “endogenous® in the
previously defined sense. But it would seem 6 be difficult and
not very helpful to lay down bard-and-fast rules as to whether
the upswing must be assumed to be brought about by forces
“ internal ™ or “‘ external  to the economic system.
It is convenient at this point to introduce the
Expansion question of the existence of unused productive
Jrom a  resources of all kinds. ‘The explanation given for
position  the upswing, or rather for the boom, always starts
of partial from an equilibrium position with full employment
employment. of the means of production. But the argument can
easily be adapted to the other case. ! If there are
unemployed resources, evidently the expansion of credit may go on
much longer than when all resources are employedj ‘There need,
then, be no shift of factors from the lower to the higher stages,
but only the absorpton 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 mainly put to work
in the higher stages (capital-goods industries). §But, so long
as there is a reserve of unemployed resources, thd reaction from
excess investment, which consists (as we have seen) of a
comparative rise in the demand for consumers’ goods, will not

' Strigl, op. ¢it., Anhang I. It may be added that, owing to the exist-
ence of the various reserves which wiil 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 closcly 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 PERIODICITY

Professor! Mrses) gives the following answer to

The ideological the question why the cycle of prosperity and
basis  depression recurs again and again.? f'The behaviour

of inflation. of the banks is responsible for the occurrence of
the business cyclej 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 of -
economic policy, and because they consider an inflationary
expansion of credit the best means to attain that ob;ectlvej
(page 58). *The root cause of the phenomenon that one business

cycle follows the other is thus of an ideological nature” (page 60).
Professor  Mises believes, furthermore, that the comtmercial
banks alone without the support of the central bank can never

! See, however, Bresciani-Turroni, * The Theory of Saving ” in Econo-
mica, May 1636, pages 172-174.

2w Geldwertstabxhs:erung wnd Konjunkturpolitik,” Jens, 1928,
pages 56-61. .
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produce a dangerous credit inflation, because they would lose
cash and become insolvent. Ut is only with the backing of the
central bank that it is possible to expand sufficiently to produce a
dangerous boom.} The ability of the central banks to increase the
circulation is due to the{monopoly 'which 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)—a dangerous expansion
of credit and reduction of the interest rate would be impossible.
The unsound banks would quickly be eliminated, and the soun
banks would learn by experience that expansion is punished by
bankruptcy.d ) !
All the other members of this group of writers
Whas banking believe that the solution of the problem of the rhyth-
policy will mic nature of the cycle is not so simple as the above.
eliminate They would all probably agree that there must exist
the cycle? some form of banking policy by following which
thebusiness cycle would be eliminated. Buttheyhave
become more and more conscious of the difficulties of giving precise
criteria for the ideal policy. Itisnota 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 that'they should vary the rate in such 2
way that no credit expansion or contraction ensues in the face of
changing demand for credit. ] 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 exactly what is meant -
by saying that the effective quantity of money should be kept

1 Compare Professor H. Neisser’s criticismn in his article : * Noten-
bankfrgiheit 1 in Wellwirtschaftlichas Archiv. 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 HAavek 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
origin. 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 not 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,

Professor MAcHLUP* has called attention to one

Cyclical  factor which helps to explain the recurrence of the
implications cycle and throws into relief the passive role of
of seasonal the banks, at any rate during the first phase of the
variations upswing. It is- this, [A considerable portion of

in credit.  the payments which have jo 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 agd others at the end of each quarter;) Therefore,
even with the most elaborate clearing and compensation arrange-
ments, no complete continuous 'gﬂ'setﬁng of the debts and
liabilities of each firm is possible. At the critica] dates, at the end
of the month and of the quarter, there is therefore always a strong
demand for short-texm credit and a resultant strain on the money
market.] If the banks were not able and willing to zelieve this”
monthly and quarterly tightoess of money by granting temporary
credits, individual firms would be compelled to provide for their
requirements at the critical dates by accumulating cash during
‘the intervals between them. But,|as the banks lend money to
overcome these difficulties—credit expansion for such 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/

i See his book “Bérsenkredit, Industriekredit und Kapitalbildung,”
Vienna, 1931, pages 161-178. . ‘
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It is clear that we have here{a source of inflation] and the
inflation, according to Professor Macwiup, will not be confined
to the single occasion 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 illicitly long processes of
production, the depression, after the chmmauon of the untenable
enterprises, will release these sums again ” (pages 175 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 little, 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 theory under review,
by a simple formula. The inevitability of the sequence * forced
saving—breakdown—depression ” has been somewhat whittled
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 inevitabil-
ity or the curative function of the depression? Above 311.,Gt has
been realised to be impossible to fix the sole responsibility for the
boom on the expansionary propensities of the banking system)
Even in a 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 Whilst 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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§ 8. INTERNATIONAL COMPLICATIONS

A systematic account of the international aspects
Influences  of the business cycle on the basis of the theory
through the hitherto under consideration has never been
balance of -attempted. With the help of the theory of the
payments.  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 the 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 Any improvement in the balance of payments—that is to say,
any increase in the demand for the means of payment of a given
country in terms of the money of other countries—will have an
expansxomst inflyence. ‘This unprovement may be due 62 great
vaticty of circumstances—changes in the demand for particular
commodities, crop changes, capital movements, etc. The erection .
of new tariff walls by an individual country, if not followed by
‘“ompensatory action on the part of other countries, will have a
favourable influence on the international monetary sitvation of the
country which has raised its tariffs. In other words, it will enable
the Jatter to expand its _circulation without a detenornnon of its
ezxchmge rate. ‘Thus, the e immediate inBuence 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. ‘Jf: the long run, the raising of
tariff walls impairs the national dividends of all the countries
involved.! Indirect effects (2., 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 expandind® the
circulation. ' '

While international influences 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 eithér 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 2 movement of capital (which may
have been brought about by a great variety of causes), or because
of a crop failure which necessitates increased imports 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
conttol. Thus, innumerable possibilities may arise, which cannot ail
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
Infernational theory, special attention must be paid to international
capital  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
coudtry 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 tise 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
Thke of exports and imports of a country changes during
composition the different phases of the cycle. It might be sup-
-of excports posed that capital imports during the upswing are
and 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 couatry imports will depend on the compara-
tive cost situation or, in other words, on the comparative facilities
of the various countties 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 the production of taw materials are well developed,
"while consumers’ goods industries are less so.?

! See especially R. Nurkse : “Internationale Kapitalbewegungen,”

Vienna, 1935, Ch. V, pages 187-211.

* 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 tariff and social

legislation.
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Tt 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 solely in the production of con-
. sumers’ goods, capital equipment, or raw materials, etc. Still, the
economic equipment is usually deficient in various directions,
though protectdonist 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 electrical 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
special cases which can be brought under the general doctrine,

§ 9. CONCLUDING REMARKS

The most valuable and original contributions of the moneétary
over-investment theory are{(1) the analysis of the maladjnstment in
the structure of production brought about by the credit expansion
du_nng_thc Pros&aenty phase of the cycle and (2) the e§E13nauon

of the breakdown as conscg_cg’ggiaf;nllajﬂ%nﬂt. But our
- analysis has also shown that the theory is not in all respects com-
plete. The claim to exclusive validity is open to doubt. Itisa
little difficult, for example, to understand why the transition to a
more rdﬁﬁdaBodefc;ces_s:\_’f_Broducﬂon should be associated with
prosperity and the return to a less roundabout process a synon
for depression._ Why should not the original inflationary expan-
sion of investment cause as much dislocation in the production
of consumers’ goods as the subsequent tise in consumers’ demand
is said to cause in the production of investment goods ?!

1 Cf. Durbin : “The Problem of Credit Policy,” 1935; Bresciani-

Turroni, *“The Theory of Saving® in Economica, May 1936, pages 17§
and 176,
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As to the explanation of the depression, especially the later
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. The Non-monetary Over-investment Theoriss
§ 10. GENERAL CHARACTERISTICS

The most prominent writers in this group are

Principal A. SeieTHOFF* and G. Casser? In the writings of

authors.  these two authors (of SeieTHOFF especially), we
find the culmination of a very important line of
thought which can be traced back to Marx. Spicthoff’s imme-
diate forerunner was the well-known Russian author Tucan-
Baranowskr.? Both SpmerHOFF and CasseL have had a great
influence on business cycle theory, parttcu.la.rly in Germany,* but
also in the Scandinavian and Anglo-Saxon countries. WiICKsELL
himself adopted SpreTHOFF’s explanation of the cycle.

With regard to Professor CAssEL, it must be remarked that we
are hete dealing primarily with the theory as expounded in his
*“‘Theory of Social Economy”. In his later 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 “Vorbemerkungen zu einer Theoris der Ueberproduktion
in Jahrbuch fjir Gesetrgebung, Verwaltumg wund Volkswirischaft, 1902,
“* Krisen " in Handwdrierbuch der Staatswissenschaften, 1925.

1 See “Theory of Social Economy,” London, 1932, Vol. II (translated
from the German),

* See ““Les Crises industrielles en Angleterre,” Pa.ns, 1913 (translated
from the Russian). For further references, see A. H. Haunsen, * Business
Cycle Theory,” 1927, Ch. IV.

¢ Cf., e.g., the highly interesting analysis of the cyclical movement on
the basis of the Cassel-Spiethoff theory by Professor Georg Halm in his
article “ Das Zinsproblem am Geld- und Kapitalmarkt® in Jahrbicker
fir Nationalokonomie und Statistik, Vol. 125, 1926, pages 1-34 and 97-121,

¢ See, ¢.g., " The Downfall of the Gold Standard,” Oxford, 1936.
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, Itis significant that Sp1ETHOFF, With his quite different theoretical
background, has reached, so far as concerns the interpretation of
the later phases of the upswing and of the situation which leads
to the collapse, substantially the same result as the writers of the
monctary over-investment school and CAssEL.
The difference between the monetary and non-
Stress o monetary over-investment theories concerns, as
production of the names suggest, the role of money and monetary
capital goods. factors and institutions in bringing about the boomi
and the over-investment which leads to the collapse
and depression. The theory }f_@m_ﬁ;@r\s_of this group does not
run.in monetary terms;\the tion monetary force forces, but relegate
them relatively subordinate. role} It can, however, be shown
that they are compelled to assume an elastic currency or credit
rsupply in order to prove what they wish to demonstrate. But
' monetary factors are for them passive conditions which can be
taken for granted rather than m B
Both SereTHOFF and CASSEL cmphanenlly assert 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 SPreTHOFF 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 1845-1847 /48, when the economic situation of the working
classes positively deteriorated because of rising food prices due to
a series of crop failures? 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 w1th the rest of
ptoduction .2

1 See Spiethoff's article " Krisen” in the Handwirterbuch der Staals-
wissenschafien, Vol. VI, 4th ed., Jena, 1925, page 49.

' G. Cassel : **The Theory of Social Economy,” revised ed,, London,
1932, page 552. ) ‘
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§ 11. THE UPSWING

Professor SPIETHOFF describes the mechanism of

Cumulative the cumulative and self-sustaining process of expan-

expansion  sion, which begins to work, after the dead point of

process.  the depression has been overcome, in approximately
the same way as the monetary over-investment
school. (In respect to this particular 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 later also for consumption goods. Prices rise, mainly
prices of capital goods and investment materials. ‘This stimulates
further investment. Profits are made which swell the funds
available for investment and provide an important psychological
stimulus for further expansion. Thus, like a snowball, prosperity
increases rapidly as it proceeds.

"The monetary side of this process is not closely analysed. 'But
Professor SereTEHOFF admits that “ credit is an indispensable means
to the upswing .1  Professor CAssEL is even less explicit in this
respect. But it can be infetred from wvarious remarks which he
lets fall that he realises the necessity for an elastic currency supply.
- Both writers seem to believe that monetary funds are accumulated
during the depression, on which the producers can draw during
the upswing to finance the expansion. It follows that no positive
steps need be taken by the banking system, at any rate during the
first phases of the upswing. It is, however, not denied that, after
% 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. RoperrtsoN, Mr. Keynes and
Professor Picou (all of whom have much in common with
SpreTHOFF and Casser) will be found the best synthesis of the
monetary and non-monetary aspects of the process.

1 Op. cif., page 74.
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§ 12. THE DOWN-TURN (CRISIS)

The non-monetary over-investment school offers

Shortage of its most valuable contribution to the theory of the

capital.  business cycle in connection with the explanation

of the breakdown of the boom. The upswing

cannot go on mdeﬁmtely, but how, precisely, is it brqught to an
end ?

Professor SPIETHOFF rejects all under-consumption theoties
which assume that the collapse is due to a shrinkage of the demand
for consumers’ 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 by individuals and corporations.
He believes, on the contrary, that it is an actual shortage of capital
. that brings about the crisis; md be is at great pains to point out
that ca_pm.l shortage does not mean s s1mP ly a deficiency of monetary

fands, but is the symptom of a serious_disproportion- in_the
production of certain well-defined types of goods Therefore,
monetary measures can never prevent the crisis. It is not over-
saving but under-saving which is responsible for the collapse ; it is
not underconsumption but, in a sense, over-consumption which
leads to a scarcity of capital and brings about the end of the boom.

In order to show this in detail, SereTHOFF distinguishes four
categories of goods : (1) goods for curreat consumption (food,
clothing, etc.) ; (2) durable and semi-durable consumption goods
such as residential buildings, water supply, electric light installa-
tions, gas plants and other public utlities (furniture and motor-cars
occupy an intermediate position between (1) and (2)); (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, cemeat, lumber, 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 there is shortage and plenty
at the same time.  As these categories of goods are complementary,
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a shortage of one category means ipso facto over-production of the
other. It is as if one glove of a pair were lost. The one<hat
remains constitutes a useless and unsaleable surplus stock; the
missing one represents an actual deficiency.
o Over-production occuts regularly in the case of
Over-  durable capital goods, and also in the case of durable

production consumption goods. This necessarily involves a

of durable decrease in demand and over-production of con-

goods. structional material such as iron, steel, cement, 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
op. the amount of “ capital ” which seeks investment. (To-day
we should rather say that the demand for such goods is constituted
by savings out of income, plus supplements to the flow of saving
arising out of various inflationary sources—additional bank credits
and hoards of all kinds.) According to Professor SriETHOFF, the
formation of fnonetary capital (¢ Erwerbskapital *'} tends usually
to diminish at the end of the boom for various reasons. Wages
tise—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.
# More important, however, than the decrease in demand is the
increase in production and supply. A large proportion of the new
pital equipment constructed during the boom is used to produce
‘materials which are required for the further production of such
new equipment. So the supply rises progressively in face of a
constant or falling demand.

This over-production has been greatly facilitated—or rather,
pethaps, made possible—by the development of modern methods
of production, which have rendered the production of fixed capital
goods largely independent of organic growth. Professor SprETHOFF
refers especially to the substitution of iron, steel and cement 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 turn 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.
labowr  ‘These are the remaining glove. But where is the
and means missing one? Is not the missing one a putely
of subsistence. monetary phenomenon—namely, investible funds
which could be supplied by the;printing press ?
No, answers Professor SprerHORF. The lack of monetary funds
available for investment represeats 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 investible funds simply
‘means that these complementary goods are not available. ‘There
we have the missing glove. It consists of labour and consumers’

- goods. T o
~ From this proposition we must draw the conclusion (although
Professor SerETHOFF 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 forthcoming
and the boom can continue.
If we have correctly interpreted Professor SrrerHOFFS’ 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 -

"1 Op. cit,, page 77-
! See the penetrating critical analysis by Professor G. Halm (Joc. cif,,

pages 30-34).
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are under-developed; the higher stages which produce capital
goods are over-developed. )
It might sound paradoxical that a *“lack ” of
Consumers’ consumers’ goods should be the cause of the
goods  breakdown ia the capital-goods industres. If
and capital- there is such a shortage, consumers’ goods indus-
goods  tries must flourish. But should not that be a cause
induséries. for rejoicing rather than for despair to the capital-
goods industries ? -SPIETHOFF does not analyse
this problem explicitly. But, obviously, the question must be
answered in the same way as it was answered by the monetary
ovet-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) arc available and if there are no-special causes (¢.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 2ll the factors which they used
to employ : they will be depressed although, or even becasse, 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 industries will lead to 2 destruction
of purchasing power and a fall in the demaad for consumers’ goods.)
Such a situation i§ clearly possible, although it looks supet-
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
The Cassel the typical investment boom is much the same as
variant.  SPIETHOFF'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 flow of money. That is to say, there
is a strong tendency towards an acceleration of the formation of
capital—i.e., an increase in the flow 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
flow of money and the trend of production eventually brings
about the crisis. “ The typical modem trade boom does not mean
over-production, or aa over-estimate of the demands of the
consumers ot the needs of the community for the services of fixed
capital, but an over-estimate of the supply of capital, ot of the
amount of savingsavailable for taking over the real capital produced.
What is really over-estimated is the capacity of the capitalists to
provide savings in sufficient quantity.”?

§ 13. THR DOWNSWING (DEPRESSION)

Professor SrIRTHOFF lays great emphasis on the

Pgsychological psychological reaction which is bound to come
elements.  after the excesses of the boom. Pessimism and
reluctance to invest and to embark on new

enterprises prevdil during the depression. The severity and
length of the depression depend very much on whether the boom
has tollapsed with the great detonation of a erisis, 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 icessation of capital

.1 “The Theory of Social Economy,” Vol. IL, page 649.
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investments, according to Professor SeierHOFF, Will probably be
less severe, because in that case the capital-exporting country has
to bear its share of the difficulties and the capital-importing country
is to that extent relieved.

'The process of contraction also has a camulative 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 producets’ goods. Since
savings are not invested, everything that increases the rate of saving
(e.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 natare—e.g.,
reluctance to reduce prices, especially on the part of industries
that are cartellised, and rigidity of wages.

The analysis of these factors, which intensify the depression,
has, howevet, been cartied much farther in recent years, especially
by English ‘writers belonging to vatious schools such as KeynEs,
Picou, Rossms, RoeerTSON.- At this  point of SrrETHOFF'S
description the monetary aspects are somewhat neglected.

LF

§ 14. THE UPTURN (REVIVAL)

According to SereTHOFF and CasseL, the revival

Cos#  is never brought about by an increase in the demand
adjustments for consumers’ goods, but always through increased
and new  investment. New investments are stimulated by
invesiment the lowering of construction cost of capital equip-
opportsmities. ment which ensues during the depression as a result
of teduction of wages, fall in the price of raw

materials, reduction of interest charges, adoption of improved
methods of production, etc. Professor CasskL 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 SPrETHOPF—CASSEL is less pessimistic in this
respect—these adjustments, which are automatically made during
the depression, are not of themselves sufficient 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
prospective 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 ngw territories or the like, the expansion will come
earlier and will gather momentum more quickly. '

Many further details can be, and have b

Schumpeter added to the picture. Psychological and sociological

and the rile factors can be adduced which may play a réle in

of the business bringing about an acceleration or retardation in the
Dpromeer.  response of entrepreneurs to existing’ opportunities

~ for profitable investment. The psychological fac-

tors will be analysed separately. At this point, however, we may
mention the explanation which Professor ScrumpeTER has offered
* for the fact that innovations appear en masse.r One must distinguish,

¥ See “The Theory of Economic Development,” Cambridge, Mass.,
1934. (Translated from the German. The first German edition was
published in 1911.)

It must, however, be noted that Professor Sc)imm-peter 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 sbarply
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 ; no special incentives are needed
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he says, between additions to our technological knowledge (that
is, inventions which cteute 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 matters 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 2 mass. Only
a few business-men have the imaginative power.and energy
successfully to introduce innovations such as mew productive
processes for the production of goods alteady on the matket 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 ScruMzETER’S account
of the revival and the description of the cumulative process of
expansion fits in perfectly well with Professor SerETHOFF’s theory,
his story of the upper turning-point is quite different and will be
considered later.) :

to explain the lower turning-point. Professor Schumpeter's * genial
entrepreneur " and the crowd of imitators who follow him come in later
during the upswing and prevent the system from settling 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 vagunely 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 his
analysis from an equilibrium position seems to indicate rather a methodo-
logical principle than the proposition that the system actually passes
through an equilibrium position on its way from the lower to the upper
turning-point.
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§ I5. 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 ? SPIETHOFF'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

Inevitability explained by the cumulative nature of the expansion

of the cycle. 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 turn is constituted by saving and cannot
be foreseen correctly. ‘The durability of instruments on the one
hand and the length of the construction period on the other make
it difficult for supply and demand to keep pace.

The state of depression is interrupted (4) because it creates
automatically a situation favourable to the revival of investment,
(?) because pessimism disappears with the lapse of time, and
() because of the introduction of stimuli from outside. Professor
SrreTHOFF would probably subscribe to Professor Prcou’s theory
of the mutual generation of errors of optimism and pessimism
(which will be discussed later on?).

Professor Cassel says explicitly that the cyclical movement
would 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.e., of responses of the economic system to shocks from without.

"1 See Chapter 6, page 139.
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§ 16, INTERNATIONAL COMPLICATIONS

The question of international complications has 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
monelary over-investment theory applies also to the mom-sronetary
version of the over-investment school. It has beea mentioned
already that the opening of investment opportunities in new
territories is considered to have beea one of the most potent
incentives for the revival of investment during the 19th century.!

C. Over-investment resulting from Changes in the Demand
Jor Finished Goods : The Principle of Acceleration and Magrification
of Derived Demand

§ 17. INTRODUCTION

The monetary ~over-investment theory starts

Reaction of from the discrepancy between the natural and the
consumers’ money rate of interest, and holds monetary factors
demand on  responsible for the recurrence of over-investment
‘imestment, and disequilibrium. The non-monetary braach
of the over-investment school emphasises non-

monetary factors, technological changes, innovations and discov-
eries. 'The difference between the two types of over-investment

t This idea is fundamental to the Neo-Marxian theory of Imperialism
of such writers as Rosa Luxemburg, * Akkumulation des Kapitals™,
and Fritz Sternberg, * Imperialismus * (1928). For a brief review,
criticism and references to this literature compare H. Neisser, “ Some
International Aspects of the Business Cycle,” Philadelphia, 1936,
pages 161-172.
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theories is not very great : there are intermediate positions, and
the two types shade off into each other. They are at one in the
belief that the impetus which sets the process of expansion in
moton comes from the side of investment and not.from that
of consumption. Demand for consumers’ goods is, however,
affected indirectly by changes in investment; and varations in
the demand for consumers’ 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 number 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 thanges in demand
for consumers’ goods produce much more violent variations in
the demand for producers’ goods. ‘This proposition alone does
not furnish a complete theory of the business cycle. It must be
combined with other relationships between economic variables,
and there are various possible schemes into which it cin be fitted.
It does not necessarily lead to the over-investment theory; and, in
fact, the explanations which are built on the acceleration principle
are not as a rule classified as over-investmeat theories. But we
shall see that it can easily be combined with the over-investment
explanation. ‘The acceleration principle and the over-investment
theory as discussed in the preceding pages are in reality not alter-
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 beea 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 matter is of the greatest practical
importance for the reason that much light is shed on the fact, which
in the last few years has becen more and more recognised and
emphasised, that it is the production of durable goods, of consumers’

goods as well as of capital goods, which fluctuates most violeatly
during the business cycle.

7
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The following authors have developed the acceleration principle
—AFTALION,! BICKERDIKE,? BOUNIATIAN,? CARVER* and Marco
Fanno® In recent years, it has been expounded most fully by
J. M. Crarg,® Smqon Kuzwers,” and A, C. Picou® Harrop,*
MrrcHELL,'* RoBERTSON,! and SrETHOFF'* have incorporated
it into their account of the cycle as a contributory factor.

'The discussion will proceed in two stages. Fisst, 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
theory, for the explanation of the business cycle will be examined.

§ 18. STATEMENT OF THE PRINCIPLE

Changes in demand for, and production of, finished goods and
services 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” geed 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

1 «T es crises périodiques de surprodaction,” Paris, 1913.

4 #A Non-monetary Cause of Fluctuations in Employment" in Eco-
m»mc Journal, September 1914.

' ] es crises économiques,” Paris, 1922 ; 2nd ed,, 1930.
* “ A Suggestion for a Theory of Industrial Depmssx_ons ™ in Quarterly

Jowmnal o} Economics, May 1903.

5 » Beitrige zur Geldtheorie,” ed. by Hayek.

¢ "Business Acceleration and the Law of Demand " in Jowrnal of Poli-
tical Economy, March 1917.

* Economics of Overhead Costs,” Ca.mbndge. U.5.A., roz3.

Controversy with Ragnar Frisch in Jowrmal of Polmcal Economy,
October and December 1931, April 1932.

 Strategic Factors in Business Cycles,” Columbia, 1934, pages 33 #f seq.

T “Relations between Capital Goods and Finished Products in the
Business Cycle” in *“Economic Essays in honounr of Wesley Clair Mitcheld,”
Columbia, 1935.

¢ *Industrial Fluctuations,” 2nd ed., 1929, Chapter IX.

¥ *The Tvade Cycle,” Oxford, 1936. Chapter II.

# « Business Cycles,” 19713. .

1 « A Study of Industrial Fluctuation,” London, 1915, Part I, Chapter 2,

“Banking Policy and the Pnce Level,” 3rd improved ed., London, 1932,
Chapter 2.

u «Krisen" in Handwdrisrbuch der Staaiswissenschafisn, 1925
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of production. The acceleration principle holds, not only for
consumers’ goods in tespect 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 fluctuations
should be most violent in those stages 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

Demand for the acceleration principle which, as we shall see, can

durable goods be easily brought under a single generalised formula.
and commodity (a) Durable producers’ goods.—The intensification
stocks.  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.) tequired fot the production of the finished article.

(b) Durable and semti-durable consumption 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 stocks.—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 Zoro, although
the parts which constitute the whole are perishable individually.

In order to illustrate the working of the principle,

Monetary we assume a change in demand for a particular

aspects.  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. : (1) Where does this first increase in demand
originate—y.e., is it due to a switch-over of purchasing power from
other uses so that, as the demand for commodity 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, (2) 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 closely 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 momeat we shall assume that there is an increase
in the demand for particular commodities—wherever this increase
comes from—and shall endeavour to explain why the derived
demand changes more violently.

s 19. ACCELERATION OF DERIVED DEMAND DUE TQ THE EXISTENCE
OF DURABLE PRODUCERS’ GOODS

Take the following—static—situation. The

Preliminary - value of the yearly output of (say) shoes is 100.
statement of The original and replacement cost of the fixed
the principle. capital equipment—that is, of durable means of
production which we shall call “ machines *—

required for this output is oo, 10% of which must be replaced
each 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 so must be constructed
each year for replacement! Now suppose the demand for shoes
rises, so that, if it is to be satisfied, production must be increased
by 10% to 110 a year, If there is no excess capacity and if
methods of production are not changed, this inczease 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 that is not the case, replacement will bealso discontinuous. * Replace-
ment waves ¥ may ensue, if the construction of the capital stock
proceeds by fits and starts.
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production of machinery of 50, which brings the total production of
machines from §o to 100. So an increase of 10%, in the demand
for, and production of, finished goods necessitates an increase of
100% in the annual production of equipment. The. absolute
magnification of the change in demand is from 10 to so; an
increase in current production of 10 requires new investment of 50.1
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 115, the demand for machines
will be 75 (50 for replacement and 25 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. Assuming 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.  Professor Friscr® has drawn attention. If capital
equipment is being continuously increased by equal

amounts per unit of time, the demand for replacement must rise
after a while t0 a new level. In our numerical example, this point
would be reached after ten years, when the 50 additional machines

! 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 cutput 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 (f.e, an increase of 50 over the year before
the expansion began) ; but the augmentation of the output of the finished
preduct would amount only to10 f2=5. Itisfurther assumed thatmachines
retain their productive efficiency unimpaired throughout their lifetime.

* “The Inter-relation between Capital Production and Consumer
Taking® in Journal of Political Economy, Vol. 39, October 1931,
page 646. See also the subsequent discussion between Frisch and
J. M. Clark in Vols. 39 and 40 of Journal of Political Ecomomy. Pigou
has already made allowance for this quantitative qualification in his
formulation of the acceleration principle.
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of the first year arc womn 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 replacement 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. Itis worthy of note, however, that
in each situation (under the conditions assumed) there is one, and
only one, state of demand for finished goods—sometimes a rising
ot falling, sometimes a coastant, demand—which will preserve
stability in the demand for machines. The exact relationship
between the various magnitudes involved could be formulated
mathematically.? 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 :
Influence of and that is the circumstance that the degree of
" degree of magnification of derived demand depends ceseris
durability.  paribus upon the durability of the machines. If we
vassume the service life of the machine to be twice
as long—viz,, twenty years—the replacement demand for 2 stock
of soo is only 25. But, if 2a 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
25 to 75—.e., 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 t6 production, there being no
permanent stocks, the whole supply of materials 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 110,
the production of leather must rise also by 109, to §5. There is
no magnification at all.

! See the above-mentioned article by Frisch.
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The qualifications of the prnciple which are 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 qualifications have
their counterpart in the other two cases set forth in § 20 and § 21
below, and will be discussed in connection with the combined
statermnent of all three cases.

§ 20. ACCELERATICN OF DERIVED DEMAND IN THE CASE
OF DURABLE CONSUMPTION GOODS

The case of durable consumption goods is perbaps

Analogy the most important of the three. As an example,

with previous take spartment-houses.” The situation is exactly

case. 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 109, the number of houses, or rather the
amount of dwelling-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 flow of services of 10 necessitates an invest-
ment 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-cars 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 dwelling-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
Depreciation types of durable consumers’ goods may be pointed
and running out at this point. The cost of the final service
cost. (annual rent of an apartment) consists of two parts
—uviz,, the contribution of the durable instrument
and the running expenses (heating, 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 relatively lazge, say fourfifths of the cost of
the total output. TIn 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 tises from 100 to 110, the demand for
machines rises from jo to roo, If the demand for apartments rises
from 100 to 110, the demand for houses rises from 8o to 16o.

§ 2XI. ACCELERATION OF DERIVED DEMAND
AS A RESULT OF THE EXISTENCE OF PERMANENT STOCKS OF GOODS5

Even if there are no durable means of production,

Aralogy there may be a certain magnification of derived
with previons demand, if distributors and producers hold stocks
cases.  in a fixed (or relatively fixed) proportion to the
rate of sales- or production. The assumption that

the stock bears a fixed proportion to the rate of sales or to output



Chap. 3 The Over-investment Theories 89

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 pairs of shoes. Suppose that dealers usually hold per-
manent stocks equal in magnitude to the sales of one month and
that demnand and sales rise to 110,000 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 120,000 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 110,600 (although not to the original level
of 100,000).

The principle 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 sales have decreased. Derived demand fluctuates more
violently,

Although from the formal mathematical point of
Some  view the parallelism between the case of stocks and
qﬂabﬁ:atxm 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 qualifications
and reservations in the application of the principle. (1) The
assumption of a comparatively fixed relationship between sales
and stocks is much more precarious, and subject to more serious
and frequent exceptions, than the corresponding assumption 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. (2) The
durability is smaller than in the case of fixed equipmeat. 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 years is installed, its
installation does not affect replacement demand until after ten years.
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 likely to exhibit
clearly the acceleration of detived demand than the fixed capital
factor.

§ 22, GENERALISED STATEMENT CF THE PRINCIPLE

In all three cases which have been distinguished, the relevant
circamstance 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 important—
in fixed capital, the fruits of which investments mature only in the
more or less distant future.

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

If we assurde that there is a2 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 weually show a lead vis-d-vis
its cause. It will reach the high points and low points &zfory the
causal curve. ‘This is a rather paradozxical situation, because one
would expect the cause to precede the effect and not the effect the
cause. But the dominant factor is, with certain qualifications which
have been made above (§ 19), not the direstion of the change (the
mere fact that demand for the finished product is rising or falling
absolutely), buit the rafe 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
Limited  capital equipment . If we want to substitute for
application this *“ demand ” for, or “ production ” of, capital
in megative goods, we must consider that demand and produc-
semse.  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
uatil after the accumulated surplus has been absorbed. So long
as there is unused capacity (or dealers are overstocked)! the
acceleration principle of derived demand will not come into play.
"~ Excess capacity has been excluded by the assump-
Variable tion that there is a constant ratio between rate of
proportions output on the one hand and capital equipment and
of factors, 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. Overtime can be
worked or more hands can be engaged. Nor is this all. If
demand for the product rises and new machinery 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.

! The term “unused 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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§ 24. THE CONTRIBUTION OF THE PRINCIPLE OF DERIVED DEMAND
TO THE EXPLANATION OF THX GENERAL BUSINESS CYCLE

It has sometimes been assumed that, in order to

Reciprocal  utilise the acceleration principle for the explanation

action  of the general business cycle, one has to presuppose
of consumers’™ a cyclical alternation of expansion and contraction
demand  in consumers’ demand.! ‘The acceleration principle -
and capital then serves to explain the larger fluctuations in the
production.  capital-goods industries. ‘The situation is, howevet,
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 discussien
must now be dealt with.

Whete does the increase in the demand for the

Nature of the finished product come from? Two cases have to

" imitial  be distingunished, viz. : () The case of .a net

impulse.  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

(%) The case of a mere shift in demand from one commeodity or
group of commodities to another.

Ad (4). X an (inflationary) increasg in the aggregate demand
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 cumulative
force of the upswing.

Ad (#). 'The situation is rather different where there has been
no rise in aggregate income, but only a shift in demand from
commodity A to commodity B. Demand for capital goods derived

1 Criticism by O. Hardy before the American Statistical Association,
December 1931. Quoted by J. M. Clark in Journal of Political Economy,
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 be 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.
The outcome will mainly depend on three circam-
Factors  stances : first, on the relative importance and
affecting  durability of fixed capital in the production of A
the outcome. 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 moze important réle, and a
more durable equipment is needed then in the productlon 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 and the
durability of the former is the same for A and B, it is qmte posslblc
that the shift in 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
konow., But, in the downward direction, its operation is limited by
the fact that production cannot fall below zero. I, 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 an increase in the demand for new equipment
producing B2

! It follows that the expansionary effect of a shift in 0 the demand is
morehkelytobegreatlhtoecursdurmga period when the demand for
equipment in both industries is at a relatively low level. H it takes place
while a general expansion is in progress, the acceleration principle has.

Iree 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
oo the ‘demand for capital 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—e¢.g., railway 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.
I the two commodities A and B are far removed from one
another in the sphere of production, only a small part of the
fizxed capital devoted to the production of A can be used for
the production of B; and so in the event of a shift 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 opéo for discussion. The

" Method of new investments can be financed (4) by means of

Jinancing the ordinary capital supply from current savings or

new  “(B) by way of inflation through the creation of new

invesiment. bank credit and/or more intensive utilisation of

existing means of payment. In other words, the

increased investment may or may not be coamsistent with the

maintainance of the stability of the monetary circulation—i.e.,
of MV.

Ad (4). 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 capita] 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 2 rise in the
rate of interest, ‘This will produce & 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 aggregate dcmand 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-turn in business activity.
If there has been an increase in the circulating medium, income
and demand for finished goods will xise; 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.

Closer analysis reveals further points of connec-

Further  tion between the acceleration principle and the
considerations. over-investent theory.

The fact that durable instruments are required
in order to satisfy current 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 instrmment 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 age various methods of production
to choose between; and more or less durable equipment can be
installed, the more durable varicties being more costly. (Less
durable instraments which cost as much as their more durable
sivals 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 pracess 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 tise to
credit expansion no less than the production of durable producess’
goods. If demand for apartments rises, ‘the construction of
houses may be undertaken with the help of inflationary bank
credit. In the cage 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 largerincrease in demand ia general.

Naturally, not only an ac/wsl, but also an anticipated, increase
in demand for a finished product may bring about an increase in
investment many times as large as the expected annual increase
in demanad for the finished product.

All these considerations bring out the importance of the role
played by the acceleration principle in the mechanism of expansion
as that is described by over-investment theorists.

After the upward 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-investmeat school.

The nature of the camulative process of expansion

Casuses  having been thus explained, there remain warious

of #he  possibilities of explaining the collapse of the boom.

breakdows. One explanation is that sooner or later a shortage
of capitalin 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
pot 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



Chap. 3 The Over-invesiment Theories 97

after a long petriod, the steel industry need not experience any
decline at all. Whether this condition can be fulfilled depends
to a large extent (but not wholly) on the availability of capital.
If a shortage of capital develops, railway construction must be
curtailed and the steel industry will suffer 2 decline in demand.
We obscrve 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. ArraLioN, who is amongst the exponents
of the acceleration principle, has put forward the theory that the
turning-point comes, not because the new investments cannot
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 fall; 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 éxplanation of why a serious break-
down is unavoidable after a period of rapid expansion.! His
analysis of the réle of the acceleration principle in the mechanism
of expansion is the same as that which is given above. He does
not, however, explain the easuing breakdown by the emergence
of capital shortage or of an insufficiency of consumers’ demand :
nor does 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—so that a serious breakdown is

' "Crises and Cycles’ (1936), pages 10z ef se¢, See also his article
“Socialism, Planning and the Business Cycle” in Journal of Political
Economy, Vol. 44, June 1936. A similar analysis is to be found in R. G.
Harrod, * The Trade Cycle,” Oxford (1936}, page 165 and passim.
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inescapable. According to him, this type of maladjustment is
unavoidable after a period of rapid capital accumulation, even
in a planned socialist economy of the Russian type.

But how, it may be asked, does he desctibe this maladjustment
from which there is no escape except through a more or less severe
crsis? “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 remains constant, or even increases, the boom has the
powet to last. Eventually, however, 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 unavoidable.” s
" These quotations do not make the situation eénvisaged by our
author perfectly clear; but it is the nearest we can get to his mean-
ing. In the second part of this book (pages 96 e# seg.) it is proposed
to work out a situation which perhaps covers what Professor
Rorke really has in mind.

1 “Crises and Cycles,” page 11o.
* I'bid., page 102.
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CHAPTER 4

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

§ 1. INTRODUCTION

In this chapter we shall discuss certain factors which have
sometimes been put forward as #be causes of the periodic recurrence
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 which contribute something to the
explanation of certain phases of the cycle. To recognise that
these factors may sometimes, or frequently, play a 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.

§ 2. 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 above selling price does not add much to the mere statement
that industrial activity has been reduced—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. All these factors must finally find their expression some-
where in a disappearance of the profit margin. (There are other
formule 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 tise of production cost during the prosperity
Mitcheli on phase and the teduction of production cost during -
the cyclicul the depression play a prominent role in the explanz-
movements of tion of the cycle by Professor W. C. MrrcHELL.
production  The following is his description of the process :
cost, “ 'The decline in ovethead cost per unit of output
(which was brought about by the first increase in
production #fter 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
renewals at the high rates of interest, rent, and salaries which
prevail in prosperity, YMeanwhile, 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.) {The price of labour
rises, not only because the standard rates of wages go up, but also
b.ecause of the prevalence of higher pay for overtime. Still more
serious is the fact that the efficiency of labour declines, because
overtime brings weariness, because of the employment of ‘undesir-
ables’, and because crews cannot be driven at top speed when
jobs are more numerous than men to fill them. The prices of ~
rfaw materials continue to tise 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



Chap. 4 Changes in Cost as Canst of Crises 101

managers are hurried by a press of orders demanding prompt
delivery.”2
A corresponding process of cost reduction is going on during

. the depression and prepares the ground for 2 revival.

In the passage quoted, the operation of 2 number

Elements of factors is very luminously described. But,

contained in analytically, the various forces making for higher

otber theories. unit cost, partly in real terms, partly only in terms

' of money, are very differeat 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 natural. This is simply a way of expressing
the law of decreasing returmns.” 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 find expansion carried for-
ward continuously up to a point, and thea stopped ”# 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
not explain anything, unless it is possible to show why 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 xates 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 more severely.
As a link in the analysis of the over-investment theory or a purely

t See “RBusiness Cycles* in **Business Cycles and Unemployment,”
New York, 1923, pages 10 and 1x. A similar description is to be found
in other writings by Mitcheil on the subject.

* Pigon, * Industrial Fluctnations,” 2nd ed., London, 1929, page 228.
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monetary theory 4@ Ja HAwTREY which edplains 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 contnbuung to the increase
of the money cost of production.

A new point, not so far mentioned in our analysis,

Movements is the argument that efficiency teads to fall during

in ¢fficiency, 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 factor which affects all branches
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 stages—i.e., 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 will easily make the necessary adjustments for the appli-
cation of the argument to the downswing—is surely 2 factor which
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 maladjustments 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
reduction of money wages.

It cannot, however, be denied that, theoreueally, 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 effect 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 & 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 well-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 eatirely
due to the fact that antiquated plants, etc., ate 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 dve—
to a movement along the curve. '

|
§ 3. HORIZONTAL MALAD]JUSTMENTS

The distinction between ‘“ horizontal * and “ ver-
Capable of tical ” maladjustruents in the structure of produc-
explaining a tion was explained above. We have seen that,
gemeral  according to the over-investment theory, a vertical
depression. 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 not
arise by pure chance, but develops as the natural and necessaty
consequence of the inflationary forces which are at work during
the upswing, falsifying certain essential pnce relatxonsh1ps by
distorting the rate of interest.
Even if one accepts this theory as ﬁmdamentally 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 particular branch of industry) can exphin
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 a general 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 structare of production.

' Such borizontal maladjustments can be brought
«“ Error about by a great number of circumstances which

theories.”” may be classified as (1) shifts in demand and (2)

shifts in supply.

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

'3 * Principles of Economics,” 3rd ed., 1925, Vol. 1, pages 388 ef seq.

¢ “Industrial Fluctuations,” Chapter VI {* The Structure of Modern
Industry and Opportunities for Errors of Forecast™).

3 “Unemployment,"” new ed., London, 1930.

4 “Competitive Illnsion as a Cause of Business Cycles” in Quarterly
Jowurnal of Ecomomics, Vol. 38, August 1924, pages 631 & seq.
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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.
Evidently, the longer ahead demand has to be estimated the greater
the risk of serdous errors. If the estimate has to be made in a
period of rapid 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 durability of instruments and the complicated relation between
changes in the demand for finished goods and the demand
for durable producers’ goods (as postulated by the acceleration
principle) combine to make a smooth adjustment of cost and supply
to changes in demand extremely difficult.

The border-line between horizontal and wvertical
“ Horigontal® maladjustments is sometimes very difficult to draw.
and But since the two are not mutually exclusive, since

“sertical” they can, and probably frequently do, coexist and

maladjust- reinforce one another, the fact that classification is

ments.  sometimes difficult in concrete cases does not weigh
too heavily in the balance.

To illustrate the close relationship between horizontal and ver-
tical maladjustment, take again the case where a demand for a
capital good (say constructional steel) drops violently 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 2 ver##ca/ maladjustment in the structure of pro-
duction—and 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 situation—i.e., that the demand for
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houses and cars has been well satisfied for the time being relatively
to other needs, and that savings are therefore invested in other
ditections, where no steel, or not so much steel, is needed. In
this case, we have a Jorizontal maladjustment in the structure of
production. So far as the deterioration of the steel industry and
the repercussion which this might have on ttibutary industries and
on the volume of the circulating medium are concemed, the
consequences of a horizontal and a vertical maladjustment are
exactly the same.

§ 4. OVER-INDEBTEDNESS

Professor IrviNG FisHER! thinks that there are
Introductory. two main causes of the recurrence of economic
: _. depressions, namely “ over-indebtedness” and
“ deflation ®. These two factors, he thinks, tend to produce and
to reinforce one another. Deflation swells the burden of debts,
and over-indebtedness leads to debt liquidation, which engenders
2 shrinkage of the money stream and a fall in pnces
Professor Frsner’s debt-deflation theory is embedded in a
general view about the trade cycle which sounds prima facie
somewhat strange. He likes to call “ #4¢ * business cycle a myth.
But a closer examination shows that he deprecates only the use
of the term “ cycle * in the sense of a strictly 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 process—that there is & vicious spiral of contraction and
another vicious spiral of expansion. But how far expansion or
contraction goes depends (he maintains) on innumerable
citcumstances, which differ from case to case.

! Cf. his article *The Debt-deflation Theory of Great Depressions ™'
in Ecomomairica, Vol. 1, No. 4, October 1933, pages 337 & seq., and his
book “Booms and Depressions,” London, 1933.



Chap. 4 The Debt-Deflation Theory 107

This difficulty cleared away, it is comparatively easy 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 description of the vicious spiral downward, which comes
into play after the depression has once been started, is substantially
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

rices, to the disappearance of the profit margin, to a reduction
in 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 r6le 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 state of over-
indebtedness may be the cause which precipitates the crisis.
Professor Fiseen does not distinguish the two cases in these words,
but the. distinction is clearly implied by his analysis).

1. The existence of large debts in terms of money

Debts  is certainly a most potent factor (although not the

intensify  only factor) tending to aggravate the depression.

deflation.  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 would seem that the intensifying influence of money debts
on the contraction process is an impottant corollary of the theory
of the deflation as claborated by the writers previously reviewed.
Deflation would cause depression and the process of contraction
would be cumulative, even if (as it is conceivable) the upswing
weré financed 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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2. A much more precarious proposition is that
Over-indebted- which regards the state of “ over-indebtedness ”
ness may as thé normal cause of the collapse of the boom.
canse the What is meant by over-indebtedness? ** Over-
downturs.  indebtedness means simply that debts are out-of-line,
are too big relatively to other economic factors.”*
How is over-indebtedness brought about? “It may be started
by many causes, of which the most common appears to be sew
opportunities to invest at a big prospective profit, . . . such as through
new inventions, new industries, development of new resources,
opening of new lands or new markets, FEasy money is the great
cause of over-borrowing.”? \

It secems clear that in these cases over-indebtedness is closely
connected with over-investment. To 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 fixed and working capital.
"The over-investment theory tries to show why this is the necessary
consequence of any infladonary boom, and how entrepreneurs
are lured intortoo 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), thea these enterprises will suffer
losses, whether they are financed with shares or with bonds, with
borrowed capital or with the entreprencur’s own capital. Further
investment will be stopped and deflation is likely to ensue. If, on
the other hand, the structure of production 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 mote severe where the investments have been financed
with borrowed money.

1 "Booms and Depressions,” page r1.
* “The Debt-deflation 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.!

§ 5. FINANCIAL ORGANISATION AND THE SEVERITY
OF THE DEPRESSION

~  Mr, A, LovEnAY has called attention to certain

Rigid money features of our present financial organisation which
contracts  tend to aggravate the consequences of a fall in the
intensify  price-level. “ We may not--we do not—know”,
deflation.  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 claims
represented by the contracts remain unchanged; the contractors
who have received 2 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 claims on national income vary
less readily than do prices of goods, the rigidity of those claims
itself constitutes a contributory cause of further price declines.
The greater the proportion of monetary fixed claims in society

as 2 whole the greater the danger.

“In the international field, the effects of such fixed claims are
still more sericus, because the transfer of wealth from debtor to

1 There are other factors of which Fisher seems also to think when he
talks of over-indebtedness, e.g. war debts and reparation payments,
It may, of course, be readily conceded that, if such political debts are
excessive and if the countries concerned do not pursue an appropriate
policy, the existence of such debts may lead to contraction and depression.

* *Financial Organisation and the Price Level" in * Economic Essays
in honour of Gustav Cassel,” London, 1933, page 499.
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creditor that has to be made is not within the country. It is not
the distribution of 2 national income that js affected ditectly, but
its amount. A larger slice must be cut off the national income of
the debtor State and handed over to the foreign creditor.”?

Mr. Lovepay 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-earning and salaried classes. Such persons can no longer
invest in themselves; to the extent that they play for safety or
apparent safety, and give preference to fixed-interest-bearing obli-
gadons 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 participations. '

The rising importance of the small investor as compared with
the large capitalist has increased the preference for bonds, since
the small capitalist has 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, international 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 elaborated theory
of the business cycle : but they can find a place in any theory which
recognises the deflationary naturc of the depression.

1 Op. cil., pages 410 and 4x1I.
' 0p. cit., page 41z,
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CHAPTER 3

UNDER-CONSUMPTION THEORIES

§ 1. INTRODUCTION

. 'The under-consumption theories have a long
Historical history. In fact, they are almost as old as the science
background. of economics itself. Lord Lauberpbare, MAvTHUS
and SisMONDI are prominent among the eatly
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. Hosson! in England,
W. T. Foster anp W. CatcHINGS? in the United States, and
Emil LEpEReR? in Germany®. ‘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.® :

1 See "“The Industrial System,” London, 1909, 1910; " Economics of
Unemployment,’” 1922 ; * Rationalisation and Unemployment,” Lon-
don, 1930. N

.* See “Money,"” Boston, 1923 ; * Profits,”” Boston, 1925 ; *The Road
to Plenty,” Boston, 1928, ‘

* “Konjunktur and Krisen ” in Grundriss der Sorialdkonomis, Tiibingen,
1925 “ Technischer Fortschritt und Arbeitslosigkeit,” Tiibingen, 193I.

4 While not himsel{ primarily an advocate of the underconsumptionist
thesis, Mr. Keynes has laid great stress on the deflationary character of
acts of saving. Inthe ' 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 of seq.
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[Tt 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 explanations] for it is only in regard to certain phases
of the cycle that these theories have anything original to contribute.
The under-consumption theory is a theory of the crisis and depres-
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.z., 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. 1t is possible, as we shall see, to find a logically
tenable alternative to the explanation of the crisis given by thg
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.

§ 2, DIFFERENT TYPES OF UNDER-CONSUMPTION THEORIES

[ Another reason why it is difficult to summarise

Various  the views of the under-consumption theorists is

senses  that under-consumption is not a clear-cut, well-

of smder-  established concept, but covers a great variety of

consumption. phenomena. It is true that all under-consumption

theories are concerned with the alleged insufficiency.

either_of money-incomes or of expenditure op copsumers’ goods

out of those incomes;.but the variations between the different

theories are very great]] 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 the theory will finally emerge which seem to
merit closer examination.
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e unqualified statement that, gwing to technological
improvements and jnventions and to the accumulation of capital,
there is 2 tendency for production to outgrow the capacity for
' consug_g__on—-—-th.ls is the under-consumption theory in its crudest
form—can be dismissed offhand as wholly unfounded. _J

2, [Very frequently, * under-consumption ” is used to mean

e proces ich umm the
ecomtem, and therefore fails to become income and to _
appeat 4s demind in the market for consumers’ goods. Money
disappears or is hoarded, and the mcom&veloaty of money
diminishes. In this sense, under—consumpuon is just another
word for deflation. Deflation is, of course, a possible cause of
the breakdown of the boom and the main cause of the depression;}
but, as such, it is covered by the monetary explanation of the
business cycle.

3. The under-consumption theory is frequently put forward
in the following form.[ There i is, it is said, a secular tendency
i _the volume of production to grow. The population increases.
Inventlons and improvements raise the output of goods. Add1~

tions are made to the stock of of capital—that is, to tools and nnple—

————

e,p_sue, unless _thc quantt_ty of monez is mmuously ma:msed so

8s to  create the consuming power necessary to absorb the s mcrcasmg

output of goods at stable prices. | This is certainly too sweeping
a statement to be of much value in explaining the course of the
cycle. The various factors which make for an increase in the
volume of production must be treated separately. In particular,
a distinction must be made between growth factors which
involve 4 decrease in the unit cost of production and those
which do not. Technological improvements reduce the unit
cost of production. Most authorities conclude, therefore, that
an increase in production which is due to such 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
face of falling cost, a price-stabilising policy would create a
profit inflation and lead to a dangerous boom and later onm
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inevitably to a collapse and depression. To this proposition we
shall return later.

In the case of a growing population, the situation is different.
Here most authorities (with the notable exception of Professor
Havex) 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 exhaustively at
this juncture, have been much discussed, principally by monetary
writers (in recent times, for example, by HAwWTREY and ROBERTSON).
‘They occur in the writings of the underconsumption theorists
intermingled with other arguments which will be discussed pres-
ently, (Itis 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 technical
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, per se, 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
exphin why those processes come to an ‘end sooner or later and
give rise at once to a cumulative process in the opposite direction.

t 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 discussed in the 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
from 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 stpply of money moves in cycles. The
volume of production shows, of course, a cyclical movement.
But this is exactly 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. :

TWe 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. } -
4. Inits best-reasoned form (¢.g., in the writings
Over-saving of ). A. HopsoN and FosTER AND CArcHINGS), the

theory. [under—consumpuon theory uscs *“ under-consump-

tion” to mean “ over-saving ” QeEresslons are
caused by the fact that tog large p__proportlon of current income
is being saved and too small a po\mgg _spent on consumers’
goods. Tt is the process of voluntary saving by individuals and
corporations which upsets the equilibrium between production
and sales. 7|
The next step in Hosson’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.3 JIf the wage level could
be raised and the national dividend more equally distributed, the
proportion of savings would no longer be dangerous. TThe
demand for equalisation of income as a means of reducing cyclical

fluctuations, which is very popular in certain quartcrs, has onc of
its roots here

! By an “independent cause ™ is meant a change produced by outside
factors which can be taken for granted by the economist, such as changes
in agricultural production, due to weather 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 concentrate on the fundamental proposition that over-saving
is the cause of the evil.

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

(@)L Saving may lead to depression because
Saving savings do not find an outlet in investment. There
and boarding. may be an excess of savings over new investment
which will be intensified by every additional act

of saving, at any rate where saving extends beyond a certain limit.
In other words, saving produces a deflation, 2 decrease in aggregate
.demand for goods, 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, not in financing new investments, but in_buying. propesty
and ﬁdesmmo are forced to sell because
thiey have suffered losses. ing the depression, when the spirit
oﬁ;%erptise runs low and pessimism prevails, it is probably true
to a Jarge extent that saving engenders deflation rather than new
investments, and that the slump is to that extent prolonged and
intensified. Butthe breakdown of the boom can hardly be explained
in this way. [There 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. ‘Thete is an excess of investment over saving
and not the contrary.! 7 The 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.

[P But this analysis is no special conttibution of the under-consump-
tionists : it is the common ground of the monetary and over-
- investment theorists (especially Mr. Ronnnrson).j

L Tt should be noted 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 wvery peculiar definition,
according to which an excess of savings over investment does not imply
deflation but is, by definition, equal to losses, and an excess of investment
over saving equal to profits.n)
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Now we come to the heart of the under-consump-
Saving  tion or over-saving theory.
decreases (&)= Savings lead on the one hand to a fall in the
demand for, demand for consumers’ goods, because the money
and increases saved is not spent on consumption. 3
supply of, (6)C On the other hand, savings are, as a rule,
consumption invested productively, The sums saved are used
goods.  to add to the capital equipment of the community. T
Factories, railways, power-plants and machines
are constructed. The uitimate aim of all this is to increase the
production of goods for final consumptton
T Thus the demand for consumers” goods is reduced’ 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. 3
To this theory there are serious objections. L'T'o
Criticism. say that the situation in the earlier stages of produc-
tion depends exclusively on the state of affairs in the
consumption industryJ-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 had
occasion to discuss a case where a general increase in demand for
CcONnsumers Eood s and a consequent tendency of the consumption
industries to_expand production are not only not a sufficient
condition_of prosperity in_the higher stages of production, but,
on_the contrary, the cause . of of its collapse. L The monetary over-
investment theory has shown the posmblhty 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 employment 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 (undcr—consumption) theory, the
equilibrium is upset by the opposite course of events—that is, by
a decrease in the demand for consumers’ goods,] [The criticisms to
which the theories of Messzs. FOsTER AND CaTcHINGS (Who have:
elaborated the over-saving theory most fully) have been subjected
by DureiN, Hansen, Havex, RoOBERTSON and others,’ have at
least shown that, in spite of a high rate of saving, there is always
an equilibrinm position possible with full employment of the
factors of production.”] This is true in the first instance (that is,
during the period of construction of the new capital) as well as
in the long run (after the new capital equipment has been put into
operation), @

[ Looking at the problcm broadly, it is clear that

The Junction the social function of saving is to release resources

of saving. from thc production. of goods for immediate con-
‘sumption for_the ¢ production of producers’ goods.

Tcmporanly, the producttou of consumers’ goods is curtailed
in order to permit of increased production at a later poiat with
the help of capital goods which have been constructed in the
meantime. The fall in the demand for consumers’ goods has
therefore it§ function. The monetary incentive for the entre-
preneur to undertake the construction of new capital equipment,
in spite of decreased demand for 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.] 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 possxblhty of a smooth adjustment of the
production process to saving. But it must be admitted that, while
their opponents have shown the theoretical possibility of a smooth
absorption of savings in new investments, they have not shown
its mecessity. Entrepreneurs may make no use of the possibility

: See Durbin : * Purchasing Power and Trade Depression,” London,
1933 ; Hansen : "*Business Cycle Theory,” 1928, Chapter TII; Hayek:
*The Paradox of Saving’’ in Economica, May 1931 ; D. H. Robertson ;
“The Monetary Doctrines of Messrs, Foster and Catchings’ in ‘' Eco-
normic Essays and Addresses’ of Pigou 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
curtail production; and this may lead to a destruction of purchas-
ing power. This in turn 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 theit anticipations. CIf the money
saved is not invested, a cumulative process of deflation will sta
and saving may thus defeat its own end.J

Thus we are back at case (4) discussed above. Much will
depend on whether there is a continuous flow ora gradual increase
of savings, whether there are violent changes, and gvhether there
is a brisk and continuous demand for new credit (capital) so that an
increasing supply is readily absorbed at slightly falling intetest rates.

Let us now apply this analysis to the broad facts of the business
cycle. ] During the depression, demand for new capital is at 2
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 investment] Can the over-saving doctrine contribute
anything to the explanation, of the crisis, the dowan-turn from
prosperity to depression ?

[ Thete is no evidence for the assumption that the rate of saving
rises at the end of the boom and so creates serious difficulties =
On the contrary, for reasons which have been touched upon in an
carlier passage, it would seem rather that the rate of saving falls
in the later phase of the bgom

5. L But it has been argued by many writers—

Valuable and the argument may be said to represent a new
aspecis of the version of the under-consumption theory—that
snder-  the end of the boom comes wheg the fruit e
consumiption new processes which have been initiated with the
theory. hclp of voluntary and forced saving dunng the
upswing_ begin to emerge.} The crisis is brought

about, not by 2. §u,ddmmc in the sate of saving (i.e., a fall in the
“demand for consumers’ goods) b but bya rapld rise jn the rate of
output (f.e., in the th’p!y of corsumers’ goods). . \This r.heory,
which is the direct opposite of the shortage-of-capital explanation
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of the breakdown, merits closer examination and w111 be discussed
in the next section.

6. " Another valuable version of the under—consumption theory
is the doctrine that the failure of wages to rise rapidly enoungh
during the upswing-—more exphcxr.ly, the lag of wages behind
prices—is the cause of excessive profits, which in turn entail a
dangerous credit inflation and eventually engender setious dis-
turbance of existing relations culminating in a crisis. ] This theory
will be d.lscussed in the next section but one.

§ 3. INSUFFICIENCY OF CONSUMERS’ DEMAND VERSUS SHORTAGE
OF CAPITAE AS THE CAUSE OF THE COLLAPSE OF THE BOOM

So fat we- have encountered, and discussed, the

Capital  following answers to the question why the cumula-

shortage versus tive process of expansion always comes to a more or

insufficiency less abrupt end : Disturbances from outside the

of consumers’ economic system; insufficiency of the money

" demard.  supply; shortage of capital in the sense of a vertical

maladjustment of the structure of production;

horizontal maladjustments; a general rise in ““ cost ™ a.nd decline
of efficiency.

The hypothesis with which we bave now to deal is the exact
counterpart of the shortage-of-capital theorem. It is important
to make the issue and the two answers quite clear. The problem
is this ;15 the turn from prosperity to depression brought about
by a shortage of m% or by an insufficiency of the demand for
consumers’ goods ?#Does 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 capacity'?
. C'The argument of the under-consumptionists is this. During
the upswing of the cycle, society develops its productive appmtus
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 incmsing !
intensity on the higher stages of production.}

rAccordmg to the other view, exactly the opposxte is true. ‘The
trouble is due, not to a deficiency of consumers’ demand, but to
the contrary tendency. The demand for consumers’ goods tends
to rise because the newly created purchasing power, which has
been placed at the disposal of entrepreneurs, becomes income in
the hands of the owners of the factors of production aad is spent
on consumers’ goods before the supply of these goods can be
sufficiently increased. The demand for consumers’ goods s thus
too large rather than too small. ‘There is not enough “ waiting >,
not eaough “lacking * in the terminology of Mr. RoBERTSON,
or, in ordinary 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 the necessary
amounts of capital. Sooner or later, however, the inflation must
be stopped; the flow 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.

[Both theories contemplate what we have called a versical malad-
justment in the structure of production; but these vertical -
justments are not of the same order]] As we shall see at oncc,Ch
“ top ”* of the structure of production according to the one theory,
the “ bottom * according to the other, is over-developed in rela-|
tion to the flow of money. In a sense, both theories can be
described as over-investment theories. | In the one case, new

*—"‘“"—"_—-—._,______—-
investments are _t_zggcssw_,,an_mlun to the supply of saving; in
the other r_case, they are excessive in e demand for

the product That the distinction is mporm.nt may be scen from
the fuct that the conclusions drawn as to the appropsiate 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 fmovement has got under way and the spira! of deflation has
been started, the position changes completely and quite different
considerations come into play.)

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

T'The best method of finding out the exact meaning

The structure and implications of the different theories is to ask
of production what are the appropriate measures called for, and
and the flow to what extent the crisis can be averted by the public
of mongy. changing its habits of saving and spending and the
mode of spendingl(without considering whether. in

practice this 1ge can or cannot be brought about by State inter-
vention) an insufficiency of the supply of money, 2 credit
contraction pure and simple, is the sole cause of the termination
of prosperity, the situation can be temedied by purely monetary
measures—viz,, by an increase in the money or credit supply by
eans of, uction of i st rates. ‘With a very few exceptions
&Mmmﬁmt), most writers would
agree that this is impossible. ‘The down-turn and the depression
can be postponed, but not averted, by a cheap-money policyj 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.e., the allocation
of the factors of production to different stages and branches of
industry—does not correspond to the flow of money as determined
by the distribution of individual money incomes between saving
and spending and the diffetent branches of spending. Such 2
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 cconomic system; but they

! See A, Amonn: * Zur gegenwirtigen Krisenlage und inflationistischen -
Krisenpolitik * in Zeitschrift fdy Nationaldhonomis, Vol. V, 1934, page 1
and passim.
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cannot hope—at any rate without drastic reorganisation of the
whole economic system—i.e., without abandoning the existing
individualist organisation of the system—to ¢ trol how the
money is spent by the successive recipien ut suppose it were
feasible to change at will the people’s habits as to saving and
spendmg, what changes would be best calculated to forestall
serious trouble ? DObviously, if we rule out an msuﬂimegg__,jo:al
demand, there MMI’““"Q of the national income
as wi will make the flow of of money correspond to the flow of goods.
ca1 ory_treplies that all trou coul

supply _the nacessm for completing the uncomwpleted
roundabout processes. of prod___,_p. The reply of the pure
under-consumptionist is the contrary-)(If people will expand
consumption and save less, he says, the breakdown can be averted)
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-
tion 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 longet roundabout processes of produc-
tion—.e., more ambitious investment schemes which would
postpone the appearance of consumable goods on the market.
} "If hotizontal 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 necessaty to restore equilibrium. For example, if the
motor-car industry is over-developed, people must be made to
buy more motor-cars instead of something else.
|t is clear that shortage of capital and insufficiéncy of consumers’
and are altemnative explanatlons The public cannot be
reproached at thie-same time for 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

i In * Industrial Fluctuations and the Natural Rate of Interest,”
Economic Journal, December 1934. '
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relapse ”, insufficiency of consumers’ demand in presence of an
increase in output will bring about the crisis somewhat la
{ Vertical maladjustmeats of each type on the one
»ifficylty in hand and hotizontal maladjustments and insufficiency
-sdistinguishing of total demand (insufficiency of money supply) on
vertical und the other are quite compatible. J(To a certain
bavigental extent they probably always go together and are
maladfust- frequently difficult to distinguish’J Since many
ments.  wriiters 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 demand for producers’ goods and
““machines * in particular, since possible pitrchasers cannot get hold
of enough “capital” to purchase them (Serersorr). Furthermore,
as Professor LEDERERY has rtemarked, 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 troubie.
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 modified in order to restore equilibrium ?
1" Professor LEDERER cxplains the breakdown of the
Lederer’s  boom chiefly by insufficiency of consumers” demand.
theory.  (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® in Grundriss der Sorialdkomomis, IV,
Abteilung, 1. Teil, Tilbingen, 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. ]
This is brought about eventually during the crisis and depression.*
But he makes an important qualification. He says that, so far
as “the crisis originates from a disproportion in the sphere of
“production > (in contradistinction to a disproportion in inicomes),
it canpot be cured by a rise in wages. He seems to be thinking
of what we call horizontal maladjustments in the. structure of
production, and (later on) of the deflation during the depression.
{ If the valu€ 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 prices. If they fall more
rapidly than prices, the crisis is intensifi
{ Professor Hans Nasser has worked out a theory
A monetary which could be described as a “ monetary under-
wnder-  consumption theory 2] He explains the break-
consumption 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.\ J¢ believes, however, that the situation is especially
serious if the trouble first arises in the consumption industries,

for this constitutes, so to speak, an :‘ﬁﬁcﬁo‘u_sjmusc of defla-
tion)) | When_ consumption industries suffer losses, investment

1 Op. cil., page 401,

" Op. cit,, page 394. IHe seems to overlook the alternative possibility
of the breakdown being caused by capital shortage—that is, by under-
saving and over-consumption. Speaking about Spiethofi’s theory, he
says : " An over-production in the eariier stages of production, in the
coal-mines, iron-and-steel works, etc.,«cbviously means ounly that the
demand for finished goods ¢annot rise to that extent which would corre-
spond to the actual production of prodncers’ goods * {page 386).

* “ General Over-production. A Study of Say’s Law of Markets * in
Jowrnal of Political Ecomomy, Vol. 42, 1934, pages 433-465. Cf. also his
boolsn * Some International Aspects of the Business Cycle,” Philadelphia,
1936.
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relapse ”, insufficiency of consumers’ demand in presence of an
increase in output will bring about the crisis somewhat lat
. \ Vertical maladjustments of each type oh the one
Piffieylty in hand and horizontal maladjustments and insufficiency
-distingusshing of total demand (insufficiency of money supply) on
vertical und the other are quite compatible. J(To a certain
boviontal extent they probably always go together and are
maladiust- frequently difficult to "distinguishJ Since many
ments.  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 demand for producers’ goods and
““machines ” in particular, since possible piirchasers cannot get hold
of enough “ capital” to purchase them (Spmerrorr). Furthermore,
as Professor LEDERER! 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 modified in order to restore equilibrium ?
1-Professor LEDERER explains the breakdown of the
Lederer’s  boom chiefly by insufficiency of consumers’ demand.,
theory.  (How he explzins the genesis of this insufficiency
will be seen in the next section.) He says that
equilibrium can be easily restoted if wages are increased and profits

i »Konjunktur und Krisen” in Grundriss der Sorialshomomis, IV,
Abteilung, 1. Teil, Tiibingen, 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.” |
* This is brought about eventually during the crisis and depression?
But he makes an Imporiant qualification. “He says that, so far
as “ the crisis originates from a_disproportion in the sphere of
“production ** (in contradistinction to a disproportion in incomes),
it cannot be cured by a rise in wages. He seems to be thinking
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
gradually restored during the depression, wages must fall. But
he insists that wages should fall less than prices. If they fall more

rapidly than prices, the crisis is intensifi

{ Professor Hans NExsser has worked out a theory
A monetary which could be described as 2 “ monetary under-
smder-  consumption theory 2] He explains the break-
consumption 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 theotist;
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.\ Je believes, however, that the situation is especially
serious if the trouble first arises in the consumption industries,

for this constitutes, so to speak, an %Mmuse of defla-
tion) | When_ consumption_industries _suffer losses, investmeat

L Op. cil., page 401.

* Op. cit,, page 304. He seems to overlook the alternative possibility
of the brealdown being caused by capital shortage—that is, by under-
saving and over-consumption. Speaking about Spiethofi's: theory, he
8ays ! "“An over-production in the earlier stages of production, in the
coal-mines, jron-and-steel works, etc.,«obviously means only that the
demand for finished goods ¢annot rise to that extent which would corre-
spond to the actnal production of producers’ goods ™ (page 386).

? * General Over-production. A Study of Say's Law of Markets ” in
Journal of Political Economy, Vol. 42, 1934. pages 433-465. Cf. also his
boolﬁ: * Some International Aspects of the Business Cycle,” Philadelphia,
1936,
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will at once be curtailed and recession will spread lmmcdm:cly.
to thc.uppe: stages of ptoducnon wb.tlc,_accordmg to hlui__ﬁi-
“qulty which arises in the capital goods_industries_is in itself no
sufﬁaent reason for a ¢ dccllne of production in consumers’ goods
influential sponsor of the view that the
Impoggance of bréakdown of the boom is brought about, not by a
construction shortage of capital, but by tasufficienicy of demand
period in the in face of a rapid increase in the output of
upswing.  consumers’ goods/is Professor Alberf&ArraLion,1]
Professor ‘ALION_builds his theory largely on
the acceleration principle. #Moderate increases ot reductions in
the prodwtion of consumers’ goods give rise to relatively large
fluctuations in the production of capital equipment. ‘The boom
is stimulated by a deficiency of consumers’ goods; and this leads
to an increase in the production of capital goods. But the modern
capitalistic process of production is time-consuming. The con-
struction of capital goods which must precede the production of’
consumers™ goods takes months or even years. Therefore, the
output of consumers’ goods does not rise at once, or at any rate
does not at lonce rise sufficiently. Prices of consumers’ goods
remain high, the profit margin persists, and there is a cogstant
stimulus to produce capital equipment. ‘This phase of capita]istic
production, in which capital goods are being created, is the period
of prosperity.) It is the capitalistic technique of production, the
fact that a long time must elapse before the output of consumers”
goods can bt igCrdysed, which prolongs the prosperity period,
over-stimulates the%onstruction of capital goods, and leads ﬁna]ly
to a disruption of economic equilibrium. .

1 " Les crises périodiques de surproduction,™ Paris, 1913. See also-
his article “ The Theory of Economic Cycles based on the Capitalistic
Technique of Production " in the Review of Ecomomic Statistics, October
1927, pages 165 el Only part of Aftalion’s theory will be examined
here. On the whale, hfs theory®annot be classified asan under—oonsump—
tion theory : but hisExplanation of the crisis as reviewed in the text is-
the same as that of the under-consumptionists. His explanation of the
cycle as a whole suffers from the inadequacyof the analysis gf the monetary
factor, Compare the criticism by D. H. Robertson in Economic Journal,
Vol. 24, 1914, page 81, and A. H. Hansen's review in “ Business Cycle-
Theory,* pages 104-XI1.
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[ The breakdown comes when the roundabout processes of pro-
duction which have been started 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 peocess
is finished; it ends only when a great quantity of capital in the
majority of industries is set to work tuming out consumers’ goods.’
Professor ReraLion 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 off heat. “If one rekindles the fire in the hearth in order
to warm up a room, one has to wait a while before one has the
desired temperature. As the cold continues, and the 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 overheat the room.”?1

gThe “idea that the length of the prosperity phase of the cycle
depends on the duration of the new productive processes (wh.lch
is, in the main, the petiod of construction of new capital equip-
ment) has been widely re-echoed. Professor Picou and
Mz, ROBERTSON attribute to what they call dﬁ:‘:}esfaﬂm # peried of
mgl_t_al_g@gs, which is ,gibstanualty egq;_gg.@t_;g _the period of
construcuon, an important réle in dctmane length_of the
upswing, It is also part of f Professor SCHUMPETER’S theory that
the boom is terminated when the new productive processes are
completed and an additional flow of finished goods appears in the
market. =5

3 Substantially the same theory is advanced by F. W. Taussig
“ Prmcnplas qf Economics,” 3rd ed., Vol. I, pages 391 and 392.

* This is also stressed by F. Lavmgton “The Trade Cycle, an Acconnt
of the Causes producing Rhythmical Changes in the Activity of Business,”
London, 1922, 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, electrical
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 thinking of over-saving in the strict sense in which we have
defined it above,f when 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 othet maladjustments
which may have no place in this conspectus of the position.] {The
“ gestation period ” of durable goods may also be interpreted
as meaning that the capital supply (i.c., the flow of saving) is insuffi-
cient to absorb the new capital goods as they are complcted_f] The
obscurity will remain in the absence of answers to thé 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.!

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‘THE EXCESSES OF THE BOOM

) In"its bare outline, the argument i§ this.T The

Lag in  prosperity phase of the cycle is characterised by a
wage-rise  great increase in the production of capital goods.
stimulates  ‘The breakdown is caused by “ over-investment >,
investment. (As will be seen later, it is not always clear exactly
what is meant by over-investment.) ) 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 rate, from 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. |

{* This theory has been used to explain the business cycle in general
by E. Leperer! and E. Preser®.] In recent writings, it has
frequently been advanced as an explanation ad Jbor of the last
American boom.?

[It is obviously closely connected with the monetaty over-
investment theory. A_o,e,m.lg,l_ag‘of wages or_other income
{especially, of the relatively inflexible incomes such as those of
State officials, pensioners, rentiers, the holders of fixed-income-
bearing securities, and the like) is 2 normal and important corollary -
of forccd savmg-—that 1s, of tl the formatmn of capital by.means

BT

as, pucg;m@ each injection Pf_np.w..moncy,yther‘g._wqu_lsi_bg, little
scope for forced saving. ~,

As we have seen,[the monetary over-investment theory runs
mainly in terms of the rate ‘of 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 obwviously
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 stopped by a sufficient risc of
wage rates as well as of interest rates. f

' Lederer, op. cit., pages 393 and 304,

* Preiser : “*Grundziige der Konjunkturtheorie,” 1933.

* Cf. A. D. Gayer : *Monetary Policy and Economic Stab:hsa.tlon,"
Pages 113-131, 1935, and A. B, Adams: “Our Economic Revolution,”
pages 1-X5, 1934-

e
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\_So far, this type of under-consumptxon theory* and the monetary
over-investment theory are in no way contradictory but rather
complc.mcntary one of the other. There seems also to be agree-
ment that credit expansion is a necessary feature of the picture.J
" The difference between the two groups arises over
Wage-Jag as the question, Why exactly does the boom eventually
viewed by collapse? What is the nature of the disequilibrium,
over-invesimeni and which factor does the mischief ?
theorists and ccording to the over-investment theory, the
by wnder-  credit expansion is the villain of the piece. Excessive
consump-  profits due to the lag in wages and other inflexible
Honists. .chomes are harmful only in so far as they are
esponsible for inflationary credits, which_in tum
lead to _gwmwmmt in the sense defined above.
T To the 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 saving. It is a widely held belief, accepted
by socialists and liberals, under-consumptionists and ovet-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 tise relatively to wages and other incomes, the flow of
savings grows. ‘Thus far the monetary over-investment theorist
isin agrecmentj In fact, he welcomes the idea as a useful addition
to his picture of the boom. [The expansion of capital-goods

1 It may, of course, be argued that this type of theory is not properly
an *‘under-consumption *’ theory, since it stresses the costaspect 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
depressicn. That is to say, they advocate a rise in ‘wages in order 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 sitnation. 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-inflationary effect,

* The one group draws the conclusion that an unequal distribution of
ncome is a good thing, the other that it is a bad thing.
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industries relatively to consumption trades is financed, not only
by inflationary credits (lowing from various sources) and ordinary
voluatary savings, but also by new additions to voluntary savings
out of the big profits realised during the boom.! 7These profits
are supposed to be very substantial, and the sums set aside for
investment purposes are excessive. [ Too much is invested; and
this leads eventually to the collapse of the boom. The breakdow
could be avoided, if the profit-recipients would choose to expangq
their consumption instead of investing.

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

[‘For the_writers M:_g_ﬁth_ls__sgcuon is concerned, investments
are excessive in respect to Wﬁﬁpﬁﬂ
_g’cgpltiliuppfy “Over-investment is equivalent to insufficiency
of consumers’ demand and not to insufficiency of the flow of
savings. 1% The failure of the income of the final consumer in the
end checked the process” of expansion in America in 1929.%
“ Relatively to the means of the ultimate consumer, the wvast
expansion of capacity in dumable-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. PreseRr.®

t This is also Mr. Hawtrey's view. He does not believe that these
voluntary savings are supplemented to any considerable extent by
inflationary bank credit placed at the disposal of producers, According
to him, 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 higher stages of production as the mometary over-investmert
theory would have it.

* Gayer, op. cil., page 127,

¥ I'bid., page 128,

¢ Adams, 0p. «il., page 9.

* Op.cit. : " The continuation of the production process finds its barrier,
in every case, in the nltimate consumption * (page 166). * The recession
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Thus, this version of the under-consumption theory turns out -
to be the same as that discussed in the previous section. But the
conclusion was not inevitable from ‘the first, If we start with
the proposition that aflag of wages and other income during the
upswing intensifies the boomjlit 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.e., of the flow of savings).

{S;_,;I,t is logical to conclude that an increase in the flow of investible

ds which is due to a rise in profits (that is, a redistribution of
income) has exactly the same influence and consequences as an
increase due to a rise in the rate of voluntary savingdYwithout any
change in the income distribution). Hence, those writers who
lay the blame on high profits should also take objection to 2 tise
in the rate of savings.!

comes, because the accumulatioll was excessive” {page 110). ILtis {rue,
however, that there are other passages where he secems to be thinking
of “horizontal disproportionalities”—¢.g., on pages 84 and 83,

t This is, however, not true in the case of Preiser, He has the idea
that a rise of investible funds due to higher profits (he calls this “ hetero-
nomous ' saving) is a quite different phenomenon from 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 gnides the entrepreneur in his investment
policy. The savings are directed over the capital matrket which gnarantee
& 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 uitimate consumer ; for * heteroncmous’’ savings do not
flow through the capital market (pages 8o, 84). The passages quoted
in an earlier footnote show that the aunthor does not make it clear what
he means by misdirection of capital ; is there too much all round in refa-
tion to aggregate consumers’ demand, or too much in particular branches
at the expense of others ?
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CHAPTER 6

“ PSYCHOLOGICAL THEORIES’

§ 1. NTRODUCTION

It is in @ way misleading to speak of * psycholo-

Pychological gical ” explanations of the trade cycle or of particular
and economic phases of it. {Every economic fact has a psycholo-
Sactors.  gical aspect.] The subject-matter of economic science

is human behaviour—chiefly conscious and deliber-

ate behaviour—which 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.] When we assume
that an entrepreneur will increase his output if demand rises or
cost is reduced, or that workmen will respond te changes in money
wages but not so readily to changes in real wages, or that consumers
will buy more of a given commodity 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 cycle. What, then, distinguishes

a_" psychological » theory from an “ economic > one ?

here 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 “ psychological ” 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™]

§ 2. ANALYSIS OF THE PSYCHOLOGICAL FACTOR
IN THE EXPLANATION OF THE BUSINESS CYCLE

f'The writers who have laid the greatest stress on

Stress on “ psychological ” reactions in the explanation of

expectations. the vatious phases of the cycle are Keynes,!
LavingToN,? Prcou® and Taussic. -

Of the writers whose theories have been analysed earlier in this
rego?t_m-‘r‘cmt ROBERTSON, KROPKE, SPIETHOFF all attach a
certain importance in their system to “ psychological > elements.

It remains to define more precisely the actions and reactions
in connection with which the operauon of psychologiml ”
factors is postulated by these writers in their explanation of the
cycle. E‘ Psychological * factors come into consideration in
cconomic theory in connection with anticipations and expectauons‘f

tatic 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 Havexk—picture the entrepreneur’s
decisions as to the volume, and alterations in the volume, of
output and employment as being determined by a 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 22 {* Notes on the Trade Cycle ™).

* *“The Trade Cycle, an Account of the Causes producing Rhy'thxmcal
Changes in the Activity of Business,” London, 1922. ]

* “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 terms : but what the economist is concerned with—
in all but & few unimportant limiting cases—is expested future

 prigs apd.gost. 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.* ‘This is so even in the simplest case—the case which
seems to undetlie a large part of static theory—where the producer’
is guided in his decisions solely by current prices. Prima facte, it
might seem that in this case no element of expectation is present.
But this is not so : the expectation in this case is the hope or belief
that current prices® will continue to dominate the future’]

‘fl‘.n recent years, it has become fashionable to lay stoess on the element
of expectation. Ileynes' '*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. Myrdal and B. Chlin : 7]
see Myxdal’s report on this Swedish literature in his article “ Der Glejch-
gewichtsbegriff als Instrument der geldthecretischen Analyse in ** Bei-
trige zur Geldtheorie,” edited by Hayek, Vienna, 1933 : see also a number
of articles by J. R. Hicks, viz., * Gleichgewicht und Konjunktur” in Zeit-
schrift fdr Nationalokonomse, Vol. IV, No. 4, 1933, pages 44T ef seq. ; “A
Suggestion for simplifying the Theory of Money " in Economica, February
1935, page I; and * Mr.Keynes’ ‘General Theory of Employment, Interest
and Money'” in Economic Journal, Vol. XLVI, June 1936). It 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 (¢f., for example, Hayek's article * Preiser-
wartungen, monetéire Stérungen und Fehlinvestitionen " in Nationaloko-
nomisk Tidsskeift, Vol. 73, pages 176-1o01—French translation * Prévision
de prix, perturbations monétaires et fanx investissements” in Revue des
Scisnces dcomomiguies, 1935). Professor Morgenstemn has a trenchant
analysis of the problem of expectations and anticipations in his * Wirt-
schaftsprognose, eine Untersuchung ihrer Voraussetzungen und Méglich-
keiten,” Vienna, 1928, and his article " Vollkommene Voraussicht und
wirtschaftliches Gleichgewicht™ in Zeitschwift fiir Nationaléhonomie,
Vol. VI, Vienna, 1935, pages 337-358.

' fi‘he reference in this case is to prices : but what is 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 ‘“demand”
than the “price” with which he is concerned, since the price is not in
such case independent of the action of the pmducer.j
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[With the introduction of the element of expecta-
Expectations tion, uncertainty enters the field. ] Future events
are uncersain. cannot be forecast with absolute precision; and the
farther they ate distant in the future,[the greater
the uncertainty, and the greater the possibility of unforeseen and
unforeseeable disturpances.f/Fvery 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 uncet-
tainty in every activity. ] There are, howevet, ‘certain cases where
the element of uncertainty is especially great and conspicuous,
such as the case of investment of resources in long processes and
durable plant and the provision of funds for these purposes. [.The
longer the processes in which capital is to be sunk, and the more’
durable the instruments and equipment to be constructed, the
greater the elem®nt of uncertainty and risk of loss.”]

Naturally, economic actions and reactions in such cases are less
rigidly determined by observable facts than in other cases. I:It is
mainly therefore here that the “ psychological ”. theories make
their essential contribution. Optimism and pessimism are intro-
duced a5 additional determinants. An attitude of optimism is an
attribute of the prosperity phase of the cycle, and an attitude of
pessimism an sttribute of the dcgression;'a.nd the turning-points
are marked by a change from optimism to pessimism and iee versa_]

) ' What do these new elements add to the picture
Entreprencurs’ of the expansion and contraction process which has
reactions are emerged from the analysis of the monetary and
indeterminate. monetary over-investrnent theories ? { If the psy-
chological argument that duting the upswing

people take a more optimistic, and duting the downswing a more
pessimistic, view meant no more than that people invest more
freely during the upswing and are reluctant to_invest during the
downswing, it would add nothing at all to the picture of the
upswing and downswing as drawn by the monetary over-invest-
ment theory. But the Esychological theories mean, of course,
more than that.j Optimism and pessimism ate regarded as causal
y factoss which tend to induce or intensify the rise and fall of invest-
ment which™are characteristic of the upswing and downswing

~
C

DMP'I jgt_:cﬁv y.[ But are optinﬁsm-nnd pessimism really separate
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factors definitely distinguishable from those analysed in the_
monetary and monetary over-investment theories of the cycle #-
{The factors and forces making for cumulative expansion may be
"defined, broadly speaking—as they are defined in these theories—
as low interest tates andfor the appearance of new investment
opportunities as 2 result of inventiogs, changes 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 cumulative. An indispegsable condition is of
' course an elastic money supply,] What now is changed, if to this
~ list"of factors optimism and pessnmsm are added as intensifying
elements ? [If all that is meant is that a fall in the rate of interest,
or the appearance of an invention requiring for its application a
heavy investment of capital, or 2 rise in demand makes people
anticipate better returns from particular investments, there is no
new element in the mechanism as pictured by the monetary over-
investment theory, since to the latter. too proﬁts can only mean
expected profits’]

But the introduction of optimism and pessimism as additional
factors signifies more than this. It implics that the connection
between a fall In the interest rate and a change in the other objective
factors which figure in the purely “ economic * theories, on the
one hand, 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 sitvation the rate of interest falls,
or demand increases, or there is a change in the technological
situation (exploitation of an invention ¢r 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 ig optimism > are omnibus
formule which conveniently cover a number of other factors such
as the general political situation and other elements likely to
influence the outcome, though to an unknown extent. Elt 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
determinaats “ optimism ™ and * pessimism * makes no positive
contribution to the explanation of the cycle so long as the optimism
and pessimism remain purely psychological phenomena—i.e.,
states of mind of the entrepreneurs (or other members of the
economic community with whose behaviour the theory is
concerned). ] We cannot observe states of mind; but it is possible
to make certain obscrvations from which states of an—d"@es
‘of mind can be inferred. It is at this point that the * psycho-
logical* theoties have a positive contribution to make.
) What observable factors are there (other than
Specific  those which have already been taken into account
influences by the “ non-psychological ” theories) that go to
Stressed by make people optimistic or pessimistic—i.e., that
“ psycholo- stimulate or discourage investment ?(” There is in
gical”  the first place the Fact that, in a period when demand (.
theorists. and production are rising’ in many branches of
mdustry, 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 wert, loosened. ‘The response of
total investment to changes in the objective factors becomes
stronger than “ ratidnal ” economic considerations would suggest.
PiGou, in this connection, speaks of “errors of optimism ™,
LavineToN 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 geinforced
rather than diminished by the presence of numbers of his fellows.
.« +» The rational 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.”® 7}
£ Another point to which the psychological theories direct atten-
tion is the fact that, when demand and prices have continued for

' Op. cit., pages 3z and 33.
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a while to rise, people get into a habit of expecting more and more
confidently a further rise of equal or approximately equal extent—
that is to say, they project current experience too confidently into
the future, All this leads them to an excessive valuation of capital
assefs. AS KEYNES says : “It is an essential characteristic of the
boom that investments which will in fact yield, say, 2% in condi-
tions of full employment are made in the expectation of a yield
of, say, 6%, and-are valued accordingly.”1 "]

[Ihe theorists who stress the psychological factor,

Ervors of especially Professor Picou 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. Picou speaks of “the mutual generation
of errors of optimism and pessimism ”2* The
above passage from Mr. KEYNES continues : “ When disillusion
comes, this (optimistic) expectation is replaced by a contrary ‘ ecror
of pessimism’, with the result that the investments which would
in fact yield 29, 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 2% in conditions of full
employment, in fact yields less than nothing.”’27]

Professor Picou points out that “ the extent of the revulsion
towards pessimistic error, which follows when optimistic error
is disclosed, depends, in part, upon the magnitude of the preceding
optimistic error. . . But it is also affected by what one may
call the detonation which accompanies the discovery of a given
amount of optimistic error. Y;The detonation is greater or less
according to the number and scale of the legal bankruptcies into
which the detected error explodes ».4J/ff 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
s borrowing from the banks, ]

1 Op. cit, page 321.

* " Industrial Fluctuations,” Chapter VII,
* O0p cit., page 322.

* 0p. cil., 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
with other cycle and its relation to the non-psychological

theories lanations. )

exﬁ'h “ psychological ” theotists are only writers

who lay more stress on—or attribute more independent influence
to—the “ psychological ™, s opposed to the “ non-psychological *,
factors than other theorists. The argument that optimism or
pessimism is a contributory factor in the process of expansion or
contraction simmers down -to the proposition that, for 2 number
of reasons, the reaction of investment to a change in the deter-

minant ob]ccuve economic factors (interest rate, flow of money,
etc) is Iikely to be stronger than my
“€conomic > theories would at first sight supgest.”)

[ Mz HawrRey, in Bis review of PiGou’s © Industrial Fluctuz-
tions ”,! endeavours to make the point that optimism and pessimism
are wholly dependent on the policy of the banks:l[People are
optimistic, he 8ays, so long as credit expands and consequently
demand tises : they become pessimistic when credit is contracted
and demand flags. On the whole, this is probably correct. But
the fact remains that the reaction of activity (j.e., mainly, of invest-
ment activity) to given changes in interest rates and in the demand
for consumers’ goods, etc, may be different under different
circumstances.} [The * psychological ** explanations seck to analyse
certain of the more elusive circumstances on which the strength
of the reaction depends. In terms of the demand-and-supply
schermatism 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 10 the left dudng
the depression and to the right during the upswing of the cycle. ]

o- [There is one other important point. ‘The psychological theories
VA as such are not concerned with specific assumptions as to the
nature of the maladjustment which brings about the collapse of

1 “Trade and Credit,” page 168.
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»
the boom. The result of the optimistic error with which the
psychological theories are concerned may be shortage of capital,
insufficiency of consumers’ demand or hotizontal misdirection
of capital : the *“psychological” theory is compatible with any
or all of these hypothescs.’n

! In the passage quoted.tMr. Keynes seems to snggest that no actual
losses are needed to make a boom collapse—i.2,, that no maladjustment
in the structure of production need occur](where by maladjustment is
meant an arrangement of the productive structure which implies losses
at least for some-firms). L\A fall in profits, he seems to argue, may be
sufficient to make the boom collapse, if, for example, it creates
tions of a further fall in profits to zero or less than zero. This interpreta-
tion of Mr. Keynes' theory presents, however, great difficulties, inasmuch
as, in his “ 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 difficulty 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,
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CHAPTER 7
“{ARVEST THEORIES.
AGRICULTURE AND THE BUSINESS CYCLE

§ I. INTRODUCTION

The relation between changes in the agricultural
i Theories of situation and industrial fluctuations is much more
periodic bar- complicated than many people think. There exist
vest variation. a good many theories on the subject, which ate
not easy to reconcile though all are either based on,
or backed by, statistical research.LOne group of theories, which
includes the writings of W. S. Jevons,! H. S. Jevowns,® and
H. L. Moorg,?® seeks to account for the periodicity of business
cycles by establishing the existence of 2 similar periodicity
in agricultural output] LThc chain of causation runs from cosmic /
thfluences to weather conditions, from weather conditions to
harvests, and from hatrvests to general business. 3 -
[Thc anthors of these theoties are generally willing to admit
that the effects of weather-induced harvest variations may be

* The Solar Period and the Price of Corn,” 875 ; * The Periodicity
of Commercial Crises and its Physical Explanation,” 1878 ; and ““Com-
mercial Crises and Sun-spots,” 1879—all in ** Investigations in Currency
and Finance,” 2nd edition, London, 1909.

» *“The Causes of Unemployment,” *The Sun’s Heat and Trade
Activity,” London, r910; and " Trade Fluctuations and Solar Activity "
in Contemporary Review, August. 1905,

* “Eeonomic Cycles ; their Law and Cause,” New York, 1914, and
* Generating Economic Cycles,”” New York, 1923.
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paréiaﬂy 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 ten or 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. 8. Jevons believes that the industrial system and
the emotional cutlook of the business community take longer to
revolve than the period of a2 complete harvest cycle, and that the
impulses liberated in two or more harvest cycles accumulate
accordingly until 2 major business cycle is generated, *J

(One consideration which tells agaiost 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,
and Professor H. L. MoORE on an eight-year period. | The objec-
tion is not vital, since it is conceivable that the same agticultural
series may contain fluctuations, or tendencies to fuctuate at inter-
vals of different lengths (i.e., shorter cycles superimposed on longet
ones) as also, for that matter, that general business should exhibit
a similar tendency.|” Moreover, different branches of agricultural 3.
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 pot be the same as
those which have had the greatest effect in succeeding epochs.d
The attempt to find an explanation of the changing periods of
business cycles on lines consistent with their agricultural origin
is not therefore hopeless.

1 In a paper read to the British Association in 1875 on “The Solar
Period and the Price of Corn" (in *Investigations in Currency and
Finance,” page 185).
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[ It is not necessary, in order to establish a causal
Other views connection between agricultural output and the
as fo the business cycle, to assume a cyclical movement in
relation  agricultural output itselfJ Fluctuations in crop-
between  yield or in the output of live-stock and animal
agriculturs  products may be regarded as analogous to inventions,
and business. wars, earthquakes, etc,, which appear at irregular
intervals, and set in motion cumulative processes
of expansion or contraction in the industrial system, br alterna-
. Hvely reinforce or retard 2 concurrent expansion or contraction.
Harvest fluctuations which do not happen to coincide with a
turning-point in the business cycle will tend tather to disturb the
«periodicity of the cycle than to determine it. ]

The above may be presumed to be the view taken b§[ Picout
and RoBERTSON,? since, though they treat harvest variations as
important potential causes operating to precipitate cumulative
upward and downward movements, they attribute to these cumau-
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-fluctuations. "1SpieTHOFE,? for his
part, speaks rof good harvests and innovations as two amongst
many possible initiating factors of industrial expansion. But none
of these writers can be represented as putting forward an “ agricul-
tural theory > of the trade-cycle.  They do fiot ignore the agricul-
tural factors; but they combine them with other factors in ntegrated

“#¥but flexible schemes, in which allowance is made for various
" processes of response—monetary, psychological and techmical.

Therg 1s a third view, held mainly by American economists

such . Hansent and J. M. Crark,? which denies that fluctua-
ons in agricultural output ate among the causes of the cyclical
M fluctuation of b‘siness riculture, these writers say, is not an

t “Industrial Fluctuations.”

* A Study of Industrial Fluctuation” and “Banking Policy and the
Price Level.”

¢ Article ' Krisen"” in * Handworterbuch der Staatswissenschaften.”

* **The Business Cycle in its Relation to Agricnlture” in Journal of
Farm Economics, 1932.

& “Strategic Factors in the Business Cycle.”
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active but a passive element. The very inelasticity of agricultural
supply exposes the farming community to considerable instability 4
of income as a result of changes in demand arising cut of trade
fluctuations brought about by internal forces of the business
economy. In the words of A. Hansen, agriculture is the  foatball

of business .

—

These three points of view are not necessarily
Comment. mutually exclusive. It is possible to reconcile a
general Iack of response on the part of agricultural
output to changes in demand with occasional or pedodic spontan-
eous vadations which may have an effect on business, ‘The writers
of the second and third groups referred to are probably not so
much at odds on the theory as on the statistical question whether
the influence of agricultural fluctuations can in fact be traced in
business indices.
[ 1t is a more serious shortcoming of these “ agricultural ” theories
that they are not agreed on the important point as to whether
plentiful harvests are correlated with prosperity and poor
harvests with depression,] 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 influence of agricultural
fluctuations is brought to bear on other departments of economic
life.
T_Wehavcdmtefore,ifweareminvsﬁgautheptoblﬂnsystem- J
atically, to consider the various possible ways in which (1) agrienl-
tural fluctuations can inflacnce general business and (z) mdustml\s
fluctuations can influence agriculture. %

s 2/ HOW AGRICULTURAL FLUCTUATIONS INFLUENCE INDUSTRY
AND TRADE

Here, a5 in so many departments of economic

Assumption theory, it is necessary to begin with the considera-
of a closed tion of a closed economic system. The world
ecomomy. cconomy as a whole has to be brought under

review before it is possible to discuss the rela-

tionship of parts of the whole (¢.g., single countries) with the rest
of the world. The following enumeration of the repercussions
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(through all the different chanoels) 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.
T [ Professor Picov and Mr. Rosertson link up
A. *Real” harvest vadations and industrial fluctuations by
elasticity arguments appropriate to an economic system
theories.  without a common medium of exchange (i.., 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 formj

The various steps of the argument, as culled from warious
chapters of Picou’s “ Industrial Fluctuations ** and his “ Theory
of Unemployment ”, seem to be as follows.

exceptionally good harvest leads to a larger demand on the
part of agriculturists in terms of agnculrural produce for the
products of industry.2

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 tendency in interest tates and an inctease in the demand
for labour in texms of wage-goods.?

In so far as it involves an increase in the employers’ expectations
of the yield of labour in terms of goods in general, the sise in the
agricultural demand ‘for industrial products will increase the
employers’ demand for capital and pro faxso—whether the demand
is satisfied out of stocks or savings—the demand for labour in
terms of wage-goods.? Whether the big harvest will in fact
increase the employers’ expectations of the ““ real ” yield of labour
depends, according to Professor Picou, on the “ elasticity of the
general demand for agricultural produce . He writes : “ If the
general demand for agricultural produce is highly inelastic—i.e.,
has an elasticity less than unity—the enlarged amount of agricultural
produce obtainable ” for a unit of industrial output represeats,

1 «Industrial Fluctuations,” znd ed., Chapter IV, page 4I.
* Ibid., Chapter III, page 20,
‘¢ Ibid., Chapters III and XI.

»
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“ not sn enlarged, but a diminished amount of things in geaeral *.
In this case there will not be any increased willingness to save nor
yet any increased expectation of yield to induce employers to borrow
more for the purpose of increasing their real demand for labour.2

Supposing, however, that the general demand for agricultural
products 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.2

So far, the analysis proceeds on the assumption of a purely
barter economy. The following is Professor Picou’s adaptation
of the argument to a money economy.

The additional borrowing requirements of the employers,
induced by their improved expectations of yield, are satisfied partly
by the banks. The result is 2a 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.¢

WThis argument is obscured by the ambiguity of the

Elasticity phrase “elasticity of the general demand for agricul-

of momey and tural produce”. Normally, we think of an elasticity

of “ effort” of demand in terms of money; but it might be trans-

demand.  lated into *“real” terms as relating to the quantity

of industdal 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 femaining unchanged.

This would seem the most natural interpretation of the phrase.
But an examination of the footnote on page 42, and of the whole

¥« Industrial Fluctuations,” znd ed., page 41.

* Ibid., Chapter II, page 20, and Chapter XX.

* Ibd,, Chapter 111, page 33, Chapters XVT and XVII, etc.

* “Theory of Unemployment,” Part IV and Part V, Chapter IX.



148 Anralysis of Theories Part I

-

discussion in Chapter V, of Prcou’s “ Industrial Fluctuations
shows that Pigou supposes any increase or diminution in the
amount of industrial goods' offered for agricultural produce to
represent an equivalent increase or diminution in the production
of industrial goods}) In this case, “clasticity 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 concemed 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 play 2 useful réle in the explanation
of the repercussions on industry of agncu.ltuml fluctuations. | But,
as soon as “ elasticity of demand * is thus interpreted, we are
confronted with the difficulty that movements in the money demand
for industrial labour vary in the contrary direction to the * real ™
demand in the sense in which the term “ real” is employed by
Professot Picou. [ He says that the increased supply of agricuitural
produce represents an increased “ real” demand for industrial
produce (and gives rise to an increased * real * demand fqr labour)
only if the démand for agricultural produce is elastic. J(But these
ate the very circumstances in which the monzy demand for industrial
output will dimirish, since a greater proportiod of expenditure
goes in such case to agricultural produce : and, since wage-eamers
tespond primarily to the money demand for labour, an elestic
demand for agricultural produce in terms of monéy and of goods
already produced means an mela.rm demand in-terms. of effort and
employment}
1 The same difficulties and ambiguities are encountered in connec-
tion with Mr. RoserTson’s treatment of the problem in his
“ Banking Policy and the Price Level . 1He enquires by what
process, and with what price accompaniments, a given response
in industrial output (tepresented by iron) to enhanced agricultural
output (tepresented 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 rmdlly 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
effort-elasticity of the demand for wheat and the general price-level
as determined by monetary policy. [ He appears to overlook the
fact that the buyer’s elasticity of demand for wheat in terms of iron
—1in the absence of any change in the total money demand—
influences the money demand for, and supply of, iron and pro famte
the effort-elasticity of the iron-makers’ demand for wheat, _\

[ In a monetary economy, it is never possible to take the eﬂ'ort-l 4
clasticity of the demand for a particular commodity—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 elasticities 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 factors throughout,
is required if it is desired to arrive at conclusions as to the actual
effort-elasticity of demand in any given case. It is not therefore
permissible, in order to indicate the probable consequences on
industry of agricultural fluctuations, to assume a particular effort-
elasticity from the start; for this is equivalent to assuming the solu-
tion of the problem. Nor is it permissible to estimate the effort-
elasticity of demand from actual experience of how industrial
production has responded to agricultural flictuations, and to
proceed to treat the estimate as a relatively stable psychological
function, indepepdent of monetary conditions.

ges in agricultural output of all sorts exercise
B. Influence on a dominating influence over those industries which
indstries using utilise agricultural raw material, such as the food
agricultsral  and textile industries, as also the industries engaged
raw materials. in the handling and transportation of the crop or
animal produceJ
The nexus between an industry and its source of raw materials
is necessarily very close. [In the absence of surplus stocks which
can be drawn on, a short crop will restrict the activity of the
industry which it serves. A bumper crop will lower the price
of the raw material in relation to that of the finished product, till
either the magufacturers decide to absorb it all by increased out-
put or the holders decide to keep the surplus in store.3[In any case,
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the activity of the later stagés 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 vis-d-vis crop fluctuations
as are the industries utilising the produce as raw material.

['In dealing with the “ effort-elasticity ” theories, it
C. Influence was pointed out that the supply of labour varied
on real  rather with the money demand for labour than with
wages.  the demand in terms of goods and services.[But
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 vice
versa if food prices go up. | This is particularly likely to be the
case where wage-scales are based on cost-of-living indices. On
the whole, however, this factor is of little practical importance
in the short run. ‘
[ There is another channel by which the industrial
D. Migration labour supply may conceivably be influenced by
of labowr good and bad crops. Most crops taken indivi-
between fowm «dually, and certainly agricultural production as a
and whole, have to face an inelastic demand (in terms
countryside. of foney) on the part of consumers who have the
choice between agricultural and non-agricultural
commodities. ‘Therefore, good crops mean low farm incomes.
It is conceivable that a fall in agticultural incomes may give riseto
an exodus of labour from agriculture to i >] The process is
kncwn 16 work in the opposite ditection in many countries, where
the agricultural labour supply varies with industrial prosperity.
The converse movement, though rarer, is not unknown.
The mote contentious questions arise when we
E. Effects on come to deal with the effects of crop fluctuations
non-agricultu- on industries not utilising agricultural raw materials,
ral consumers’ ‘These may be divided for convenience into consu-
Zoods mers’ goods industries and producers’ goods indus-
industries.  tries, or again into industries serving the agricul-
- tural population and industries serving the nos-
agricultural population. It may fairly be assumed that, except in
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advanced phases of expansion, the elasticity of supply in face of
increments in the money demand is considerable.

[ The effect of 2 big harvest on non-agricultural consumess” goods
industries will depend on whether the money demand for consum-
ers’ poods of agricultural origin is elastic or not. The Jess elastic
it is the more probable it is that the big harvest 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, mutatis mutandis, of poor harvests. -

While there may be a general tendency for crop

F. Farmers changes to affect non-agricultural consumers’ goods
purchasing  industries as a whole in a given direction, a distine-
power.  tion must be made between those which supply the
agricultural population and those which supply the
non-agricultural population. [‘It is often asserted that changes in
agricultural output affect general business by changing the pur-
chasing power of the agriculturist. Good harvests 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 needs.] It is clear,
however, that this argumcnt in itself proves nothipg. For what
the farmer loses in purchasing power other fedple are bound to
gain, and vice versa. 1Busmess flags in the case of the industsies
supplying the farmer, but is brisk in the case of the industries
supplying other people.]Ulhe net result of this redistribution of
purchasing power will depend on the concrete situation, the
phase of the trade cycle, the credit situation irr the wvarious
countries and localities affected by the redistribution and so on.
t is important to consider the effect of crop fluc-

G. Effects thations on investment both because of the initial
on effect on the activity of investment-goods industries
imesiment. and because of the indirect effect on monetary expan-~
sion or contraction in subsequent periods. ] Roughly

speakmg, the following may be expected to be the effects of a°

good harvest, for which the demand in money terms is inelastic :

(a)\/A. fall in investment by agricultural producers;
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(3)/ A rise in investment by industries transporting and
utilising the crop;

(¢} / A rise in investment by consumers’ goods industries
not utilising agricultural materials, particularly those not
serving the agricultural population;

(@) EA change ,m the amount of investment in holding
stocks of agricultural produce. This aspect has recently
been stressed by Mr. Keynes.D | A distinction must be made
between the initial effect occurring immediately after the
harvest (which will probably be a fall in the value, as distinct
from the physical quaatity, of stocks held as compared with
a normal year) and the subsequent effect (which may be an
increase in the value of the carry-over).

| Strictly 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 investment, depends on the
elasticity of the supply of investible funds in the various countries
concerned] 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 vice versa, might ultimately result in a deflationary
shock to the credit 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. Effects further consequences of crop fluctuations on the
on saving. industrial economy by way of cumulative monetary
expansion or contraction, the effects on investment
must be compared with the effects on saving. 'An excess of
investment over saving would generate an expansion, while an
excess of saving over investment would cause a contraction/
vMr J. H. Kimrx? 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 329
&t saq. o
s * 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 prices/ Obviously, no conclusion as to
the net effect can be drawn « prieri : 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 wunaccompanied by increased
investment, engender monetary contractio
We may now pass from the analysis of the effects
1. Inter- of fluctuations in the total crop of a self-sufficing
national  economy on the indystrial activity of that economy
aspects.  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 international 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 in the case of the United States of
America, and greater in the case of wheat than in the case of fish,/
Thus, in many or most cases, arxrincrease 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 elsewhere will lose to a more than equivalent
extent.) Furthermoreﬂ/ a given increase in the money receipts
of the agriculturists will 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 gencral effect on world
industry of a net world crop vadation cannot be drawn from a
comparison between the agricultural 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

Summary. which fluctuations in agricultural output (good and

bad harvests) exercise their effect upon the economic
system in general 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 monetary expansion and contraction
otiginating 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 different schools of thought—are all relevant
to the problem. [ There can be no “ agriculture theory ™ of the
cycle in the sense of an alternative to, say, the monetary 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-
tural fluctuations as one amongst other potential stimuli in the
cconomic system, What has been said of agriculture and the
trade cycle might be said with scarcely any modification of inven-
tions and the trade cycle, or even of earthquakes or wars and the
trade cycle.

J 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 bad harvests bad. / On
the whole, the arguments in favour of the proposition dominate
the literature on the subject, though the opposite view is not
without support. fThere is of course very little doubt that a good
harvest in & 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—effect 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 fuctua-
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

Inelasticity degree sensitive to developments in all other parts,
of farm  [Jindustrial fluctuations are bound to exercise a cer-
owtput.  tain influence on agticulture. /In practice, however,
this influence is mainly confined to the effects on

the demand for, and price of, agricultural produce, and consequently
on the incomes of the agricultural classes. / 1f there was 2 fairly
immediate and substantial reaction on the part of agricultural
output to the movements in monetary demand, there would be
. 1o 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
cycleis 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—namely, the
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production of durable and investment goods. It is not, however,
altogether impossible that industrial fluctuations may influence
agticultural 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, industrial fluctuations will affect both the demand for agricul-
tural products and—to a lesser degree—their cost of production.
Many writers, including L. H. BEax,! J. M. CLARK,3
Effect on A, Hansen® and J. H. Kirx,$ recognise the impor-
demand.  tant influence exercised on agricultural incomes by
Huctuations in industrial activity accompanied by
similar fluctuations in money demand in general.” There is a
relationship of reciprocal causation (as will be shown in Part II
of this work) between increasing supplies of effective money and
increasing industrial activity; and the same holds true of the
downswing. |Inview of the importance to consumers of products
manufactured with agricultural raw materials, it is not surprising
that part of the general rise and fall in money demand should be passed
on to agriculture. } But the process is tempered by two factors :

¥ The demand for consumers’ goods as 2 whole is more -
stable than the demand for all goods;
.,(l.')' The demand for consumers’ goods of agncultura.l
origin is more stable than that for consumers’ goods as a
whole.

On the other hand, the inelasticity in the supply of agncultu.ral
output tends to make the fluctuations in demand greater, at least
in the farst 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

1 E.g., “Post-War Interrelations between Agriculture and Business -
in the United States,” U.S. Dept. of Apr., Bureau of Agr. Econ. 1.9.
Ec.752.Pa.

* “Strategic Factors in the Business Cycle.”

* *“The Business Cycle in its Relation to Agriculture’ in Jourmal of
Farm Economics, 14 : 59-68, 1932.

s «Agricultire and the Trade Cycle,” Part I.
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unwary as & proof that low agricultural prices and incomes, due
presumably to agricultural over-production, are responsible for
low industrial activity. ~{

[ The cost items of agriculture are largely of agri-

Effect on  cultural origin; and to some extent they will vary

costs.  with the demand for agricultural produce—the
variation being only another aspect of the
inelasticity of the supply:-\

To some extent, however,Jindustry competes with agriculture
for factors of production; and this competition may be so strong
as to force a reduction of agricultural output when demand is high,
and vice versa.

(1) 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. {* The
farmer can finance increased purchase. in part from his own
increased earnings. .J

(2) On the other hand,fthere 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.1

e above treview of the possible interactions of

Concluding agriculture and industry on one another cannot be

remarks.  said to yield a clear picture. “Industrial 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. )
Lastly, variations, however caused, in the demand for and cost of
agricultural produce may, after a time, give vise to variations
in agricultural output which will act on industry like spontaneous
disturbances, and set up a vicious circle of interaction.

! See, especiaily, Gustav Cassel ;: “The Theory of Social Economy,”
Vol. II, Book IV, Chapter XV, § 65.
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CHAPTER 8

DEFINITION AND MEASUREMENT
OF THE BUSINESS CYCLE

§ 1. INTRODUCTION

, There is complete unanimity among economists

“Crisis” that the problem of the recurrence of periods of

and economic depression and the cognate problem of

““ Depression”. 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, 2 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.

* The terms * crisis " and * depression* are frequently used indiscrim-
- inately. Throughout this paper they will be sharply distinguished.
Depression is a continuous state of afiairs of more or less extensive dura-
tion, which will be described and defined in the text. Crisis has two
meanings. In the formal sense, it means the turning-point whick marks
the passage from prosperity to depression : in the general sense, it means
a period of financial stringency, panic, bankruptcies, etc. A *crisis”
in the formal sense—i.s., the turn from prosperity to depression—is
usuzily—but not always—accompanied by a “crisis” in the general
sense. On the other hand, a financial crisis may occur at a time when
there is no *‘crisis” in the formal sense.

12
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§ 2. DEFINITION OF PROSPERITY AND DEPRESSION
IN THE FUNDAMENTAL SENSE

Depression and prosperity may exist in the case

A closed  of a branch of industry, a region, a whole country

economty.  or the whole world.

The international aspects and complications of
the cyclical movement will be considered in Chapter 11 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 beforte we turn iz exienso to all the
complications and qualifications in the argument necessitated
by the fact that in the real world we are concerned, not with a
ogumber of independent economic systems, but with a system of
interdependent and interrelated countries.

{Depression means a state of affairs in which real

J Altematx'w income consumed per head, real income produced

eriteria. ' (volume of production) per head and the rate of

employment are falling ot are subnormal in the

sense that there are idle resources and unused capacity, especially
unused labour.)

(P:ospericy, on the other hand, means a state of affairs in which
the real income consumed, real income produced and level of
employment are high or rising, and there are no idle resources or
unemployed workers, or 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 employmeat of
all the factors of production.

Real income consumed, real income produced, rate of employ-
ment—the three are comparatively precise concepts and evea 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 calls for defipition in
terms of more precise and measurable magnitudes—and, as such,
real income consumed, real income produced 2nd rate of employ-
ment are at once indicated. For all practical purposes, therefore,
prosperity and depression are sufficiently precisely defined in
terms of one or the other or all three of these magnitudes.t
In recent years, unemployment has frequently
“ Employ- been taken as the sole criterion of the economic
ment”  situation of a country. It must not be forgotten
erigerion.  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 countdes. Even if these two factors are dis-
regarded, the fact remains that in some countries unemployment
remains on a high level over long petiods—e.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™
unemploymeant.

* 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 -
8 host of intricate problems, The whole literature on the construction
of index-numbers of the price-level and volume of production and the
cognate problems——other than the purely statistical problems—which
they raise, has its relevance in this connection, It need not, fortunately,
detain us at this point, since (as we shall see) the fluctuations with which
we are concerned are so marked as to be visible, whichever of the current
definitions and methods of measnrement of the fundamental magnitudes
is adopted. Exceptional cases are conceivable where reference to other
criteria is indicated—for exampte, where adverse influences on the real
income consumed or the real income produced are ofiset 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 working-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 that such exceptional cases are of any considerable practical
importance. :
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Even with all these qualifications—which are equally applicable
incideatally 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 dcpression or deterdoration of the situation in spite of the high
ot 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 difference between the two consists in the fact

! No reference is made in this connection to statistical difficulties 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 namber of registered nnemployed, 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 worlrers to acoept work
at the prevailing rates.

* It may be urged that, i manufacturing industries, which are pot
dependent upon the weather, a divergence between volume of production
and rate of employment is impossible. But this is not the case—even
apart from the destruction caused by earthqualkes, fires, explosions and
the like, Where there is no reduction in the labour strength, a fall in
the volume of ontput is conceivable, if less capitalistic methods of pro-
duction are employed. There are theorists who maintain that this
actually bappens during the depressior. Quantitatively speaking,
however, in the absence of unemployment, fluctuations in production
would certainly be reduced to relatively small proportions.

Professor ¥, Machlup says : “If wages were perfectly flexible, there
would perhaps be no sharp fluctuations in employment, but there would

1
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that real income consumed is confined 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 2
while real income produced includes also additions to the stock
of goods of 2 higher order (producers’ goods, raw materials, etc.).
If wages or incomes in general are flexible, and
“Consumption” unemployment is avoided more or less completely
eriterion. 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,
¢.g., of a depression in certzin 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.

" ., In a closed economy, the situation is usually less
*Production involved. But even here the movements of real
income consumed and real income produced may
diverge. It is conceivable that the volume of consumption

eriterion.

be fluctuations in wage-rates instead” (“Professor Knight and the
Period of Production™ in Journal of Political Economy, Vol. 43, October
1935, page 624). See also J. Robinson on “Disguised Unemployment”
in Economse Jowrnal, June 1936,

! 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 a.ccountmg problems which arise in
this connection.

* It is worth pointing out that the term “volume .of production”
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—e.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 thaa the volume
of consumption.?

On the other hand, if 2 commuanity adds to its capital equipment,
the volume of production may tise 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 frequently arises, to a greater or smaller extent,
when business is recovering from 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 extént.

We may conclude that a combination of the three

Conclusion. indices—(1) employment, (2) 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 atrive at some indication on the
basis of the considerations above set forth.

! Volume of consumption can be taken as the criterion, if the time
element is introduced. A commnunity living on its capital is prosperous,
for the time being; but the prosperity cannot last.

* Profits and losses are frequently regarded as the essential charac-
teristic of the business cycle : bat it would not seem advisable to rank
them with the three fundamental elements indicated above. The term
“profit” is vague and misleading. What are recorded statistically
as“ profits » (e.g. profits of corpora.t:ons) 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. Piofits in the sense in
which economic theory uses the term are part of the national income
and, as such, are included in “real income”™. The absence of profits—
or losses—in this, the strict, sense of the word is the very essence of
perfect equilibrinm of the economic system ; and a state of perfect economic
equilibrium, with full employment of all available resources, is surely a
state of high prosperity.

The term “loss™ also lacks precision. Axn individual, commercial
loss need not be a loss to the commaunity. The invention of a mew
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 SENSE

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 sub]ect to fluctuations, that the volume of
production, national income and level of employment should
sometimes be above and sometimes below the average or trend
is not indeed surprising. An alternation of periods of depression
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 merely, 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 concemed.
The mysterious thing about them is that they cannot be accounted
for by such “ external ® causes as bad harvests due to weathet
conditions, diseases, general strikes, lock-outs, earthquakes, the
sudden obstruction of international trade channels and the like.
Severe decreases in the volume of production, teal income or

used in the process suppla.u.ted : but such losses do not constitute a de-
terioration in the economic sitnation of the community. Profit-and-loss
statistics are no doubt 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 sense (§3).
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level of employment as a result of crop failures, wars, earthquakes
and similar physical disturbances of the productive processes
rarely affect the economic system as a whole, and certa.mly do not
constitute deprcssxons in the technical sense of business-cycle
theory.l L_By depressxon in the technical sense we mean those
prolonged and conspicuous falls in the volume of production,
real income and employment which can only be explained by the
operation of factors originating within the economic system itself,
and in the first instance by an insufficiedicy of monetary demand
and the absence of a sufficient margin between price and cosf)

If external disturbances of the kind refetred 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 peculiar response of the
economic system.?

The continuance of p::oduc'tion is matcrially petfectly possible.
The necessary capital equipment is there; so is the labour-power :
so are the raw materials and semi-finished products, Yet somehow
a large part of the factors of production cannot be combined; the‘\
economic machine does not function smoothly : the price system |}
is out of equilibrium.

54. BASIC FACTS ABOUT THE BUSINESS CYCLE

In any attempt to apply our fundamental criteria

Four phases of prospcrity and depression in order to locate and
of #he ¢ycle. measure in exact form, over any cqosiderable length
of time, the phenomenon which is the subject of

out study, we are at once confronted with the dlﬂicu.lty that the

3 This by no means excludes the possibility of such external distnrb-
ances having an indirect infiuence on the business cycle in the technical
sense, On the contrary, we shall see that those disturbances play their
rble by starting or reversing, retarding or accelerating, internal processes
of expansion and contraction of cutput and employment.

® This is clearly revealed by the fact that external disturbances, such
as a war or an earthquake, which 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.
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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, and in the case of 2 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 thtm 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 tarning-points from boom to slump and slomp to boom. We
divide the whole cycle in four phases or parts:e
(1) The upswing (prosperity phase, expansion);
(2) The downswing (deptession phase, contraction);
(3) Theupper turning-point—that is, the turn from prosperity
to depression (down-turn, crisis in the formal sense);?
(4) The lower turning-point—that is, the turn 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

' The terms “expansion™ and “contraction” are sometimies used
in the purely monetary senss of expansion and contraction of credit
or money. We shall fise them, where no other meaning is implied by
the context, to denote the complex phenomenon—expausion and contrac-

" tion of production and employment pius expansion and contraction of
the circulating medium, For the purely monetary aspect, we shall
usually employ the terms *“inflation” and ' deflation™,

3 See note ! on page 161.
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GENERAL INDICES OF CycLicAL MOVEMENT IN VARIOUS COUNTRIES.

‘For explanations, see Appendix I, page 347.
The principal crises are indicated by arrows,
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GENERAL INDICES oF CYCLICAL MOVEMENT IN VaRious COUNTRIES,

For explanations, see Appendix I, page 347-
The principal crises are indicated by arrows.
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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?
In the pmdmg graphs the cyclical movement
Varions in a number of countries is represented by variocus
indfces  indices, a description of which is given in Appen-
recording dix 1. An inspection of the diagrams shows an
the cyele.  almostperfect concordance in the movements of diffe-
rent curves. There are sometimes slight deviations;
but they seldom exceed one year. They can often be explained
by inaccuracies in the figures or in the desctiption in the annals.
The conventions which have been adopted for the graphical repre-
sentation of the “Anpals” must be kept in mind, if 4 misleading
impression is to be avoided. Only a few gradations of prosperity
and depression are distinguished, so that neither the amphtude of
fluctuations not the speed of recovery-and decline at vatious”
points can be adequately indicated. Both the high and the low
-conjunctures tend to be represented by horizontal straight lines
masking the turning-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 production
indices show a pronounced trend movement, on which the cyclica.l
fluctuations are superimposed, in the employment series—exeept in
the case of the United States of America—and the Reference Cycle
Curve, the trend is eliminated by the method of their construction. -

These ciirves represent the business cycle in the genéral 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 “our

1 Various writers have elaborated different typical cycle pattems,
The Harvard Economic Service, 8.¢., distingunishes five phases : depression,
recovery, business p: ity, financial strain, industrial crisis. Spiethoff
has a still more compli scheme. But these schemes are based from
the outset on a particular view as to the causation of these fluctnations.
They imply generalisations which do not fit all cases. Therefore they
cannot serve as starting-points, but are the result of the analysis.
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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 réle, since our production and employment
figures relate to industry dlone.

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
cither themselves constituent 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 “ auziliary ™ or
* symptomatic™ series, as they may be called, ate bank clearings,
bank dcposit‘s, other monetary seties, price series, transportation
figures, bankruptcies, etc.

§ 5. -THE SECULAR TREND

. The economic cycle in which we are primarily
Varions  interested is that alternation of relatively prosperous
copponents of and depressed times, together with all the concomit-
#me-series. ant 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 (1) the business cycle proper, we find other movements
* reflected in the time-series of important economic magnitudes—
.namely, (2) a secular trend, (3) seasonal variations within the
span of one year, (4) octasional disturbances attributable to erratic
forces from outside the economic system in the strict sense, and
(5) the so-called “*long waves > covering periods of fifty years

or aore.

The secular trend relates to the continuous rise
The meaning in volume of production, real income, production
of the trend of particular commodities, real wages, etc., which
in different ‘has taken place, with relatively short setbacks, during
series,  the pineteenth and twen 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—and 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
secilar change should take place at a constant rate, or that it
should always slope upward along a smooth curve which can
confidently be extrapolated into the future, Noz 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 increasing stock of technical knowledge. Obviously, the
situation is quite different in the case of-money prices and money
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 certzin 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 unfortunately _
no agreement among economists. Some writers believe that
prices should gradually fall when production expands: others
predicate a stable price level : others, again, incline 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 tread—if there is one—should be interpreted
in quite a different way from a trend in the physical quactities of
production. -

At this stage, being primarily interested in cyclical movements of
the order of magnitude of three to twelve years, we are concerned
not so much with the * secular trend * as with the departures
from it which our series exhibit. As for the other movements
in the various economic magnitudes, the seasonal fuctuations
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—not shown in the annual data—do not constitute & serious
theoretical problem, nor do the irregular changes or disturbances,
such, for example, as the general strike in the United Kingdom
in 1926,

§ 6. BUSINESS CYCLES AND LONG. WAVES
S e g kot et e

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 which according to many writers (KONDRATIEFF,
Worrinsgr and others) show themselves quite clearly in a number
of long series such as those of production, wages and prices.
These long waves or trend cycles extend over 2 period of fifty to
sixty years; and the short cycle, for which we reserve the
expression “ business or trade cycle ”, is superimposed on them (in
much the same way as the seasonal fluctuations are supetimposed
on the business cycle).

Avoiding figurative language and leaving aside

Facts about all speculations and dubious hypotheses, the broad

the long  facts about these long waves seei to be as follows.
waves. It is possible to distinguish during the nineteenth
and twentieth centuries alternating periods in

which depression years and prosperity years zespectively predo-
minate. These periods extend from twenty to thirty years, and
each of them comprises two to five complete business cycles of the
short type. These pericds are, according to Professor SprETHOFF,
for Western Europe (1) 1822-1842, (2) 1843-1873, (3) 1874-1894,
(4) 1895-1913. The first of these periods contains two business
cycles in which the depression phase was much Ionger than the
prosperity phase. In this whole period, Professor SPIETHOFF
counts nine prosperous and twelve depressed years. In the
Jsecond 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 and mild. The #bird
period (1874-1894) begins with the prolonged and extremely
severe depression of the seventies. It contains two and a-half
cycles, and Professor SPIETHOFF counts six prosperous and fifteen
depressed years. This gloomy period is followed by a fowrsd
peroid (1895-1913) which 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 yeats stand against fifteen
years of prosperity, deptessions being short and mild.
We do not deny that there is an interesting
Necessity  phenomenon in the « long waves ” which calls for
Jor previons explanation. Some prima facie plausible hypotheses
analysis of have been put forward to this end. There are
shors waves. 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 the slightest probability
that a cycle of fifty years of so will always be produced ? Are
we at all justified in extrapolating these waves 2. Is there any
sepse in such statements as that the present depression is so severe
because we afe not only in the downgrade of a short, but also
of a long, wave ? Why is it that periods which are under the
spell of one of these long-range forces are themselves 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
independently of, and alternatively to, those that 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 (2.
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 Schumpeter’s hypothesis about the long waves.
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§ 7. 15 A GENERAL THEORY OF THE CYCLE POSSIBLE ?

Until now we have discussed the essential charac-

Each cycde teristics of the business cycle—that is, those qualities

an bistorical in the absence of which the phenomenon “ business
individual. cycle ” docs 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.
Close 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).
Each cycle, each period of p:ospenty or depression, has its special
features which are pot present in any, or not_in 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-disttibution of the popu.latlon, habits and
preferences of consumers, social institutions in the widest sense
including the legal &amework of society, practice in the matter
of interventions 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 generdl This point with regard to the dissimilarities
sheory possible between different cycles raises the question whether

“it is possible to make any general 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
agricultural countries of Eastern Europe and overseas. (“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 external
disturbances.)

The question cannot be answered @ 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 believe,
_on the contrary, that a very general theory 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.

1 The mere fact that each cycle is an historical individual is not a
sufficient argument against a general theory. Are 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 preveut all
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 than pauvretd is the
cause 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 defined the cycle. But,
if there are other similarities, they may, as symptoms, throw light on the
causes,
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It will be shown that any economy organised on
Order of the such lines is liable to cumulative, self-reinforcing
argumeni. processes of expansion and contraction. The first
thing to prove is that these processes are self-
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 npext step will then be to discuss why these processes of
expansion and contraction always come to an end. Maust they
come to an end ? Cannot they go on indefinitely ? Why does
expansion not lead to stable equilibium ? Are periods of
expansion interrupted and reversed by accidental disturbances,
or do they necessarily give rise to maladjustments ?

We shall see that in these respects various possibilities are
open, which do not exclude one anocther, and that there is no
reason to postulate a single solution which must apply to all
cases. .

* The guiding principle of our approach is *o proceed cauntiously step
by step. We do not assume from the outset that there is a cycle in the
sense that prosperity must necessarily be followed by depression and
vics versa. That may be the final conclusion of such a study as the
present; but it cannot be assumed from the beginning. Therefore we
start with the most general aspects of the problem, which do not yet
imply the existence of a cycle in the strict sense just indicated, and then
proceed to less and less general features, where the conclusions depend
to an increasing extent on the particular social-economic environment.
This procedure has the advantage that it does not close the door to more
ambitious theoretical constructions. But it would seem that such
constructions cannot be safely undertaken except on the basis of such
Ppreparatory analyses,
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§ 8. TWO REGULAR FEATURES OF THE CYCLE

There are two features which we can observe in

Parallelism every cycle, probably without exception, although

of production they are not implied by our definition of the cycle.
and monetary They ate therefore of the utmost suggestive value
demand.  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 calls for
special statistical verification at this point. It is only necessary
to 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
. constant? in the upswing and fall in the downswing. It follows
that the money value of production and of transactions 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. MYV, the quantity of money X velocity of
circulation—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 mogey value of production and the
money value of transactions relating to goods—of the * industrial
circulation ”, to use an expression of Mr. Keynes. It may not
always be true—or at any rate irregular fluctuations may occur—
if stock-exchange transactions (that is, the * financial circulation
in Mr. KeynEs’ terminology) are included.

! The case of constant or even falling prices has occurred, so far as I
Iknow, only once—i.e., during the last boom in America and elsewhere.
Even in this case it was only true of commodity prices : factor prices and
stock-exchange prices rose.
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It should be noted that these propositions do not follow from
_the definition of prospesity 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 contrary is true, that a higher pational 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 understandmg
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 seénse of monetary policy (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 play a 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,

A pma]! 4 less self-evident feature—namely, the fact that the
wide production of producers’ goods fluctuates much
Jfluetnations more violently than the production of consumers’
in producers’ goods. As may be seen from the following
Loods. graphs, this is true in a relative, and in many cases
also in an absolute, sense. If we measure the

amplitude of the cycle cither by changes in the total volume
of production or by changes in the total 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, unaccompanied by changes on
the money side, that is what one would expect.
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Propucrion AND EMPLOYMENT BY GROUPS OF INDUSTRIES.

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 principal crises are indicated by arrows.
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contribute motre 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 are in many countries approaching or outstripping the latter
in importance, as measured, e.g., by the number of workers
employed in both branches. It may happen, however, in countties
-or semi-closed economies where the producers’ goods industties
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 fluctuations measured with reference to
“normal ” production (f.c., the relative fluctuations) is greater
in the producers’ goods industries, Moreover, not only is their
amplitude greater, but the fluctuations in these industries are
much more regular, and conform much more closely with the
business cycle in general, than the fluctuations in the consutners’
goods industties,

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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CHAFPTER 9

THE PROCESS OF EXPANSION AND CONTRACTION

§ 1. ™NTRODUCTION

In this chapter, the mechanism of the expansion

The problem and contraction processes will be analysed. - We

stated.  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 ia fact it is

normally started, whether it can or cannot go on indefinitely,

how it can be, and how it is in fact, interrupted, whether it is

automatically brought to an end—all these questions will be taken

up in exsenso in the next chapter, although it will be impossible

to avoid all reference to them in the present chapter, if only by
way of implication 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 modern business cycle theory, we are likely to find it here.

A. The Expansion Process

§ 2. GENERAL DESCRIPTION OF THE MECHANISM UNDER THE
ASSUMPTION THAT THERE ARE IIN'EMPLOY.ED PRODUCTIVE RESOURCES

We begin our analysis of the process of expansion

Elasticity at its starting-point—viz., . at. the. bottom of the
of supply. depression. This means in effect that we start
with a sit'uation where there are unemployed

productive resources. The analysis of an expansion which 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-
_pletely or almost completely elastic 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 2 situation, there are nio
technical reasons why production should not be increased at short
notice all along the line in almost all stages and braaches 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 nnemploy-
ment from the beginning, it is said, because it is the thing which has to
be explained. Butsurely it must be possible and legitimate to investigate
what happens when business has begun to ®xpand 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 witly the cycle are considered is a matter of exposition rather
than of logical necessity, Furthermore, the question whetbher an expan-
sion can start from a sitvation 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 ecomomicy
by no means implies full employment of all the factors of production.
There are, first, apparent exceptions which really turn on the proper
definition of unemployment. (Cf. A. C. Pigou, * The Theory of Unem-
ployment,” London, 1933. PartI, Ch. 1) In any economy, there are
means of production which could be used but are not used because it does
not pay—submarginal land, unemployable workers, etc. Secondly, volun-
tary nnemployment does not count. I, at the prevailing wage-rate, cer-
tain people do not care to work, they are not to be counted as unemployed,
Thirdly, if the prices of some factors of production (s.g., wages) are kept
too high by a monopoly, by State interveantion, by tradition or for any
other reason, there may be some unerployment (unused factors) comsis-
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 te an impossibly
lowlevel. Butsuch a caseis outside the limits of the economic equilibrinm
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 wﬂl
be discussed below (see page 255).
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been opened up and large sums are being invested over a
considerable period of time at some point in the economn:
system (to build, say, a new railway line).

Assume that the necessary sums are raised in

Reciprocal such a way as to bring about an increase in the

sfimulation effective circulation of money. The funds for the

of investment investment are not withdrawn from other uses,
and but consist of money newly cteated by the banking
consumption. system, or come out of hoards of unused purchasing
power. The monetary details will be discussed in
§ 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, semi-finished goods and implements,
etc., are bought or ordered. Note that there is no sort of guararitee
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)! through which a smaller or larger
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 mzy 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” goods will be
stimulated. This reacts favourably on the higher stages. of
production. Idle monetary funds are set in motion; and the

* The point has been discussed at length by Mr. Kahn, Professor
J. M. Clark, etc., in connection with the probable effects of public works.

¢ Additional supphes 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 once or with a lag will depend on the existence of excess capacity at the
moment when revival starts, on the “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 dectease 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 2 slowing-down «of the
general expansion, whereas in the eatly 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.
.prices 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 2 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
Investment in prices and profits, is bound to create in the business
fixed capital. world a more optimistic outlook in general and in
particular an egpectation—no matter whether justi-
- fied or not—of a further rise of prices. ‘This will induce eatre-
preneurs to erbark 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 for 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 permit the amortisation of the invested
capital, and there are no other 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 anticipation 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 upper
turning-point.

The above analysis of the expansion process can be put in more
technical language. If we describe the initial expansion as being
due to a divergence between the natural or equilibrium rate of
interest, on the one hand, and the money or market rate of interest,
on the other, the cumulative continuation of the expansion has to
be ascribed to the fact that the price rise (or profit tise) induced
by the initial divergence 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 other terminological 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.

§ 3. THE MECHANISM OF EXPANSION UNDER THE ASSUMPTION
OF FULL OR ALMOST FULL 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 gencrally,
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
8 consequent possibility that the full employmeat level 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 ate 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 produc-
From rise in tion are drawn into employment, the supply of
ontput to rise factors of production and of goods in general
in 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 increasg in monetary circulation
will have been absorbed by a rise in the output and tutnover of
goods, and a smaller part by increasing ptrices. When full
employment is being gradually approached, this necessarily
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 § 5, 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 at 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 Erom,
the level of full employment.

Having sketched the process of expansmn in gc:neral, we may
go on to consider vatious points in detail. This will be done
in §§ 4-6.

§4. THE MONETARY ANALYSIS OF THE PROCESS OF EXPANSION

An expansion of the monetaty circulation, in the
Importance of sense thatthe money value of the volume of produc-
total demand. tion and total demand for goods in terms of money
per unit of time increases, is (as we have seen) a
:egu.la: 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 passw with the rise of employment and production. 'We
need not pause to explain why in that case re-employment 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 market in technical language as being due to a discrepancy
for imvestible betweea the money or market rate of interest on the
Junds.  one hand and the natural 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 patural or
equilibrium rate}! it seems advisable to adopt a slightly different

3 Different 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 ont in natura.
This definition raises a host of difficulties which need not here be discussed.
By others the “natural” rate is defined as the equilibrinm rate, But
what are we to understand by * equilibrium™ ? Four of five different
possible interpretations at once suggest themselves.

These difficulties need not—fortunately—here be discussed. It will
be sufficient to say that it is premature and inadvisahle 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 2 demand side and a supply side. ‘This is not quite the same
thing as those sections of the demand and supply which actually
appeat in the market for loans or credit, because abstraction is
made of the contractual element in the debtot-creditor relationship.
Entrepreneurs or corporations, for example, who invest theit own

“money appear both on the demand and on the supply side of 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
differences in the type and quality of investible funds, and
speak as if there was opnly one, instead of a whole range, of
interest rates. We may suppose both the supply and the demand
for investible funds to be expressed in the form of curves or
schedules in the familiar Marshallian 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.e., 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 terminoclogy
which is developed in the text will make it possible to express clearly
and correctly all that is indicated by these terms in trade-cycle literature.

t Since we assume as a first approximation a perfectly smoothly-
working market for investible funds with only a single rate of interest,
the problem of self-financing does not present special difficulties. It is
assumed that it malkes no difference whether the money invested is
borrowed or not. The opportunity cost is in all cases the 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 iz alleged that self-financing leads easily to “ 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 ** ploughed
back ” 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. If 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 iavested 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 perfectly elastic over
that range. It may be vertical—in which case the supply is said
to be perfectly inelasticc. 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 refcrenoe 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 2 short period of time. We shall
soon have to speak of shifts of these curves in time—that 15,
between successive pomts or short periods of time.:

Let us now enquire about the factors which determine the
shape of these curves.

, The demand curve for investible funds bears

The demand a close relationship to the cutve of the marginal

curve for  profit rate. By profit rate we understand the rate

investible  of profit in terms of money which an entrepreneur
Jimds.  expects to derive from a concrete piece of invest-
ment. We may conceive the various investment
opportunities existing at & 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 borne by the suppliers of investible
funds—and it is convenient to allocate all tisks to one or the other
side of the macket—this schedule is identical with the demand

I4
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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”  countas investment only “ net ” (or “ new *’} invest-
imvesiment ment or “ total ” {or *“ gross ™) investment ? ‘The
and ““ gross ” difference between the two is reinvestment or
invesiment. teplacement requirement. Gross investment = net
investment + reinvestment. Gross investment is
roughly the same as production of producets’ goods, the only
difference being production of consumers’ goods which are not
consumed, but stored up in the shape of stocks, ot 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 investmment, we must consider the
possibility of its becoming negative (although this contingency
will not arise so long a2s we deal with the expansion process).
If, namely, gross investment does not cover replacement require-
ments, the difference 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 thetefore elect to interpret investment as gross investment.?

4 Tt will be seen that we do not speak of ¢he profit rate obtaining ina
country. Naturally, for different investment plans different profit rates
are expected. We speak of the marginal profit rate and we do not say
that there is a difference (or equality) between the interest rate and the
profit rate, but we say that the interest rate is eqnal to the marginal
- profit rate. b )

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 and lender, or it may not be couated at ail. These complica-
tions we ignore for the time being. Compare, however, footnote ® on
page 228 below.

‘% We may put the matter also this way : Gross investment is what
actually is iovested. It is always a positive figure. Replacement
requirement is a calculated magnitude—viz,, that amennt which will
have to be invested if the existing capital stock is to be maintained.
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'There 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 meant by * keeping
the capital stock intact®! Secondly, since we assume that
people act rationally, it should rezlly 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 yield 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 demand side as including
reinvestment, we must be careful to apply a correspondingly
broad definition on the supply side, to the discussion of which we
pow turn.
' The supply of investible funds may be said to
Supply  flow from three sources—from amortisation quotas,
of investible from new savings and from *inflation” in the
Junds.  broad sense (including, not only newly printed
notes and newly created bank money, but also
withdrawals from existing hoards of money). The first two
items, which we may lump together as * gross saving *’, leave
the total demand for goods (MV) constant. Inflation implies an
increase in total demand for goods, & rise in M and for in V.
This statement requires elucidation in vatious 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 ™ in Ecouomica, August 1933,
Pages 247 &t seq.

Pigou : * Economics of Welfare,” Part I, Chapter V {* What is
meant by maintaining Capital intact *), and Economic Journal,
June 1935, page 225.

Keynes : " The General Theory of Employment, Interest and Money,”
pages 38 et seq.

* 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 'self-financing. But we
shall ignore them for 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 coincide 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 2 whole, both processes are more continuous and run
parallel. During any period of time, a number of firms use their
amortisation quotas to accumulate balances or to repay loans, thus
* adding to the supply of investible funds in the market, while others
draw on their balances or borrow from the market in order to
replace their equipment. The reason why it seems advisable to
include replacement on the demand side and amortisation quotas
on the supply side has been given above. Since, however, during
the process of expansion with which we are now concerned net
additions to the capital stock are supposed to be made (whatever
the exact definition of this magaitude may be), we may deduct
amortisation from the one side and replacement from the other
without running the tisk of obtaining a negative figure for invest-
ment and censequently for demand for investible funds. There-
fote, so long as we are dealing with the expansion, investment
may be interpreted as det investment.* If we adopt this proceduse
in order to simplify the further discussion, we have to d1stmgulsh
only two sources of supply—viz., saving and inflation.
The statement that the supply of investible funds
Savings and which would be forthcoming at a given point of
inflation. time or during 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.
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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.?

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 ?

Now we turn to saving. By saving we under-

Supply  stand—as everybody does—income minus expendi-

of saving. ture for consumption.. Here, again, it is necessary
to introduce the time factor. We must distinguish

between currently eamed income, which is simply the money
value of the net output of the economic community, 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
monthly, dividends quarterly, half-yearly or yearly : rents are paid
at similar intervals; while farmers’ incomnes also come in to a
considerable extent annually. There are, of course, exceptions
to this rule, particalarly in small-scale trade and handicraft where
entrepreneurial withdrawals may také -place practically conti-
nuously; but the exceptions are of so little practical significance that

* 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 objection that savings must be
equal to investment does not imply a difference of view as to the facts :
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
been guilty of inconsistent definitions. But this in no way invalidates
what they have to say as to the importance of an excess of mvstment
over saving in the sense indicated in the text,



198 Natyre and Canses of the Cycle Part II

they may. be neglected in consideration of the immense analytical
advantage of such a simplification.

The fact that incomes are earmed 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, 2nd
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 chosen as a unit of time

. Supply from the income currently earned (that is, the sum of

inflationary consumption expenditure and investment) exceeds

sosrces.  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 eamed 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 rate of saving are likely to have on the development
of the expansion process will be discussed below in § 6.)

1 A reservation must be made as fo that part of the invested money
which does not at once become income, but becomes amortisation
quota. If we work with gross investment 'on 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 “nret 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 2 short period of time.

We shall have to make further assumptions as

The shape follows. The supply of investible funds is some-

of the supply times very clastic, so that a higher demand can bé

curve. 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 2

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 first take that part which is fumished by saving from
current income. It is very probable that, ceferis paribus, the
amount of saving becoming available for investment does not
react strongly to changes in the interest rate, If there is 2 reaction
at all, its direction is not clear. When the rate of interest rises,
people may just as well save more and spend less on consumption
ot 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, e.g., generally assumed that the rate of saving rises with rising
income. It is not unlikely that it varies, 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 or
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 Jeast in the short run, inelastic in respect to changes in the
interest rate. Hence the asserted elasticity in the total supply

! Compare § 6 below.
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* must depend on the elasticity of that part of the total which is
furnished by “ inflation .

~We shall bave to dlscuss the factors which determine the degree
of elasticity 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—hoards of firms and individuals
—the situation is more involved. All the considerations which
havc been put forward in recent times unde.r 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, ceferis paribus, 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 source.

The clause ceteris paribus calls to mind the limi-

. Movements -tations of our elasticity concept. - If we say that
. along, and  the supply has a certain elasticity, this refers to a

movements of, point or short period of time, But what we want
the curves. 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 cutves in time. We substi-
tute, SO to sey, a ciné-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 clearer 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 differences between
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the money or matket rate of interest on the one hand and the natural
.and equilibtium 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 difficulties and paradoxes which have not been adequately
explained so far. o i
It should, however, be kept in mind that thetd
Swhdivisions are other difficulties which are not removed by our
-of the capital treatment of the matter. We speak of #he rate of
market.  interest for investible funds, whereas there are in
reality a multitude of rates with complicated inter-
relations—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 furnishing
security, the risk involved, etc. ‘The assumption of a homoge-
neous capital market is a drastic simplification. For the tire
being, we try to overcome this difficulty by interpreting the market
rate of which we speak as somehow 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 find 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 §§ 2 and 3.
It has been assumed that, in one way or another,
Cumulative the expansion has been started. The wvarious
expansion  initiating forces or “ starters * will be discussed in
process.  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 a2 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-—and if the supply of
investible funds from inflationary sources is not inelastic, the result
will be a further inflow of new money, which in turn will tend
to force the demand curve further to the right, and so on.
The force of the expansion is usually further
chmm.r:au.r intensified by a change on the supply side which is,
on supply in itself, a consequence of the expansion. The
of funds. supply is likely to become more plentiful—that is
to say, the supply eurve is likely to shift to the right
—because of a tendency to dishoard on the part of the public
and the baoks. When production increases and prices rise, not
only the entrepreneurs—i.e., the borrowers-~but also the lenders,
bagks and investing public are likely to take a more optimistic
view. During the contraction, a series of bankruptcies and
failuses -will have made them more and more reluctant to lend.
Now, with the progress of expansion, many bad debtors unexpec-
tedly begin to pay interest on their debts or even to repay them.
Frozen credit§ 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
Time  sequence of these various changes. The change
sequence.  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—a development which, super-
ficially regarded, might seem to contradict all accepted principles
of economic theory. ‘The situation in the gold- and sterling-bise
countries during the last few years seems to offer 2 good illustration.
In the stetling bk¢, continied 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.?
It is extremely important to realise from the
Velatility beginning that both the demand curve and the
of demand  supply curve for investible funds are subject to
for funds. frequent and rapid shifts. They are influenced,
"not only by technological factors—e.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 tantamount (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 MV, 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 MV. It is very important to recognise in
pnnc.lplc that this need not be, and rarely is, the case. In the
investigation of concrete cases such as the ptobable influence of
some measure of economic policy (e.g., imposition of a tariff,
devaluation of a cutrency, public wotks, etc.), or of spontaneous
changes such as changes in the demand for particular commodities,
many perplexing consequences which are quite inexplicable on a

 This explains also the fact that sometimes increased borrowing by
the State for wnproductive purposes {e.g., armaments} makes the money.
and capital market more rather than less liquid.



204 Nature and Causes of the Cycle Part II

tigid static analysis, which assumes MV constant, can be cleared
up by taking into consideration changes in MV produced or
induced by the measute or event studied. We shzll 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
monetary  originate in different ways. It remains to inves-
expansion. tigate the ways in which it can, and the ways in
which it will usuzaily 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 teliable). We shall do better to start with
those magnitudes which are statistically measurable, viz. :

(4) Legal tender money, notes, coins;

(4) Bank deposits subject to cheque; -

(¢) Velpcity of circulation of (5).
" These three items constitute, of course, only a fraction of the
total in which we are interested. We cannot readily measure the
velocity of (4). 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 mplymg cha.nges in the
vcloc:ty of circulation of money proper or in the quantlty of money.
In any case—and this is the important thing—an increase or
decrease in the total demand for goods in terms of money can be
effected by such practices.) '

* There is, of course, no intention to assert that this has been completely
overlooked. It is only snggested that the wariability of MV has not
been sufficiently stressed and that one of the disparities between business-
cycle theory and general equilibrium theory seems to have its root here.

4 Statistical explorations in this field have recently been made by Pro-
fessor J. W. Angell. See his bock “ The Behavior of Money,"” New York,
1936.
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§ 5. 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

The essence  reasons, changes in the demand for, and production

of the  of, finished goods give rise to much more violent

“ geceleration changes in the demand for, and production of,

principle ®. 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 L, pages 8o ef seq.).

Tt remains to determine its place and function within the mechanism
of expansion. :

The essence of the acceleration principle can, as we have scen,
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 for some 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

Repercussions affected by changes in capital construction, it is

on demand illegitimate to presuppose a cyclical fluctuation of

Jor finished consumers’ demand, and then to use the acceleration

goods,  principle to explain the larger fuctuations in the
production of capital goods.

The principle therefore—quite apart from the necessary qualifi-
cations previously discussed—must be given its proper place within
the framework of a more elaborate theory of investment, in connec-
ton with which it is applicable to a particular case under highly
simplified conditions—namely, the one-way causal relationship
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from the demand for consumers’ goods to the production of
producers’ goods.! 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
ot teinvestment. As has already been pointed out, it may be
convenient to speak of *total ” or * gross ” investment in dis-
tinction to “new ” or “mnet ” 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 a4 whole, since it involves
defining what is meant by maintaining the capital stock of society
intact. It is still more difficult to measure it statistically—that is,
to distinguish during a given period between replacement of
worn-out capital and additions to the capital stock. Fortunately
we do not need for many purposes to make the distincton. It

suffices to speak of production of producers’ goods. But, roughly
speaking, the fact that production of producets’ goods fluctuates
more violently than the production of consumers’ goods—which
is taken as an index for consumption®—indicates that there is net
investment 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
Réle of the factors which detesmine the volume of invest-
_ anticipations. 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 investorexpects thatdemand for
his product will be forthcoming. But actual demand is certainly
one of the most powerful factors in shaping the anticipations

* Other applications of the acceleration principle concem, s.g.,
“horizontal” shifts in demand, and events occurring entirely within
the sphere of investment goods. .

* A reservation must be made regarding the fluctuations in stocks of
consumers’ goods. There is no consumption corresponding to that part
of the production bf conyumers' 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
xnduced in the mind of the producers.!
Supposing, however, that a producer of a certain
Ratic  commodity has formed his conclusions as to the
of capital probable volume of the future demand and is

‘#o labowr. tesolved 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 commeodity 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 qualification 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 after 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 machinery is thought to be desirable. But the point
where it becomes desirable is not 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 the expectation that it will be maintained
to the expectation that it will go on rising at a constant or mcreasmg
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 tsing cost. The
decision to increase the plant is influenced—apart from the antici- 4
pations about future demand—by the rate of interest and certam
other factors which will be discussed presently.

Supposing, now, it has been decided in pnnclplé

Importance to extend the fixed equipment, it is then necessary
of rate of to determine how it should be done. As a rule
interest.  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 ”, involying 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 wrn, depénds : (4) on the rate of interest, that is the terms
on which the necessary funds can be raised, (#) 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 detived 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. |
We are now in a position to formulate the contri-
Contribution bution of the acceleration principle to the explana-
of the  tion of the mechanism of expansion, and especially
acceleration of its cumulative nature. ‘The technical fact that,
prigeiple.  in order to produce certain finished goods or sexvices,
one must construct durable instruments, because
the finished goods cannot be produced otherwise or only at much
higher cost or in infetior 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 profitgble. 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 rights 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
Application to durable consumers’ goods. In their case, the
fo durable finished product consists of the services which
consumers’ flow from the durable goods. If the demand for
goods,  apartments rises (ot is expected to rise), the demand
for investible funds for the purpose of constructing
houses will dse. The construction of the houses is usually under-
taken by entrepreneurs, not by the prospective dwellers, Thus
an increase in the annual demand for apattments may give rise to
investment many times the amount of the annual rent. The service
is being provided, so to speak, en bloc 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 difference
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.
We have here a factor which accelerates the
Inelastic  expansion of the total demand for goods in terms
supply.  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 whean 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,

15
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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 likewise.!
The question now atises how the increased pro-
- Methods of duction of producers’ goods is financed. The
fimancing.  workers who are engaged in producing these durable
and non-durable 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 sawings.

We have seen that the cumulative nature of expansion hinges
on the growth in the total monetary demand—i.e., on the increase
in the flow of money. Therefore, the larger the proportion of
new investment financed by way of inflation (newly created baok
money or more intensive utilisation of existing funds) in preference

.to voluntary saving, the more rapid the expansion—viz., the
expansion primarily of the circulating medium and in addition
(so long as the supply of factors of production of various kinds

s elastic) of employment and producuon 2

* Consequently, if the supply of investible funds is perfectly elastic—
i.e., 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 production, replacement demand in terms of money
rising parallel with or even faster than the demand for the product. If
consumers’ demaud 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
«<an 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 mﬂa.tmnary
means—if, that is to say, the flow of money against goods increases—
those who spend the new money attract for their purposes goods which
would otherwise have accrued to somebody else, These other people,
whose purchasing power is now reduced, because of the new entrants
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 AKD THE EXPANSION PROCESS

Allusion has been made more than once in the

Importance course of the preceding argumeat to the actions of
of savings. 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 be spent
immediately. Later (page 196) saving was mentioned as one of
the two sources of the supply of investible funds, the other being
inflaton 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 have consumed more—i.e., their real
income would have been greater.

This sounds quite unambiguons if we assume that {a) the magnitude
of the total flow of goods (output) is not changed by the inflation and
that (b} there are no sécondary influences (apart from the addition in
question) on the flow of money. If the latter condition does not hold,
and there are secondary increases or decreases in the flow 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, however, the magnitude of the total flow of goods is changed, the
situation becomes more involved. Suppose, e.g., that the increase in
the 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 untbinkable, even at the botiom
of the depression. In other words, the flow of goods will increase in a
smaller proportion than the flow of money : some prices will be higher
than they were without the inflationary increase in demand—that is
to say, some prices will rise or be prevented from falling : and therefore
forced saving will be inflicted upon some persons to some extent, although
pot necessarily to the extent indicated by the increase in the mouey
stream.
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consequences on the expaasion 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
Income  the average proportion of income not spent en
not at once consumers’ goods #n the income period in whick it
available.  becomses  available. 'The distincion 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 eamned. 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. sense here employed, income
carned at a given moment of time will be spent about a week
later, if it takes the form of wages, 2 month later in the case of
salaries, and a few weeks to a year later in the case of dividends.
Suppose, now, that an impulse (*starter™) is
Expansion given to the recovery by some act of credit-expan-
with wero  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 distributed 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
immediate 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 ate reduced and the extra money receipts are
keptin 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 suppliess. 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 circam-
stances of no saving, extra income, once created, will never
disappear. If there were no time-lags of the kind discussed,
the current-income streamn 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.
While these time-lags between the earning and
Income  receiving of incomes, and again betwreen the receiv-
velocity  ing and spending of them, are highly relevant to
of mongy. 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 “ circuit-
velocity  of the total stock of money, ox vice versa,  In part, this is
because a certain portion of the community’s cash holding is
primarily a reserve store of value in no close connection with the
routine receipts and disbursements of firms and of individuals.
Only a part rises and falls regularly as receipts exceed and fall
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 marginal 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
extra receipts will take a longer or shorter time to be disbursed
thac the average lag between all receipts and all disbursements.!
' This may, of course, also be expressed by saying that the average
time-lag or average income velocity is likely to be changed by new addi-

tions to the income stream. It is mot safe, therefore, to regard it as a
comparatively stable magnitude.
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In a vety interesting passage in his “ Economics of Planning
Public Works ”,* Professor J. M. CLARK estimates that the marginal
pericd of flow of purchasing powet from ultimate income recipieat
to ultimate income recipient (the leagth of the * cycle of secondary -
effects ) in the Unpited States of America is very much shorter
than the average 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
dnticipate 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 2 much greater extent even than the production
of consumers’ goods. The movement will gather momentum
continuously until checked by the appearance of a shortage of
factors of production and for of investible funds from inflationary
sources. '

What difference now will saving make to this

Immediate process? An act of saving is necessarily two-sided.

effect of It means a fall in demand for consumers’ goods
saving.  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 preportion of its income will tend to damp down, and
finally extinguish, this increase in money income. At each
tevolution 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

! Washington, 1935, pages 87 and 83.
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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' ate
usually of an extreme pature, Some economists, of whom
Mr J. M. KEYNES 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.e., the interest
rate). .

This is true at any rate for the stage of the trade cycle which we
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 osly 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 they occasion.
In order to produce this compensating increase in investment,
all the savings must be offered for investment. But, even if the
savers should in the first instance seek to invest all théir savings,

! E.g., Professor Pigou, in his review of Mr. Keynes' "General Theory
of Employment, Interest and Money” in Economica, May 1036, page [23.
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this will not increase actual investment to an equivalent extent
unless the demand for investible funds is such that enttepreneunts
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 minus 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 sappose that, in the case of an increment of saving which
is not expected and which entrepreneurs have made no plans to
meet,! 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 relative deflation less severe. But always and in all circum-
stances—short of a complete insensitiveness of banks 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 affer the saving and before 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

Conseguences exercises a deflationary effect at the moment of its
of ¢continued appearance. ‘The amount of dishoarding is dimin-
saving,  ished, and the community’s currently- camed 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, camulated. A relative

' Cf. C. Bresciani-Turroni, " The Theory of Saving " in Economica,
Vol. I1I (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
turn it into a decline. ‘This can be easily demonstrated on
somewhat abstract 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 the
expansion will cease.2

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 pariburs, the more people save the slower
the expansion, and the less they save the more rapid the expansion.

It must, however, be kept in mind, if serious

QOwali-  misunderstanding is to-be avoided, that our analysis
ficavions.  is limited at this point to the peculiar economic
circumstances which are supposed to prevail during

a typical upswing., We assume that 2 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

1 Compare Mr. Harrod's treatment of the interactions of the acceler-
ation principle (which he calls ' the relation **) and the propensity tosave -
{or ** the multiplier " — an expression borrowed from Messrs, Kahn and
Keynes) in '*The Trade Cycle’’, London, 1936, Chapter 2, which appeared
when this book 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 speclal
institutional circumstances. Take, for instance, the following
situation. Hitherto we have assumed a homogeneous capital
market with 2 homogeneous object of transactions—viz., investible
funds. In reality, howevet, there ate subdivisions in this market;
and the different types of investible funds which are marketed in
these subdivisions are not petfect 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 (e.g., bank credit)
serve mainly the money market, while the capital market is fed
chiefly 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 rdle during the first phase of the
upswing. On the other hand, to a certzin 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.! But the. substitutability is
certainly not perfect either on the demand ot on the supply side.
If that is the case to a considcrable extent, if {that is to say) the money
market and the capital market are separated in the sense indicated
gbove and short- and long-term credit are not substitutable for
the entrepreneur, then the progress of the expansion may be

.1 On this, compare M. Breit ; “Ein Beitrag zur Theorie des Geld- und
Kap:talmarktm“ in Zeitschrift fiy Nationalikonomis, Band VI, Heft 5.
1935, pages 032 #f soq.
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seriously hampered, and not accelerated, by a low tate or a fall
,ini 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 reduced.
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 be impeded. In order to appraise this possibility correctly;
it should be remembered that money flowing from an inflationary
source, after it hias become income and is saved, has to be counted
as saving. It has been assumed by many wrdters—e.g., by
Mr. Hawrrey—that profits which have 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 remaing
substantially unimpaired, it does not by any means follow that, for
the purpose of obtaining the maximum long-rua 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 questionl
There can, however, be no doubt that good reasons can be adduced
for the proposition that an expansion which develops slowly
will last Jonger and give rise to less serious maladjustment tb.an
one which progresses very rapidly.

We turn now to the second problem posed at the
Saving during beginning of this section. What proportions of
the early available incomes are likely to be saved as the
expansion. expansion develops? 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 possibility
of measuring directly how savings behave during different phascs
of the cycle! We have to rely on very general considerations
which cannot provide a precise answer to the above questions. -
So far as the wage-carning 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

L o B Amenca. 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, particularly 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-class as a whole probably rises
during an upswing—especially 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 propertied classes, the fluctuations in the proportion
of income saved are probably much more important, because their
incomes fluctuate more widely. They skim the cteam off the
boom and bear the brunt of the depression. 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 fact 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 accumulating 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 durmg the upswing.
This, howevet, 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 duting 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 id favour of the

-
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tich 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
Saving during to the expansion in its beginnings and in its heyday :
the later  but, as the boom reaches its height, they may lose
expansion. 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 avaﬂable
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 temd
to be spent; and the consumers’ goods trades will reccive a fillip
thereby, which will ttansmit itself, if there is still a sufficiency
of unemployed funds and physical resources, to the investment-
goods trades. The new flan 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 zdditional income, or they tmay 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.

't 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 2 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 matetials succeed in
getting a bigger share than before in. the total income : and,
since they are on the average much pooter than the industrial
population, they will probably spend a larger proportion of their
incomes.

In this way, the position envisaged by the monetary over-
investrment theorists at the end of the boom may possibly arise,
The proportion of spending to saving tends to increase. The
consumption-goods trades tay 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 monetaty system declines to such an extent that banks are
nnwilling to expand credit or individuals to dishoard to any
considerable degree, even though interest rates rise very high. In
such circumstances, increased saving will only be slightly defla-
tionary, and a fall in saving only slightly inflationary. 1If, 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 abstracted from the demand for producers’
goods and the dislocation caused thereby may precipitate a
‘deflation.. »
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B. The Contraction Process
§ 7. GENERAL DESCRIPTION OF THE MECHANISM

The process of contraction, like the process of
Réle of expansion, is cumulative and self-reinforcing. Once
deflation.  started, no matter how, there is a te.ndency 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 ot
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 essential rdle 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 deflation 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 sott 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 es much an effect as a cause.2

1 Writers on the subject have frequently used the term “secondary"
deflation. Their attention has been concentrated ma.mly on the malad-
justment which, they maintain, is the cause of the e¢risis. They conceive
of the depression, not as a cumulative self-reinforcing 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 deflation is regarded as an unfortunate accident,

More recent writers have, however, come to realise increasingly that
the above view is a8 misconception, that what it treaty as an accideatal
phenomenon is in fact the most important element in the depression, that
the deflation may continue long after the maladjustment by which it
was started bas been removed, that it 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 mntrary
carries the economtic system a long way away from eguilibrium.,
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In many tespects, 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 contraction has been started for any

Spread of reason whatsoever (¢.g., because a large construction

deflation.  scheme which wasunder way has had to be interrupted
owing to inability to raise the necessary funds for
financing it). Demand for construction materials and implements
falls off, and production in the industries which provide those
things is curtailed. We might equally well take the case where
an act of deliberate deflation 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-turn (crisis), the
question of the possible or usual starters will be taken up. Here
we simply assume that a s/ contraction has been produced, and
that the total demand for goods in tetms of money has shrunk
by a considerable amount. )
' When demand flags at vatious points, merchants will give lower
orders to producers, production will be curtailed and workers
will be dismissed. This reduces income. When incomes fall,
the demand for all kinds of goods is further 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.!
At first, when demand has fallen off 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 some 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 of contraction, will no
longer be sufficient to reverse the downward movemeat, but will

! The spectacular events in the financial sphere which usually mark
the tumn from prosperity to depression should not be aliowed to cbscure
the fact that the downward movement of production and trade usually
takes time to get nnder way. This was, e.g., the case after the crisis of
1929.
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merely slow it down. ‘This is what is meant when we say that
¢ the process has gathered momentum *
After the process has contmued for a while,

Intmr:ﬁrmg intensifying factors are likely to come into play.

Jactors.  Prices will soon begin to fall, and losses will be
made everywhere, becanse wages and other cost
items cannot readily be reduced. ‘There will be a strong tendency
to reduce stocks and to curtail orders and purchases by more than
the amount by which sales have gone down. A sustained fall
in demand and prices is bound to create in the business world a
more pessimistic outlook in general and an expectation, whether
justified or not, of a further fall in prices. The profit rate will
be reduced all along the line, and new investment or reinvest-
ment of amortisation quotas will be curtailed. Nobody dates to
embark on ambitious schemes of investment; and this wll
intensify the tendency to reduce commodity stocks and to increase
money stocks, that is to hoard—the counterpart of the tendency
to dishoard during expansion.

It is important to note that such a contraction process can
bappen even in a pure cash economy with constant quantity of
money (M). In a modern 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 reluctant to grant new ones,
and as a consequence M will shrink. If a ron on the banks occurs
—if, that is to say, depositors want to change their deposits into
notes—the deflation becomes still more serious. The same may
happen in the international sphere. Thete may be a run on the
central bank in order to exchange notes for coins and foreign
money—that is to say, gold hoarding may develop or a flight of
<apital 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
certain shrinkage in production, and any reduction in the produc—
tion of finished goods tends to be transmitted with mcteasmg
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—ot, at any rate, may be—quite independent of the factor
which first initiated the contraction or even of the intensity of the
preceding boom. The citcumstances which are responsible for
the cumulative nature of the contraction process we must now
analyse in detail.

§3'. MONETARY ANALYSIS OF THE CONTRACIION PROCESS

The monetary manifestation of the cumulative

Fall in total process of contraction is the prolonged fall in MV
demand.  —i.e., inthe total demand* for goods in terms of
money. Jf 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 preveat 2 fall in MV if they refrain from
contracting credit, or if they expand credit, by the ord.maty
measures of credit policy. Within the limits set by existing

1 “Demand” in the sense of “actnal demand” or "expenditure®,
not in the sense of “ demand schedule ™.

* It should be noted that this is 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 production
and employment. Logically, a decrease in employment and production
may be accompanied by s rise instead of a fall in MV. This wil] imply
a rapid rise in wages and prices. Something like that seems to bhave
happened during the last phase of the German post-war inflation. But
this is surely not the typical picture of a depression.
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monetary organisation and banking practice, the monetary
suthorities 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. )

We shall now analyse the contraction process

Cumsdative broadly in terms of our demand-and-supply sched-

fall in  ules of investible funds. . It may be that not much

invesiment. 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.e., 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—ie., the amount of investment is reduced. But we
cannot assume that the supply of savings is as elastic as the
supply of investible funds. This 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-—j.e., it will be withdrawn from circulation. Hence
the total demand for goods in terms of money falls further,
prices fall still lower and production and employment ate
reduced. This provides a further discouragement to the demand
for investible funds, and the demand curve is shifted further to
the left.

On the other hand, the contraction process is

Drying-vp bound to give rise to unfavourable reactions on the

of supply supply side. Losses are made everywhere ; defaults

of funds. 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 M. Keynes and
Mr. M. Brerr 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 :

1 See Keynes : “The General Theory of Employment, Interest and
Money,” pages 144 and 145. Mr. Breit (* Ein Beitrag zur Theorie des
Geld- und Kapitalmarktes® in Zeitschrift fiy Nationalikonomie, Band VI,
Heft 5, page 654, footnote) describes five possible ways in which lender
and borrower may anticipate the sbharing between them of the risk
" involved in a given investment. Each may believe that he will kave to
bear the weight of the possible losses—in this case there is a double
reckoniog of risks. Both may regard the risk as falling on the creditor
alone, or on"the debtor alone. In either case there is a single reckoning
of the risk. Each may regard the other as the risk-bearer, and in this
case nc allowance for risk is made by eitber party. Lastly, extremes
may be avoided and 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 horrower, and also to the probable distribution of returns expected
from the investment. If the risk consists in a,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. Is the course of a
deflation, the money value of the wealth of the debtor is likely to diminish,
the entire probability curve of returns is reduced, and, in consequence,
the range of possible losses which the debtor could not make good increases,
The debtor finds that a greater part of risk consists, 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 creditor finds that he stands in
greater danger of not being able to recover his money. In those circum-
stances there is a greater likelihood of a doublecounting of the risk. A
particular application of this principle occurs where the debt is secured
on specific assets, The deflation reduces the amocunt of cover that
borrowers can offer, and in consequence increases the rigsk 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 /or
to a decrease in its velocity of circulation. It must be possible to
demonstrate that (1) a part of the monetary circulation is destroyed
or Jeaves the country, and /or (2} money does not change hands so
frequently against goods, because it is hoarded or used for other
purposes. (3) In addition to the factors mentioned here as
effecting a reduction in MV, or the flow of money against goods,
it is conceivable that a deflationary influence may be exerted by
another development which does not affect the flow of money,
but adds to the work which money has to do—and that is an -
increase in the turnover of goods. Goods in general will in this
case change hands for money more frequently 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.! (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
Forms of point does the money leak out of the circulation ?
deflationary Where is it held up? Who hoards it? In what
pressure.  shape is the money hoarded ?  How is it destroyed ?
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
less conspicuous and more subtle 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,
Deflation by the Central Bank is a straightforward
Oustright case which does not require much comment. A
deflation by restriction by the central monctary authorities of
the Central the circulation of gold coins, notes and short-term
Bank.  liabilities (central bank money) means a decrease in
the flow of purchasing power—unless counteracted
by other forces : ¢.g., the substitution of bank credit for central

' See Hayek : “Prices and Production,” znd ed., pages 118 of seq.
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bank money or an increase in the velocity of circulation which
will take place if the money flowing into the Central Bank comes
out of hoards. This happens sometimes on a large scale after a
petiod of panic which has led to a great drain of cash out of the
banking system—e.g., in the United States after the bank suspen-
sion in 1933.

Active deflation on the part of the Ceatral Bank is nowadays
almost always the consequence of a disequilibrium 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 balance of payments
on current account because of a relatively 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 : at least, it is usually not
pursued tight through the whole course 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 ctisis 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. 'This 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 private banks and firms and to mitigate the drain on
the industrial circulation,

This again is 2 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 notes so long as the latter
notes by  ate redeemable in gold. The circulation is thereby
privafe  reduced and pressure is brought upon the bank of
individuals. issue to contract further in order to improve the
rescrve 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 jmagnitude 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 off at some point. On the other hand, the price of the assets
in question is depressed, which may have setious repercussions.
To this extremely important aspect we shall return latet.

Clearly, hoarding of gold and bank notes by the public is not
a feature of every cyclical depression. Tt bappens only in excep-
tionally severe depressions and under special circumstances—e.g.,
when the banking system is in bad shape, as in the United States of
America in 1933, or when a flight 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

Contraction contraction in an economy with 2 fairly developed

of eredit by banking system. It is one of the best known and

the commercial most fully analysed aspects of the depression and
bawks.  need not long detain us.

Since bank deposits are, under modern 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, ot-rapidly to the accompaniment of bankruptcies.
It may be hastened by pressure from above and below, from the
central baok 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 sericusness of the disturbance by which the
contraction process was first set afoot, but also—and presumably
in many cases to a larger extent—on 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 fixed-
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
factor 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 tumn bold securities, or loans backed by securities.t
If and when—possibly as a result of a fall in secutity values which
weakens the position of the banks—the public loses confidence
in the bank deposits and desites to turn them into cash, the banks
are forced to sell securities in order to find the 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—even in the absence of indirect
. investment through banks—must be to force the price of secuti-
‘ties down to the same extent, This objection probably assumes
too much ¢ rationality ” en the part of investors. It is likely that
people who have bought securities at 2 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 * runs * which it provokes—to a contraction of
commercial credit which will be even more dcﬁatxom.ry than the
effect on security prices.

Even though an active pollcy of credit contraction on the part
of the commercial banks is in practice—though not of logical
necessity—an 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 inflation and in the United States
of America since the wat, and for a discussion of the consequences
involved, see Commercial Banks 1925-1933, League of Nations, Geneva,
1934, Cf. 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 deflation than those so far discussed. To these we
now tarn.
Industrial and commercial enterprises tend, like
Hoarding by the banks, duting a general contraction to increase
industrial and their liquidity : that is, they endeavour to strengthen
commercial their cash reserves and to reduce their debts with
firms.  the banks. (The liquidation of other than bank
debts, which is not so closely 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 atwofold 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 initfal phase, it is difficult to
get credit from the banks or from the suppliers of raw material
and other means of production. 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. Secomdly, 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 bave been contemplated before
the situation became too bad, is postponed or suspended for
. the time being. It does not pay to invest or reinvest; and,
instead, idle balances are accumulated, or bank loans fepaid 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 arc 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 commetcial banks
is a decisive factor. By supplying or withholding additional
funds, they can intensify or mitigate the consequences of private
hoarding. Both factors—viz., banking and monetary policy on
the one harid and the liquidity policy of industtial 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—
ie., 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 moaey at all,

Quite apart from bank debts, a strong deflationary

- Debt -+ effect is probably exercised, at least in the first stages

+ lignidation. 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

detrease in the flow 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 .
normally 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 présent 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 replaced by money,
bank deposits or central bank money. The demand for money
increases, its velocity of circulation tends to fall, 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 2 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 have a depressing influence on
the price of the assets, with deflationary consequences.

It is important to realise clearly why it is that such forced sales
and the consequent price-falls produce or intensify deflation. It
might be argued that these transactions themselves (i.e., the sales
and purchases of such assets) absorb money, temporarily at least,
and withdraw it from other uses. Purchasing power which
otherwise would have been spent for new investment or for
consumption is now spent for old securities and other assets which
are thrown on the market by harassed debtors. It would seem,
however, that this temporary a.bsorpuon of purchasing power
in the actual transference of assets is a comparatively unimportaat
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 shares). Bank loans are
frequently 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—e.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.
What 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 general contraction, we may assume that the
creditor will not promptly invest the money, but will keep it, at
least temporarily, in liquid form. If that happens, then of course
the whole procedure is highly deflationaty. But the villains of
the piece are in such case the hoarders who try to accumulate
cash by calling in loans, and not the debtors who are forced to sell
assets. Given the decision of the creditor to hoard (in other
words, to increase his liquidity by turning debts into cash), the
effect is deflationary, 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 effects of default on debts are
probably much more serious than the directly defatiopary effects
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
Salesof by Mr. Keynes and Mr, DursmN?  They assume
Jecurities, that somebody saves, that the demand for con-
efc., fo  sumers’ goods decteases, and that the producers of
cover Josses. 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-finished 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 deflationary influence
(as was pointed out in connection with the previous case) by

* J. M, Keynes : “A Treatise on Money,” Vol. I, pages 173 aad 174;
Durbin : *“The Problem of Credit Policy,” pages g5 # seq.
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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 entreprencur who
ex hypothesi 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
disszving on the part of entrepreneurs. Savings are wasted to
coverlosses. 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 otder 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 . Part II in Economica,
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 producers of consumption goods, Its
arrival at the final stage may be delayed en route—which is equivalent
to a hold-up in the flow of money against goods. In the other case,
where the loases 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 throngh the capital market before
being spent on real goods. Whether they buy old securities and cover
losses or new securities and finance new investment, they mach the
commodity market at the same time.

It is unlikely, however, that this difference i is of much practical unport-
ance,
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retrenchment of expenditure—is certainly in its immediate effect
in a higher degree deflationary.
If the sales of securities and other assets are
Sales of induced, not by the necessity for repaying debts
fecwrities, or covering losses, but by the speculative motive—
efc., for fear that is, by the expectation that prices will fall, or in
-of a fall in other words that the value of money will rise—we
their price. 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—i.e., to change less liquid
assets into more liquid 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 falls 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 2 well-known phenomcnon Prices are
“ talked down ** on a bear market, if there is 2 consensus of opinion.
If there are actual transactions, that is because the consensus of
opinion is not complete, those who 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 actual transac-
tions. (If the pessimistic expectations of one part of the public
are offset by the optimistic expectations of another part, the
situation is of course different. Qur present case is, however,
only one of differences in the degree of pessimism.)
Seakes of Some writers have tried to devise a general
liguidity. formula for the motives which lie behind the various
forms of hoarding that take place during a cyclical
depression. They say that “liquidity preferences ™ in general rise.d

. C/ J. M. Keynes : * The General Theory of Employment, Interest
and Money " and the wvarious comments which this book has evoked
especially from Professor J. Viner, * Mr. Keynes on the Causes of Unem-
ployment. A Review * in Quarierly Jourmal of Economics, Vol. 51,
October 1936, pages 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.e., 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-
term credits, long-term credits, bonds, shates, real goods. It is,
however, impossible to regard such a scheme as invaziable. 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
so on.}

It does not seem that such generalisations can add much to
what is revezled 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-

The operat:m tion (machines) to labour and raw material (working

of the  capital) required for the production of a unit of

acceleration output to be rigidly fixed (within a certain range

principle  of output) by technological considerations—an

in the  assumption which would seem to be a good approxi-

confraction. 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

1Cl. E.F M. Durbin : * The Problem of Credit Policy " (1933),
Page 106. .
! Compare § 5 of this chapter,
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are increasing in all industries, the producers’ goods industries

and espec:lally the durable-goods industries experience a particularly
. rapxd 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 fall 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. X 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®
dermnand falls 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 of “ 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 be discontinued altogether until these
stocks have been reduced to the level requited by the new level of
output. Now, as has been pointed out, durable goods—consum-
ers’ goods as well as producers’ goods'—can 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.®

! Assuming some arbitrary line of separation so that, s.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 difference. If there are la.rge stocks of
transient goods—say 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 gocds, A machine or a house cannot
be made to give up al] its services in a short time, even if their price (or
the price of their services) is reduced to zero. Sales of machines or honses
can, of course, be hastened by lowering their price. But that does not
eliminate them ; they are atill there and their very existence restricts the
demand for similar goods. It is only by selling them and using them up

Pl
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For these reasons, we should expect a sharper
The possi- decline in the production of producers’ and durable
bility of goods than of consumers’ and petishable goods—-—- _
postporing and that, even where the decline in consumers’
the expenditure is quite evenly distributed over all
acquisition  types of finished goods and services. But this need
of durable not and probably will not be the case. Consumers
goods,  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 eater into
the production of luxuries to a particularly large extent. ‘This has,
however, frequently 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 severely hit by any fall in
consumers’ outlay : but this reason for the comparatively 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 ocutright. 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 general reduction in prices could not revive production
and investment all around. We are, however, here concerned with
another problem : Why is it that, given 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 plangible and
does not really differ from what has been already said. It is frequently
possible within a certain range to vary the methods of preduction. In
particular, more or less durable, and more or less up-to-date, machinery

17
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‘This description of the place and operation of

The réle of the acceleration principle in the mechanism of

expectations. contraction 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 level or
recent movement (that is, 'in our present case, the recently
expetienced fa/l) of demand (and for 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 * wvarieties, 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 level will persist or that
the downward movement will continue at the same, or at an
accelerated, rate. If we say, for instance, that 2 gloomy outlook
is bound to be created by a prolonged contraction, what we mean
‘is that people become more and more inclined to expect that a fall
in demand which they bave 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
reactions; and it is only a question of fact which one is the most
frequent and typical. The supposition which undeslies the rigid
application of the acceleration principle is that the preseat level
of demand is assumed to rule in the future also. .Now, it is very
doubtful whether it is possible to generalise as to the exact behaviour
of producers in this respect. Fortunately for the broad result,
however, it is sufficient to indicate 2 certain range of expecta-

can be used. But as soon as it is dura.ble, expectations as to the future
development of, demand for, and prices of, the product become relevant ;
and, if these expectattons are pessimistic, machinery will not be u:sw.lled
or replaced, éven though it may be proﬁh.ble 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 comrse, 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.
1 Cf. above, § 5 of this Chapter,
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tions as probable and to eliminate others as highly unlikely.
.Obviously, the cumulative process of contraction will go on—not
necessarily indefinitely, but for a while—if the low level 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 unlikely! This
would seem to be a fairly plausible assumption and perhaps it
may even be somewhat relaxed without any fundameantal 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 acceleration principle and the dependence of
consumers’ purchasing power on gross investment (production of
producers’ goods).* Expenditure on consumers’ goods falls off.
This in turn reacts violently on-the production of producers’
goods (acceleration 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,

* This description of the dependence of consumers’ purchasing power,
and through it of the activity in consumption industries, on investment
is analytically somewhat . different from the unse 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 *.

* How long this process 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

THE TURNING-POINTS. CRISIS AND REVIVAL

§ 1. INTRODUCTION

In the preceding sections, we have discussed the

The problem. teasons why our economic system is subject to

cumulative processes of expansion and contraction.

- We have shown why, once started, such processes ate cumulative

and self-reinforcing. The question now arises how they can be

started, how they actually or usually are staried, and how they can
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
indefinitely ? Why does it not lead up to a position of stable
equilibrium instead of being always followed by a more or less
severe contracdon ? ‘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.

1 See footnote ! on page 161,
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In both cases, we can distinguish between two
“ Aecidental” types of disrupting or mitigating forces—viz.,
and “ organic™ those which arise quite independently of the process
yestraining of expansion or contraction which they interrupt
Jjoraas.  and those which are usually or necessarily brought
about by the process of expansion or contraction
itself. In other words, 4n expansion or contraction may be
interrupted on the one hand by an accident such as changes in
the harvest 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
(7.¢., 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 usnally 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 2 higher degree an essential attribute of
our present economic system? than in the first case.  We shall 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

1 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 other.
‘We have used the term in the less ambitions meaning of a mere alternation
of prosperity and depression, leaving it open whether 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 mote sensitive to accidental disturbances, after it has
reached a certain stage, and similarly 2 contraction can be more
easily stopped and reversed by some stimulating factor, after it
has progressed for some time. Thercfore, even if we were not
in a position to prove rigorously that expansion generates contrac-
tion and contraction generates expansion, a fairly regular succession
of periods of prosperity and depression, of expansion and contrac-
tion, might be explained by accidental shocks disttibuted anyhow
over time,

A, Thke Down-turn : Crisis
§ 2. THE METHOD OF PROCEDURE

‘ It has already been pointed out, by way of illus-

Three stages tration, that a deliberate policy of deflation, pursued
of the  for whatever reason by the monetary authorities,
argument. or the interruption of an ambitious construction
scheme may start.2 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 (§ 3),
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 cycle. 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 motre sensitive to disturbances after the expansion has



Chap. 10 The Down-turn : Crisis , 247

progressed for a while, so that such disturbances are likely to
have much more serious consequences if they arise in the later
phase of the upswing than in its earlier part.

The third step (§ 5) 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.!

§ 3. THE PROXIMATE CAUSES OF CONTRACTION

An outright and deliberate contraction of the’
Direet  citculating medium may be the proximate cause of
deflation by the down-turn. Then we have at once a decrease in
Government the total demand for goods; and it is comparatively
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 how 2 disturbance
which does not in itself consist of a decrease in total demand and
which affects directly only a part of the economic system—as,
for example, a patticular branch of industry—can lead to a decline
in total demand rather than to 2 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..

1 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 expa.ns:on process creates maladjustments in the structure
of production, it remains to show how difficulties which affect a part of
the industrial system are generalised and spread over the whole economy
so that a partial breakdown brings about a general contraction, The
problem is the same, whether the maladjustment has arisen independently
or been brought about by tbe expansion itself, (There may, however,
be a quantitative difference 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 deflate (that is, to retain a part of
its revenue from taxation or other sources), the situation 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 ot to restote external
equilibrium. ‘The latter may be threatened by a great varicty of
causes. Prices in general may be too high in respect to prices
abroad, because of an expansion at home or a devaliation or
deflation abroad. A flight of capital or a cessation in the inflow of
capital may have occurred. The loss of foreign markets due to a
rise in tartiffs or to some other reason +(e.g., the rise of a foreign

- competitor) may have rendered the intermational balance of
payments unfavourable. A bad harvest in an important crop may
reduce exports or necessitate increased imports.

Without being forced either by the external -situation or an
internal 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 wamed 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 usheting in a contraction.

This explanatio