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PREFACE

Thus book has 1ts origin 1n a resolution adopted by the Assembly
of the Leaguc of Nations 1n Septembet 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 pertods of
economic deptession

The literature concerning economic depressions and what 1s
currently and somewhat looscly described as the trade cycle 1s
abundant, and the publication of a further book on the theoty of
such cycles was not the primary object of the enquiry undertaken
as a result of this resolutton  This book 1s incidental to the first
step 1n that enquiry

It 1s apparent from the persistence with which depressions
occur, from the gravity of their economic and social effects, and
from the growing consctousness of that gravity, that—however
abundant the literature on the subject, however elaborate and
spectous the theories—out knowledge of the causes of depressions
has not yer reached a stage at which measures can be designed to
avert them  Thus failure of society to control its own destintes
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
ascertamned, 1t may be duc to the fact that, although the truth
has been discovered and stated, 1t lies buried and obscured 1n 2
mass of false theory, finally, 1t may be due to the fact that, although
the truth 1s 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 ulumate object of all enquurtes into the occurrence of
depressions must be to find ways and means to avert deptesstons
or, if they are in fact mevitable, to rendet the structure of soctety

S d N 3230(A) 539 Imp Darantiere, Dijon



VI Preface

more apt to meet the shock which they cause But, 1f practical
measures to avert depresstons, ot to lessen their intensity or dura-
tion, or to adapt the economiuc structure to them can 1n the end be
found, their discovery 1s likely to result from a slow and protracted
process of research and their practical value 1s hkely to result from
a slow and patnful process of trial and error

With these constderations 1n mind, the enquiry undertaken by
the League has been designed, not with a view to the elaboration
of 2 new and complete theotv of the cycle, but with the object of
analysing and sifting (if necessary, supplementing) the theories
which already exist and subjecting those theories to the test of fact

The first stage 1n the League enquiry, therefore, has been to
examine existing theories with a view to ascertaining what they
had 1n common, the points at which differences of opinion arose
and, 1n 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 theories with
the historical facts—to subject them 1n so far as these facts can be
quantitatively expressed to statistical analysis, 1n so far as they are
not quantitatively expressed to the recounted records of the past

This present volume ts concerned with the first stage only
Professor Habetler, to whom the conduct of the enquiry 1n 1ts
uutial stages was entrusted, has dwvided 1t into two parts  The
first part contains a systematic analysis of exssting theortes, the
second an attempt to weave from those theories a general synthesis

A first draft of the systematic analysis was sent to the authors
quoted for comments and critictsms  While this precaution was
clearly necessary (and ready and most valuable help was afforded),
1t must not be 1nterpreted as implying that the various authors have
thus made themselves responstble for the summary of their reason-
ing contained 1n the following pages A summary can never be
a perfect teflection of what 1t summarises, and indeed one author—
though only one—replied that hts expositton would not remain
recognisable 1t thus compressed

In the course of thus analysis of existing theories, 1t became
apparent that many of the seeming diffetences of doctrine were due
rather to the use of different terminologies than to any more
fundamental causes
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The measure of agreement which appeared to exist between
those who have devoted special attention to the problem of the
trade cycle seemed to justify an attempt to make from thetr theottes
even at this early stage of the work the general synthests which
constitutes the second part of this volume This synthesis, how-
ever, 1s more than a simple patching together of the theorems of
others 1t 1s an attempt to create a living and coherent, if incom-
plete, theory on the basis of the knowledge at present available.
But 1t 1s confessedly tentative and preliminary as Professor
Haberler states 1n his Introduction, there ate many points at which
no definite solution can be proposed At such points, various
possibilities are suggested and these possibilities will be examined
during the second stage of the enquiry Indeed, the whole of
this general synthesis will be subjected, together with the first
part, to statistical control and test during the second stage of the
enquiry The intention 1s 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 a view at once to testing the
accuracy of the explanations or partial explanations of the cycle
now current and to furnishing the basis of fact neccssary for the
further development of theory where theory 1s weak, views are
discordant or doubt exists

The publication of this work may, 1t 1s hoped, give rise to further
discussion 1n a wider circle than could be approached by direct
cotrespondence or by meetings

A LovebDay,

Darector of the Financtal Section
and Econonue Intelligence Service
Geneva, Septembet 1936



PREFACE TO THE 1939 EDITION

In preparing the new edition of this book, Professor HABERLER
has subjected the whole manuscript to a thorough revision
The teferences to the literature on the subject with which he deals
have been brought up to date  In the hight of criticisms recetved,
each step 1n the analysis has been carefully reconsidered and, 1n a
number of cases, the argument has been modified or clarified
The matn 1nnovation, however, 1s the addition of 2 new chapter
at the end of the first part  This chapter deals with the very rich
literatute on the subject which has come into existence since the
completion of the manuscript of the first edition The manu-
script of Part T of that edition was substantially completed as long
ago as December 1935, and that of Part IT by the muddle of 1936

The objects of this new chapter are to assess the contribution
of this recent literature to business-cycle theory as a whole and,
as 1n earlier chapters, to consider how far apparent differences
between theories are teal or due only to the use of different
terminologies

A Lovrpay,

Dirrector of the Fnancial Section
and Economue Intelligence Service
Geneva, April 1939
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INTRODUCTION

As has becn explained 1n the Preface, this book
Purpose 15 a first step 1na more extehded enquiry undertaken
of the book by the Economic Intelligence Service of the Secre-
tariat of the League of Nations into the causes of
the recutrence of periods of economic depression
The present study confines itself to the task of analysing
existing theortes of the business cycle and dertving 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 1n which
the preliminary problem has been approached in the following
pages  The reader is 1nvited to keep 1n mind, while studying the
piesent report, the fact that 1t 1s planned as but a past of a greater
whole
In view of the scope of the investigation as a
Analysis whole, the purpose of the first part of this report—
of theortes 1 ¢, of the Systematic Analysis of the Theories of
the Business Cycle—is not to present a history of
the development of economic thought on this subject (although
every attempt 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 exhausttve bibliography of business-
cycle theory The purpose 1s 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 1s intended to give a rounded picture of the possible
explanations of economic fluctuations and 1t i1s hoped that, by
theoretical reasoning, the number of these possibilities can be
constderably reduced
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The second patt of the present report—the “ Syn-
Synthetse  thetic Exposition relating to the Nature and Causes
expositson of of Business Cycles”—contains the comprehensive
the nature of explanation which emerges from the analysis of
the ¢ycle  theortes in the first part  As has been said, 1t 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 1s presented there 1s furthermore not a closed and rig1d system,
but a flexible and open one . there are many points whete no definite
solution can be proposed, but where the existence of a number of
possibilities will be indicated ‘The choice between these can then be
made only on the basis of empirical 1nvestigations  In many cases,
theoretical reasoning supported only by such broad facts as one
happens to know without special statistical or historical 1nvestiga-
tions can put intelligent questions, but cannot definttely answer them.
That by analysing various theortes 1t should be possible to give
an explanatton of the business cycle which, while leaving some
questions open or offering in other cases alternative answers,
nevertheless clarifies a number of problems presupposes that the
difference between the theories analysed 1s not so radical as 1s
sometimes believed In fact, the assumption 1s that the real
differences 1n opinton have been frequently exaggerated, and that,
for certain 1mportant 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 1s a natural thing that most writers are
inclined rather to dwell on the controversial tssues than to stress
the points of general agreement Here the opposite principle
will be followed and, in the following sections, 1t will be shown
how theortes which seem prima facie to contradict one another can
sometmes be reconciled.
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SYSTEMATIC ANALYSIS OF THE THEORIES
OF THE BUSINESS CYCLE






CHAPTER 1

PRELIMINARY REMARKS

§ I THE EXPLANAIION OF THEL BUSINESS CYCLE

Before we begin the expositton of the various theories of
the business cycle, some remarks may be advisable on the
general logical nature of any explanation of the cycle, and on the
mutual relatton between various possible explanations (theortes)
The 1mplications of these observations will be fully realised only
1n the light of subsequent pages where these formal principles are,
so to speak, put to work Nevertheless, 1t seems useful to touch
upon these things at the beginning 1n otder to avoird musunder-
standings  The study of the various theories will be more fruitful
if the following general remarks are kept 1n mind

Such a complex phenomenon as the business

Plurality  cycle, which embraces almost all parts of the

of canses  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 holds good 1n the highly industrialised countries of Western
Europe and America as well as i1n industrally less developed
countries such as New Zealand or Roumania, and in the twentieth
century as well as at the beginning of the nineteenth—neither of
which assumptions 1s by any means self-evident—it 1s not easy
to speak of #be 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 1n particular  In fact, explanations
which run 1n terms of one single cause have been more and more
discredited and should be regarded with suspicton  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 pros-
perity and depresston  Frequently, the difference between various
theorists 1s rather a difference 1n the emphass laid upon the different
factors than a difference 1n 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 vartations, or nventions, or the acceleration of detived
demand, ot changes in demand, or waves of optimism and pessi-
mism—are forced to admut that what they call be cause of the
business cycle can produce 1its effect only in a certain economic
institutional environment  They assume, explicitly or implicitly,
a certain structure of the exchange economy, a certain nigrdity of
wages and contracts, a certain behaviour of investors, the presence
or absence of a certain amount of knowledge and foresight amongst
entrepreneurs, a certain monetary organtsatton, etc  The business
cycle might well not appear (4) 1f those ““active” forces (crop
changes, inventions, changes 1 demand, etc) were absent, or
(&) if one or several of the significant features 1n the economic 1nsti-
tutional framework were changed , if, for example, wages and
contracts were petfectly plastic, if entrepreneurs behaved 1n a
different way, if they possessed petfect foresight or if the monetary
orgamisation were different and monetaty authorities took steps
to prevent repercusstons 1n a word, if they were to behave
differently from what they actually do
It might therefore just as well be maintained that the ngidity
of our economic system, or its financial or monetary organisation,
or particular features of the latter, are the causes of the cycle as
that inventtons or crop changes or changes 1n demand are
responsible
Normally, a complex phenomenon such as
Theories  the business cycle 1s caused and conditioned
differ marnly as by a large number of factors and circumstances
to emphasss  Even if the same theory holds good for all
cycles, there 1s still room for a mulutude of
“ different ” explanations which need not all be logically exclustve
and contradictory Each of them stresses one or other of the
relevant factors and conditions and calls 1t the “ domunant > or
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“ causally relevant” one The other factors are neglected, or 1t
1s assumed that they do not change ot cannot be changed, or that
1t 1s for some reason not desirable to change or elimnate them (¢ g,
inventtons) or that their changes cannot be further explained (at
least not by the economust) 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 1n demand with intensified changes 1n 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 as inventions or changes 1 demand for granted
and blames the monetary authorties for not adjusting the terms
of credit
These considerations suggest that it 1s useful
Classification to distinguish certain  types of causal factors
of causal One may draw a distinction, for 1instance,
Sfactors between active and passive factors or, 1n other
words, between causes and conditions or between
conditions per guwam and conditions sine gua non  Inventions, crop
changes, changes 1n demand are active factors, while 1nstitutional
circumstances such as are mentioned above should be classified
as passive condittons  Sometimes this distinction may be useful,
but frequently it 1s difficult or impossible to draw a sharp line
between the two types of factors How 1s 1t possible to decide
whether any gtven action on the part of the banks, such as lowering
the discount rate when reserves are running high or failure to
ratse the rate when the demand for credit rises (re¢, when the
“ natural rate > has risen), 1s an ““ active ”’ or a “ passive ”’ factor ?
This 1s obviously a terminological question and 1t 1s fruitless to
press for an answer in every single case
The real distinction—in some cases—is between controllable
and ancontrollable factors 1 The weather, ¢ g, 1s uncontrollable,
while 1nstitutional factors are at least in theory controllable

1 Cf J M Clark, Strategic Factors wn Business Cycles, New York,
1935, pages 4-5 and passim
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Among factors, furthermore, which can in prmclple be controlled,
there are those which one does not find 1t destrable, for one reason
or another, to control or to eliminate altogether—e¢ ¢, 1nventions,
or the liberty of the recipient of 1ncome to spend his income or
to save 1it, or to exercise freedom of choice 1n regard to his consump-
tion or occupation Needless to say, opinion as to what 1t 1s
posstble and desirable to control or influence varies from time to
time and from person to person
A more usual ff less pragmatic classification 1s that of causes
which originate within and causes which onginate outside the
economic system  Wars, inventions, crop changes (so far as
they depend on the weather and are not economic adjustments to
changes 1n demand, prices or cost), spontaneous changes 1n demand
(so far as they are due to changes in taste and are not simply a
reaction to changed supply conditions) are examples of outside
causes Changes 1n production due to changed demand cond:-
tions, price changes due to tse 1n cost, inteastfied demand for
producers’ goods due to changes in demand for consumers” goods
are examples of economic causes But what 1s to be called an
economic and what a non-economic factor or circumstance s frequently
rather a matter of convention than of argument
Closcly connected with the distinction between
Exogenous and economic and non-economic factors and causes 1s
endogenons  the distinction between  exogenons ™ and ““ endoge-
theories  nons” theories of the business cycle Exogenous
theories are those which assume external disturb-
ances—¢ g, crop changes or inventions—in order to explain the
business cycle Endogenous theoties rely exclustvely on move-
ments which can be explained economucally  This distinction, too,
1s not always defimite  Is the monetary theory, which explamns 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 nterest, thereby
inducing a credit inflation, their action will presumably be regarded
as an exogenous factor but suppose they do not raise the rate
sufficiently 1n face of a nising demand for credit (due, ¢ g, to 1nven-
tions) with the same result 1n the shape of a credit inflation—is that
the operation of an exogenous factor ?
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It has been attempted to give more precision to the distinction
between exogenous and endogenous theortes by saying that the
former assume movements in the data, while the latter suppose
the data to remain constant! This distinction 1s precise enough
once the general theoretical system on which a writer builds hus
theory of the business cycle has been determined and accepted,
but 1t 1s 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 1n the light of those
data  What the theoty 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 varsables to-morrow
All attempts to make a definite distinction between data and results
lead back to the earlier conception which regards forces or move-
ments of a “ non-economic > nature or ““ external * to the economuc
system as the “ data” of economic theory But this distinction
between “ economic’ and ‘ non-economic” phenomena is a
purely conventional one  There 1s no reason why forces or move-
ments not to be classified as economic should not become “ depen-
dent ”” or ““ explained * variables of a general—as distinct from
an economic—theory

With very few exceptions, all sertous explanations are neither
purely exogenous nor purely endogenous  In almost all theories,
both the “ originating factors > and the ““ responses of the bustness
system * (to use the expression of ] M Crark?) play a role
On the one hand, a purely exogenous theoty 1s impossible  Even 1if
one assumes a weather cycle, the peculiar response of the business
system, which converts hatvest variations 1nto a general alternation
of prosperity and depresston, has still to be explained  On the other
hand, a purely endogenous theory 1s hardly satisfactory It 1s
not likely that, without outside shocks, a cyclical movement
would go on for ever and, even 1f 1t did go on, 1ts course would
certamnly be profoundly influenced by outside shocks—that 1s, by
changes 1n the data (however these may be defined and delimuted
by economically explained variables)

1 See especially Tinbergen ‘“ Suggestions on Quantitative Business
Cycle Theory " 1n Econometrica, Vol III, No 3, July 1935, page 241
t See his book Strategic Factors n the Business Cycle, passim
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The interaction of exogenous and endogenous forces 1s intricate,
and the logical possibilities of their mutual inpacts are numerous.
We shall not, howevet, discuss these problems 1n the abstract here
at the beginning  They will find their solution as we proceed 1n
our theoretical enquiry, espectally 1n Part II of the present report

One methodological rule of thumb may be
Inberent  suggested at this point, however, although 1t will
instabihty  find tts full justification only later For various
in the ecomomic teasons, 1t seems desirable, in the explanation of the
System business cycle, to attach as little importance as
possible to the influence of external disturbances
In the first place, large swings 1n the direction of prosperity and
depression as we find them 1n real life are difficult to explain
solely by exogenous forces, and this dufficulty becomes an 1mpos-
sibility when the alleged  disturbances ” do not themselves
show a wavelike movement Even if a periodic character 1s
assumed (¢ g, 1n the case of crops or inventions), the hypothesis
1s full of difficulty The responses of the business system seem
prima facte more important mn shaping the business cycle than
external shocks  Secondly, historical expertence 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 responsible! This suggests
that there is an inherent instability 1n our economic system, a
tendency to move 1n one direction or the other If 1t 1s posstble
(as we believe) to demonstrate that such a tendency exsts and to
indicate the conditions under which 1t works, 1t will be compara-
tively easy to fit all kinds of external perturbations, including all
State 1nterventions, 1to 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 2

! What 1s to beregarded as ¢ outstanding '’ and ‘* plausible '’ 1s, of course,
a matter of dispute  As there 1s always something happening somewhere,
1t 1s always possible to find some external events which can be made the
basis of a tentative explanation

* For this reason, anything like perfect regulanty in respect of the
amplitude, length, ntensity and concomitant symptoms of the cyclical
movement is a priorr improbable
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\/A frequently used analogy may be adduced, not
Mechanieal  to prove anything, but to make the meaning of
analogy.  what has been said clearer We can compare the
economuic system with a pendulum or with a rocking-
chair. A rocking-chair may be made to petform fairly regular
swings by quite irregular impulses (shocks) from the outside
(Besides 1t may conceivably have a mechanism installed which
makes 1t swing without outside forces operating on 1t) In the
explanation of the movement of the chair we must now distinguish
two factors * the structure of the chair and the 1mpulses from the
outside—endogenous and exogenous factors, The structurc
of the chair 1s responsible for the fact that irregular shocks are
transformed 1nto fairly regular swings An ordinary chair would
ordmarily respond quite differently, although some particular
kinds of impulses are thinkable (regular pushes and pulls) which
would make 1t move 1n regular swings
Naturally, the structure of the rocking-chair—and hence the
nature of the swings produced by external shocks—may be very
different 1n detail The system mught be so constructed that
ncessant regular swings atre produced ff, after having been pushed,
the system 1s left to itself Or else the swings may gradually
disappear—that would be the case with an ordmary rocking-
chair, we speak i that case of ¢ damped oscillations ” and may
distinguish various degrees of dampening  The opposite may be
true, the swings may become more and more violent, the fluctua-
tions are then said to be * explosive ” or “ antidamped ”, or the
system 1s 1n an unstable equilibrium
The methodological suggestton made above then comes to
this. We tentatively assume that, for the explanation of the faitly
regular swings of the economic system (just as for those, of the roc-
king-chatr), it 1s more tmportant to study the peculiar structure of the
system and hence 1ts responses to outside shocks than to look for
regularities 1n the occurrence of these shocks  Thus hypothests 1s,
of course, subject to subsequent confirmation or rejection
If, therefore, in many of the following sections, not much s
said about such external influences (and n particular about the
various forms of intervention in the economic process by the
State or other public bodies, which figure so promunently 1n the
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daily comments of economusts, politicians and economic journals
on contemporary events), this must not be taken to 1mply that, 1n
our opinton, or mn the opinion of the writers whose theortes are
reviewed, these factors do not mnfluence the economic situation
Our object 1s 1n the first 1nstance to isolate the responses of the
economic system, in order to stage the scene and to describe the
environment mn which the external influences have play

§ 2 METHOD OF THE FOLLOWING ANALYSIS

The scope of the following analysis of theories

Principles  has been defined 1n the Introduction (page 1)!

of selectron 'The method followed 1n the exposition 1s

thereby largely determined No attempt has been
made to present the various theories 1n chronological order
or to picture the theoretical and soctological background of the
vartous writers (except 1n so far as 1t may have been necessary 1n
order to eluctdate their doctrines) It has been preferred to present
the theories 1n a systematic order, beginning (so far as possible)
with the less complicated and proceeding thereafter to the more
complicated Frequently 1t 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 1rrelevant
or put astde by means of a conventent simplifying assumption
(e g, by a ceterss paribus clause)

It has been necessary to select certain authors or certain works
as illustrative of the various lines of thought Preference has
been given, where there was no reason to the contrary, to the more
recent and more accesstble works  No attempt has been made to
trace every thought or hypothesis back to its origin 1n the history
of economic doctrines

' This special purpose explamns the difference between the following
exposition and the classification of theories and theorists given 1n such
works as A H Hansen Business Cycle Theories, 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 Theores of the Trade Cycle, London, 1934
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Naturally, the wotk of those writers who have themselves
attempted a synthests of theortes—such as MrrcHELL, P1Gou,
RoBERTSON—had to be mentioned at several points in connection
with the various hines of thought which they have incorporated
in thetr systems  Mention 1s not made, however, at every point
of all the writers who have made useful contributions to the pro-
blem 1n hand The method followed has been dictated by the
purpose of the present enquiry 1t does not pretend to do justice
to the originality and importance of different writers’ contribu-
tions It 1s not intended to be an appraisal of the merits of various
wiiters, but a review and analysis of explanatory hypotheses

The vartous theories under review have been
Heads of examined, as far as possible, under the following
analysts heads

General characteristics
Explanation of the upswing (prosperity)

» » s uUpper turning-point (crists)
downswing (depression)

. » » lower turning-point (revival)
Reasons given for recurrence, periodicity, etc
International complications

» 2 »
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CHAPTER 2

THE PURELY MONETARY THEORY

§ T PRELIMINARY REMARKS

Money and credit occupy such a central position

Cyclieal 1 our economic system that it ts almost certain that
Sfiuctuations  they play an important role 1 bringing about the
of MVV  business cycle, erther as an impelling force or as a
conditionmg factor During the upswing, the

physical volume of production and of transactions grows while
prices rise or, 1n some rather exceptional cases, remain constant !
This means that the money volume of transactions rises  During
depression, the money volume of transactions falls In other
words, the work which money must and does petform rises and
falls with the ups and downs of the business cycle? It follows,
then, that the product (M1”) of the quantity of money (M)and its
velocity of circulation (1) tises and falls  This does not necessat-
1ly mean that the r1se and fall of M and Jor 1715 1n all cases the active
cause of changes in business activity . 1t may equally well be a
passtve conditton or even a mere symptom It 1s concetvable
that M1 may adjust itself automatically to changes in the volume
of business without exerting any influence by itself But, 1n any
case, the analysis of a theory which puts the monetary factor at
the centre of its scheme of causation will almost certamnly reveal

! The outstanding example of a boom without a rise in prices 1s 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 Cdrl Snyder) shows a marked rise

* It should be noted that this 1s not implied by the defimtion of pros-
perity and depression  Itis conceivable that the riseand fallof the volume
of production might be accompamied by an opposite movement of prices,
so that the money value of the volume of production or of transactions
m general would remain constant or even vary mversely with the physical
volume
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important features of the business cycle which no adequate syn-
thesis can afford to neglect.

Y2 THE THEORY OF MR. R G HAWTREY
GENERAL CHARACTERISTICS

The purely monetary explanation of the

Importance business cycle has been most fully and most
of consumers’ uncompromusingly set out by Mr R G,
ontlay Hawrtrer?! For him the trade cycle 15 “a
purely monetary. phenomenon ” in the sense that

changes 1n ““the flow of money” are the sole and sufficient
cause of changes 1n economuc activity, of the alternation of prospet-
ity and depresston, of good and bad trade When the demand
for goods 1n terms of money (that 1s, the flow of money) grows,
trade becomes brisk, production rises and prices go up When
demand falls off, trade slackens, production shrinks and prices
sag The flow of money—re¢, the demand for goods 1n terms
of money—1s proximately determined by  consumers’ outlay ”
that 1s, by expenditure out of income? Consumers’ outlay
comprises, however, not only expenditure on consumers’ goods,
but also expenditure on new investment goods—that 1s to say,
that part of consumers’ tncome that 1s saved and invested (For
consumers’ outlay, one can substitute MV, if one defines “
as ““income velocity ’, 1n contradistinction to  transaction

\ See Good and Bad Trade, T.ondon, 1913 , Monetary Reconstvuction,
1923, 2nd ed, 1926, Curvency and Credi!, 1919, 1923, 1928, Trade
and Credit, 1928 , Trade Depression and the Way ous, 1931, 1933 , The Ar
of Central Banking, 1932 , The Gold Standard in Theory and Practice, 3rd
ed, 1933, Capital and Employment, 1937

* See, especially, The Art of Central Banking, London, 1932, Chapter I11

Independently, very similar ideas have been expressed by Professor
Albert Hahn 1n lus earlier writings  See his Volkswirtschaftliche Theorie
des Bankkvedits, 1st ed , 1924 (3rd ed , 1930)  Since then he has, however,
changed his view consulerably »

Many of the propositions advanced by Mr Hawtrey and reviewed 1n
the following pages, especially those on the relation between interest rates
and prices, have had a long history and were given an early expression in
A Marshall’s evidence before the Gold and Silver Commission, 1887
(See Officral Papers of A Marshall, 1926, pages 52 and 131, reproduced and
elaborated in his Money, Credit and Commerce, pages 75-76 and 254-257 )
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velocity ” as 1t figures 1n IrvING FIsHER’S famous equation of
exchange But, I being thus defined as the ratio of consumers’
outlay to the quantity of money, the two magmtudes—MD” and
consumers’ outlay—are by definition the same, and not much s
gamed by the substitution of one expression for the other)
Non-monetary factors such as earthquakes, wars, stiikes, crop
failures, etc, may produce a general impoverishment others,
such as harvest changes, over-development of certain industries
(eg, over-investment 1n constructional industries), may produce
a partial depression in particular branches of industry But a
general depression 1n the sense of the trade cycle—z ¢, a situation
1n whtch unused resources and unemployment are general—cannot
be induced by non-monetary forces or events except 1n so far as they
give rise to a fall in consumers’ outlay—; ¢, 1n the flow of money
Changes 1n consumers’ outlay are principally
Instability due to changes 1n the quantity of money
of money Everyone agrees that a sudden diminution n
and credit the quantity of money, an outnght deflation,
has a depressing influence on economic activities,
and that an increase of the circulating medium, an inflation, has
a sttmulating 1nfluence
If the quantity of money diminishes, demand falls off, and
producers who have produced 1n anticipation of the usual demand
will find that they cannot sell the usual output at the anticipated
prices  Stocks will accumulate, losses will be incutred, produc-
tion will fall, unemployment will be rife, and a pamnful process
1n which wages and other mncomes 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 producets,
and prices rise Production increases and unemployed factors
of production are gradually absorbed
This 1s the familiar picture of a * Government deflation ot
inflation ”  Accotding to Mr HawTREY, the trade cycle 1s nothing
but a replica, on a small scale, of an outright money inflatton and
deflation  Depression 1s induced by a fall in consumers’ outlay due
to a shrinkage of the circulating medium, and 1s intensified by a
decline 1n the rapidity of the circulation of money  The prosperity
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phase of the cycle, on the other hand, 1s dominated by an infla-
tionary process

If the flow of money could be stabilised, the fluctuations in
economic acttvity would disappear  But stabilisation of the flow
of money 1s no easy task, because our modern money and credit
system 1s 1nherently unstable Any small deviation from
equilibrium 1n one direction or the other tends to be magnified.

Mr HawTtrey starts with the assumption that, 1n the modern
world, bank credit 1s the principal means of payment The
circulating medium consists primarily of bank credit, and legal
tender money 1s only subsidiary It 1s the banking system which
creates credit and regulates 1ts quantity  ‘The means of regulation
are the discount rate and open-market purchases and sales of
securittes 'The power to expand credit 1s not, of course, vested
in each individual bank, but in the banking system as a whole.
A single bank cannot go very far 1n expanding credit on 1ts own
account, but the banking system as a whole can, and there 1s a
tendency to make the whole system move along step by step 1n
the same direction  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 too  In this way a
single bank or group of banks may carry with 1t the whole system

(These are familiar propositions of modern banking theory.
It does not seem necessary at this point to work them out 1n detail
with all necessary qualifications )

§ 3. THE UPSWING

The upswing of the trade cycle 1s brought

Dring 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
A credit expansion 1s brought about by the

banks through the easing of conditions under which loans are

1 Cf, eg, the exposition in Keynes' Treatise on Money The history
of thought on this subject has been written 1n great detail by V. Wagner,
Geschichte der Kredittheorien, Vienna, 1936, and A W Marget, The Theory
of Prices A Re-examination of the Central Problems of Monetary Theory,
Vol I, New York, 1938
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granted to the customer. Borrowing may be encouraged in
various ways The banks can apply a less severe standard to
security offered, they can increase the maximum pertod for which
they are willing to lend, they can refrain from discriminating as
to the purpose for which the borrower wants the loan  But the
principal mstrument of expansion 1s a reduction of the discount
rate, and each of the other measures 1s equivalent 1n some way to
a reduction 1n the costs of credit
Mr Hawrrgy 1s aware of the objection, which
The strategic thas been raised very frequently, that a reduction of
Dositon of '1 or 29, 1a the 1nterest on bank advances 1s too
the merchant ,unimportant an item in the pr proﬁt-and -loss account
- of the average business-man to induce him ta expand
his business and to borrow more His answer to this objection
1s thiat there exists one class of business-men which 1s very sensitive
even to small changes of the rate of interest—namely, the merchants,
The merchant buys and sells large quantities of goods compared
with his own capital, and he adds to what he buys the relatively
small value which represents the dealet’s profit  To him, a change
1n 1nterest charges of 1 or 29, 1s not negligible, as 1t 1s perhaps to
the manufacturer It 1s not denited, of course, that there are other
constderations besides the rate of interest which mught induce a
merchant to borrow more (or less) and to increase (or reduce) his
stocks of goods  If prices are expected to rise, or if a fall 1s ant1-
cipated, a reduction 1n the interest rate may be unnecessary or
mnsuffictent  But a general rise or fall 1n prices sufficient to induce
the majority of merchants to increase or decrease their borrowing,
irrespective of minor changes 1n the rate of interest, 1s 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 merchant 1s 1n a strategic
position If the rate of interest 1s suffictently reduced—and
ordinary circumstances a shight reduction 1s suffictent—merchants
are induced to increase their stocks They give larger orders
to the producer Increased production leads to an enlargement
of consumers’ income and outlay  This * means increased demand
for goods in general, and traders find their stocks diminishing
There result further orders to producers, a further increase in
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productive activity, in consumers’ income and outlay, and 1n
demand, and a further depletion of stocks Increased activity
means increased demand, and increased demand means increased
activity A victous circle 45 set uyp, a cumulative expansion of
producﬂvc act1v1tz > which 1s fed and propelled by a continuous
expansion of credit
—7 7" Productive _activit 1ty cannot grow without
Effects of liut  As the cumulative process carries one
rising pruces 1ndustry after another to the limit of productive
capacity, producers begin to quote higher and
higher prices 1 “When prices rise, dealers have a further mduce-
mefif to borrow  Rusing prices operate in the same way as falling
1ntefest charges . profits are increased and traders stimulated to
hold larger stocks 1n order to gain from a further rise 1n prices
In the same way, the producer is stimulated to expand production
and to borrow morte freely 1n order to finance the increased pro-
duction The cumunlauve process of eapansion 1s accelerated
by a Cumulatlve rise 1n prices

- There 1s yet another accelerating element,

Instability  In addition to the expansion of the circulating

of the veloctty medium, there 1s an increase in 1ts velocity of
of arculation circulation  When prices rse and  trade 1s

brisk, merchants and producers not only borrow
more * they use up any 1dle balances which may be at their
disposal _Idle balances are the inherttance of the previous
depresston  If they exist to a large extent, “1t may be that
aﬁ"?nfa?gement of the consumers’ income and outlay 1s
brought about with little or no expansion of the outstanding
bank credit ™.

“ Thus there 1s a principle of the instability of velocity of circu-
latton, which 1s quite distinct from the principle of the jnstability
of credit, but 1s very apt to aggravate 1ts effect 2
~To sum up, expansion Is a cumulative process—that 1s to say,
once started, 1t proceeds by 'ts own momentum No further
encouragement from the banks 1s required On the contrary,

————

3 The 4rt of Central Banking, page 167
' Op o, 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 inflation  They should rase the
rate of nterest drastically . slight 1ncreases will not deter people
from borrowing if prices rise and are expected to rise further
That 1s what 1s meant 1n saying that the process has gained
momentum. A discount rate which would have sufficed
to nip the expansion 1 the bud would later be much too
low to stop 1t

§ 4 THE UPPER TURNING-POINT

Prosperity comes to an end when credit

Credit expanston 1s discontinued  Since the process

restriction of expansion, after 1t has been allowed to gamn

responsible  a certain speed, can be stopped only by a jolt,

there 1s always the danger that expansion will be

not merely stopped but reversed, and will be followed by a

process of contraction which 1s itself cumulative (There are
other reasons for this, which will be discussed presently )

“If the restriction of credit did not occut, 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 "¢

- Man-made lmitations on the amount of the

The wage-lag, circulation—that 1s, lmitations 1mposed by
the cash drain law and custom-——constitute the barrier which
and the  prevents our present economic system from
gold standard getting nd of 1ts cyclical movement with all
its bad consequences So long as there 15 a
gold standard, or other restriction in the supply of legal tender
money (e g, that involved in the attempt to stabilise the exchange
rate v15-d-v15 another country which does not tsclf expand credit),
the banks are sooner or later forced to stop expansion and even to
contract

Cash— ¢, legal tender money-—1s predominantly used for small

and retail transactions, because for these purposes credit has no

' Tvade and Credit, I.ondon, 1928, page 98
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greater conventence to compensate for its infertor security  The
amount of cash which passes into circulation depends largely
on the incomes, 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 1n cash balances This, however,
1s a slow process, because the rise 1n wages lags considerably
behind the expansion of credit and the rise in prices and profits
Meanwhule, the central bank, in 1ts anxtety 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 thus, the cash hold-
1ngs of the working population still continue to increase—by
reason of their lag behind the credit expansion—and go on nising
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 1s given its start

§ 5 THE DOWNSWING

The process of contraction 1s cumulative
The reverse no less than the process of expanston “ When
of the upswing credit has definitely turned the corner, and a
contraction has succeeded to an expansion, the
downward tendency of prices 1s sufficient to maintain the process
of contraction, even though the rate of interest 1s no longer,
according to the ordinary standards, high 1
The process 1s cumulative for the following reason ~When
prices are falling, merchanss expect them to fall further They
try accordingly to reduce stocks, and give smaller orders, or no
orders at all, to producers Consumers’ income and outlay
decrease, demand flags, stocks accumulate 1n spite of endeavours
to reduce them, borrowing 1s reduced further—and so on in a
long and painful process Al the factors which tended to stimu-
late the upswing conspire now to push contraction further and

1 Curvency and Credut, 3rd ed , London, 1928 page 153
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further The victous spiral downward 1s 1n all respects the
negattve counterpatt of the vicious spiral upward The details
need not be repeated

§ 6. REVIVAL

During a depression, loans are hqudated and
Sufficieney  gradually money flows back from circulation 1nto
of ¢redit the reserves of the banks The reserve ratio
expansion  becomes normal, and reserves above normal
are slowly built up Interest 1s by this time
fallen to an abnormally low level, but, with prices sagging and
with a prevalence of pessimism, 1t may be that even an exceed-
ingly low level of interest rates will not stimulate people to borrow
According to Mr Hawrrey, 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 pomnt But if, as
happens 1n abnormally deep depressions, pessimism 1s so wide-
spread that no rate above zero will mduce an expansion, the
central bank has another weapon for overcoming the reluctance
of the business community to make use of existing credit
facilities—and that 1s the purchase of securities 1n the open
market
When the central bank buys securities 1n the open market, cash
1s pumped 1nto the banks and their liquidity increases  For a time,
the new money may be used to repay debts to the banks, so that
the only result 1s a change 1n the composition of the assets of the
banks (cash increases, loans decrease) But Mr HAWTREY
1s confident that eventually, if only the purchases of securities are
carrted far enough, the new money will find an outlet 1nto circula-
tion, consumers’ mncome and outlay will begin to rise, and a self-
remforcing process of expansion will be started Mr HAWTREY
believes that the ordinary measures of banking policy—discount
policy and open-market operations—may be trusted to bring
about a revival and that it 1s therefore not necessary to have
' recourse to more drastic methods (such as pubiic works) to start
| 20 expansion This attitude of his 1s closely connected with his
theory that changes 1n the rate of interest must operate through
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influencing  working capital rather than through stimulating
investment 1o fixed capital We shall have to come back to this
propositton because 1t conflicts sharply with the theories of
many other writers, with which we shall have to deal
In his earlier writings Mr HawtRey had already
A eredit mentioned the theoretical possibility of a complete
deadlock.  credit deadlock arising  ‘That 1s a situation where
even exceedingly low interest rates fail to evoke a
new demand for credit. In such a situation, the ordinary means
of bank policy prove wholly ineffective In his Good and Bad
Trade* he ascribes this phenomenon to the fact that “ the rate of
depreciation of prices ”’ may be so rapid that “ nothing that the
bankers can do will make borrowing sufficiently attractive > to
lead to a revival 1n the flow of money
In more recent publications, under the imptession of the slump
of the nineteen-thirties, Mr HAawrtrEY has modified his views to
some extent? He now doubts whether 1t can be legitimately
assumed that “the expectation of falling prices 1s (always) the
result of a preceding expertence of a prolonged actual fall ’® and
that such a condition of stagnation 1s not possible except in the
course of a reaction from a riot of inflation ¢
He still belteves that “ a failure of cheap money to stimulate |
revival >’ 1s ““ a rare occurrence ’, but he admuts that “ since 1930, |,
it has come to plague the world and has confronted us with pro- |
blems which have threatened the fabric of civilisation with des-
truction .8
These admisstons and qualtfications go a long way to meet the
objections of those who do not share Mr HAWTREY’s unshakable
optimusm regarding the efficacy of the traditional methods of
banking policy for bringing about a revival

t

! 1913, page 186

* Cf. lus Trade Depression and the Way Out, 2nd ed , pages 29-31 and
133-135, Capital and Ewmployment, pages 85-87, “ A Credit Deadlock ",
and his contribution to The Lessons of Monelary Experience (edited by
A D Gayer), *“ The Credit Deadlock ", pages 129-145

8 The Lessons of Monetary Experience, page 131

¢ Ibid , page 131, and Monelary Reconstruction, page 133

s Capatal and Employment, page 86
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Apart, however, from such a contingency, and
Wage-lag and for a typical trade cycle under the gold standard
bank poly before the war, Mr Hawtrey describes the transi-
tion from deptression to prospetity in the following
way During the depression, money begins to flow back to the
banks But, agam, there 1s that lag of the flow of cash behind the
movement of credit As the outflow of cash does not at once
follow the expansion of credit, the mnflow of cash lags behind the
contraction ‘The consequence 1s 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 1n for a considerable time after contraction
of credit has been arrested Sutplus reserves accumulate, and
these excessive reserves tempt the banks later on to over-expand
and so begin another cycle

§ 7 RHYTHM AND PERIODICITY

Mr Hawrtrer’s theory explamns why there are not
Rigid reserve  metely small oscillations around the equiltbrium, but
proportsons  big swings of the pendulum 1n the one or the other
directton The reason 1s the cumulative, self-
sustatning nature of the process of expansion and contraction
The equilibrtum line 1s like a razor’s edge The shightest
deviation involves the sk of further movement away from
equilibrium
But even so, Mr HAwTREY thinks, the recurrence of the break-
down 1s not inevitable The expansion could go on indefinstely,
if there were no limuts to the wncrease in the quantity of money
. The gold standard 1s, 1n the last resort, responsible for the recurrence
of economuc breakdowns Under the gold standard, it s the slow
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 1n the demand for cash, the banks would no
longer either duft into a state of inflation or be led to carry the
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corresponding process of contraction unnecessarily far ”  Given, |
however, this slow response of the people’s cash balances, “so !
long as credit 1s regulated with reference to reserve proportions, |
the trade cycle 1s bound to recur ! I
Under the automatic working of the gold standard, * the length
of the cycle was determined by the rate of progress of the processes
on which the cycle depended, the absorption of cutrency
during the period of expansion and 1ts return during the period ot
contraction > 3
Since 1914, the automatically working gold stan-
No trade ¢ycle dard has ceased to exsst  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 upset it ‘Therefore, according to Mr HawTREY, the
former marked regularity and periodicity 1n the alternation of
periods of prosperity and depresston, of expanston and contraction,
can no longer be expected and do not, 1n fact, any longer exist.
“ For the time being there 1s no trade cycle ” if by ““ cycle »
meant a pertodic movement of marked regularity ‘There are, of
coutse, periods of prospetity and depresston, for the credit system
1s stil inherently unstable and there are forces more powerful
than ever, the operation of which makes for expanston or contrac-
tion But the intricate mechanism which produced the former
regularity 1n the alternation of expansion and contraction 1s
completely dislocated
Periodicity 1s not, however, essential for the purposes of
Mr. HawTrey’s theory On the contrary, he 1s entitled to claim,
for his thcory that 1t does not postulate exclusively movements
of a defintte length and regulanity ~ The regular cycle can always
be interrupted by non-cyclic forces It must be admutted that an
explanation which 1s flexible 1n this respect 1s preferable—if 1t 1s
tenable 1n other respects—to a more rigid one.

1 Monetary Reconstruction, 2nd ed , London, 1926, page 135
Y Cuyrency and Credit, 3rd ed , page 155
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§ 8. SPECIAL FEATURES OF THE THEORY

As has been mentioned, Mr HAWTREY’s theory
Fluctnatsons stands 1n contradiction to many other related theories
in snvesiment 1n that 1t contends that a change 1n the rate of
m fixed  interest influences the economic system, not through
capstal  a direct influence on investment 1n fixed capital,
but through the proviston of working capital and
particularly stocks of ggods  The alternative view will be discussed
later Here 1t must beasked how Mr HawTrEY’s theory can account
for the undoubted fact that the instrumental industries experience
greater cyclical fluctuations than the consumption industries  The
explanation offered 1s that activity brings a more than proportional
increase in profits, and, as profits (whether reinvested by corpora-
tions or distributed to shareholders) are the principal source of
savings, the funds available from savings for capital outlay are
sumularly increased The disproportionate fluctuations mn the
mstrumental mdustries are therefore a consequence of changes
1n consumers’ income and outlay, and are not due (as many writers
believe) to any repercussions which credit expansion may have—
directly, or indirectly through changes in long-term-interest
frates—on investment 1n fixed capital  That credit expansion hasa
certain effect on mvestment 1 fixed capital 1s not altogether dented
by Mr Hawtrey, but he holds 1t to be unimportant as compared
with the direct influence on the merchant and on working capatal
To complete the picture of Mr HAWTIREY’S
Implications  theory, a word must be said as to the policy banks
Jor poliey  should pursue 1 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,
should not watch the reserve proportions so much as the low of
purchasing power The demand for goods, the flow of money,
1s the important thing—not the outstanding aggregate of money
units  The aim of banking policy should be to keep the consumer’s
outlay constant, including (as has been pointed out) outlay for
new investment  But account should be taken of changes i1n 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 fot
the proportion of skilled labour of varying grades and for the
appropriate amount of economic rent In other words, the atm
should be to stabilise, not the price level of commodities, but the
price level of the factors of production?

§ 9 INTERNATIONAL COMPLICATIONS

With the purely monetary explanation of the business cycle, 1t
1s comparatively easy to account for various kinds of international
complications  The analysis of any given international constella-
tion mvolving two or more countries must 1nvartably turn on the
question of how the money supply 1n each of these countries 1s likely
to be affected  Thus analysis has not yet been worked out system-
atically from the standpoint of the explanation of the business
cycle But the insttuments of the analysis are ready to hand
The theory of the internattonal money mechanism under different
monetary standards 1s one of the most fully elaborated chapters
of economic science 2

§ 10 CONCLUDING REMARKS

A feature of particular interest in Mr HAWTREY’s monetary
theory of the business cycle 1s the demonstration and analysis of
the cumulative nature of the process of expansion and contraction
In this respect, there 1s, as we shall see, much agreement between
theorists of different schools of thought Mr HAWTREY’s pro-
posttions on this point, largely taken over from MaRrsHALL and the
Cambridge tradition, have found a place 1n the theory of a great
number of writers 3

Other features of Mr HAWTREY’s theoty are more questionable
His contentton that the reason for the breakdown of the boom 1s

1 See his paper * Money and Index-Numbers ” 1n journal of the
Royal Statsstical Society, 1930, reprinted i The Art of Central Banking,
pages 303-332

3 See below Ch 3, §§ 8, 16, and PartII, Ch 11

* No attempt has been made to establish priorities or to trace the
various lines of thought to their historical origins



28 Analysis of Theorses Part I

always a monetary one and that prosperity could be prolonged
and depression staved off indefinitely, 1f the money supply were
nexhaustible, would certainly be challenged by most economists.

These and other features of the purely monetary explanation
of the cycle will be referred to, exphcitly or implicitly, 1n connection
with the discussion of the non-monetary theottes
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CHAPTER 3

THE OVER-INVESTMENT THEORIES

§ 1 GLN1 RAL CHARACTERISTICS

In this section, 1t 1s proposed to analyse some

Maladjustments, closely related theories of a great number of
vertical and  writers, which may be labelled generically “ over-
borizontal  1investment theories ”

The central theme of all these theories is the
over-development of industries which produce producers’ goods
or capital goods in relation to industries producing consumers’
goods They all start from the universally admitted fact that the
capttal-goods industries are much more severely affected by the
business cycle than industries which produce for current consump-
tton During the upward phase of the cycle the output of pro-
ducers’ goods rises much more, and during the downward phase 1s
much more curtailed, than the output of perishable consumers’
goods Durable consumers’ goods, such as houses and automo-
biles, are 1n a special position approximating to that of capital
goods.

According to the over-investment theorists, this phenomenon
1s the symptom of a sertous maladjustment which develops during
the upswing The capital-goods industries, 1t 1s argued, are



30 Analysis of Theorses Part I

relatively over-developed  the production of capital goods as
compared with the productton of consumet’s goods 1s pushed
farther than the underlying situation can permanently tolerate
Thus 1t 1s a real maladjustment i the structure of production
that causes the breakdown of the boom, and not a mere
shortage of money due to an insuffictency 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 1t develops during the boom, according to the
over-mvestment school, may be described as a “ ver#real disequuli-
brium or maladjustment > 1 contradistinction to a ““ horrzontal
disequilibrium or maladjustment ” 1n 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 1s kept constant, equilibrium 1 the
structure of production will be preserved, if the allocation of the
factors of production to vartous employments corresponds to
the distribution of the money flow—z e, the monetary demand
for the products of the different branches of industty Thus
distribution 1s, broadly speaking, determuned by (1) the decissons
of the population as to spending and saving, (2) the decistons of
consumers as to the distribution of expenditure between various
lines of consumption goods, and (3) the decisions of producers
at every stage as to the distzibutton of their cost expenditure
between different forms of waput  If the structure of production
does not correspond to the first set of decisions, we have a
vertical maladjustment—vertical because the industries which
are not harmontously 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 a horigontal disproportion—a disproportion between
industries of the same “rank” as measured by distance from
consumption
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We have seen that Mr HawTrey also recognises
Mongy and  the fact that the cyclical movement 1s much more
the structure violent in the capital-goods industries. But 1n
of production. his view, this 1s merely the consequence of fluctua-
trons 1n the flow of money (consumers’ income and
outlay) It 1s not an evil in itself According to the over-
investment theortes, fluctuation 1n investment 1s the cause of the
business cycle, and the forces which bring about expanston (being
to a large extent of a monetary nature) have a direct effect on
investment—viz (mainly) on investment in fixed capital  Fluctua-
tions 1n investment generate fluctuations n consumers’ income
rather than the other way round
Thus, according to these theories, the business cycle 1s not a
purely monetary phenomenon But that does not preclude the
posstbility of money’s playing a dectsive tdle 1n bringing about
the cycle and causing periodically a real maladjustment Some
members of the over-nvestment school consider monetary forces
to be the wmpelling factor disturbing the equilibrium  Others
believe that certain monetary arrangements are condrtioning factors,
which do not actively disturb the equilibrium but are the nstru-
ments through which the active forces of a non-monetary nature
operate
We can distinguish three sub-groups with a still
The schools of greater vartety n detal
over-investment
theorists (A) Writers who believe that monetary forces
operating under a particular form of credit organ-
sation (banking system) produce the disequilibrium between the
lower and higher stages of production
This type of theory, which 1s frequently called the * Neo-
Wicksellian  school, may perhaps be included amongst the
monetary explanations of the business cycle, inasmuch as the active
cause which disturbs the equilibrium 1s a monetary one  But the
business cycle 1s 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 1s the breakdown of the boom  Cirists
and depresston cannot be explamned purely by contraction of the
circulating medium, although deflation may come n as a secondary
and intensifying element Among the writers whose theories
fall within this group are Hayck, MacHiue, Mises, Rospixs,
Rorke and StrIGL WICKSELL has provided the theoretical
basis for this theory, but belongs humnself rather to the following
group (group (B)), while RoBerTsoN holds an intermediate
position between group (A) and group (B).

(B) This group consists of writers whose theories do not
tun 1 terms of money ‘They stress factors mn the sphere of
production such as inventtons, discovertes, the opening of new
markets, etc —that Is, circumstances which provide new invest-
ment opportunities. Some of them refer to the money factor
only incidentally ot incline to munimise 1t.  But 1t can be shown—
and 1s mdeed frequently recognised by the writers 1n question—
that certain monetary forces are indispensable for the active
factors on which they lay stress to produce the effect postulated
Casser, HaNSEN, SpierHOFF and WICKSELL are promunent m this
group RoBERrTSON has been already mentioned Prcou’s and
SCHUMPETER’S analyses go patallel for a long way with the
theortes of these writers.

(C) ‘Thete 1s 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 gtve rise, for technological
reasons, to much more violent fluctuations in the production of
producers’ goods 1n general and fixed capital equipment 1n parti-
cular This so-called principle of ““ the acceleration and magnifica-
tion of derived demand” has been elaborated by ArraLION,
BickerpikEg, CARVER and PiGou In recent years, ] M Crark
and R G HaRrroD have laid great stress upon 1t 1n their explana-
tton of the business cycle MrrcHELL, ROBERTSON and SpiETHOFF
mention 1t as a factor which intensifies the cyclical movement.
The principle can also be used, as we shall see, 1n support of a
speaal type of the under-consumption theory of the business
cycle.
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A The Monctary Over-investment Theortes
§ 2 GENERAL CHARACTERISTICS AND THEORETICAL FOUNDATION

The theories of the following writers will

Banking  now be exammned + F A Havex,! F MacHrup?
system and L. Mises® L  Roseins W  Ropke® and
money supply R StriGL® The explanation given by these
writers of the upswing and of the down-turn

(custs) 1s fundamentally the same  Such differences as exist are
mainly in respect of amplifications 1 the later publications
Serious conflicts of opinion are to be found, on the other hand,
1 respect of the description and explanation of the downswing
and the up-turn (revival) Professor RoPkE, in particular,
dissents strongly from the opiuon of the other writers named
in the interpretation of the later phases of such prolonged
depresstons as that of 1929-1936  The writers of this group have
this 1n 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 1s a complicated functional relationship between the
interest rate, changes 1n the quantity of money and the price level

' Monetary Theory and the Tirade Cycle, London, 1933 (translated
from the German) Prices and Production, London, 1931, enlarged
edition, 1934 See also his latest exposition, “ Preiserwartungen, mone-
tdre Schwankungen und Fehlinvestitionen’ 1n Nationalokononuisk
Tidsknift, 1935 (translated mnto French ‘“Prévision de prix, perturba-
tions monétaires et faux investissements’ 1n Revue des Sciences écono-
maiques, 1936)

t Borsenkredit, Indusiviekredit und Kapilalbildung, Vienna, 1931

* The Theory of Money and Credit, London, 1934 (translated from
the German) Geldwertstabilisierung und Konjunkturpohitik, Jena, 1928

4 The Great Depression, London, 1934

8 Crises and Cycles, London, 1936 (translated from the German)
“Trends 1n German Busmess Cycle Policy”, Economic Journal, Sep-
tember 1933

s Kapital und Produktion, Vienna, 1934
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expounded §

These relationships have beenh % below, is the basts of the
WickseLL , his theory, outine ’ 1 Tt should b
explanation of the bustess cycle which follows.l It should be
added that, 1 what follows, we shall Jeave international complica-
tions for the moment out of account and disregard the fact that 2
change 1n the interest rate 1n one country will mnfluence the flow
of credit from and to other countries These complications can
easily be introduced into the picture later For the present, we

presuppose a closed economy

WicksELL distinguishes between the “ money
Natural rate rate™ or actual “ market rate of interest ” as
and money rate influenced by the policy of the banks (and other
of mterest  monetary factors) on the one hand and the

‘ natural rate of interest >’ on the other  The latter

1s defined by WiCKSELL as “that rate at which the demand
for loan capital just equals the supply of savings 2 If 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 r1se and exceed the available amount of savings, and the supply
of credit must be supplemented by bank credit created ad hor—
that 1s, by inflation  If, on the other hand, the rate 1s ratsed above
the equilibrium level, the demand for credit will fall, some portion
of the total saving will not be used, and credit will be hquidated

ystematically by Knur

v Interest and Prices, London, 1936, translated from the German,
Geldzuins und Guterprerse, Jena, 1898 , Lectures on Political Economy,
London, 1934, Vol II, translated from the Swedish, *“The Influence of
the Rate of Interest on Prices’, Economic Journal, June 1go7 On the
evolution of Wicksell’s theory, see the excellent introduction by Professor
B Ohlin to Interest and Prices Compare also the elaboration of
Wicksell’s theory by recent Swedish writers as summarised 1n Professor
G Myrdal’s paper ‘“Der Gleichgewichtsbegniff als Instrument der geld-
theoretischen Analyse ” 1n Beitrage zur Geldtheorie, ed by Hayek, 1933,
and E Lundberg, Studies n the Theory of Economic Expansion, London,
1937 Some aspects of the theory and their lnstory have been discussed
at great length by A W Marget, The Theory of Prices, Vol I, Ch VII-X
In Vol II, which has not yet appeared, the discussion will be continued

v Vorlesungen wubey Nationalokonomse, Vol II, page 220 It 1s
possible to trace 1n Wicksell’'s writings an alternative definition of the
natural rate—viz, as that rate which would prevail mn a barter economy
where loans are made #n natura This conception presents, however,
great theoretical difficulties We shall therefore disregard it
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or deflated ! WICKSELL goes on to argue that, if the market rate

1s below the natural rate, prices will rise 1f 1t 15 above, prices will
tend to fall.

There 15, however, a fallacy 1n this last pro-
Two meanings posttion, as was potnted out for the first time by the
of the concept Swedish economist DAvipson? In a progressive
“natural rate” economy, where the volume of production and
transactions rises, the flow of money must be 1n-
creased 1n order to keep the price level stable Therefore, the
rate of interest must be kept at a level low enough to induce a net
mflow of money into circulation The rate which stabilises the
price level 1s below the rate “at which the demand for loan
capital just equals the supply of savings
Making allowance for this discrepancy, we may formulate the
theorem as follows If the banks lower the interest rate, ceferss
paribus the flow of money incomes will expand o, 1f 1t was shrinking,

' Inasmuch as monev loaned out 1s supposed to be used for productive
purposes (that 1s to say, 1s invested), we can also say that the equilibrium
rate 1s that rate at which savings—voluntary savings as distinct from
“forced savings’—become equal to investment If the market rate 1s
below the equilibrium rate, nvestments exceed_savings if 1t 15 above,
investments fall short of saviigs  Saving, 1n this context, has not to be
interpteted according to the unusual defimition adopted by Mr Keynes
in the Treatrse on Money, and later discaided by him 1n the General
Theory of Employment, Interest and Monev  Mr Keynes now
employs a defimtion of saving according to which aggregate saving 1s
only another aspect of aggregate investment, both bemng defined as the
difference between the money value of outputand expenditure on consump-
tion This 1s not the sense, however, in which saving 1s used by the
authors now under consideration For them, additions to the value of
current output do not mmediately constitute disposable mncome , and 1t
15 thus open to them to regard saving as something different from mnvest-
ment When they say that investment exceeds saving, they mean that
there 1s 1n progress an mflationary mcrease in the money value of output
which 1s not immedsately translated into increased incomes When they
say that investment falls short of current saving, they mean that there
1s 1n progress a process of hoarding, a deflationary decrease 1n the money
value of output Which terminology 1s the more convenient—whether
1t 15 better to regard saving as necessarily equal to investment or not—is
at present still an open question which will he discussed at some length
in Chapter &, below

* Cf Brinley Thomas, “The Monetary Doctrines of Professor Davidson **
in Economic Journal, Vol 45, 1935, pages 36 ef seq, and T A Hayek,
Monetary Theory and the Trade Cycle, passim



36 Apnalysis of Theorses Part 1

the process of contraction will be stopped or slowed down :
prices will rise or, if they were falling, the fall will be arresred or
mitigated  If the banks raise the interest rate, ceferss parsbus the
flow of money incomes will contract or, if 1t was expanding, the
expanston will be stopped or slowed down prices will fall or,
if they were rising, the rise will be arrested or mitigated Under
given conditions, there 1s one rate which keeps the price level
constant and another which keeps the flow of money incomes
constant The two coincide only 1n a stationaty economy In
a progressive economy, the rate which stabilises the price level 1s
below the rate which keeps the flow of money incomes constant
Which of these two rates 1s called the “ natural ” or * equili-
brium rate > will depend on which is thought the likelier to maintain
the equilibrium of the economic system  We shall see that those
writers of the group under review, whose analysis takes account
of the difference, reserve the adjective * natural” for the rate
which keeps the flow of money incomes constant But for the
moment we shall ignore this distinctton, which the writers in
questton themselves are by no means consistent 1n respecting ?!

§ 3 THE UPSWING

According to the theory with which we are
Interest  dealing, the boom 1s brought about by a discre-

rates pancy between the natural and the money rate of
and interest How this discrepancy 1s produced, and
pruces whether there 1s any reason why 1t should recur

again and again 1n 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 as prices begin
to 11se, the process tends to become cumulative for the reason that
there 1s a twofold causal connection between interest rates and the

! Independently from Wicksell, Mr Hawtrev introduced the notion
of the ‘“natural rate’ (which he distingmished from the ‘‘profit rate’’)
mn his first book Good and Bad Trade (London, 1913) But, since he
did not use this concept 1n any of his later writings, we have made no
reference to 1t 1n the summary of his theory  The concept of a * natural
rate” (and even the term) can be found in earlier English economic
writings
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price level A low interest level tends to raise prices and a high
level to depress them , but, on the other hand, rising prices tend
to rasse interest rates and falling prices to reduce them  If prices
r1se and people expect them to continue to rise, they become more
eager to borrow and the demand for credit becomes stronger.
Falling prices have the contrary effect  Rising prices are equivalent
to a premium for borrowers, falling prices are a tax on borrowers
Professor IrviNG FisHer distinguishes between the * nominal
or money rate of interest ” and the * real rate of interest >1  The
first 1s the rate as we find 1t 1n the market the second 1s the money
rate corrected for changes 1n the value of money in terms of goods
and services  Thus, if prices rise by 39, during the year, 2a nominal
rate of 5%, 1s 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 nonunal rate of less than 109, becomes
equivalent to a negative real rate, because the creditor loses, 1n
terms of real purchasing power, more on the capital than he
recetves as 1nterest  If prices fall by (say) 10% 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 bustness, which he describes as being the ratio of labour saved
pet annum by the capital actually 1n use to labour expended on
first cost, corrected for price changes 2

The most convenient way of approach to the

Demand  understanding of these rather complicated inter-
and telationships 1s to concewve of the situation mn
supply of terms of the supply of, and demand for, credit
loanable  'The supply 1s furnished by the savings of individuals
Sunds and corporations, supplemented by inflationary
bank credits The abiity of the banks to create

credit makes the total supply more elastic than 1t would otherwise

1 See the latest version of his theory 1 The Theory of Interest, New
York, 1930, Chapter IT  The first version was contained 1n his 4ppre-
cration and Interest (1896) Cf also Adarkar, * Fisher’s Real Rate Doc-
trme " 1n Economic Journal, Vol 44, 1934, page 337, and Professor D H
Robertson, “ Industral Fluctuations and the Natural Rate of Interest ”,
tbid , pages 650 et seq

: As Professor Hansen has pointed out, many of these concepts must
be interpreted as referring to *expected '’ rather than to  contemporary **
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be. A considerable mncrease 1 the demand will be met withoys

much rise i the nterest rate, though the supply of voluntary

saving may have mcreased only a Little or not at all The demand
for credit 1s a very complex and volatile phenomenon  We shall
see later on, in connectron with the analysis of other theories,
that 1t 1s exposed to sudden influences from vatious stdes and 1s
subject to rapid changes To elucidate the theortes here under
review it 1s sufficient to assume that, at any gtven moment of time,
there 1s a negatwvely inclined demand schedule The lower n
such case the price of credit—z e, the interest rate—the larger
the amount of credit demanded

We start from a situation where the banks mamtain a level of
interest rates at which the demand for, and supply of, credit exceeds
the supply of savings A credit expansion ensues, prices rise, and
the rise in prices raises profits The demand for credit rises  at each
rate of mnterest, more 1s demanded than before  But the monetary
expanston does not expand savings to the same extent, and the
equilibrium rate of interest rises Consequently, if the banks
persist 1n 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 expanston required even greater
Prices rise higher still, profits ate raised, and the vicious spiral
of inflation continues  After the movement has gathered momen-
tum, 1t can only be stopped by a considerable rise 1n the rate of
interest being enforced by the banks

The process need not be discussed 1n greater detail, because so

far the monetary over-investment theory runs parallel with the
purely monetary theory! The only diference 1s a difference of
terminology—namely, the introduction of the terms “ natural or

magmtude Itis the ““expected” profit or yield from capital nvestment
which must be set against the money rate of interest Fairness to the
older writers demands this interpretation, even if they frequently failed
to emphasise “expectations’’ to the extent which has since become
fashionable

! 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 1n the Marshallian tradition and earlier
Enghsh and Continental writers will not be discussed here
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equlibrium rate of interest ” for a concept which 1s equally implicit
in Mr HAWTREY’s analysis

The So much for the monetary aspect of the upswing.
capitalistic But, according to the theoty under review, it has
Structure 1S COMPplement 1n a distortion 1n the structure of
of praduction prodl.t‘ctlon, a maldistribution of economic resources
This “real” aspect 1t 15 now proposed to constder
The rate of imterest has not only the function of regulating
the quantity of money Like every other price, it has, 1n an
indtvidualistic economy, the mose fundamental function of serving
as a guide to the allocation of the factors of production to the
different branches in the production process It 1s the vertical
structure, more spectfically, which 1s governed by the rate of
interest In order to explain this part of the price mechanism,
1t 1s necessary to go somewhat deeper 1nto 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 s being
modified continuously Economic progress has to a large extent
been conditioned by the fact that an ever-increasing propottion
of the available productive resources has been devoted to earlier
stages of production  New stages have been added or interpolated,
with the result that the vertical structure of production has been
elongated In other words, the methods of production have
become more mndirect, more  roundabout ” and more “ capital-
1stic , 1n the sense that a greater amount of capital, intermediate
goods such as machmery and raw materials and half-finished pro-
ducts, 1s used per umt of output of consumable goods® The

t Intermediate goods and consumers’ goods are measured mn value
umts Since we are concerned with a proportion of values, we are not
bothered by the objection that there can be no common measure for
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ultimate aim of the accumulatton of capital 15 naturally an increase
1n the output of consumers’ goods But the percentage increase
in capital stock piled up behind the consumption industries 55

greater than the percentage ncrease 1n the rate of flow of

consumers’ goods
The force which determines the lengtheaing of the process of

production 1s, broadly speaking, the rate of saving  The signals
for the entrepreneurs to elongate the process are the avaiability
' of new caputal and the lowness of the rate of interest

If a part of current mncome 1s being saved—z ¢,

Saving and  1f not all mcome 1s devoted to buymng consumers’
wterest  goods—the demand for consumers’ goods falls off
and factors of production are made avatlable * If

the money saved 1s not withdrawn from circulation, but 1s offered
1 some way in the capital market, the rate of interest will fall
and this will induce entrepreneurs to make new investments
There ate always opportunities for investment which cannot be
undertaken for want of capital Labour-saving machinety can
be mnstalled (which involves the creation of a new stage in the
process of production), ratlways can be electrified and 1n a hundred
other ways the process of production can profitably be lengthened
—if only the rate of interest 1s low enough and the necessary
amount of capital available It 1s the function of the rate of interest
to select among the great number of existing opportunities for
investment those extenstons of the production process which can
be undertaken with the existing supply of capital (savings) The
rate of interest distingusshes those of the new roundabout methods
of production which are permissible from those which are not

valuations at different time points The problem of the “time-dimen-
sion’’ of capital has given rise to endless disputes, especially 1n 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 pommt (Cf Nicholas Kaldor ‘ Annual Survey
of Economic Theory The Recent Controversy on the Theory of Capital
in Econometrica, Vol V, 1937, page 201 ef seq, the reply by F H Knight
and rejomnder by N Kaldor, loc ¢it, Vol VI, 1938 See also Hugh
Gaitskell  “ Notes on the Period of Production ”, Zeitschrift fitr
Nationalokonomze, Vol 7, 1936, and Vol 9, 1938)

\ Cf,eg, Bresctam-Turrom * The Theory of Savang *, 1n Economica
(New Series), Vol 3, 1936, pages 1 et seg, and 162 et seq



Chap 3 The Over-vestment Theorses 41
If a certain plan of mnvestment, which from the technological
potnt 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—s ¢ , because the profit
rate 15 lower than the prevailing rate of interest—that by no
means proves the imperfection of our present pricing system,
but sumply 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
1f the rate of interest falls because of increased savings, the demand
for capital can be satisfied to a greater extent and the equilibrium
point moves down along the curve of demand for capital
Investments which were extra-marginal under the higher rate now
become permussible  Factors of production are shifted from the
lower to the higher stages of production  The production process
1s lengthened and eventually the output of consumers’ goods per
unit of wput (1n terms of ““original factors” of production) is
raised !
From the point of view of the entrepreneur who
« Artsfictal ” wants to embark on new schemes of investment, the
Jowering of situation 1s not changed if the lowering of the rate
the interest of interest 1s due to capital’s having been made more
rate plentiful, not by an increase in voluntary saving, but
by an expansion of bank credit  Such an artificial
cheapening of capital will also lead to a lengthening of the process

t Tt has been questioned whether this process of saving and investment
runs smoothly A great number of writers believe that the process
of saving 1s likely to produce serious disturbances (a) because saving
produces depression 1n the consumption industries which then spreads to
the higher stages, (b) because money which 1s saved frequently disappears
on the way and 1s not wvested (deflation), (¢) because increased
vestments eventually bring about an mncrease in the production of
consumers’ goods, which cannot be sold at the prevailing prices unless
the flow of money 1s increased  But 1t 1s not with these alleged frictions
and disturbances that we are here concerned They will have to be
discussed at a later stage of our enquiry  The theorists now under review
believe that ordwnarily the process of saving and nvestment runs
smoothly According to them, troubles arse only 1f voluntary saving
18 supplemented from * inflationary sources ”, that 1s, by new bank
credit or by expenditure from money hoards (which 1s equivalent to by a
nise n the velocity of circulation of money)



42 Analysis of Theores Part 1

of production If we start from an equilibrium position of full
employment 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
will have to contract and the higher stages of production will
expand.

This comes about 1n 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 nise or
be prevented from falling—this last case we shall discuss 1n detail
later—and consumers’ goods industries (the demand for the pro-
duct of which has not risen, or not risen so much as the demand
for capital goods, which 1s swollen by the newly created purchasing
power) will be unable to retain at the enhanced prices all the
factors of production which they used to employ They will be
compelled, therefore, to release means of production for use in
the higher stages of production—that 1s, for the production of
additional capital goods !

' The concept ‘‘forced saving ’’ has a long history (¢f F A Hayek,
‘““A Note on the Development of the Doctrine of Forced Saving'' in
Quarterly Journal of Economics, Vol 47, page 123) In addition to the
writers of the present group, Professor Schumpeter has given 1t a promi-
nent place 1n s account of the upward phase of the cycle (See his
Theory of Economic Development, LEnglish translation from the last
German edition, 1934 First German edition, 1911 ) Unlike the mone-
tary over-investment theorists, however, he does not use the alleged
peculiarities of forced saving to explan the crisis This point will be
taken up later (¢f Ch 5, § 3) Recently the doctrine of forced saving has
been attacked by Mr Kcynes (The General Theory of Employment, Intevest
and Money, pages 79-81, 183) But, as Professor Robertson has pointed
out (¢f “Some Notes on Mr Keynes' General Theory of Employment "’
m Quarterly Journal of Economscs, Vol 51, 1936, page 178), Mr Keynes'
objections are purely verbal He banishes the word, but 1s forced to
recognise the thing which the word denotes, though 1n another dress, when
he says that, under the pressure of mmvestment whch 1s imperfectly
foreseen, there may occur a “temporary reduction of the margmal pro-
pensity to consume’’ (Joc ¢3¢, pages 123 and 124)
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Obviously, the necessary condition 1s that the
Credit expan- demand for consumers’ goods does not rise pars
sion and  passu with the creation of credit and the rtise 1
« forced  demand for capital goods  Either there will be a
saying”  lag 1n the tise of aggregate incomes, or—what 1s
probably the same thing from another angle—the
increment of tncome will not at once be available (owing to discon-
tinuities mn the receipt of it) for expenditure purposes Prices
will thus rise quicker than disposable tncome, and consumption
will be curtailled In addition, the rigidity of certain contract
mncomes such as rents, pensions, salaties, etc , may have the effect
of modifying the distribution of mcome 1n 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
mnduced, to save more, and this ¢ forced saving ” has the same
result as 1s usually brought abou tby voluntary saving—wiz, a
restriction of consumptton and the release of productive resoutces
for the production of additional capital goods In ather words,
the real capital which 1s needed for the increased investment 1s
extorted from the consuming public by means of 11sing prices
Treatment of these theories 1s complicated by the fact that there
1s as yet no agreement as to the exact use of the expression “ forced
saving > It has been used to indicate the extra saving created by
the transfer of resources and incomes from cteditor to debtoz,
from rentier to State, from wage-earner (at least temporarily) to
employer, as the result of inflatton.  Professor STRIGL has objected
to this theory of forced saving! that, if those with relatively
fixed mncomes 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 mn captal forma-
tion In other words, there 1s no forced saving, but only ordinary,
voluntary saving

t Kaputal und Produktion, Vienna, 1934, page 195, and “ Die Produk-
tion unter dem Einfluss emner Kreditexpansion ”, in Schriften des Verewns

fur Sozialpohitik, Vol 173, 1928

o~
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Apart, however, from the increase of saving as a result of what
Professor P1cou styles a ““ doctoring of past contracts ’, there 1s a
more direct channel whereby additional bank credits may increase
mvestment This 1s the process which Professor RoBErRTSON
discusses at lengthin Banking Policy and the Price Leve/ under the head
of “ Automatic Stigting ”*  Either dishoarding or the expenditure
of nevﬁy created money, he says, “ brings on to the matket 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 deptives the residue of the public
of consumption which they would otherwise have enjoyed” !
As Picou argues 1n the particular case of the expansion of bank
credits  “ What 1n substance has happened 1s that the bankers
have transferred to business-men purchasing power and, through
purchasing power, real stuff in the form of wage goods and so
on, formerly belonging to other people They have done this
by gitving new money titles to busimess-men while leaving the
money titles 1n other people’s hands untouched 1n exactly the
same way as they would have done had they taken money titles
from other people and handed them to business-men 2

Neither Professot PIGou nor Professor RoBERTSON seems to have
i mund a reduction 1n o2/ consumption, but only a re-distribution
of consumption in favour of wage-earners, an augmentation of
the real-wages bill, which, according to Professor Picou, brings
with 1t an augmentation of capital But this 1s the same type of
mechanism envisaged by Professor Havek and Professor MISES as
the instrument by which investment 1s financed 1n excess of volun-
tary saving in the case where an increase wn capital involves a
diminution of the flow of goods available for consumption. In
the latter case, however, it 1s implied that the incomes created by
the additional investment do not immediately become available
to be spent or saved

Professor Francesco Viro uses the expression “ forced savings ™
for what 1s usually called “corporate saving”  If a business firm or
company fails to distribute 1ts entire profits to the shareholders,

! Banking Policy and the Price Level, 1932 ed , page 48
2 Imdustrial Fluctuations, 1929, page 141
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this may mean that the latter have been * forced »* to save (against
thetr will) by the directors of the corporation Professor Vrro
believes that this type of forced saving 1s likely to cause the same
troubles as the type envisaged by Professor Hayex !

§4 THE DOWN-TURN (CRISIS)

Why must this process of monetary expanston and heavy invest-
ment always end 1n a collapse >  Why does 1t not go on indefinitely
or tail off 1nto a more stable situation ?

According to the over-investment theory, this 1s
Abandonment 1mpossible, because, by the artificial lowering of the
of over-  1nterest rate, the economy 1s lured into long round-
capitalistic about methods of production which cannot be
processes mamntained 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 later 1t happens the worse the result—1t becomes cleat
that the newly mutiated extenstons of the structure of productton
cannot be completed, and the work on the new but incompleted
roundabout processes must be discontnued The investment
boom collapses and a large part of the invested capatal 1s lost

Before discussing in detail how this comes about and what
the external symptoms ate, 1t will be useful to make the broad
lines of the argument clearer by comparison with a centralised
communistic economy

The Russtan Five-year Plan was a supreme cffort to increase
the « roundaboutness ” of production and thereby the future pro-
duction of consumers’ goods Instead of producing consumers’
goods with the existing rather primitive methods, they curtailed
production for immediate consumption to the indispensable
mintmum Instead of food, shoes, clothes, houses, etc, they

t See F Vito * Il Risparmio forzato e la teoria di cich economict ”
1n Revista internazonale du screnze sociali, 1934, and * Die Bedeutung des
Zwang-sparens fiir die Konjunkturtheorie * in Bestrage zur Konjunk-
turlehre, 1936
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produced power-plants and steel works they sought to improve
the transportation system 1n a word, they built up a productive
apparatus which could turn out consumption goods only after a
considerable petiod of tume

But suppose 1t had become impossible to carry through this
ambitious plan  Suppose the Government had come to the
concluston half-way that the population could not stand the enor-
mous strain and had decided to change the policy Insuch a case,
they would have been forced to give up the newly started round-
about methods of production and produce consumers’ goods as
quuckly as possible  They would have had to interrupt the con-
structton of power-plants, steel works and tractor factories and
try wnstead 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 1n
the abandoned construction works !

Exactly the same thing happens, according to the monetary
over-investment theory, 1n our individualistic exchange economy at
the turning-point from prosperity to depression during the ordinary
business cycle The only difference 1s this what 1n a commu-
nustic soctety is done upon a decision of the supreme economic

jcouncil 1s 1 our individualistic economy brought about as
i the net effect of the independent actions of individuals and carrted
out by the price and interest mechanism

It 1s not so easy to trace this process in detau, step by step, as
1t 1s to convey the general meaning of the argument and, at thus
crucial point, the reasoning of our authors 1s not always altogether
clear and consistent It should be kept in mund 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 depresston has started,

! Since the appearance of the first edition of this book, a very luud
analysis, also 1n “ real ” terms but much more elaborate than the above,
has come to the author’s notice Autour de la crise americaime de 1907,
ou Caprtaux-véels et Caprtaux-apparents, by Marcel Labordeére (enlarged
reprimt from the Revue de Paris of February ist, 1908), Paris, 1908
Thisimportant study has been entirely overlooked by the whole literature
on the subject
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the whole economic scene 1s completely changed and quite
different arguments apply
The proximate cause for the breakdown of the
Shortage of boom 1s almost 1nvariably the nability or unwilling-
mvestible  ness of the banking system to continue the expanston
Sunds Furthermore, 1t can be shown that 2 mere stoppage
of expansion without actual contraction 1s very
likely to lead to serious trouble The process of expansion and
investment involves the banking system in heavy commitments
for the future, not 1n 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
this flow 1s not forthcoming, the completion of the new schemes
1s tmposstble  This must not be interpreted in too narrow a sense
What 1s meant 1s not merely that the construction of an indivisible
ptece of investment, a railway ltne or a power-plant or a new
Cunarder, may have to be interrupted ! A much more important
case 15 where a higher stage 1n the structure of production has been
so much developed that it can work with full capacity only if the
lower stages are adding to their equpment  If the steel industry,
for example, has been developed to satisfy the needs of a rapid
expansion in the building or automobile 1ndustry, 1t may suffer
a contraction as soon as the building or automobile industry—
without actually contracting—stops expanding and no longer
adds to its equipment This proposition will be discussed in
greater detail 1n connection with the so-called * acceleration prin-
cple”” It explains or helps to explain why the transition from
expansion to a stattonary state ts so difficult
As has already been said, the fact that banks are forced to stop
expansion for monetary reasons 1s the proximate cause of the
boom’s coming toanend  Shottage of capital causes the collapse,
but the term “ shortage of capital ” 1s provisional and has to be
used with great care In the first instance, 1t may be interpreted 1n
the monetary sense as equivalent to a shortage of investible funds

1 Such an over-narrow interpretation of the ¢ Austrian ” theory seems
to be 1mplied 1n Professor D H Robertson’s article * Industrial Fluc-
tuations and the Natural Rate of Interest * in Economic Jovynal, Vol 44,

1934, page 653
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The whole over-investment school, however, deny that the
difficulty 1s a purely monetary one They deny that monetary
measures could avert the crisis, and contend that they could
only postpone 1t If all legal and customary limitations were
removed and the necessary funds provided, the monetary expanston
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 1n 1921-1923, and, if the
credit expansion were not stopped, 1t would be brought to an end
by a complete collapse of the monetary system—that is to say,
the public would eventually abandon and repudiate the rapidly
depreciating currency, as the German public started to do with
the German Mark 1n 1923

Great pains have been taken to explan this
Hayek’s  process 1 terms of relative prices and of supply
theory  and demand for particular types of goods To
of caprtal Professor HAYEX we owe the most elaborate
shortage  analysts It runs as follows
The whole stream of money or flow of purchasing
power—that 1s, the demand for goods 1n terms of money per unit
of time—is at any given point of time divided between producers’
goods and consumers’ goods Since the productive process is
split up into numerous successive stages—or, in other words,
since the original factors of production (whatever that may mean)
have to undergo numerous successive transformations betore they
are ready for final consumption—the money volume of transactions
in producers’ goods per unit of time 1s a multiple of transactions
1n consumers’ goods Much more money 1s spent per umt of
time on producers’ goods 1n all stages than on consumers’ goods
If a part of income 1s saved and nvested, ceterss paribust the pro-
portion between the demand for consumers’ goods and the demand
for producers’ goods 1s modified 1n favour of the latter, and it

! This qualification 1s necessary, because there are other facts which
mfluence the proportion mentioned i the text If, for example, two
or 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 1s reduced by such an act of integration
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must be permanently modified because, by the act of saving, the
stock of capital, as well as the volume of transactions 1n capital
goods, has been permanently increased
An analogous change 1n the proportion between money spent
for consumers’ and producers’ goods may be induced by 1njections
of bank credits for production purposes But in that case, in
contradistinction to the case of voluntary saving, there s a strong
probability that individuals will tend to restore the old propot-
tion “Now, the sacrifice 1s not voluntary and 1s not made by
those who will reap the benefit from the new investments It 1s
made by consumers 1n general who, because of the increased com-
petition from the entrepreneurs who have received the additional
money, are forced to forgo part of what they used to consume
There can be no doubt that, #f their money receipts should rise
agaimn, they would immediately attempt to expand consumption
to the usual proportion ! And receipts will rise sooner or later,
for the new money 1s spent partly to hire labourers, partly to buy
capital goods of all sorts, and 1n both cases the money, partly at
once, partly after a while, becomes additional income 1n the hands
of the owners of the factors of production
There 1s another factor which tends to swell the
Faulty. demand for consumers’ goods Bookkeeping is
bookkeeping more or less based on the assumption of a constant
practices  value of money Pertods of major inflattons have
shown that this tradition 1s very deeply rooted and
that long and disagreeable experiences are necessary to change
the habit One of the consequences 1s that durable means of
production—such as machines and factory bwldings—figure mn
cost accounts at the actual cost of acquusition, and are written off
on that basis If prices nise, this procedure 1s llegitimate  The
enhanced replacement cost should be substituted for the original
cost of acquisition  This, however, 1s not done, or 1s done only
to an msuffictent extent and only after prices have risen con-
stderably ‘The consequence 1s that too little 15 written off, paper
profits appear,? and the entrepreneur 1s tempted to increase his

' Hayek Prices and Production, 2nd ed TLondon, 1934, page 57
+ These paper profits are also likely to add to the cumulative force of
the upswing, because they stimulate borrowers and lenders to borrow

5
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- ted as 1
consumption  Capital 1n such case 1s trea income ! I

other words, consumption exceeds current prod,uctxon
If the demand for consutners goods 11ses rela-

The omst tvely to the demand for producers’ goods, consu-

of the  mers’ goods wndustries become relatively profitable,
depression and factors of production are enticed away from the
higher stages of production and employed n the

lower stages. The price of labour (wages) and of other mobile
means of productton, which can be used 1n various stages and can
be transferred from the higher to the lower stages, rises This
involves a rise 1n money cost, which affects both lower and higher
stages of production  But, whule 1n the lower stages demand has
tisen, this 1s not true of the higher stages Hence losses and a
curtalment of production in the higher stages The collapse

of the boom has begun

It sounds perhaps paradoxical that a general increase 1n demand
for consumers’ goods should have an adverse influence on the
production of capital goods 1n general, which derive their economic
value from the consumers’ goods which they help to produce
The paradox has puzzled many writers, but it 1s not difficult
to explain? It should be borne 1n mind 1n the first place that

and lend more They foster the optimistic spirit prevailing during the
upswing, and so the credit expansion 1s likely to be accclerated This
phenomenon has its exact counterpart during the downswing of the cycle
See the excellent analysis of this phenomenon by E Schiff, Kapetalbildung
und Kaputalaufzehrung wm Kowjunkturverlauf (1933), esp Ch 1V, pages
113-134 , also Fr Schmudt, Die Industriekonjunkiur—ein Rechenfehler
(1927), who has tried to build a complete theory of the cycle on this factor

t In so far as entrepreneurs repay loans to the banks, they find them-
selves 1n possession of a real surplus, since their obligations have remained
unchanged, while their receipts, etc , have risen owing to the rise 1n prices
Thus surplus may, and probably will, to a certain extent be utilised for
imcreased consumption Professor 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 1n the
direction of increasing demand for consumers’ goods 1s the fact that with
rising prices, the consuming public 1s likely to cishoard and *“to hurry
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
himats’’ (Robertson, op cit, page 75)

* A H Hansen and H Tout, in *“Investment and Saving in Business
Cycle Theory,” Econometrica, Apnl 1933, have pointed out the underlying
assumptions
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the proposition holds good only if all factors of production are
reasonably well employed or if at least some of the factors attracted

to consumers’ goods trades would otherwise hay

lsowhere. ¢ been employed

In other words, under full cmployment, the production
of consumers’ good or that of producers’ goods are alternatives * 2
At theend of the boom, the condition of reasonably full employment
can as a rule be assumed to be true  Secondly, it 1s assumed that
the demand for consumers’ goods tises re/atively to the demand for
producers’ goods  This second assumption excludes the poss-
bility of a compensatory expanston of credit, since, if credit for the
purpose of acquirtng producers’ goods could be expanded par:
passu with the increased demand for consumers’ goods, 1t would
no longer be true that the proportion between demand for con-
sumers’ goods and producers’ goods has changed* The change
involves a rise 1n nterest rates, for prosperity m consumers’ goods
industries holds out good prospects of profits in the higher stages
of production  Producers 1n the higher stages of production will
be eager to continue lengthening the productive structure and wall
try to raise the necessary funds by borrowing from the banks

Demand for credit mises, but supply 1s unchanged, or not suffi-
ciently changed—for 1t 1s assumed that credit ceases to expand, or
does not expand sufficiently  Thus entails a rise 1n interest rates,
and such a rise, as Professor Havek has shown, falls more heavily
on production costs 1n the higher than 1n the lower stages of pro-
duction ‘The situation 1s now, therefore, that money cost has

' Tf competition n the labour market and the mobihity of labour are
imperfect, the condition of full employment can, of coutse, be relaxed

* The fact that the production of consumers’ goods can be expanded
only at the expense of a reduction i the production of producers’
goods and wice versa does not, of course, hold if there are 1dle factors of
production available Furthermore, 1t does not preclude the possibihty
that, besides this physical connection between the production of the two
categories of goods, there may be connections of another nature—e ¢,
an ncrease 1n the production of consumers’ goods may tend to stimulate
the production of producers’ goods, as postulated by the ** acceleration
principle " (see below, § 17 et seg of this chapter), or there may be a
causal connection 1n the opposite direction as postulated by the so-called
“ multiplier * (see below, passim)

* The proposition therefore does not apply during dcpression when
there are unemployment, unused plant 1 almost all branches of industry,
and a plentiful supply of credit
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risen, but demand has not risen (or not suffictently risen), because
the necessary funds are no longer forthcoming

This 15 the exact and full interpretation of what 1s loosely called
a “ shortage of capital ”, and it 1s a shortage of capital 1 this well-
defined sense that 1s supposed to be the real cause of the break-
down “ Shortage of capital ” 1n this sense 1s equivalent to under-
saving and over-consumption If people could be induced to
save more—that 1s, to spend a smaller part of their 1ncome on
consumers’ goods and devote a larger part (through the inter-
mediary of the capital market) to the purchase of capital goods—the
flow of money and the structure of production would be brought
mnto harmony and the breakdown avoided

If this cannot be achieved—and the chances that
The frusts of 1t will be achueved are almost nil—the new exten-
the boom lost sions to the structure of production are doomed
in the ¢risis. to collapse  With some slight exceptions which are
mtroduced as after-thoughts and treated as theo-
retical curiosittes of no practical importance, the authors of the
monetary over-investment school conclude that every credit expan-
sion must lead to over-nvestment and to a breakdown It s
asserted over and over again with great emphasis that it 1simpossible
to bring about a lasting 1ncrease 1n the capital stock of society as a
whole by means of forced saving and that no permanent extension
of the structure of production can be accomplished with the help
of an mnflationary credit expanston ~ What s thus butlt up during
the upswing will inevitably be destroyed in the breakdown !

In the spectfic case of the American boom of 1925-1929, the
authors are emphatic that the same thing applies to an expanston
which does not lead to a rise 1n prices, but 1s just enough to prevent
a fall 1n prices that would otherwise have taken place because of

! The durable means of production constructed during the upswing
outlast, of course, the boom But the contention 1s that they are lost
economiycally They are’not used at all or are used 1n such a way that
therr marginal product does not cover the cost of reproduction It
should, however, be noted that important quahfications are called for
1 respect of permanent goods or mnstruments where the cost of mainten-
ance 1s negligible compared with production cost

Compare H S Ellis, German Monetary Theory 1905-1933 (1934),
Pages 425-431, on other views on ‘“The ‘Productivity * of Bank Credit”
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a continuous increase in the volume of production For reasons
which will be expounded 1n the subsequent pages, 1t seems, how-
ever, that the undertaking to prove this latter point rigorously
has not been made good
In his Prices and Production,' Professor HAYEK
Nersser’s  argues that, even where the extenston of the
¢raticism structure of production which entrepreneurs were
induced to undertake by the artificial cheapening
of credit 1s completed, the old arrangement tends to be restored
later on for the reason that consumers will “ attempt to expand
consumption to the usual proportion 2 and * the money stream
will be re-distibuted between consumptive and productive
uses ’% 1n the same, or nearly the same, proportion as 1t was
distributed before such proportion was artificially distorted from
the normal by the 1njection of money
But, as Professor NEISSER® has shown, there 1s no reason to expect
this return to the old arrangement, if the new roundabout methods
of production have been brought to completton  When they
are completed, the flow of consumers’ goods which was temporarily
reduced will r1se again, and will even reach a higher level than that
from which the expansion started, so that consumers can safely
expand their consumption Forced saving will cease to be
necessary when the new processes of production ate completed
When they are completed, all that 1s required to maintain them
1s that the entrepreneurs—not the consumers—should refrain
from ‘ disinvestments >, that 1s, from consuming capital or
from spending amortisation quotas on consumption There 1s
no reason why the old proportion between money spent for
consumers’ and for producers’ goods should be restored It 1s
not true that the whole of newly injected money becomes income
etther at once or after a while Part of 1t must be retamned by
the entrepreneurs in order to pay for intermedsate goods (in

t 2nd ed , pages 55 et seq

s Ibid , page 57

3 Ithd , page 58

‘ "Monetary Expansion and the Structure of Production” in Soctal
Research, Vol I, New York, November 1934, pages 434 ¢f seg Similar
objections had been raised by Piero Sraffa, Economic Journal, March 1932
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contradistinction to payments for the original factors of produc-
tion) In other words, only a part of the new money becomes
income Another part remamns permanently mn the business
sphere It 1s only if entrepreneurs “dissave ”— ¢, if they eatup
their capital and refrain from investing that part of their gross
receipts which 1s not net income (working capital and amortisation
quotas)—that the pre-inflation arrangement 1s restored
We may conclude that the theory under review 1s bound esther
to assume that the former proportions between capital and income
will be testored by actual capital consumption or that the expansion
must be discontinued before the new processes have been completed
—ort rather before a// the new processes have been completed
This latter qualification seems to be called for, and 1s important,
because 1t sheds doubt on the contention that no permanent extension
of the process of production can be effected by a credit expansion
It 1s a plausible assumption that, when the expansion comes to
an end, there will always be some new processes 1n an mncomplete
state  But thete 1s no reason why others should not have been
completed  The latter can be retained when the former have to be
scrapped  This cessation of work 1s the essence of the crisis
But why must there be any incomplete processes at all when the
expansion has to end? Professor HavEk admits the possibility
of the expansion’s taithing-off gradually, in such a way that the
started processes are completed but no new ones are inaugurated
(except where voluntary savings are available) But, evidently,
he does not believe that this possibility has any practical importance
Much seems to depend on the intensity of the expansion and on
certain “indivisibilities ”, on which Professor RosErTSON lays so
much stress But the wrters of the group under review have
not discussed this point 1n detal We shall have occasion to
deal with 1t 1n another connection
It 1s evident that no collapse would occur if the
Why need credit expansion could go on indefintely, It
the expansion follows—the point 1s made by Professor Havex
end? himself—that a crisis 1s equally 1nevitable 1n the
case of voluntary saving if the flow of saving 1s
suddenly reduced It 1s, however, asserted—although the reasons
given are not always quite convincing—that sudden changes are not
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likely to occur 1n respect of voluntary saving, while forced saving
must come to an end abruptly It 1s therefore very important
to ask why should the expansion of credit stop The answer
15 that 1n a closed economy, leaving out of account purely monetary
and institutional factors (inability of the banking system to continue
expansion within the himits fixed by the gold standard or some
other legal or customary rules), the continuance of the expansion
will involve a progressive rise 1n prices A progressive rise 1n \
prices and the danger of a complete collapse of the monetary system
1s the only insurmountable barrier which prevents an indefinite
continuation of the expansion?

It seems to follow that the present theory does not prove, as
1t claims to do, that a credit expansion which does not lead to a rise
1n prices but only prevents a fall 1n prices must have the same evil
effect as the more violent type which brings about a rise 1n the
absolutepricelevel In a progressive economy, where the output of
goods 1n general grows continually and prices tend therefore to fall,
there 1s scope for a continuous expansion of credit at a steady rate

Agamst this objection, the following argument has

Necesssty of been advanced 2 It 1s true, 1n an economy where

quantstatve  the output, owing to improvements 1n the methods

assumptions of production, grows at a constant rate, that a
steady expanston 1n terms of money may be made

that 1s to say, per usut of time a constant amount of new money may

be put into circulation 3 But even 1f this 1s just enough to keep the

' Hayek  “Capital and Industrial Fluctuations’ in Lconometrica,
Vol 1I, April 1934, page 161 Reprinted as Appendix to 2nd ed of
Prices and Production See also E ¥ M Durbin  Purchasing Power
and Trade Depression, London, 1933, pages 153-155 The latter concludes
that the crisis 1s a purely monetary phenomenon, brought about by the
refusal of the banks to continue the expansion of credit

* Hayek, op c1t, pages 160 and 161

3 Mr Durbin argued that if the rate of increase of productionis constant
(say 10% per year) an increasing amount of money can be put into
circulation without raising prices, because the absolute increase 1n output
per untt of time 1ncreases (the 10%, 1s reckoned from an are ever-increasing
total) Ewvidently, different quantitative assumptions can be made, and
1t 1s 1mpossible to say which one corresponds best to reality ~ For further
comments on the failure of the writers of the present school to make
their assumptions quantitatively precise, see the following paragraph
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price level of finished goods constant, prices of factors of produc-
tion will rise continuously Hence, successtve additions to the
money stock will only be able to buy successively diminishing
amounts of the factors of production  But, to render the comple-
tion of the newly mittiated processes of production possible, the
entrepreneurs 1n 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
necessaty to enable them to do so The concluston 1s that a
relative inflation, such as can be made within the limits of a constant
price level, 1s not sufficient to allow of the completion of the new
roundabout methods of production which have been imitiated
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 inevitable breakdown will be postponed, or the boom
will collapse at once owing to an insufficiency in the capital
supply.
This reasoning 1s, however, not convincing
Incomplete  The result will depend on a complicated quantita-
assumptions tive relationship between certain factors—namely
(4) the rate of progtess of the economy that 1s,
the rate of mcrease in efficiency or output which determines
the rate of credit expansion that can be made without raising
the price level, (4) the supply of capital which 1s required in
successtve pertods to make possible the completion of productive
processes which have been started in the past In respect to
both factors, Professor HayEk’s argument makes implicitly cer-
tain assumptions, the bearing of which 1s not quite clear The
problem has not been erther clearly visualised or explicitly stated
The concrete circumstances by which the magnitude of the two
factors 1s determuined are left vague It 1s open to grave doubt
whether generalisations can be made on this pomnt without extensive
factual 1nvestigations
In any case, the theory in its fully developed form seems to
make the emergence of a serious disequilibrtum dependent upon
relatively small fluctuations 1n the rate of forced saving This
being so, the question arises whether fluctuations of this order of
magnitude are not equally likely to occur in the flow of voluntary



Chap. 3 The Over-investment Theortes 57

savings ! If they do occur, evil consequences must be expected,
even in the absence of credit inflation  (We shall see, 1n connection
with the discussion of other theories, that there are numerous other
disturbances possible which may interrupt the upswing and
start a vicious spiral downward—disturbances which are probably
of the same, or even of a higher, order of magnitude than the
fluctuations 1n the rate of forced or voluntaty saving discusscd
above )

To sum up, we may say that the theory has not proved rigor-
ously that a stabilisation of prices 1n a progressive economy must
always lead to over-production, crisis and depression® The
practtcal importance of thus conclusion 1s considerable in view of
the American prosperity in the twenties, a notable feature of which
was the fact that wholesale prices did not ri1se

§ 5 THE DOWNSWING

The theory of the depression 1s not nearly so

The depression fully elaborated by the authors of the monetaty
as a persod over-nvestment school as the theory of the boom
of readiust- The depression was originally concetved of by them
ment as a process of adjustment of the structure of pro-
duction, and was explained in non-monetatry terms

During the boom, they argued, the process of production 1s unduly
elongated This elongation has accordingly to be removed and
the structure of production has to be shortened or, alternatively,
expenditure on consumers’ goods must be reduced (by retrench-
ment of wages and other incomes which are likely to be spent

' Cf C Bresciami-Turrony, ‘* The Theory of Saving "’ in Economaica, 1936,
pages 165 et seq

* The following statement of a prominent adherent of the monetary
over-investment theory 1s significant  ‘““This theory does not make
the pretence of being the only explanation of all cycles and crises that
have ever occurred, nor does 1t pretend that 1t states unconditional
necessities”” (F  Machlup, ‘Professor Knight and the ‘Period of
Production’ ”’ 1n Journal of Politscal Economy, Vol 43, October 1935,

page 622
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wholly or mainly on consumers’ goods) suffictently to make the
new structure of production possible This 1nvolves a lengthy
and pamnful process of rearrangement Workers are thrown out
of work 1n the higher stages, and 1t takes time to absorb them 1n
the lower stages of production  In modern times especially, with
inflexible wage systems and the various other obstructions repre-
sented by all kinds of State intervention, this process of shifting
labour and other means of production 1s drawn out much longer
than 1s necessary for purely technological reasons !
This non-monetaty explanation of the depression
The secondary 1s, however, admuttedly incomplete and unsatisfac-
deflation tory  The majority of the authors of the group
under review were at first very reluctant to recognise
that there 1s a cumulative process of contraction corresponding
to the cumulative process of expansion But eventually it was
admitted that, 1n addition to the difficulties which must atise from
the fact that the structure of production does not correspond to
the flow of money (1n 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 deflatton—that 1s, a
shrinkage 1n the aggregate flow of money  The difficulties which
result from this general shrinkage 10 the flow of money are super-
imposed on the disturbances 1nvolved in the necessary readjustment
i the structure of production Without assuming a general
deflation, 1t 1s 1mpossible to explamn why the depression spreads
to a/l stages and branches of industry, why 1t 1s 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 eventually expand
(the lower stages) It has become customary to speak of ““ secon-
dary deflation ”, by which it 1s intended to convey that the
deflation does not come about independently, but 1s induced by the
maladjustment 1n the structure of production which has led to
the breakdown  Without the latter, 1t 1s believed, the deflation
would not start atall

Sec cspeciallv L Robbins The Great Depression, London, 1934
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The mechanism of secondary deflation has not been analysed
very closely by the members of the school under review  Broadly
speaking, there are two views

(@) Professor ROPKE has studied the question in various publi-
cations? and has come to the conclusion that the process of defla-
tion has a tendency to become cumulative and self-perpetuating
Genetically, 1t 1s true, 1t 1s connected with the extravagances of the
preceding boom and the real maladjustment which the boom has
produced But the intensity of the deflation by no means neces-
sarily corresponds to “the extent of the over-investment It 1s
also untrue, he believes, that the deflation contributes (as 1s more
or less vaguely suggested by the other authors of the monetary
over-investment school) to bringing about the necessary adjustment
(shortening) 1n the process of production Once started, the
deflation 1s propelled by 1ts own momentum and by a number of
institutional factors  What these factors are and how they work,
we shall discuss at greater length 1n another connection HAwTREY,
Keynes, Picou and RoBERTSON 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 1s largely independent of the disequilibrrum bred
out of the preceding boom, are naturally inclined to assume that
1t can be ditectly counteracted, even if the boom has been allowed
to give rise to a maladjustment 1n the structure of production

(b) The other group, 1n which we may reckon Havex, MAcHLUP,
Mises, RoBBINs, STRIGL, 13, 0t was, of the opinion that the deflation
1s the necessary consequence of the boom  If once the boom has
been allowed to develop and to give rise to maladjustments, the

1 See Cnses and Cycles, London, 1936 (translated from the German)
‘““ Geldtheorie und Weltkrise ” in Deutscher Volksunrt of September 25th,
1931 ‘ Praktische Konjunkturpolitik”’ in Weltwirtschaftliches Archiv, 34
Band, 1931 ““Trends in German Busmess Cycle Policy” i Economic
Journal, September 1933

* See, 1n particular Keynes A Treatise on Money, London, 1930
Robertson  Banking Policv and the Price Level, and the controversy
mn Economic Journal of the following dates Robertson, “‘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 Keynes, Hawtrey
and Robertson, December 1933
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price has to be paid in the shape of a process of deflation It 1s
admutted by some that, at a certain point in the contractton process,
an 1njection of money may help to shorten the contraction  But
they warn us at once that the medicine 1s very dangerous, that it
has to be given 1n careful doses, and can be useful only at a certain
stage of the process and must be administered 1n 2 certain way, and
will do harm if any one of these conditions 1s not strictly complied
with __ As this ts too much to expect from the monetary authotities,
the o only practical policy 1s to let the deflation run its course and
avoid interventions which would only make things worse

The most coherent theory of the depression
The stryggle along these lines 1s that of Professor STrigL ' He
for ligmdity admuts that the breakdown of the boom mduces a
process of hoarding and deflation  After the

breakdown of the boom, the banks will not merely stop expansion
they will contract credit 1n ordet to increase thetr iquudity Under
the influence of the general feeling of insecurity and pesstmism,
industrial firms will also seek to strengthen their cash reserves, and
amortisation quotas will be kept 1n liquid form nstead of being
mvested  Thus general struggle for iquidity 1nvolves hoarding
It means that money, whose function 1t 1s to be the vehicle of
investment of real capital, fails to fulfil this furction and 1s sterilised
for the tume being 1n swollen cash reserves or, 1n the case of bank
money (deposits), annthilated altogether The general price fall
which ensues operates as a further deterrent to mnvestment The
profit rate falls below the money rate Perhaps the most impor-
tant external symptom of this process 1s the intense liquidity and
the extremely low rates on the money market which develop duting
the depression  The low money rates are caused by the fact that
‘ Kthc overflow of funds from the money market to the capital market

\ s impeded by an invisible barrier of distrust and pessimism

It goes without saying that the writers of the group not only
admut, but even stress, the fact that the pressure of deflation 1s
mtensified and prolonged by all kinds of ill-advised intervention
by the State and other public bodies, such as the competttive rasing
of tanffs, the scramble for gold in order to liquidate existing

! Kaprtal und Produktion, Vienna, 1934, pages 208 et seq
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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

The effecte gradually return to equiltbrum with reasonably
guantzty of full employment of all productive tesources The
money equilibrium could be maintained, if only the banks
would refrain from a new credit expansion—in other

words, 1f the money rate of interest wete kept on the equilibrium
level The equilibrium rate 1s implicitly or explicitly defined as
that which keeps the effective quantity of money (M1”) constant
The concept “ effective quantity of money ” 1s very compli-
cated It 1s not easily defined in theory and 1s hopelessly dufficult to
measure statistically  The difficulty comes 1n principally through
the factor “ V> The velocity of circulation meant 1s not the
transaction velocity, nor 1s 1t the income velocity  One mught per-
haps call 1t trade velocity, the term being understood to cover all
transactions which involve an exchange of goods in all stages of
production, but to exclude financial transactions (¢ g , on the stock
exchange) If the quantity and the transaction velocity of money
remain constant, but at the same time the requirements of the
financial circulation rise, the result will be a decrease 1n the effective
quantity of money as defined above  But these qualifications are
not yet sufficient  Allowance must also be made for integration
and disintegration of the process of production If two or more
successtve 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 transactions, may i future be
effected by mere entries 1n the books of the new firm  Thus the
merger may set free a certam amount of money  The trade velocity
of money need not be changed, but the supply of money ought to

1 See especially L Robbins  [he Great Depression, London, 1934
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. be restricted, otherwise inflationary consequences will ensue !
From these considerations, 1t follows that the prescription to
“ keep the effecttve quantity of money constant ”” 1s by no means

an easy one to follow
The wruers of the group under review are,

Recovery m however, well aware of the great danger that the
demand for discrepancy between the money rate and the equilr-
eredit brium rate of mterest, which prevailed during the
depression, will at once be succeeded by a discre-

pancy in the opposite direction  In view of the falling prices and

the downswing stands above the natural ratc When the fall of
prices comes to an end and pessimism gives way to a more
optimustic outlook, the current money rates,without bemng changed,
will soon stand below the equiltbrium rate  In other wotds, the
equiltbrium rate 1s likely to rise above the money rate #  In terms of

' On this subject, compare M W Holtrop De Omloopssnelherd van het
geld, Amsterdam, 1928, and * Die Umlaufsgeschwindigkeit des Geldes ”
in Beitvage zur Geldtheorie, ed by Hayek, Vienna, 1933, pages II§-2IT
Compare further ] Marschak *Volksvermogen und Kassenbedarf' in Ay
chw fir Sosalunssenschaft w Sozialpolitsk, Vol 68, 1932, pages 385-419, and
** Vomn Grossensystem der Geldwirtschaft,” loc cif, Vol 69, 1933, pages
492-504 H Neiwsser Der Tauschwert des Geldes, Jena, 1928 * Der
Kreislauf des Geldes " in Weltwirischaftiiches Archiv, 1931, Vol 33, pages
365-408 ‘ Volksvermogen und Kassenbedarf” in Archw fur Sozialwis-
senschaft b Sonalpohtrik, Vol 69, 1933, pages 484-492 A W Marget
“ A Further Note on Holtrop’s Formula for the ‘Coefficient of Differen-
tiation’ and Related Concepts” in Journal of Political Economy, 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 ] Schumpeter *Das Sozialprodukt und
die Rechenpfenmige™ m Archiv fur Sozalwissenschaft w Sozalpolitik,
Vol 44, pages 627-715 The whole literature on this subject 1s well
reviewed and summarised by Professor H S Ellis, German Monetary
Theory 1905-1933 (Cambridge, Mass , 1934), Part II, and by A W Marget,
The Theory of Prices A Re-examination of the Central Problems of Mone-
tary Theory, Vol I, New York, 1938, passun

1 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 1s always brought aboul by a lowering of the monev
rate——that 1s, from the supply side It 1s now pretty generally accepted
that the situation 1s more complex and that the equilibrium rate 15 hkely
to move upward under the influence of psychological forces, price changes,
mventions and discoveries, etc
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supply and demand, this can be expressed by saying that the credit

demand curve will move to the right or, loosely speaking, that
demand will rise At the same time, the banks will be 1 a 1’1qu1d

posttion, and there 1s every reason to expect that they will liberally
comply with tjne increased demand for credit  The barrier between
the money market and the capital market 1s broken down, and the
funds accumulated behind the barrier flow 1nto the nvestment
market !

Thus a new upswing starts smoothly—at first, almost umpercep-
tibly—out of the ashes of the last boom No spectal stimulus
from outside 1s required 1n the shape of inventions, crop changes,
discoveries, etc  We shall see, however, that the writers of the
next group believe that such an mncentive from outside 1s necessary
In this respect the present theory 1s the more ““endogenous ™ 1n the
previously defined sense  But 1t would seem to be difficult and
not very helpful to lay down hard-and-fast rules as to whether|
the upswing must be assumed to be brought about by forces
“internal ”” or * external ”’ to the economic system

It 1s conventent at this pownt to introduce the

Expansion question of the existence of unused productive

from a  resources of all kinds The explanation given by

position  the writers of the school under review for the

of partial upswing, or rather for the boom, almost invariably
employment. starts from an equilibrium position with full employ-
ment of the means of production? But the argu-

ment can eastly be adapted to the other case  If there are unem-
ployed tresources, evidently the expanston of credit may go on
much longer than when all resources are employed  There need,
then, be no shift of factors from the lower to the higher stages,

1 Strigl, 0p cit, Anhang I It may be added that, owing to the exis-
tence of the various reserves which will have been accumulated during the
depression, the expansion can go far with little or no help fiom the;
banks

* Professor Hayek 1n particular has laid down the methodological rule
that the analysis of the cyclical movement should never start on the
assumption of existing unemployment because that would beg the
question of why unemployment can exist at all This postulate would

seem to narrow down unduly and quite unnecessarily the scope of such
analyses
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but only the absorption of unused resources predominantly 1n
those stages of production which are especnally stimulated by the
expansion—namely, 1n the upper stages (capital goods 1ndustries)
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 1s a reserve of unemployed resources, the reaction from
excess Investment, which consists (as we have seen) of a
comparative rise in the demand for consumers’ goods, will not
produce a breakdown, since there 1s no necessity to detach factors
of production from the higher stages  Prices need not rise much
The expanston of credit can go on

Thus process has never been analysed so closely as the process
of expansion starting from a position of full employment! But,
applying the same type of reasoning, the conclusion seems to be
as follows A_disequilibrium between the higher and the lower
stages 1s produced by the fact that the unemployed resources are
not distributed among the different stages of production in the
way they ought to be if ultumate equilibrium 1s to emerge A
largger amount 1s absotbed into the higher stages than can i
the long run be employed there with the given rate of voluntary
saving. Thus the recovety from the depth of the depression has
a wrong twist from the beginning.

§ 7 RHYTHM AND PERIODICITY

Professor Mises gives the following answer to

The ideclogisal the question why the cycle of prosperty and
basis depression recurs again and again 2 The behaviour

of m/z’atzoﬂ of the banks 1s responsible for the occurrence of
the business cycle If the banks did not push the

money rate below the natural rate by expanding credit, equilibrium
would not be disturbed. But why do the banks make the same
mistake agan and agamn ® ““ The answer must be : because the

! See, however, Bresciami-Turroni, ** The Theory of Saving ”’ in Econo-
maica, May 1936, pages 172-174
* Geldwertstabilisieyung und Kongunkturpohitk, Jena, 1928, pages 56-61
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prevailing :deology among business-men and politicians looks on
the reduction of the rate of interest as an important aim of
economtc policy, and because they consider an inflationary
expansion of credit the best means to attain that objective ”
(page 58) * The root cause of the phenomenon that one business
cycle follows the other 1s thus of an ideological nature (page 6o)
Professor Misgs believes, furthermore, that the commercial banks
alone without the support of the central bank can never produce a
dangerous credit inflation, because they would immediately lose
cash and become nsolvent It 1s only with the backing of the cen-
tral bank that 1t 1s possible to expand credit sufficiently to produce
adangerous boom  The abulity of the central banks to increase the
circulation 1s due to the monopoly which they hold of the 1ssue
of bank-notes  If the 1ssue of notes were not a monopoly, if compe-
tittion were restored 1n this field of the central banks’ activities—that
1s to say, if every bank had the right to 1ssue 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 sound banks would
learn by experience that expansion s punished by bankruptcy !
All the other members of this group of wiriters
What banking believe that the solution of the problem of the rhyth-
policy will  muc nature of the cycle 1s 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
the bustness cycle would beeliminated  Butthey have
become more and more conscious of the difficulties of giving precise
criteria for the 1deal policy It 1s not a sufficient explanation to say
that from time to time banks lower the rate too much  As has
been pointed out above, it 15 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 1s impossible to define the policy which the banks
should pursue i1n negative terms by saying that the banks should
refrain from lowering the rate of interest It must be stated in

: éompare Professor H Neisser's critictsm 1n his article  * Noten-
bankfretheit ?* in Weltwwtschafthiches Archiv, Vol 32 pages 446-461, and
Vera Smith, The Rationale of Centval Banking, I ondon, 1936

6

—
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posttive terms that they should vary the rate 1n such a way that
no credit expansion or contraction ensues 1n the face of changing
demand for credit. But this, again, seems simple and exact only
on a superfictal view It has been pointed out above how difficult
1t 1s, even 1n theory, to define exactly what 1s meant by saying that
the effective quantity of money should be kept constant  In addi-
tion to the theoretical difficulty of giving exact criteria, there 1s the
extremely difficult task of applying these criterta 1n concrete cases
Professor Hayex has pointed out that, for the individual banker,
1t 15 1mpossible to distinguish between deposits which have been
created by voluntary saving and deposits which have an inflationary
ongin  The velocty of circulation of money, especially of bank
money (deposits), may change without affecting the reserves of
the banks  Neither bank reserves nor reserve ratios nor the price
level are an unfatling cniterion of the correct credit policy from
the standpoint of the theory under review FExpansion may
take place without any action on the part of the banks.
Professor MacHLUP?! has called attention to one
Cyelweal  factor which helps to explain the recurrence of the
smplications cycle and throws iato relief the passive réle of
of seasonal the banks, at any rate during the first phase of the
variations upswing It 1s this A considerable portion of
i credit the payments which have to be made during a
given period, say a year, are not evenly distributed,
but are concentrated at certain dates, some of them at the end of
each month and others at the end of each quarter Therefore,
even with the most elabotate cleating and compensation arrange-
ments, no complete continuous offsetting of the debts and
habilities of each firm 1s possible At the crtical dates, at the end
of the month and of the quarter, there 1s therefore always a strong
demand for short-term credit and a resultant strain on the money
market. If the banks were not able and willing to relieve this
monthly and quaiterly tightness of money by granting temporary
credits, 1ndividual firms would be compelled to provide for their
requirements at the critical dates by accumulating cash during

! See h1s book, Borsenkredit, Industnekredzt und Kaputallnldung, Vienna,
1931, pages 161-178
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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 1s not necessary to accumulate cash, and the sums 1nvolved
can be invested 1instead
It1s clear that we have here a source of inflation, and the inflation,
according to Professor MacuLup, will not be confined to the single
occasion of the first introduction of these * ultimo loans ”’, but
will tend to recur cyclically  “ Whle the utilisation of temporary
surplus cash together with (inflationary) bank credit created the
possibility of mitiating ilhcitly long processes of production,
the depression, after the elimination of the untenable enterprises,
will release these sums again > (pages 175 and 176) During the
deptession, the 1nvestment of these sums 1s 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 fot
along 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 mevitability of the sequence * forced:
saving—Dbreakdown—depression ” has been somewhat whittled’
down The severty of the decline 1s no longer belteved to vary'
rigidly with the degree of the structural maladjustments which gave
rise to it There 1s no longer the same confidence n the 1nevita-
bility or the curative function of the depression  Above all, 1t 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 mught be induced, with the result that waves of expany
ston and contraction of economic activity would take place Ié
thus seems 1mpossible to reduce to a few simple rules the problem
of what ought to be done to elimmate the cycle  The high expec-
tattons which were originally entertatned 1n this respect have ngerw‘
way to a much more cauttous and much more sceptical attitude

. T)thlst there can be little doubt that we have here a possible source
of inflation (whatever its quantitative importance), 1t 1s dufficult to see
1n ths factor any independent cyclical sigmficance
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§ 8 INTERNATIONAL COMPLICATIONS

A systematic account of the aternational aspect
Guiding  of the busimness cycle on the basts of the theory
principles, hitherto under consideration has never been
attempted  With the help of the theory of the
ternational money mechanism, 1t 1s, however, posstble to trace
out the way 1n which (1f one accepts the monetary over-mnvestment
theory) the course of the cycle in a particulat country must be
mfluenced by its position 1n the international economy, and the
manner 1n which the cyclical movement in such country 1s likely
to react on the country’s international trade and on the internal
situatton of other countries
As 1n the case of the purely monetary explanation of the business
cycle, the first questions to be asked are  How does a given change
m the international situation of a country influence the expansion
or contraction of credit? Is 1t likely to facilitate and prolong,
or retard, an expansion already under way » How 1s a contraction
1n process influenced by a given change 1p other countries ? It 1s
imposstble to enumerate and systematise at this pomnt all the
concetvable contingencies  But a few principles may be laid down
and some tllustrations be given
Any immprovement 1 the balance of payments
Influences —that 1s to say, any mcrease in the demand for
through the the means of payment of a given country n terms
balance of of the money of other countries—will have an
ayments  expanstonust influence  This improvement may
- be due to a great variety of circumstances—changes
in the demand for particular commodities, crop changes, capital
movements, etc  The erection of new tariff walls by an mdtvidual
country, if not followed by compensatory action on the part of
other countries, will have a favourable influence on the international
monetary situation of the country whuch has raised 1ts tanffs. In
other words, 1t will enable the latter to expand 1ts circulation
without a deterioration of its exchange rate  Thus, the immediate
influence of protectionist measutes may be a stimulation of
prosperity or an alleviation of depresston But the conditions
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in which this 1s true must be borne 1n mind. If many countries
pursue this policy at the same time, the stimulating influence 1s
lost In the long run, the raising of tariff walls impairs the nattonal
dividends of all the countries mnvolved ! Indirect effects (¢ g, on
capital movements) may prevent even the tmmediate stimulation
afforded by protectionist 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
expanding the cizculation
While mternational mnfluences are capable of stimulating of
retarding a process of expansion or contraction, they may also
arrest and reverse 1t—that 1s to say, international forces may start
a revival or precipitate a crisis and depression 1o a country
B ~ Under the gold standard, the monetary
The gold authorities are obliged, if the country 1s losing
standard  gold, to put the brake on expansion Gold may
flow out erther because the country has expanded
mote rapidly than other countries and prices ate getting out of line
with those 1n the rest of the world, or because other countries have
started to contract ot because there 1s 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 1mports or
reduces exports, etc  Instead of contracting, a country may choose
to leave the gold standard If this 1s not thought safe, as bemng
likely to lead to a flight of capttal, resort may be had to exchange
control Thus, innumerable possibilities may atise, which cannot all
be worked outat this point butthey can eastly be analysed 1n the way
indicated, although 1t may be extremely difficult to foresee 1 any
given case the outcome of the many forces and reactions 1nvolved
The fact that a crists and depresston or a revival 1s brought
about in one way or another by * international forces ” 1n no way,
therefore, tnvalidates the theory of the business cycle, even though
the theory has been elaborated without taking tato account these
international complications

+ Therefore, the statement made 1n the text 15 pcrfectly compatible
with the free-trade argument The qualifications made should be

sufficient to exclude protectionist measures from the arsenal of a rational
dgp:;eﬂqn policy
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In arguing on the basis of the over-mvestment
International theory, special attention must be paid to international
caprtal  capital movements! They not only affect the
movements  purely monetary sttuation by stimulating or retard-
ing the expansion or contraction of credit they
have also a bearing on the structute of production  An individual
country may finance a boom, wholly or partly, by capital imports
from other countries instead of by an internal expansion of credit
and forced saving  So long as this 1s possible, the reaction which
the theory under review holds responsible for the breakdown—
namely, a corresponding tise 1n the demand fo1 consumers’ goods
—may be staved off Thus, 1n so far as a particular country 1s
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 intetesting question 1s how the composition
The of exports and imports of a country changes during
composition  the different phases of the cycle It might be sup-
of exports posed that capital imports during the upswing are
and 1mports  bound to be effected through the import of capital
goods As a general statement, this would,
however, be wrong In any given situation in respect of tariffs
or otherwise, what a country impotts will depend on the compara-
tive cost situation ot, 1n other words, on the comparative factlities
of the various countries for the production of different types of
goods It 1s concetvable that capital for investment purposes
may be imported, not in the shape of capital goods (raw materals,
machinery, electrical equipment, etc ), but 1n the shape of consumers’
goods This will be the case 13 a country where capital-goods
ndustries and the production of raw materials are well developed,
while consumers’ goods industries are less so 2

1 See especially R Nurkse Inteinationale Kapitalbewegungen, Vienna,
1935, Ch V, pages 187-211

* We need not go into the causes which give a country an advantage
1 the production of this or that typc of goods  They range from climatic
conditions and the quality of the soil to the structure of the tanff and social
legislation Cf B Ohlin, Interregional and Inteynatronal Trade, passim,
Cambridge, Mass (U S A), 1933
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It 1s difficult to find concrete examples which illustrate this propo-
sition, since 1n actual fact the situation 1s usually very complex.
Countries do not usually specialise solely 1n the production of con-
sumers’ goods, capital equipment, or raw materials, ete. Still, the
cconomic equipment s usually deficient 1n various directions,
though protectionist policy has done much to diversify national pro-
duction and lesseninternational specialisation  On the whole, indus-
trial countries are at the same time exportersof capital  Therefore, 1t
1s natural that capital movement should take place chiefly through
the shipment of machinery, railroad and electtical equipment, etc
The outstanding example of capital movements taking place through
the 1mport of foodstuffs, other articles of consumption and raw
materials 1s Germany in the post-war and post-inflation pertod—
that 1s, from 1924 to 1928.

It 15 hoped that these remarks give an 1dea of the almost endless
multiformity of the international complications, and at the same
time of the posstbility 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 monetary
over-investment theory are (1) the analysis of the maladjustment 1n
the structure of production brought about by the credit expansion
dunﬁg the prosperity phase of the cycle and (2) the explanation
of the breakdown as consequent on that maladjustment  But our
analysts has also shown that the theory 1s not 1n all respects com-
plete The claim to exclusive validity 1s open to doubt It 1s 2
little difficult, for example, to understand why the transition to a
more roundabout process of production should be associated with
prospetity and the return to a less roundabout process 2 synonym
for depression  Why should not the original inflationary expan-
ston of investment cause as much dislocatton 1n the production
of ¢ gggs_grnér_s,’ goads as the subsequent rise 1n consumers’ demand
1s sard to cause 1n the productton of 1avestment goods ?!

1 Ct Durbin  The Problem of Credit Pohcy, 1935 , Bresciani-Turroni,
“ The Theory of Saving * mn Economica, May 1936, pages 175 and 176
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As to the explanation of the depression, espectally the later
phases of the depresston, there 1s not 2 high measure of agreement
between the vartous members of the school  So far as the existence
of a victoas spiral of deflation 1s admutted, the analysis of the
deflation 1s, on broad lines, not dissimilar from the analysis given

by writers of other schools

B 1ke Non-monetary Over-investment Theories

§ 10 GENERAL CHARACTERISTICS

The most promment writers in this group are
Principal  Professors A SpIETHOFF! and G Casser.?2 In the
anthors.  wutings of these two authors (of SPIETHOFF espe-
c1ally), we find the culmunation of a very important
line of thought which can be traced back to Marx  Spiethoff’s
immediate forerunner was the well-known Russian author TuGan-
Baranowski? Both SeierHorr and CasseL have had a great
influence on bustness cycle theory, particularly 1n Germany,* but
also 1n the Scandinavian and Anglo-Saxon countries  WICKSELL
himself adopted SererHOFF’s explanation of the cycle
With regatd to Professor CassiL, it must be remarked that we
are here dealing primarly with the theory as expounded in the
earlier editions of his Theory of Soctal Economy 1In his later books
and especially 1n his popular writings, he has more or less

' See ‘“ Vorbemerkungen zu ewner Theorie der Ueberproduktion’”
i Jahrbuch fur Gesetzgebung, Verwaltung und Volkswivischaft, 1902
“ Krnisen ’ in Handworlerbuch der Staatswissenschaflen, 1925 .

2 See Theory of Social Economy, revised ed , London, 1932, Vol II
(translated from the German)

8 See Les Crises wndustrielles en Angleterre, Paris, 1913 (translated from
the Russian) For further references, see A H Hansen, 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 n his
article * Das Zinsproblem am Geld- und Kapitalmarkt™ in Jahrbucher
fur Nationalokonomie und Statistsk, Vol 125, 1926, pages 1-34 and 97-121
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accepted a purely monetaty explanation, at least so far as the 1929~
1936 depression 1s concerned !

It 1s significant that Professor Sprernorr, with his quite different
theoretical background, has reached, so far as concerns the inter-
pretation of the later phases of the upswing and of the situation
which leads to the collapse, substantially the same result as the
wrters of the monetary over-investment school and Professor
CAssEL

The difference between the monetary and non-

Stress on monetary over-investment theories concerns, as

Droduction of the names suggest, the role of money and monetary
caprtal goods factors and institutions in bringing about the boom
and the over-investment which leads to the collapse
and depresston  The theory of the writers of this group does not
run 1n monetary terms, they mention monetary forces, but relegate
them to a relatively subordinate r6le It can, however, be shown
that they are compelled to assume an elastic currency or credit
supply 1n order to prove what they wish to demonstrate But
monetary factors ate for them passive condittons which can be
taken for granted rather than impelling forces

Both Professors SPIETHOFF and CasseL emphatically assert that
the bustness cycle 1s characterised by changes n the production of
capital goods, especially of fixed capital equpment  The produc-
tion of consumers’ goods does not exhibit the same regularity of
change during the business cycle  Professor SPIETHOFF makes the
potnt that upswings have occurred during which consumption has
actually fallen ‘This was the case, according to him, 1n Germany
in the years 1845-1847 /48, when the economic situatton of the
working classes positively deteriorated because of rising food prices
due to aseries of crop fatlures 2 But, even if no account 1s taken of
changes 1n agricultural production, which are only remotely
connected with the ups and downs of industrial production, “ the

t See, e g, The Downfall of the Gold Standard, Oxford, 1936 Like
Mr Hawtrey, he believes that ** the economic development of post-war
times has been so strikingly dominated by great monetary disturbances
that trade cycles of the earlier kind are no longer applicable ” (The
Theory of Social Economy, Vol 1I, page 538)

' See Spiethoff’s article *“Krisen” in the Handworterbuch der Staals-
wissenschaften, Vol VI, 4th ed, Jena, 1925, page 49
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production of consumptton goods shows no marked dependence
on trade cycles This means that the alternation between periods
of boom and slump 1s fundamentally a variation 1n the production
of fixed capital, but has no direct connection with the rest of
production ™!

§ 11. THE UrswINGg

Professor SPIETHOFF describes the mechamusm of
Cumulatwe the cumulative and self-sustaining process of expan-
expansion  ston, which begins to work after the dead point of
process  the depression has been overcome, 1n approximately
the same way as the monetary over-investment
school (In tespect to this particular problem, indeed, there 1s
now much agreement even outside the schools which we have
analysed so far) The revival of mnvestment activity generates
income and purchasing power Demand mses, 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 1nvestment matertals  This sumulates
further imnvestment 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 1t proceeds
The monetary side of this process 1s not closely analysed But
Professor SPIETHOFF admits that “ credit 15 an indispensable means
to the upswing ”? Professor CAsseL 1s less explicit in this
tespect But it can be inferred from various remarks which he
lets fall that he realises the necessity for an elastic currency supply.
Both writers seem to believe that monetary funds are 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 15, however, not dented that, after
a certain point, support by the banks 1s required to carry on.

' G Cassel The Theory of Social Economy, revised ed , London, 1932,
page 552
* 0p o, page 74
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These monetary conditions and the monetary mechanism of credit
expansion have been more thoroughly explored by the monetary
school In the writings of Professor RoBErTSON, Mr KEYNES and
Professor Picou (all of whom have much in common with
SeierHOFF and CasseL) will be found the best synthests of the
monetary and non-monetary aspects of the process

§ 12 THE DOWN-TURN (CRISIS)

The non-monetary over-investment school offers

Shortage of 1ts most valuable contribution to the theoty of the

capital business cycle in connection with the explanation

of the breakdown of the boom The upswing

cannot go on indefinitely, but how, precisely, 1s it brought to an
end ?

Professor SpIETHOFF rejects all under-consumption theortes
which assume that the collapse 1s due to a shrinkage of the demand
for consumers’ goods, or to 1ts falure to rise (owing to the lag 1n
the rise of wages behind the nise of prices and profits), or to the
fact that too much 1s being saved by individuals and corporations
He believes, on the contrary, that 1t 1s an actual shortage of capital
that brings about the crisis, and he 1s at great pams to point out
that capital shortage does not mean simply a deficiency of monetary
funds, but 1s the symptom of a serious disproportion in the
production of certain well-defined types of goods Therefore,
monetary measutes can never prevent the crisis It 1s not ovet-
saving but under-saving which 1s responsible for the collapse , 1t 1s
not under-consumption but, 1n a sense, over-consumption which
leads to a scarcuty of capital and brings about the end of the boom

In order to show this 1 detatl, Professor SpIETHOFF
distinguishes four categories of goods (1) goods for current
consumption (food, clothing, etc), (2) durable and ‘semt-durable
consumption goods such as residential buildings, water supply,
electric light installations, gas plants and other public utilities
(furniture and motor-cars occupy an intermediate position between
(1) and (2)), (3) durable capital goods (fixed capital) such as mines,
monworks, brick and cement factorses, textile plants, machine
factorses, railroads, power plants, etc , (4) materals requured for
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the construction of durable goods (““ goods for mndirect or repro-
ductive consumption ), such as 1ron, steel, cement, lumber, bricks
It 1s between the production of these categories of goods, he
says, that a disproportion regularly develops during the boom
The result 1s a situation tn which there 1s shortage and plenty
at the same time  As these categories of goods are complementary,
a shortage of one category means 1pso facto over-production of the
other. It 1s as if one glove of a pair were lost The one that
remains constitutes a useless and unsaleable surplus stock, the
missing one represents an actual defictency
Over-production occurs regularly 1n the case of
Over- durable capital goods, and also 1n the case of durable
production  consumption goods This necessarily involves a
of durable decrease 1n demand and over-production of con-
goods structional material such as 1ron, steel, cement, etc
This discrepancy between demand for, and supply
of, durable nstruments has 1ts causes on the supply side as well as
on the side of the demand Additions to the capital equipment
are paid for out of “ capital ” (““ Erwerbskapital ”)  Therefore,
the production and marketing of durable capital goods (and to a
certain extent also of durable consumption goods) must depend
on the amount of “ capital ” which seeks investment (To-day
we should rather say that the demand for such goods 1s constituted
by savings out of mncome, plus supplements to the flow of saving
arising out of various mnflationary sources—additional bank credits
and hoards of all kinds) According to Professor SPIETHOFF, the
formation of monetary capital (“ Erwerbskapital ”) tends usually
to diminush at the end of the boom for vartous reasons Wages
rise—which has an adverse effect on the rate of saving, and the
increased production encourages the adoption of wasteful methods
.and leads to losses Thus the demand for capital equipment
falls off
More important, however, than the decrease 1n demand 1s the
increase 1n production and supply A large proportion of the new
capital equipment constructed during the boom 1s 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



Chap 3 The Over-mnvestment Theories 77

This over-production has been greatly factlitated—or rather,
perhaps, made posstble—by the development of modern methods
of production, which have rendered the production of fixed capital
goods largely independent of organic growth Professor SPIETHOFF
refers especially to the substitution of 1ron, steel and cement for
lumber, of mineral coal for charcoal, etc  Contributing factors are
furthermore the long interval between the beginning of the cons-
truction of plant and factory and the point at which they begin to
turn out thetr products, and the durability of these instruments
(These latter circumstances will be discussed more fully 1n connec-
tion with other theortes of the cycle 1n which they are prvotal )

Thus there develops an over-production of
Shortage of producers’ goods and durable consumers’ goods
labour  These are the remamning glove But where 1s the
and means mussing one? Is not the missing one a purely
of subsistence monetary phenomenon—namely, investible funds
which could be supplied by the printing press ?
No, answers Professor SpierHOFF  The lack of monetary funds
available for investment represents a shortage of physical goods of a
certain kind It becomes 1mpossible to utilise the whole supply of
raw matertal and equipment destined for the construction of more
capital equipment and durable consumption goods, for the simple
reason that they alone cannot dothe job  They could do 1t only 1n
collaboration with labour and incidentally with means of subsistence
for the labourers A lack of 1nvestible funds stmply means that
these complementary goods are not available There we have the
missing glove It consists of labeur and consumers’ goods

From this proposition we must draw the conclusion (although
Professor SpieTHOFF does not do so himself) that, if the rate of
saving did increase— ¢ , if some people did refrain from consuming
their whole mncome—the complementary goods would be forth-
coming and the boom could continue

If we have correctly interpreted Professor SPrETHOFFS’ theory ,!
his diagnosis of the disequiltbrium at the end of the boom 1s
substantially the same as that gtven by the monetary over-
investment school The allocation of factors of production to

1 See the penetrating critical analysis by Professor G Halm (Joc e,
pages 30-34)
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the vartous stages of production does not correspond to the
flow of money The lower stages 1n the structure of production
are under-developed, the higher stages which produce capital
goods are over-developed
It might sound paradoxical that a “Jack ™ of
Consumers’ consumers’ goods should be the cause of the
goods breakdown 1n the capital-goods industries If
and capital- there 1s such a shortage, consumers’ goods indus-
goods tries must flourish  But should not that be a cause
industries  for rejorcing rather than for despair to the capital-
goods industries ? Professor SeiErHOFF does not
analyse this objection explicitly But, obviously, the question
must be answered in the same way as 1t was answered by the
monetary over-investment school If the necessary credit 1s
available and the rate of interest remains low, the prosperity of the
consumers’ goods tndustries will automatically spread to the higher
stages, because the latter will then be 1n a position to compete suc-
cessfully for the factors of production with the former  If unused
factors of production unemployed labourers, surplus stocks and
1dle plant) are available and 1f there are no special causes (¢ g, lack
of confidence due to political r1sks) which deter people from 1nvest-
ment 1n spite of profitable opportunities, an all round increase 1n
production will follow with no rise, or only a slight r1se, 1n prices
If this, however, 1s not the case, if additional credit 1s not available
and all factors are reasonably well employed, as 1s the case at the
end of the boom, the rate of 1nterest will rise and the capital-goods
industries will not be able to retain all the factors which they used
to employ they will be depressed although, or even becanse, the
consumers’ goods industries prosper (It 1s 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 a destruction
of purchasing power and a fall in the demand for consumers’ goods )
Such a sttuation s clearly possible, although it looks super-
ficially paradoxical ‘The phenomenon (alleged to be frequent)?

! Recent statistical studies have made 1t verv doubtful whether such
alag actually exists Compare, ¢ g, Professor J Tinbergen in Statistical
Testing of Business-Cycle Theories II  Business cycles 1n the United States,
1919-1937 In preparation
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of consumers’ goods industries feeling the setback of the depresston
much later than the capital-goods industry 1s regarded as a vertfi-
catton of the theory, Another question, which will be rassed 1n
connection with the discussion of rival theories, 1s whether this
1s the only possible outcome of the boom, or whether there 1s
not another cause of the breakdown just as conceivable as a
shortage of capital in the sense of a relative over-development of
producers’ goods industries, which 1s again equivalent to undet-
saving or over-consumption
" Professor CasseL’s explanition of the collapse of
The Cassel the typical investment boom 1s much the same as
varmant  SPIETHOFF’s, although couched 1n different language
and not so fully developed 1n terms of goods
In the first phase of the upswing, he says, the increase in pro-
duction runs parallel to, or 1s even caused and encouraged by, a
corresponding shift 1n the flow of money That 1s to say, there
1s a strong tendency towards an acceleration of the formation of
capital—; ¢, an increase 1n the flow of savings  In the later phases,
capital accumulation 1n this sense slows down, while the production
of fixed capital equipment 1ncreases  The discrepancy between the
flow of money and the trend of production eventually brings
about the crists ~ “ The typical modern trade boom does not mean
over-production, or an over-estimate of the demands of the
consumers or the needs of the community for the services of fixed
capttal, but_an over-estimate of the supply of capital, or of the
amount of savingsavailable for taking over the real capital produced.
What 1s really over-estimated 1s the capacity of the capitalists to
provide savings 1n sufficient quantity *

§ 13. THE DOWNSWING (DEPRESSION)

Professor SPIETHOFF lays great emphasts on the

Pgychologreal psychological reaction which 1s bound to come
elements.  after the excesses of the boom Pessimism and
reluctance to invest and to embark on new

enterprises prevaill during the depression The severty and

1 The Theory of Social Economy, Vol II, page 649
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length of the depression depend very much on whether the boom
has collapsed with the great detonation of a crisss, financial panic
and numerous bankruptcies, or whether it has come to an e¢nd
gradually, without thunder and lightning—a point much stressed
also by Professor Pigou  Much depends also on the international
situation of the country. If the boom was financed from abroad,
the consequences of the cessation of capital investments, according
to Professor SPIETHOFF, will probably be less severe, because 1n
that case the capital-exporting country has to bear its share of the *
difficulties and the capital-importing country 1s to that extent
tiheved

The process of contraction also has a cumulative nature  Pesst-
mism and reluctance to invest cause a shrinkage 1n the volume of
purchasing power Money 1s hoarded or used to finance losses
instead of being invested and spent on producers’ goods  Since
savings ate not 1nvested, everything that increases the rate of saving
(¢ g, nequality n the distribution of income) has a depressing
influence  (During the upswing the influence 1s quite the reverse )
Prices fall and this intensifies the prevailing pesstmism  ‘There
are many other intensifying factors of an institutional nature—e g,
reluctance to reduce prices, especally on the part of industries
that are cartellised, and rigidity of wages

The analysis of these factors, which intensify the depression,
has, however, been carried much farther in recent years, espectally
by English writers belonging to vartous schools such as Keynes,
Prcou, RosBINs, ROBERTSON At this powmnt of SPIETHOFF’S
description the monetary aspects are somewhat neglected

§ 14 THE UPTURN (REVIVAL)

According to Professors SPrETHOFF and CasseL,

Cost the revival 1s never brought about by an increase
adiusiments 1n the demand for consumers’ goods, but always
and new  through increased investment, New investments
investment  are stimulated by the lowering of construction cost
opporinmtzes of capital equipment which ensues during the
depression as a result of reduction of wages, fall in

the price of raw niatertals, reduction of interest charges, adoption
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of sgproved methods of production, etc  Professor CasseL lays
stress on the fall of the rate of interest as exercising an 1mmediate
and powerful 1nfluence on the value of fixed capital equipment
But on the whole, according to Professor SprerHOFF—Professor
CassEL 18 less pessimustic in this respect—these adjustments, which
are automatically made during the depression, are not of themselves
suffictent to revive the spirit of enterprise and overcome the dead
powmnt of the depresston Stronger incentives must come from
outside, such as new 1nventions or discoveries of new markets or
good harvests—factors which open out new opportunities for
investment and raise the prospective rate of profit There gs
now agreement among a great numbcr of students of the subject
that the cycles of the nineteenth century were ushered 1n by dis-
coveries and imnventtons In the terminology of the monetary
school, 1t may be said that the discrepancy between the money rate
of 1nterest and the profit rate was brought about by a rise 1n the
profit rate rather than by a fall in the money rate
It would appear that 1n this respect no hard-and-fast rule can
be laid down  If the rate of intetest 1s low and credit plentiful
and easily available, the expansion will come sooner or later , but,
if a special stimulus appears 1n the shape of an invention, the
opening-up of new territories or the like, the expansion will come
eatlier and will gather momentum more quichly
Many further detaills can be, and have been,
Schumpeter added to the picture  Psychological and sociological
and the réle factors can be adduced which tnay play a réle 1n
of the busimess bringing about an acceleration or retardation 1n the
proneer  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 Piofessor SCHUMPETER has offered
for the fact that innovations appeat ez masse * One must distinguish,

v See The Theory of Ecomomic Development, Cambridge Mass, 1934
(Translated from the German The first German edition was published 1n
1911 ) It must, however, be noted that Professor Schumpeter puts forward
this theory, not as an explanation of the lower turning-pomt, but of the
movement of the system away from equilibrium He believes that it
18 possible to divide the upswing as well as the downswing 1n two sharply

7
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he says, between additions to our technological knowledge (that
1s, tnventions which create the possibility of innovattons 1n the
productive processes actually employed) on the one hand and the
practical introduction of the new methods on the other hand
What matters 1s not the discovery 1n the laboratory of a new process
but the actual application of a new technique—it may be, a tech-
nique the feasibihity of which was discovered a long time ago.
There 1s no reason why inventions should not be distributed more
or less evenly in time, but there are good reasons for belteving
that, 1n practice, new methods come into use 1n a mass Only
a few business-men have the imaginative power and energy
successfully to introduce innovations such as new productive
processes for the production of goods already on the market ot
the 1ntroductton 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 Professot
ScHUMPETER puts 1t), others can easily imutate him  Thus,
whenever a few successful 1nnovations appear, immediately a host

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 1t has been reduced by the vicious spiral of
deflation during the depression phase , no special incentives are needed
to explain the lower turming-pomnt Professor Schumpeter’s * gemal
entrepreneur ” and the crowd of imitators who follow hhm come 1n 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 agamnst this view But the 1dea that
the system passes through an equilibrium or at least approaches a normal
position, somewhere between the upper and the lower turning-pomt seems
to have been vaguely envisaged by many writers It will be clearly
elaborated 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 mdicate rather a methodo-
logical principle than the proposition that the system actually passes
through an equlibrium position on 1ts way from the lower to the upper
turning-point
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of others follow them (While Professor ScruMPETER’S account
of the revival and the 'description of the cumulative process of
expanston fits 1n petfectly well with Professor SprETHOFF’s theory,
his story of the upper turning-point 1s quite different and will be
constdered later )

§ 15 RHYrHM AND PERIODICITY

We may well start the discussion of this section with
Business afamous metaphor from Professor SPIETHOFFs fore-
mechanism  runner—Michael TucAn-Baranowskr! TuGAN-
Jikened o BaraNowski likens the working of the business-
steam-engine cycle mechanism to that of a steam-engine  “ The
accumulation of free, loanable capital plays the role
of the steam 1n the cylinder, when the pressure of the steam on the
piston attains a certain force, the resistance of the piston is over-
come, the piston 1s set 1n motion and moves to the end of the
cylinder, an opening appears for the steam and the piston recedes
to its old position In the same manner the accumulating free
loan capital, after having attained a certain pressure, forces its
way 1ato industry, which 1t sets 1n motion, 1t 1s spent and
industty returns to its earlier position 2
Now the question artses What corresponds 1n the business
system to the fuel of the steam-engine > Why 1s 1t that the cyclical
movement goes on and on and never comes to an end ?  Why do
these waves of economic activity not gradually die down like the
movement of the steam-engine when no fresh fuel 1s added?
Professor SPIETHOFF’s answer to these questions must be inferred
from his theory in general, because he does not put the question
explicitly
The fact that oscillations are large 1s to be
Inevitability explained by the cumulative nature of the expansion
of the ¢ycle  and contraction process, which again 1s largely
due to psychological reactions Expansion creates
optimism which stimulates investment and intensifies expanston
Contraction creates pessimism, which 1increases contraction

a Stu;iu‘;; fur Geschichte dev Handelskvisen in England, Jena, 1901
* Loc cit, page 251
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o an end because 1t 15 almost 1mpossible to
estimate correctly the supply of savings and capital. ‘The
const uctton of capttal goods must be undertaken 1n anticipation
of demand, which i turn 1s constituted by saving and cannot

be foreseen correctly  The durabiity of mstruments on the one

Expansion comes t

hand and the length of the construction period on the other make
1t difficult for supply and demand to keep pace

The state of depression 1s interrupted (2) because 1t creates
automatically a sttuation favourable to the revival of investment,
(b)) because pessimusm disappears with the lapse of time, and
(¢) because of the 1ntroduction of stimult from outstde  Professor
SrierHOFF would probably subscribe to Professor Picou’s theory
of the mutual generation of errors of optimism and pessimism
(which will be discussed later on?)

Professor CaSseEL says explicitly that the cyclical movement
would gradually die down, 1f no stimult were provided from time
to time from the outs:de 1n the shape of mnventions and discovertes

On the whole, 1t may be said that the question has not been
systematically discussed or satisfactortly answered by the wrters
of the school under review  But the tenor of the theory suggests
an answer 1n terms of both endogenous and exogenous forces—
7¢, of responses of the economic system to shocks from without

There 1s, however, an 1dea vaguely indicated at

Re-tnvestment various points in Professor SPIETHOFF’S wrttings
cycles which can be used for the explanation of the regular
recurrence of cycles of prosperity and depression

1 mean the 1dea that the massing of the construction of fixed capital
equipment at certain dates or during certain short periods of time
gives rise to the recurrence of such outbursts of investment, or
rather re-investment, i the future, owing to the fact that machmery
and other durable equipment installed around a certain date will
come up for replacement massed, although probably less densely,
around a certain date 1 the future This 1dea that, given an
mittal boom 1 capital construction, replacement tends to assume
a cyclical pattern, that re-investment moves in cycles, can be traced
back to Katl Marx, It has been fully elaborated with all necessary

3 See Chapter 6, § 2, page 148 below
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qualifications by Dr Johan Emarsen, who has also written its
history and has applied the principle to a concrete case with the
help of modern statistical devices 1n his admurable study, Remvest-
ment Cyclos and their Mansfestation m the Norwegian Shipping Industry *

§ 16 INTERNATIONAL COMPLICATIONS

The question of international complications has not been exhaus-
tively and systematically treated by the theorists of the present
group, but 1t 1s 1n principle not very difficult to 1magine 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 condt-
tions What has been said 1n this respect 1n conncction with the
monetary over-investment theory applies also to the nom-monetary
version of the over-imnvestment school It has been mentioned
already that the opening of investment opportunities in new
territories 1s considered to have been one of the most potent
incentives for the revival of imnvestment during the rgth century 2

C  Over-tnvestment resulting from Changes in the Demand
for Fimshed Goods  The Principle of Acceleration and Magmfication
of Derwed Demand

§ 17 INTRODUCTION

The monetary over-investment theory starts

Influence of from the discrepancy between the natural and the
consumers’ money rate of mnterest, and holds monetary factors
demand on  responsible for the recurrence of over-investment
mvestment  and disequilibrtum  The non-monetary branch
of the over-investment school emphasises non-

monetary factors, technological changes, innovations and discov-
ertes ‘The difference between the two types of over-investment

* Published by the Umversity Institute of Economics, Oslo, 1938
See also article by the same author, “ Remvestment Cycles ” n the
Review of Lconomic Statistics, Vol 20, February 1938

s This 1dea 1s fundamental to the Neo-Marxian theory of Imperialism
of such writers as Rosa Luxemburg, Akkumulation des Kapitals and
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theortes 1s not very great there are intermediate positions, and
the two types shade off nto each other They are at one 1n the
belief that the impetus which sets the process of expansion 1n
motton comes from the side of investment and not from that
of consumption Demand for consumers’ goods 1s, however,
affected indirectly by changes 1n investment, and varations 1n
the demand for consumers’ goods are an important link 1n the
cumulative processes of expansion and contraction But 1t 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 rdle to
changes n the demand for consumers’ goods It 1s the propost-
tion that, for technological reasons, slight changes 1n the 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 vaitous possible schemes into which i1t can be fitted
It does not necessarily lead to the over-investment theory, and, 1n
fact, the explanations which are built on the acceleration principle
are not as a rule classified as over-investment theortes  But we
shall see that 1t can easily be combined with the over-investment
explanation  The acceleration principle and the over-investment
theory as discussed tn the preceding pages are 1n reality not alter-
native but complementary esplanations The proposition that
changes 1n demand for consumers’ goods are transmitted with
increasing intensity to the higher stages of production serves,
in conjunction with other factors which have already been men-
tioned, as an explanation of the cumulative force and self-sustain-
ing nature of the upward movement It adds an important touch
to the picture of the typical business cycle as painted by the over-
mavestment theoretictans  The matter 1s of the greatest practical
importance for the reason that much hght 1s shed on the fact, which
in the last few years has been more and more recognised and

Fritz Sternberg, Iinperialisimus (1928)  For a brief review, citticism and
references to this literature compare H Neisser, Some Inlernational
Aspects of the Business Cycle, Philadelphia, 1036, pages 101 172
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emphasised, that 1t 1s the production of durable goods, of consumers’
goods as well as of capital goods, which fluctuates most violently
during the business cycle

The following authors have developed the acceleration principle
—Albert Arrarion,! BickerRDIKE,2 Mentor Bounratian3? T N.
CarveR,* and Marco Fanno® In tecent years, 1t has been
expounded most fully by ] M Crark,® Stmon Kuzners,” A C
Picout and R F Harron® W. C MrrcueLy,® D H, RoBert-
soN,! and A SrrerrHOFF? have incorporated 1t into their account
of the cycle as a contributory factor 8 Mr HARROD has, without
much reference to the previous literature, rechristened the princple
as *“ the Relation > 14

The discussion will proceed 1n two stages  Tirst, the economic-
technological principle will be expounded with the necessary

v Les crises périodiques de surproduction, Paris, 1973

* «“A Non-monectary Cause of Fluctuations in Employment” in Eco-
nomic Journal, September 1974

3 Les crises économiques, Paris, 1922 , 2nd ed, 1930

1« A Suggestion for a Theory of Industrial Depressions” in Quarterly
Journal of Economacs, Mav 1903

® Beutrage zur Geldtheorie, ed by Hayek

¢ « Business Acceleration and the Law of Demand ” in Journal of
Politrcal Economv, March 1917  Lconomics of Querhead Costs, Chicago,
USA, 1923 Controversy with Ragnar Frisch in Journal of Political
Economy, October and December 19371, April 1932 Strategic Factors in
Business Cycles, New York, 1934, pages 33 et seq

7 “ Relations between Capital Goods and Fimished Products in the
Business Cycle ” in Lconomic Essays in Honour of Wesley Clawr Matchell,
New York, 1935

8 Industrial Fluctuations, 2nd ed , 1929, Ch IX

* The Trade Cycle, Oxford, 1936, Ch II

1 Business Cycles, 1913

12 4 Study of Industrial Fluctuation, London, 1915, Part I, Ch 2 Bank-
wng Policy and the Price Level, 3rd improved ed, London, 1932, Ch 2

1 «Krisen” 1n Handworterbuch der Staatsunssenschaften, 1925

1t Compare also the critical discussion of the principle by J linbergen,
¢ Statistical Evidence on the Acceleration Principle ’ 1n Economica,
Vol V (New Series), May 1938, pages 164-176 Professor linbergen
does not find much statistical evidence, but this 1s not surpnising 1n
view of the many qualifications which must be made (see below 1n
the text)

4 This would not seem to be a fortunate terminology, because, apart
from the relation between consumption and investment which is postu-
lated by the acceleration principle, there are relations between the two
magmitudes of another kind (see below)
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qualifications and amplifications, and secondly the way 1n which
it can be used, within the framework of the over-tnvestment
theory, for the explanation of the bustness cycle will be examned

§ 18 STATEMENT OF THE PRINCIPLE

Changes 1n demand for, and production of, finished goods and
services tend to give rise to much greater changes in the demand
fot, and productton of, those producers® goods which are used for
thetr production “ Finished goods” need not be :nterpreted
1n the narrow sense as consumers’ goods, but 1n a broader sense
goods at any stage are “ finished ” relatively to the preceding stage
of production. The acceleration principle holds, not only for
consumers’ goods 1n respect to the preceding stage, but for all
intermediate goods with regard to their respective preceding stages
of production Shght changes i1n the demand for consumers’
goods may thus be converted into violent changes 1n demand for
goods of a higher order, and, as this intensification tends to work
through all stages of production, 1t 1s quite natural that fluctuations
should be most violent 1n those stages of production which are
farthest removed from the sphere of consumption It may even
happen that a slackening in the rate of growth of demand 1n one
stage 1s converted into an actual decline 1n demand for the product
of the preceding stage

We can distinguish three cases of the workiag of

Demand for the acceleration principle which, as we shall see, can
dnrable goods be easily brought under a single formula

and commodity  (a) Durable producers’ goods —The 1ntensification

stocks runs here from changes 1n demand for the finished

goods (which may be durable or perishable) to

changes 1n demand for durable producers’ goods (machines,

buildings, etc) tequired for the production of the finished

article

(b) Darable and sems-durable consumption goods such as apartment-
houses, automobules, wireless apparatus, etc  Here the intensifi-
cation runs from changes 1n demand for the service (apartments)
to changes in demand for the mstrument which provides the
service (houses)
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(c) Commodsty stocks.—Even if there are no individually durable
producers’ goods (such as machines), there may be an 1ntensification
running from changes 1n demand for the product to changes 1n
demand for the various goods in process, 1n cases where a certain
stock of these various goods has to be held, the amount of which
1s relatively fixed 1n proportion to the magmitude of the output
Such necessary stocks can be regarded as durable s 09, although
the parts which constitute the whole are perishable individually.
In order to 1llustrate the working of the principle,
Monetary we assume a change in demand for a particular
aspects  finished article—say for shoes, hats, automobiles—
and 1avestigate the 1nfluence of this change on
derived demand for producers’ goods in the preceding stage Two
very important questions which come at once to the mind will be
discussed later, viz (1) Where does this first increase 1n demand
onginate—i ¢ , 1s 1t due to a switch-over of purchasing power from
other uses so that, as the demand for commodity A increases, there
1s a corresponding decrease in the demand for B, or does 1t consti-
tute a net increase 1n aggregate demand out of inflationary sources ?
Again, (2) How 1s the induced change 1in 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 1n the theory of the cycle  They will be discussed
later For the moment we shall assume that there 75 an 1ncrease
in the demand for particular commodities—wherever this increase
comes from—and shall endeavour to explain why the derived
demand changes more violently

§ 19 ACCELERATION OF DERIVED DEMAND DUE TO 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 onginal and replacement cost of the fixed

the principle capital equipment—that 1s, of durable means of

production which we shall call “ machines ¥—

required for this output 1s 00, 10% of which must be replaced
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each year, because the machinery wears out at that rate  In other
words, the lifettme of such a machine 1s 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 1t 1s to be satisfied, production must be increased
by 10% to 110 a year If there 1s no excess capacity and i1f
methods of production are not changed, this increase necessitates an
increase of 10% 1n the stock of fixed capital—that 1s, an additional
production of machinery of so, which brings the total production of
machines from so to 100  So an 1ncrease of 10% 1n the demand
for, and production of, finished goods necessitates an increase of
100% 1n the annual production of equipment The absolute
magnification of the change 1n demand 1s from 10 to 50, an
increase 1n current production of 1o requires new tnvestment of §o

But this increased volume of production of machines can be
maintained only 1f the demand for consumers’ goods goes on rising
by the same annual amount of 10 If, in the second year, the
increase 1n demand for shoes slows down to (say) s, so that the
demand for shoes 1n the second year 1s 115, the demand for machines
will be 75 (50 for teplacement and 25 for additional machines)
Derived demand has therefore fallen absolutely 1n consequence
of a mere decrease 1n the rate of increase of the demand for the
finished product Assuming replacement demand constant,
dertved demand for durable producers’ goods changes with the rate

t A continuous replacement presupposes, of course, that the existing
caprtal stock has been constructed 1n a continuous serics of instalments
1f that 1s not the case, replacement will be also discontmuous * Replace-
ment waves ” may ensue, 1f the construction of the capital stock
proceeds by fits and starts

* This statement 15 somewhat simplified for purposes of exposition
It1s here tacitly assumed that the demand for, and supply of, the fimshed
product jumps suddenly at the beginning of a new year to the extent
of 10 per annum Simultaneously new machines must be available
to the extent of 50, which, added to the replacement output of 50 per
annum, brings the total machine output for the year to 100 It would
be more realistic perthaps to suppose that the rise in demand comes about
gradually and evenly 1n the course of the year In this case the machine
output would, as before, be 100 (1 ¢ an increase of 50 over the year before
the expansion began) , but the augmentation of the output of the fimshed
product would amountonly toxo/2=5 Itisfurtherassumedthatmachines
retamn their productive efficiency umimpaired throughout their lifetime
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of change—and not with the direct1on of the absolute change of the
final demand; 1t does not, 1n other words, depend on whether final
demand 1s rising or falling in an absolute sense
The assumption that replacement demand is
Replacement constant calls for a quantitative qualification to which
demand ~ Professor Friscu! has drawn attention  If capital
equipment 1s being continuously increased by equal
amounts per unit of time, the demand for replacement must r1se
after a while to a new level In our numerical example, this point
would be reached after ten years, when the 5o additional machines
of the first year are worn out and must be replaced If at this
pomnt the demand for the finished product ceases to rise, the
disappearance of the demand for additional machines will be
compensated by the increase 1n replacement demand Hence 1t
18 not quite correct to say that a dectease 1n the rate of increase
of demand for the finished product must always lead to an actual
decrease 1n the derived demand It 1s worthy of note, however, that
1n each situation (under the conditions assumed) there 1s one, and
only one, state of demand for fimished goods—sotnetimes a rising
or falling, sometimes a constant, demand—which will preserve
stability 1n the demand for machines The exact relationship
between the various magnitudes involved could be formulated
mathematically 2 We shall see later that a numbert of restricting
and modifying qualifications must be made 1t seems hatdly
worth while therefore at this point to attempt an absolute preciston
which cannot 1n any case be maintained m applying the theorem
One point should, however, be clearly realised
Influence of and that 1s the circumstance that the degree of
degree of magnificatton of dertved demand depends ceteris
durabilsty  partbus upon the durability of the machines If we
assume the service life of the machine to be twice
as long—viz , twenty years—the replacement demand for a stock

t «“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 ] M Clark n
Vols 39 and 40 of Jourrnal of Political Economy Pigou has already
made sutficient allowance for this quantitative qualification in his formu-
lation of the acceleration principle in his I'ndustrial Fluctuations, Ch TX

3 See the above-mentioned article by Frisch
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of 500 1s only 25 per year  But, if an increase 1n demand of 109,
for the finished goods supervenes and requires an increase 1n the
stock of equipment of 109, the total production of machines
jumps from 2§ to 75—1 ¢., 1t 1s trebled, instead of doubled as 1n the
previous case of a service life of ten years To go to the other
extreme * suppose the service life 1s zero , that 1s to say, suppose
that there are no durable means of productton but only materials
and labour Then, in a static situation in regard to production,
thete being no permanent stocks, the whole supply of materials
must at once be replaced. If the output of the fiushed article
(shoes) 1s 100, and the material (leather) used for this 1s 5o, the
whole amount must be replaced If the demand for shoes then
rises by 109, to 110, the production of leather must rise also by
109 to 55 There 1s no magnification at all

The qualifications of the priactple which are implict 1 our
assumptions should be kept in mind The existence of unused
capacity 1s excluded, and a fixed relationship between output and
capital equipment 1s assumed  These and other qualificattons have
their counterpart 1n the other two cases set forth 1n § 20 and § 21
below, and will be discussed i1n connection with the combined
statement of all three cases

§ 20 ACCELERATION OF DERIVED DEMAND IN THE CASE
OF DURABLE CONSUMPTION GOODS

The case of durable consumption goods is perhaps
Analogy  the most important of the three As an example,
with previons take apartment-houses The situation 1s exactly
case analogous to the case of the production of shoes
analysed 1n § 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 sttuation  The annual production
of the service (housing accommodation as measured, say, by
apartment rent) 1s 100 The stock of durable goods—that 15, of
houses—from which this stream of setvices originates 1s (say) 1,000,
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of which 100 (109,) must be replaced each year, corresponding to a
durability of ten years  If there ts an tncrease 1n the demand for
apartments of 10%, the number of houses, or rather the amount
of dwelling-space, must also be increased by 10%-—which means a
doub ing of the construction of new houses, 100 for replacement
and 100 as additton to the existing stock  Thus, an addition to
the annual flow of services of 10 necessitates an 1nvestment of 100
The further analysis 1s exactly the same as 1n the case of the shocs
The case of less durable goods such as motor-cars may also be
analysed 1n the same way by distinguishing between the flow of
services and the durable instrument whose value 1s a2 multple
of the value of 1ts annual service  (There 1s, of course, this impor-
tant 1nstitutional difference that, in the case of dwelling-houses,
the ownership of the instrument 1s 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 1s not altered by this circumstance, but 1t
has other consequences which will be discussed later )

One 1mportant quantitative peculiarity of certain

Depreciation types of durable consumers’ goods may be pointed
and runming out at this point The cost of the final service
cost (annual rent of an apartment) consists of two parts
—viz , the contribution of the durable instrument

and the running expenses (heating, water, maintenance, etc)
If demand for the service tises, the acceleration principle becomes
effective 1n respect of the first part  The quantitative effect—that
1, 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  In the case of the
dwelling-space, the contribution of the durable instrument (the
house) 1s probably relattvely large, say four-fifths of the cost of
the total output  In our example of the shoe factory, we assumed
that the total output was 100, of which only one half consisted of
the contribution of the durable instruments, the other half consist-
ing of materials and labour Under these assumptions, other
things being equal, the absolute magnification of dertved demand
1s much greater 1n the case of an increase 1n the demand for apart-
ments than in the case of an equal increase 1n the demand for shoes.
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If the demand for shoes rises from 100 to 110, the demand for
machines rises from so to 100 If the demand for apartments rises
from 100 to 110, the demand for houses rises from 8o to 160

§ 21 ACCELERATION OF DERIVED DEMAND
AS A RESULT OF THE EXISTENCE OF PERMANENT STOCKS OF GOODS

Even if there are no durable means of production,

Analogy there may be a certain magnification of derived

with previoys demand, if distributors and producers hold stocks

cases 1n a fixed (or relatrvely fixed) propostion to the

rate of sales or production The assumption that

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

1s the counterpart of the assumption that there 1s a fixed relationship
between output and machtnes

T ct us start again with a static sttuation, say, with a monthly sale
of 100,000 patts of shoes  Suppose that dealers usually hold per-
manent stocks equal 1n magnitude to the sales of one month and
that demand and sales ri1se to 110,000 and the increase 1s believed
to be lasting  Dealers will then increase their orders with producers
by more than their sales have gone up 1n order to bring their stocks
up to the usual ratio to sales They will order 120,000 patrs, but
the larger orders will be maintained only if sales go on nising  If
the increase in sales ceases at the end of one month, even though
there 1s no decrease, stocks will no longer be augmented and orders
for producers will fall to 110,000 (although not to the original level
of 100,000)

The principle works, however, 1n 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 decrcased Dertved demand fluctuates more violently

Although from the formal mathematical pomnt of

Some view the parallelism between the case of stocks and
qualifications the case of fixed capital 1s complete, the case of the
stocks presents some quantitattve peculiarities, the

consequence of which 1s to 1imply much more drastic qualificattons
and reservations in the applicatton of the prnciple (1) The
assumption of a comparatively fixed relationshup between sales
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and stocks 1s much more precarious, and subject to more sertous
and frequent exceptions, than the cotresponding 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 1s smaller than 1n the case of fixed equipment Hence
replacement demand responds much more rapidly to an increase
1n output and sales 1n the case of stocks than 1n the case of machines
If new machinery with a service life of ten years 1s 1nstalled, 1ts
installation does not affect replacement demand until after ten years
If sales go up and stocks are increased correspondingly, replace-
ment demand rises 1n the succeeding period

For these reasons, the stocks factor 1s less likely to exhibut clearly
the acceleration of dertved demand than the fixed capital factor

§ 22 GENFRALISED STATEMENT OF THE PRINCIPLE

In all three cases which have been distinguished, the relevant
circumstance 1s that, 1n order to increase the rate of output, 1t 1s
usually necessary to make heavy immediate mnvestments in the
shape of stocks or—what 15 1n practice much mote important —
in fixed capital, the fruits of which investments mature only 1n the
more ot less distant future

The same thing can be put tn another way ~ The durabtlity of 1n-
struments makes it necessary to provide all at once for future demand
over a constderable pettod ‘The supply required to satisfy the
demand for any given pertod to come must be produced immediately
and stored up 1n the shape of stocks and durable instruments

If we assume that there 1s a pertodic 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 dertved
curve, which represents the effect, will usually show a lead ves-d-vis
its cause It will reach the high points and low points before the
causal curve This 1s a rather paradoxical situation, because one
would expect the cause to precede the effect and not the effect the
cause But the dominant factor 1s, with certain qualifications which
have been made above (§ 19), not the directzon of the change (the
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mere fact that demand for the finished product 1s rising or falling
absolutely), but the rate of change, or changes 1n the rate of change,
1n the demand for the finished product

§ 23 QUALIFICATIONS

<<

We spoke of changes 1n ““ the requirements for

Limsted  capital equipment ”  If we want to substitute for
application  this “ demand ” for, or “ production  of, capital
i negatwe goods, we must consider that demand and produc-
sense 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
capactty will develop, and, when demand for the finished product
rises again, the production of capital goods will not be resumed
until after the accumulated surplus has been absorbed So long
as there 1s unused capacity (or dealers are overstocked),® the
acceleration principle of dertved demand will not come 1nto play
Excess capacity has been excluded by the assump-

Varable tion that there 1s 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 1s not
constant, even apart from 1nventions and improve-

ments 1n the technique of production which allow an increase 1n
output per umt of capital equipment  Existing capital equipment

1 This point has been well put by Professor J Iibergen In the
article mentioned on page 87, he says
* In 1ts more rigorous form, the acceleration principle can only
be true 1if the following conditions are fulfilled
“ (@) Very strong decreases 1n consumers’ goods production
must not occur If the piinciple were right, they would lead
to a corresponding disinvestment and this can only take place
to the extent of replacement If annual replacement amounts
to 10% of the stock of capital goods, then a larger decrease in
this stock than ro%, per annum 1s impossible A decrease 1n
consumers’ gonds production of 15% could not lead to a 15%
decrease 1n physical capital as the acceleration principle would
require It 18 interesting that this limit 13 the sharper the
greater the duration of hife of the capital goods considered ™
* The term ‘““unused capacity’ must be interpreted with great care
There 1s always some infertor capacity which can handle an increase of
demand
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may be utiised mote or less intensively Overtime can be
worked or more hands can be engaged Nor 1s 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 1s combied with a given amount of labour and
circulating capital, depends among many other things on the rate
of interest and the rate of wages and on the general outlook, that
1s the expectations entertained by producers about the future deve-
lopment of wages, 1nterest and other cost items on the one hand
and the future state of demand on the other
This rases very fundamental questions, and 1t mught be well
to reflect once motre on the essential nature of the principle
In 1ts more rigorous form, 1t postulates a certain quantitative
relationship between the production of finished goods and that
of thetr means of production In a icss ambitious form, taking
all qualifications into consideration, it stmply says that an 1ncrease
in demand for, and production of, consumers’ goods tends to
stimulate 1nvestment and that a fall 1n the former tends to affect
the latter adversely
In this less ambitious sense, 1ts validity can hardly
Varwns be doubted It should, however, be noted that
interrelations this does not preclude the possibility of (@) there
between  being causal connections between the production
consumption of consumers’ goods and investment of a different
and imvestment sort than the one postulated by our principle and
even operating 1n the opposite direction n certain
cases,! and (%) the production of capital goods (mavestment) being
influenced, not only by changes 1n the demand for consumers’
goods, but by other factors as well It may perhaps be said
that any investment, directly or indirectly, 1s looking forward to,
and 1s made 1n the expectation of, a future demand for consumers’
goods But, as Professor HansEN has pomnted out,? there aic

! Compare ¢ g, § 4 of this chapter, page 45 above

* See his criticisin of Harrod’s rather unqualified utilisation of the
acceleration principle 1 The Quarterly Jowrnal of Economacs, Vol 51,
May 1937, pages 509 ef seq (now reprinted in Full Recovery ov Stagnation,
New York, 1938)
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types of mvestiaunt which look forward for their utilisation to 2
very distant futne — ¢ the opening up of a new region by the
construction of a rallroad  In such cases, the connection between
the 1y estment and the present state and recent movement of the
demand for consumers’ gonds 1s very slender  Long-run expecta-
tions determune mvestment dectstons of thissort, and the influence of
the current output of finished goods on these expectations can hardly

be assumed to follow a uniformly defined quantitative pattern *
Besides these adventurous kinds of investments, there are other
investments, n working and fixed capital, which follow more or

Iess closcly the ups and downs of consumers’ demand—routine

investments one might call them It 15 wath these that the accele-

ration princtple 1n its more rigorous form 1s concerned

§ 24 THL CONIRIBUTION OF THE PRINCIPLE OI' DTRIVED DEMAND
TO THE EXPLANATION OF THE GENERAL BUSINESS CYCLE

It has sometimes been assumed that, 1n order to
Reciprocal  utilise the acceleration princtple for the explanation
action of the general business cycle, one has to presuppose
of consumers’ a cyclical alternation of expanston and contraction
demand 1 consumers’ demand 2 The acceleration principle
and capetal  then serves to explain the larger fluctuations 1n the
production  capital-goods industries  The situation 1s, however,
much moie 1nvolved, because consumers’ demand

and capital production (investment) interact on one another
In order to throw light on this inter-relation, the two questions
which have been raised above and reserved for later discussion

must now be dealt with

t llus has also been well put by Protessor D H Robertson Some
of the principal forms of investment wm the modern world—the nstru-
ments of powcr-production, of transport, of office activity—are, after
all, very loosely geared to the visible demand for particular types of
consumption goods and depend rather on fairly vague estimates of the
future progress of whole areas wnd populations (See his review of
Harrod's 1he Trade Cycle 1n The Canadian Journal of Economacs and
Political Science, Vol I11, 1937, page 126)

¢ Crticism by C O Hardy before the American Statistical Association,
December 1931 Quoted by J M Clark in Journal of Political I conomy,

October 1932, page 693
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Whete does the increase 1n the demand for the
Nature of the finished product come from? Two cases have to
mitial  be distinguished, viz (@) the case of a net
mpulse  increase 1n aggregate demand due to a monetary
change, an increase 1n the quantity of money,
dishoarding or an increase 1 the velority of circulation, and
(b) the case of a mere shift 1n demand from one commodity or
group of commodities to another
Ad (@ Ifan (inflationary) icrease 1n the aggregate demand
for finished goods 1n terms of money takes placc, the acceleration
principle 1s sufficient explanation of the marked stimulation expe-
rienced 1n 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 (4) The situation 1s rather different where there has been
no rise in aggregate income, but only a shift 1n demand from
commodity A to commodity B Demand for capital goods derived
from A falls, demand dertved from B rises Do not these two
changes cancel each other out, so that, on balance, activities 1n
industries producing producers’ goods will not be stimulated ?
The answer 1s that they may cance] out, but that there 1s not only
no necessity for them to do so but even a probability against 1t
It 15 likely that 1n many cases a net increase in demand for producers’
goods will result
The outcome will mainly depend on three circum=
Factors  stances  first, on the relative importance and
affecting  durability of fixed capital 1n 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 1n 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, 1n the production of B (say automobiles), the demand for
which has risen, fixed capital plays a more important role, and a
more durable equipment 1s needed than in the production of A
(say textiles) where demand has fallen, then this shift in demand
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for finished goods will induce a considerable increase 1n the demand
for capital goods

But, even if the proportion of fixed to working capital and the
durabtlity of the former 1s the same for A and B, 1t 1s quite possible
that the shift 1n demand from A to B will create a net 1ncrease in
demand for fixed capital (provided the machinery producing A 1s
such that 1t cannot be used for the production of B)  The principle
of acceleration of dertved demand works 1n both directions, as we
know But, 1n the downward direction, 1ts operatton is hmited by
the fact that production cannot fall below zero  If, therefore, 1n
the case of a shift of demand from A to B, the demand for machtnery
producing A falls to zero, this loss may very well be more than
compensated by an increase 1n the demand for new equipment
producing B!

The net result of a shift 1n the demand for finished products
on the demand for capital goods will be lessened, if machmery
producing A can be used without alteration, or with only shght
alterations, for the production of B It 1s very likely that, 1n some
higher stage, the two streams of productton, traced backwaid from
A and B, coincide  The steel industry, for example, 1s common to
a number of industries besides A and B—e g, railway construc-
tion and the building industry Obviously, 1t makes a great
difference whether the production processes of A and B coincide
in (say) the second, or only in the fifth, stage of production
If the two commodities A and B are far removed from one
another 1n the sphere of production, only a small part of the
fixed capital devoted to the production of A can be used for
the production of B, and so 1n the event of a shift of demand
from A to B, any increase 1n the demand for new equipment
and for the materials needed to construct 1t will be compara-
tively strong.

1 Tt follows that the expansionary eftect of a shift in the demand 1s
more hikely to be great if 1t occurs during a period when the demand for
equipment mn both industries 1s at a relatively low levcl If 1t takes place
while a general expansion 1s 1 progress, the acceleration principle has
free play to opcrate 1n both directions and the effects on industry A and 3
a1e therefore more likely to compensate each other
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Two alternatives are open for discussion  The
Method  new 1nvestments can be financed (4) by means of
of financing current savings or (b) by way of inflation through
the new  the creation of new bank credit andfor more 1nten-
investment  stve utilisation of existing means of payment In
other words, the 1ncreased investment may or may
not be consistent with the maintenance of the stability of the
monetary circulation—z ¢, of MV~
Ad (@) Suppose that, with the working of the acceleration
principle, a shift or an 1ncrease 1n the aggregate demand for finished
goods affords new investment opportunities, but that the supply
of capttal 1n terms of money 1s not increased by way of inflation
There 1s no elastic credit supply, and no hoards of any sort which
producers can draw on  The consequence will be a rise 1n the
rate of 1nterest  ‘This will produce a 1 trenchment of nvestment—
of reinvestment or new Investment, as the case may be—in
different branches of industry, offsetting the increased investment
1n industrtes 1n which the demand for the finished product has risen
The aggregate demand for producets’ goods cannot therefore rise
Ad (b It 1s of course recognised by the leading cxponent
of the acceleration prinaple, Professor ] M CrARk, that the
principle cannot serve as an explanation of the business cycle,
nor even as an mcomplete and partial explanation, except 1n
conjunction with an elastic credit supply Unless 1t entails a
credit expansion, an increasc 1n 1nvestment in particular branches
of industry cannot produce a general up-turn 1 busines: activity
If there has been an increase 1n the circulating medium, income and
demand for finished goods will rise, this wiil further stimulate 1nvest-
ment, and so a cumulative process of expansion will be started
The acceleration principle 1s thus assimilated by the over-invest-
ment theory, and adds an important feature to the picture of the
cycle as drawn 1n the preceding sections
Closer analysis reveals further points of connec-
Further  tion between the acceleration principle and the
considerations over-mvestment theory
The fact that durable instruments are required
in order to satisfy current demand for finished goods or services
may be characterised, 1n the termuology of thc monetary over-
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investment theory, as an incenttve to the nitiation of roundabout
methods of production The more durable the instrument, the
longer the roundabout methods of production

It has been mentioned already that the durability of the instru-
ments, and the amount invested 1n them 1n response to an increase
1n demand for a finished product, cannot be taken as economic
constants, determined solely and rig1dly by the state of technological
knowledge As a rule, there are vartous methods of production
to choose between, and more or less durable equipment can be
installed, the more durable variettes being more costly (Less
durable instruments which cost as much as their more durable
rivals are, of course, ruled out as uneconomical from the beginning )
The choice between these depends mainly on the rate of interest
The lower the rate the more durable the instrument and the longer
the roundabout process of production There 1s, furthermore,
the risk factor In an atmosphere of optimism and confidence,
people will be more inclined to undertake heavy investments
than 1n a state of uncertainty and tear Also the rapidity of
replacement of existing equipment, and therefore the length of 1ts
service life, will be mnfluenced by these factors

The production of durable consumers’ goods may give rise to
credit expansion no less than the production of durable producers’
goods If demand for apartments rises, the construction of
houses may be undertaken with the help of inflationary bank
credit In the case of semi-durable goods, such as automobiles,
where 1t 15 usually the instrument (and not only the service) that
1s bought by the last consumer out of his income, an 1nstalment
purchase scheme may enable consumers to extend their current
purchases beyond their current income  Thus a slight increase 1n
the mcome which allows its recipient to increase current consump-
tion may bring about a much larger increase 1n demand in general

Naturally, not only an acfual, but also an anticspated, increase
1n demand for a finished product may bring about an increase 1n
investment many times as large as the expected annual increase
in demand for the finished product

All these considerations bring out the importance of the réle
played by the acceleration principle in the mechanism of expanston
as described by over-investment theorists
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After the upward movement has been started, the acceleration
prnciple explains the rapid absorption of unused factors of pro-
duction 1n 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 cmployed But
these questions have been discussed above 1n connection with the
monetaty over-investment school
The nature of the cumulative process of expansion
Canses  having been thus explained, there remain vartous
of the  possibilities of explamning the collapse of the
breakdown boom One explanation 1s that sooner or later a
shortage of capital 1n the previously defined sense
arises
It has been pointed out above that a decrease 1n the rate of
inctease of demand for a finished product (say raillway lines) need
not entail an actual decrease in demand for, and production of,
producers’ goods (say steel) It 1s possible that the decrease 1n
new demand will be compensated by an increase 1n replacement
demand If the construction of new ralway lines decreases only
after a long period, 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 a decline 1n demand
We observe here again a close interrelation between the over-
mvestment theory and the acceleration principle
But shortage of capital 1s not the only concervable explanation
of the brcakdown Professor AFraLION, who 1s amongst the
exponents of the acceleration principle, has put forward the theory
that the turning-point comes, not because thc 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 pout out consumers’ goods Prices fall, consumers’
goods industries become depressed, and this depression 1s trans-
mutted with increasing violence to the higher stages of production
This hine of thought will be discussed agamn 1n connection with
under-consumption theories
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A somewhat different standpoint 1n this matter 1s taken up by
Professor RovkE, who has recently lard great stress on the accelera-
tton principle as affording an explanation of why a serious break-
down 1s unavoidable after a pertod of rapid expansion! His
analysts of the réle of the acceleration principle 1n the mechanism
of expansion 1s the same as that which 1s given above He does
not, however, explain the ensuing breakdown by the emergence
of capital shortage or of an nsufficiency 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 theorsts do)  He believes that, owing
to the operation of the acceleration principle, a situation 1n the
structure of production 1s bound to develop which can under
no circumstances be maintamned—either by less saving on the
part of the public or by more—so that a scrious breakdown 1s
mescapable  According to him, this type of maladjustment 1s
unavoldable after a pertod of rapid capital accumulation, even
in a planned socialist economy of the Russian type

But how, 1t may be asked, does he describe this maladjustment
from which there 1s no escape except through a more or less sevete
crisis It 1s the steep rise of the absolute amount of invest-
ments which matters, not the fact that our economic system must
tely on credit expansion to make this fise possible 2 And
again  “ The scale of investment grows, and so long as the
rate at which 1t grows remains constant, or even Increases,
the boom has the power to last Eventually, however, the
moment must come when investment 1s not suddenly broken off
certamnly, but ceases to grow at the previous rate We cannot
always be building and rationalising’ further, always con-
structing new electrcity works, etc —especially as the power of
the credit system to go on continually financing this 1nvestment
delirium 1s finally exhausted At thus potnt, the boom must come

L Crises and Cycles (1936), pages 102 ef seq See also his article
“Socialism, Planming and the Business Cycle” in Journal of Political
Economy, Vol 44, June 1936 A similar analysis s to be foundmm R G
Harrod, The Trade Cycle, Oxford (1936), page 105 and passim

3 Crises and Cycles, page 110
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to an end, since the shrinkage of the capital goods industries 1s
unavoidable 1

These quotations do not make the situation envisaged by our
author perfectly clear,? but 1t 1s the nearest we can get to his mean-
ing In the second part of this book (see § 5 of Chapter 11) tt 15

proposed to work out a sttuation which perhaps covers what
Professor Ropke really has 1n mind

t Crises and Cycles, page 102

2 Tt 1s not clear whether he has visualised the theoretical possibility of
replacement demand’s stepping into the shoes of new mvestment in such
wise as to bring about a smooth transition to a stationary equihibrium
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CHAPTER 4

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

§ 1 1nTRODUCTION

In this chapter we shall discuss certain factors which have
sometimcs been put forward as #he causes of the pertodic recurrence
of crises and depresstons The aigument, however, goes too
far It 1s not 1n this case a question of elaborate theories embodv-
ing a full explanation of the bustness 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 t6le 1n shaping
the course of the cycle 1s by no means 1ncompatible with acceptance
of the monetary or over-investment theory of the cycle, though
of course all members of these two schools would not attrbute
much importance to the factors 1n questton

§ 2 CH\NGES IN COSI OF PRODUCTION AND EFFICIENCY
OF LABOUR AND PLANT

In a competttive business economy, the statement that a restric-
tton 1n 1ndustrial activity 1s 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 ”
1s mntetpreted (as 1t obviously should be) as the expected future
price and “‘ cost *> as margmal cost at the expected volume of acti-
vity ‘'This statement 1s compatible with any explanation of the crisis
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and depression. Whether a sertes of crop failures, ovet-invest-
ment, monetary deflation, under-consumption or anything else 1s
ultimately responstble for the breakdown of the boom and for the
depression, the proximate cause of the reduction in industrial
output 1s the fact that expected prices do not cover production
cost All these factors must finally find their expression some-
where 1n a disappearance of the profit margin  (Lhere are other
formule which are as vague and unhelpful as the cost-of-produc-
tion formula—e g, the assertion that the breakdown 1s duc to the
fact that demand has fallen short of supply, to a disequilibtium
between production and consumption, or to over-production
11 certain lines of 1ndustry and so on )!
The r1se of productton cost during the prosperity
Mitchell on phase and the reduction of production cost during
the ¢yclieal the depression play a promnent r6le 1n the explana-
movements of tion of the cycle by Professor W C MirciLLr
production  The following 1s hus description of the process
cost “The decline 1n overhead cost per unit of output
(which was brought about by the first increase in
production after the trough of the depression) ceases when enter-
prises have once secured all the business they can handle with
their standard equipment, and a slow increase of these costs
begins when the expiration of the old contracts makes necessary
renewals at the high rates of interest, rent and salaries which
prevail 1 prosperity Meanwhile, the operating costs rise at
a relatively rapid rate Equpment which 1s antiquited and
plants which are 1ll Jocated or otherwise work at some disad-
vantage are agamn brought into operation  The price of labour
r1ses, not only because the standard rates of wages go up, but also
because of the prevalence of higher pay for overime  Still more
serious 1s the fact that the efficicncy of labour declines, because
overtime brings weariness, because of the employment of ‘undest-
ables ’, and because crews cannot be driven at top speed when
jobs ate more numerous than men to fill them The prices of
raw materials continue to rise faster, on the average, than the
selling prices of products Finally, the numerous small wastes

! Compare L. Robbins, The Grea’ Depression (1934), Chapter IT
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incident to the conduct of bustness eaterprises creep up when
managers are hurried by a press of orders demanding ptompt
delivery 1
A cortesponding process of cost reduction s going on during
the depression and prepares the ground for a revival
In the passage quoted, the operation of a number
Elements  of factors 1s very lumunously described But,
contamned in  analytically, the various forces making for higher
other theorses umt cost, partly 1n real terms, partly only 1n terms
of money, are very different 1n nature
That cost of production in terms of labour rises because 1neffictent
workers and undesirables must be employed and because antiquated
equipment must be brought ito operatton when production ts
expanded 1s quite natural This 15 simply a way of cxpressing
the law of decreasing returns The supply price rises, and this
“ obviously Limits the extent to which production expands in
response to a given rise 1 demand, and, since the whole process
takes time, 1t 1s natural that we should find expansion carried for-
ward continuously up to a point, and then stopped ”2  This does
not, however, explain why expansion 1s followed by a breakdown
and depresston
That money wages rise during the upswing (and fall during
the downswing) has been shown 1n connection with the theortes
reviewed eatlier 1n this book  This rise (and fall) 1n wages 1s
a consequence of credit expansion (and contraction) It does
not explain anything, unless 1t 1s possible to show why effictency
wages must rise, or are likely to mise (or fall) more (or less)
rapidly than prices—that 1s to say, if a time-lag can be established
between the movement of wages and prices
The rise 1n 1interest rates 1s, as the monetary over-investment
theory has shown, a symptom of a vertical maladjustment 1n the
structure of production It works out 1n an increase in money
costs, but affects the higher stages of production more severely.
As a hink 1n the analysis of the over-investment theory or a purely

! See * Business Cycles " in Business Cicles and Unemployment,
New York, 1923, pages 10 and 11 A similar description 1s to be found
1 other wnitings by Mitchell on the subiect

J Plgo.gjlnww .lflhﬁlmtwns, 2nd ed, London, 1929, page 228



Chap 4 Changes in Cost as Cause of Crises 109
monetary theory d /o HAwrrey which explains the breakdown
by an act of hoarding or credit-restriction, the rise 1n 1nterest rates
adds something to the explanation of the business cycle, but it 1s
not very helpful if regarded only as conttibuting to the increase
of the money cost of production
A new point, not so far mentioned 1n our analysis,
Movements 1s the argument that effictency tends to fall during
m effictency  the upswing, because waste crops up everywhere
(and efficiency tends to increase during the down-
swing because of the eliminatton of waste)  Since money wages
gencrally tise during the upswing (and fall during the downswing),
this 1s equivalent to saying that efficiency wages risc faster than
money wages during the upswing (and fill faster during the
downswing)  This 1s 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 1s no tendency for
higher and lower stages—rz e, the production of durable cipital
goods and of perishable consumets’ goods—to be affected 1n a
diffcrent degree
This tendency of efficiency wages to rise during the upswing—
the reader will easily make the necessary adjustments for the apph-
catton of the argument to the downswing—is surely a 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 avorded But the avoidance of
waste and the mamntenance of the level of efficiency attaincd during
the depression would not in themselves mean the avoidance of
vertical and hortzontal maladjustments 1n the structure of produc-
tion If, on the other hand, there 1s no horizontal or vertical
musdirection of 1nvestments, the influence of an all-round lowering
of effictency may be compensated by an imcrease 1n prices or a
reduction of money wages
It cannot, however, be denied that, theoretically, a heavy fall
n efficiency, unaccompanied by a corresponding fall 1n money
wages and not compensated by a nse mn prices, may produce a
general depression
The same effect may perhaps be brought about by a rise 1n money
wages, induced from the supplv side unaecompaated bw 2 rise 1n
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efficiency or a general increase of prices ‘There are reasons to
belteve that something of this sort happens during the later phase
of the upswing of an ordmnary business cycle The decrease in
efficiency alone, on the other hand, 1s probably not of the same
order of magnitude as the rise 1n general prices

But this involves a quantitative estimate and calls for statistical
investigation, and 1t 1s not easy to find a statistical measure for the
changes 1n the efficiency of labour ~ The well-established fact that,
1n a number of industries, output per head of the employed labourers
rises sharply during the depression and falls duiing the upswing
of the cycle 1s not a sufficient proof, because 1t may be entirely
due to the fact that antiquated plants, ctc, are put mnto opetatton
during the upswing and are closed down during the downswing,
and that less efficient worhers are engaged during the upswing
and discharged during the downswing In techntcal parlance,
the change of efficiency which we have 1n mind must be represented
by a shuft of the productivity curve, while the statistically observed
changes 1n the output pcr head of the labour employed may be due
—and to a certain but unknown degree undoubtedly are due—
to a movement along the curve

§ 3 HORIZONTAL MALADJUSTMLNIS

The distinction between “ horizontal ” and * ver-
Capable of tical ” maladjustments in the structure of produc-
explaming a tion was explamed above We have seen that,
general  according to the over-investment theory, a vertical
depression maladjustment 1s 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
1s capital shortage and a sharp rise 1n the interest rate) does not
arise by pure chance, but develops as the natural and necessary
consequence of the inflationary forces which are at work during
the upswing, falsifying certain essential price relationships by
distorting the rate of interest
Even if one accepts this theory as fundamentally correct, 1t
does not follow that horizontal maladjustments are not equally
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likely to arise, or in certain cases to be responsible for the
breakdown
It 1s true, a horizontal maladjustment alone (that 1s to say, an
ovet-development of a particular branch of industry) can explain
only a partial—as opposed to a general—depression for the reason
that, 1f industry A 1s over-developed, there must be an industry B
which 1s under-developed and, 1f A 1s depressed, B must prosper
But the same 1s true, as we have seen, of a vertical maldistribution
of the factors of production
In order to explain a gemeral depression, 1t 1s necessary to recognise
that a deflationary cumulative process can be set in motion by
partial dislocation of the productive process  If this 1s accepted,
there 1s no difficulty 1n assuming that such a vicious spiral of
contraction may be started by a horizontal, as well as by a vertical,
maladjustment in the structure of production
Such horizontal maladjustments can be brought
«“ Error  about by a great number of circumstances which
theorses” may be classified as (1) shifts 1n demand and (2)
shifts 1n supply
It 1s here that the “ error theortes ” of the busmness cycle, or
rather of the crisis, have their proper place  These theorics stress
the great complexity of our economicsystem, the lack of knowledge,
the difficulties 1n foreseeing correctly the future demand for
various products One producer does not know what the other
1s doing A given demand cannot be satisfied by producer A
producers B, C, D, etc, are accordingly called upon to satisfy it,
and this creates an exaggerated impression of its volume and
urgency This leads to competitive duplication of plant and
equipment, involvirg errors in the estimation of future wants
The circumstances conductve to bringing about such mustakes
have been most fully described and analysed by Professors F W
Taussig,! A C Picou,? Sir Wirtiam Brveringe? and T W
MircHELL ¢
U Principles of Lconomacs, 3rd ed , 1925, Vol 1, pages 338 ef seq
¢ Industrral I luctuations, Chapter VI (“ [he Structure of Modern
Industry and Opportunities for Errors of Forecast )
¢ Unemployment, new ed , London, 1930

+ “Competitive Illusion as a Cause of Busmess Cycles ™ in Quarterly
Journal of Economacs, Vol 38, August 1924, pages 631 et seq
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Clearly, mustakes which lead to a musdirection of productive
resources can be made at any time  But there are good reasons
for the view that they ate specially likely to arise during the upswing
The prosperity phase of the cycle 1s characterised by heavy invest-
ments for the reason that, 1n many lines of industry, provisions
are made for satisfying future needs of the ultimate consumer as
well as of producers 1n the intermediate stages of production
Evidently, the longer ahead demand has to be estimated the greater
the risk of setious errors If the estimate has to be made in a
pertod of raptd changes 1n the economic system 1n general, and 1f
new methods of production and the production of new types of
goods are 1nvolved, the risk becomes still greater Indrvisibility
and durability of instruments and the complicated relation between
changes 1n 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 1n demand extremely difficult

The border-line between horizontal and vertical
“ Horigontal” maladjustments 1s sometimes very difficult to draw
and But since the two are not mutually exclustve, since

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

maladiust-  reinforce one another, the fact that classification 1s

ments sometimes difficult 1n concrete cases does not weigh
too heavily 1n the balance

To 1llustrate the close relationship between horrzontal 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 argucd (as already stated)?
that this 1s 1n reality the consequence of a shortage of capital—
1n other words, of a vertreal maladjustment 1n the structure of pro-
ductton—and that, if the nccessary capital were forthcoming, the
building activity and motor-car productton could conttnue until
the replacement demand for houses and cars was such that the
steel mills could use their whole capacity to satisfy 1t

This may be so  but it 1s just as possible, and a good deal mote
probable, that the decrease 1n demand for new houses and motor-

! By Prolessor Hayek
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cars 1s due to the demand situation—z ¢, that the demand for
houses and cars has been well satisfied for the time being relatively
to other needs, and that savings are therefore invested in othet
directions, where no steel, or not so much steel, 1s needed In
this case, we have a borigontal maladjustment 1 the structure of
production  So far as the deterioration of the steel industry and
the repercussion which this might have on tributary industries and
on the volume of the circulating medium are concerned, the
consequences of a horizontal and a vertical maladjustment are
exactly the same

§ 4 OVER-INDEBIEDNESS

Professor IrviNG Fisuer! thinks that thete ate
Introductory two matn 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
a shrinkage of the money stream and a fall 1n prices
Professor FisHER’s debt-deflation theoty 1s embedded in a
general view about the trade cycle which sounds prima facie
somewhat strange  He likes to call “ 7be ” business cycle a myth
But a closer examination shows that he deprecates only the use
of the term * cycle ” 1n the sense of a strictly petiodic and regular
movement He stresses the differences 1n the appearance, ampl-
tude and length of the various * cycles ”—that 1s, 1n the alterna-
ttons of good and bad years—which we find 1n the economic
history of the last hundred years He admits and even emphasises
the fact that the economic system ss liable to detertorate 1n a cumu-
lative process—that there 1s a victous spiral of contraction and
another vicious spiral of expansion But how far expansion or
contractton goes depends (he maintains) on 1nnumerable
circumstances, which differ from case to case

1 Cf ls article “The Debt-deflation Theory of Great Depressions
i Econometrica, Vol 1, No 4, October 1933, pages 337 ef seg, and lus
beok Booms and Depressions, London, 1933
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This dufficulty cleared away, 1t 15 comparatively easy to determune
the place of the debt-deflatton 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 1n connection
with other theories

The description of the victous spiral downward, which comes
1nto play after the depression has once been started, 1s substantially
the same as we found it in the writings of the monetary and
over-investment schools. A fall 1n demand leads to a fall 1n
prices, to the disappearance of the profit margin, to a reduction
in production, to a decrease 1n the velocity of money, and so
to a contraction of credit, a further drop 1n demand, pessimism,
hoarding, etc

What, then, 1s the téle 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 FisHER does not distinguish the two cases 1n these words,
but the distinction 1s clearly implied by his analysis

1 The existence of large debts 1n terms of money

Debts 15 certainly a most potent factor (although not the

mtensify  only factor) tending to aggravate the depression

deflation. 'The burden of debts becomes heavier with the fall

1n prices, and this leads to distress selling, which

depresses prices further  Thus, directly and indirectly, a iquida-

tton of bank credits 1s induced, which means a shrinkage 1n 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 1s an tmportant corollary of the theory
of the deflation as elaborated by the writers previously reviewed
Deflation would cause depression and the process of contraction
would be cumulative, even 1f (as 1t 1s conceivable) the upswing
were 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 1s that

Over-indebted- which regards the state of “ over-indebtedness ”

ness may  as the normal cause of the collapse of the boon,

cause the What 1s meant by over-indebtedness?® “ Ove,

downturn  1ndebtedness means simply that debts are out-of-hn~

are too big relatively to other economic factors

How 1s over-indebtedness brought about? ‘It may be started
by many causes, of which the most common appears to be new
opportunstses to ivest at a big prospectve profit, such as through
new inventions, new industries, development of new resources,
opening of new lands or new markets Easy money 1s the great
cause of over-borrowing 2

It seems clear that in these cases over-indebtedness 1s closely
connected with over-investment To say that the cause of the
breakdown is over-tnvestment 1s the same thing as saying that
investments have been made which later turn out to be unprofit-
able thatis, 1n other words, sales proceeds do not cover cost, and
one important cost ttem 1s tterest on fixed and working caprtal  The
ovetr-investment theory tries to show why this 1s the necessary conse-
quence of any inflationary boom, and how entrepreneurs are lured
1nto too heavy investments Professor Irving FisHER, on the other
hand, stresses the fact that these over-investments have been made
with borrowed money  But cleatly over-investment, rather than
ovet-indebtedness, 1s the primary cause of the breakdown  If the
investments are excesstve (in the sense that the structure of pro-
duction 1s not in equilibrtum), then these enterprises will suffer
losses, whether they are financed with shates or with bonds, with
borrowed capital or with the entrepreneur’s own capital — Further
investment will be stopped and deflation 1s likely to ensue  If, on
the other hand, the structure of production 1s in equilibrium, there
1s no reason why the indebtedness of the new enterprises should
cause trouble It may, however, readily be admutted that the
repercusstons of the breakdown of the investment boom are likely
to be much more severe where the 1nvestments have been financed
with borrowed money

1 Booms and Depiressions, page 11
* < The Debt-deflation Lhcory,” loc cit, page 348 Italics n the
original
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We may thus conclude that the ““ debt-factor  plays an indepen-
dent réle as intensifier of the depression, but can hardly be regarded
> an independent cause of the breakdown !

§5 FINANCIAL ORGANISATION AND THE SEVERITY
OF THE DEPRESSION

Mr A LovepAy has called attention to certain
Rigsd money features of our present financial organisation which
contracts  tend to aggravate the consequences of a fall in the
mtensify  price-level  “ We may not—we do not—know”,
deflation he says, “ the causes of the recurrence of pertods of
depression, but we do know many of the factors
that contribute to their severity 2 “ When prices and the national
income expressed in money values diminish, the money claims
represented by the contracts remain unchanged, the contractors
who have recetved a money claim obtain a greater share of the
nattonal 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 1s 1n practice
difficult, they must affect the distribution of mcome and thus of
purchasing power
“.  The pount which I destre to throw 1ato relief 1s that, 1n
a financial orgamsation such that claims on national income vary
less readily than do prices of goods, the ngidity of those claims
itself constitutes a contributory cause of further price declines

The greater the proportion of monetary fixed claims mn soctety
as a whole the greater the danger

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

! 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 1f the countries concerned do not puisue an appropriate
policy, the existence of such debts may lead to contraction and depression

- ‘ Financial Orgamisation and the Price Level ” 1 Economic Essays
wn Honour of Gustav Cassel, London, 1933, page 409
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creditor that has to be made 1s not within the country It 1s not
the distribution of a national income that 1s affected directly, but
its amount A Jarger slice must be cut off the national 1ncome of
the debtor State and handed over to the foreign creditor »*
Mr Lovepay then poimnts out that for various
Bonds reasons these financial rigidities have increased
versus “In recent years, the jomnt-stock system, under
cqmtres  names varying with the law 1n 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 1nto
the mass of wage-carning 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 obligations 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 1s, fixed-interest
bonds to shares and participations
The rising 1mportance 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
hus risk, and 1s not 1 a posttion to form a rational judgment about
the chances of investments 1n equittes 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 1n preference to shates
There can be no doubt that these circumstances have played an
important part 1n aggravating the depression of 1923 to 1933
These factors must therefore be incorporated 1n a fully elaborated
theory of the business cycle but they can find a place 1n any theory
which recognises the deflationary nature of the depression

1 Op cit, pages 410 and 411
s Op cif, page 412
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CHAPTER 5

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 economucs itself Lord LAUDERDALEL, MALTHUS
and SisMONDI are promiunent among the early
adherents of this school of thought  The authors who have done
most in recent times to re-state and propagate the under-consump-
tion theory 1n a scientific way are Mr J A Hosson! in England,
Messts W T Foster and W CarcHings? in the United States,
and Professor Emil LEDpeERrR® 1n Germany ¢ The cruder versions
of the theory, which exist in innumerable vatieties 1n all countries,
will not be considered here, as their fallacy has been clearlv demon-
strated on vartous occasions ®

1 See 1 he Industrial System, London, 1909, 1910 , Economcs of Unem-
ployment, 1922 , Rationahisation and Unemployment, London, 1930

* See Money, Boston, 1923 , Profits, Boston, 1925, The load to Plenty,
Boston, 1928

3 “Konjunktur und Krisen” in Grundriss dev Sozialoronomie, Tubingen,
1925 , Technischer Fortschriitt und Arbertslosigkert, Tubingen, 1931

¢« While not himself primarily an advocate of the underconsumption
thesis, Mr Keynes has laid great stress on the deflationary character
of acts of saving In the General Theorv of Employment, Interest and
Money, London, 1936, he has forged, 1n the concept of the “ propensity
to consume’’ an instrument apt for the purposes of the underconsump-
tion theory The implications of this concept have been more fully
developed by Mr Harrod mn his work, The Trade Cycle, Oxford, 1936

® For example, by E F M Durbin’s Puychasing Power and Trade
Depression, London, 1931, and H Gaitshell’s contribution to What
Everybody wants to know about Money, ed by G D H Cole, London,
1933, pages 348 ef seq
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It 1s difficult to summarise these theortes because, with some
notable exceptions, their scientific standard i1s lower than the
standard of those reviewed earlier 1n this volume They cannot
be reviewed as systematically as the over-investment and monetary
explanations, for 1t 1s only in regard to certan phases of the
cycle that these theories have anything original to contribute
The under-consumption theoty 1s a theory of the crisis and depres-
ston rather than a theory of the cycle Those members of the
school who attempt to explain the cycle as 2 whole and deal with
all its phases (¢ g, Professor E LEDERER) have taken over many
features from—or have much 1n 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
1n the preceding pages as a selection of certain hypotheses which
admut of consideration 1n conjunction with parts of the theores
examined eatlier It 1s posstble, as we shall see, to find a logically
tenable alternative to the explanation of the crsis given by the
over-iavestment theory, and the new explanation of this pasticular
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 1t 1s difficult to summarise

Varwous  the views of the under-consumption theorists ts

senses  that under-consumption 1s not a clear-cut, well-

of under-  established concept, but covers a great vartety of

consumption phenomena It 1s true that all under-consumption

theories are concerned with the alleged insufficiency

etther of money incomes or of expenditure on consumers’ goods

out of those incomes, but the variations between the different

theortes are very great  We shall now constder hriefly the different

ways 1n which under-consumption 1n 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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1 The unqualified statement that, owing to technological
improvements and 1nventions and to the accumulation of capital,
there 1s a tendency for production to outgrow the capacity for
consumption—this 1s the under-consumption theory in its crudest
form—can be dismussed offhand as wholly unfounded

2 Very frequently, ““ under-consumption ” 13 used to mean
the process by which purchasing power 1s 1n some way lost to the
economuc system, and therefote fatls to become income and to
appear as demand 1n the market for consumers’ goods Money
disappears or 1s hoarded, and the income-velocity of money
dimirushes  In this sense, under-consumption is just another
word for deflation  Deflation 1s, of coutse, a possible cause of
the breakdown of the boom and the main cause of the depresston,
but, as such, 1t 1s covered by the monetary explanation of the
business cycle

3 The undet-consumption theory s frequently

Under-  put forward 1n the following form  There 1s, 1t 15
consumption said, a secular tendency for the volume of production
and the secular to grow The population increases Inventions
Jall of pruwces and improvements raise the output of goods  Addr-
tions ate made to the stock of capital—that 1s, to

tools and implements  Commodity prices must therefore fall and
depression cnsue, unless the quantity of money 1s continuously
increased so as to create the consuming power necessary to absorb
the increasing output of goods at stable prices  This is certainly
too sweeping a statement to be of much value 1n explaining the
course of the cycle The various factors which make for an
increase 1n the volume of production must be treated separately
In particular, a distinction must be made between growth factors
which involve a decrease 1n the untt cost of production and those
which do not ‘Technological improvements reduce the unit
cost of productton Most authorities conclude, therefore, that
an increase in production which 1s due to such improvements
does not call for an increase in the quanuty of money In
that case, a fall 1n prices 1s not harmful, because 1t goes
parallel with a fall 1n cost and does not iavolve a fall n
money wages and 1ncomes in general On the contrary, in the
face of falling cost, a price-stabilising policy would create a
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profit inflation and lead to a dangerous boom and later on
inevitably to a collapse and depression  To this proposition we
shall return later

In the case of a growing population, the situation 1s 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 1s not a satisfactory arrangement, 1f 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 1 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 Mr Hawrrey and
Professor RoBErTsON) 2 They occur 1 the writings of the undet-
consumption theorists mtermungled with other arguments which
will be discussed presently (It 1s for this reason that they have been
touched upon here, although they do not constitute the heart of
the under-consumption theory )

But what 1s 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

' This Professor Hayek too would admit But he thinks that the
mjection of money necessary to prevent the fall in wages would create
a vertical maladjustment 1n the structure of production, of the kind that
we have discussed in the section on the monetary ovci-investment
theory See Prices and Production, 2nd ed , Y934, page 161

* Compare also G Haberler, The Different Meanings attached to 1he Term
“ Fluctuations n the Purchasing Power of Gold  and the Best Instruinent
or Instruments for measurimg such Fluctuations (Memorandum submitted
to the Gold Delegation of the League of Nations, 1931) A German
tianslation appeared under the title * Die Kaufkraft des Geldes und die
Stabilitat der Wirtschaft, ” 1n Schmoller’s Jahrbuch, Vol 55, 1932 See
also W Lgle, Das neutrale Geld, Jena, 1933, and J G Koopmans, * Zum
Problem des neutralen Geldes, " 1n Beutrage zur Geldtheorie, Vienna, 1933
The older literature 1s well reviewed 1n C M Wash, 1he Fundainental
Problem 1 Monetary Science, New York, 1g03.
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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 1s hopeless to explain the business cycle without taking
account of the cumulative nature of the “short-run” processes
of expansion and contraction The considerations in question
do not show why these processes are cumulative Nor do they
explain why those processes come to an end sooner or later and
give rise at once to a cumulative process 1n the opposite directton
Their value 1s rather as a means of determining the trend, a deviation
from which, 1n the one or the other direction, 1s liable to start
a cumulative process of expansion or contraction
There remains the possibility that the growth of productton
or the increase 1 the supply of money moves 1n cycles The
volume of production shows, of course, a cychcal movement
But this 1s exactly the phenomenon which 1s to be explained 1t
cannot be taken as an independent cause! The second assump-
tion that the supply of the circulating medium changes cyclically
1s the essence of the purely monetary explanation of the business
cycle
We conclude that these arguments put forward under the name
“ under-consumption ” theory are partly 1rrelevant for the
explanation of the short cycle and partly covered by other
theones
4 Inaits best-reasoned form (¢ g, 1n the writings
Over-saving of Messts ] A Hossonand Fostrr and CATCHINGS),
theory the under-consumption theory uses * under-con-
sumption > to mean * over-saving > Depressions
are caused by the fact that too large a proportion of current income
1s being saved and too small a proportion spent on consumets’
goods It 1s the process of voluntary saving by individuals and
corporations which upsets the equihbrium between production
and sales

' By an “independent cause’’ 1s meant a change produced by outside
factors which can be taken for granted by the economist, such as changes
10 agricultural production, due to weather conditions Nothing of this
sort 1s to be found 1n industnal production
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The next step in Mr HoBson’s analysis 1s the contention that the
cause of over-saving 1s to be found in the unequal distribution of
income  It1s principally the recipients of large incomes who are res-
ponsible for most of the saving ! If the wage level could be raised
and the national dividend more equally distributed, the proportion
of savings would no longer be dangerous The demand for
equalisation of 1ncome as a means of reducing cyclical fluctuations,
which 1s very popular 1a certain quarters, has one of its roots here

We shall leave this part of the argument on one side, however,
and concentrate on the fundamental proposition that over-saving
1s the cause of the evil

The activity of saving may concetvably exert an adverse influence
on the economuc situation 1n three different ways

(@) Saving may lead to depresston because

Saving savings do not find an outlet 1n investment  There

and hoarding  may be an excess of savings over new investment

which will be 1intensified by every additional act
of saving, at any rate where saving extends beyond a certatn limut
In other words, saving produces a deflation, a decrease in aggregate
demand for goods, because the sums saved are used to liquidate
bank credit or are accumulated and hoarded 1n the shape of cash
or 1dle deposits  There 1s the further possibility that savings are
spent, not 1n financing new 1nvestments, but in buying property
and titles to property sold by people who are forced to sell because
they have suffered losses During the depression, when the spirit
of enterprise runs low and pesstmism prevails, 1t 1s probably true
to a large extent that saving engenders deflation rather than new
investments, and that the slump 1s to that extent prolonged and
intensified But the breakdown of the boom can hardly be explained
in this way  There 1s no evidence that an absorption of savings
occurs during the boom or before the crisis  on the contrary, there
invariably exists a brisk demand for new capital, signalised by high
interest rates There 1s an excess of 1nvestment over saving and
not the contrary? The situation changes, of course, completely

1 Statistical evidence 15 to be found, e g, 1n America’s Capacity to
Consume cdited by the Brookings Institution, Washington, 1934

t Tt should be noted that the terms “savings’’ and ‘ investment’ are
used here 1n the ordinary meaning of the two words Mr Keynes, 1n
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after the rurning-pomnt, when the depression has set 1n  Then

there 1s an ¢xcess of savings over 1nvestment
But this analysis 1s no spectal contribution of the under-consump-
tronsts 1t 1s the commoil ground of the monetary and over.

stment theorists (especially Professor ROBERTSON)

1nve
Now we conie to the heart of the under-consump-
- theory.
Saymg  tton or over-saving
decreases (6) Savings lead on the one hand to a fall in the

demand for, demand for consumers’ goods, because the money
and werewses saved 1s not spent on consumption
sHpply of, ) On the other hand, savings are, as a rule,
consumption 1nvested producttvely The sums saved are used
goods to add to the capital equipment of the community
Factories, ralways, power-plants and machines
are constructed  The ultimate aim of all this 1s to increase the
production of goods for final consumption
Thus the demand for consumers’ goods 1s reduced, their supply
1s increased and their prices must fall  The market for consump-
tion goods holds the central posttion 1n the economic system
So long as all goes well there, the whole productive apparatus,
which 1s piled up behind the consumers’ market and 1s there only
to serve 1t, will run smoothly when the equilibrium 1s disturbed
there, the whole economic system will suffer
To this theory therc ate sertous objections  To
Critiism  say that the situation 1n the earlier stages of produc-
tton depends excluswely on the state of affairs 1n the
consumption industry—that, if the latter flourishes, the former will
prosper and that, if production falls or stagnates 1n the latter, the
former will necessarily decline or stagnate too—is, 1n this general
and categorical form, certainly wrong We have already had
occasion to discuss a case where a general increase 1n demand for
consumers’ goods and a consequent tendency of the consumption

his Treatise on Money, has given them a very peculhar defimtion, according
to which an excess of savings over mnvestment docs not 1imply deflation
but 1s, by definition, equal to losses, and an excess of investment over
savings equal to profits An extensive discussion of the problem of
defining saving, mvestment and hoarding 1s to be found wn Chapter 8,
below
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industries to expand production are not only not a sufficient
condition of prosperity 1n the higher stages of production, but,
on the contrary, the cause of 1ts collapse  The monetaty over-
investment theory has shown the possibility that, when at the end
of the boom the demand for consumers’ goods rises and their
production tends to increase, this upsets the equilibrium between
costs and prices 1n the higher stages, because there are then no 1dle
factors of production which can be drawn 1nto employment in the
higher stages, and there are not the necessary funds (capital supply
n terms of money) to retan employed factors of production
against the competition of the consumption industies
According to the over-saving (undet-consumption) theory, the
equilibrium 1s upset by the oppostte course of events—that 1s, by
a decrease 1n the demand for consumers’ goods The criticisms to
which the theortes of Messrs FosTER AND CATCHINGS (who have
elaborated the over-saving theory most fully) have been subjected
by Messrs Dursin, HaNSEN, HAaYEK, ROBERTSON and others,! have
at least shown that, 1n spite of a high rate of saving, there 1s always
an equilibrium position posszble with full employment of the
factors of production  This 1s true 1n the first instance (that 1s,
during the pertod of construction of the new capital) as well as
1n the long run (after the new capital equpment has been put into
operation)
Looking at the problem broadly, 1t 1s clear that
The funciion the social function of saving 1s to release resources
of saving  from the production of goods for immediate con-
sumption for the production of producers’ goods ?
Temporarly, the production of consumers’ goods 1s curtailed
1n order to permit of increased production at a later point with the
help of capital goods which have been constructed in the mean-
ttme ‘The fall in the demand for consumers’ goods has there-
fore 1ts function The monetary incentive for the entrepreneur

1 See Durbin Purchasing Power and Tiade Depression, London, 1933,
Hansen Business Cycle Theory, 1928, Chapter III  Hayek * The
Paradox of Saving ” 1n Economica, May 1931 , D I Robertson * The
Monetary Doctrines of Messrs Foster and Catching 7 1n Economic Essays
and Addresses of Pigouw and Robertson, London, 1931

: Compare espectally C Biesciani-lurront, ¢ lhe Theory of Saving,
i Lconomica, 1936
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to undertake the construction of new capital equipment, 1n spite
of decreased demand for consumers’ goods, ts provided by a
fall 1n the rate of nterest, which permits a lowering of unit cost
through the utilisation of roundabout methods of production
of supertor 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 possibility of a smooth adjustment of the
production process to saving  But 1t must be admutted that, while
their opponents have shown the theoretical posszbilsty of a smooth
absorption of savings 1n new investments, they have not shown
its necesssty  Entrepreneurs may make no use of the possibility
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 1n turn may deter producers in the higher stages
from embarking on new investments, 1 spite of the incentive
provided by the fall in the interest rate  All depends on their
psychological reactions, on their anticipations If the money
saved 1s not 1nvested, a cumulative process of deflation will start
and saving may thus defeat 1ts own end
Thus we are back at case (¢) discussed above Much will
depend on whether there 1s a continuous flow or a gradual increase
of savings, whether there are violent changes, and whether there
1s a brsk and continuous demand for new credit (caputal) so that an
increasing supply 1s readily absorbed at slightly falling interest rates
Let us now apply this analysis to the broad facts of the business
cycle During the depression, demand for new capital 1s at a
low level and 1inelastic  There 1s therefore a great danger of new
savings runming to waste instead of bewng invested During the
upswing, demand 1s brisk and new savings easily find an outlet
in new investment Can the over-saving doctrine contribute
anything to the explanation of the custs, the down-turn from
prosperity to depression ?
There 1s no evidence for the assumption that the rate of saving
rises at the end of the boom and so creates sertous difficulties

1 Bresciani-luriony, ’o¢ cit



Chap. s Under-consumption Theories 127

On the contraty, for reasons which have been touched upon 1n an
earlier passage, 1t would seem rather that the rate of saving falls
1n the later phase of the boom
s But 1t has been argued by many writers—
Valuable and the argument may be satd to represent a new
aspects of the version of the under-consumption theory—that
under-  the end of the boom comes when the fruits of the
consumption new processes which have been inittated with the
theory  help of voluntary and forced saving during the
upswing begin to emerge The crisis 1s brought
about, not by a sudden rise in the rate of saving (z ¢, a fall 1n the
demand for consumers’ goods) but by a rapid rise 1n the rate of
output (re¢, in the supply of consumers’ goods) Thus theory,
which 1s the direct opposite of the shortage-of-capital explanation
of the breakdown, merits close examination and will be discussed
1n the next section
6 Another valuable version of the under-consumption theoty
1s the doctrine that the fatlure of wages to rise rapidly enough
during the upswing—more explicitly, the lag of wages behind
prices—is the cause of excesstve profits, which 1n turn entail a
dangerous credit inflation and eventually engender sertous dis-
turbance of existing relations culminating in a crists  This theory
will be discussed 1n § 4 of this chapter

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

So far 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 supply,
demand shortage of capital in the sense of a vertical maladjust-
ment of the structure of production, horizontal
maladjustments, a general rise 1n “ cost ” and dechne of effictency

The hypothesis with which we have now to deal is the exact
counterpart of the shortage-of-capital theorem It 1s important
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to make the 1ssue and the two answers quite clear The problem
1s this  Is the turn from prosperity to depresston brought about
by a shortage of capital or by an msuffictency 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 1s insufficient to sustain the increased productive capacity ?

The argument of the under-consumptionsts 1s this During
the upswing of the cycle, soctety develops 1ts productive apparatus
But it takes some time before the production of consumers’ goods
begins to increase In the meantime, their supply 1s defictent,
prices rise, and there 1s therefore a constant stimulus in the direc-
tion of further investment But as soon as the new roundabout
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 thus reacts with increasing
intensitv on the higher stages of production

According to the other view, exactly the opposite 1s true  The
trouble 1s due, not to a defictency 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 ncome 1n
the hands of the owners of the factors of production and 1s spent on
consumers’ goods befote the supply of these goods can be suffi-
ctently increased  The demand for consumers’ goods 1s thus too
largc rather than too small  There 1s not enough ““ waiting ”, not
enough ““lacking ” 1n the terminology of Professor Rosrrrson,
or, 1n ordmnary words, not enough saving to complete the 1nvest-
ments iitiated  The consequence 1s that the rate of interest tends
to nise, 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 1nvestments becomes 1mpossible
They are consequently abandoned, and this 1s the break which
sets in motion the downward spiral of contraction

Both theories contemplate what we have called a vertsca/ malad-
justment 1n the structure of production, but these vertical malad-
justments are not of the same order As we shall see at once, the
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“ top 7 of the structure of ptoduction according to the one theory,
the “ bottom ” according to the other, 1s over-developed 1 rela-
tion to the flow of money In a sense, both theories can be
described as over-investment theortes In the one case, new
investments are excessive in relation to the supply of saving, 1n
the other case, they are excesstve 1n relation to the demand for
the product  That the distinction 1s important may be seen from
the fact that the conclusions drawn as to the appropriate policy
to follow 1n 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 1s helpful According to the other view, exactly the
oppostte policy 1s called for  (But such policy, 1t should be noted,
holds only for the later phase of the boom  As soon as the down-
ward movement has got under way and the spiral of deflation has
been started, the position changes completely and quite different
constderations come nto play )

We must try to make the distinction still clearer and to distin-
guish these two cases from horizontal maladjustments and from
a purely monetary insuffictency  This 1s not always easy 1t 1s
sometimes difficult to ascertain which case a writer has in mind

The best method of finding out the exact meaning

The structsre and 1mplications of the different theories 1s to ask
of productron what are the appropriate measures called for, and
and the flow to what extent the crisis can be averted by the public
of money  changing 1ts habits of saving and spending and the
mode of spending (without considering whether 1n

practice this change can or cannot be brought about by State inter-
vention) If an 1nsuffictency of the supply of money, a credit
contraction pure and simple, 1s the sole cause of the termunation
of prosperity, the situation can be remedied by purely monetary
measures—viz , by an increase in the money or credit supply by
means of a reduction of interest rates ~ With a very few exceptions
(among whom Mr HAWTREY 1s prominent), most writers would
agree that 1n most cases this 1s impossible* The down-turn and

1 See A Amonn *“ Zur gegenwartigen Krisenlage und mflationistischen
Krisenpolitik ” in Zestschrift fur Nationalokononne, Vol 'V, 1934, page 1
and passim
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the depression can be postponed, but not averted, by a cheap-
money policy The reason 1s that the difficulties do not arise, ot
do not solely arise, from an msufficiency of the flow of money
general so much as from the fact that the structure of production—
s ¢ , 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 different branches
of spending  Such a discrepancy cannot be remedied by a simple
expanston of credit The authorities may perhaps determune
where the new money 1s to be spent at first  They can, that 1s to
say, choose the poimnt of injection of the new money into the
economic system, but they cannot hope—at any rate without
drastic reorgamisation of the whole economic system (z e , without
abandoning the existing 1ndividualistic organisation of the system)
—to control how the money 1s spent by the successive recipients
But suppose 1t were feasible to change at will the people’s habit as
to saving and spending, what changes would be best calculated to
forestall serious trouble »  Obviously, if we rule out an insufficiency
1n fofa/ demand, there must be such a distribution of the national
income as will make the flow of money correspond to the flow
of goods

The capital-shortage theory replies that all trouble could be
avoided if people would consume less and save more, and thus
supply the necessary funds for completing the uncompleted
roundabout processes of production The reply of the pure
under-consumptionst 1s the contrary If people will expand
consumption and save less, he says, the breakdown can be averted
That 1s very well, if the difficulty 1s due to the too early completion
of the new roundabout processes of production The situation
1s that people 1ntend to save more, to wait longer  Thus implies
that they are not yet prepared to take over an increased output
of consumers’ goods  Over-investment 1s not a correct descrip-
tion of such a situatton Under-investment would be a better
description, since the crisis can be avoided, for the time being at
least, by undertaking longer roundabout processes of produc-
tion—ze¢, more ambitious investment schemes which would
postpone the appearance of consumable goods on the market
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These two situations can be well described with

Saving and the help of the termunological apparatus developed

mnvestment by some Swedish writers ! These writers distin-

ex-ante and guish 1n respect of saving, 1nvestment, mncome and
ex-post  similar concepts between an ex-anfe and an ex-post
sense 1n which these concepts can be used  On the
one hand, i1t 1s necessary, for the practical business man as well
as for the theoretical economust, to find out ex-pos# what actually
happened during a certain pertod  There must be a system of book-
keeping which ““ answers the question what has happened during
a past period It 1s an account ex-post” (OHLIN, Jor cif,
page 58)

“This, however, explains nothing, for 1t does not describe the
causal or functional relations As economic events depend on
man’s actions, one has to investigate what determines these actions
They always refer to a more or less distant future Hence, one
must study those expectations about the future which govern
actrons This analysts of the forward-looking type can be
called ex-ante, using MYRDAL’s convenient expressions > (OHLIN,
loc cit , page $8-59)

With the help of these concepts, we can now formulate as follows
an equilibrium condition which 1s tmplicit in the two rival theories
under discusston Ex-ante saving should be equal to ex-ante invest-
ment Inother words, the investment plans of entrepreneurs should
correspond to the intended savings of the public  If the two do
not coincide, some producers will be disappointed and the equi-
librrum will be disrupted

The situation envisaged by the capital shortage theorists can
now be described as an excess of ex-amfe investment over ex-ante
saving, which must lead to a disappointment and losses of pro-
ducers of capital goods (in the higher stages of production), as
analysed 1n detail by Professor Hayek

* Compare especally G Myrdal, *“ Der Gleichgewichtsbegrifl als
Instrument der geldtheoretischen Analyse " 1n Bewrage zur Geldtheorie,
edited by Hayek, 1933, and B Ohlin, * Some Notes on the Stockholm
Theory of Savings and Investment ™ in Lconomic Journal, Vol 47,
1937, pages 53 et seq and pages 221 et seg For further details of this
approach, see Chapter 8
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On the other hand, the sttuatton which, according to the under-
consumption theorists, typically arses at the end of the boom, can
be described as an excess of ex-ante saving over ex-ante investment,
which must lead to disappointment and losses on the part of pro-
ducers of consumers’ goods !

Both kinds of maladjustment could be avoided by an appropriate
change in the saving and spending plans of the public

If horizontal maladjustments are involved, a shift 1n the distri-
bution of income between saving and expenditure on consumers’
goods cannot remedy the situation Changes 1n consumption
habuits will then be necessaty to restore equilibrium  For example,
if the motor-car industry 1s over-developed, people must be made
to buy more motor-cars mnstead of something else

It 1s clear that shortage of capital and mnsufficiency of consumers’
demand are alternative explanations The public cannot be
reproached at the same time for saving too little and saving too
much But, as Professor RoBERTSON has pointed out,? 1t 1s quite
concetvable that, if 1n a given situation capital shortage was  the
actual spear-head of relapse »’, insufficiency of consumers’ demand
1n presence of an increase 1n output would have brought about the
crists somewhat later

Vertical maladjustments of each type on the one

Duffienity 1z hand and horizontal maladjustments and insufficiency
distingmishing of total demand (insufficiency of money supply) on
vertical and the other are quite compatible To a certamn
horizontal  extent they probably always go together and are
maladiust-  frequently difficult to distinguish  Since many
ments writers do not carefully distinguish these cases, 1t 1s
often difficult to know which they have 1n mund

The reason for this ambiguity 1s perhaps to be found 1n the fact
that, 1n all these cases, the proximate cause of the breakdown 1s
an 1nsuffictency of demand as compared with the supply coming
on the market This 1s true alike in the case of a horizontal

3 Certamn differences, fundamentally of a terminological kind, between
the Swedish analysis and the analysis used by the writers dealt with 1n
the text will be discussed more thoroughly m Chapter 8 below

! In ‘ Industrial Fluctuations and the Natural Rate of Interest,”
Lconomic Journal December 1934
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maladjustment or an insuffictency of demand for consumers’
goods, and 1n the case of a capital shortage, which finds its expres-
ston 1n an 1nsufficiency of demand for producers’ goods and
““machines ” 1n particular, since possible purchasers cannot get hold
of enough ““ capital” to purchase them (SPIETHOFF)  Furthermore,
as Professor LEDERER! has remarked, the fact that the breakdown
begins 1n the producers” goods industries need not mean that caprtal
shortage 1s the real cause of the trouble It is conceivable that
the consumption industries may quickly become aware of the
Limutations of their further expansion in view of the insufficiency
of consumers” demand If that 1s the case, they will restrict
their orders, and by so doing may precipitate a crists 1n the higher
stages of production without having themselves got mnto trouble
This can only be made clear by putting and answering the
questton with which we started How should the flow of money
between saving and spending and between the various branches of
spending be modified 1n order to restore equilibrium ?
Professor LEDLRER explains the breakdown of the
Lederer’s  boom chiefly by insuffictency of consumers’ demand
theory (How he explains the genests of this insuffictency
will be seen in the next section ) He says that equi-
librium could be easily restored 1f wages were mcreased and profits
lowered * —that 1s to say, the rate of saving (he says, of “accumu-
lation ) must be reduced and the rate of consumption increased
This 1s brought about eventually during the crisis and depression 3
But he makes an important qualification He says that, so far
as ““the crists originates from a disproportion in the sphere of
production *’ (1n contradistinction to a disproportion 1n incomes),
it cannot be cured by a rise 1n wages He seems to be thinking
of what we call horizontal maladjustments 1n the structure of

!« Konjunktur und Krisen ° m Grundriss der Sozialokonomae,
IV Abteillung T Teil, Tubingen, 1925, page 394

t Op cit, page 401

* Op cit, page 304 He seems to overlook the alternative possibility
of the breakdown being caused by capital shortage—that1s, bv under-
saving and over-consumption Speaking about Spiethoff’s theory, he
says ‘An over-production in the earlier stages of production, in the
coal-mines, iron-and-steel works, etc, obviously means ounly that the
demand for fimshed goods cannot rise to that extent which would corre-
spond to the actual production of producers’ goods’ (page 386)
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production, and (later on) of the deflation during the depression
If the value of money which was lowered during the boom 1s
gradually restored during the depression, wages must fall But
he 1nsists that wages should fall less than prices  If they fall more
rapidly than prices, the crists s 1atensified

Professor Hans NEersser has worked out a theory

A monetar
Y Which could be described as a monetary under-
under- v
consumption theory ” ! He explains the break-
consumprion

down of the boom by under-consumption 1 the
sense defined above and analyses carefully how
the difficulttes 1n the consumers’ goods industries are lkely
to entail deflation and so spread the trouble to all parts of the
system He 1s not exclusively an under-consumption theorst,
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 1nconcetvable and have actually brought a2 number of cycles to
an end He believes, however, that the situation 1s especially
serious 1f the trouble first arises 1n the consumption industries,
for this constitutes, so to speak, an ““ endogenous * cause of defla-
tton When consumption industries suffer losses, investment
will at once be curtailed and recesston will spread 1mmediately
to the upper stages of production while, according to him, a diffi-
culty which arises 1n the capital goods industries 1s 1n 1tself no
sufficient reason for a dechine of production m consumers’ goods
industries

theory

An influenttal sponsor of the view that the

Importance of breakdown of the boom ts brought about, not by a

constructson  shortage of capital, but by insuffictency of demand

persod m the ;n face of a rapid increase 1n the output of
#pswing  consumers’ goods 1s Professor Albert AFraLioN 2

Professor AFraLion builds hus theory largely on

the acceleration principle Moderate increases or reductions in

! “ General Over-production A Study of Say’s Law of Markets » 1n
Journal of Polstical Economy, Vol 42, 1934, pages 433-465 Cf also his
book Some International Aspects of the Business Cy cle, Philadelphia, 1936

2 Les crnises periodiques de surproduction, Pars, 1913 See also his
article “ The Theory of Economic Cycles based on the Capitalistic
Techmque of Production " 1n the Review of Economic Statistics, October
1927, pages 165 e seg Only part of Aftahon’s theory will be examined
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the production of consumers’ goods give mse to relatively large
fluctuations in the production of capital equipment. The boom
1s sttmulated by a deficiency of consumers’ goods, and this leads
to an increase 1n the production of capital goods. But the modern
capitalistic process of production 1s 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 once nse suffictently  Prices of consumers’ goods
remain high, the profit margin persists, and there 1s a constant
stimulus to produce capital equipment  This phase of capitalistic
production, 1 which capital goods are being created, 1s the pertod
of prosperity It 1s the capitalistic technique of production, the
fact that a long time must elapse before the output of consumers’
goods can be increased, which prolongs the prosperity period,
over-stimulates the construction of capital goods, and leads finally
to a disruption of economic equilibrium

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 1s of course true
that the duration of the processes of production 1s not uniform
for all types of goods ‘Therefore, the processes of production
which have been mmitiated will not all be completed at the same
time ‘The prosperity does not terminate when a single process
1s finished, 1t ends only when a great quantity of capital 1n the
majority of industries 1s set to work turning out consumers’ goods

Professor AFTALION 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 1t begins
to give off heat  “If one rekindles the fire in the hearth 1n 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

here  On the whole, his theory cannot be classified as an under-consump-
tion theory but his explanation of the crisis as reviewed 1n the text 1s
the same as that of the under-consumptionists His explanation of the
cycle as a whole suffers from the inadequacyof the analysis of 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 104-111
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continues to record 1t, one might be led, if one had not the lessons
of expertence, to throw more coal on the fire One would
continue to throw coal, even though the quantity already mn the
gtate 15 such as will gtve off an intolerable heat, when once 1t 18
all aight To allow onesclf to be guided by the present sense of
cold and the 1ndications of the thermometer to that effect 1s fatally
to overheat the room !

The 1dea that the length of the prosperity phase of the cycle
depends on the duration of the new productive Drocesses
(which 1s, i the main, the pertod of construction of new capital
equipment) has been widely re-echoed Professors Picou and
ROBERTSON attribute to what they call the gestatton persod of
capital goods,? which 1s substantially equivalent to the pertod of
construction, an important réle 1n determining the length of the
upswing It 1s also part of Professor SCHUMPETER’S theory that
the boom 1s terminated when the new productive processes are
completed and an additional flow of finished goods appears 1n the
market

The view of these writers 1s that the upswing 1s usually concen-
trated 1 one or two leading industries—railway construction tn
the third quarter of the nineteenth century and, later, electrical
machinery and automobiles

It must be admutted that the exact classification of these theortes
1s not easy It 1s not always apparent whether all these writers
are thinking of over-saving 1n the strict sense 1n which we have
defined 1t above, when they say that the consumers’ demand is
mnsuffictent to absorb the swollen stream of goods flowing into the
market It 1s not always quite clear whether they are not thinking
also of horizontal maladjustments or some other maladjustments
which may have no place 1n this conspectus of the position  The
“ gestation pertod ” of durable goods may also be interpreted
as meanung that the capital supply (¢, the flow of saving) 1s

* Substantially the same theory 1s advanced by F W Taussig, Prin-
ciples of Lconomacs, 3rd ed , Vol [, pages 391 and 392  This idea has been
frequently used for the explanation of cycles in particular industries—i e
the “ hog cycle », * shipbuilding cycle ”, etc

% lhis 1s also stressed by F Lavington The Trade Cycle, an Account
of the Causes producing Rhythmacal Changes in the Activity of Business,
London, rgzz, page 72
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wsufficient to absorb the new capital goods as they are completed
The obscurity will rematn 1n the absence of answers to the 1nitial
question as to what changes in the flow of money from saving to
spending, from spending to saving, ot from one branch of spending
to another, are capable of restoring equilibrium or forestalling
disturbance.!

Unfortunately, explicit answers to this questton are few and far
between  But, since we are interested rather 1n possible theortes
(that 1s, 1n hypothetical explanations) than in theorists and their
doctrines, we may leave the matter there

§ 4 THE FAILURE OF WAGES TO RISE SUFFICIFNTLY AS THE CAUSL
OF THE EXCESSES OF THE BOOM

In its bare outline, the argument is this  The
Lag i prosperity phase of the cycle 1s characterised by a
wage-rese great increase 1n the production of capital goods
stimulates  'The breakdown 1s caused by “ over-investment ”
mmvestment  (As will be seen later, 1t 1s not always clear exactly
what the authors whose theories are discussed 1n
this section mean by over-investment ) The necessary stimulus
and the necessary funds for these investments are derived, 1n part
at any rate, from the excesstve profits of entrepreneurs This
profit-inflation can and must atise because wages and certain other
mcomes 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 Prerser ® In recent wrtings, it has
frequently been advanced as an explanation ad hoc of the last
American boom ¢
It 1s obviously closely connected with the monetary over-
investment theory. A certain lag of wages or other income

1 Cases are of course conceivable in which no such change would be
sufficient to restore equilibrium

* Lederer, op cit, pages 393 and 394

3 Prewser Grundzuge der Konjunkturtheorie, 1933

¢ Cf A D Gayer Monetary Policy and Economic Stabihisation, pages
113-131, 1935, and A B Adams Our Fconomic Revolution, pages 1-15,

1934
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(espectally, of the relatively inflexible incomes such as those of
State officials, penstoners, rentiers, the holders of fixed-income-
bearing securities, and the like) 1s a normal and important corollary
of forced saving—that 1s, of the formation of capital by means
of an inflationary expansion of credit If wages and all other
incomes were to rise automatically with, and to the same extent
as, prices with each mjection of new money, there would be little
scope for forced saving

As we have seen, the monetary over-investment theory runs
mainly 1n terms of the rate of interest According to 1t, the
expansion Is brought about by the fact that the rate of interest
1s too low, etther because the money rate of interest has been
lowered or because the natural rate has risen It 1s obviously
compatible with this view that the movement of wages and other
1ncomes should also have a determining influence If wages, etc,
fail to rise, profits swell, and this provides a strong stimulus for
further expansion of ctedit and 1nvestment 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 1s an important factor in the
reinforcement of the cumulative expansion process It follows
that the boom could be stopped by a sufficient rise of wage rates
as well as of interest rates

So far, this type of under-consumption theory? and the monetary
ovet-investment theorv are in no way contradictory, but ate rather
complementary to each other ‘There seems also to be agteement
that credit expansion 1s a necessary feature of the picture

! It may, of course, be argued that thus type of theory 1s not properly
an ‘‘under-consumption ”’ theory, since 1t stresses the cost aspect of wages,
etc, rather than the fact that they constitute demand for consumers’
goods There 1s also a certain contradiction, at least on the surface, 1n
that the same writers who see 1n a lag of wages a stimulating factor for
the boom are nearly all of the opimon that a fall in wages intensifies
depression That 1s to say, they advocate a rise in wages 1n order to
check the boom and to combat the depression It would, however,
seem possible to reconcile these two propositions by specia) assumptions
about the monetary situation During the depression, a fall in wages
may concervably lead to the hqudation of bank credit, while a failure
of nominal wages to rise during the upswing does not have the same
deflationary or anti-inflationary effect
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The difference between the two groups arises over
Wage-lag as the question, why exactly does the boom eventually
viewed by  collapse > What 1s the nature of the disequilibrium,

over-investment and which factor does the mischief ?
theorists and  According to the over-investment theory, the
by wunder-  credit expansion 1s the villain of the piece Excessive
consamp-  profits due to the lag 1n wages and other inflexible
tiomsts  incomes are harmful only in so far as they are
responsible for inflationary credits, which 1n turn

lead to over-investment 1n the sense defined above
To the under-consumptionist group, the danger
Excessiwe 1n the excessive profits 1s not that they induce a
profits credit inflation, but that they are the source of
cas sonrce  excessive saving  Itis a widely held belief, accepted
of saving by socialists and liberals, under-consumptionists
and over-investment theorists? alike, that the bulk
of a nation’s savings comes from the higher income strata The
profit-reciptents and not the wage-earners provide the funds
for investment ‘Therefore, when profits rise relatively to wages
and other incomes, the flow of savings grows Thus far the
monetary over-investment theorist 1s in agreement In fact, he
welcomes the 1dea as a useful addition to his picture of the boom
The expansion of capital-goods industries relatively to consumption
trades 1s financed, not only by inflationary credits (lowing from
vartous sources) and ordmary voluntary savings, but also by new
additions to voluntary savings out of the big profits realised during
the boom ? ‘These profits are supposed to be very substantial,
and the sums set aside for investment purposes are excesstve  Too
much 1s invested, and this leads eventually to the collapse of the

! The one group draws the conclusion that an unequal distribution of
income 1s a good thing, the other that 1t 1s a bad thing

* This 1s also Mr Hawtrey’s viewn He does not beheve that these
voluntary savings are supplemented to any considerable extent by
mmflationary 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 1s, near the consumers’ end of the structure of pro-
duction—than by direct stimulation of investment 1n fixed capital and
n the higher stages of production as the monetary over-imnvestment
theory would have 1t
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boom The breakdown could be avoided, if the profit-recipients
would choose to expand their consumption mstead of mvesting

The process as pictured by the under-consumptionsts can also
be described 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 with whom this section 1s concerned, 1nvestments
are excessive In respect to consumers’ demand and not 1n respect
to capital supply  Over-investment 1s equivalent to insuffictency
of consumers’ demand and not to insuffictency of the flow of
savings ‘‘ The failure of the 1ncome of the final consumer 1n the
end checked the process” of expansion in America 1n 1929 !
“Relatively to the means of the ultimate consumer, the vast
expansion of capacity 1n durable-goods industries and the huge
volume of domestic and factory buildings erected were altogether
excessive 2 “’This lopsided growth 1n the division or distribu-
tion of the national money 1ncome brought about a rapid develop-
ment of industry, ending 1n our present condition, which 1s marked
by excessive productive power and a deficiency of consumers’
money 1ncome 2 This seems to be also the 1dea of Mr PREISER 4

Thus, this version of the under-consumption theory turns out
to be the same as that discussed 1n the previous section  But the
concluston was not inevitable from the first If we start with
the proposition that a lag of wages and other income during the
upswing ntenstfies the boom, it 1s quite possible to pursue the
argument along the lines of the monetary over-investment theory
and to hold that the collapse 1s brought about by an 1nsufficiency
of capital supply (7 ¢, of the flow of savings)

It would seem logical to conclude that an increase 1n the flow of
1nvestible funds which s due to a rise 1n profits (that 1s, to a rise
and redistribution of income) has exactly the same influence and

t Gayer, op cit, page 127

* Ibwd , page 128

* Adams, op cit, pagc y

¢ Op et The continuation of the production process finds its barrier,
1 every case, tn the ultimate consumption” (page 106)  “* The recession
comes, because the accumulation was excessive’’ (page 110) Itis true,
however, that there are other passages where he seems to be thinking
of “horizontal disproportionalities’—e g, on pages 84 and 85
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consequences as an increase due to a rise 1n the rate of voluntary
savings (without any change 1n the size and distribution of 1ncome)
Hence, those writers who lay the blame on high profits should also
take objection to any rise in the rate of savings
This conclusion 1s, however, expressly rejected
“ Auto- by Mr PreisFR  He has the tdea that a rise of
nomous >’ 1vestible funds due to higher profits (he calls
and * hetero- this ““ heteronomous * saving) 1s a quite different
nomous >’ phenomenon from an increase due to a rise 1n the
Saving rate of saving from an unchanged income (“ auto-
nomous ” saving) While the first must lead to
a collapse, he sees no reason why the second should not go on
indefinitely  The difference 1s not only of degree, but also of kind
It arises from the alleged fact that the appearance of profits makes
the misdirection of capital mevitable In the case of autonomous
saving, 1t 1s the rate of interest which guides the entrepreneur in
his investment policy The savings are directed over the capital
market, which guarantees a rational distribution. When profits
appear everywhete, the investor has to grope in the dartk He
has lost connection, so to speak, with the demand of the ultimate
consumer, for “ heteronomous *” savings do not flow through the
capttal market (pages 8oand 84)  The passages quoted 1n an earlier
footnote show that the author does not make 1t clear what he
means by misdirection of capital, 1s there too much all round 1n
relation to aggregate consumers’ demand, or too much 1n parti-
cular branches at the expense of others »
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CHAPTER 6

“ PSYCHOLOGICAL THEORIES ”

§ I INTRODUCTION

It 1s 1n a way musleading to speak of “ psycholo-
Psychologial gical ”explanations of the trade cycle or of particular
and economic phases of it Every economuc fact has a psycholo-
Jactors  gicalaspect ‘The subject-matter of economic science
1s human behaviour—chiefly conscious and deliber-
ate behaviour—which can hardly be sepatated from its psychological
basts The psychology of human behaviour 1s therefore a const1-
tuent part of the subject-matter of economics When we assume
that an entrepreneur will increase his output 1f demand rises or
cost 1s reduced, or that workmen will respond to changes 1n money
wages but not so readily to changes in real wages, or that consumers
will buy more of a gtven commodity if the price falls and less 1f
they think 1t will fall further, or that people will hoard money 1f
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 constdered as belonging to the sphere of applied psychology
but they also figure continually, whether implicit or expressed, 1n
the economic theories of the cycle What, then, distinguishes
a ““ psychological ” theory from an “‘ economic’ one ?

There 1s really no fundamental difference between the “ econo-
mic > theories already reviewed in these pages and the so-called
“ psychological ” theortes  Both make assumptions as to economic
behaviour 1n certain situations The real difference 1s sometimes
this. The “ psychological ” theories introduce certain assump-
trons about typical reactions, mainly on the part of the entrepreneut
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and the saver, 1n certain situations, and these reactions are conven-
tionally called psychological, because of their (in 2 sense) indeter-
minate character  But the distinction between the writers who gtve
promunence to these “ psychological ” factors and the writers so
far reviewed 1s, taken as a whole, a distinction of emphasis rather
than of kind The “ psychological ” factots are put forward as
supplemental to the monetary and other economic factors and not
as alternative elements of causation, while on the other hand, though
they may be assigned a less promunent place 1n the chain of causa-
tion, they are 1n no sense ovetrlooked by the majority of writers
of the other group

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

The writers who have laid the greatest stress on

Stress on “ psychological ” teactions in the explanatton of

expectations the various phases of the cycle are KEyYnEs,!
Lavingron,? Picou® and Taussic *

Of the writers whose theortes have been analysed earlier 1n this
report, MiTcHELL, RoBERTSON, RoPkE, SPIETHOFF all attach a
certain 1mportance in their system to ““ psychological ” elements

It remains to define more precisely the actions and reactions
in connection with which the operation of * psychological ”
factors 1s postulated by these writers 1n their explanation of the
cycle “Psychological” factors come 1nto consideration 1n
economic theory 1n connection with anticipations and expectations
Static theory and those business-cycle theories which are in the
main based on the static hypothesis—of which the most typical
exponent 1s perhaps Professor HavEk—picture the entrepreneur’s
decsstons as to the vqlume, and alterations 1n the volume, of
output and employment as being determined by a comparison of
prices and costs—that 1s to say, the price of his product or products

v General Theorv of Employment, Intevest and Money, London, 1930,
Chapter 22 (* Notes on the Trade Cycle )

* The Trade Cycle an Account of the Causes producing Rhythwacal
Changes wn the Activity of Business, London, 1922

8 I'ndustrial Fluctuations, 2nd ed , London, 1929

¢ Principles of Economacs, 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 economust 1s concerned with—
in all but a few unimportant limuting cases—is expected future
prices and cost  The prices, costs, profit margins, etc, by which
the producer 1s gutded 1n his deciston, should be concerved of,
1n short, not simply as given factors, but as factors expected to rule
in the future *  This 1s so even 1n the simplest case—the case which
seems to underlie a large part of static theory—where the producer
1s gutded 1n hus decisions solely by current prices  Prima facte, 1t
mught scem that in this case no element of expectation 1s present

But this 1s not so  the expectation 1n this case 1s the hope or belief
that current prices? will continue to dominate the future

' In recent years, 1t has become fashionable to lay stress on the
element of expectation  Keynes’ General Theory of Employment, Interest
and Money 18 concenved 1n terms of expectation , and, at an earlier date,
the concept of economic expectation was interpreted and developed
by the Swedish school (especially E Lindahl, G Myrdal and B Ohlin
see Myrdal's report on this Swedish literature i his article * Der
Gleichgewichtsbegnff als Instrument der geldtheoretischen Analyse ” mn
Beitrage zur Geldtheorre, edited by Hayek, Vienna, 1933 sce also a number
of articlesby J R Hicks, viz, *“ Gleichgewicht und Konjunktur’’ in Zest-
schnift fur Nationalokonomie, Vol IV, No 4, 1933, pages 441 et seq , “A
Suggestion for simplifying the Theory of Money "’ 1n Economica, February
1935, page 1, and ** Mr Keynes’ ‘General Theory of Employment, Interest
and Money’"” i 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 1n terms of expectation, as the authors in question are
themselves often well aware (cf, for example, Hayek's article “ Preiser-
wartungen, monetdre Storungen und Fehlinvestitionen '’ in Nationaloko-
nomesk Trdsskrift, Vol 73, pages 176-191—French translation * Prévision
de prix, perturbations monétaires et faux investissements '’ in Revue des
Sciences économques, 1935) Professor Morgenstern has a trenchant
analysis of the problem of expectations and anticipations in his Wire-
schaftsprognose, ewne Untersuchung shver Voraussetzungen und Moglich-
keiten, Vienna, 19256, and his article “ Vollkommene Voraussicht und
wirtschaftliiches Gleichgewicht” n  Zeutschnift fur Nationalokonomae,
Vol VI, Vienna, 1935, pages 337-358

* The reference 1n this case 1s to prices but what 1s true of prices 1s
equally true of other factors in economic decisions In perfectly com-
petitive circumstances, price 1s the only factor which the producer has to
forecast In monopolistic circumstances, 1t 15 rather the ‘“demand*
than the “price” with which he 1s concerned, since the price 1s not 1n
such case independent of the action of the producer
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With the 1ntroduction of the element of expecta-
Expectations tion, uncertainty enters the field Future events
are uncertarn  cannot be forecast with absolute precision, and the
farther they are distant in the future, the greater
the uncettainty, and the greater the possibility of unforeseen and
unforeseeable disturbances Every economic dectsion 1s part of
an economic plan which extends into the more or less distant
future In principle, there 1s thetefore always an element of uncer-
tainty 1n every activity  There are, however, certain cases where
the element of uncertainty 1s espectally 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 1n which capital 1s to be sunk, and the more
durable the instruments and equipment to be constructed, the
greater the element of uncertainty and risk of loss
Naturally, economic actions and reactions 1n such cases are less
rigidly determined by observable facts than 1n other cases It 1s
therefore mainly here that the “ psychological ” theortes make
their essenttal contribution  Optimism and pessimism are intro-
duced as additional determinants  An attitude of optimism 1s an
attribute of the prosperity phase of the cycle, and an attitude of
pesstmusm an attribute of the depression, and the turning-points
arc marked by a change from optimism to pessimism and vzwe versa
What do these new elements add to the picture
Optimnsm  of the expansion and contraction process which has
and emerged from the analysis of the * non-psycholo-
pessimism - gical ” theories reviewed so far? If the psy-
chological argument that during the upswing
people take a more optimistic, and during the downswing a more
pessimustic, view meant no more than that people 1nvest more
freely during the upswing and are reluctant to invest during the
downswing, 1t would add nothing at all to the picture of the
upswing and downswing as drawn by the monetary over-invest-
ment theory But the psychological theories mean, of course,
more than that, Optimism and pessimism are regarded as causal
factors which tend to induce or intensify the rise and fall of invest-
ment which are characteristic of the upswing and downswing
respectively  But are optimism and pesstmism really sepatate
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factors definitely distnguishable from those analysed 1n the
non-psychological theories of the cycle > The factors and forces
making for cumulative expansion may be defined, broadly speaking
—as they are defined 1n these theories—as low interest rates and/or
the appearance of new investment opportunities as a result of
inventions, changes in demand, etc, which are themselves the
consequences of growth of populatton, the need for replacement
of outworn equipment and so on An increase 1n investment,
however brought about, leads to an inflow of new money mnto
the circulation and so to a rise 1n the money demand for goods 1n
general which in turn stimulates investment the process 1s cumu-
lattve  An imdispensable condition 1s of course an elastic money
supply 'What now 1s changed, 1f to this list of factors optiumism
and pessitusm are added as intensifying elements ? If all that 1s
meant 1s that a fall 1n the rate of interest, or the appcarance of an
mnvention requiring for its application a heavy investment of
capital, or a nise in demand makes people anticipate better returns
from particular investments, there 1s no new element in the
mechanism as pictured by, say, the monetary over-investment
theory, since to the latter too profits can only mean expected
profits

But the introduction of optimism and pessimism

Entrepre- as additional factors signifies more than this It
neurs’  umplies that the connection between a fall in the
reactrons are interest rate and a change in the other objective
mndeternunate factors, on the one hand, and the decision of the
entrepreneur to invest more, on the other hand,

1s not so rigid as the ““ economic > theories sometimes maintain
If 1n a given situation the rate of interest falls, or demand 1ncreases,
or there 1s a change in the technological situation (exploitation
of an invention or introduction of an innovation), 1t 1s not pos-
sible 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 1s true, such phrases as “ the degree of optimism
or “a change 1n optimusm > are ommbus formule which conve-
ntently 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 It should be cleatly recognised
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that, while 1t 1s true that developments ate not determuned wholly
by the objecttve factors with which the non-psychological theortes
are concerned, the introduction of the determunants “ optimism
and “ pesstmism *” makes no posttive contribution to the explana-
tion of the cycle so long as the optimism and pessimusm remain
purely psychological phenomena— e, states of mind of the entre-
preneurs (or other members of the economic community with
whose behaviour the theory 1s concerned) We cannot observe
states of mind, but 1t 1s posstble to make certain observations from
which states of mind or changes of mind can be inferred It 1s
at this point that the “ psychological > theories have a positive
contribution to make
What observable factors are there (other than
“ Inrational  those which have alrcady been taken imnto account
mfluences by the “ non-psychological ” theottes) that go to
stressed by make people optimistic or pesstmistic—z ¢, that
 psycholo-  stimulate or discourage investment » There 1s 1n
gieal”  the first place the fact that, 1n a pertod when demand
theorists and production are nising in many branches of
industry, producers in branches which have not
yet felt an increase 1n demand are inclined to expect one The
connectton between the objective factors (interest rate, etc ) with
which the non-psychological theories are concerned and the
volume of investment 1s, as 1t were, loosened The response of
total 1nvestment to changes 1n the objective factors becomes
stronger than “ rational > economic constderations would suggest
Professor Picou, in this connection, speaks of “ errors of
optumism > LaviNGTON likens business-men who 1nfect each
other with confidence and optimism to skaters on a pond
“ Indeed, the confidence of each skater 1n his own safety 1s likely
to be reinforced 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 1s 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 ***

t Op ot , pages 3z and 33
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Another point to which the psychological theortes direct atten-
tion 15 the fact that, when demand and prices have continued for
a while to rise, people get 1nto a habit of expecting more and more
confidently a further rise of equal or approximately equal extent—
that 1s to say, they project cutrent expettence too confidently mnto
the future  All this leads them to an excessive valuation of capital
assets As Mr Keynes says It 1s an essential characteristic of
the boom that investments which will 1 fact yield, say, 29; mn
conditions of full employment are made in the expectation of a
yteld of, say, 6%, and are valued accordingly *1

The theotists who stress the psychological factor,
Errors of especially Professor Picou and Mr Krynes, point
optimism  out, furthermore, that the discovery of errors of op-
create errors timism gives birth to the opposite error of pessim-
of pessimsm 1sm  Professor Picou speaks of “ the mutual
generation of errors of optimism and pessimism 7 3
The above passage from Mr Krynes continues * When disillu-
sion comes, this (optimistic) expectation 1s replaced by a contrary
‘ error of pesstmism’, with the result that the investments which
would 1n fact yteld 2 9, 1n conditrons of full employmentare expected
to yield less than nothing, and the resulting collapse of new vest-
ment then leads to a state of unemployment 1n which the invest-
ment, which would have yielded 2% 1n conditions of full
employment, 1n fact yields less than nothing >’

Professor Pigou pomts out that “the extent of the revulsion
towards pessimustic error, which follows when optimistic error
1s disclosed, depends, 1n part, upon the magmtude of the preceding
optumistic error But it 1s also affected by what one may
call the detonation which accompanies the discovery of a gtven
amount of optimistic error The detonation 1s greater or less
according to the number and scale of the legal bankruptcies into
which the detected error explodes ¢ If the enterprises which
are making losses have been financed by the entrepreneurs with

Op cit, page 321.

Industrial Fluctuations, Chapter V11
Op cut, page 322

Op cit, page 94
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thetr own money, the repercussions are less sertous than in the
case whete they have been financed by bortowing, especially by
borrowing from the banks

§ 3 suMMmary

We can now sum up our analysis of the contri-
Compatsbility button of the psychological explanation of the
with other cycle and 1ts relation to the non-psychological
theorses  explanations
The “ psychological ” theorists are writers who
lay more stress on—or attribute more independent influence
to—the “ psychological ”, as opposed to the “ non-psychological 7,
factors than other theorists The argument that optimism or
pessimism 1s a contributory factor 1n the process of expansion or
contraction simmers down to the proposition that, for a number
of reasons, the reaction of investment to a change 1n the deter-
minant objective economic factors (interest rate, flow of money,
etc) 1s likely to be stronger than the analysis of the purely
““ economic 7 theories would at first sight suggest
Mr Hawtrry, in his review of Picou’s Industrial Fluctua-
#oms,! endeavours to make the point that optimism and pessimism
are wholly dependent on the policy of the banks People are
optimistic, he says, so long as credit expands and consequently
demand rises they become pessimistic when credit 1s contracted
and demand flags  On the whole, this 1s probably correct But
the fact remains that the reaction of activity (1 ¢ , mainly, of 1nvest-
ment activity) to given changes 1n 1nterest rates and 1n the demand
for consumers’ goods, etc, may be different under different
circumstances  The * psychological » explanations seek to analyse
certain of the more elusive circumstances on which the strength
of the reaction depends In terms of the demand-and-supply
schematism of mnvestible funds, we may say that the reference to
the psychological factor or factors 1s to be represented by an
accentuation of the shift of the demand curve to the left during
the depression and to the right during the upswing of the cycle

Trade and Credit, page 168
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There 1s one other important point  The psychological theortes
as such are not concerned with specific assumptions as to the
nature of the maladjustment which brings about the collapse of
the boom The result of the optiristic error with which the
psychological theoties are concerned may be shortage of capital,
wsufficiency of consumers’ demand or horizontal musdirection
of capttal the  psychological ” theory 1s compatible with any
or all of these hypotheses !

* In the passage quoted, Mr Keynes seems to suggest that no actual
losses are needed to make a boom collapse—t ¢, that no maladjustment
1 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) A fall in profits, he seems to argue, may be
sufficient to make the boom collapse, if, for example, 1t creates expecta-
tions of a further fall i profits to zero or less than zero  This interpreta-
tion of Mr Keynes’ theory presents, however, great difficulties, 1nasmuch
as, 1n s [lreatise on Money, he defines an entrepreneur making losses
as one whose remuneration has fallen to such a level as to induce um to
restrict output  The difficulty 1s perhaps purely verbal, due to a change
n hus defimition of loss and profit  In any case, the 1dea 1s not sufficiently
developed to admut of frurtful discussion.
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CHAPTER 7

HARVEST THEORIES
AGRICULTURE AND THE BUSINESS CYCLE

§1 1NTRODUCTION

The relation between changes in the agricultural
Theorses of situation and industrial fluctuations 1s much more
perwodic har- complicated than many people think  There extst
vest variation a good many theories on the subject, which are
not easy to reconcile though all are either based on,
or backed by, statistical research  One group of theortes, which
includes the wrtings of W S Jovons,® H S Jrvons,? and
H L Moorg,? seeks to account for the periodicity of business
cycles by establishing the existence of a simular periodicity
1n agricultural output  The chain of causation runs from cosmic
influences to weather conditions, from weather conditions to
harvests, and from harvests to general business
The authors of these theortes are generally willing to admut
that the effects of weather-induced harvest variations may be

' The Solar Period and the Price of Corn, 1875 , The Periodicity of
Commercial Crises and its Physical Explanation, 1878 , and Commercial
Crises and Sum-spots, 1879—all reprinted in Investigations in Curremcy
and Finance, 2nd edition, London, 1909

3 The Causes of Unemployment, The Sun’s Heat and Trade Activity,
London, 1910, and * Trade Fluctuations and Solar Activity ” 1n
Contemporary Review, August 19og

* Economic Cycles thew Law and Cause, New York, 1914, and Generat-
mg Economic Cycles, New York, 1923
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partually or totally offset by the cffects of other causes, whether
causes outside the economic system (wars, revolutions, mventions,
cutrency depreciations and so forth) or causes inherent in the
economic system On the other hand, these factors may also
operate to reinforce the harvest vartations W S JEVONS
suggested on one occaston! that “1if, then, the English money
market 1s naturally fitted to swing ot roll in pertods 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 1n marked succession ”

Professor H S JEvons believes that the industrial system and
the emotional outlook of the business community take longer to
revolve than the period of a complete harvest cycle, and that the
impulses liberated 1n two or more harvest cycles accumulate
accordingly until a major business cycle 1s generated

One constderation which tells agaimnst those theories 1s the
absence of agreement as to the exact pertod of crop variations
W. S Jevons based hts argument on a crop-cycle of ten and a-half
years, Professor H S Jrvons on a pertod of three and a-half years,
and Professor H L Moort on an eight-year pcriod It s,
however, concervable that the same agricultural seties may contain
fluctuations, or tendenctes to fluctuate at intervals of different
lengths (z ¢, shorter cycles superimposed on longer ones) as also,
for that matter, that general busmess should exhibit a similar
tendcncy  Morcover, different branches of agricultural output
show fluctuations of different petiods The crop-fluctuations
which had the greatest effect on general business 1n the eighteenth
and early nineteenth centuries may not be same as those which
have had the greatest effect 1n succeeding epochs  The attempt
to find an explanation of the changing periods of business cycles
on lines consistent with their agricultural origin 1s not therefore
hopeless

' In a paper read to the British Ascociation 1n 1875 on “ The Solar
Period and the Price of Corn " (in Investigations in Currency and Finance,

page 185)
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It 1s not necessary, in order to establish a causal
Other views connection between agricultural output and the
as to the  busmess cycle, to assume a cyclical movement 1n
relation  agricultural output stself Fluctuations 1n crop-
between  yield or in the output of live-stock and animal
agriculture  products may be regarded as analogous to inventions,
and business wars, earthquakes, etc, which appear at irregular
intervals, and set 1n motion cumulative processes
of expansion or contraction in the industrial system, or alterna-
tively reinforce or retard a concurrent expansion or contraction
Harvest fluctuations which do not happen to comncide with a
turning-point 1n the business cvcle will tend rather to disturb the
periodicity of the cycle than to determine 1t
The above may be presumed to be the view taken by Professor
Prcou?! and Professor Robi R150N,23since, though they treat harvest
variations as 1mportant potential causes operating to precipitate
cumulattve upward and downward movements, they attribute to
these cumulattve processes a life of their own with periods deter-
mined—in part—by psychological and other factors and in any
case with no relation to the pertods of crop-fluctuations Pro-
fessor SeicTHOFF,? for his patt, speaks of good harvests and 1nno-
vations as two amongst many possible initiating factors of industrial
expansion  But none of these writers can be represented as putting
forward an ““ agricultural theory > of the trade-cycle They do
not 1gnore the agricultural factors, but they combine them with
other factors 1n integrated but flextble schemes, 1n which allowance
1s made for various processes of response—monetary, psycho-
logical and technical
There 1s a third view, held mamly by American economists
such as Piofessors A Hanscn¢and ] M Crark,® which denies
that fluctuations 1n agricultural output are among the causes of the
cyclical fluctuation of busmness. Agriculture, these writers say,

Y Industrial Fluctuations

+ A Study of Industrial Fluctuation and Banking Policy and the Price
Level

s Article ““Krisen” 1 “ Handworterbuch der Staatswissenschaften '

+ ““The Business Cycle 1n 1ts Relation to Agriculture” m Journal of
Farm Economacs, 1932

8 Strategic Factors in the Business Cycle
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1s not an acttve but a passtve element  The very inelasticity of
agricultural supply exposes the farming community to consider-
able imnstability of income as a tesult of changes 1n demand arising
out of trade fluctuations brought about by internal forces of the
business economy  In the wotds of Professor HANSEN, agniculture
1s the * football of business ”’
These three points of view are not necessarily
Compatibilsty mutually exclustve It 1s possible to reconcile a
of different general lack of response on the part of agricultural
theorses  output to changes in demand with occastonal or
periodic spontaneous variations 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 imfluence of agricultural fluc-
tuattons can 1n fact be traced 1n business indices
It 1s a more ser1ous shortcoming of these ““ agricultural  theortes
that they are not agreed on the mmportant potnt as to whether
plentiful harvests are correlated with prosperity and poor
harvests with depresston, or the other way round, and their
divergence 1n this respect ts symptomatic of a fundamental dis-
agreement as to the channels by which the influence of agricultural
fluctuations 1s brought to bear on other departments of economic
life
We have theicfore, if we are to 1nvestigate the problem system-
atically, to consider the vartous possible ways 1n which (1) agricul-
tural fluctuations can influence general business and (2) industrial
fluctuations can influence agriculture

§ 2 HOW AGRICULTURAL FLUCTUATIONS INFLUENCE INDUSTRY
AND TRADE

Here, as 1n so many departments of economic

Assumption theory, 1t 1s necessary to begin with the constdera-
of a closed tion of a closed economic system The world
economy ~ economy as a whole has to be brought under
review before 1t ts 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 repercusstons
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(through all the different channels) of fluctuations in agricul-
tural output relates, therefore, 1n the first mnstance (sections A
to H) to a self-suffictent economic system  In section I, the post-
tion 1s constdered from the standpoint of the external trade rela-
tions of an individual country
Professors Picou and RoBFRTsON link up harvest
A “Real” varations and industrial fluctuations by arguments
elasticity  approptiate to an economic system without a
theorses  common medium of exchange (# ¢ , 2 barter economy),
and then proceed to take account of the modifica-
tions introduced into the relationship by the fact that economuic
incenttves present themselves 1n a money form

The successtve steps of the argument, as culled from various
chapters of Professor Picou’s Industrial Fluctnations and his Theory
of Unemployment, seem to be as follows

An exceptionally good harvest leads to a larger demand on the
part of agriculturists 1 terms of agricultural produce for the
products of industry ?

In so far as this raises the real income of the community, 1t will
lead to an increase 1n the supply of new capital from savings, a
downward tendency in interest rates and an increase in the demand
for labour 1n terms of wage-goods 2

In so far as 1t involves an increase 1n the employers’ expectations
of the yield of labour 1n terms of goods 1n general, the rise 1n the
agricultural demand for industrial products will increasc the
employers’ demand for capital and pro zanfo—whether the demand
1s satisfied out of stocks or savings—the demand for labour in
terms of wage-goods3 Whether the big harvest will 1n fact
increase the employets® expectations of the ““ real ”” yield of labour
depends, according to Professor Picou, on the “elasticity of the
general demand for agricultural produce” He wrntes “If the
general demand for agricultural produce 1s highly inelastic—ze,
has an elasticity less than unity—the enlarged amount of agricultural
produce obtainable ” for a unit of industrial output represents,

\ Industrnial Fluctuations, 2nd ed , Chapter IV, page 41.
* Itwd , Chapter III, page 20
* Itrd , Chapters III and XI.
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“ not an enlarged, but a diminished amount of things 1n general,”.
In this case there will not be any increased willingness to save not
yet any increased expectation of yield to induce employers to borrow
more for the purpose of increasing their real demand for labour 1
Supposing, however, that the general demand for agticultural
products s elastic, the increase tn the demand for labour 1n 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,
1s highly elastic 2
So far, the analysis proceeds on the assumption of a purely
barter economy  The following 1s Professor Picou’s adaptation
of the argument to a money economy
The addittonal borrowing requirements of the employers,
induced by their improved expectations of yield, are satisfied partly
by the banks  The result 1s 2 monetary expansion of a cumulative
nature which, 1n a variety of ways, enhances the demand for labour
in terms of wage-goods and thus increases industrial output 3
Since workers under the influence of the ““money illusion ”
are willing to accept lower real wages if they appear 1n the shape
of rising prices, the rise 1n 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 agricultunsts 4
Thus argument is obscured by the ambiguity of the
Elastisty  phrase “elasticity of the general demand for agricul-
of demand tural produce . Normally, we think of an elas-
in rerms  ticity of demand in terms of money, but 1t might be
of mowey and translated into ““real” terms as relating to the
of “ effor#” quantity of industrial produce, the use or consump-
tion of which the mndustrial population as a whole
1s willing to forgo 1n exchange for varying quantities of agricultural
produce, the total production of industrial produce rematning
unchanged

v Industrial Fluctuations, 2nd ed , page 41

¥ Ibid , Chapter II, page 20, and Chapter XX

* Ibwd , Chapter 111, page 33, Chapters XVI and XVII, etc,

4 Theory of Unemployment, Part IV and Part V, Chapter IX
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This would seem the most natural mnterpretation of the phrase.
But an examination of the footnote on page 42, and of the whole
discussion 1n Chapter V, of Pricou’s Industrial Fluctuatsons
shows that Prcou supposes any increase or diminution in the
amount of industrial goods offered for agricultural produce to
represent an equivalent increase or dimunution in the production
of industrial goods In this case, “elasticity of demand for
agricultural produce >’ seems to relate to the total amount of effort
or activity industrialists will undertake to produce goods for their
own consumption and for exchange against varying quantities of
agricultural produce Thus, by assuming the elasticity of the
industrialists for agricultural products in terms of effort as given,
Professor P1Gou assumes a knowledge of how total industrial
output changes 1n response to changes 1n the harvest But 1t 1s
this magnitude which the theory 1s concerned to discover It
1s the unknown quantity It must not be assumed 1n advance

It 1s only when imterpreted in the first sense mentioned above
-—viz , in terms of money (or its complement 1n real terms)—that
the phrase “ elasticity of demand ” can play a useful 16le 1 the
explanation of the repercussions on industry of agricultural
fluctuations But, a soon as “elasticity of demand ” 1s thus
mterpreted, we are confronted with the dufficulty that movements
in the money demand for industrial labour vary in the contrary
direction to the ““ 7ea/”” demand 1n the sense mn which the term
“real ” 1s employed by Professor Prcou He says that the
increased supply of agricultural produce represents an increased
“ treal ” demand for industrial produce (and gives rise to an
increased ““ real ” demand for labour) only if the demand for
agricultural produce s elastic But these are the very circum-
stances 1 which the money demand for industrial output will
dimunish, since a greater proportion of expenditure goes 1n such case
to agricultural produce and, since wage-earners respond primarily
to the money demand for labour, an e/as#e demand for agricul-
tural produce 1n terms of money and of goods already produced
means an elastc demand 1n terms of effort and employment

Stmular difficulties and ambiguities are encountered in connec-
tion with Professor ROBERTSON’s treatment of the problem in his
Banking Policy and the Price Lael He enquires by what process,
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and with what price accompaniments, a given response 1n indus-
trial output (represented by 1ron) to enhanced agricultural output
(represented by wheat), such as would take place 1n barter condi-
tions, will be reached under the operation of this ot that policy
on the part of the monetary authority  He realises, and expressly
states, that “iron-makers” react more readiy to increased
money receipts than to falling prices in the objects of expenditure -
but, for him, the money demand for 1ron 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 1n terms of 1ron
—in the absence of any change in the total money demand—
influences the money demand for, and supply of, 1ron and pro zanto
the effort-elasticity of the 1ron-makers’ demand for wheat
In a monetary economy, 1t 1s never possible to take the effort-
elasticity 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 1t 1s conventent to do 1n the case of
the elasticities of buyers’ demand for a single good Producers
are stimulated almost entirely by monetary incenttves, so that a
long process of analysis by progressive stages, coupled with
assumpttons as to the operation of the monetary factors throughout,
1s required if 1t 1s desired to arrive at conclusions as to the actual
effort-elasticity of demand 1n any given case It 1s not therefore
permissible, 1n order to indicate the probable consequences on
industry of agricultural fluctuations, to assume a particular effort-
elasticity from the start, for this 1s equivalent to assumung the solu-
tion of the problem  Nor 1s 1t permussible to estimate the effort-
elasticity of demand from actual experience of how industrial
production has responded to agricultural fluctuations, and to
proceed to trear the estimate as a relatively stable psychological
function, independent of monetary conditions
Changes 1n agricultural output of all sorts exercise
B Influence on a dominating influence over those industries which
industries using utilise agricultural raw matenal, such as the food
agricultyral  and textile industries, as also the industries engaged
raw matersals 1n the handling and transportation of the crop or
animal produce
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The nexus between an industry and its source of raw materials
1s necessarily very close In the absence of surplus stocks which
can be drawn on, a short crop will restrict the activity of the
industty which it serves A bumper crop will lower the price
of the raw material 1n relation to that of the finished product, till
etther the manufacturers decide to absorb it all by increased out-
put or the holders decide to keep the surplus in store  In any case,
the activity of the later stages will be increased, because the holding
of stocks never completely offsets harvest fluctuations

Transport concerns which are accustomed to handle agricultural
produce are 1n much the same position #zs-d-v25 crop fluctuations
as are the industries utilising the produce as raw material

In dealing with the “ effort-elasticity  theories, 1t
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 1n terms of goods and services But
the “real” equivalent of the money wage 1s 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 ot to prevent them from rising, and sse
versa if food prices go up  This 1s particularly likely to be the
case where wage-scales are based on cost-of-living indices On
the whole, however, this factor 1s probably of little practical
importance in the short run
There 1s another channel by which the industrial
D Mugration labour supply may concetvably be influenced by
of labour  good and bad crops Most crops taken indivi-
between town dually, and certainly agricultural productton as a
and whole, have to face an 1nelastic demand (1n terms
countrystde  of money) on the part of consumers who have the
choice between agrcultural and non-agricultural
commodities  Therefore, good crops mean low farm 1ncomes
It 1s concetvable that a fall in agricultural incomes may give
rise to an exodus of labour from agriculture to industry  ‘The
process 1s known to work 1n the opposite direction 1 many
countries, where the agricultural labour supply wvaries with
industrial prosperity. The converse movement, though rarer, 1s
not unknown
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The morte contenttous questions arise when we

E  FEffocts on come to deal with the effects of crop fluctuations
non-agricalin-  on wndustries not utilising agucultural raw materials,
ral consumers’ These may be divided for conventence into con-
goods sumers” goods industries and producers’ goods
industries industries, or agamn mnto industries serving the
agricultural population and industries serving the
nonagricultural population It may fairly be assumed that, except
1n advanced phases of expansion, the elasticity of supply of goods
1n face of an increase 1n the money demand 1s considerable
The effect of a big harvest on non-agricultural consumers’ goods
industries will depend on whether the money demand for con-
sumers’ goods of agricultural origin 1s elastic or not The Jess
elastic 1t 1s the more probable 1t 1s that the big harvest and the
consequent fall 1n the price of food will result 1n a diversion of
demand from food to non-agricultural goods, inducing a rise 1n
the supply of the latter, the extent of which depends on supply
conditions  The same 1s true, mutatis mutandss, of poor harvests
While there may be a general tendency for crop
F  Farmers’ changes to affect non-agricultural consumers’ goods
Dpurchasing  1ndustries as a whole 1n a grven direction, a distinc-
power tion must be made between those which supply the
agricultural population and those which supply the
non-agricultural population It 1s often asserted that changes 1n
agricultural output affect general business by changing the pur-
chasing power of the agriculturist  Good harvests etther increase
or dimunish the farmer’s 1ncome, according as the elasticity of
demand 1s greater or less than unity, and so affect the prosperity
of the branches of industry which serve his needs It 1s clear,
however, that this argument 1n 1tself proves nothing For what
the farmer loses 1n purchasing power other people are bound to
gamn, and vice versa  Business flags 1n the case of the industries
supplying the farmer, but 1s brisk 1n the case of the industries
supplying other people The net result of this redistribution of
purchasing power will depend on the concrete situation,
the phase of the trade cycle, the credit situation 1n the
various countries and localities affected by the redistribution, and
so on.
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It 1s 1mportant to consider the effect of crop fluc-

G Effects tuations on investment both because of the 1nitial

on effect on the activity of investment-goods mndustries

mvesiment  and because of the indirect effect on monetary

expansion or contraction in subsequent periods

Roughly speaking, the following may be expected to be the

effects of a good harvest, for which the demand 1n money terms
1s 1nelastic

(@) A fall 1n 1nvestment by agricultural producers,

(b)) A r1se 1n 1nvestment by industrtes transporting and
utiising the crop,

(¢©) A rise in 1nvestment by consumers’ goods industries
not utilising agricultural materials, particularly those not
serving the agricultural population,

(d) A change 1n the amount of investment 1n holding
stocks of agricultural produce This aspect has recently
been stressed by Mr Keynes! A distinction must be made
between the 1nitial effect occurring immediately after the
harvest (which will probably be a fall in the value, as distinct
from the physical quantty, of stocks held as compared with
a normal year) and the subsequent effect (which may be an
increase 10 the value of the carry-over)

Strictly speaking, these movements refer less to investments
than to the * tendency to 1mvest ”, or the demand for investment
funds To what extent this demand will be satisfied, and the ten-
dency to 1nvest take the shape of actual investment, depends on the
elasticity of the supply of investible funds 1n the various countries
concerned It 1s not impossible, for example, that a violent
redsstributton of tncomes between agriculturists and others,
accompanied by a flow of money from agricultural to non-agricul-
tural counttries, or vice versa, might ultimately result in a deflationary
shock to the credit system, which would tend to neutralise any
increased demand for 1nvestible funds that might be simultaneously
engendered.

The General Theory of Employment, Interest and Money, pages 329 et seq

I2
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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 1nvestment
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
Mr. ] H Kirk?! bases his conclusions as to the deflationary
effects of big harvests on the tendency of consumers to save a
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 a prwrs  but, tn any concrete case,
the attempt must be made to strike a balance between all the
tendencies towards changes in mnvestment 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 1ncreased saving, 1f unaccompanied by 1ncreased
investment, engendel monetary contraction
We may now pass from the analysis of the effects
I Inter- of fluctuations in the total crop of a self-sufficing
national  economy on the industrial activity of that economy
aspects  as a whole to an examunation of the effects of
fluctuations in the crop of a geographical subdivi-
ston 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) 1s of course much greater than that
for the crops of the world as 2 whole and the smaller the country,
and the more perfect the world market for the crops, the gteater
the elasticity of the demand. It 1s greater, for example, 1n the
case of New Zealand than in the case of the United States of
America, and greater 1n the case of wheat than 1n the case of most
aumal products Thus, 1n many or most cases, an increase 1n
the crop of one country, unaccompanied by any change in the
crops of other countries, will result 1n an increase in the money

Y Agriculture and the Trade Cycle, London, 1933
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receipts of the agriculturists 1n the country concerned (If the
elasticity of demand 1s less than unity, agricultunsts elsewhere
will lose to a more than equivalent extent ) Furthermore, a gtven
increase in the money receipts of the agriculturists will mean an
even greater increase 1n 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 imdustrialists
will rejoice 1n 1ncreased receipts-—and that increase can only come
from outside
This intt1al increase 1n the receipts and incomes of the country
which has been blessed by a good crop will provide an inflationary
stimulus to the industty 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
1n the argument that conclusions as to the general effect on world
industry of a net world crop variatton 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 lihe Australta, New Zealand, Roumania, Argentine,
Canada, etc , this 1s obvious, but 1t 1s often lost sight of, particularly
in the case of the United States
It will be apparent that the channels through
Sammary  which fluctuations 1n agricultural output (good and
bad harvests) exercise thetr effect upon the economic
system 1n general and industrial activity 1n particular are no other
than those with which we have become familiar 1n the perusal of
the various theories discussed 1n the eatlier sections of this work
The several processes of monetary expansion and contraction
originating 1n 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 15 attached by the different schools of thought—are all relevant
to the problem There can be no * agriculture theory ” of the
cycle 1n the sense of an alternative to, say, the monetary theory or
the over-investment theory any more than there can be an “ inven-
tion theory” or an “ earthquake theory” All that can be
attempted 1n this direction 1s to bring out the importance of
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agrcultural fluctuations as one AMONg

the economic system  What has been {
trade cycle might be sad with scarcely any modification of mnven-

tions and the trade cycle, or even of earthquakes or wars and the
trade cycle
It will be observed that no attempt has been made to strike a

balance between the arguments for and against the proposition

that good hatvests are good for trade and bad harvests bad  On
the whole, the arguments 1n favour of the proposition that good
harvests have a stimulating effect domuinate the literature on the
subject, though the opposite view 1s not without support ~ There
15 of course very little doubt that a good harvest 1n a particular
country tends to stimulate the business life of that couatry  The

problem only becomes obscure when a completely closed economy
1s the object of study
A prions, analysts cannot settle the question, because forces are

released which pull 1n opposite directions, and only estimates of
the quantitative importance of the different factors—effect on
mnvestment, effect on saving, effect on the credit structure, etc —
can supply a basts for judgment as to which tendency will prevail

Much probably depends on the phase of the business cycle in which
the disturbance occurs It 1s concetvable that a good hatvest may
exerctse now a stimulating and now a depressing 1nfluence accord-
ing to the phase of the cycle and the portions of the earth’s surface
and the world’s population affected  Nor must 1t be too readily
assumed that a good wheat crop and a good cotton crop have the
same kind of effect  After 1t has been dectded 1n all the different
possble cases whether the influence of crop-fluctuations on general
busimness 15 positive or negative and whether that influence 1s
important enough to outweigh other influences operating simultan-
eously, 1t will still remain to constder to what degree crop fluctua-
tions are cyclical and, if they are cyclical, to what degree they are
spontaneous and mndependent of the general business cycle
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§ 3 INFLUENCE OF THE BUSINESS CYCLE ON AGRICULTURE

As each part of the economic system 1s to some
Inelasticrty  degree sensitive to developments 1n all other patts,
of farm  1industnal fluctuations are bound to exercise a cer-
output tain 1nfluence on agriculture  This influence oper-
ates through the demand for, and price of, agricul-
tural produce on the 1ncomes of the agricultural classes  If there
was a fairly immediate and substantial reaction on the part of
agricultural output to the movements in monetary demand there
would be no reason why the trade cycle should be regarded as a
primarily industrial phenomenon  In fact, however, agricultural
output 1s, on the whole, so unresponstve to money incentives that
the trade cycle 1s often regarded as confined (so far as production
1s concetned) to industry, and in particular to that branch of
industry which 1s not supplied with 1ts raw materials by agriculture
-—namely, the production of durable and mnvestment goods It
1s not, however, altogether 1mpossible that industrial fluctuations
may influence agricultural output in the long run, though only
after a period so long that the words “ response ” or “ elasticity
of supply ” cease to have much meaning The “ responses ”’ in
such case will have the same effect as spontaneous variations in
output On the other hand, industrial fluctuations will affect
both the demand for agricultural products and—to a lesser degree
—their cost of production
Many writers,including . H Bean,! ] M CLARK,?
Effect on A Hansen® and ] H Kirk 4 tecogruse the impor-
demand  tant influence exercised on agricultural mncomes by
fluctuations 1n industrial activity accompanted by
similar fluctuations in money demand in general There 1s a

1 Eg, “Post-War Interrelations between Agriculture and Business
n the United States "’ U S Department of Agriculture, Bureau of Agricul-
tural Economics 1 9 Ec 752 Pa

3 Strategic Factors wn the Business Cycle

* «“The Business Cycle 1n 1ts Relation to Agriculture’” n Journal of
Farm Economacs, 14 59-68, 1932

4 Agriculture and the Trade Cycle, Part 1
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relationship of reciprocal causation (as will be shown 1n 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, 1t 1s not surprising
that part of the general rise and fall 1n money demand should
be passed on to agriculture  But the process 1s tempered by two
factors

(1) The demand for consumers’ goods as a whole 1s more
stable than the demand for all goods,

(2) The demand for consumers’ goods of agricultural
origin 1s more stable than that for consumers’ goods as a whole

On the other hand, the 1nelasticity 1n the supply of agricultural
output tends to make the fluctuations 1n demand greater, at least
1n the first instance, than they mught otherwise be

The close correlation between agricultural prices and industrial
activity, due to the causal connection between industrial activity
and the demand for agticultural produce, may be taken by the
unwary as a 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 ongin, and to some extent they will vary
costs with the demand for agricultural produce—the
vartation bewng only another aspect of the

inelasticity of the supply

To some extent, however, industry competes with agriculture
for factors of production, and this competition may be so strong
as to force a reduction of agricultural output when demand 1s high,
and wice versa

(1) With respect to the supply of implements and the invest-
ment funds for buying them, 1t seems probable that the farmers’
increased desire to acquire instruments 1n good times will outweigh
the competittve demand of industry for both of these things The
farmer can finance increased purchase in part from his own
increased earnings
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(2) On the other hand, there 1s an 1mportant tendency 1n many
countries for labour to be drained off from agticulture to industry
during boom periods and to flow back during slumps ?

The above review of the possible interactions of

Concluding  agriculture and industry on one another cannot be

remarks  said to yteld a clear picture  Industrial crises may

arise for monetary ot other causes, and then work

out thetr effects on agricultural incomes and—to a lesser extent,
and by obscure channels—on agricultural output

Spontaneous agricultural fluctuations may have a posttive or a
negattve effect on the general business cycle and on monetary
demand and may react back on agriculture through this channel
Lastly, varsations, however caused, in the demand for and cost of
agricultural produce may, after a time, give rise to variations 1n
agricultural output which will act on industry like spontaneous dis-
turbances, and set up a victous circle of expansion or contractton

1 See, especially, Gustav Cassel The Theory of Socral Economy, Vol 11,
Book IV, Chapter XV, § 65
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CHAPTER 8

SOME RECENT DISCUSSIONS
RELATING TO THE THEORY OF THE TRADE{CYCLE

§ 1 INTRODUCTION

The greater part of the literature to be discussed

General nature 1n this chapter emanates from, and centres around,

of the  Mr KEYNES® General Theory of Employment, Interest

literature  and Money It 1s not all bustess-cycle theory 1a

reviewed  a strict sense, but rather general economic theory

dealing with analytical tools which may be used

for trade-cycle analysis as well as for other purposes To a

large extent, the theories to be discussed are not even of a dynamuc

nature, but are static-equilibrium theortes  (This point will come
up for detatled discussion 1n § 6 of this chapter )

For a number of reasons, it 1s very difficult to review these
theortes  First, they are comparatively young and have not yet
found anything like a definitive formulation  They are stillin the
process of development and clarification, there exist, and continue
to appear, versions ! which are by no means 1dentical m all respects
The points at 1ssue are frequently very subtle, and the argument
necessarily becomes complicated and mvolved

i Cf mamly contributions by various writers to recent 1ssues of the
Economic Journal, Ecomometrica, Econmomuca, Zestschnift fur National-
okonome, Quarterly Journal of Economacs, etc,
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Secondly, these theories suffer from the fact
Dufferences mn that their authors have not been able to make clear in
terminology all cases whether apparent differences between their
versus views and those of other writers rest on different
differences 1n empirical assumptions or only on a different usage
substance  of terms, 1n other words, whether differences are of
a material kind or of a purely terminological nature
There can be no doubt that, 1n recent years, the discussions on saving
and 1nvestment and the possibility of their being unequal, on
hoarding, liquidity-preference and the rate of intercst, and similar
topics, have made 1t 1ncreasingly evident that purely verbal musun-
derstandings and slight differences in the definition of terms have
played a very great r8le ! The exaggerated impresston of impor-
tance which prevailed with respect to the real (as against purely
terminological) differences between different schools of thought,
especially between what some writers? like to call the  classical
and the “ modern > view, has already been modified But it 1s
safe to assume that this process of termmological clarification ts
not yet completed, and 1t 1s hoped that the present chapter will do
a little to hasten 1t
Even in those instances where the new theories amount to
nothing mote than a termmological innovation and cannot be said
to be 1n material contradiction to the traditional views, they have
sometimes served a useful purpose, by bringing to light hidden
implications 1n the older theoretical schemes and forcing the
propounders of “ rival ” theortes to make all thetr assumptions
clear and explicit
All this will be 1llustrated 10 the following sections

t Professor Robertson has recently made an attempt at scparating
terminological from substantial differences Cf “ A Survey of Modern
Monetary Controversy " in The Manchester School, Vol g, No 1, April
1938

* Cf, for example, A P Lerner * Alternative Formulations of the
Theory of Interest ” 1n the Economic Journal, Vol 48, June 1938, passim
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§ 2 SAVING AND INVESTMENT!

In preceding chapters, we have repeatedly had
Everyday  occasion to speak of saving and investment, and
meaning of S differences between them, without giving a precise
and I definition of these terms The reason 1s that the
ambignons  writers whose theories have been reviewed have
refrained from giving careful definitions of the
terms, consistent with the use to which those termsare put  They
evidently thought they could safely rely on the everyday meaning of
these terms
The discusstons 1 recent years have cleatly shown that this 1s
not the case Not only 1s the everyday meaning of these terms
not unambiguous—different writers interpret 1t 1n different ways—
but also 1t has been demonstrated that one particular definition,
which 1t 1s fair to call a goud prima-face formulation of the everyday
meaning of those terms, makes 1t impossible to speak of differences
between saving and 1nvestment, because, on that definition,
S and ] are not only equal by definition, but ate in reality the same
thing
In the Neo-Wickselhan litetature and related
Neo-Wick- wrtings reviewed above (Chapter 3) under the
selhan  title of * The Over-investment Theories , 1t 1s
usage of § usual to speak of differences between S and I
and 1 Phrases such as the following occur again and
again ‘‘ Investment may be financed, not only out
of (voluntary) saving, but by inflation”, “ out of newly created
money ”, “ out of hoards > Conversely * Not all the current
savings need be 1nvested »’, “ a part of them may go into hoards >,
“ may disappear 1n the banking system ”, “ may be used for
repaying bank loans ** and thus * run to waste ”

* In the following pages, we shall frequently use the following symbols
S = Saving, I = Investment, Y = Income, C = Consumption
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Equality of § and I has been used as 2 criterton of equiltbrium 1
Any divergence between S and I means a disruption of equilibrium
If I exceeds S, we get inflation, an excess of S over I means deflation
Prospertty periods are caused, or at least characterised, by an
excess of I over S, depression pertods, by an excess of S over [
This language 1s 1rresistibly conventent and scems to express very
realistically what actually happens during the upswing and the
downswing of the cycle respectively

It has, however, been questioned by Mr KEevnEs
Mr Keynes’ and his followers 2 Why 1s 1t considered fallacious ?
equality of That 1s very simple to explain  We have only to

S and I reflect for 2 moment on what we really mean by §

and I Mr KEevnes’ definitions are these For the
economy as a whole—just as for any indtvidual—saving is that part
of total income which 1s not spent on consumption § =Y — C
Investment 1s that part of total output (1n value terms) which
1s not consumed I == Output — C  On the other hand, 1ncome
of soctety as a whole 1s defined as the value of output  Therefore
I=Y—C Hence, S=1°

If we accept these definitions, which appear prima facie to
correspond quite well to the everyday meaning of the terms,
S and I are necessarily equal over any period of time, because
they are identically defined both of them as Y — C It then
becomes nonsensical to speak of, or to imply, differences between
them

' The use of the equality of saving and investment as an equilibrium
condition has been ably criticised by W Fellner 1n his article “ Saving,
Investment and the Problem of Neutral Money " 1in Review of Economac
Statistics, Vol XIII, November 1938

* See especially Keynes, Gemeral Theory, passsm A P Lerner,
“ Saving equals Investment " in Quarterly Journal of Economics, Vol 52,
February 1938, and *“ Mr Keynes’ General Theory of Employment ” 1n
International Labour Review, October 1936 , Mrs J Robinson, Introduc-
tion to the Theory of Employment (London, 1937), especially pages 14 to
16, “ The Hoarding Fallacy ” , R F Kahn’s review of the first edition
of the present book 1n the Economic Journal, Vol 47, 1937, page 671 ,
and R F Harrod, The Trade Cycle, London, 1936, pages 65 et seq

3 General Theory, page 63
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Now a number of questions artse which will be
Controversial taken up one after the other  Frs#, some readers,
155088 who are accustomed to speak of differences between
I and S, would probably like to see how, 1 typical
cases, the equality of I and § works out 1n detasl ~ Such an analysis
will reveal that the definitions given above atc, after all, not always
1n harmony with the everyday usage of the terms
Secondly, the question arises as to how S and I can be re-defined
so as to make sense of the whole body of doctrine which speaks of
differences between them  We shall see that this can be and has
been done 1n several ways, and that it would be superficial to
dismiss as meaningless all theories which imply a difference between
S and I, even if some of the theorists 1n question may have care-
lessly defined them 1n such a way that they are necessarily equal
Thirdly, 1t mught be asked whether, 1f we adopt Mr KEYNES’
definitions, Sand I ate not, in reality, 1dentical rather than neces-
sarily equal Do S and T not really denote, are they not only
different symbols for, the same thing—unconsumed output? If
that is so, why retain two terms » Why not drop the one or use
them interchangeably ?
Let us first do some exercises 1n the application
How $ and I of our definitions by discussing a few typical cases
are equated Assume that new investments are made either by
m the case the Government or by private producers and that
of inflation  they ate financed by the creation of new money,
for example, a factory or a ratlroad 1s bemng con-
structed Suppose that there are unemployed wotkers and idle
resources, so that total production can easily be expanded The
money 1s created by the banks and handed over to the entreprencur
(or the Government) etther as a short-term loan or by purchasing
long-dated securities, new ones or old ones which have so far been
1n the possession of the constructor of the ratlroad
There 1s then a certain amount of (new) investment, but, 1f
we adopt Mr Kevynes” definitions of [ and S, we are precluded
from saying that these new investments have been financed by
“ inflation 7, instead of by * voluntary ” saving * According to

L | _let “ inflation " 1in quotation marks, because some writers would
like to reserve the word “ inflation ™ to such an increase 1n the quantity
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Mr Keynes’ and his followers’ account of the matter, there must
be somewhere savings corresponding to the amount of new
mvestment  Where are they ® The answer has been given most
clearly by Mr HaRrROD  “ For a few days, the whole of the new
net investment may be financed by those who receive the money,
before they begin to spend that money, they save what they
recetve ! ‘That 1s to say, the workers who are engaged 1n
constructing the ratlroad are said to save the money which they
receive, say, on Saturday until they spend 1t during the following
week  If they keep all the money over night, they are said to have
saved 1t. When they then gradually spend 1t on consumers’
goods and consume these latter, they are said to dissave The
expressions “‘ recewving > and ““ spending ”’ are replaced by
“saving ” and ““ dissaving > But when people thus dissave,
“ the stocks of consumption goods will be depleted, this involves
disinvestment ’2  So the new investment 1s first matched by
saving and then cancelled by disinvestment, S 1s always equal to I
If, on the other hand, the production of consumption goods
increases pars passu with the rising demand (by chance, or because
producers have correctly foreseen the coming rise mn demand),
there 1s no disinvestment to cancel the original new investment, but,
since the new money must always be somewhere, those people
who hold 1t and have not yet passed 1t on arc satd to perform the
necessary saving

This account of the matter may seem strange, 1t 1s not usual
to say that the savings which finance the construction of new
capital are provided by the workers who are engaged 1n that
construction job and not by those who provide the money which

of money as leads to a rise, or to an “ excessive ” rise, 1n prices, they
resent the use of the word for cases where the increased amount of money
(or of monetary demand) 1s matched by an increase 1 the flow of goods
and hence does not bring about a rise in prices (Cf, for exaniple,
Mr Kahn’s review of the first edition of this book in the Economic Journal,
Vol 47, 1937, page 675, and my answer, 1b1d, Vol 48, 1938, pages 326
and 327)

t The Trade Cycle, page 72

* Ibid, page 72 If prices of consumers’ goods rise, the income and
savings of the retailers go up
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1s used to hire those workers It 1s furthermore not 1 accord
with the everyday usage of the terms to say that 2 man saves if
he keeps his mncome 1n the form of money for a short time,
owing to the simple fact that income 1s paid out discontnuously
and spent mote continuously Only if 1t 1s kept unspent for
longer than the usual income period, would one ordmarily say
that 1t has been saved

It must, however, be admutted that this unusual way of putting
the matter follows from the literal application of the definition
S =Y —C On Saturday evening, the income of the worker has
increased, his consumption has not yet gone up, hence he has
saved ! We have here an example where this prime faue plausible
definition of § diverges clearly from the everyday meaning of the
term 2

t Mr Lerner admits that “ 1f we take artificial periods—say of ten
minutes each-—our definitions acquire an artifictal flavour too We
would then have to say that in the ten-mnute period in which a man
receives his weekly wage, he saves (nearly) all of 1t, and that in all the
other ten-minute periods in which he makes any expenditure, he dissaves
(Quarterly Journal of Economecs, Vol 52, 1938, page 304 ) Mr Lerneris,
however, not right when he says that this artificiality disappears “ 1f we
take reasonable periods ” Owing to the overlapping of periods, 1t
never disappears completely Moreover, the order of magnitude of the
phenomenon 1n question 1s not correctly indicated by speaking of ten-
munute periods

* Sometimes another account of how S and I are equated has been
given by followers of Mr Keynes For instance, Mrs ] Robinson, in
her Introduction to the Theory of Employment, puts the matter in the
following way Assume £I per week 151nvested in housebuilding Then
make certain assumptions about the saving by the successive recipients
of the money ** At each round ”, a certain proportion 1s saved by
workers, profit earners, etc  On this assumption, the author constructs
a serles of acts of saving which add up exactly to the figure of investment
outlay (pages 20 and 21) If by * rourd ”, turnover (change of hand)
of money 1s meant, and 1f money does not circulate with infinite rapidity,
this account of the matter proves the contrary to what 1t 1s intended to
prove For 1t takes time (strictly speaking, an infimte period of time
under Mrs Robinson’s assumption) before the savings made at successive
rounds add up to the total which 1s equal to the investment What can
be said 1s that there 1s a tendency for S to approach I, but owing (a) to the
mfinmite length of these series and (b) to the overlapping of series set up
by successive acts of investment, there can never, or only under very
special assumptions, be an absolute equality of S and I
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Let us now consider the converse case, where
How S and I money 1s withdrawn from circulation Let us
are equared assume that some people do not spend the whole of
mn the case their income, or more generally of their money
of deflatron  receipts,! and accumulate cash or idle deposits
This has been conventently expressed by saying
that saving exceeds investment, because part of the savings are
hoarded? instead of being mvested
According to Mr KEYNES® definition of saving and investment,
this way of describing the matter 1s no longer permissible  There
can be no divergence between S and I  How are they then equated
i this case ® The answer 1s very simple If some people save
part of their ncome and keep 1t 1n liquid form, one of two things,
or a combmation of them, must happen either goods which
otherwise would have been sold accumulate and that constitutes
mvestment which corresponds to the saving, or else sales are
maintained at the former level by cutting prices, and the retatlers
suffer losses, these losses reduce their income—and hence their
saving—by an amount equal to the original decrease 1n spending ?
Hence, the original saving 1s cancelled by an equal decrease 1n
saving (which, if we start from a position of zero saving, becomes
negative—dissaving) by somebody else

t Not all money received by an individual or a firm 1s (net) income
Part of the receipts of a producer 1s to be set aside for the replacement of
capttal, either of working capital or of fixed capital In the first case, 1t
18 sometimes said that the money constitutes * working capital ” , in
the second case, we speak of * depreciation allowances ” or * amorti-
sation quotas ” Naturally, the more durable a capital instrument 1s,
the greater 1s the freedom and arbitrarmess in distributing over the
period of 1ts Iife-time the corresponding amortisation allowances There-
fore many writers (for example, Mr Hawtrey) define gross income
nclusive of depreciation allowances It should, however, not be forgotten
that the transition from fixed to working capital 1s gradual and that, mn
principle, the same problems are involved in the replacement of either

* It should be noted how easy 1t 1s to describe the phenomenon without
using the words * saving ” and “1investment ”’ 1n terms of receiving and
spending of money

It could be objected that a retailer may cut his consumption and
mamntain his saving  This 1s quite true, but this further decrease in
consumers’ outlay (act of saving) can be treated exactly as the original
one 1t must again reduce somebody else’s income and cannot give rise
to a divergence between S and I
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It seems to be pretty clear that there 1s no real problem at 1ssue
between those who speak of a difference between S and I and
those who maintamn that S and I must be equal Both schools
speak about the same phenomenon in different terminologies.
No statements about facts ate disputed, for what may happen
if some people reduce their rate of spending 1s assumed and can
be described in a neutral terminology which avords the word
“saving ”” and uses instead the terms “recetpt ” and “cxpenditure ”
of money

There remains, however, the questton of how

Alternatwe saving and investment should be defined to enable

defimstions. us to be consistent in speaking about differences

between them

Three sets of definitions under which § need not be equal to I
will be discussed first, Mr KeynEs® defirutions of S and I as given
mn his Treatise on Money, secondly, Professor RosERTSON’s “ pertod
analysis , and, thirdly, the Swedish distinction between ex ante
and ex post saving and investment, which 1s also made by
Mr Hawirey

It was Mr KEYNES® Treatsse on Money which made
The terminology the catchwords “ excess of saving over investment
of Mr Keynes’ and “ excess of mvestment over saving * popular

Treatise om 1in English literature ! Since, however, this piece

Mongy  of verbal machinery of the [7easzse has been
abandoned by its author, we may be very brief

Mr KeyNes defined imncome as exclusive of losses and profits
I was defined as the value of unconsumed output, and .S as income
munus consumption 2 Hence, an excess of saving over mvestment

t Mr Harrod, for example, speaks of ‘‘ the new-iangled view, sponsored
by Mr Keynes in his Treafsse, that the volume of saving may be unequal
to the volume of investment”’ (““Mr Keynes and Traditional Theory ', in
Econometrica, Vol 5, 1937, page 75) On the Continent, the view that
S and I need not be equal has been held at least since Wicksell, and, as
Mr Hawtrey has pointed out, in the classical English writings the equality
of S and I has always been regarded as an equilibrium condition rather
than an identity (although not all the implications of this view have been
recognised or explored)

s The reader’s attention might be called to the possibility of interpret-
ing what Mr Keynes was aiming at in terms of the Swedish ex ante and
ex post analysis, which will be reviewed below (page 180) Y 1s clearly
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was so defined as to mean losses, and an excess of investment
over saving, SO as to mean profits  In tusn, profits and losses were
defined as that amount by which actual entreprencurial mncome
exceeds, or falls short of, that level which would leave the
entrepreneur under no inducement to change the rate of output
and employment® In consequence, entrepreneurs, by defintron,
had an mcentive to expand output whenever 1nvestment exceeded
savings, so that an excess of investment over savings was robbed of
all the causal significance which was imputed to 1t
We now come to Professor RonErRTsON’s definttion of saving,
which seems to gtve the best and most prectse expression to what
15 1n the mind of those who spoke and speak unsophisticatedly of
differences between § and I 2
Professor RoBERTSON explicitly introduces from
Professor  the beginning the discontinuity of the income
Robertson’s streams by adopting a “ period analysis” He
definition of assumes that money mcome? recetved in the current
saving pertod— to-day ’—becomes available for expen-
diture only during the next pertod— “ to-morrow >
Such a “ day *’ may be longer than a day 1t may be as long as, say,
aweek The exact length depends on the habits and techmiques
of payments For any day, Professor RoserTsoN distinguishes,
accordingly, between disposable mncome and eamned income  The
disposable income of to-day 1s the earned income yesterday, and
the eamned income of to-day becomes disposable income to-morrow
Saving for any day 1s defined as drsposable income of the same
day (= earned income of the day before) mimus consumption
expenditure of the same day Investment, on the other hand, 1s

defined as an ex ante concept, while profits and losses are ex post magni-
tudes Likewise, S 1s defined 1n ex anfe terms and I 1n ex post terms
(This was pointed out to me by Dr Redvers Op:e, Oxford )

!t Thus has been pointed out by Professor Hayek, Professor Hansen,
Mr Tout and Mr Hawtrey 1n their respective analyses of the Treafise
Cf , especially, Hawtrey The Art of Central Banking, pages 334 et seq

* Vide huis article “ Saving and Hoarding, " Economic Journal, Vol 43,
September 1933, page 399, and the subsequent discussion between
Professor Robertson, Mr Keynes and Mr Hawtrey, 1bid , page 699

*» The analysis must, of course, be extended to payments other than
income payments

I3
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defined as actual expenditure on new investment goods during the
day Hence, mnvestment can be greater than saving, because money
may be spent out of other sources than from (disposable) income
Expenditure may be made from newly created bank money or from
hoards Thus money becomes, of course, eamed 1ncome on the
same day and disposable income on the following day Thus an
excess of I over S 1mplies an increase of to-day’s (earned) income
over yesterday’s (earned) income  Simuilarly, an excess of § over [
implies a decrease of to-day’s mcome as compared with yesterday’s
income This evidently expresses precisely what 1s meant, when,
in an unsophisticated way, 1t 1s said that, if I runs ahead
of 5, inflation ensues, and that an excess of § over I wynplies
deflation
It should now be pretty clear how statements 1n the language of
those who (explicitly, like Professor Rosertson, or implicitly,
like many others) distinguish between disposable and earned
tncome can be translated into statements in the language of
Mr Kgrynes, which does not make this distinction This has
been clearly realised by Mr KEeyNes himself! and by Professor
Hansen 2
There 1s another pomt of ambiguity which
Money income may give rise to musunderstanding Professor
versus money RoBERTSON and others use “income” i the
value of  sense of actual money income mnvolving monetary
output  transactions (a transfer of money) This need not
be quite the same thing as income 1n the sense of
the money value of the output as a whole® A corresponding
distinction should be made about saving, whilst mvestment 1s
almost 1nvariably used 1n the sense of money value of unconsumed
output Mr KEYNEs uses the terms “ income ” and “ saving »
in the value sense, and Professor OHLIN says explicitly that

' General Theory page 78

3 Cf lsreview of the General Theory in the Journal of Political Economy,
Vol 44, 1036, page 674, now reprinted in Full Recovery ov Stagnation,
New York, 1938, page 22

*» “ Undeflated ”’, that 1s, at current prices, or * deflated " by any sort
of price index
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income, in his sense, ““ has nothing to do with the actual receipt
of cash ' ?

The two magnitudes need not coincide, because income 1n the
sense of money value of output comprises 1tems which do not give
tise to monetary transactions—e g, ““ imputed >’ mncome (example
the services of a house to 1ts owner), or “ bartered > mncome, or
the accumulation of stocks  But even if all transactions of goods
took the shape of purchases for, and sales agaimnst, money, theie
would be certain discrepancies between the two types of mncome,
because money mncome 1s recetved at discreet intervals, while real
mcome flows more continuously Furthermore, if pew money
ts created and handed to somebody not 1n exchange for a service
performed by the reciptent (¢ g, an unemployed), this might be
called that person’s money income to which, before the money 1s
spent, there corresponds no increase 1n the value of output

In the case of non-wage and non-salary income, the concept of
actual money 1ncome 1s beset with further difficulties, which mahe
1t 1mpossibl€to define 1t by looking at the monetary transactions
alone without any reference to the sphere of real goods Not all
money receipts and expenditures of a firm are mncome receipts and
expenditures Which part of the total flow of money has to be
regarded as income and which as “ intermediate transaction ”
can be defined only with reference to the * real ”” sphere  But even
if this has been accomplished satisfactorily, 1t 1s 1n many cases
not possible, without more or less arbitrary conventions, to
1dentify individual transactions (etther the “ real > or the corre-
sponding ‘‘ monetary ** transactions) as 1ncome Or non-income
transactions It 1s, for example, not admussible to regard all
purchases of consumers’ goods by the final consumer as income
transactions, for consumption can exceed income, the difference
being dissaving  Nor 1s 1t always possible to 1dentify an individual
purchase of a capttal good as constituting new investment or
replacement—that 1s, as belonging to the income sphere or not
Income and new investment can be determined only in the

1 * Some Notes on the Stockholm Theory of Savings and Investment ”,
Economic Journal, Vol 47, 1937, page 65 Mr Lerner, on the other
hand, always speaks of acts of expenditure, which are classified either as
consumption or investment, while both together constitute imncome
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By deducting from total output what 1s

aggregate, as residuals.
sdered stock ntact, we

considered necessary for mamtainng the capital
determune 1ncome, and by deducting consumption from 1ncome,
we obtain the volume of new investment
We now come to another set of definitions
The Swedish which gives meaning to the concept of a difference
ex ante and between S and I This scheme has been worked
ex post  out by a group of Swedish writers such as Mr Erik
analysis LUNDBERG,! Professor Eritk LinpamL,? Professor
Gunnar MyrpaL® and Professor Bertil Omrin
A very similar scheme has been proposed by Mr Hawrrey 3
The Swedish writers distinguish for all the magnitudes concerned
—income, saving, investment and others—between an ex ante
and an ex post sense ® Looking back at any pertod of time
that has elapsed, one can measure—at least 1n principle—what
Y, C, S, I, etc, actually were  This 1s the ex post, or registration
or accounting, sense of these magnitudes I.ake Mr Keynes,
Professor MyrRpAaL and Professor OuLIN? define § and I ex post
in such a way that they aie always equal—z ¢, bothas Y — C
From the ex post sense of these concepts, the ex ante sense must
be carefully distinguished, and what 1s true of the ex post
phenomena of a cettain kind need not be true of the corresponding

1 Studies wn the Theory of Economic Expansion, London, 1937

s Studies w the Theory of Money and Capital, London, 1939

3 “ Der Gleichgewichtsbegriff als Instrument der geldtheoretischen
Analyse " 1n Beutrage zur Geldtheorie, ed by Hayek 1933 (an English
version of which will soon be published by Wilham Hodge, London)

4 * Some Notes on the Stockholm Theory of Savings and Investment *,
Economic Journal, Vol 47, 1937, pages 53 ef seg and 221 ef seq, and
*“ Alternative Theories of the Rate of Interest ", 1bud , pages 423 ef seq

* See especially hus Capital and Employment, passim

¢ Professor Myrdal was the first to introduce this distinction  Professor
Ohlin’s exposition 13, however, more accessible and more developed
Therefore, reference will be made chiefly to him

* Other members of the group seem to lean rather to Professor Robert-
son’s defimtion  See Ohlin (loc ¢t , page 57) “ my terminology
has been viewed with great scepticism by some of the younger Stockholm
economists, chiefly because of my way of defining income so as to make
savings and investment always equal ex definulzone ¥ We shall, however,
see that the two analytical schemes, if fully thought out, are by no means
exclusive of each other
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¢x ante phenomena  The ex ante manifestations of mcome, saving,

investment, etc , are the expectations entertained by all the indivi-
duals and firms i respect of those magnitudes at any pomnt of
ume for some period ahead of that pont  Any member of an
econormic soclety atany moment of time expects a certain income, and
plans or intends to spend a certain partof 1t on consumption and to
save another part  The “plan to save”” must be assoctated with the
“plan to increase the quantity of cash”” or with the “plan to lend ”
(These are the only two alternatives “ if the use of one’s own
savings for new mvestment 1s treated as giving credit to oncself * )
The entreprencurs expect cettain prices to rule, a certain demand
situation, certain interest rates and productlon costs to exist, etc,
and, on the basis of these cxpectations, they plan a certain amount
of 1nvestment
Summing up the expected income, planned consumption,
saving and investment of all mndividuals, we arrive at the ex ante
magnitudes of these phenomena for the economy as a whole
“ There 1s no reason ”’, according to this school
How equality of thought, “ for assuming that planned saving and
of § and I 15 planned investment should be equal But when
bronght about the period 1s finished, [tealised] investment 1s equal
ex post  to [realised] saving How does this equality come
about® The answer 1s that the nequality of
ex ante saving and ex anfe investment sets 10 motion a process
which makes realised income differ from expected income, realised
saving from planned saving and realised new investment differ
from the corresponding plan? This difference we can call
nnexpected mcome, unexpea‘ed new mestment, and unintentional savings
N The business-man who, after the closing of his accounts,

1 Ohlin, loc cit, page 425

* It will be noted that, in spite of the appearance to the contrary, no
statements about facts are mvolved 1n the following analysts What
actually happens, 1f planned saving and mnvestment differ, 1s assumed by
way of 1llustration, and can be described 1n terms of receiving and spending
of money and of movement of goods between individuals and intv and out
of existence without using the terms * savings ” and *“ investment ” No
particular process 1s required to make S and I equal ex post  All sorts of
reactions are possible, but, whatever actually happens, they must beequal,
because the terms are chosen 1n such a way.
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finds that he has had a larger net income than he expected and that,
therefore, the surplus over and above his consumption 1s greater
than his planned savings, has provided ¢ unintentional savings’
which 1s equal to this unexpected surplus Un expected new
mvestment, which, like unmtentional saving, may, of course, be
negative, can mean simply that stocks at the end of the period
are different from what the entrepreneur expected 1

¢ Assume that people decide to reduce their savings and increase
thetr consumption during the next period by 10 mullions, as
compared with realised savings and consumption during the
pettod which has just finished Assume further that the
planned 1nvestment 1s equal to the realised investment during the
last period ”  (Since realised savings and realised mnvestment are
equal, these assumptions 1mply that ex ante saving falls short by
10 millions of ex ante investment) * What will be the result ?
Retail sales of consumption goods will rise 10 millions and the
stocks of retailers will, at the end of the period, be down—e g,
7 mullions, the remaining 3 mullions bemng extra income of the
retalers  This latter sum 1s € unintentional’ savings  Thus
realised saving 1s down only 7 mullions, or the same amount as
realised nvestment 2 Realised investment 1s down because the
depletion of stocks by 7 mullions is counted as unimntentional
disinvestment 3

t Ohlin, loc. cit, pages 64 and 65

2 Ibd , pages 65 and 66

* This analysis can be readily translated into Robertsoman language,
We would have to say that investment actually exceeds saving by 3 mil-
lions The difference 1s ** financed by other means than by saving from
(disposable) income "  This way of expressing the matter has the advan-
tage that 1t calls attention explicitly to the fact (which 1s, of course,
1mmplied also by Professor Ohlin’s analysis) that bank credits must be
expanded or that some people must dishoard—: ¢, * reduce their quantity
of cash ” (Ohlin, loc cit, page 425) The supply of loanable funds
must be elastic, otherwise the planned mvestments could not go ahead
undisturbed by the fact that people spend more on consumption than was
foreseen This assumption about the elasticity of the money supply
may be correct 1n many cases, especially if the period in question 1s
sufficiently short It need, however, not always be correct, and 1if 1t
1s not, the rate of interest will rise so much (or credit will be rationed
in such a way) that the investment plans will be sufficiently scaled
down This may very well lead to more or less serious disturbances 1n the
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Simularly, other cases of differences between ex ante saving and
ex anfe nvestment can be analysed “ When the State finances
public works with the printing of new notes, the increased invest-
ment 1s matched [ex post] by increased ¢ real * savings ”’, although
ex ante investments were i excess of savings, since it 1s assumed
that no planned savings corresponded to the planned Government
mvestment  ““ At the end of the period, some people hold more
cash than at its beginning This 1s evidence that they had an
income which they have not consumed--z ¢ , that they have saved
Ex post, thete 1s ex definttrone equality between savings and
nvestment !

In a later article,® Professor OHLIN® has given
The ex ante 1mportant elucidations of his theortes  He explains
concepts as  there that his ex anfe concepts of savings, investment
schedules  as well as the other closely related pair of concepts
—viz , demand and supply of credit—are mntended
to mean the same thing as demand and supply schedules * Ex
ante saving ”’ means the schedule showing how much people are
willing to save at different hypothetical rates of interest And
““ ex ante investment > 1s the schedule showing how much people
are planning to invest at different interest rates
However, the rate of interest 1s not determined
Demand and by the interaction of the curves relating to saving
upply of  and 1nvestment, 1t cannot be explained by demand
credit and supply of saving “ There 1s no such market

determmme  for savings and no price of savings > (page 424)

the rate  But there 15 a matket for credit,* and “ the price of

of mterest credit [z¢, the interest rate] is determuned by the
supply and demand curves for credit or, which
amounts to the same, for  claims * » (pages 423 and 424)

capital-goods industries, as analysed by Professor Hayek That shows
again that Professor Hayelk’s theory can be well expressed with the help
of the Swedish terminological apparatus

* Ohhlin, loc cit, page 69

2 « Alternative Theories of the Rate of Interest ", Economic Journal,
Vol 47, 1937, page 423 et seq

* It 1s not quite clear whether his Swedish colleagues all agree on this

¢ Strictly spealang, there are different markets for different lands
of credit—short-term, long-term, etc
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The two pairs of curves, relating to saving and investment on
the one hand and to credit or claims on the other, are interrelated,
but they are not identical How are they interrelated ? The
supply of credit (= demand for claims—e g, for bonds) 1s not
equal to planned savings (the supply of saving), because * 1t 1s
possible to plan to save and to increase the quantity of cash instead
of lending Also, one can plan to extend new credits 1 excess
of planned savings if one 1s willing to reduce one’s own quantity
of cash 1

Stmilarly, the demand schedule for credit 1s not identical with
the curve for planned investment, because there may be a  desire
to vary the cash held, to cover expected losses or to finance
consumption >’

Obviously, a similar proviso as for “ increases > or ““ decreases
of cash ™ held (in other words, for hoarding and dishoarding)
must be made for changes 1n the quantity of money made by the
banking system ot the Government An inctease 1n the quantity
of money has the same effect as a reduction in cash holdings of
some individuals 1t 1ncreases the supply of credit beyond ex ante
saving  The case of a decrcase 1n the quantity of moncy 1s stmular

Taking everything into account, 1t would seem

Diagrammatic that Professor OHLIN’S theory can Dbe piecisely
exposition  stated in the words of Mr A P LERNER

“ The rate of interest 1s the price that equates

the supply of ‘ credit’, o1 saving plus the net imcrease in the

amount of money 1n a period, to the demand for  credit *, or

mvestment plus net ‘hoarding ’ in the period . This s

illustrated by [the following] Figure 7

1 Loc cit, page 425 There are some other possible differences between
supply of credit and ev ante saving  * Besides, one can plan to extend
credit mmstead of reinvesting ¢ capital made free '—i ¢, ¢ depreciation
money ’ '’ (page 425) A failure of reinvesting depreciation quotas can
evidently be treated as negative investment, and could accordingly be
deducted from the investment curve (demand curve for credit, of which
the mvestment curve constitutes an element), instead of being added to
the supply of credit

* Ibwd The latter two items could be considered as negative saving
and thus be deducted from the supply curve (curve of ex ante saving),
mstead of being added to the demand curve (curve of ex anfe investment)
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“$ 1s the supply schedule of saving, showing how much
would be saved (measured horizontally) at each rate of interest
(measured vertically) I 1s the schedule of investment showing
how much would be nvested (measured horizontally) at each
rate of interest These two schedules intersect at P, the
¢ classtcal > pomnt of equilibrium, which shows the rate of
interest being determuned at that level (AP) at which saving
equals 1nvestment, both being equal to O4 L 1s the schedule
showing the amount of net  hoarding * that would take place
at each rate of interest  In the figure, this 1s shown as a positie
amount (7 ¢ , at all the rates of interest considered, there would
be 2 net balance of ¢ hoarding’ and not a net balance of * dishoard-
ing ’) which 1s greater for lower rates of interest  There 1s no
reason for expecting ¢ hoarding * always to outbalance ¢ dishoard-
ing’ 1n the economy, and this 1s taken to be so in the figure
merely for the purpose of simplifying the diagram Hoarding’
could be taken as a negative quantity at some or at all rates of
interest (and shown by the L curve falling to the left of the
vertical axis) without affecting the argument 1n any way
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“ The M curve shows the mcrease in the amount of money
mn the period and s here shown as a posittve amount and
independent of the rate of interest Both of these conditions
are postulated merely for the purpose of simplifying the diagram
A decrease 1n the amount of money could be shown by drawing
the M curve to the %f# of the vertical axis, signifying a negative
inctease 1 the amount of money It might be the policy of
the monetary authorities to take the rate of interest into account
when deciding by how much to increase (or dectease) the
amount of money  Thus if they increase the amount of money
more (or diuminsh 1t by less), the higher 1s the rate of interest,
then the M curve will slope #pward to the right But all such
differences 1n assumptions would merely complicate the dragram
without affecting our argument 1n any way

“The M curve 1s now added horizontally to the § curve,
gtving the total net supply schedule of loans (or ‘credit’)
marked § 4+~ M  The L curve 1s added to the I curve, giving
the total net demand schedule for loans (or ¢ credit *) marked
I 4+ L The two new curves mtersect at P, giving an equl-
librium 1nto which the complications due to  hoarding * and
to changes in the amount of money appeat to have been
incorporated 1

' Alternative Foimulations of the Theory of Intcrest ”, 1n Economac
Journal, Vol 48, 1938, pages 213 to 215 Itis true, Mr Lerner puts this
account of the matter forward as an interpretation, not of Professor
Ohlin’s theory, but of * the position [of the theory of interest] as it
appears after the first step [from the ¢ classical ’ to the * modern ’ view]
has been taken ” (page 213) This first step consists of the recognition
‘* that ‘ hoarding ’, * dishoarding ’ and changes in the amount of money
also have something to do with the supply of ‘credit’ and the rate of
interest—in the short period, at any rate ” (page 211) This seems to me
precisely the position taken by Professor Ohlin  Mr Lerner merely
does not take cogmisance of the ex ante nature of supply and demand
curves of saving in Professor Ohlin’s theory He interprets S and I
throughout ex post  Hence, mn a second graph (page 216), he draws just
one curve, which 1s a saving and investment curve at the same time,
whilst Professor Ohlin emphasises that S and I ex ante are not necessarily
equal Mr Lerner probably has been musled by the fact that Professor
Ohlin introduces the interpretation of the ex ante concepts of Sand I in
the schedule sense as an afterthought, asit were, 1n a reply to a cniticism
by Mr Keynes, 1n lis original articles, he did not make 1t clear that he
meant schedules when he spoke of ex anfe saving and investment
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Let us draw a few corollaries from Professor OHLIN’S 1nter-
pretation of ex ante saving and mvestment as schedules and their
relation to the demand and supply curves of credit which determne
the rate of interest Obviously, 1t 1s not strictly permuissible to
speak in the singular of sbe difference between ex ante S and I
There 1s 2 whole schedule of such differences, showing what that
difference would be at different hypothetical interest rates If
Professor OuLIN speaks of the difference, he probably refers to the
equiibrium?! pont, P,, 1n our diagram

This pomnt P, m a sense denotes an ex post position, for 1t
determines “ the quantity of credit astually given > At the rate
of 1nterest corresponding to that point, ex ante saving and ex ante
investment need nof be equal In our figure, ex ante S exceeds
ex ante I by GH This difference 1s equal to the amount of
money hoarded (DF) minus the increase mn the amount of money
(DE), GH being equal to EF ?

It should be observed that the diagram does not show savings
and 1nvestment ex post, nor does 1t depict “ the process 3 set
in motion by the ex ante difference between saving and imvest-
ment, which brings about the equality ex post between saving
and investment

' Equiibrium 1n the sense of immediate market equilibrium  There
need be no equilibrium 1n any more ambitious sense

* Mr Lerner says that * this exactly portrays the disturbed state of
mind of people who declare that saving can be greater than investment 1f
the difference 1s hoarded ” (page 215) Mr Lerneris led to this statement
by his erroneous and rather naive imputation to other writers of his
own defimtion (a) of S and I and (b) of hoarding and dishoarding He
defines S and I throughout as identical and ex pos¢, while in the above
diagram 1t must be defined ex ante (or, as we shall see presently, 4 la
Robertson) Mr Lerner’s defimtion of hoarding and dishoarding, which
he shares with Messrs Keynes, Harrod, Kahn and others, will come up for
discussion 1n § 3 of this chapter

* It may be noted once more that these words used by Professor
Ohlin are rather misleading Strictly speaking, no process 1s needed,
because S and I ex post are equal at any moment of time The word
* process ” suggests—erroneously—that there 1s only a tendency towards
their becoming equal at the end of the process and that they are unequal at
the beginning and during that process In reality, according to the
defimition given, they are equal at any moment of time



188 Analysis of Theorses Part 1

Let us investigate a little more the foundation
Relation  of Professor OHLIN’s theory and draw some further
between  conclusions from 1t, not all of which have been
the ex ante stated by the author himself, probably for lack of
and the period space  We shall see that Dr Lurz’s contention 18
analysss  right,! that the Swedish ex ante analysts, 1f thought
through to 1ts logical end, comes very near to
Professor ROBERTSON’s period analysis  As Dr Lurz ponts out,
1n order to make use of the apparatus of demand and supply curves
relating to credit, saving and investment, the period of time
taken 1nto consideration must be very short, at least so short that
there do not occur any revistons of the various plans during the
period *  After the period has elapsed, people revise their plans
1n the hight of the expertence gained during the period, 1n other
words, the curves relating to saving, investment, credit, etc,
shift to new positions
The choice of the length of the unit period which suits Professor
OHLIN’S theory 1s not to be made on the basis of the same principles
as the choice of the length of Professor RoBFRT>0N’s untt pertod 3
The latter, Professor RoBERTSON’s ““ day ”’, 1s chosen so as to
make 1t 1mpossible, 1n view of the existing habits of payment, that
money recetved during the day should be spent during the same
day, Professor OHLIN’s unit period rests on the postulate that
plans should remain unchanged during the pertod
Let us now concentrate on what happens during any unit
period  Professor Onrin draws for the credit market an analogy
with a village market for eggs where people appear with * altet-
native purchases and sales plans > as represented 1n their demand
and supply cutves ¢+ It 1s not quite clear how far the author
wishes to carry this analogy, but if he carries 1t sufficiently far
by taking a very short pertod, his theory really coincides with that

v * The Outcome of the Saving-Investment Discussion , Quarterly
Journal of Economacs, Vol 52, August 1938, page 604

* We abstract from a number of difficulties connected with the over-
lapping of the plans, which 1s due to the fact that plans of different
individuals are not always made at the same time and do not all extend
over the same period

' This problem has been well discussed by E Lundberg, loc cit , passim.

¢ Loc cit, page 423
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of Professor ROBERTSON, for ex ante saving then becomes saving
out of the income received on the day before  Perhaps he would
not want to go so far, because ex ante saving would then no longer
be savings out of a future, expected and uncertain income, but
out of an income which has already been recetved  On the other
hand, the alternative construction presents very serious difficultzes
Clearly, 1f planned savings wete to mean savings out of a future
mcome, which might not materialise at all, it would not be posstble
to say that ““the price of 39, bonds—and thus the long-term rate of
interest—1s fixed on the bond market by the demand and supply curves
in the same way as the price of eggs or strawberries on a village
market 1 and to explamn that planned savings constitue a part of
the demand for bonds 2 How can future savings constitute supply
of credit and affect the bond market before they are actually made »3
We conclude that the most reasonable interpretation of Professot
OHLIN’S concept of ex ante saving 1s “ saving from disposable

t Loc cit, page 424

* This 1s said very clearly, although not with these words, op «if,
page 425 * Will not the planned supply of credit {= demand for bonds]
be equal to the planned savings ? No, not yuite ” And then
follow the qualifications about hoarding, dishoarding, etc, which have
been mentioned above, page 184

* An excess of ex ante saving over ex ante investment, we have seen,
leads to a deficiency of demand for consumers’ goods and causes losses
to the retailers This 1s one of the * processes ” which bring about
equality between S and I ex post  Clearly, 1f this construction is to make
sense, ex ante saving cannot be interpreted as saving out of a future income
That could not affect retail sales now To be sure, expectations about
future income may affect present saving asamotive But so will expecta-
tions about a hundred other things, and the manner in which, and extent
to which, they affect the present situation 1s by no means ungquely
determined

These considerations 1llustrate a basic difficulty of the whole ex ante
(expectation) analysis How can mere plans about the future influence the
present situation ? People are, on the whole, not so much influenced
by other people’s expectations or plans, as by their actions Does
not the whole expectation analysis stand 1n need of a behaviouristic
re-interpretation > As Professor Robertson puts it  * Changes in
¢ -nesses ' [he 1s speaking of thriftiness] and ‘ propensities ’ do not in
themselves exercise any effect on the external world  Nor does a decision
to get up early necessarily indicate any reduction in the propensity to
Le 1n bed—it may rather indicate an increased determination not to
indulge 1n that propensity |  (Ecomomic Journal, September, 1938,
page 555)
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imncome ”  This conclusion 1s fortified by the fact (stressed by
Dr Lurz) that an excess of mnvestment over saving has the same
consequences 1n Professor OHLIN’s scheme as in Professor
ROBERTSON’S 1n both cases, it has a stimulating effect and 1s
a characteristic of an expansion of business (prosperity phase of
the cycle)

If the foregoing mterpretation of Professor OHLIN’S theory 1s
correct—that 1s to say, if it does not exceed what can be deduced
from his theory, although 1t contains mote than he explicitly says—
there remain certain inconsistencies and difficulties which call for
further modifications of the theory !

In so far and mnasmuch as the actions of the
How can  individuals are determined by, and foreshadowed
alternatwe 1n, the various schedules, everything happens
purchase and according to a plan—viz , to that one of the * alter-
sale plans be native plans ” of the various individuals which
disappomnted 2 cortesponds to the interest rate emerging as the
actual market rate  Since Professor OHLIN 1denti-
fied the ex ante magnitudes with the alternative plans embodied 1n,
or represented by, these schedules, 1t 1s difficult to see how he can
speak of people’s being disappointed by events going contrary to
their plans It 1ssaid, forinstance, that retailers may find themselves
with greater stocks than they expected (unintentional investment), or
with lower receipts than they anticipated (unintentional dissaving)
Atre their actions leading to these results——viz , etther leaving the
sale price unchanged (which entails the accumulatton of stocks) ot
reducing the price (which entails losses and a reduction 1n saving)—
not predetermuned 1n their supply schedule ?  Everything happens
according to the vartous schedules, and if all the possible plans of
which Professor OHLIN speaks are embodied 1n these schedules,
there can be no upsetting of the plans and no disappointment

There ate various ways out of this dilemma  The best, which

rescues a maximum of Professor OHLIN’S theoretical edifice

! Tnese difficulties have been clearly noticed by W Fellner, “ Savings,
Investment, and the Problem of Neutral Money ", 1n Review of Economic
Statastics, Vol 20, November 1938, page 188 Cf also the criticism of
the ex ante concept by Professor H Neisser in Studies 1n Income and
Wealth, vol 1I, New York, 1938, page 172 et seq



Chap 8 Recent Discussions on the Trade Cycle 191

appears to be the abandonment of the identification of the ex ante
concepts with the schedules mentioned In other words, the
plans which may be upset and the expectation which may be
disapponted should be distinguished from what Professor OnHLIN
calls the “ alternative purchase and sales plans »” embodied in the
various demand and supply schedules The former stretch into
the future, whilst the latter relate to a point or short period of
time

At any moment of time, a man may have (more or less
copsciously) alternative plans of action with respect to sales,
purchases, savings, investment, borrowing, lending, etc, under
different hypothetical prices, interest rates, etc , represented by
vartous schedules Nevertheless, he has probably been expecting
for some time, more or less confidently, that one of these various
possible situations would actually arise, or that the occurrence
of some was more probable than of others Moteover, he 1s
likely to have acted 1n the past on the expectation that some things
are mote likely to happen than others he has laid in stock or
placed orders for the delivery of goods 1n the expectation that
demand for, and the price of, hus product will stand at a certain
level, he has started certain constructions (investment) in the
expectation that the sttuatton in the loan market would enable
him to borrow at a certain intetest rate, etc  Hence the realisation
of some of the situations foreshadowed 1n the 1instantaneous
schedules of alternative actions will be 1n accordance with the long
(ot longer) range plans, the realisation of others will upset them
But events are still running according to schedule—that 1s, accord-
g to the mnstantaneous or short-run schedules 2

! There remain unanswered, of course, a number of questions—phtloso-
phical questions, we may perhaps say—about the precise nature of the
mstantaneous curves Is 1t justifiable to characterise a demand curve,
as Professor Ohlin does, as a sertes of alternative plans » This language
suggests that the various, strictly infimte, alternatives are thought out
i advance in the mind of the individuals A more behaviouristic
interpretation may be better, because 1t allows one to dispense with
this questionable assumption We cannot here go into these problems
and, fortunately, need not , for, whatever we answer to these questions,
1t remains true that the plans which are upset must be kept apart from
the “ plans ” or decisions represented in the instantaneous curves
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Mr Hawrrey’s distinction between * designed ”
Mr Hawtrey's or “active ”” and “ undesigned ” or “ passtve ”
designed and investment 1s very similar to Professor OHLIN’S
undesigned  ex ante and ex post mnvestment Mr HAWTREY
mvestment  refrains, however, from mnterpreting designed invest-
ment as schedules and thus avoids obscurities
from which Professor OHLIN’s treatment suffers The sum of
designed and undesigned investment 1s total mvestment, which
1s defined as the * increment of unconsumed wealth ” and 1s also
called “saving” (There 1s no distinction between “ active >
and “ passive > saving 1n Mr Hawrrey’s scheme) Designed
tnvestment 1s defined as the voluntary acquisition of items of
unconsumed wealth 1n the expectation that they will be remunera-
tive, this 1s what Professor OnLIN calls “ ex anfe 1nvestment ”
Undesigned investment 1s defined as an ““ increment of unconsumed
wealth, which 1s not acquired voluntarily 1n the expectation of its
being remunerative, this will be an mvoluntary accumulation
of unsold goods *—Professor OHLIN’S unexpected i1nvestment *
“ Passive 1nvestment *’ may be a negative quantity, that is to say,
active mvestment may exceed saving, and the excess will be
represented by an undesigned dismnvestment or decrement of
stocks of unsold goods Thus active investment and saving
(— net total investment) may be unequal  If they are, the resulting
undesigned mcrement or decrement of unsold goods will be a
source of disequilibrium, leading to a decrease or an increase in
productive acttvity and possibly also m the price level ?

1 It 1s not quite clear whether * undesigned investment * 1s identified
with “ an involuntary accumulation of unsold goods " or whether the
latter 1s only a special case of the former If the former interpretation
were correct, Mr Hawtrey’s undesigned investment would be a narrower
concept than Professor Ohlin’s difference between ex amte and ex post
mvestment

t Capstal and Employment, London, 1937, pages 176 and 177 See
also Economic Journal, 1937, page 439, where Mr Hawtrey discusses the
relation between his and Ohhin’s concepts The distinction between
ex ante and ex post, designed and undesigned, S and I has been clearly
anticipated 1n Professor Robertson’s Banking Policy and the Price Level
His * spontaneous lacking " corresponds clearly to ex amte or designed
mvestment and his “ induced lacking ” to undesigned investment, which
1s the difference between ex amte and ex post mvestment (This was
pomted out to me by Dr J G Koopmans, The Hague )
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It remains to enquire why Mr Keynes finds it
Saving and necessaty to distinguish between saving and invest-
mestment ment We have seen that the formal definitions
n which he gives on page 63 of his General Theory ate
Mr Keynes’ such that, for society as a whole, § and I are not
systemr only equal, but identical, viz, the value of un-
consumed output If that definition were strictly
adhered to, S and I would be synonymous symbols, they could be
used interchangeably and there would be no necessity—in fact
1t would be rather misleading—to retamn both expressions
Now this 15 not Mr KEYNES® practice He uses both terms,
deliberately and not for purely stylistic reasons Moreover, he
points out that the acts of sav'ng and of investment are usually
performed independently by different people ! He insists that a
process 1s required to make S and I equal, and sees the ““ mnitial
novelty ** of his theory 1n his “ maintaining that 1t 1s not the rate
of interest, but the level of incomes, which ensures equality
between saving and investment ”’ 2

! General Theory, pages 20 and 21, 210

¥ Cecomomae Journal, Vol 47, 1937, page 250 It 1s musleading to say
that income must change, 1n order to ensure the equalty of S anc [/
\Whatever the level of income may be, S and I must be equal, because
they arc made so by definition The change of level of income comes
m as a condition only because Mr Keynes takes the * multiplier '—
‘ the marginal piopeusity to consume ’ (compare § 4 below for a
defimtion of these concepts)—as a constant quantity He assumes that
there 1s a certain relationship between a (small) 1ncrease 1n investment
and 1 income Suppose, for example, the multiplier 1s 3 (in other
words, the marginal propensity to consume 1s 2/3)—that 1s, to any small
mcrement 1n 7, corresponds an increment 1n Y three times as great If
that assumption 1s to be borne out by the facts, we must find that,
whenever a change 1n investment has occurred, income must have changed
by three times as much  But the multiplier (alternatively expressed the
marginal propensity to consume) need not be a stable magnitude 1inde-
pendent of the nature of the changen I and the surrounding conditions
(This, Mr Keynes himself has recogmised ) Hence, if 1n a concrete case
we find that income did not change as we expected on the basis of what
we assumed about the multiplier, we shall not say * this 1s impossible,
because S 1s not equal to I ’, or ¢ S can now not be equal to I ’, but we
shall say the multipher (marginal propensity to consume) was different
from what we expected

The same 1n shightly different formulation If we assume (expect)
something about the magmtude of the multipher, we implicitly assume

14
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He expressly r¢jects Mr HAwTREY’S comment that Sand [l are
two different names for the same thing >’ and “ that, 1n any sentence
in which the word ©mvestment’ occurs, the word ‘saving’
could be substituted for 1t without any change 1n the meaning > !

The explanation given of the paradox that the two things,
although 1dentically defined, are not quite the same ts this
S and I are different aspects of the same thing  They “ are neces-
satily equal 1n the same way in which the aggregate purchases of
anything on the market are equal to the aggregate sales  But this
does not mean that ‘ buying ’ and ‘ selling * are 1dentical terms,
and that the laws of supply and demand are meaningless 2

The total purchases of a commodity must be identical with the
total sales of that commodity, but an mdwidual’s purchases need
not—and indeed are unlikely to—be equal to his sales of the same
commodity In the same way, total savings are identical with
total 1nvestment, if we employ Mr Krynes’ definttions, but an
individual’s savings need not be equal to his investment It may
be useful to retain the two separate terms “ saving *” and “ invest-
ment ”’, since, even with Mr Keynes’® definitions, they are not
necessarily equal when reference 1s made to an individual

There 1s a second reason for the retention of the two terms.
Although the total purchases of a commodity are equal to the

(expect) something about the change 1n income subsequent to a change,
say an increase, 1n investment Income must change not because 1t 1s
necessary to ensure the eéquality between S and I, but because we have
assumed 1t by assuming the multipler

We have here an example of a confusion between a terminological
relationship between symbols (in other words a relationship between
concepts by definition) and an empirical relationship betw een conceptually
independent magmitudes In other words the impression 1s created
that a statement 1s made about an alleged regularity 1n the real world,
whilst 1n reality a rule 1s given for the consistent application of the terms
On the relationship between ¢ multiplier ’ and ‘ marginal propensity
to consume’ in Mr Keynes’ system, compare § 4 below and G Haberler
*Mr Keynes’ Theory of the Multiplier ’, 1n Zeuschnft fur Nationaloko-
nomzie, Vol 7, 1036, pages 299 et seg  On the logical and methodulogical
principles involved, see T W Hutchinson The Significance and Basic
Postulates of Cconomic Theorv, London, 1938, passim

v Id |, page 249

' Iad Cf also Gemeral Theory, Chapter 7
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total sales of that commodity, the motives of purchasers differ
from those of sellers. In the same way, the motives for investment
differ from those for saving, and the word * investment >’ may be
used for the value of unconsumed income when the context refers
to the motives of investors, while the word “ savings ”* may be
used for the same quantity when it 1s desired to emphasise the
motives of savers !

S 3 HOARDING, LIQUIDITY PREFERENCE AND [HE RATE
OF INTEREST

The theory of intetest has for a long time been a weak spot 1n
the science of economics, and the explanation and determination
of the interest rate still gives rise to more disagreement among
economusts than any other branch of general economic theory

For a long time, the theory of interest has had

The “ pure” two distinct branches or stages There 1s (2) the
theory  “pure” theory of interest in essentially non-

of wterest monetary terms explamning the rate of interest as
the price of capital, determined by the margmnal

productivity of capital 1n a technological sense and by certain
psychological factors (time-preference) influencing the relative
urgency of present and future needs, Professor MARGET? calls
these doctrines “ real capital theortes ” (That some writers,
chiefly the followers of Bohm-Bawerk, go on to interpret marginal
productivity of capital in terms of a lengthening or shortening
of the pertod of production, whilst other writers object to that
mterpretation, has been mentioned on an earlier occasion )3

! Further elaborations will be found in G Haberler * National Income,
Savings and Investment ”, in Studies 1 Income and Wealth, Vol II,
published by the National Bureau of Economic Research, New York,
1938

* In a series of (unpublished) lectures delivered at the London School
of Economics, 1933, and in an unpublished paper submitted to the Ame-
rican Economic Association at its meeting 1in Atlantic City, December
1937 The hustory of the two groups of theories and of the attempts
at bridging the gap between them will be traced in Professor Marget’s
forthcoming Vol II of his Theory of Prices

3 See footnote ! on page 40 above
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We have (b)) a monetary theory of the rate of
The  loanable- interest which runs 1n terms of demand for and
Sfand > theory supply loanable funds or credit ot claims ~ Elabo-
of interest  rate attempts have been made at reconciling and
integrating these two branches  In the Wicksellian
and neo-Wicksellian literature—e g , as reviewed above in Chapter 3
—a detailed analysis 1s given of the mechanism by which, and the
routes through which, pecuniary surface forces realise or falsify
the fundamental relationship postulated by the ““ pure ’ theory of
interest  One may very well hold that this integration has not
been satisfactorily achieved, but one cannot say 1n justice that the
problem has not been recognised
The monetary theory of interest in terms of supply of and demand
for loanable funds has to be regarded as a first approximation to a
more elaborate treatment of the matter It has been presented 1n
the first edition of this book, 1t 1s the theory expounded by
Professor OH11N, as reviewed above 1n § 2 of this chapter (page 183)
It 1s, as Professor ROBERTSON puts it, ““ a common-sense account
of events ” which attempts to give ““ preciston to the ordinary
view enshrined 1n such well-known studies of the capital and credst
market as those of LAvINGTON! and HAWTREY, as well as 1n a
thousand newspaper atticles > 2
This “ common-sense >’ explanation of the rate of interest,
and the more elaborate theory behind it, has been criticised by
Mr KeynEes and other writers He has replaced it by a purely
monetary theory, in which the rate of interest 1s completely
drvorced from the demand and supply of saving and explamed
instead by means of the “ liquidity preference schedule * and the
quantity of money ®

' The ILnghsh Capita’ Market, London, 1921 (3rd ed , 1934)

* Economic Journal Vol 47 page 428

* Professor | R Hicks too in his book Value and Capital (which
appeared—Oxford 1930—when this edition was already 1n print)
distingumshes between * real capital ” theories of interest and “ loanable
funds ” theories (page 153) He calls thisa * serous drvision of opinion ”
which marks a *“ real dispute ” * But the real dispute has lately been
complhicated by a sham dispute within the ranks of those who adhere to
the monetary approach ™ This refers to the dispute between Mr Keynes
and his followers on the one hand and the demand-for-and-supply-of-
loanable-funds theorists on the other hand
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Before we analyse more closely Mr KEynEs’
Mr Keynes’ theory, we may clear the ground by reviewing the
erstscism of the reasons, given by Mr. KEYNES and hus followers, for
“classical” rejecting the traditional theory of the rate of
theory  1interest
of wnterest The greater part of Mr KErYnes’ criticism 1n
the chapter on “ The Classical Theory of Interest 1
1s directed against what we have termed above the * pure theory
of interest ”’ and, more particulatly, against that version which
explains the rate of interest by the interaction of demand and
supply of saving or capital Mr KEYNES points out that there 1s
no ‘“ matertal difference ” between “ the demand curve [for capital]
contemplated by some of the classical writers > and his “ schedule
of the marginal efficiency of capital or nvestment demand-
schedule ” 2 Agamst this demand curve, some classical writers seta
supply curve of capital—that 1s, a curve showing how much saving
(ot capital) would be supplied at different hypothetical tnterest
rates The intersection of the two curves then determuines simul-
taneously the rate of interest and the amount saved and 1nvested
Cutictsing this scheme, Mr KEyYNES rightly points out that the
amount saved depends, not only on the rate of interest, but also
on the level of mcome In fact, most writers agree concerning
the manner 1n which the rate of saving depends on the level of
income the higher the mncome level of an 1ndividual, the higher
tends to be the amount saved ® It 1s not so clear, on the other
hand, how a rise mn interest rates will affect the rate of saving ¢

Y Cf General Theory, Chapter 14, pages 175 to 193

¢ Loc cit, page 178

* In some contexts, Mr Keynes and many other writers make a
stronger assumption they assume that when incomes rise, not only the
absolute amount of saving rises, but also the proportion of mcome saved
goes up This 1s, for instance, 1implied by the widely accepted proposi-
tion that a more unequal distribution of the national income tends to
increase the amount saved by society as a whole

¢ It has frequently been pomnted out that some people may save less
at a higher than at a lower interest rate, although 1t has been widely
assumed that, for very low rates of interest, the saving incentive for
the community as a whole tends to vanish
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For short-run fluctuations, however, important
The propensity qualifications must be made, even in respect of
20 consume the first-mentioned relationship—viz., that between
in the  the amount of saving and the level of ncome If
short-run  we say that there 1s widespread agreement among
economists to the effect that the amount of saving
1s positively correlated to the level of income, that refers to
individuals—not necessarily to society as a whole, because of
possible changes 1n the distribution of 1ncome—and under settled
conditions  Especially in the case of rapid changes, the rate of
change of mcome and recent fluctuations of the income level
undoubtedly play an important role  If, for example, the mncome
of a person rises unexpectedly, at first consumption may not rise
at all, later on, the level of consumption will be gradually raised
Furthermore, expectations entertained by the individual about the
level of income in future periods play a leading réle and these
expectations will be profoundly influenced by the history of recent
fluctuations !
To return to the dependence of the rate of saving
Interdependence upon the level of income for each income level,
of demand for a separate curve showing how much would be
and supply saved at different interest rates ought to be drawn 23
of saving  This being agreed upon, the next step in Mr Key~es’
crticism follows conclusively  the demand and

! These remarks are by no means intended to be exhaustive The
problem could be settled only by extensive empirical studies Some
further obseivations will be found 1n Chapter 10, § 6, below Here the
aim 18 to caution the reader against accepting too easily the view now
prevalent that the positive correlation between income and tne amount
of saving can be taken as a secure basis of further deductions for the
purpose of explaining the business cycle as well as for long-run tendencies

* It would be easy to construct a three-dimensional diagram exbibiting
the dependence of the rate of saving on the two factors level of income
and rate of interest A complete theory would have to take still other
factors into consideration—e¢ g, the rate of change of income

* Mr Kecynes has not included in s theoretical scheme (although he
has made some slight allusions to 1t) the obvious fact that investment
(demand for capital), must be assumed to depend, not only on the rate of
interest but also on the level of income

Mr J R Hicks and Mr O Lange, 1n their respective diagrammatic
expositions of the Keynesian theory (* Mr Keynes and the ‘ Classics ',
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supply curves of saving are not independent of one another If,
for instance, there appears a new stimulus to investment, if, that 1s
to say, the investment demand curve shifts upward, income will, 1n
general, rise and the supply curve of saving will shuft too  Like-
wise, a shift 1n the latter will make the demand curve shift

Tosumup the main defect of the ““ classical ”’ theory of interest,
according to Mr KEvNEs, 1s that 1t treats tncome as a given
magnitude, as a determunant of the system and not as a variable.

If this criticism 1s valid as regards the static or equilibrium
theory of 1nterest,! 1t would not appear to apply to the short-run
or monetary theory of the rate of interest as developed by the
followers of WickseLL In this theory, the variability of mcome
depending upon the shifts 1n the investment-demand and saving-
supply curve 1s not neglected, for a continuous and sustained
change 1n 1ncome 1s an essential feature of the Wicksellian cumu-
lative process A rise 1n income 1s characteristic of an expansion
process, a fall of income, of a contraction process Moreover,
this theory allows for the purely monetary influences on the rate
of interest, 1ndeed, these influences operating on the actual market
rate of interest are, as we have seen 1n Chapter 3, the very essence
of the theory 2

What, then, are Mr KEeyNEs® objections against the theory which
concetves of the rate of interest as determined by demand for and
supply of credit?

A Suggested Interpretation ”, in Econometrica, Vol 5, 1937, and * The
Rate of Interest and the Optimum Propensity to Consume ”, 1n Economica,
February 1938), have filled that gap It would, however, seem to be
more correct to say that the investment demand depends on the rate of
change rather than on the level of income That amounts to introducing
into the system the acceleration principle which i1s a dynamaic relationship
(in a sense which will be discussed 1n § 6 of this chapter)

* Whether this theory, 1n spite of 1ts admitted shortcomings, has not
1ts merits, 1n relation to long-period equilibrium or as an 1deal case realis-
able under certain special assumptions or as a purely theoretical standard
of reference, we need not discuss 1n this connection, because we are here
concerned more with the short-run (monetary) variety of interest theory
which 18 used 1n busmess-cycle analysis

* Mr Keynes accuses the * orthodox ” theory of having overlooked
these monetary influences, hence he must have the “ pure ” theory of
mterest n pund  Cf his * The Theory of Interest * i Lessons of Mone-
tary Experience, New York, 1937, page 147
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We are not here concerned with the concept of

Criticasm of the “ natural ” or equilibrium ” rate of interest (as
the mometary discussed in Chapter 3), but with the underlying
theory  explanation of the market rate by means of demand
of mnterest and supply curves of credit, as developed 1n
Chapter 3, and niore fully 1n § 2 of this chapter 1n
elaboration of Professor OHLIN’S theory =~ We recall that demand
for and supply of credit 1s not the same thing as demand for and
supply of (ex ante) saving, but that the curves relating to the
latter form a part of the curves relating to credit
Obyections are rased against that theory on the ground of its
1mplying (2) that “ saving 1s not necessarily equal to investment ”’,
() that  the amount of money hoarded 1s not necessarly equal to
the ncrease 1n the amount of money ” !
The first of these two difficulties has already been discussed 1n
§ 2 of this chapter, 1t would appear to arisc from the various
possible meanings which may be attached to the terms “ saving
and “investment ”” If these terms are defined in the manner
proposed by Professor RoBERTSON, the difficulty would seem to
disappeat, and Profesor OHLIN’S analysss, 1f carried to 1ts logical
concluston, gives the same result
The second diufficulty, concerning the term
The concept  ““ hoarding ”°, requires careful consideration, because
of 1t has been an important source of confusion and
“ boarding> musunderstanding in recent years
The term “ hoarding > 1s alien to Mr KeyNss’
terminological system It 1s used only when reference 1s made to
theoties of other writers  In such cases, however, 1t would seem
that the term 1s used 1n two distinct senses, and the sense which,
1n most cases, 1s applied and attributed to other writers would seem
to differ from the meaning attributed to 1t explicitly or implcitly
by those writers themselves
According to this definition,  net new hoarding ” (1n the sense
of the amount hoarded, that 1s, of the result of this activity,
“hoarding ”’, during a certamn pertod) 1s the same thing as the

' A P Lerner “ Alternative Formulations of the Theory of Interest ”,
in the Lconomic Journal, Vol 48, June 1938, page 215
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increase 1n the quantity of money during that period  For, if an
individual’s net hoarding 1n any period of time 1s defined as the
additton which he makes to his holding of money during that
period, the net hoarding of the whole communuty must be equal to
the net increase 1n the amount of money tn existence  ““ Dishoard-
ing ”” (in the sense of the amount dishoarded) ts the same thing as a
decrease in the quantity of money The total amount hoarded
at any time “ must be equal to the quantity of money > !
* Holding money ’ and “ hoarding money * are thus synonymous
terms, and since all the money 1n existence at any moment of time
1s held by somebody—if 1t were not “ held >> by somebody (if,
for example, 1t had been lost), 1t would not be counted as being n
existence—all the money 1s always hoarded

In a few cases, however, another definition 1s given of hoarding—
viz  “ the quantity of money znus what 1s required to satisfy the
transaction-motive ’*—in other words, 1dle or tnactive money,
including notes, coins and deposits or whatever 1s regarded as
money Net hoarding or dishoarding duting a given pertod
means, then, an increase or decrease of idle balances This
definition would seem to be roughly equivalent to the general
meaning of the term 2 On some occasions, however, the two
concepts are used interchangeably although what holds true of
one of these concepts need not and will not be true of the other  In
patticular, the theory? that any attempt of the public to hoard can
only push up the interest rate, but cannot increase the aggregate
amount hoarded unless the banking system increases the amount of
money, 1s correct only 1f hoarding 1s defined 1n the wider (unusual)
sense If 1t 1s defined as an accumulation of :d/e balances, the
public can hoard without any help from the banks Even if the

t General Theory, pagc 174

* As 1s usual with economic terms, there are points of detail where
the general usage 1s not unambiguous They will be discussed presently

* This argument has been frequently expressed in recent years See
for instance, ] M Kevnes, General Theory, page 174, and Ecomomic
Journal, 1937, pages 250-251 , A P Lerner, “ Mr Keynes' General
Theory of Employment, Interest and Money " (Iniernational Labour
Review, Vol 34, October 1936, page 435, R F Harrod, Zeutschrift
fur Nationalokonomie 1937, page 494 R F Kahn, Econmomic Journal,
Vol 47, 1937, page 671
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quantity of money 1s kept constant, the amount of s« balances
can be tne eased by the public at the expense of active balances
Tt 1s desirable, therefore, to define more precisely the meaning
of the term and to state scme of 1ts implications and corollaries
The concept of ““1dle balances” presupposes the

The concept assumption of some sort of an average or normal
of “udle  rate of turnover or veloctty of circulation  For, 1n
otder to make the concept prectse, 1t must be speci-
fied how long a balance 1s to rematn dle, so that

it should be regarded as falling under the category of “idle
balances ¥ Overnight, all balances are 1dle, and over a sufficiently
long pertod, all may have been active, 1 the sense of having been
turned over,

People sometimes separate the balances which they keep “1dle ”’
from those which they * use ”, by putting the former on savings
or time accounts while keeping the latter on checking accounts
But such 1s not always the case and, if 1t 1s not, one cannot ascertain
whether an individual or soctety as a whole has hoarded or not by
comparing the amount of money held (by the individual or by all
individuals) at different pomnts of time  We may express this by
saying that hoarding has a time dimension

Hoarding and dishoarding thus means or implies

Hoardmg  a decrease or increase 1n the velocity of circulation
and the  of money U/, or an increase or decrease 1 the rect-
velocity of procal of 1/—that 1s to say, in the Marshallian?! £
arculation  Should we then say that “hoarding > (* dishoard-
of mongy  1ng ) and “ decrease (increase) of 17"’ are synony-
mousterms ? Thisisa terminological question which

1t 15 difficult to answer definitely on the basss of the general usage of
the terms 1nvolved  Let us briefly and roughly consider the main
forces responsible for changes in 1/ (interpreting it, for the moment,

balances”’

t Itis hoped that further details lying behind the concept of  veloaity ™
may remain undiscussed—viz ,the fact that we have, strictly speaking,
to distinguish between a * transaction-velocity ™, an “income-velocity * and
some other varieties, and correspondingly between a * transaction-k ",
an ‘“ income-k ", etc, the formal nature of the relation between ¥V
and k—wviz, that of reciprocity-—remaining in all cases the same On
ths, compare the literature quoted above, Chapter 3, § 6, page 62
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as “ transaction velocity ). 17 will change (@) if the habits of
payment (e g , the 1ncome period) change, (b) 1f, with stable habits
of payment, some money 1s ““ withheld from circulation ”, ot () of
money flows into spheres (say agriculture) or rcgions? where 1ts
velocity of circulation s smaller than 1n those sphetes or countries
whence 1t came

Some writers may prefer to reserve the term “ hoarding  for
such changes in 17 as are due to the factor (), (c1, perhaps, to (a)
and (b)), they would then have to say that 1" 1s also subject to
changes for reasons other than hoarding To cenfine the term
“ hoarding ” to phenomenon (b) would seem to correspond best to
the definttion of hoarding as the accumulation of 1dle deposits (unless
the term “ 1dle deposit” 1s given a rather wide meaning )  Suppose,
for instance, that habits of payment so change that certain incomes
which have been, so far, patd out 1n weekly instalments are, from
now on, distributed 1n monthly payments Assuming that before
and after the change 1n the length of the income period has occurred,
all money recetved 1s spent gradually during the respective income
petiod, then the velocity of money 1s decreased, the money rests, on
the average, longer 1n the pocket (or on the account) of the income
recetver  Nevertheless, such deposits would presumably still be
regarded as active, and not as 1dle, deposits

The whole matter 15, however, one of convenience and custom
one might just as well say that the deposits 1 question have become
less active (that 1s, they are spent less frequently) and hence speak
of an “act of hoarding” But we need not here come to a
definite decision or, rather, make a definite terminological proposal
Suffice 1t to call attention to the various possibilities

From the pomnt of view of the feasibility of statistical measure-
ment, the definition of hoarding as equivalent to a change 1n I/
seems to be more convenient, because an actual separation of the
influence on ¥ of the three factors mentioned above will, 1n
most cases, prove to be 1mpossible.

t This has been frequently mentioned 1n connection with international
flows of funds Cf, for example, ] Viner Studies sn the Theory of
International Trade, Chapters VI and VII, passim
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One more word on the definition and measure-
ment of hoarding by an individual (person, house-
hold, firm) may be in order We shall say that an
indrvidual has hoarded (dishoarded) if the fraction
imncome (ot transaction)

Definstion of
hoarding by
an indwidual

decreases (increases) It
average cash holding

will be observed that this expression s the reciprocal of the
Marshallian £1 Hence, if an individual’s volume of transactions
or mncome rises (falls) and his average cash holding rises (falls) n
proportton, the individual neither hoards nor dishoards 1If, for
instance, somebody’s monthly income used to be $200, was
recetved on the first of each month and spent evenly duting the
month, and if the income now rises to $400, which is again recerved
on the first of cach month and spent evenly during the month,
the average cash holding per day has become twice as high as
before, but no hoarding has occurred  The same 1s true if income
and average cash holding fall pars passu It 1s, of course, possible
for a decrease 1n 1mcome to 1nduce a person to dishoard—that 1s,
to reduce hus expenditure by less than his income and to deplete
avatlable cash resources But looking at the average cash balance
alone, we cannot tell whether hoarding or dishoarding has
occurred or not This point 1s frequently ovetlooked 2

t % usually refers to :ncome , 1t 1s then the reciprocal of income velocity
But there 1s, as was pointed out above, a * transaction-# * It will be
observed that it does not matter whether we express the magmtudes
involved (income, volume of transaction, average cash holding) 1n mone-
tary or in “ real ” terms (¢ g, in wheat, as Professor Pigou, following
Marshall, does), because the denominator and numerator of the fraction
would have to be deflated by the same 1ndex number, 1f we changed from
one numéraire to another

* If we adopt this definition 1n respect to individual hoarding, and if
we agree that any hoarding by society as a whole must be allocated to
certain 1ndividuals, we have implicitly answered the terminological
questions raised above as to the relation between the “ hoarding ” and
“ velocity ”’ concepts Suppose there 1s no change in the habuits of pay-
ment , if, then, demand shifts in such a way that the income of people
who hold a small proportion of their income in the shape of money
(whose & 13 relatively small) decreases, while the income of people who
hold a large proportion of their income in money (whose % 1s great)
increases, velocity of circulation decreases for society, whilst nobody
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Finally, 1t should be observed that the total amount which an
individual or a firm 1s able to hoard during a given pertod 1s by no
means always limited by the income recetved during this period or
by net new saving It would perhaps be better to refrain from
saying that a part of income or of saving 1s hoarded and, nstead,
to speak only of the hoarding of money But whether this
terminological rule 1s observed or not, 1t should be clear that an
individual (firm) may hoard, besides money 1ncome, all the money
recetved from regular sales We then speak of the hoarding of
amortisation quotas and of working capttal  In addition an inds
vidual may sell any asset 1n his possesston and hoard the proceeds-
Or he may borrow (sell claims) and hoard the proceeds of the loan !

We can pass now to Mr KEynEes’ theory of the rate of mterest
and 1nvestigate whether ot not it 1s compatible with the traditional
views

Mr KEevnes holds that the rate of interest,
The definition contrary to the traditional view, according to which
of the rate of 1t 1s ‘ the reward of not spending > (on consump-
mterest  tion), 1s “ the reward of not hoarding 2 “ the
reward for parting with liqudity for a specified
period 3 It “1s a measure of the unwillingness of those who
possess money to part with their liquid control over it The
rate of interest 1s not the ‘ price > which brings mnto equilibrium
the demand for resources to 1nvest with the readiness to abstamn
from present consumption It 1s the ‘price’ which equilibrates
the desire to hold wealth in the form of cash with the available
quantity of cash 4

need have hoarded, on our defimtion This would, for example, be the
case if demand for agricultural products increases (assuming that the
farmer’s % 1s greater than the industrialist’s k)

! Mr Keynes 1s, of course, quite right in saying that ¢ the decision to
hoard 1s not taken absolutely » (Gemeral Theory, page 174) It may
depend on the price obtainable for certain assets Given a certain
situation, we may conceive of a demand curve for idle balances plotted
against the rate of interest

* General Theory, page 174

Y Ind, page 167 Precisely the same defimition has been given by
Professor Albert Hahn 1n hus Volkswirtschaftiiche Theorie des Bankkyedsts,
Tudbingen, 1920

¢ Ivd , page 167
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However, as Professor ROBERTSON ! and others have powmted
out. one alternative would not seem to exclude the other : the rate
b4
of interest may well be regarded a> 2 reward both for not-con-

suming avd for not-hoarding In order to earn interest, one must

normally refrain not only from Ieeping money 1dle (from hoarding

1t), but also from spending 1t for consumption But the first
(Mr KeynEes’) condition 1s, perhaps, less essential than the second.
As everybody knows, hanks sometimes pay interest on demand
depostts  If, then, hoarding takes the form of keeping idle
depostts (rather than notes or coins), 1t does not preclude their
earning interest on the amount hoarded, and the rate of interest
cannot be said to be the reward for moz-hoarding It s true that the
rate of interest on demand depostts 1s usually lower than the rate
on time depostts ot the bond rate  But this 1s not necessarily so,
we can easily concerve of a situation where we have the same
rate for all kinds of assets, and there have been instances when
shott-term rates of interest have been higher than long-term
rates  Hence, the deposit rate (reward for hoarding) may be higher
than, for 1instance, the bond rate (reward for parting with liquidity)
About the definition of the rate of intercst, there 1s no real
difference of opinton  Everybody means the same by “ rate of
mnterest * (at least, by the “ explicit * rate of interest)—viz , “ the
price of debt 2 or of a loan which 1s evidently the same as a debt 3
Disagreement arises only when 1t comes to explaining the factors
which determine the level of and fluctuations 1n the rate of mnterest

1 Lconomrc Jourmal, 1937, page 43t * The fact that the rate of
mtercst measures the marginal convenience of holding idle money need
not prevent 1t from measuring al/so the marginal inconvenience of abstain-
mg from consumption Decumulation, as well as keeping hoarded, 1s an
alternative to keeping invested ”

* Kevnes General Theory, page 173, bottom

* Everybody means by * the rate of interest ” the rate of interest
on money loans—money loans of different duration security, etc By a
money loan, we mean a loan which 1s expressed mn terms of money
Interest and principal could be expressed 1n terms of other things than
money But even if they are expressed in money, the loan need not be
paid out or repaid 1n money (cash) It may be given and repaid in kind
and still be a money loan Hence, what 1s needed is a numéraire and
not actual money of exchange
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How does Mr KryNEs' theory mn this respect

Ligudsty differ from the traditional views > According to

preference. Mr KEYNEs, the rate of interest 1s the resultant of

demand  two factors liquidity preference and the quantity of
for money. money. “ Quantity of money ” we can translate
by “ supply of money ” The money 1s taken as
fixed by the monetary authorities, or the banking system, according
to some principles of monetary policy It may concetvably be a
function of the rate of interest—that 1s, the banks may, for example,
putsue the policy of expanding the supply when the rate of interest
rises  But, usually, this 1s not the case It should be noted that
by “ supply of money ”’, Mr KEyNEs means the total supply for all
purposes and not the supply of loanable funds alone  In this latter
sense, the term * supply of money > 1s frequently used in the
financial literature on the *“ money > market

It 1s not so easy to interpret the term “ Iiquudity preference 1
“ The subject 1s substantially the same as that which has been
sometimes discussed under the heading ¢ Demand for Money * 7’2
Hence we may formulate the rate of interest 1s determined by
demand for, and supply of, money rather than by demand for,
and supply of, saving or credit (loans)

At first sight, this theory seems indeed revolutionary and
to run countet to many well-established doctrines. This impres-
ston is strengthened by Mr KEeyNEsS’ apparent denials that an
increase 1n the rate of saving, ceferss paribus, tends to lower the
rate of Interest, that a rise in the marginal efficiency of capital
(demand for loanable funds) resulting, say, from a new invention
ot from a turn of the general sentiment towards optimtsm tends,
ceferis paribus, to raise the rate of mterest® He seems to imply,
furthermore, that any increase 1n the quantity of money, ceserss
paribus, tends to depress the interest rate (at least in the first
mnstance, notwithstanding indirectand psychological repercussions)

* On the various meamings with which 1t 1s used by Mr Keynes 1n dif-
ferent places 1n his writings, compare, especially, Max Milhkan * Liqui-
dity-Preference Theory of Interest ”, in dmerican Economic Review,
Vol 28, June 1938, pages 247 et seq

* Gemneral Theory page 194

3 Jbid , pages 140, 165, 184 and 185
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A more careful analysts of what 1s meant by ““ hquidity prefer-
ence ” or © demand of money " will show, however, that the real

difference between Mr Krynes' theory and the theory which
explains the ratc of interest aud 1ts daily fluctuations by the imter-
action of demand for and supply of credit or loans (not saving)
1s not so great as may at first sight appear A fundamental
disagreement seems to arise, mainly because hidden assumptions
are overlooked, especially those which are covered by the ceferss-
paribus clause  The “ other things * which are assumed to remain
unchanged are not the same for all writers Hence their disagree-
ment 1s frequently due to thetr falure to realise the fact that they
start from different assumptions, rather than to the fact that they
arrive at different conclusions under the same set of assumptions
Mr Kevnes distinguishes three motives for
Three  holding money  (¢) the transactions-motive, ()
motwes  the precautionary-motive and (i) the speculative-
for holding motive The transactions-motive 1s defined as
““ the need of cash for the current transactions of
personal and business exchanges ”’t and 1s split up
mnto the “ mcome-motive and business-motive 2 * One reason
for holding money 1s to bridge the interval between the receipt
of income and its disbursement and, similarly, the
interval between the time of incurring business costs and that of
the receipt of sales proceeds 2 In other words, a certain
amount of money 1s required to “ handle ** a certain 1ncome and a
certan volume of transactions How much money 1s needed
depends on the velocity of circulation of money and 1s determined
by the habuts of payment and other factors which have been touched
upon 11 an earlier chapter, where references to the relevant hiterature
are to be found 3
The precautionary-motive 1s described as the desire to hold
cash “ to provide for contingencies requiring sudden expenditures

money

' General Theory, page 170

s Ibid , page 195
* Compare footnote * on page 59 (Chapter 3, § 6) The locus classicus
of the discussion of these problems 1s Professor Marget’s Theory of Prces,

New York, 1938
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and for unforeseen opportunities of advantageous purchases .1
Mr Keynes assumes that the amount of money needed for this
purpose, as well as the amount needed for transaction purposes,
depends on, and varies with, changes 1n the actual level of activity
(more precisely, volume of transactions)

By the speculative-motive, Mr. KEYNES means the inducement
to hold money for the purpose  of securing profit from knowing
better than the market what the future will brng forth 2 If, for
nstance, one expects the price of debt (¢ g , of bonds) to go down—
that 1s, the rate of interest to rise—one will try to change from debt
to money, to sell bonds and hold money Mr Krvnes believes
that ** general experience indicates that the aggregate demand for
money to satisfy the speculative-motive usually shows a continuous
response to gradual changes in the rate of intetest—s ¢ , there 1s a
continuous curve relating to changes 1n the demand for money to
satisfy the speculative-motive and changes 1n the rate of interest as
given by changes m the price of bonds and debts of various
maturities ”’ 8

Mr Keynes believes, furthermore, that 1t 1s
Hoarding and roughly true that the total amount of money, M,
the rate of can be divided 1nto two patts, M, and M,, of which
mterest  the first part, M,, 1s held to satisfy the transactions-
and precautionary-motives and the second part,
M,, to satisfy the speculative-motive ¢ M, may thus be called
active or circulating money, whist M, 1s hoarded or idle or
mactive money M, varies with the level of income or, rather,
with the volume of transactions M, depends on the interest
rate 1n such wise that it rises when the 1nterest rate falls and falls
when the interest rate rises

This would seem to be the most 1mportant new relationship

introduced by Mt KEYNES, new, not 1 the sense that 1t has never

! General Theory, page 196

' Ibwd , page 170

* Itnd , page 197

¢ Itnd , page 199 Mr Keynes realises that this 1s not quite correct,
because * the amount of cash which an mdividual decides to hold to
satisfy the transactions- and precautionary-motive 1s not

entirely independent of what he 1s holding to satisfy the speculative
motive "

15
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been suggested 1n the literature, but 1n the sense that 1t has never
been carried through consistently ~ We may formulate thistheorem
also by saying that hoardmng tends to be stimulated by a fall,
and checked by a rise, 1 interest rates. Hoarding becomes cheaper
when mterest rates fall, and costly when they rise  In stul other
words, we may say that the velocity of circulation of money? 1s
positively correlated to the rate of interest 2

It will be conventent in the following analysis to distinguish
sharply between liquidity preference 1n the wider sense and 1n the
narrower sense By the former, we mean the demand for money
for all purposes, inclusive of the transaction purpose (M, + M,),
by the latter, demand for idle balances, M,, alone  The narrower
definition corresponds better to the everyday meaning of the term
“ liquidity preference > We shall therefore call 1t “ Iiquidity
preference proper ”  If somebody sells an asset agamnst money
and keeps the proceeds 1dle or if he refrains from spending all
his money receipts as usual, we may describe that as an increase 1n
his hquidity preference  Suppose, on the other hand, that wages
rise but interest rates remain constant because the banks increase the
money supply, then the average cash holdings of the working
population will rise, and we have to describe that in Mr Keynes’
termunology as a rise in liquidity preference 1n the wider sensc
more money 1s held for transaction purposes 3

t We think of the velocity of AI, whilst Mr Keynes (General Theory,
page 201) speaks of the velocity of M, alone Mr Keynes speaks further-
more of tmcome velocity rather than of transactions veloctty

* A very instructive mathematical and diagrammatic exposition of
these relationships and of Mr Keynes’ General Theory, in toto, has been
given by Dr Hicks * Mr Keynes and the Classics ', Econometrica April
1937, and by O Lange * The Rate of Interest and the Optimum
Propensity to Consume ”, in Economica, February 1938, pages 12 ef
seg  Of the latter, Mr Keynes says that 1t “ follows very closely and
accurately [his] ine of thought ”  (Economic Journal, Vol 48, June 1938,
page 321 )

* Mr Keynes himself states his theory sometimes 1n terms of hqudity
preference 1n the wider sense and sometimes mn terms of liquidity prefer-
ence proper An example of the latter will be found in Economic Journal,

1937, page 250 ** If we mean by * hoarding ’ the holding of 1dle balances,
then my theory of the rate of interest might be expressed by saying that
the rate of interest serves to equate the demand and supply of hoards »
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This terminology does not appear to be 1n accord with everyday
language
Let us now consider how far Mr Krynes’ liquidity-preference
theory and the traditional demand-for-and-supply-of-loanable-funds
theory of interest are teally at variance
Take, first, an 1ncrease of the demand for capital—
How a rise i that 15, in Mr KEYNES® terminology, an upward
mmvestment  shift of the schedule of the marginal effictency of
demand  capital, which 1s characteristic of the prosperity
influences the phase of the business cycle Suppose an increase
interest rate 1 consumers’ expenditure (however brought
about) or improved expectations or inventions
make entrepreneurs eager to invest They demand investible
funds, and, according to the traditional views, that will tend to
drive up interest rates
In spite of the impression to the contrary, this 1s not in contra-
diction with Mr Krynes’ theory  We have only to translate what
we have just said into his terminology  There are, mn fact, two
possibilities  First, 1f an entrepreneur borrows additional money
from the market 1n anticipation of a future increase 1n his expen-
diture for investment purposes,! this represents an increase 1n his
liquidity preference, for his demand for money has increased
without either a fall 1n 1nterest rate ot, as yet, a rise 1n the volume
of transactions But, secondly, the entrepreneur may borrow
addittonal funds no quicker than he spends additional funds on the
increased investment In this case, as indeed in the previous
case also, there will be a rise 1n the volume of business transactions,
and this will lead, sooner or later, to an increased demand for
money to finance the larger tumover This will involve a rise 1n
interest rates, according to Mr KEYNES, because less of the existing
supply of money will remain available to satisfy the speculative
motive for liquidity
In either case, therefore, if the supply of money does not rise,
the rate of interest must go up This qualfication about the
supply of money cannot gtve rise to any disagreement, for 1t will

T This case 1s an example of the demand for “ finance ’ for planned
investment, which 1s discussed below, page 212
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be accepted by the adherents of the traditional views Al agree
that, 1n spite of an increasc 1n demand for loanable funds, the
mnterest rate will not go up if (4) the banks supply the necessary
funds or (4) the public supplies them by dishoarding at unchanged
interest rates
Case (2) has been recently described by Mr KeyNes, alternatively,
as an 1ncrease of the willingness of the banking system to become
iliquid, which cancels the r1se 1n the liquidity preference of the
public  “ One could regard the rate of mterest as betng
determined by the interplay of the terms on which the public
desires to become more or less liquid and those on which the
banking system 1s ready to become more ot less 1lliquid ! Apart
from terminological differences, therefore, this theory and the
loanable-fund (1n this case bank-fund) theory would seem to be
almost 1dentical
In Mr Krynes’ terminology, case (4) would have to be construed
as a dectease 1n the liquidity preference of those who are “ willing to
release cash ”’? which cancels the increase 1n the liquidity preference
of the entrepreneurs and thus leaves the interest rate constant
When the entreprencurs then spend the money on wages, etc,
they become less liquid (their liquidity preference decreases), but
the successive recipients of the money become more liquid (therr
liquidity preference increases) This can also be expressed by
saying that income (or transactions), which is one source of the
demand for money, goes up More money 1s needed to satisfy
the transactions-motive, and this drives up (or keeps up) the
interest rate, unless less money 1s needed for satisfying the specu-
lative-motive—in othet words, unless somebody “ releases cash”
(that 1s, dishoards)
In a recent contribution,  The ¢ Ex-Ante’
Planned invest- Theory of the Rate of Interest 7’ Mr Keynes has
ment and  modified, and elucidated, his theoty in a way which
mnterest rates makes 1ts similarity with the loanable fund theory
still clearer In his Gemeral Theory, he explamned
that the demand for money depended on the rate of interest

v Economac Journal, Vol 47, 1937, page 666
* Jind , page 667
* Ibsd , pages 663 ef seq
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(determining the demand for 1dle balances) and on the actual level
of activity (determining the demand for circulating balances)
Ths, 1t 1s now admutted, was an mncomplete statement * The
additional factor, previously overlooked, to which Professor
OuLIN’s emphasts on the ex-ante character of investment decisions
has directed attention, 1s the following > There 1s a thurd
factor affecting the demand for money—viz, the necessity of
providing what Mr KEYNES proposes to call “ finance ” for
planned investment Before activity has actually gone up, funds
for the intended outlay must be secured  During the inter-
regnum—and during that pertod only—between the date when the
cntrepreneur arranges his finance and the date when he actually
makes his investment, thete 1s an additional demand for liquidity
without, as yet, any addittonal supply of 1t necessarily arising ™
(page 665) The adherents of the loanable-fund theory would
merely substitute “ credits » for the word ““ liquidity ” in this
sentence

Mr KexNes rightly points out that this additional demand must
meet with addittonal supply, if the rate of interest 1s not to tise
Somebody, the banks or the public, must “ deplete their exzstng
cash >’ (page 666), and he criticises Professor OHLIN for suggesting
that ex-ante saving out of future income can satisfy the demand for
finance 'This 1s the same critictsm as was made above when
1t was said that ex ante saving 1n the sense of saving out of a future
income cannot affect the bond market #ow  This crittcism loses
its validity, however, if ex-ante saving 1s mterpreted, as was
suggested above, 1n the Robertsonian sense, as saving out of a
previously recetved mcome The demand for finance can be
satisfied by tncreased saving 1n this sense or by dishoarding  Both
sources can be described (in Mr KEYNES’ words) as a depletion of
existing cash—cash from 1dle balances or, 1n the case of additional
savings, cash released from transactions balances by the reduced
expenditure on consumption goods

One point regarding Mr KEYNES’ theory of * finance > has
given rise to an interesting discussion which throws much hght

Economc Journal, loc cit , page 665
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on the whole 1ssue ! It 1s Mr KEYNES® nsistence that “ finance 1s
essentially a revolving fund As soon as 1t 1s € used ’
1n the sense of being expended, the lack of hiquidity 1s automatically
made good and the readiness to become temporarily unliquid 1s
available to be used over again >2
Professor ROBERTSON objected that finance funds which have
been spent can be made available for new financing only if they are
saved (1n Professor ROBERTSON’s sense) by one of the successive
reciptents Mr KFrFyNEs® reply clearly indicated that there 15 no
disagreement except a terminological one, due to the different
definition of the concept of saving Mr KEeyNEs explains
“ The demand for cash falls away unless the completed activity
(associated with the expenditure of the finance funds) 1s being
succeeded by a new activity >’® It would appear that this cond:-
tton mught well be accepted by Professor Rosrrrson  for the
primary activity will be succeded by a new one, if the money 1s
agaln spent on consumption, if it 1s saved, the “ chain of acttvities
1s interrupted, the demand for cash falls away unless the saving
leads to a fall 1n interest rates which stimulates 1nvestment, or
unless the marginal efficiency of capital rises—changes which are
excluded by Mr KEYNES® ceterss-paribus assumption
On the question whether an mncrease 1 saving
The anfluence (a fall 1n the propensity to consume) affects the rate
of saving on of interest or not, Mr KEYNES’ views still seem to be
the rate of very different from the traditional views He
interest  expresses the difference in principle between his
and the traditional view as follows Economists
have “ almost invariably assumed that, ceterss
partbus, a decrease 1n spending will tend to Iower the rate of interest
and an increase 1n 1nvestment to rasse 1t But 1f what these two
quantities determine 1s not the rate of interest, but the aggregate

t Compare Professor Robertson’s article, “ Mr Ixeynes on Finance ",
m Economic Journal, Vol 48, June 1938, page 314 et seg , and Mr Keynes’
reply, 1biud , page 318 Seealso E S Shaw, *“ False Issues in the Interest-
Theory Controversy >, in journal of Political Economy, Vol 46, Decem-
ber 1938, page 838

* Economic Journal, Vol 47, 1937, page 666

3 Economzc Journal, Vol 48, 1938, page 319
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volume of employment, then our outlook on the mechanism of the
economic system will be profoundly changed A decreased
readiness to spend will be looked on 1n a quite different light if,
instead of being regarded as a factor which will, ceterss paribus,
increase investment, 1t 1s seen as a factor which will, cezerss paribas,
diminish employment **1

Some misunderstanding seems to have arisen 1n this connection
from different interpretations of the ceferss-paribus clause The
classical writers, when they are not dealing with money and the
business cycles, are 1n the habit of taking total monetary outlay as
constant, 1t 1s 1ncluded 1n the cetera that remain the same Then
a decrease 1 one diviston (consumption spending) implies an
increase 1n the other (investment) Assuming the marginal
effictency of capital to be constant, this implies a fall 1n the interest
rate. Mr KEYNES, on the other hand, includes liquidity preference
among the other things that remain unchanged, then, since M has
remained unchanged, the rate of interest cannot fall 2

Now the loanable-fund theorists would not deny that this mught
happen, but they would describe 1t differently * people may hoard
the money which they fail to spend In Mr KEev~es® theory, thus
has to be described as a r1se 1n liquidity preference proper,® demand
for money for ‘ speculattve purposes ”, M,, has risen This
1mplies a decrease 1n M,, which 1s connected with the fall in activity
Thus total demand for money and the quantity of money remaining
unchanged, the rate of interest remains unchanged too

If, however, the producers of consumers’ goods who experience
a decrease 1 demand try to maintain activity by selling securities,
the rate of interest will r1se, and these sales will have to be construed
as an 1increase 1n their liquidity preference

There may be a difficulty 1n the timing of the processes, 1t 1s,
however, cleatly possible to conceive of a case where people spend

' Gemeval Theory, page 185 This passage conveys the incorrect
impression that, in Mr Keynes’ opinion, an increase in investment does
not tend to raise the interest rate

* This point was also made by T W Hutchunson The Significance and
Basic Postulates of Economic Theory, London, 1938, pages 44 and 45

3 Compare the defimtion of this concept given above on page 210
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less on consumption (save), but direct the money simultaneously to
the purchase of new securities
It would appear from the foregoing discusston that Mr KEyYNES’
views on the question of how the rate of mterest 1s influenced by
changes in the propensity to consume (save)! are not so radically
different from the views of other authors as may at first sight
appear In a very recent exposition of his theory, Mr KeyNEs
has himself suggested this 2 The analysis which I gave in my
General Theory of Employment 1s the same as the ‘ general theory ’ by
Dr LANGE on page 18 of hus article ’®  On this page, Dr LANGE
states that “ the traditional statement that the rate of interest
moves 1n the opposite direction to the propensity to save
holds fully 1n our generalised theory ** ¢
There remains one more case 1n respect of which
Changes i the liquidity-preference theory seems to be at
M and the variance with the traditional views—viz , the effect
rateof  of an increase 1 the quantity of money on the
mterest  rate of interest It would seem that, according
to Mr KeyNEs, such an increase must always lead
to a fall 1n the rate of interest  This 1s, however, not Mr KEYNES’
view, because in many cases, such an 1ncrease will, automatically and
uno acty, raise the liquidity-preference schedule “ Suppose that
M consists of gold comns and that changes 1n M can only result
from 1ncreased returns to the activities of gold-miners
In this case, changes 1n M are, 1n the first instance, directly asso-
ciated with changes 1n Y, since the new gold accrues as someone’s

! Since the propensity to save 15 equal to 1 minus the propensity to
consume, any proposition regarding the propensity to save can be trans-
lated into a proposition regaraing the propensity to consume and vice
versa

* See footnote !, page 321, \n Economic Journal, June 1938

* Economica, February 1938

* Hence we must conclude that Dr Lange 1s not right when he attri-
butes, rather unqualfiedly, to Mr Keynes, not his general theory, but
a special case of 1t—viz , that case where the * interest elasticity of the
demand for liquidity 1s infimite ** (page 19) It seems fair to say that
Mr Keynes holds that this situation obtamns under special circumstances
—v1z , 1n deep depressions It 1s‘ depression economics ” (as Dr Hicks,
loc cit, says) and not the * general theory » For further discussion of
this special case, see the text below, page 218
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icome  Exactly the same conditions hold if changes 1n M are
due to the Government printing money wherewith to meet its
current expenditure,—in this case also, the new money accrues as
someone’s income > The increased level of income represents
increased demand for money, hence the increased M does not lead
at once to a rise in the rate of interest

“ The new level of income, however [Mr Keynes elaborates],
will not contmnue sufficiently hugh for the requirements of M, to
absorb the whole of the increase 1n M, and some portion of the
money will seek an outlet 1n buying securities or other assets until
the rate of interest has fallen so as to bring about an 1ncrease 1n the
magnitude of M, and, at the same time, to stimulate a rise n Y to
such an extent that the new money 1s absorbed either 1n M, or in
the M, which corresponds to the rise 1n Y caused by the fall n
the interest rate  Thus at one remove this case comes to the
same thing as the alternative case where the new money can only
be 1ssued 1n the first instance by a relaxation of the conditions of
credit by the banking system ”, and thus automatically entails a
fall 1n the interest rate 2

This passage calls for some comments The statement that
“ money will seck an outlet 1n buying securities ”’ must surely
1mply that the recipients of the money whose incomes have risen
save a part of it, 1n Professor ROBERTSON’S sense ? In this case,
saving will reduce the rate of interest, although that entails part of
the money going 1nto hoards (increases the magnitude of M,) If
people did not save, but spent all the new money on consumption,
M, would still absorb the whole increase 1n M

The course of events mught presumably differ from the one
which Mr KEYnEs described thus the increase m Y might
stimulate investment, and this might more than compensate the
tendency to a fall in the interest rate  Indeed, 1t 1s impossible to
say what the outcome will be. But 1t 1s clear that Mr. KEynEes’
theory does not imply that an increase 1n the quantity of money
must 1n all circumstances entail a fall in the interest rate, and that

1 General Theory, page 200
2 Ibd
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its stimulating effect 1s conditioned by its having previously
depressed the interest rate.!

Apart from terminological innovations, the real contribution
brought by Mr Key~es’ General Theory of Interest would seem to
consist, as we have seen, of the proposition that hoarding 1s a
function of the rate of interest This does not of course mean
that factors other than the rate of interest may not also exert an
influence as strong as that of the interest rate on the amount of
tnactive balances  In other words, even in the short run, shifts of
the liquidity-preference schedule may be at least as important as
movements along the curve ?

Besides and 1n addition to the general empirical

Infimte  assumption about “ demand for 1dle cash balances
elastirty  (propensity to hoard), there 1s a more spectfic

of demand assumption about the shape of that demand curve
for il (liquidity-preference schedule proper) which fre-
balances  quently plays an important role 1n Mr KEYNES’
theory This more specific assumption constitutes

Mr Keynes' “ special theory >, as Dr Hicks has aptly called 1t

This assumption 1s to the effect that, for low interest rates,
“ say 29, ”’ (page 202), the demand for 1dle balances (“ demand for
liquidity ) becomes more and more elastic and, at a rate well
above zero, absolutely elastic—that 1s, insatiable In technical
parlance, the interest-elasticity of the demand for liquidity becomes

! Some economusts, however, have interpreted Mr Keynes’ theory to
mean that an increase 1n the quantity of money could operate on the
economic system only via the rate of interest For example, Mrs J
Robinson, 1n a review of Professor Bresciani-Turronit's Economics of
Inflation, remarks * The author assumes that an increase in the quan-
tity of money was the root cause of the inflation [1n Germany, 1n 1919-
1923] But this view 1t 1s 1mpossible to accept An increase in the
quantity of money no doubt has a tendency to raise prices, for it leads to
a reduction 1n the interest rate, which stimulates investment and dis-
courages saving, and so leads to an increase in activity But there 1s
no evidence whatever that events in Germany followed this sequence *
(italics not 1n the ongnal)  Economic Journal, Vol 48, 1938, page 509

* The same difficulties have to be faced by any two-dimensional
analytical apparatus when applied to such a complex phenomenon as
the demand for 1dle balances and the rate of interest Compare on this
pont M Milhikan, loc cit, pages 254 et seq
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infingte ! the schedule of liquidity preference proper becomes
horizontal It 1s very important to realise that this 1s equivalent
to saying that, when this critical level of interest rates has been
reached, any amount of money which might be created by the
banks will be hoarded, 1n addition to any amount which people
save 1n excess of the current demand for investment purposes (tn
Mr Keynes’ terminology, we should rather say any amount
of money which 1s released from balances held for business or
income purposes) Suppose, for instance, that, at the depth of
a depresston, mvestment demand for loanable funds 1s at a low ebb,
and that the rate of interest has reached that critical level of (say)
2%,, suppose, moreover, that there is a reasonable degree of
competition, so that wages and prices continue to fall so long as
there 1s unemployment then money 1s constantly released from
the transaction sphere But instead of being directed to the
acquisition of assets, thus driving up their prices (which 1s equi-
valent to reducing the interest rate) and stimulating investment
and employment, all this money 1s being hoarded Hoards grow
without limit 1n terms of money and, because of the fall 1n prices,
st1ll faster 1n real terms
If such a situation exists,—z ¢, if the demand
A limt  for money-to-hoard (liquidity preference curve
to the fall m proper) 1s perfectly elastic—* a r1se 1 the schedule
mterest rates of the marginal efficiency of capital only increases
employment, and does not raise the imnterest rate at
all ” 2 Likewise, a 11se in the rate of saving (propensity to con-
sume) decreases employment without decreasing the rate of interest
The 1dea that such a situation mught arise 1s original and 1s of
considerable theoretical interest
Let us ask how, according to Mr KEeYNEs, such a situation
could come about, and whether, according to him, 1t has ever
arisen
The reason for the existence of a minimum, below which the
rate of interest cannot possibly fall, we may paraphrase 1n the
wotds of Dr Hicks “If the costs of holding money can be

' Lange, op cit, pages 18 and I19.
* Hicks, op. cit, page 154.
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neglected, 1t will always be profitable to hold money rather than
lend 1t out, if the rate of interest 1s not greater than zero, Conse-
quently, the rate of interest must always be positive In an
extreme case, the shortest short-term rate may perhaps be neatly
zero  But if so, the long-term rate must lie above 1t, for the long
rate has to allow for the risk that the short rate may rise during
the currency of the loan, and it should be observed that the short
rate can only rise, 1t cannot fall  This does not only mean that
the long rate must be a sort of average of the probable short rates
over 1ts duration, and that this average must lte above the current
short rate  There 1s also the more important risk to be considered
—that the lender on long term [e g, bondholder] may desire to
have cash before the agreed date of repayment, and then, if the
short rate has r1sen meanwhile, he may be 1nvolved 1n a substantial
capital loss 1 Thus, 1n the words of Mr KEyNEs, “ the rate of
mterest 1s a highly conventional phenomenon For 1ts actual
value 1s largely governed by the prevatling view as to what 1ts
value 1s expected to be’® The argument 1s perhaps more
intelligible when put 1n terms of asset prices (¢ g, bond prices)
mnstead of interest rates  If asset prices are expected to fall (long-
term rates to rise), asset prices cannot remamn at a level much
higher than the expected price, because people- would prefer to
keep their resources 1n cash, in spite of very low short rates 3
Weighty arguments against the assumption that the expected
rate of long-term 1nterest (asset prices) 1s likely to persist unchanged
for any length of tume, 1n spite of a fall in the current short-term
rate, have been brought forward by Mr Hawrrey 4+ We need

v Too cit, pages 154 and 155 Compare also Professor Hicks” book,
V alue and Capital, Oxford, 1939, especially Chapter XT

8 General Theory, page 203

8 When put 1n terms of asset prices 1t becomes clear that 1t 1s an optical
1llusion to say that the rate of interest cannot fall farther because 1t 1s
* so near to zero " Between, say, one per cent and zero per cent, there
are still as many intermediate positions as there are between the price
at $400 of a $100 49, bond (corresponding to a capitalisation at an
nterest rate of 1°¢) and the infimtely high price of the same bond corre-
sponding to a capitalisation at a rate of zero per cent

¢ Caprtal and Employment, 1937, Chapter VII  See also Mr Kaldor's
reply toMr Hawtrey’s criticism of Mr Keynes, “ Mr Hawtrey on Short and
Long Term Investment ”, in Economica, November 1938, pages 464 and 465
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however, not go mto this matter mote thoroughly, because
Mr Keynes himself (quite rightly, 1t would seem) believes that
this contingency of an ‘ absolute ltquidity-preference ” 1s a
theoretical possibility which has actually not yet arisen  “ But
whilst this Iimiting case ”, 1 which “ the monetary authority
would have lost effective control over the rate of mnterest *” (and in
which, we may add, no fall 1n wages and prices could depress the
rate of interest by releasing money from the transaction sphere),
‘ might become practically mportant 1 future, I know of no
example of 1t hitherto Indeed, owmng to the unwillingness of
most monetary authorities to deal boldly in debts of long term,
thete has not been much opportunity for a test > Nor, we may
add, has the alternative to a policy of increasing the quantity of
money—viz , a sustained fall of @// prices and wages—been put
to a real test
An almost perfectly elastic demand for 1dle
Summary  balances up to a very considerable amount may
occastonally occur, and has occurred temporarily
(Mr HawrtreY’s temporary credit deadlock), but the hypothesis
that 1t may exist indefinitely has not yet been put to the test of fact ?

' Gemeval Theory, page 207 It must, however, be admitted that there
are many passages in Mr Keynes’ writings which are difficult to reconcile
with this pronouncement and seem to assume the actual existence of
cases of an 1nsatiable desire for liquidity

* It should be understood that, according to Mr Keynes’ theory, the
two policies are alternative means only 1n onc respect, which 1s, however
(in the present context), the important one Both policies serve to
increase the quantity of money 1n terms of real purchasing power, “ 1n
terms of wage units ”, as Mr Keynes says On page 234 of his General
Theory, Mr Keynes says, for example ‘ The only relief {for an excessive
hqudity preference—that 1s, for an extreme desire to hoard}—apart
from changes in the marginal efficiency of capital-—can come
from an increase 1n the quantity of money, or—which 1s formally the same
thing—a risc 1n the value of money ” (Note that this passage contains
an exphacit statement to the effect that a fall in wages and prices will
eventually bring reclief We wish, however, by no means to deny, nor
does Mr Keynes, that in many other respects the two policies are very
different and cannot be regarded, from a practical point of view, as good
substitutes Cf § 5 of this chapter below )

* Chronic unemployment with stable money wages 1s no proof of an
absolute liquidity preference
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§ 4 THE “MUITIPLIER”’ AND THE ‘‘ MARGINAL PROPENSITY
TO CONSUME "

“ Three fundamental psychological factors—
The *° psycho- namely, the psychological propensity to consume,
logieal”  the psychological attitude to hquidity and the
determinants of psychological expectation of future yield from
Mr Keynes’ capital assets * (which govern, together with * the
system  gtven factors »’, capital equipment, etc , the marginal
effictency of capital or demand for capital)l—
constitute the skeleton of Mr KEYNES’ theoretical system which
“ determunes the nattonal income and the quantity of employ-
ment”> Mr KEyNEs 1s careful to explain that these psychological
propensities (together with some non-psychological factors
such as the wage unit and the quantity of money) can
only * sometimes ”’ be regarded as the * ultimate independent
vatiables >’ (page 246) He recognises that they are “ themselves
complex and that each s capable of being affected by prospective
changes in the others 2 and, presumably, @ fortror:, by actual
changes 1n the others (Thus we have seen that the liquidity
preference 1s influenced by actual and prospective changes in the
marginal effictency of capital )
As will be illustrated by various examples 1n the following
pages, we have here a source of frequent misunderstandings
Those who have become accustomed to think in terms of

1 General Theory, pages 246 and 247

v Jind, page 184 In the course of the discussion, Mr Keynes 1s
sometimes inclined to forget these limitations of his thecory This has
misled some economists to overlook them altogether The usefulness of
the system clearly depends on the degree of independence of these
variables If they were highly interdependent, they could not be regarded
as “ ultimate independent vanables ¥  This, 15, of course, a difficulty
which any interdependence theory, especially one in macro-economic
terms, has to face It 1s1mpossible to build up a theory which explains
national income and employment in terms of a few complex, strictly
independent factors without having regard to their internal structure
Such a procedure can yield only rough approximations Mr Keynes 1s
well aware of these difficulties See, for example, his remarks, General
Theory, page 297
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Mr Kevnes’ system take the determinant propensities, the wage
unit,® etc, as given, and regard them as independent from one
another, whilst other writers, brought up 1n traditional modes of
thought, frequently make assumptions which imply a mutual
influencing of Mr KEYNES® determinants, or treat some of them
as variables  These differences 1n the starting-point are concealed
by differences 1n terminology
Marginal effictency of capttal (demand for capital) and liquidity-
preference having been discussed, we now turn to an examination
of the concept “ marginal propensity to consume ** and the closely
related ““ multipler
Mr Keynes considers the theory of the so-called
The problem * muluplier  ““ an integral part of his theory of
of the employment ”” (page 113) The multiplier—&—
“multipler” *“ establishes a precise relationship, given the pro-
penstty to consume, between aggregate employment
and income and the rate of investment > (page 113) ““Ittellsus
that, when there 1s an increment of aggregate investment, income
will increase by an amount which 1s £ times the increment of
investment ” (page 115) AY = £ Al, and AY == AC + Al if by
AY, Al and AC we denote small increments of income, investment
and consumption respectively  (We need not go into the question
of the unit in which these magnitudes are expressed Mr KeynEs
discusses this question carefully and elects to express all these
magnitudes 1 “ wage units ”  We may, however, think of
them just as well ;n “real ” terms or in terms of money)
“ The fundamental notion * underlying the theory 1s that, if *“ we
concerve the monetary or other public authority to take steps to
stimulate or to retard investment, the change in the amount of
employment > will not be confined to the investment industries,
but will extend to the consumption industries and “ will be a
function of the net change in the amount of investment *, and
the theory aims “ at laying down general principles by which to
estimate the actual quantitative relationship between an increment

! In particular, the assumption regarding the stabihity of the wage
umt with 1ts implication of rigid money wages, 13 apt to be lost sight of,
but should be well kept In mind (This will be discussed at greater
length below, § 5 of this chapter )
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of net investment and the increment of aggregate employment
which will be assoctated with 1t > (pages 113 and 114)

The pure theory of the multipliet consists of the

The pure  establishment of a precise relationship between the

theory of the multiplier and the marginal propensity to consume

“ multsphier > ‘The propensity to consume 1s defined as the func-

tional relattonship between “a given level of income™

and * the expenditure on consumption out of that level of income ”

(page 90)  The margmal propensity to consume is then the relation-

ship between an mncrement of income and the expenditure on

AC

consumption out of this increment It 1s measured by NG

which 1s always smaller than unity, because “ the normal psycho-
logical law ** holds that, ““ when the real income of the community
increases or decreases, its consumption will increase or decrease,
but not so fast ’ (page 114) ' The margmal propensity to consume
“ tells us how the next increment of output will have to be divided
between consumption and 1nvestment > (page 115) A marginal

propensity to consume of, for example, 9 means that 2 of the
10 10

next increment of income will be consumed If the marginal
propensity to consume 1s 1, the whole increment will be con-
sumed, 1f 1t 1s zero, the whole will be saved It follows that
the (marginal) propensity to save has to be defined as 1 munus

the (marginal) propensity to consume If the latter 1s .9_, the
10

1
former 1s —, this betng the proportion (of the next increment) of
10

mcome saved If the marginal propensity to consume 1s 1, the

' It may be observed, en passant, that the marginal propensity
to consume of an individual may conceiwvably be greater than umty
that 1s to say, an individual may be induced by an increase in his income
to spend more than that increment on consumption This need not,
however, make his average propensity to consume greater than unity—n
other words, 1t need not mean dissaving (An average propensity to
consume greater than umty means that C > Y-—: ¢, that the individual
dissaves, ‘‘lives on his capital ) Mr Keynes does not consider this
case (Compare, however, Mr G R Holden’s paper “ Mr Keynes’
Consumption Function, A Rejoinder ", Quarterly Journal of Ecomomics,
August 1938, and Mr Keynes’ reply Ibrd , November 1938 )
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marginal propensity to save 1s zero, if the former 1s zero, the
latter 15 1

It should be kept 1n mind that the terms “ propensity to consume
(save) ” and “ marginal propensity to consume (save) >’ are usually
used 1n the schedule sense—that 1s to say, they usually denote the
whole schedule, showing what proportion of different hypothetical
incomes ot increments to income an individual or society as a
whole would consume (save) Sometimes, however, when speak-
ing of the propensity to consume, reference 1s made to a particular
pomnt (mamly the pomnt actually realised) on the schedule of
alternatives  Although it will usually be clear from the context
1n what sense the word 1s used, 1t would be better to speak, when
not referring to the schedule as a whole, of ““ the rate of consump-
tton (saving) 1! or, better still, of “the proportion of income
consumed (saved)

What 1s the relation between the marginal propensity to consume
and the multiplier » The relationship 1s quite sumple

AY = kAl
AY
k=
Since AY = AC + Al
£ — AY _ 1 ‘
AY—AC AC

Ty
Thus, the multiplier £ 1s, by definition, equal to 1 divided by 1
minus the marginal propensity to consume, and the marginal

A 1 AC
propensity to consume, N 1sequaltor —  Since1 ——— 1s the

&
margnal propensity to save, we can also say that the multiplier 1s the
repicrocal of the marginal propensity to save, and vice versa We

* Tt will be observed that what 1s meant 1s not the tume rate of consump-
tion (saving), the amount consumed (saved) per umt of time, but the
ncome rate, amount consumed (saved) per unit of income This rate of

consumption 1s measured by 7 the rate of saving by;; Since S=Y—C,

=I—

the rate of saving 1s 1 minus the rate of consumption v
16

Y
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have thus threc interchangeable expressions for t’hc same thing
The expresston “ marginal propensity to consume ’ can ‘z:lways be
replaced, without a charge 1n meaning, by the expresston ““ 1 minus
the margmnal propensity to save ” ot by “ 1 minus the reciprocal

of the multiplier ”
It follows that if, for instance, the margtnal propensity to

I
consume 15 2. (the marginal propensity to save being x_o)’ the
10

multiplier 15 10,  the total employment caused (for example) by
public works will be ten times the primary employment provided
by the public works themselves, assuming no reduction of invest-
ment 1n other directions > (pages 116 and 117) ‘This result s
cleatly imphed by the assumption made If we assume that an
increment 1n Y'1s divided in the proportion of 1 9 between Iand C,
then we assume that an 1ncrease 1n I by x untts will mean an increase
of 9x'1n C and an imcreasc of rox1n Y If we assume the marginal
propensity to consume to be zero—in other words, that an
increment 1n Y 1s wholly confined to I-—then we assume that an
mncrement 1n { increases Y by no more than its own amount  If
the marginal propensity to consume 1s assumed to be 1 —that 1s, 1f
we assume that “ the next increment of output will have to be
dwvided between consumption and investment * 1n the proportion
of 1 to o—then, 1n order not to contradict that assumption, we must
assume that any inctease 1n [ 1s accompanied by an infinite increase
in Cand Y the multiplier 1s infintely high  In plain English,
there can be no increase 1n [

It will be well to keep 1n mund the logical nature of the “ pure
theory of the multiplier ' which 1s clearly revealed by the
foregomng discussion  The theory 1s not intended by Mr Keynrs
as a statement about a relationship 1n the real world between two
distinguishable phenomena, there are not two facts, the marginal
propensity to consume on the one hand, and the multiplier on the
other, of which the former influences and governs the latter  The
logical theory of the multiplier establishes a terminological rule

' Mr Keynes calls it the “ logical theory of the multiplier * (General
Theory, page 122)



Chap 8 Recent Discussions on the Trade Cycle 227

for the use of the two terms ““ marginal propensity to consume ”
and “ multiplier ” and nothing more
The practical problem to the solution of which
The practical the theory of the multiplier and the attempts at a
problems  statistical measurement of 1ts magnitude are directed
behind the 1s the determunation, if possible 1n advance, of the
multipler  indirect effects of Government cxpenditure on
public works and the ltke The underlying 1dea
1s that, if the Government spends several hundred mullion dollars
on public 1nvestment and thereby creates additional employment,
the first reciptents of the money will spend at least a part of their
income on consumption, the consumption industries will be
stimulated, the money will be spent again and again, and a whole
series of successive mncome- and employment-creating expenditure
will emanate from the first mvestment The question 1s, how
big will be the secondary, tertiary, etc, effects flowing from the
primary investment of a given magntude ®* For the reasons
given below, the pure theory of the multiplier cannot provide a
final answer to that question
(1) The multiplier refers to the effect of an
The problem 1ncrement of #et mvestment  Hence, as Mr KEYNES
of determning states, ““1f we wish to apply [the theory of the
 met wvest- multiplier] without qualification to the effect of
ment>  (for example) increased public works, we have to
assume that there 1s no off-set through decreased
mvestment 1n other directions > (page 119) In other words, a
concrete amount of public works cannot, without examination,
be accepted as #er new investment, the public works policy may
have unfavourable repercussions on private investment (4) by
rassing prices of matertal and labour, (4) by raising the interest
rate, because of the method of financing employed, (¢) owing to
repercusstons “‘ through psychology ”, if a Government deficit

t The 1dea that investment stimulates consumption 1s almost as old
as business-cycle theory  That 1t 1s inherent 1n the Wickselhan theorv of
the cumulative process of expansion has already been said (see Chapter 3,
pages 33 et seq, above) Mr Kahn, among others, has analysed the
problem 1n his article “ The Relation of Home Investment to Unemploy-
ment ” (Economic Journal, June 1931), and has contributed the word
* multipher ”
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shakes confidence, (4) through unfavourable influences on the

international balance of trade and payments
Some of these factors have beun discussed by Mr KryNes
(General Theory, pages 119 t0 121), Mt KAHN (lor ai# ), and by other
writers 1n the considerable recent literature on expanstonist policies
in general and public works 1n partrcular !
(2) Mr Kgyngs speaks only of “ adverse reactions
Secondary  on mnvestment > of a public works policy, but 1t may
smvestment  have favourable reactions too  Indeed, 1t 1s generally
considered as a condition of success of a “ pump
primmng policy  that 1t should sttmulate private investment
Public investment may stimulate private investment either directly
or by first stimulating consumption 2 All this 1s now well known
and has been thoroughly discussed, but 1t all lies outside the pure
theory of the multiplier
(3) But the theoty of the multiplier needs to be
The propensity expanded and qualified 1n other ways By express
t0 consume for ng the multiplier in terms of the margmal pro-
soctety as @ pensity to consume, the impression 1s conveyed
whole that 1t 1s possible to base the analysis on a faurly
stable psychological magnitude People’s habuits
as to saving and spending are regarded as fairly constant, and this
constancy and stability 1s transmitted by definition to the multiplier
A closer examination reveals, however, that this stability may be
exaggerated Mr KEYNES speaks frequently of “ the fundamental
psychological law, upon which we are entitled to depend with
great confidence both az priwr: from our knowledge of human
nature and from the detailed facts of experience”,? thislaw 1s to the
effect that ““ men are disposed to increase their consump-
tion as their tncome increases, but not by as much as the increase
in their mncome > He refers to the consumer, and sometimes
to society as 2 whole But the marginal propensity to consume
of soctety as a whole (which corresponds to the multiplier)

! See, for example, A D Gayer, Public Works i Prosperity and Depres-
ston (New York, 1929), and J M Clark, Lconomucs of Plawning Public
Works (Washington, 1935)

* Lhis latter relationship 1s described by the acceleration priciple

* General Theory, pages 96 and 114
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cannot be 1dentified with a psychological law about the behaviour
of the individual consumer, for many other factors besides the
consumers’ behaviour determine the marginal propensity to
consume of the soctety

For a number of reasons, the stabiltty of the multiplier must
not be over-emphasised
(a) As has been pointed out above (page 198), in the shost run,
the psychological traits of the individual m respect w> saving and
spending cannot safely be regarded as constant !
(6) As Dr StARHLE? has shown, changes 1n the
Changes 1 distribution of 1ncome are very important for the
1ncome propensity to consume of society as a whole, even
distribution  from the short-run pomt of view Since the
propensities for different people or groups of
people are different, a change 1n the distribution may give an
unexpected turn to the marginal propensity to consume of soctety
as a whole (contrary to the fundamental psychological law), even
if the propensity of each individual 1s constant and conforms to
“ the fundamental psychological law ”, to which Mr KevnEs
appeals For this reason, imn using the concept of the multiplier,
allowance must be made for the changes in the distribution of
income which are likely to be associated with a change in the level
of incomes
(¢) Laws relating to consumers’ behaviout cannot be directly
applied to collecttve magnitudes, because what society as a whole
invests and consumes 1s determined also by decisions of big
corporations and of public bodies which cannot be so confidently
assumed to be subject to the ““ fundamental psychological law > on
which Mr Keynes depends for his empirical generalisations
In making use of the multiplier, allowance must be made for the
proportion of any additional profit which companies are likely
to save by adding to their reserves

1 Cf Elizabeth W Gilboy, * 1he Propensity to Consume ” in Quarterly
Journal of Lconomics, Vol 53, November 1938, and Mr Keynes' reply,
tbid , May 1939

3 “ Short Period Variations in the Distribution of Incomes ”, Review
of Economuc Statistics, Vol 19, 1937 (pages 133 to 143) and the comments
by F C Dirks, Revtew of Economic Statistics, Vol 2o, and rejoinder by
Dr Staehle, 1bid
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Moteover, with respect to public expenditure,

Government  the distinction between consumption and 1nvest-
comswmption ment 1S 111 many cases very arbitrary  Expenditure

and connected with the construction of battleships,
river-dams and the like will be classified as
investment Dole payments to unemployed and
expenditure for war veterans’ bonus will be counted as consumption
expenditure and, 1f the Government borrows to meet this expen-
diture, as dissaving  But how arc we to classify money paid to
unemployed workers to perform ¢ public works ”” of very doubtful
value > Suppose these works consist of digging holes in the
ground and filling them up again Ot suppose a road 1s built
at a cost which far exceeds its value to the community ! Evidently,
the classification, and still more the estimate of the value of
investment involved 1n such cases, 1s highly arbitrary and conven-
tional 2 But the magnitude of the multiplier will be 1nfluenced
by such arbitrary decisions The fewer arc the doubtful cases
tegarded as investment and the lower 1s the mvestment value
assumed 1n each case, the greater will be the multiplier—that 1s, the
marginal propensity to consume of soctety as a whole  Hence the
value of the latter will pro tanfo depend upon these arbitrary
classtfications and not on the psychological propensities of the
consumer

Fortunately, 1n order to form an opinion on the probable
secondary effects of public expenditure, classification as con-
sumption or iInvestment 1s generally of minor 1mportance
What matters are the factors stressed by traditional theoty the
methods used by the Government in raising the money, the
rapidity with which the successtve rectpients spend 1t, the manner
of spending, etc In this latter respect, mdmwidnal propensities
with regard to saving and consumption come into the picture, but

myestment

! Compare, for instance, this case with another one where the same
road 1s built with less labour and at a much lower cost, and the superfluous
workers receive a dole Part of the total money spent 1s investment
and the other part consumption, whilst, 1n the case mentioned in the
text all 1s counted as 1nvestment

t These problems are discussed at great length 1n various contributions
to Studies in Income and Wealth, Vol I and IT (ed by National Bureau
of Economic Research, New York, 1937 and 1938)
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together with many other determining factots, so that no simple
and unique relattonship between them and the multiplier (marginal
propensity to consume of soczety as a whole) can be expected
(d) Mr KEYNEs expresses the view that, in the short run, the
marginal propensity to consume (multiplier) may deviate from its
“ normal ” value, but he assumes that 1t will gradually icturn to
1itt Such a deviation will occur if producers of consumers’ goods
do not foresee the increase 1n demand resulting from an expansion
in the capital-goods industries Then, momentarily, prices of
consumers’ goods will rise or stocks be depleted The same 1s
true when full employment 1s reached or bottle-necks prevent
consumers’ goods industries from expanding  All these factors,
which cannot be said to be governed by a psychological law,
must be taken 1nto account in order to detetmine the marginal
propensity to consume of the community (multiplier)
(¢) Certan difficulties arise when we consider
The multiplier the relation between the multiplier and the mncome
and income veloctty of circulation of money  Suppose the
veloctty of  psychological marginal propensity to consume of
mioney those who recertve money from the Government
through public works 1s umty, that s, they save
nothing, but spend the whole amount they receive on consumption
This 1s a concervable situatton, even if 1t 1s deemed unlikely For
reasons which will be discussed at some length in the second part
of this book (Chapter 10, § 6), we should normally expect the
secondary effects of a public works policy to be greater in that
case than 1f the marginal propensity to consume was smaller than 1
But we should not expect to find an infinite r1se in demand for
consumption goods This 1s, however, what follows from the
assumption that Mr KEeyYNES’ marginal propensity to consume
for soctety as a whole 1s unity, for this latter implies, as we have
seen, that the multiplier 1s nfintte As Mr KEYNEs says, “ the
logical theory of the multiplier holds good continuously,
without time-lag, at all moments of time > 2 Hence, as there will,

* General Theory, page 123
v Ibid , page 122
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in fact, be some time-lag between the receipt of money and its
expenditure, and since this time-lag will prevent an imncrease in
mvestment from causing an immediate frise in copsumption to
infinity, we must say, in Mr KreyNLs’ language, that there 1s a
temporary distortion of the propensity to consume, and that
consumption will only gradually tend to increase to mfimity if the
net increase 1n 1nvestment expenditure 1s permanently mamtained
Hence, to determine the secondary effects, 1n time, of new public
expenditure, we need, 1n addition to the information about the
marginal propensity to consume of the various individuals, also
information about the income velocity of money  This point has
been well discussed by Professor ] M CraArk (9p at)
We are now 1n a position to sum up the conclu-
Conclusions  s1ons of our discussion The pure theory of the
multiplier shows the definitional relation between
the “ propensity to consume > and the multiplier  Many problems
which are frequently discussed under the heading ““ muluplier ”’ lie
ourside the pure theory of the multiplier They can be divided
mnto two groups, those relating to () the determination of the
amount of me# mvestment associated with a given amount of
spending under varying circumstances and (4) the determination
of the numerical value of the multiplier  The marginal propensity
to consume of the individual to which Mr KeyNes’ fundamental
psychological law refers, 1s only one of many factors which are
causally important for the determination of the marginal propensity
to consume (multiplier) of soctety as a whole For this reason,
care must be taken not to exaggerate the stability of the multiplier,
which cannot be treated as a datum, but must be included among
the vartables (g#aesiza) of the theoretical system !

! 1his 1s also the opimon of Mr E Lundberg (c;  Studies i the Theory of
Economic Expansion, London, 1937, page 36), who beheves that the
multiplier will exhibit a cyclical movement over time
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§ 5 THE THEORY OF UNDER-EMPLOYMENT

Mr Kernes’ theory does not furnish a ready-
Applicaton made answer to the riddle of the busimess cycle, but
to the 15 mtended to supply tools for the analysis of all
busimess  sorts of problems concerntng short-term fluctuations
cycle of  as well as long-run conditions “ The object of
Mr Keynes’ our analysis 1s to provide ourselves with
system an orgamised and orderly method of thinking out
patticular problems, and, after we have reached a
provisional conclusion by solating the complicating factors one
by one, we then have to go back on ourselves and allow, as well
as we can, for the probable interaction of the factors amongst
themselves  This 1s the natute of economutc thinking >1
The analysis of the preceding pages should have made 1t abun-
dantly clear that Mr KEYNES® theoretical apparatus 1s not
mncompatible with any one of the theories of the cycle, or particular
phases theteof, which have been reviewed earlier 1n this book
All these theories can be expressed in Keynesian language
Mr KEyNes’ own application of his theoretical apparatus to the
typical business cycles, as contamned mn his *“ Notes on the Trade
Cycle ”,2 have been briefly reviewed above in connection with the
psychological theortes (Chapter 6)
However, the theory, or theories, of economic
An over-saving depressions—cyclical and otherwise—which are
theory of generally associated with, or have emerged under,
depression the mnfluence of Mr KryNes’ General Theory of
Employment can be best described as a special sort
of under-consumption or over-saving theory ~ All the determinants
which play a role in Mr KEYNES® system ate always involved
the hqudity-prefetence, the supply of money, the marginal
effictency of capital and the propensity to consume But it 1s
the last one which 1s stressed most This under-consumption
theory 1s to be found 1 many passages of the General Theory and

L General Theory, page 297
* Ind , pages 313 ef seq
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in numerous writings of Mr KEyngs” followers, 1t seems to refer
primarily to depressions of longer duration, since, however, that 1s
not always quite clear, we shall simply speak of pertods of under-
employment
Let us first constder the description, 1n Mr KEYNES’ terms, of
an equilibrium with less than full employment Such situations
are described 1n earlier parts of Mr KLYNES’ book, before all
relationships  (espectally  the liquidity-preference) have been
introduced, and hence are there presented without all the neces-
sary qualificattons This fact makes the theory appear more
contradictory to traditional views than it really 1s  Suppose the
hquidity-preference and the quantity of money are given  Hence
the rate of interest 1s given  If the schedule of marginal effictency
of capttal 1s given, the amount of tnvestment is determuned  And
if the schedule of the marginal propensity to consume (multiplter)
1s known, the level of mncome and employment 1s also determmned
T et us now consider the interrelation of the last two schedules—
the hquidity-preference schedule, the quantity of money and hence
the interest rate being given and remaining unchanged  In wealthy
communitics, the propensity to save (consume) is great (small)
Therefore much investment 1s needed to “ fill the gap ” between
total output and that part of 1t which the * community chooses ”’
to consume  There 15 no guarantee that at full employment there
are enough opportunities to invest (at the given rate of interest)
to maintain full employment 1 If, as frequently happens, not
enough 1nvestment 1s forthcoming, the leve!l of employment and
imncome must fall This fall will nduce people to save less of
their income, some may even draw on accumulated resources and
consume more than thetr imncome—z ¢, may dissave Likewsse,
“ the Government will be liable, willingly or unwillingly, to run
mnto a budgetary defictit , 1n order to provide for relief, etc,
which 15 equivalent to a strengthening of the propensity to consume
of soctety as a whole Thus a new equdibrium will be reached
when saving has fallen sufficiently for mvestment to fill the
gap between ouput and consumption It 1s not difficult to
introduce here the liquidity-preference schedule when mncome falls,

Compare, for example, General Theory, pages 31, 98 and 105
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money 15 liberated from the transaction sphere, M, falls, M, rises,
the interest rate falls, and equilibrium can be reached at a higher
level than if interest rates had not fallen
The three schedules, together with the quantity of money and
some other data such as the available factors of production (labour,
equipment, etc ) and the wage-unit,! determine the level of
employment and unemployment  Hence 1t 1s impossible to blame
any one of the three “ psychologtcal factors ” (schedules) above
for the absence of full employment  Ou, 1f one chooses, one may
attribute the existing unemployment to either one alternatively, if
all the other data are given other things being given, employment
would be greater (smaller), 1f the propensity to consume was
greater (smaller) than it actually1s  Or  other things being given,
employment would rise, if the liquidity-preference were to fall,
or if the marginal efficiency of capital were greater, etc
It 15 now easy to see that any one of the various
Other theorses hypotheses concerning the causes of the down-
m Mr Keynes’ turn or the upturn of the business cycle which
terms we have reviewed 1n the earlier chapters 1s com-
patible with, and can be expressed in terms of,
Mr KEevynes® theoretical apparatus  Employment may start to fall,
(4) because the propensity to save has become stronger without an
offsetting weakening of the liquidity-preference, (4) because, for
one reason ot the other, the marginal efficiency of capital collapses
(that 1s Mr Keynrs’ own tentative hypothesis for the crisis n
the typical trade cycle), (¢) because the iquidity-preference proper
becomes stronger (i ¢ , because M, increases—: ¢ , people hoard) or
the banks contract the quantity of money 2
Similatly, the various hypotheses concerning the forces which
may bring about an upturn i employment can be classified
according to the Keynestan categories Employment and income
may start to rise (@) because of a shift to the right of the schedule of

1 See General Theory, pages 41 and 247 That the wage-unit—that 1s,
‘“the money-wage of a labour unit ”—must be given, 1s a highly important
fact whach 1s frequently overlooked and will come up for discussion below
(page 238) It implies that an equilibrium with less than full employ-
ment can exist only 1f money wages are rigid

* For further details and hypotheses, see Chapter 11, section B, below
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the margtnal effictency of capital this may be due to mnventions,
to an increase of replacement requirements, or to an 1mprovement
mn expectations of entrepreneurs, however brought about In all
these cases, traditional thcory would add the condition that the
supply of mvestible funds must not be wholly melastic  If that
were the case, the shift in the marginal efficiency of capital would
raise the rate of mterest, but not the volume of investment In
Mr Kryncs’ terms, we have to say that the liquidity-preference
schedule proper must not be a vertical straight line  Mr KEYNES
always assumes this to be the case, and most writers now agree that
this is true in times of depression  Employment will rise, (4) if the
propensity to consume increases Assuming other things to be
equal and the hiquidity-preference schedule elastic, this 1s clearly
thecase  Some wiitters, it 1s true, would object to the assertion that
a decrease 1n saving will stimulate employment  The reason s,
however, that they assume an inelastic hiquidity-preference
schedule  In that case, if some people save less and spend more
on consumption, correspondingly less will be spent on investment,
the rate of interest will rise and aggregate cffective demand remain
unchanged But most writers will agree that this 1s an unrealistic
assumption, at least 1 depressions

Thanks largely to Mr KEvnEs, there 15 to-day almost general
agreement that Government spending, barring psychological
repercussions and assuming an elastic liquidity-preference sche-
dule, will stimulate employment This must be construed, in
Mr Keynes’ terminology, etther as an tncrease 1n the propensity to
consume or as a shift of the marginal efficiency of capital, depending
upon the classification of Government expenditure as mnvestment
or consumption

Simularly, dishoarding by private individuals has to be described
as an increase of the propensity to consume (1f the money 1s spent
on consumption) or as a shuft of the liquidity-preference schedule
proper (if the money 1s lent out 1n the capital market) In both
cases, 1t tends to stimulate employment !

! For further details and other hypotheses, see Chapter 11, section A,
below
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The cumulative nature of a process of expansion and contraction
after 1t has once started cannot be deduced from Mr KEYNES’
theory It requires additional assumptions of a dynamic character,
as we find them m wvarious business-cycles theortes These
dynamic relationships can, however, be formulated 1n his terms
Assume, for instance, that the marginal efficiency of capital drops
(r1ses) when 1ncome falls (tises) or that hiquidity-preference proper
(propensity to hoard) rises (falls) when activity contracts (expands)

So far, we have detected a number of termino-

oluntary and logical differences between Mr KEYNES’ theory and
tnvoluntary  the traditional views as represented by, say, Professor
unemployment P1Gou’s Industrial Fluctuations, Professor ROBERTSON’S
writings or the synthests attempted 1n Part II of

the first edition of this book, which 1s reproduced, with shght
changes, in the present editton In addition, we have suggested
(¢f pages 209 and 218 above) that Mr Keynes has made an
important contrtbution by his insistence on the relationship
between ““ hoatding > and the rate of interest Apart from this,
we have not as yet discovered any essentsal differences between
Mr KEeynes’ theory and that of the other recognised authorities
According to Mr KEeynrs, however, there 1s a fundamental
discrepancy between the two, masmuch as the “ classical ”’ theory
cannot concetve at all of an equilibrtum with less than full
employment  “ The classical theory 1s only applicable to the case
of full employment *** More precisely, it 1s zmvoluntary unemploy-
ment which 1s, according to Mr KEYNES, incompatible with
classical equilibrium, voluntary unemployment may, of course,
exist 1 equibbrium, that 1s to say, if some people prefer not to
work at the prevailing wage, they are not counted as unemployed,
or ““ an eight-hour day does not constitute unemployment because
1t 1s not beyond human capacity to work ten hours > (page 15)

Involuntary unemployment, which classical theory 1s accused of
havirg overlooked, or being unable to explan, 1s defined asfollows
“Men are imvoluntarily unemployed if, in the event of a small rise in the price
of wage-goods relatwely to the money-wage [we could also say 1n the
event of a fall in real wages], both the aggregate supply of labour

General Theory, page 16
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willing to work for the current money-wage and the aggregate demand for 1t
at that wage would be greater than the existing volume of employment *2
This 1s a new definition The incompatibility
Free of involuntary unemployment in this sense with
competstion  classical equilibrium has therefore never been
m the labonr explicitly dented  Is such a definition implicit in the
market and traditional position® The traditional view 1s
unemployment generally taken to be that, under free competition
in the labour market, unemployment 1s incompatible
with equilibrium because, with free competition, money-wages
will be flexible  Only if money-wages are rigid mn the downward
direction, if they are prevented from falling etther by tradition,
by trade-union pressure, or by Government action, can unemploy-
ment exist m equilibrium  This position does not, however,
exclude the existence of involuntary unemployment in Mr KeyNEs’
sense  Suppose there 1s unemployment and wages are ngid
in the downward direction  Few classical writers will deny that
employment may and will rise when aggregate demand and prices
are raised by a revival of investment financed by new bank ctedit
or by dishoarding As there was then previously involuntary
unemployment, its compatibility with equilibrium 1s not implicitly
dented by the traditional view
A difference of opinton can and does exist only 1n respect of the
consequences and destrability of free competition in the labour
market, which would ensure a complete flexibility of wages
However, the following two propositions would presumably be
accepted both by Mr Kevynes and by the classical school
Furst, if there 1s free competition 1n the labour market, money-
wages will fall continuously, so long as there 1s unemployment
A sttuation 1n which wages fall continuously can hardly be called
an equilibrium position 2 Secondly, i point of fact wages ate,

! Gemeral Theory, page 15 Italics 1n the original An extensive
discussion of this definition will be found 1 J Robwmson, Essays wn the
Theory of Employment, London, 1937, Part I  See also Viner’s criticism,
Quarlterly Journal of Economics, Vol 51, 1936, pages 147 et seq

? Compare the following statement by Mr J E Meade, “ A Simphfied
Model of Mr Keynes' System " (Review of Lconomic Studies, Vol IV,
page 99) *“ If we suppose that the money-wage rate would fall so long
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and probably have always been, rigid, because of trade-union
resistance, unemployment relief, tradition, etc
There seems to exist, however, a real difference of
Money-wages opinion between Mr KreyNes and the classical
and real  school concerning the influence of a fall in money-
wages wages on employment Mr KEYNES expresses the
view that, “ with a given organtsation, equipment
and technique *°, an increase 1n output and employment necessitates
a fall in rea/ wages 1 But whilst the “classical theory assumes that
1t 1s always open to labour to reduce 1ts real wage by accepting a
reduction 1n the money-wage ;2 Mr KEYNES’ contention 1s that
“ there may exist no expedient by which labour as a whole can
reduce 1ts rea/ wage to a gwven figute by making revised money
bargains with the entrepreneur ’,3 the reason being that ““ prices
change 1n almost the same proportion, leaving the real wage
practically the same as before” ¢ Mr KEeynes 1s, however,
careful to add that “ this argument would contain
a large element of truth, though the complete results
of a change 1n money-wages are more complex > 3 In Chapter 19,
“ Changes 1n Money-Wages °, he discusses the question in detal,
and 1ntroduces many modifications into the origmnal simple
argument, but the argument 1s sometimes presented by economusts

as any labour were unemployed, the system cannot be in equilibrium

without full employment ’’ Professor Alfred Amonn also points out that
only with monopolistic wage rigidities can there be equilibrium with
less than full employment * Grundfragen der Konjunkturtheorie und

Konjunkturpolitik  in Festschrift fur Oskar Englander, Brunn, 1937,

v Gemerval Theory, page 17 Professor Viner considers this an unwar-
ranted concession to the classical doctrine, as it 1s quite possible that real
wages may rise with increasing employment Cf Quarterly Journal of
Ecomomics, Vol 51, 1936, pages 149 and 150 [Ihis has bcen shown
statistically by J T Dunlop * The Movement of Real and Money
Wage Rates ', Economic Journal, Vol 48, 1938, pages 413 ef seq
Mr Dunlop’s article has mnduced Mr Keynes to modify his position
somewhat See his paper * Relative Movements of Real Wages and
Output », Economic Jouwrnal, March 1939

* Gemeral Theory, page 11

' Loc cit, page 13 Mr Keynesadds * This will be our contention ”

¢ Loc cit, page 12

¢ Loc cit, same page, footnote *  See also page 269
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1n 1ts ssmple unmodificd form* A closer analysts of this chapter
seems to suggest that thee 15 no fundamental difference between
Mr Keynrs’ results and those reached by those more orthodox
writers (such as Professor Picou mn his Industrial Fluctnations)
who pay attention to posstble short-persod repercussions of wage
reductions  Since there 1s substantial agrecment, except In
terminology, between Mr Krynes’ apalysis and the one given
1n Chapter 11, § 9, of the present book, only a few points will be
ratsed 1n this connection
Accotding to Mr KEyNEs, the “ accepted explana-
Reductson i tion ”’ of the consequences of a reduction of money-
money-wages wages starts from the assumption that aggregate
and aggregate cffective demand remains unchanged, then, naturally,
demand ~ employment will rise  Mr KEYNES points out
(as was observed 1n the first edition of this book?)
that this assumption assumes away almost the whole problem It
may be legitimate 1n a rigid equilibrium theory which deliberately
argues under the simplifying assumption of constant aggregate
demand, but 1t 1s certamnly illegitimate 1n busmess-cycle theory,
and 1t 1s usually not made there
In his view, a ““ reduction 1n money-wages will have no lasting
tendency to increase employment except bv virtue of its repercus-
stons either on the propensity to consume for the community as a
whole, or on the schedule of marginal efficiencies of capital, or on
the rate of iterest >3 This 1s true, because the three terms are
so defined that any change in output and employment resulting
from a fall ;n money-wages must be describable 1 terms of one or
the other, or a combination of the three magnitudes mentioned If

! See, for example, Mr A P Lerner “ Mr Keynes’ * General Theory
of Employment, Interest and Money ’ ”, International Labour Review,
Vol 34, 1936 Mr Lerner there “ proves ” that prices must fall * in
just the same proporticn as wages ™ (pages 441 and 442) It 1s true that
he quahfies that statement by admutting * that a reduction of money-
wages may have all sorts of indirect influences ”  But this qualification 1s
again qualified, and the short paragraph devoted to the matter gives a
very cursory summary of Mr Keynes’ analysis

¢ See Chapter 11, § 9, below

* General Theory, page 262
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nvestment output rises, the rate of interest and consumption
having remamed unchanged, the marginal efficiency of capital
schedule 1s said to have shifted, if consumption rises without an
increase 1n investment and without a change 1n the interest rate, the
propensity to consume of the community as a whole 1s said to have
increased, etc

Mr KrynEes, however, characterises such influences of wage
reductions on employment as * roundabout repercussions .1
and suggests that the classical theory erroneously supposes that
there 1s a direct route by which wage reductions may affect output
and employment without affecting the propensity to consume,
the marginal efficiency of capital ot the rate of intérest But, 1n
fact, the repercussion may be quite direct, even though 1t can
always be expressed in Mr KEeyNEs’ terminology if one desires
to do so Let us take the most straightforward case Suppose
wages 11 a pure consumption trade, say, of domestic servants, are
reduced and the elasticity of demand for these services 1s unity
Then the consumption of these services and employment will rise
The effect of the wage reduction on employment 1s obviously
direct, but in Mr KEyYNES’ terms we must describe 1t as an influence
via an increase in the propensity to consume

Mr KEeyNes quite rightly stresses that, in order to evaluate the
total effect of a wage reduction, it s not suffictent to consider 1t
only 1n 1ts cost aspects, effects through an inctease or decrease of
workers’ purchasing power must be considered too  This matter
will be taken up 2 extenso in Chapter 11 below  He then discusses
vartous routes via which wage reductions may teact, 1n an
internationally closed system, or in an “ open” one, through
creating expectations on the patt of entrepreneurs with respect to
future changes of wages 1n an upward or downward direction
or by producing * a more optimistic tone 1n the minds of entre-
preneurs, which may break through a vicious circle of unduly
pesstmustic estimates of the marginal effictency of capital and
set things moving again on a more normal basis of expectation

(page 264)

' General Theory, page 257 and passim
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The most important mfluence which definitely
Wage  operates m the direction of a rise m employment
redwetions  and output (whilst many of the others may cut
wrease  either way) goes wvia the hquidity-preference
hgmdity  “ The reduction 1n the wages-bill, accompanied by
some reduction 1mn prices and i money-incomes
generally, will diminish the need for cash for mncome and business
purposes, and 1t will therefore reduce, pro fanto, the schedule of
liquidity-preference for the community as a whole Ceterss
paribus, this will reduce the rate of interest and thus prove favour-
able to 1vestment > (page 263) A fall 1n wages and prices 1s
considered equivalent to an imcrease in the quantity of moncy
“If, indeed, labour were always 1n a position to take action (and
were to do so0), whenever there was less than full employment,
to reduce its money demands by concerted action to whatever
point was required to make money so abundant relatively to the
wage-unit that the rate ot mnterest would fall to a level compatible
with full employment, we should, 1n effect, have monetary manage-
ment by the trade untons, aimed at full employment, instead of by
the banking system > (page 267)

In our termunology, that amounts to saymng that unemploy-
ment with flexible wages leads—in the unfavourable case where
the wage-bill falls 1n response to a fall 1n wages—to an in-
definite 1ncreasc of idle funds (1n hiquidity) in terms of money
and still faster 1n real terms, and there must be somecwhere
a limit at which people will stop hoarding and begin to
spend again, etther on consumption or mvestment (See below,
Chapter 11, § 8)

We conclude once more that, according to Mr KEeyYNES® theory,
his equilibrium with unemployment can exist only 1f money-wages
are rigid 1n the downward direction This seems quite inescap-
able, and 1f Mr KFYNES never quite admuts 1t, at one pomnt he
comes very near to domng so if there were “ competition between
unemployed workers ”, “ there mght be no position of stable
equilibrium except mn conditions consistent with full employment,
smnce the wage-unit might have to fall without limut until it reached
a point where the effect of the abundance of money 1n terms of the
wage-unit on the rate of interest was sufficient to restore a level of
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full employment At no other pomnt could there be a resting-
place 1

From this statement, with which all adherents

Does of the classical school would agree, it does not,
flexcibility of however, follow that very flexible wages (absolutely
wages and perfect competition 1n the labour market) are
prices promote necessarily the best policy to get rid of unemploy-
stabiity?  ment  One may still hold with KEYNES that, under
such conditions, prices may become very unstable,

which may make business calculations difficult and affect
unfavourably the marginal effictency of capital > The problem
1s a pressing one which has not yet been solved satisfactorily
Is absolute flexibility or 1s a certain degree of rigidity of prices and
money-wages more conducive to stability of real income? There
1s one sectton where competition has been strong and prices have
been very flexible—viz , agriculture  During the last depression,
for instance, prices of agricultural products fell drastically, but
output and employment were maintained  In industry (especially
in caprtal-goods and durable-goods 1ndustries), prices were better
maintained, but output shrank It goes without saying that, for
the farming population, that 1s a very unfavourable situation  But
many people would argue that, if industry behaved like agriculture,
prices would fall all around, but production would be well main-
tained  This may be so, but 1t must be satd that 1t has not yet been
rigorously proven It may well be, as KEYNES says, that violent
fluctuations of prices, and in particular reductions of prices, would
create great uncertainty and very unfavourably affect the demand for
capital and the willingness to invest Thus the result may be

! General Theory, page 253 (italics not in the origmal) For this
reason, 1t 15 clear that the alleged intractability of slump conditions
(discussed in Chapter 17 of the Theory, especially on pages 229 to 235)
can refer only to conditions in which money-wages are not allowed to fall
indefinitely It 1s therefore as true to attribute the persistence of unem-
ployment to the rigidity of wages and prices as to attribute 1t to the
peculiarity of money as compared with other assets This does not, of
course, exclude the view that unemployment may be releved—perhaps
more effectively—by measures other than a reduction 1n wages—e g, by
an1ncrease 1n the quantity of money combined with Government spending

3 Gemneral Theory, page 269
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that unemployment could be elimmated and the labour market
cleared by a very drastic cut 1n wages, but at the price of a fall of
real wages to a very low level (Thus Mr Krynes’ assertton that
prices would fall pars passu with a fall in wages—which has been
carried to extreme lengths by Mr LERNER, /¢ ¢ —may be unduly
optimsstic) In other wotds, 1f owing to rapid price changes
entrepreneurs became very pessimistic, or at least very uncertain
about the future, the demand for labour might become very
nelastic
Hence, although the classical theory 1s right in saying that an
equilibrium with unemployment ts incompatible with competition
1n the labour market, 1t does not necessarily follow that plasticity of
wages would elimmate depressions (Compare the cautious and
well-balanced treatment of this problem i Professor Picou’s
Industrial Fluctuations, Chapter XX,  The Part played by Rigidity
in Wage Rates ) !
At the beginning of this section (see page 233
Chrome  above), 1t was stated that the depression theory most
depressions  frequently associated with Mr KEYNES® theoretical
due to under- system 1s an under-consumption or over-saving
consumption theory This statement may not seem to have been
botne out by the detailed analysis of Mr KeynEs’
pure theory 1n the preceding pages It 1s nevertheless true i the
sense that Mr KEevNEs, in many places, emphasises the low
propensity to consume prevailing in rich countties as the mamn
source of troubles  “ But worse still  Not only 1s the marginal
propensity to consume weaker 1n a wealthy country, but, owing
to 1ts accumulation of capital being already larger, the opportunities
for further investment are less attracttve * (page 31) Moreover,
in various places, the spectre 1s raised of a lower limit to a fall in
the rate of interest “ which 1n present circumstances may perhaps
be as high as 29, or 21%, on long term  If this should prove
correct, the awkward possibility of an increasing stock of wealth,

! It 1s always possible to conserve the favourable effects of a policy of
wage reductions 1n 1its cost aspect, and at the same time to eliminate
the unfavourable ones, by combining the policy of wage reductions with
a policy of public works (or similar measures), so as to make sure that
total purchasing power does not fall
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1 conditions where the rate of interest can fall no further
under Jatssex-fatre, may soon be realised in actual experience !
“ The post-war experiences of Great Britamn and the United
States are, indeed, actual examples of how an accumulation
of wealth, so large that its margmal effictency has fallen
more rapidly than the rate of interest can fall in the face of
the prevailing mstitutional and psychological factors, can mterfere,
in conditions mainly of Jazsseg-farre, with a reasonable level of
employment and with the standard of life which the technical
conditions of production are capable of furmshing > (page 219)
“1 should guess that a properly run community equipped with
modern technical resources, of which the population is not increas-
ing rapidly, ought to be able to bring down the marginal effictency
of capital 1n equilibrium approximately to zero within a single
generation ” (page 220) Mr KevyNEs believes “ it to be
comparatively easy to make capital goods so abundant that the
marginal effictency of capital 1s zero ” (page 221)

Among writers who accept, as well as among those who reject
these diagnoses and forecasts, the impression seems to prevail
that they can be deduced from Mr KevNes’ General Theory, but
not from the traditional theoretical apparatus  This 1mpression
appears to be unfounded In erther case, additional empirical
assumptions are required to establish the walidity of those
diagnoses, and, given these assumptions, they can be deduced
from, or rather expressed in terms of, either one of the two
theoretical systems

The empurical foundation and justification of these vistons need
not be examined 1n this book, where we are interested more 1n the
formal logical structure of the general theory If they are not
new, they have at least recetved a strong 1mpetus from Mr KEeYNES’
General Theory 'The views expressed have been elaborated by
various writers on the empirical side and much raiment has
been put around Mr KEeynes’ bare contentions We may
mention a few broad facts which have been adduced to support
his thesss

! Gemeral Theory, page 219  See also, however, the passage on page 203
already quoted
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Investment opportunities are said to have become
The drymg-up scarcer, as compared with the nineteenth century,
of imvestment because of the less rapid growth of population,
opportumties the cessation of mugration on a large scale and of
the opening of new territories and continents, the
reduction of international lending for the reason just mentioned
and others of an mstitutional and political character More
ptecarious assumptions are also made—for instance, that capital-
consuming technical inventions are less likely to be made 1n the
future than 1n the past
On the other hand, reasons are gtven which make 1t unlikely
that the volume of saving will decrease, and 1t 1s stressed that
important changes 1n the structuie of the supply of saving have
occurred which impede their smooth absorption into the available
investment channels savings are increasingly made by nstitutions
such as life insurance and social mnsurance compantes, which are,
1 most countries, prevented from investing in equittes In
other words, capital has become less venturesome, more timid
than 1t used to be in the heydays of capitalism This tendency
creates a situation of scarcity amudst plenty mn the capital market
and eliminates a number of important outlets for mnvestment
These speculations about secular tendencies and developments
are necessarily vague and aie easily coloured by the subjective
attitude of the particular writer and the sutrounding condittons
Their persuasiveness often depends less on the logical force of the
argument than on the way in which relevant facts are selected
Temporary hitches 1n the flow of mvestment, due to psychological
shocks, rigidities, etc, are frequently interpreted as being due
to a chronic lack of investment opportunities The conditions
necessaty for chronic unemployment are overlooked or not
clearly stated for example, it 1s often not realised that either
money-wages and prices must be rigid against downward pressures,
or clse, 1f they are allowed to fall gradually under the pressure of
competition, 1t must be assumed that people ate willing to hoard
unlimited amounts of money
Howcver, the clear realisation of all the necessary qualifications
of these theories cannot definitely disprove their validity, although
1t may reduce their persuasiveness Only the careful scrutiny of
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a mass of experience and the study of historical processes can
make the hypothesis more or less probable 1

§ 6 STATIC VERSUS DYNAMIC THEORIES
SOME METHODOLOGICAL OBSERVATIONS

We may properly termmnate the first part of this book by
reflecting briefly on certain fundamental characteristics of the
theories reviewed, thereby reverting to the logical problems
touched upon 1n the first chapter

On an eatlter occasion, we characterised
Genesal versus Mr  KeuYNES’ General Theory as a general inter-
partial  dependence (equilibrrum) theory 1n macro-economic
equilibrinms  terms  The theory 1s a gemeral interdependence
theory 1n the sense that it explicitly embraces the
cconomic system as a whole and represents 1t by means of a limited
number of magnitudes interrelated by a few easily comprehensible
relationships  This explicit generality distinguishes Mr Kry~Es’
system favourably from many business-cycle theories which gtve
only a partal picture, confining themselves, consciously or
unconsciously, to exhibiting only some particular relationships,
which are supposed to be the crucial ones, and leaving the rest
hidden, so that 1t 1s left to the reader to supply from general
cconomic theory the missing relationships which are necessary to
make the system determinate

! The most balanced and best constdered statement 1s to be found 1n
Professor Hansen's I'ull Recovery or Stagnation, New York, 1938,
passim, and 1n his paper, * Economic Progress and Declining Population
Growth », American Economic Review, March 1939 A very good but
rather unqualified statement 1s to be found in An Economic Program for
American Democracy bv Paul M Sweezy, R V Gilbert and others, New
York, 1938 Compare also Gerhard Colm and Fritz Lehman, I"conomic
Comsequences of Recemt American Tax Policy, Supplement I to Social
Research, New York, 1938 , and G Haberler, *“ Interest Rate and Capital
Formation ", in Caprtal Formation and 1ts Elements, ed by the National
Industrial Conference Board, New York, 1939
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Me Krynos® system 1s concetved in terms of
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Muacroscopsc macro-economic concepts, lnasmuch as Its fun-
versus  damental data consist of complex magnitudes which
mucroscoprc  relate to soclety as a whole, such as national income,
analysis  savings, mvestment, volume of production of
producers’ or consumers’ goods, effecttve aggregate
demand, price levels, etc  Its macroscopic nature Mr KEYNES’
theory has 1n common with most business-cycle theoties If a
theory which aims at representing the economic process as a whole
15 to be manageable, it cannot avoid using broad averages and
aggregates of a collective nature It 1s very well to preach a
microscoptc approach and to urge the investigator to go back to
the individual units (households and firms) It 1s true, of course,
that direct and indirect observations of iudwidual behaviour and
happenings are the only source of mformation about the magnitude
and behaviour of collective phenomena  But the final! statements
at which the theory aims (as distinguished from the methods by
which they are reached) must practically always run mn terms of
aggregates and averages 2
The broader these aggregates, the smaller their number, the
more easily manageable (theoretically and statistically) the resulting
system  Unfortunately, however, 1t 1s usually not possible to find
between very broad aggregates significant relattonships which can
be relied upon to be borne out by the facts  If so, the aggregates

1 ¢ TFinal ” 1n a relative sense

* Professor Frisch (** Propagation and Impulse Problems ” i Eco-
nomic Lssays wn Homour of Gustav Cassel, London 1933, page 172)
uses the term ** macro-analysis ” 1n the sense of “ general ” (embracing
the economic process as a whole) and * micro-analysis ™ 1n the sense of
‘* partial equilibrium analysis ” He points out that a gemeral inter-
dependence theory can be given 1n all detail (1n our terminology 1n micro-
scopic terms) only *“ 1f we confine ourselves to a purely formal theory
Indeed, 1t 1s always possible by a suitable system of subscripts and
superscripts, etc, to introduce practically all factors which we may
imagine (all individual commodities, all individual entrepreneurs, all
individual consumers, etc ), and to write out various kinds of relationship
between these magnitudes, taking care that the number of equations 1s
equal to the number of variables Such a theory, however, would have
only a rather hmited interest In such a theory it would hardly be
possible to study such fundamental problems as the exact time, shape
of the solutions, etc »* (page 172)

»
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must be subdivided, the method must be made more miscroscopic
But so long as aggregates, even restricted in scope, are used, there
1s always the danger that the internal structure of these aggregates
(1n other words, the relationships between thetr subdivisions) may
prove to be significant, this would force the economist to split up
the aggregates so far undivided and to try to construct his system
in terms of subdivisions of these aggregates Thus the business-
cycle theorist 1s always torn between the temptation, on the one
hand, to go into minute details and to work out an endless number
of individual cases where the course of events 1s decistvely
influenced by small details, and the passton, on the other hand, for
constructing sweeping theortes with a few bold strokes of the pen
The stony path of the economist working 1n this field leads con-
stantly between the Scylla of a maze of individual cases of an
unmanageable casuistry and the Charybdis of ingenious and
clean-cut but lofty and half-true theories
Mr KEYNES’ theory has still another character-
Static versus 1stic which distinguishes 1t from all busiess-cycle
dynamic  theories 1t 1s essentially static By a static theory,
theorres  we mean a theory where all the variables (magnitudes
to be explained) relating to a certain pomt or period
of time are explained by data relating to the same pomt or period
of ttme ! Such a theory can never explain a2 movement in time
It can only answer the question Given certain data at a certain
moment, what will be the result at that moment? ‘True, if the
data change 1n time, then the results will also change But a
change 1 data cannot be explamned (If 1t could, then the data
would cease to be data and become variables) They must be
given (or assumed) anew for each successive point 1n time  Thus
method of dealing with economic change 1s frequently called
“ comparative statics > 2

i Cf, for example, Frisch, loc cit, and J Tinbergen, * Suggestions
on Quantitative Business-cycle Theory , Ecownometrica, Vol 3, 1935,
page 241

* Usually, the assumption 1s made that, after a change 1n the data has
occurred, a certain period of ttme must elapse before a new equilibrium
emerges Comparative statics in the strict sense confines itself to de-
scribing the two equilibria, the starting-point and the destination of the
economic system Any attempt, on the other hand, at analysing in
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To explamn the business cycle, or any change of the economic
system over time, we need either a law about a (cyclical) change n
certatn data or a dynamic theory In the first case, we speak of
an “ exogenous > theory of the cycle (See Chapter 1) The
paradigma 1s the weather theory of the cycle But explanations
of this sort can be discarded at once as msufficient

By a dynamic theory, we mean “ a theory that explains how one
situation grows out of the foregoing In this type of analysis, we
constder not only a set of magnitudes 1n a given point of time and
study the interrelations between them, but we considet the magni-
tudes of certain variables in different points of time, and we
introduce certain equations which embrace at the same time several
of these magnitudes belonging to different mstants ’*  We may
also say that a theory 1s dynamic, if a magnitude 1s explaned by
another relating to an carlier (or, more gencrally, to another)
point of time  In still other words sf there are lags in the causal
nexus If we say, for instance, that the volume of production (of
a parttcular commodity or of commodities 1n general) 1s governed
by the relation of cost and prices, we obviously must allow for a
certain lag  cost and prices to-day govern production to-morrow
The acceleration principle 1s a dynamuc relationship  mvestment
1s explained by a previous change in demand for the product
The ““ multiplier relationship > may be formulated dynamucally, by
allowing a time-lag between nvestment and the resulting mcrease
i consumption demand (In Mr KEeyNEs’ system, it will be
recalled, 1t 1s a timeless terminological rule, only 1ncidentally are
some remarks made about the probable change of the value of

detail the process of {ransition from one equilibrium to the othcr (¢ g,
m Marshalhan manner, by distinguishing between short- and long-
period eftects) marks the first step towards a * dynamisation » of static
theory  For 1t lecads mevitably to the recogmtion of the fact that, as the
result of certamn reactions, the process of transition, and hence the final
equilibrium, may be duferent It also suggests that, after a gtven change
in the data, a stable position will be reached only under special assump-
tions (stability conditions), which cannot be taken for granted without
careful analysis

! Frisch, loc cit, page 171  Tinbergen formulates * A theory [is
called] ‘ dynamic ’ when variables relating to different moments appear
m one equation ” (Joc cit, page 241)
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the multiplier, or of the marginal propensity to consume, over
time !

Such a dynamic theory 1s endogenons 1n character The deter-
minants at any moment of time cease to be simply assumed ‘To-
day’s determinant data are yesterday’s vatiables (and are thus
explained), and to-day’s variables become to-morrow’s data
The successive situations (shott-run equilibria) are interconnected
Itke the links of a chatn  Hence, 1n order to explain a movement
(cyclical or otherwise), we need not assume a corresponding
change 1n the data,? we need be given only the first position or
an 1n1tial change 1n data, at the beginning of the process

The skeleton of Mr KEyNES® theory, as 1t 1s represented precisely
in diagrammatic form by Professor LANGE,? 1s essentially static
There are no time-lags, and all the data and variables relate to
the same powmnt of time There are, however, many allusions
to dynamic relationships i1n 1incidental remarks and illustrative
observations which are thrown out in great number all over the
book  Motreover, dynamuc theories can be grafted upon (or, as 1t 1s
more correct to say, may be expressed in terms of) Mr KeynEes’
system  This has been done, for example, by Mr HaRrroD,*
who mtroduced the dynamic acceleration principle (and scems
to 1nterpret the multiplier dynamically) Another example 1s
Mr M KAaLeckrrs theoty,® which introduces a lag between
investment decistons as determined by the current situation and
the actual volume of investment ¢

' Professor Tinbergen, loc ci , has enumerated many ditferent dynamic
relationships which have been used at one time or another 1n business-
cycle theory

¢ 1 his was the definition of an erndogenous theory Cf Chapter 1, pageg

s Economica, February 1938 Mr Keynes has accepted this exposition
as correct See also ] E Meade * A Simplified Model of Mr Keynes’
System ”, 1n the Review of Economic Studies, Vol IV, 1936/37, page 98

¢ The Trade Cycle, Oxford, 1936

s * A Theory of the Business Cycle ”, mm Review of Economic Studies,
Vol IV, February 1937, pages 77 et seq , reprinted in Lssavs in the Theory
of Economic Fluctuations, London, 1939

¢ These theories, although inspired by Mr Keynes’ General Theory,
can be and have been expressed 1n a more classical terminology
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There 1s, however, one feature about Mr KEYNES’
Are system which has given the impression to many
expectations readers that the General Theory of Employment 1s a
a dynamc  dynamic theory--namely, the fact that, following
element?  the lead of Swedish writers such as MyYRDAL
and LinDAHL, 1t runs in terms of expectations

Almost every concept 1s defined in terms of expectations
“ aggregate demand function »’, ““ supply function ”, “ effective
demand ”, “ marginal effictency of capital ”, etc, are defined
with the help of such concepts as “ the prospectwe yield of
capital >, “ proceeds which entrepreneurs expect to receive 7,
etc! Now, 1n a sense 1t 1s true that the explicit mntroduction
of expectations fends to make a theory truly dynamic In the
sense, namely, that the introduction of expectations into the causal
nexus 1s essentially an incomplete 1dea which requires, 1n order to
become at all useful, a complement which makes the theory
dynamuc  1f we confine ourselves to saymng that 1t 1s not actual
(current) prices, costs, profits, etc, but expected prices, costs,
profits which induce an entrepreneur to produce and to mvest,
we do not say very much, unless we give some hint as to how

these expectations are determined

A theory which takes the expectations as given at any point of
time, and does not say anything on how they grow out of past
experience, 1s of very little value, for such a theory would still be
static, and it 1s almost 1mpossible to determine expectations as
such?  Only if 1t 1s possible to give some hypotheses about how
expectations are formed on the basis of past expetrience (prices,
state of demand, costs, profits, etc ) can a really useful and verifiable
theory be evolved  And such a theory 1s evidently dynamic 1n the
sense explained above, for 1t links the past with the present past

! Geneval Theory, pages 24, 25, 46 et seq, 141, 147 et seg Compare
also what has been said earlier 1n this book in Chapter 6, § 2, on the réle
of expectations

* Expectations may almost be called * non-operational concepts ”
The only way of finding out something about them would be to question
individual business-men—a very questionable procedure
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prices, costs and profits via the state of expectation with present
production, consumption and investment !

Mr KEYNES has, of course, much to say on the formation of
expectations and the difficulttes and limitations confronting
any theory on this subject  But all this 1s contained 1n the wealth
of remarks, obsctvations and obiter dwcta which—elaborating,
supporting, illustrating and, at times, contradicting and blurring—
surround the main outline of his theoty the dynamic aspects do
not penetrate the heart of his theory

Professor ROBERTSON’S “ pertod analysts »*, on the other hand
ts a clear step 1n the right direction of a truly dynamic analysis,
Similarly, a number of Swedish writers, especrally Dr Eric
LunNpBERG 1n hus Studies i the Theory of Lconomic Expansion,?
have visualised the problem clearly Dr LUNDBERG characterises
the method as ““ sequence analysis *” and has constructed a number of
macroscopic dynamic models—‘“model sequences” as he calls them 3

Dr Lu~DBERG’S models are theoretical—that

Theoretical  1s to say, the figures ate assumed (not found statisti-
versus  cally), the relationships postulated, although assumed
statistical  and selected so as to be not impossible on a prior:
models  grounds, are too simple and too few in number to

! From a strictly logical point of view, the psychological link between
the past and the present consisting of expectations may be dropped and the
theory stated 1n terms of a direct relationship betwcen observable pheno-
mena at different points of time Psychologically it may, however, be
useful to retain the word “ expectations ”, or a stmilar concept, as a link,
because 1t reminds us of the fact that those dynamic “ laws ” (relation-
ships) are nothing but hypotheses, that they can hardly ever be stated very
precisely 1n great detail , and that they may always be subject to rapid
change ** without notice

* London, 1937, especially Chapter IX

* Compare the following remarks from his book * The introduction
of causal elements linking up economic factors 1 successive periods of
time means a more radical departure from equilibrium-theories than the
dynamisation clatmed by Myrdal, and later by Keynes, when paying atten-
tion to the independent réle of expectations and anticipations
The introduction of expectations can, 1n a way, be said to mark the
stepping-stone to dynamic analysis, because they express the connection
linking present plans and activities with future events However,
economists have indulged in too much purely formal exercise with this
term It 1s sensible to link actions with expectations, only 1f the
latter can be explained on the basis of past and present economic events
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give an adequate picture of the enormous complexity of real hife
Professor TINBERGEN, on the other hand, 1n a number of pioneering
studies, has tried to evaluate statistically a great number of dynamic
relations for particular countries and to construct concrete models
which give at least a rough quantitative approximation of the
principal economic magnitudes and of the dynamic laws by which
they are interrelated 2

A dynamic theory of the business cycle, if fully elaborated in
precise terms, so as to do some justice to the enormous complexity
of the real wotld, requires a highly complicated mathematical
technique and presents formidable problems from the purely
formal logical pomnt of view 3

Total lack of correlation here would mean thc complete hquidation of
economics as a science In every process of economic reasoning,
we have to make certain assumptions, often not specified,
concerning the relation between expectations, on the one hand, and
current or past prices, prohts, etc , on the other ” (Joc cit, page 175)

! Dr Lundberg 1s, of course, well aware of these himitations

's See, for example, An Ecomomic Approach to Business-cycle Probiems
and the companion volume, Les Fondements Mathématiques de la Stabili-
sation du Mouvement des Affaives, Paris, 1937 and 1938  For a detailed
discussion of the statistical methods and measurements involved, compare
Professor Tinbergen’s memoranda published by the Economic Intelli-
gence Service of the I.eague of Nations, Geneva, 1939, in the series
Statistical Testing of Business-Cycle Theories

* Hence this branch of economics has been cultivated by mathematical
economists  See especially the work of Frisch and Tinbergen
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CHAPTER 9

DEFINITION AND MEASUREMENT
OF THE BUSINESS CYCLE

§ 1 INTRODUCTION

There 1s complete unanimity among economists
“Crisis”  that the problem of the recurrence of pertods of
and economic depression and the cognate problem of
“ Depression” acute economic ot financial crises cannot frutfully
be discussed 1n 1solation from the major problem
of which they form part—viz, the problem of the business or
trade cycle , by which 1s meant, a wavellke movement affecting
the economic system as a whole It 1s therefore with the major
problem that this study 1s concerned
To define “ depression ”, we must also define *‘ prosperity
for the two are correlated concepts, since each 1s the negative of
the other
Before we try, however, to define more precisely these two
concepts, 1t may be well to say a word about the meaning of the
two related terms ““crsis” and “ depression . They are fre-
quently used indiscriminately  Throughout this paper, they will
be sharply distingusshed
 Depression *” will be used to mean a process or a continuous
state of affairs of more or less extensive duration, which will be
described and defined in following secttons of this chapter
The term ““ crusts ” has two meamngs. In the techmical sense
of business cycle theory, 1t means the turning-point which marks

18
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the passage from prosperity to depresston  In the ordinary sense
of everyday language, 1n which 1t ts used also by the financial
Press and frequently 1n economic writings, 1t means a state of
acute financial stringency, pantc, runs on the banks, drain of gold,
bankruptcies, etc. A “crsts” in the technical sense—ze, a
turn from prosperity to depression—is usually (but not always)
accompanted by an acute “ crists * n the ordinary sense  On the
other hand, an acutc financial custs may, and occasionally does,
occur at a time when there 1s no “ crists ”’ 1n the technical sense, 1n
other words, 1t does not always mark the turn from a pertod of
prosperity to a period of depression, but occurs sometimes during
a depresston or even during a prosperity pertod without turning
the latter into a depression ?

§ 2 DEFINITION OF PROSPLRITY AND DELPRESSION
IN THE GENERAL SENSE

Depression and prosperity may exist 1n the case
A closed  of a branch of 1industry, a region, a whole country
economy ot the whole world
The nternational aspects and complications of
the cyclical movement will be considered 1n Chapter 11 below
In the earlier chapters, the reference will always be to the case of
a closed economy-—by which 1s meant, not a completely tsolated
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 occaston to allow for outstde influences on
our “closed ” country, even before we turn s extenso to all the
complications and qualifications in the argument necessitated
by the fact that in the real world we are concerned, not with a
number of independent economic systems, but with a system of
interdependent and interrelated countries

! But, as has been touched upon 1n connection with the discussion of
the * psychological ” theories, the * detonation ” of a financial crisis 1s
likely to deteriorate the general situation, even 1f 1t does not bring about
an actual turn from prosperity to depression
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Depression means a state of affairs in which real
Alternatwe 1ncome consumed or volume of consumption per
critersa head, real income produced or volume of produc-
tion per head! and the rate of employment are falling
or are subnormal in the sense that there are idle resources and
unused capacity, espectally unused labour
Prosperity, 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
Depresston and prosperity differ 1n degree rather than 1n kind
It 1s 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
prospetity and from severe unemployment to full employment of
all the factors of production
Real income consumed, real mcome produced, rate of employ-
ment—the three are comparatively precise concepts and even to
some extent measurable quantities There 1s little to be gained
by looking deeper, though 1t 1s always possible to regard each of
the three as 1n one way or another an index or a measure of a more
fundamental magnitude, ¢, of economic welfate But “economic
welfate ” 1s 2 vague expression which itself calls for definition 1n
terms of more precise and measurable magnitudes—and, as such,
real income consumed, real income produced and rate of employ-
ment are at once 1ndicated  For all practical purposes, therefore,

1 Professor Fisher, 1n his various writings, defines “ national income »
as volume of consumption (see lis Nature of Capital and Income, New
York, 1912, lus Theory of Interest, New York, 1930, and his article * Der
Eimmkommensbegriff 1m Lichte der Erfahrung » in Die Wartschaftstheorie
dev Gegenwart, Vol III, Vienna, 1928, page 28) It has, however,
become more and more usual to define national income as consumption
plus net investment—that 1s, for a closed economy, the same as what
we have called above ‘ national income produced ” or * volume of
production ”  Since investment can be negative (disinvestment, dissav-
1ng, capital consumption), the volume of consumption may exceed the
national income In Chapter 10, we shall have to come back to these
questions of defimtion (Cf, eg, Eric Lindhal * The Concept of
Income ” 1n Economic Essays in Honowr of Gustav Cassel, I.ondon, 1933,
pages 399 et seq, and the statistical literature which has sprung up 1n
recent years )
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prosperity and depression  are sufficiently precsely defined 1n
terms of one or the other or all three of these magnitudes?
In recent years, unemployment has frequently
“ Employ- been taken as the sole criterton of the economic
ment”  sttuation of a country It must not be forgotten
eriterion 10 this connection that 2 certain amount of unem-
ployment 1s always present (fricttonal unemploy-
ment), and that there 1s a seasonal fluctuation of employment in
many trades and countrtes Even if these two factors are dis-
regarded, the fact rematas that 1n some countties unemployment
remains on a high level over long petiods—e g, 1n England ot
Austria after the war In such a case, we speak of a chronic
depresston but this does not mean that cyclical fluctuations are
absent. They are merely supetimposed on the mass of “structural”
unemployment
Even with all these qualifications—which are equally applicable
incidentally to the two other factors of real income consumed and
real income produced—the employment index cannot be regarded
as an unfailing criterton 1n all cases In agricultural countries,
for example, depressions, whether due to crop failures or to

! The precise definition of the three variables—real income consumed,
real ncome produced and rate of employment—and the method of measur-
ing them open up, of course, the possibility of infinite discussion and raise
a host of intricate problems The whole litcrature on the construction
of index-numbers of the price-level and volume of production and the
cognate problems which they raise, has 1ts 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 measurement
of the fundamental magmtudes 1s adopted Iixceptional cases are
concewvable where reference to other criteria 1s indicated—for example,
where adverse influences on the real income consumed or the real income
produced are offset by harder work In such a case, though the real
income consumed and real mmcome produced are unchanged, we are
compelled to record a deterioration of the position, because the economic
welfare 1s reduced The additional criterion which must be introduced
in this case 1s the length of the working-day  An alternative would be
to define real income 1n such a way as to cover the quantum of leisure
achieved and to make allowance 1n some manner for the toil and trouble
mvolved The statistics, however, aflord no ground for supposing that
such exceptional cases are of any considerable practical importance
Hence we may refrain from gomng into the matter in greater detail
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low prices, are not commonly accompanted by unemployment.
The farmers and agricultural workers indeed may even work
harder, and more people may be called 1n to work—wives and
children, for example—in bad times than good The same
may be true, to a certain extent, in countries such as Japan or
Yugoslavia where industrial labour 1s not completely divorced
from the soll  Even 1n a purely industrial country, 1f wages were
perfectly plastic, unemployment could possibly—although this 1s
an open question—be reduced to a very low point  On the other
hand, there are cases where unemployment 1s due to rapid techno-
logical progress * 1n such cases one can hatdly speak of depression
or detertoration of the situation 1n spite of the high or nsing level
of unemployment !

In such cases, we fall back on the two other criteria above
mentioned—namely, real income consumed and real income
produced 2 The diffcrence between the two consists 1n the fact

t No reference 15 made 1n tlus connection to statistical difficulties in
the measurement of unemployment—a frequent source of spurious
changes in unemployment figures  The introduction of schemes of
unemployment 1clief or insurance and alterations in existing rchief schemes
always involve changes in the number of registered unemployed, for the
reason that numbers of persons previously not registered are mcluded
i 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 1n wage-rates and the willingness of the workers to accept work
at the prevailing rates

* [t may be urged that, in manufacturing industrtes, which are not
dependent upon the weather, a divergence between volume of production
and rate of employment 1s impossible 1n the shoitrun  But this 1s not the
case—even apart from the destruction caused by earthquakes, fires, explo-
sions and thelike  Where there 1s no reduction in the labour strength,
a fall in the volume of output 1s conceivable, 1f less capitalistic methods
of production are employed There are theorists who mamntamn that
this actually happens during the depression Quantitatively speaking,
however, 1n the absence of unemployment, fluctuations i production
would certainly be reduced to relatively small proportions

Professor F Machlup says “If wages were perfectly flexible, there
would perhaps be no sharp fluctuations in employment but there would
be fluctuations 1 wage-rates istead” (“Professor Kmght and the
Period of Production” in journal of Political Ecomomy, Vol 43, October
1935, page 624) See also J Robinson on “Disgmsed Unemployment”
i Economic Journal, Tune 1936, reprinted i Essays sn the Theory of
Employment, London, 1937, pages 82 ef seq



262 Nature and Canses of the Cycle Part II

that real income consumed is confined to consumers’ goods and
services—that 1s to say, 1s equivalent to “ volume of consump-
tion” or, if we disregard changes 1n stocks of consumers’ goods,
to “flow of goods and services ready for consumption ”,!
while real income produced includes also addittons to the stock
of goods of a higher order (producers’ goods, raw materials, etc )
If wages or incomes 1n general are flexible, and
“Consumption” unemployment 1s avorded more or less completely
criterton by a fall 1n wages rapid enough to offset the deterio-
ration in the economic situation, the deterioration
will take the form of a fall 1n the real income consumed by the
community In the case menttoned above of an agricultural
country, the rate of employment and the volume of production
may even rise 1n spite of the prevailing depression, if the foreign
demand for the product of the country has fallen as a result,
e g, of a depression 1n certain foreign countries or the expanston
of a competitive source of supply? The crterton of the
deterioration 1s then a fall 1n the real income consumed represented
by a reduction of the consumption of imported goods due to the
fall 1 price of home-produced exports
In a closed economy, the situation is usually less
“Production” involved But even here the movements of the
ersterion volume of consumption and real mcome produced
may diverge It 1s conceivable that the volume of
consumption should remain constant ot even rise while the volume
of production falls—e g, 1n the case of a community living on 1ts
capital  Obwviously, 1n such a case, the volume of production and

1 It 18 conventent to regard durable consumers’ goods (such as motor-
cars or dwelling-houses) as goods of a higher order, and their services
as the fimished product FProfessor Irving Fisher s Nature of Capital
and Income (New York, 1912) would seem to contain the most satis-
factory discussion of the various accounting problems which arse 1n
this connection

¢ It 1s 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 nationallabour including (that1s) the volume
of goods obtained for that part of the product which 1s exported to foreign
countries  Volume of production = amount produced at home — exports
+1mports If we adopt this defimition, the discrepancy in this case
between volume of production and real income consumed 1s avoided
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the rate of employment have to be taken as criteria rather than the
volume of consumption !

On the other hand, 1f 2 commumty adds to its capital equipment,
the volume of production may rise or remain constant, while the
volume of consumption falls or does not rise so rapidly. In this
case, clearly the volume of production and the rate of employment
should be regarded as the true criteria

This situation frequently arses, to a greater or smaller extent,
when business 1s recovering from a deep deptression The
production of producers’ goods tises and additions are made to
the capital stock, but the flow of consumers’ goods and services
usually rises only to a lesser extent

We may conclude that a combination of the three

Concluston  1indices—(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

prospetity and depresston and changes in the same If all three

indices point 1n the same direction, the situation 1s clear If they

diverge, 1t 1s as a rule possible to arrive at some indication on the
basis of the considerations above set forth

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 may discuss briefly two other
criterta which are often used 1n the literature on the subject

Fluctuations 1n profits (and losses) are frequently

Other  regarded as the essential characteristic of the
¢rsitersa business cycle but 1t would not seem adwvisable to
rank them with the three fundamental elements

indicated above The term “ profit > 1s vague and musleading
What are recorded statistically as “ profits” (¢ g, profits of cor-
porations) do not consist purely of profits in the sense 1n which
economic theory uses the term * they ate, rather, a muxture of
interest, rent, monopoly gains, etc  Profits 1n the sense 1n which
economic theory uses the term are part of the national income

! Volume of consumption can be taken as the criterion, if the time
element 1s introduced A community hiving on 1ts capital 1s prosperous
for the time being, but the prosperity cannot last
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and, as such, are included 1mn “ real income ” The absence of
profits—or losses—n this, the strict, sense of the word 1 the very
essence of perfect equilibrium of the economic system, and a state
of perfect economic equilibrium, with full employment of all
available resources, 1s surely a state of high prosperity

The term “ loss ** also lacks preciston  An indrvidual, commer-
c1al loss need not be a loss to the community  The inventton of a
new productive process, for example, may mnvolve losses on the
fixed plant used in the process supplanted but such losses do not
constitute a deterioration i the economic situation of the
community  Profit-and-loss statistics are no doubt a valuable
symptom of the business cycle 1n the technical sense * but they
ate not an unfatling criterion of the business cycle 1n the general
sense (§ 3)

Our employment- and production-criterion seems to express
precisely what s meant by  economic activity ”, which 1s
frequently used, more or less loosely, as criterion of prosperity
and depression  Evidently, if 1t 1s to be at all useful as such a
criterton, the concept must be capable of quantification, and 1f we
ask ourselves how the degree or itensity of economic activity 1s
to be measured, the answer will be in terms etther of wput or
output, 1n terms, that 1s to say, of the effort applied or the result
achieved This 1s doubtless equivalent to measuring it 1 terms
of employment (not necessarily of the available labour factor
only) or of production

§5 THI BUSINESS CYCLL IN ITIE GLNLRAT SENSE AND
IN THE TECHNICAL SENSL

The business cycle in the genetal sense may be detined as an
alternation of pertods of prosperity and depression, of good and
bad trade This definttion 1s, however, provisional, for 1t 1s
obviously too wide It covers more than the business cycle tn
the technical sense of business-cycle theory That the general
economic situation 1s subject to fluctuations, that the volume of
production, national income and level of employment should
sometimes be above and sometimes below the average or trend
1s not indeed surprising  An alternation of periods of depression
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and prosperity is what we should normally expect What calls
for explanation 1s, 1n the first place, the duration and wide amplitude
of the fluctuattons—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 economuic system towards equlibrum  Why do
we not find short 1rregular oscillations around a trend, but long
swings 1n both directions ?

It 1s not merely, however, the magnitude of the fluctuations,
but their peculiar nature, which constitutes the problem of the
cycle What that nature 1s can be indtcated at this potnt only
1n negative terms  With the posttive explanation of these fluc-
tuations, the whole of the rest of this study 1s concerned The
mystertous thing about them 1s that they cannot be accounted
for by such ““ external »” causes as bad harvests due to weather condt-
tions, diseases, general strikes, lock-outs, earthquakes, the sudden
obstruction of mternational trade channels and the like  Scvere
decreases 1n the volume of production, real income or level
of employment as a result of crop failures, wars, earthquakes
and sumilar physical disturbances of the productive processes
rarely affect the economic system as a whole, and certainly do not
constitute depresstons 1n the technical sense of business-cycle
theory! By depression 1n the technical sense we mean those
prolonged and conspicuous falls 1n the volume of production,
real income and employment which can only be explained by the
operation of factors onginating within the economic system
ttself, and 1n the first instance by an insuffictency of monetary
demand and the absence of a sufficient margin between price and
cost

If external disturbances of the kind refetred to have a causal
relation to the occurrence of depressions in the technical sense—
which 1s unquestionably the case—it 1s not so much the matertal
obstruction of the production process that accounts for the fall

* ls by no means excludes the possibility of such external disturb-
ances having an indirect influence on the business cycle i the technical
sense On the contrary, we shall see that those disturbances play their
réle by starting or reversing, retarding or accelerating, mternal processes
of expansion and contraction of output and employment
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GENERAL INDICEs OF CxCLICAL MOVEMENT IN VARIOUS COUNTRIES

For explanations, see Appendix I, page 453
1he principal crises are indicated by arrows
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GENERAL INDICES OF CvcCLICAL MOVEMEINT IN \ARIOUS COUNTRIES

For explanations, sce Appendix I, page 453
The principal crises are indicated by arrows
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in the volume of production as the peculiar response of the
economic system !

The continuance of production 1s materially perfectly possible
The necessary capital equipment 1s there, so 1s the labour-power
so are the raw matertals and semu-finished products ~ Yet somehow
a large part of the factors of production cannot be put to work,
the economtc machine does not function smoothly the price
system 1s out of equilibrium

§4 BASIC FACTS ABOUT THE BUSINESS CYCLE

In any attempt to apply our fundamental criteria
Four phases of prosperity and depresston 1 order to locate and
of the ¢ycle  measurc 1n exact form, over any considerable length
of tme, the phenomenon which 1s the subject of
our study, we are at once confronted with the difficulty that the
statistical data, especially for the earlier periods, before the war
and 1n the nineteenth century, are very inadequate Indices of
national income and employment (or unemployment) are very
unreliable, and 1n the case of a number of countries do not exist
at all Indices of the volume of production are also far from
being complete or sufficiently representative
The fluctuations with which we are concerned are, however, so
marked and extend over such a wide range of phenomena that 1t
1s possible to 1dentify them with a high degree of accuracy on the
basis of the existing materi1al, even 1n pertods for which the latter
1s not so complete We begin with the attempt to determine
the length of the successive pertods of prosperity and depression 1n
the case of a number of countries by fixing as exactly as posstble
the turning-points from boom to slump and slump to boom, The
whole cycle 1s divided into four phases or patts

(1) The upswing (prosperity phase, expansion),

' This 1s clearlv 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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(2) The downswing (depression phase, contractton),!

(3) The upper turning-point—that 1s, the turn from prosperity
to depression (down-turn, crisis in the technical sense),?
(4) The lower turning-point—that s, 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 1mply more than 1s actually
said It 1s not suggested that the duration of cycles should
necessarily be counted erther from trough to trough (from revival
to revival) ot from peak to peak (from crisis to crisis) It 1s not
matntained that each cycle (whether counted this way or that way)
1s to be regarded as (so to say) an individual untt or an indivisible
whole, so that 1t must be explamned by a single principle, or, again,
that one phase grows out of the previous one and must be explained
with reference tot  Such statements may have a definite meaning
and value at the end, or 1n 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 preceding graphs, the cyclical movement

Varons 10 a number of countries 1s represented by vartous
wndices  1ndices, a description of which 1s given 1n Appen-
recording  dix I An inspection of the diagrams shows an
the ¢ycle  almost perfect concordance in the movements of diffe
rent curves  There are sometimes slight deviations,

but they seldom exceed one year ‘They can often be explained

t The terms *““expansion” and “contraction” are sometimes used
1in the purely monetary sense of expansion and contraction of credit
or money We shall use them, where no other meamng 1s 1mplied by
the context, to denote the complex phenomenon—expansion and contrac-
tion of production and employment plus expansion and contraction of
the circulating medium For the purely monetary aspect, we shall
usually employ the terms ‘“inflation” and ‘‘deflation”

1 See page 257

¢ Various writers have elaborated different typical cycle patterns
The Harvard Economic Service, ¢ g , distinguishes five phases depression,
recovery, business prosperity, financial strain, industrial crisis  Spiethoff
has a still more complicated scheme But these schemes are based from
the outset on a particular view as to the causation of these fluctuations
They 1mply generahisations which do not fit all cases Therefore they
cannot serve as starting-points, but are the result of the analysis
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by 1naccuractes 1n the figures or 1n the descriptton tn the annals
The conventions which have been adopted for the graphlcal repre-
sentatton of the “Annals” must be kept 1n mind, if a misleading
1mpression 1 to be avorded  Only a few gradations of prosperity
and depression are distinguished, so that neither the amplitude of
fluctuations nor the speed of recovery and decline at various
potnts can be adequately indicated Both the high and the low
conjunctures tend to be represented by hortzontal straight lines
masking the turning-points which come etther 1n the latter part
of the last year of the honizontal or 1n the first part of the
followtag year

It must also be remembered that, whereas the production
indices show a pronounced trend movement, on which the cyclical
fluctuations are superimposed, 1n the employment sertes—except
in the case of the United States of America—and the Reference
Cycle Curve, the trend 1s eliminated by the method of their
construction

These curves represent the business cycle 1n the general sense—
that 1s to say, they record the changes tn productton and employ-
ment 1rrespecttve of the cause  But there 1s no doubt that, with a
very few exceptions, the ups and downs of production 1 our
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 productton and employment
figures relate to tndustry alone

Since reltable direct measurements of our fundamental criterta—
employment and volume of productton—are not always available,
1t 1s necessary to have recourse to other statistical sertes, which are
either 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 ““auxiliary ” or
“ symptomatic ” series, as they may be called, are bank clearings,
bank deposits, other monetary serses, price sertes, transportation
figures, bankruptcies, etc
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§5 THE SECULAR TREND

The economic cycle 1n which we are primarily
Various  1nterested 1s that alternation of relattvely prosperous
components of and depressed times, together with 1ll the concomut-
time-series  ant changes 1n all parts of the economic system,
which extends over the pertod of three to twelve
years This movement we call the business cycle proper
Besides (1) the business cycle proper, we find other movements
reflected 1n the time-sertes of important economic magnitudes—
namely, (2) a secular trend, (3) seasonal variations within the
span of one year, (4) occasional disturbances attributable to erratic
forces from outside the economic system 1n the strict sense, and
(5) the so-called “long waves > covering periods of fifty years
ot more
The secular trend relates to the contiuous rise
The meamng 1n volume of production, real income, production
of the trend of particular commoditses, real wages, etc, which
in different  has taken place, with relatively short setbacks, during
series the nineteenth and twentieth centurtes Such a
tendency of the fundamental magnitudes to grow
1s the criterton of a progressive economy As we usually think
of soclettes as progressive, we assume—and have hitherto been
lucky enough to find—upward-sloping trend curves for produc-
tton and consumption But 1t 1s by no means necessary that the
secular change should take place at a constant rate, or that 1t
should always slope upward along a smooth curve which can
confidently be extrapolated into the future Nor 1s 1t excluded
that the forces which create the trend may tend to operate
spasmodically or cyclically
Furthermore, 1t 1s 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 1s the natural consequence of growth
of population. An upward-slopmg trend of physical quantities
of production and consumption per head of the population 1s the
essence of matertal progress due to the accumulation of capital
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and the 1ncreasing stock of technical knowledge = Obviously, the
situation 1s quite different 1n the case of money prices and money
values Rising prices and money values are not an essential
characteristic of materal progress It 1s quite concetvable that,
because of the pecultar working of the money-profit-price
mechanism 1n an individualistic economy, a certain trend of prices
1s required to ensure the smooth, uninterrupted working of the
productive apparatus, and to make possible the complete and
rapid realtsation of all the benefits of technological progress
But this 1s only a hypothests, as to which there 1s unfortunately
no agreement among economists. Some writers believe that
ptices should gradually fall when production expands others
predicate a stable price level others, again, incline to think a
slightly rising trend of prices 1s the most beneficial for the
working of the economic machme In any case, it seems to be
clear that a price trend—if there 1s one—should be interpreted
1in quite 2 different way from a trend 1n the physical quantities of
production

At this stage, being primarily interested 1n cyclical movements of
the order of magnitude of three to twelve yeats, we are concerned
not so much with the “ secular trend > as with the depaitures
from 1t which our scties exhibit  As for the other movements
m the various cconomic magnitudes, the seasonal fluctuations
—inot shown 1n the annual data—do not constitute a serious
theoretical problem, nor do the 1rregular changes or disturbances,
such, for example, as the general strike 1n the United Kingdom
1n 1926

§ 6 BUSINESS CYCLES AND LONG WAVES

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,
Worrinski and others) show themselves quite clearly 1n 2 number
of long series such as those of production, wages and prices
These long waves or trend cycles extend over a pertod of fifty to
sixty years, and the short cycles, for which we reserve the expres-
ston ““ business or trade cycle ”’, are superimposed on them (1n
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much the same way as the seasonal fluctuations are superimposed
on the business cycle)
Avouding figurative language and leaving aside
Facts about all speculations and dubious hypotheses, the broad
the long  facts about these long waves seem to be as follows
waves It 1s possible to distingussh during the nineteenth
and twentieth centuries alternating pertods 1n
which depression years and prosperity years respecttvely predo-
munate These periods extend from twenuy to thirty years, and
each of them comprises two to five complete business cycles of the
short type. 'These pertods are, according to Professor SpizTHOFT,
for Western Europe (1) 1822-1842, (2) 1843-1873, (3) 1874-1894,
(4) 1895-19131 The fizs¢ of these periods contains two business
cycles 1n which the depression phase was much longer than the
prospetity phase In this whole period, Professor SeIETHOFF
counts nine prospetous and twelve depiessed years In the
second period (1843-1873) prosperous times prevall  In three and
a-half business cycles there are tweatv-one prosperous and ten
depressed ycars, depresstons betng shott and muld  The #herd
pertod (1874-1894) begins with the prolonged and extremely
severe depression of the seventies It contains two and a-half
cycles, and Professor SeirTiorr counts six prosperous and fifteen
depressed years  Thus gloomy period 1s followed by a fowsh
pcitod (1895-1913) which 15 overwhelmingly prosperous It
contains two and a-half cycles, the last one being interrupted bv
the world wat  Only four depression years stand agatnst fifteen
years of prosperity, depressions being short and mild
We do not deny that there 1s an intcresting
Necessity  phenomenon 1n the “ long waves ” which calls for
for previons explanation  Some prima facre plausible hypotheses
analysis of have been put forward to this end There are
thort weves 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

! According to other investigators, the dates are approximately the
same

9
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ent of a country with raroads) or newly
These forces may concetvably produce
But 15 not that a purely
cycles the 1esult

innovattons (equipm

discoveted countries !
a long wave 1n production and prices.
fortuttous phenomenon > Is each of these long
of the same type of force » Is there the shghtest probability
that a cycle of fifty years ot so will always be produced ? Are
we atall justified 1n extrapolating these waves ?  Is there any sense
1n such statements as that the depresston of the nincteen-thirties was
so severe because we wete not only in the downgrade of a short, but
also of a long, wave ® Why 1s 1t that pertods which arc under the
spell of one of these long-range forces are themselves divided into
shorter periods of prosperity and depresston It would scem
that all these and other sceptical questions about the natute ot the
long waves can be answered only after a fairly full nsight into
the mechanism of the sho:t cycles has been attained For the
forces which are said to producce the long waves do not work
independently of, and alternatively to, those that produce the
shoit cycle  They wotk through the latter—e g, by tending to
increase continuously the supply of money (gold production),
or by continual creatton of new imvestment opportunitics (¢ g,
railw ay development of a country ot raptd growth of its population)
Until 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
§ 7 IS A GENERAL THEORY OF THE CYCLE POSSIBLL °

Until now we have discussed the essential charac-

Each ¢yele  teristics of the business cycle—that 1s, those qualities

an historical 1n the absence of which the phenomenon * business
cycle ” does not exist  Bestdes these, thete 1s an
endless vartety of changes 1n 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 matertal which we have to seek

mdwidnal

This 1s Professor Schumpeter’s hypothesis about the long waves



Chap 9 Definstion of the Cycle 275

out and analyse 1n order to find such clues to the causation of the
cycle s will enable us to verify or reject the explanatory hypo-
theses (theortes of the cycle) which we find 1n the literature
Most of these changes do not appear regularly 1n all cycles
Close tnspection of the facts reveals very many triecularities and
tar-reaching differences between the chatactetistics of the various
cycles—over and above the differences in the length and amplitude
of the cycles (as defined in terms of our fundamcatal critetia)
Each cycle, each period of prosperity or depression, has 1ts special
features which are not present in any, or not 11 many, others
In a sense, each cycle 1s an historical individual each 15 unbedded
in a social-economic structure of 1ts own ‘Technological
knowlcdge, methods of production, degree of capital-intensity,
number, quality and age-distribution of the population, habits and
preferences of consumers, social mstitutions 1n the widest sense
including the legal framework of soctety, practice in the matter
of interventions of the State and other public bodies 1n the economic
sphere, habits of payment, banking practices and so forth—all
these factors change continuously, and are not exactly the <ame
in any two cases It 1s therefore not at all surprising to find great
disstmilarities between cycles 1n different countries and difterent
pertods  On the whole, 1t may be said that the differences and
dissimularittes between different cycles are much greater than
many cycle theorists seem to assume
This point with regard to the dissimilarities be-
A general  tween different cycles raises the question whether 1t
theory possible 1s possible to make any general statements at all as
to the causes and conditions of cycles—in other
words, 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 1n the industrial countries
of Western Europe and the United States and for those in the
agricultural countrics of Eastern Liurope and overseas  (“Cycle”
1s here used 1n the technical sensc as defined previously, disregard-
ing those changes 1n volume of production, employment, etc,
which can be attributed to the direct influence of the inter-
ruption or obstructton of the productive process by external
disturbances )
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The question cannot be answered @ priorz  Logically, 1t s
quite concetvable that, under different social and cconomic
conditions, pertods of prosperity and depression should be
produced by entirclv different sets of causes, so that for different
groups of cydles separate theortes would have to be devised

We believe, however, that this 1s not the case We believe,
on the conttary, that a very general thcory of thc most important
aspects of the ¢y cle 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, 1t will have a very wide field of application The
precise conditions of 1ts applicability will be discussed in the
following pages  They relate to monetary and banking arrange-
ments, the wage-ptice system and some elementary technological
facts— all deeply 1ooted 1n our present individualistic money-price
cconomy

It should be noted that the mere fact that each cycle 1s an his-
tortcal 1ndividual 1s not a suffictent argument against a general
theoty  Are there two men who are 1n all respects altke ?  Does
this dissimularity 1n many tespects destrov the possibility and prac-
tical usefulness of anatomy, phystology, etc » That each cycle
1s unique 1n many respects does not prevent all cycles from being
similar 1n other respects, over and above those simularities which
constitute the fundamental elements of the cycle ‘These latter
do not constitute causes of the cycle any more than pamvrete 1s the
cause of povetty  In other words, that cach upswing shows a rise
mn production and employment and each downswing exhibits a
fall of the same 15 not surprising, since that 1s how w¢ have defined
the cycle  But, if there are other sinulatities, they may, as symp-
toms, throw light on the causes

It will be shown that any economy otganised on

Osder of the such lines 1s ltable to cumulative, self-reinforcing

argament  processes of expanston and contraction  The first

thing to prove 1s that these processes are self-
reinforcing—that 1s 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 ate not corrected automatically,
but lead the system farther away from equilibrium  (Thus 1s, of
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cousse, figurative language  Its purpose 1s not to prove a propo-
sition, but to convey a general meaning It will presently be
replaced by precise analysis )

The next step will then be to discuss why these processes of
expanston and contraction always come to an end Must they
come to an end ? Cannot they go on indefinttely »  Why does
expansion not lead to stable equibbrium ?  Are periods of
expansion interrupted and reversed by acudental disturbances,
or do they nccessarily give rise to maladjustments ?

We shall see that 1n these respects various possibilities are
open, which do not exclude one another, and that there 15 no
reason to postulate a single solutton which must apply to all cases

The gutding prinuple of our approach 1s to proceed cauttously
step by step  We do not assume from the outset that there 1s a
cycle 1n the sense that prosperity must necessartly be followed by
depression and wvwe persa That may be the final conclusion of
such a study as the present, but i1t cannot be assumed from the
begmning  Therefore we start with the most general aspects of
the problem, which do not yet imply the existence of a cycle 1n the
strict sense just 1ndicated, and then proceed to less and less general
features, wherc the conclusions depend to an increasing extent
on the particular social-ecconomic environment Thus procedure
has the advantage that it does not close the doot to mose ambitious
theoretical constructions  But 1t would seem that such construc-
tions cannot be safcly undertaken except on the basts of such
preparatory analyses

§8 TWO RLGULAR FEATURES O THE CYCLL

Theie are two features which we can observe 1n

Parallelism every cycle, piobably without exccption, although
of production they are not implied by our definttion of the cvcle
and monetary They are therefore of the utmost suggestive value
demand  and must be kept 1n mind from the beginning
The one 1s 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 1s the fact that the cyclical fluctuations are more marked
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1n connectror with the preduction of producers’ goods than n
connection with the preducion of consumers’ goods

The fir t of these tacts ts so indubitable that 1t hardly calls {or

spectal statistical vertfication at this pomnt It 1s only necessary
to recall that production rises 1n the upsw ing, flls in the downswing,
while prices 10 gcnem! (including factor prices, especially money

wages and prices of real estate and ptopetty rights) rise or reman
constant! 1n the upswing and fall 1 the downswing It follows

that the money valuc of productton 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 bustness cycle A1/, the quantity of money X velocity of
circulation— ¢, the flow of money agamst goods or the aggregate
demand for goods 1n terms of money pet unit of time—gtows
duning prosperity and shrinks duning depression  This propo-
sitton 15 certainly true of the money value of production and the
moncy value of transactions relating to goods—of the ““ 1ndustrial
circulation ”’, to use an expression of Mr KryNes It may not
always be truc—or at any rate 1rregular fluctuations may occur—
if stock-exchange transactions (that 1s, the * financial circulation ”
in Mr Krynes’ terminology) are included
It <hould be noted that these propositions do not follow from
the definition of prosperity and depresston, and are by no means
self-evident 2 It 1s not a logical necessity that fluctuations 1n thy
material volume of production should always be accompanied be
parallel changes i 1ts money value  Fluctuation n real income
need not show itself by fluctuation 1n money mncome Prices
mught concetvably fall during the upswing and nse during the
downswing # ‘That the contrary 15 true, that a higher national

! The best-known case of constant or even filling prices 1s that of the
1926-1929 boom m America Even in this case 1t was only true of
commodity prices factor prices and stock-exchange prices rose

* This has, e g, clearly been overlooked by Mr R F Kahn, 1n his
Rejoinder to my Comments on his review of the first edition of this book
(Economac Journal, Vol 48, June 1938, page 335, last sentence of second
paragraph )

> Where the fall in the volume of production 1s 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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income 1n terms of goods always appears as higher morey income,
1s a hghly significant additional fact which calls for explanation,
and 1ts explanation 1s almost bound to afford clues to the under-
standing of the business cycle !

It would be rash to conclude from the fact that rhe m. ietary
crculatton (1n the sense of MI) rises and falls with the general
movement of the cycle that money--or rather monetary forces 1n
the sense of monetary policy (1 ¢, action on the part of the monetary
authorities)—1s the impelling cause of the cyclical espansion and
contractton of production and employment ~ We <hall come back
to this point later. At this stage, we cannot answer the question
definttely, we must confine ourselves to pointing out that money
may concewvably play a réle of minor importance It 1s possible
that 1n some, or even in all, circumstances 1t adjusts itself to changes
in production without exerting an active 1nfluence

We pass to the second regular feature of the cycle,
Specially  a less self-evident feature—namely, the fact that the
wide production of producers’ goods fluctuates much

Jfiuctuations  more violently than the production of consumers’

i producers’ goods As may be seen from the following
goods graphs, this 1s tiue in a relative, and 1n many cases

also 1n an absolute, sense If we measure the

amplitude of the cycle etther by changes in the total volume
of production or by changes 1n 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 1n the number of unemployed 1n these industries
contribute more to the change of the total than do changes 1n the
volume of production of consumers’ goods and 1n 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 1n many countries approaching or outstripping the latter
in importance, as measured, ¢g, by the number of workers
employed 1n both branches It may happen, however 1n countries

' Mr R F Harrod, 1n lus book, The Trade Cycle (London, 1936), has
also found 1t worth while to lay special stress on this fact
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PRODUCTION AND EMPLOYMENT BY GROUPS OF INDUSTRIES

For explanations, see Appendix II, page 456
The principal crises are mndicated by arrows
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PRODUCTION AND EMPLOYMENT BY GROUPS OF INDUSTRIES

For explanations, see Appendix 1I, page 456
The principal crises are indicated by arrows
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or semi-closed economies where the producers’ goods industries
are relatively undeveloped, that the absolute magnitude of these
fluctuations n production 1s greater in the consumers’ goods
industries  But 1n almost all cases 1t will be found that the
amplitude of the fluctuations measured with reference to
“normal ” production (ze¢, the relative fluctuations) 1s greater
in the producers’ goods industries  Moteover, not only 1s thesr
amplitude greater, but the fluctuations in these industries are
much more regular, and conform much more closely with the
business cycle 1n general, than the fluctuations in the consumers’
goods industries

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 have
already been discussed and will be touched upon again
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CHAPTER 10

THE PROCKSS OF FXPANSION AND CONTRACTION

§ 1 INTRODUCTION

In this chapter, the mechanism of the cxpansion
The problem and contraction processes will be analysed We
stated assume that the process of expanston (ot contraction)
has been started 1n one manner or another and we
investigate what 1s meant by saying that the process 1s cumulative
and self-reinforcing, and on what factors this cumulative quality
depends How such a process can be started, how 1n fact 1t 1s
normally started, whether 1t can or cannot go on indcfinitely,
how 1t can be, and how 1t 1s 1n fact, interrupted, whether 1t 1s
automatically brought to an end——all these questions will be taken
up  extenso 1n the next chapter, although 1t will be impossible
to avoid all reference to them 1in the present chapter, if only by
way of implication or illustration
On the whole, 1t may be said that the problems considered 1n
this chapter are less controversial than those which form the
subject of Chapter 11 If there 1s anything like common ground
1 modern business cycle theory, we are likely to find 1t here

A The Expansion Process

§ 2 GENERAL DESCRIPTION OF THE MECHANISM UNDER THE
ASSUMPTION THAT THERE ARE UNEMPLOYED PRODUCTIVE RESOURCES

We begin our analysis of the process of expanston

Elastwcity at 1ts statting-point—viz, at the bottom of the
of supply. depressiton This means in eflect that we start
with a situation 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 1s more difficult 1t will be attempted 1n § 3!

If there 1s much unemployment, the supply of labour 1s com-
pletely or almost completely elastic in the upward direction—that
ts to say, an Increasing demand can be satisfied at the same or
only a shghtly higher wage The supply of other means of
production 1s also elastic, since there are stocks of raw materials,
under-employed capital equipment, etc  In sucha situation, there
ate no technical reasons why production should not be increased
at short notice all along the line 1n almost all stages and branches
of mndustry

Suppose, now, expanston has becn started for any reason
whatsoevet—e g, because new investment opportunities have
been opened up and large sums are betng invested over a
constderable period of time at some pomt in the economic
system (to build, say, a ncw 1atlway hine)

1 It has often been argued— g, by Professor Hayek—that an analysis
of the cycle must start from an equhbrium with full employment One
cannot assume unemployment from the beginning, it 1s said, because 1t
1s the thing which has to be eaplamned But surely it must be possible
and legitimate to investigate what happens when business has bcgun to
expand aftcr a depression which has created much unemployment and
over-capacity, without first explaimng how the depression has been
brought about  llus latter question we shall take up later 1he order
in which the vaiious problems connected with the cycle are considered 18
a matter of cxposition rather than of logical necessity Furthermore,
the question whether an expansion can start from a situation of full
employment, and what 1t looks like and how it develops when 1t does,
15 not neglected, but only postponed

Tt should be noted that the equilibrium concept of theoretical economics
by no means 1mplies full employment of all the factors of production
There are, first, apparcnt exceptions which really turn on the proper
defimtion of unemployment (Ct A C Pigou, Lhe Theory of Unem=
ployment, London, 1933 Part I, Chapter 1) In anyeconomy, there are
means of production which could be used but are not used because 1t
does not pay—submargmal land, unemployable workers, etc Secondly,
voluntary unemployment does not count  If, at the prevailing wage-rate,
certain people do not care to work, they are not to be counted as unem-
ployed Thirdly, if the prices of some factors of production (¢ g , wages) are
kept too high by a trade union, by State intervention, by tradition or for
any other reason, there may be some unemployment (unused factors) consis-
tently with perfect equilibrium  In a sense, this kind of unemployment,
too, may be called ** voluntary ” (On this concept of * involuntary
unemployment ” compare Chapter 8, § 5 )
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Assume that the necessary sums are raised in
Rectprocal  such a way as to bring about an increase 1n the
stimmlation  effective circulation of money The funds for the
of investment 1nvestment are not withdrawn from other uses,
and but consist of money ncwly created by the banking
consamption  system, or come out of hoards of unused purchasing
power The monetary details will be discussed 1n
§4 Here 1t 1s enough to assume that,1n one way or another, the
aggregate demand for goods 1n terms of money increases  Wor-
kers are hired, raw materials, semi-finished goods and implements,
ctc ,are bought or oideted  Note that there 15 no sort of guarantee
that all the money thus injected will remun 1n circulatton  On
the contrary, there will be numerous leakages (which need not be
discussed hete in detail)! through which a smaller or larger
proportion of the new purchasing power will be withdiawn fiom
the active circulation and so stertlised  Assumc, however, that
a patt of the new money goes on circulating —that 1s to say, 1s spent
by the successive recipients It 1s easy to see how 1t will stimulate
other branches of industry and spread the expansion to all parts of
the economic system
The producers of matetials and 1mplemcnts will mcrease their
production 2 They may draw on 1dle funds at their disposal, ot
bortow from the banks, or float a new issue 1n the market, 1n
otrder to hire workers and buy the material or equipment 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 demand for all kinds

! The pomnt has been discussed at length by Mr Kahn, Professors
Arthur D Gayer, J] M Clark, etc, in connection with the probable
effects of public works

* Additional supplics may be available, even of those raw materials
which are of agricultural origin, 1f quantities have been held 1n store
during the depression Whether the production of fixed capital rises
at once or with a lag will depend on the cxistence of excess capacity at the
moment when revival starts, on the “accumulation of nvestment
opportunities” during the preceding depression, and a number of other
factors which w11l be discussed at various poimnts in the following pages
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of goods 1s further increased, which generates mcome The
process 1s likely to proceed slowly at the beginning and then
to gather momentum At first, 1t may easily be interrupted
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 1n terms of money per unit of time becomes
greater  Adverse influences which tend to decrease the flow of
money against goods will now only be able to decrease the rate
of inctease 1n the flow of money and to slow down the general
expansion, whereas 1n the eatly stage of the upswing they would
have nipped the expansion in the bud  This 1s what 1s 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 lihely to come

Rise in 1nto play after a while and to reinforce expansion
pruces, costs A sustained and rapid mncrease m output due to,
and profits  or accompanied by, an increase 1n the flow of money
will certainly lead to a rise in production costs and

commodity prices at various points, even if the labour supply s,
for the time being, perfectly clastic (See Chapter 4, § 2, above
for a detailed description )  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 rtse 1n demand, coupled with rising

Investment 1 prices and profits, 1s bound to create 1n the business
fixed capital world a more optimustic outlook 1n general and 1n
stimulated  particular an expectation—no matter whether justt-
fied or not—of a further rise of prices This will

induce entreprencurs to embark on more ambittous schemes of
investment 1n fixed capital and etther 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
warting to be made, especially at the end of a depression during
which mvestment has been at a standstill—i1mprovements which
necessitate the 1astallation of additional machinery (fixed capatal)
and are profitable only at a certain ratio between price and
cost. Given the profitability at the existing price-cost ratio, the
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investment will be undertaken only if the profitable price-cost ratio
1s expected to last long enough to permut the amortisation of the
mnvested capital, and there ate no other disturbing factors such as
State mterventions, revolutions, currency inflation, etc , to prevent
the reaping of the expected profit Naturally, the more durable
the mnvestment projected the more important the expectation factor

Thus the expansion proceeds in a progressive and cumulative
fashton  As 1t advances, restraining forces come more and more
into play These will be analysed in the section on the uppet
turning-point

The above analysis of the expansion process can be put in more
technical language If we describe the 1mnitial expanston as being
due to a divergence between the natural or equilibrium rate of
intercst, 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 (and profit rise) mnduced
by the initial divergence forces the equilibrium rate up, with the
result that the gap between the two rates 1s widened—which 1n
turn intensifics the rise 1n prices and profits, etc

There are other terminological alternatives,! and terminological
as well as analytical niceties, which nced not dctain us here the
non-technical description of the expansion process as given above
1s for the time being clear and preuse enough  We shall come
back to the monetary details in § 4

§5 THE MECHANISM OF EXPANSION UNDER THE ASSUMPTION
OF IULL OR ALMOS1 FULL EMPLOYMFENT

In what sense can the expansion continue beyond

Can full  the pomnt of full employment? How can it statt
employment from a sttuation of full employment of all factors
be attamed? of production® These questions are not intended
to suggest that the upswing 1s always, ot generally,

carried to the point of full employment On the contrary, 1t

* The reader will observe that the reactions so far analysed have to
be described n Mr Keynes' terminology as a shift to the right of the
schedule of marginal efficiency of capital coupled with an elastic hquidity-
preference schedule
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will be shown that the economic system becomes increastngly
vulnerable when 1t approaches full employment, and that there 1s
a consequent possibility that the full employment level will not
be fully attained or, if attained, will not long persist  But for
completeness’ sake the question must be considered
Obviously, after full employment has been reached, output can
no longer expand at the same pace as before, since there are no
idle factors which can be drawn into employment But it can
still expand 1n so far as improved methods of production are
introduced, the wotking population grows, and additions are
made to the capital stock
Monetary cxpansion 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 dravn into employment, the supply of
output to rise factors of production and of goods 1n general
1 prices  becomes morc and mote 1aelastic, and a constant
cxpanston 1n terms of monev will lead to a smaller
and smaller 1ncrease 1 output and to a larger and larger rise 1n
factor and commodity priccs  In other words, 1t the beginning of
the expanston, a latge part of the increasc 1 monetary circulation
will have been absorbed by a r1se 1n the output and turnover of
goods, and a smaller part bv incicasing prices  When full
employment 1s being gradually approached, this necessarly
changes
So long as the supplv of factots of production 1s plentiful and
elastic, output can be 1ncreased all 1long the line at the same time.
For reasons which will be discussed 1n § 5, the output of producers’
goods and durable goods tiscs much faster than the output of
consumes’ goods  When one category of factors after the other
1s becoming scarce—the transition to full employment 1s of coutse
gradual and not sudden—it becomes more and more difficult to
expand at various points at the same tume If one industry
mncreases 1ts demand for means of production and succeeds 1n
attracting labourers by offering higher wages, 1t lures them away
from other industries  The same holds true of raw materials and
semi-finished products  The expansion of the industry s possible
only at the expense of a contraction somewhere else
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If the monetary expanston 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 tndustries, the former diawing away factors of
production from the latter =~ We shall see that this process 1s not
very likely to continue for long—if 1t has a chance to start at all !
But for some time 1t may continue, and thus the expansion may
go beyond, or start from, the level of full employment

Having sketched the process of expansion in general, we may
go on to consider various points 1n detasl This will be done

1 §§ 4-6

§4 THL MONETARY ANALYSIS O1 THE PROCESS OF EXPANSION

An expansion of the monetary circulation, 1n the
Importance of sense that the money value of the volume of produc-
total demand t1on and total demand for goods in terms of money
per unit of time increases, 1s (as we have seen) a
regular feature and, we may add, an indispensable condition for a
rapid expansion of production after a slump If the monetary
circulation could not somchow be expanded, prices of goods
and productive services, espectally money wages, would have to
fall par: passu 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 1n prices 1s the contrary to what actually happens during
a recovery after a slump
We have seen (Chapters 2 and 3 above) that the
The market expansion may be described in technical language
Jor mmvestible as being due to a discrepancy between the money
Sfunds or market rate of interest, on the one hand, and the
natural or equilibrium rate of mnterest, on the other.
If the former 1s below the latter, a camulative process of expansion
(a “ Wicksellian process > as 1t 1s called) sets ;n  Smce 1t 1s
dufficult to define the natural or equilibrium rate,! 1t seems advisable

* Different interpretations have been given of the term * natural”
rate By some 1t has been defined as that rate (in terms of goods) which



290 Nature and Canuses of the Cycle Part II

to adopt a shghtly different approach to the problem, more 1n
accordance with the modern method of marginal analysts

We may concetve a market for investible funds which 1s divided
into a demand side and a supply side  This 1s not quite the same
thing as those secttons of the demand and supply which actually
appeat 1n the market for loans or credit, because abstraction 1s
made of the contractual element in the debtor-creditor relationship
Entrepreneurs or corporations, for example, who nvest thetr own
money appear both on the demand and on the supply side of the
market they advance investible funds to themselves!

would obtain 1n a Larter economy where capital 1s lent out n natura
This definttion rasses a host of ditficulties which need not be discussed here
By others the *“natural” rate 1s defined as the equilibrium rate But
what arc we to understand by *equiibrium”™ ? Four or five different
possible mterpretations at once suggest themsedves  Which one 1s best
calculated to prescrve stability of output and employment ?  Lhe rate
which, 1 given circumstances tends to kecep the price level—in onc or
the other scnsc of this ambiguous term—stable ?  The rate which tends
to stabilise aggregate income, income per head, the price level of the
factors of production, MV, etc * Tvery one of these alternatives has
been, at one time or anotheir, proposed as the right criterion  Our
discussion has, however already made—and will makc 1t abundantly
clear that 1t 15 very doubtful whether-—is possible at all by mere mani-
pulation of the mterest rate, to 1ron out short-termn fluctuations m any
one of these magnitudes In any case 11 would require drastic and
rapid changes of the rate which i themselves would probably bccome
a de-stabilising factor

These dificulties need not—fortunately—be discussed here It will
be sufficient to say that tt 1s premature and mmadvisable at the beginning
of the analysis to come to a decision as to what interest rate 15 best
calculated to preserve the economic equilibrium Tt 1s not proposed
therefore, mn the present study to make any use of the terms “natural”
or “equilibrium” rate , and 1t 1s hoped that the theoretical terminology
which 1s devcloped 1in the text will make 1t possible to express clearly
and correctly all that 1s indicated by these terms mn trade-cycle literature

! 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 1s
assumed that it makes no difference whether the money invested 1s
borrowed or not The opportumity cost 1s 1n all cases the market rate of
interest  In other words, the entrepreneur who invests his own money
must put on the debit side of his account the interest which he could
earn 1f he lent out the money 1n the marhet for investible funds

This assumption 1+ of course regarded by many writers as incorrect
It 1s alleged that self-financing leads easily to * over-mvestment”,
because people are not so careful when investing their own money 1n



Chap 10 The Expansion Process 291

Investible funds are supplied, and demanded, at a price which
we shall call the interest rate  For the moment, we may ignore
differences 1n the type and quality of investible funds, and
speak as if there was only one, instead of a whole range, of
interest rates ~ We may suppose both the supply and the demand
for investible funds to be expressed in the form of curves or
schedules 1n the familiar Marshalllan manner  Along the
horizontal axis of a system of rectangular co-ordmatcs we measure
amounts of investible funds, and along the vertical axis the price
of investible funds—z ¢, the rate of interest For each amount
we suppose the demand price—that 1s, the rate of interest at
which this amount would be taken up by entrepreneurs for mnvest-
ment putposes—to be determmed If we join these points
together, we get the demand curve for investible funds ~ We shall
have occasion to make various hypotheses about the clasticity
of this curve  In general, we may assume that 1t slopes downward
from the left to the right, to represent the fact that at lower interest
rates larger quantities are demanded and 1nvested for productive
purposes  Similarly, for each amount the supply price 1s deter-
mined, and by joining these points together the supply curve of
investible funds 1s obtained It may be horizontal for a certain
range—1n which case the supply 1s said to be perfectly elastic over
that range, that 1s frequently Mr KEeYNES’ assumption It may be
vertical—in which case the supply 1s said to be perfectly inelastic
We may assume that, generally, 1t slopes upward from the left to the
right—that 1s to say, that investors exact higher rates of interest
when they are called upon to provide larger amounts of mvestible
funds

It should be remembered that a system of these curves refers
always to a point of time or a short period of ttme We shall

their own enterprise  In other cases there may ke a separation of
ownership and disposition It s frequently the director of the corpora-
tion who decides how much of the corporate income 1s to be ** ploughed
back " nto the business, and not the owner—v17 , the shareholder T1hese
complications have been discussed to some extent in Chapters 3 and 5
above 1n connection with the theories of F Vito (page 44) and E Preiser
(page 141) It may be added that the rationale of such measures as an
‘* undistributed-profit tax » 1s closely connected with the problem on
hand
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soon have to spcah of shifts of th
between successtve points or short pertods of time
Let us mow enquire about the factors which determine the

ese curves 1n time—that is,

shape of these curves

The demand curve for investible funds bears
The demand a close relationship to the curve of the marginal
curve for  profit rate By profit rate we understand the rate
investible  of profit in terms of money which an entrepreneur
Jfunds expects to dertve from a concrete piece of 1nvest-
ment We may concetve the various investment
opportunities existing at a given moment of time as being arranged
in order of decreasing profitability, and construct a schedule or
curve sloping down from left to right  If, now, we suppose that
all the risks of investment ate borne by the suppliers of 1nvestible
funds—and 1t 1s convenitent to allocate all r1sks to one or the other
stde of the market—this schedule 1s identical with the demand
schedule for investible funds and the lowest or marginal profit rate
for a given amount of investment 1s 1denttcal with the demand-

interest rate for that amount of investible funds?

The reader will have noticed that this description of the capital
market 1s substant1ally the same as Professor OHLIN’S and Professor
RoBerTsON’s matket for credit or loans which was discussed 1n
Chapter 8, § 2,above (pages 177¢f5eg) Theonly difference between
Professor OnLIN’s scheme (as tepresented by the graph on page 185)
and ours 1s that we choose to take on the demand side only demand
for purposcs of real investment Demand for credit (loans) for
other purposes—e g , for the purpose of strengthening cash resources

! It will be seen that we do not speak of the profit rate obtaiming in a
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 15 a difference (or equalily) between the interest rate and the
profit rate, but we say that the interest rate 1s equal to the marginal
profit rate

An alternative way of dealing with the risk factor would be to define
the profit rate so as to include the risk  There are further complications
about the rmisk The same nsk may be counted twice over, by the
borrower and lender, or it may not be counted at all These complica-
tions we ignore for the time being Compare, however, footnote * on
page 328 below



Chap 10 The Expansion Process 293
(for hoarding purposes)—we prefer to deduct from the supply
curve nstead of adding 1t to the demand curve! But the reader
can eastly make the shight adjustment, if he prefers Professor
Omn11N’s scheme
1t may furthermore be observed that we need not exclude short
time-lags between the floating of a loan 1n the market for nvestible
funds and the actual cxpenditure for the purchase of matersal,
equipment, labour, etc , of the money raised 2
There 1s another point to be cieared up Do we
“ Net”  countasnvestment only ““ net ” (or ““ new ”) invest-
myestment ment or ““ total 7 (or ““ gross ) investment ?  The
and “ gross 7 difference between the two 15 reinvestment or
mvestment  teplacement requirement  Gross tnvestment = net
investment + remnvestment Gross nvestment Is
roughly the same as production of producers’ goods, the only
difference being production of consumers’ goods which are not
consumed, but stored up 1n the shape of stocks, or of durable
consumers’ goods (motor-cars, houses) but the latter are better
regarded as producers’ goods producing consumable services If
we define mnvestment as net 1nvestment, we must consider the
possibility of 1ts becoming negative (although this contungency
will not artse so long as we deal with the expansion process)
If, namely, gross 1nvestment does not cover replacement require-
ments, the difference between the two 1s negative 1vestment
distavestment, capital consumption  Since we are concerned with
what actually happens 1n the market and “ negative demand”
for ivestible funds 1s a difficult concept, we had better refrain
at this point trom using the concept “ negative mnvestment ”

! Hence our demand for investible funds 1s more nearly equivalent to
Mr Keynes' schedule of margmal efliciency of capital than Professor
Ohlin’s demand for credit

* That would seem to be the most ** natural " use of the terms, that s,
the onc which follows most closely their everyday meaning But there
are alternative constructions (terminologies) available and 1t should be
noted that the one proposed in the text implies that a current excess of
satisfied demand for investible funds—in short, of investment-—over
saving (see below) will lead to an increasing income only with a short
time-lag Hence there 1s a shight deviation from Professor Robertson’s
definitions
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10 some contusts, we may elect to interpret investment as
gross investment ! There are other reasons which would justify this
¢ 3
decision  First, the definition of the concept “ pet Investment

grea. difficulties, because 1t 1mplies definition of what 1s
» 2 Secondly, since

Hence,

presents
meant by “ keepirg the capital stock 1ntact
we assume that people act rationally, 1t should really make no
difference whether a certain sum which 1s spent by an entre-
preneur for productive purposes represents new nvestment or
reinvestment  In the latter case, too, the prospective yield of
this 1nvestment should be compared with what can be obtained
from the same sum if lent out in the market for investible
funds or if kept in liquid form (hoarded)

In thus defining 1nvestment on the demand side as including
reinvestment, we must be cateful to apply a correspondingly
broad definttion on the supply side, to the discussion of which we
now turn
The supply of investible funds may be said to

Supply  flow from three sources—f{rom amortisation quotas,

of myvestible from new savings and from “inflation ” 1n the
funds broad sense (including, not only newly printed
notes and newly created bank money, but also

withdrawals from existing hoards of money) The first two
ttems, which we may lump together as “ gross saving 7, leave
the total demand for goods (M[”) constant Inflattlon implies
an 1increase 1n total demand for goods, a rise :n M and/or

mn [~

t We may put the matter alse this way Gross investment 1s what
actually 1s invested It 1s always a positive figure Replacement
requirement 15 a calculated magmtude—viz, that amount which will
have to be invested if the existing capital stock 1s to be maintained

* Compare on the subject of these difficult pomnts Hayek, “ Mam-
tenance of Capital ”, 1n Lconomica August 1935 pages 247 ef seq  Pigou,
Lconomics of Welfare, Part 1 Chapter V (“What 15 meant by mamtaining
Capital intact ), and Economic Journal, June 1935, page 225 , Keynes,
The Gemeral Theory of Lmployment, Interest and Money, pages 38 el seq

* There may be psvchological, and (in the case of corporations) msti-
tutional, differences between new investment and remvestment, simiar
to those mentioned above n connection with self-financing But we

shall ignore them for the moment
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This statement requires elucidation 1a various tespects 1 Furst,
a word of justification must be said about the 1nclusion of amom:
sation quotas  This corresponds to the inclusion of replacement
under 1nvestment on the demand side  For the individual firm,
the setting-aside of amortisation quotas out of total receipts and
their expenditute for replacement of outworn equipment do not
always comnctde 1n ttme  Amortisation will usually—though not
necessarily—be a continuous process, whereas the replacement of
durable means of production is usually disconunuous For the
economy as a whole, both processes are more continuous and run
parallel  During any pertod 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 1n the market, while others
draw on their balances or borrow from the market 1n order to
replace their equipment  The reason why 1t seems advisable to
include replacement on the demand side and amortisation quotas
on the supply side has been gtven 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 magmtude may be), we may deduct

' Compare also Chapter 8§ 2 T must not be mterpreted for our
purposes as ¢ transaction veloaty [ have not outrightly defined
1t as meome veloeity, because of the ditficulties connected with the
dcimtion (not to speak of those connccted with the measurement) of
net mcome A\s Mr Hawtrey poimnts out (sce hus iteview of the first
cdition of this book, Lconowmca, Vol V (New Serics), ibruary 1938,
pagc 94) the use of the concept of * trade velouty  also presents certain
dithculties for our purposcs, hecause “ M7 so defined mncludes all pur-
chascs of goods by one trader from another  But such purchascs, whether
for the puipose of use as materials in manufacture or for simple resale do
not take the goods otf the markct The goods continue to be offered
for sale » Mr Hawtrey would prcier a * final-purchascs velouty ”,
and would 1nclude the purchase of new mvestment goods (e g, of a
machinc) 1n the volume of timal purchases But what 1s the relevant
difference between the purchase of raw material (say coal) for manu-
facture which will eventually be sold in the shape of output as, say, pig-
iron and the purchase of a not very durable machine which will also be
sold 1n the shape of 1ts services which enter the output * Mr Hawtrey
seems to have overlooked that a qualification has been made about the
degree of * integration » of industry (Chapter 3, § 6), which seems to
exclude from MV precisely those changes i the volume of purchases
which Mr Hawtrey wishes to exclude
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amortisation from the one side and replacement from the other
without running the nisk of obtaimning a negative figure for invest-
ment and consequently for demand for investible funds  There-
fore, so long as we are dealing with the expanston, investment
may be interpreted as net investment ' If we adopt this procedure
in otdet to simplify the further discussion, we have to distinguish
only two sources of supply—viz , saving and inflation
The statement that the supply of mvestible funds
Savings and which would be forthcoming at a gtven pomnt of
imflation ume 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 expanston process,
the volume ot investment 1s normally larger than the volume of
savings, the eacess being financed by inflation  In other words,
demand for investtble funds 1s so large that 1t cannot be
satisfied by current saving, so that inflationary soutces of supply
are tapped
As we have seen 1 Chapter 8, § 2, this conventent language,
which has been used by many writers, has given rise to intricate
terminological difficulttes  We need not again go over the
controversics discussed there  Suffice 1t to say that the definition
of saving to be given presently 1s identical with that of Professor
RoBerTson 2 The reader who has read Chapter 8 will have no
difficulties 1n translating, 1f he so destres, what will be said 1n the
following pages into other terminologies—e g, the Keynesian,
which avoids speaking of differences between saving and
mvestment
By saving we undetstand—as everybody does—i1n-
Supply  come minusexpenditure for consumption  But it1s
of saving  necessary to introduce the time factor We must
distingussh between currently carned 1ncome, which
ts sumply the money value of the net output of the economic

' This we may do, cven 1f we refrain from giving a perfectly exact
defimtion of net investment

* bee, however, the slight qualification alluded to in footnote * on
page 293 above
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commumity, and imncome currently avatlable for consumption  This
distinction rests upon the fact that, in the 1eal world, income
earned 1s distributed, not continuously, but pertodically Wages
are patd weekly, salaries monthly, dividends quarterly, half-yearly
or yearly rents are paid at similar intervals, while farmers’
incomes also come 1a to a considerable extent annually  There
are, of course, exceptions to this rule, particularly in small-scale
trade and handicraft where entrepreneurial withdrawals may take
place practically continuously, but the exceptions are of so
little practical significance that they may be neglected 1n consi-
deration of the immense analytical advantage of such a simph-
fication
The fact that incomes are earned continuously, expended
continuously, and distributed pertodically has the consequence of
creating a time-lag between the moment when a given sum 1s
earned and the moment when 1t becomes available tor expenditure
on consumption On the average, wages are available for expen-
diture half a week after the moment of earning, salarics half a
month later, dividends (assuming six-monthly payments) a few
weeks to almost a year later, and so on Of all the mncome
earned at a given moment, part will become available for
expenditure almost immediately, and other parts at various
intervals up to (say) a year
This distinction between earned income and avatlable 1n-
come 1s of constderable mmportance in the description of the
process of change in investment and 1n total demand, through
time
If 1n any short period chosen as a unit of time
Supply from the income currently earned (that 1s, the sum of
mflationary consumption expenditure and investment) exceeds
sonrces the income available for expenditure, the excess
must be financed out of inflationary soutces That
1s to say, the hoards of individuals and the reserve proportions of
banks must—in the absence of State inflation——be diminished 1n
comparison with the previous period
Thus the money 1vested to-day 1s financed partly by savings out
of income earned yesterday and becoming available to-day, and
partly by inflation  But all that 1s invested to-day, inclusive of the
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part financed by inflation, becomes to-day’s earned income ! and
to-morrow’s available ncome If, then, a part of the latter
1s saved to-morrow, 1t constitutes again current saving, although
it 1s historically of mnflationary ongin  (The influence which
changes 1n the rate of saving are likely to have on the development
of the expanston process will be discussed below in § 6)

Having discussed savings and inflation as two scparate sources
of the supply of invesuble funds and the imphed mequalty of
saving and investment, we have now a few observations to make
in regard to the shape of the supply curve at a given point or
during a short period of time

We shall have to make further assumptions as

The shape follows The supply of 1nvestible funds 1s some-

of the supply times veuy elastic, so that a higher demand can be

curve satisfied at shghtly higher interest rates At other

times 1t 1s inelastic, so that a rise in demand ts

calculated to lead to a rise 1n nterest rates rather than to evoke a

greater supply  Any hypothesis of this sort about the behaviour

of supply as a whole must be supported by an analysis of the
behaviour of the constituent parts of the total supply

Let us first take that part which 1s furnished by saving from
current imncome It 1s very probable that, ceterrs paribas, the
amount of saving becoming available fot investment does not
react strongly to changes in the interest ratc  If there 1s a reaction
at all, 1ts direction 1s not clear When the rate of interest rises,
people may just as well save more and spend less on consumption
or save less and spend more of thetr income

On the other hand, the elasticity of saving 1n respect to magni-
tudes and factors other than the rate of interest 1s probably great
It1s, ¢ g, generally assumed that the rate of saving rises with rising

! A reservation must be made as to that part of the invested money
which does not at once become income, but becomes amortisation
quota  If we work with gross investment on the one hand and gross
saving on the other (as, strictly speaking, we should), this qualification
becomes superfiuous In this case income which i1s a “net quantity™ 1s
replaced by the corresponding * gross quantity "—viz , net mcome plus
amortisation for fixed and working capital
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income It 1s not unlikely that 1t varies, not only with the level
of 1ncome, but also with the rate of change of income There are
yet other factors which make 1t 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 gtven point or
during a short period of time, we may 1n all probability regard
the supply of savings as 1 constant magnttude, insensitive to changes
1n the interest rate  In technical parlance, the supply of saving
1s, at least 1n the short run, inelastic 1n respect to changes in the
interest 1ate  Hence the asserted elasticity 1n the total supply
must depend on the elasticity of that part of the total which 1s
furnished by ““ inflation ”

We shall have to discuss the factors which determine the degree
of elasticity of supply of investible funds from inflationary sources
at various polnts 1n our analysis  Here a few introductory 1emarks
will suffice There are vartous inflationary sources of supply—
the cential bank, the commercial banks and, last but not least,
liquid reserves of purchasing power (hoards) i 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 gtven moment to vaty the supply of investible funds
1n the face of variations 1n 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 1s more wvolved All the considerations which
have been put forward 1n recent times under the head of “Liquidity
preferences ”, ““ iquidity motives ” and “‘ propensity to hoard or
dishoard” and the like are relevant here In a general way, we
may assume that, ceferss paribus, the higher the rate of interest
the greater the temptation to dishoard—that 1s, the larger
the supply of investible funds coming on the market from this
source

Compare Chapter 8, § 3, and this chapter, § o, below
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The clause ceferss paribus calls to mind the limi-
Movements tations of our elasticity concept If we say that
along, and the supply bhas a certain elasucity, thus refers to a
movements of, point or short period of time But what we want
the curves  1s an analysis 1n time, we have to compare what
happens 1n successive pertods of time This we
can accomplish with our apparatus of demand and supply curves
by introducing movements of these curves in time We substi-
tute, so to say, a ciné-camera for a simple snapshot camera that
1s, we take pictures of out demand and supply schedule at succes-
sive potnts 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 1s hoped that 1t will enable us to describe
mote precisely and simply the processes and relationships which
have been analysed 1n the literature tn terms of differences betwecn
the money or market 1ate of interest on the one hand and the natural
or equilibrium rate on the other It 1s hoped, furthermore, that
1t will be possible with the help of our method to clear up a number
of difficulttes and paradoxes which have not been adequately
explamed so far
It should, however, be kept in mind that there
Subdwisions are other difficulues which are not removed by our
of the capital treatment of the matter  We speak of the rate of
market interest for investible funds, whereas there are 1n
reality a mulutude of rates with complicated nter-
relations—short-term and long-term rates with intermediate rates
and a great vartety of gradation according to the standing of the
borrower, the nature of his business, the possibilities of furnishing
security, the risk 1nvolved, etc The assumption of a2 homo-
geneous capital market 1s a drastic simplification  For the time
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 1n the
market !

! Compare especially R M Bissel “The Interest Rate” in American
Economic Review, Supplement to Vol XXVIII, 1938, pages 23 et seq
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Let us now put our apparatus to work and try to analyse the
monetary side of the expansion process which was indicated 1n
outline 1 §§ 2z and 3

It has been assumed that, 1n one way or another,
Cumulatwe the expansion has been started The various
expansion  1nitiating forces or “ starters > will be discussed 1n
process  detail 1n the sectton 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 1dle, on a larger scale This can be
expressed by saying that the demand curve for money has shifted
to the right to such a degree that more than the current flow of
savings 1s taken up and inflationary sources are being tapped  The
total demand for goods 1n terms of money increases, and the
cumulative continuation of the process may be described, 1n terms
of our analytical scheme, by the statement that this increase of the
demand for goods causes the demand curve for 1nvestible funds
to shift further to the right It the flow of current savings does
not suddenly rise to an extent suffictent to satisfy the growing
demand—which would seem very unlikely—and if the supply of
investible funds from inflationary sources 1s not nelastic, the result
will be a further inflow of new money, which 1n turn will tend
to force the demand curve further to the right, and so on
The force of the expansion 1s usually further
Repercussions intensified by a change on the supply stde which 1s,
on supply 1n 1tself, a consequence of the expansion The
of funds  supply 1s likely to become more plentiful—that 1s
to say, the supply curve 1s likely to shift to the right
—because of a tendency to dishoard on the part of the public
and the banks When production increases and prices rise, not
only the entrepreneurs—: ¢, the borrowers—but also the lenders,
banks and investing public are likely to take a more optimistic
view During the contraction, a sertes of bankruptcies and
failures 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 credits begin to thaw, and fear of compulsory convetstons
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and currency instability recedes Al this tends to make lenders
willing to lend at lower interest rates funds which they had kept
in cash or other hqutd forms
It 1s 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 capttal
markets, 1t may very well happen that for a considerable time the
rsing demand for credit and rsing prices and production go
parallel with falling interest rates—a development which, super-
fictally regarded, might seem to contradict all accepted princtples
of economic theory ! The situation 1n the gold- and sterling-bloc
countries In 1933 to 1936 seems to offer a good 1llustration
In the sterling bloc, continued recovery, rising transactions and
demand have been coupled with comparatively low or even
falling interest rates In the gold countries, contraction and
liquidation have been accompanted by comparatively high interest
rates and a tght capital market 2
It 1s extremely important to realise from the
Volattity 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 ot the destruction of instruments by wear and tear
or fire tending to move the demand curve to the right, which
1s tantamount (loosely speaking) to increasing the demand for
funds—but also by “ psychological ” factors (optimism and
pessimism), changes 1n demand for particular goods, etc  Much

! This can be expressed 1n Keynesian terms by sayimg that the hquidity-
preference schedule shutts or that the hqudity preference of the commu-
nity as a whole becomes weaker The transaction motive to hold money
has become stronger , but this 1s over-compensated by an opposite change
1n the speculative motive , M, mcreases, M, decreases For details see
Chapter 4 § 3

* This explains also the fact that sometimes increased borrowing by
the State tor unproductive purposes (¢ ¢, armaments) makes the money
and capital market more rather than less liquid
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theorising 1n this field has been vitiated bv the tacit assumption that
the demand curve for funds 1s more or less fixed by technological
ctrcumstances (v1z , the supertor productivity of longer roundabout
ways of production) If the demand curve 1s considered as rela-
tively fixed, changes in the flow of investible funds must be
explained bv shifts in the supply (in the other termunology, by
changes 1n the money rate of interest rather than the equilibrium
rate) This assumption cannot be reconctled with the facts, and
hence the conclusion i1s unavoidable that the demand for funds
1s hughly variable and sensitive to all kinds of mnfluence
An 1mportant corollary of this propositon 1s that M1, the flow
of money or total demand for goods 1n terms of money, 1s also
highly changeable Static economic theory for the most part
assumes a constant M7 It 1s very important to recognise 1n
princple that this need not be, and rarely s, the case In the
mvestigation of concrete cases such as the probable influence of
some measure of economic policy (eg, imposition of a tanff,
devaluation of a currency, public works, etc ), or of spontaneous
changes such as changes 1n the demand for particular commodities,
many perplexing consequences which are quite inexplicable on a
rigid static analysis, which assumes M1 constant, can be cleared
up by taking into consideration changes in M/ produced or
induced by the measure or event studied We shall have many
occasions to recognise the fruitfulness of this principle !
An expansion 1n the monetary circulation, 1n the
Forms of  broad sense in which the term 1s hete employed, may
monetary  oniginate 1n different ways It remains to inves-
expansion  tigate the ways in which 1t can, and the ways 1n
which 1t will usually or normally, be brought about 2
As a first step, we may say that a change in the money stream
may be due cither to a change 1n M or 1n 1, 1n the quantity of
money outstanding or 1n 1ts velocity of circulation  This does

+ There 1s, of course, no intention to assert that this has been completely
overlooked It 1s only suggested that the vamability of MV has not
been sufficiently stressed and that one of the disparities between business-
cycle theory and general equilibrium theory seems to have 1ts root here

! Statistical explorations 1n this field have recently been made by Pro-
fessor | W Angell  See his book [he Behavior of AMoney, New York,

1936
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not, however, help very much, since neither M nor 17 1s statistt-
cally ascertainable (except by way of complicated indirect estimates
which ate not very reltable) We shall do better to start with
those magnitudes which are statistically measurable, viz

(@) Legal tender money, notes, coins,
() Bank deposits subject to cheque,
(¢) Velocty of circulation of (4)

These three 1tems constitute, of course, only a fraction of the
total 1n which we are interested  We cannot readily measure the
velocity of (@)  Furthermore, credit instruments (bills) frequently
function like money, and a number of transactions ate settled by
direct offsetting without the use of money (It 1s immaterial
whether one construes such cases as implying changes in the
velocity of circulation of money proper or 1n the quantity of money
In any case—and this 1s the important thing—an increase or
decrease 1n the total demand for goods 1n terms of money can be
effected by such practices )

§ 5 WHY DOES THI PRODUCTION OF PRODUCERS’ GOODS AND
DURABLE GOODS RISL TASTER THAN TIIE PRODUCTION OF
PERISHABLL CONSUMERS’ GOODS ?

Many writers have pointed out that, for technical
The essence reasons, changes 1n the demand for, and production
of the  of, fiished goods give rise to much more violent
“ acceleration changes in the demand for, and production of,
prmeple”  producers’ goods  This 1s one of the most impot-
tant applications of the so-called principle of the
acceleration and magnification of dertved demand which we have
stated and discussed, with all necessary qualifications, 1n an
earlier part of this study (see Part I, pages 85 ¢fseq) It remains
to determine 1ts place and function within the mechanism
of expansion
The essence of the acceleration principle can, as we have seen,
be summed up 1n the statement that, to enable the output to be
expanded, 1t may be necessaty to make heavy immediate 1nvest-
ments which will continue to bear fruit for some time into the
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future The fact that capitalistic production utilises durable
mstruments means that services or goods of a gtven sort currently
produced are 1n joint supply with services or goods of the same
sort at various future dates Thus, if demand 1s expected to rise
over a certain future pertod, the supply will be provided 1n a lump
at the beginning and (as 1t were) stored up 1n the shape of stocks
and durable instruments
Since consumers’ demand can be profoundly
Repercussions affected by changes 1 capital construction, 1t 1s
on demand 1llegitimate to ptresuppose a cyclical fluctuation of
Jor finished consumers’ demand, and then to use the acceleration
goods principle to explain the larger fluctuations in the
production of capital goods
The principle therefore—quite apart from the necessary qualifi-
cations previously discussed—must be gtven 1ts proper place within
the framework of a more elaborate theory of investment, 1n connec-
tion with which 1t expresses the one-way causal relationship
from the demand for consumers’ goods to the production of
producers’ goods The volume of production of producers’
goods (which, 1n order to avoid double reckoning, should be
measured as the sum of the value added to the product 1n successive
stages) 1s equal to the sum of new investment and replacement
or reinvestment As has already been pointed out, 1t may be
conventent to speak of ““total” or “ gross ” 1nvestment in dis-
tinction to “new ” or “net ” investment (which may also be
negative) Gross investment 1s then another way of saying
production of producers’ goods plus changes in the stock of
consumables
As we have seen, 1t 1s very difficult to give an exact definition
of new investment for the economy as a whole, since 1t involves
defining what 1s meant by maintaining the capital stock of society
intact It 1s still more difficult to measure 1t statistically—that ss,
to distinguish during a given pertod between replacement of
worn-out capital and additions to the capital stock  Fortunately
we do not need for many purposes to make the distinction It
suffices to speak of productton of producers’ goods  But, roughly
speaking, the fact that production of producers’ goods fluctuates
mote violently than the production of consumers’ goods—which
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1s taken as an index for consumption’—indicates that there 1s net
investment during the upswing and a drastic reduction of net
investment, or probably even net disinvestment, dunng the
downswing of the cycle
The acceleration principle deals with one of
Réle of  the factors which determine the volume of invest-
expectations ment-—namely, changes 1n demand for the finished
product  Obviously, demand must not be defined
1n too narrow a fashion as actual demand ~ What matteis 1s, strictly
speaking, anticipated demand  The mnvestor expects that demand for
his product will be forthcoming  But actual demand 1s certainly
one of the most powcrful factors 1n shaping the expectations
of business-men as to future demand If actual demand riscs,
and if the new level has been sustained for some time, or 1if the
rise has continued for a certamn period of time, there 1s a good
chance that a continuation of the highet level or a further rise wall
be anticipated There 1s, however, no absolute certainty that
this will 1n every case be so , many special reasons are concetvable
which might prevent these optimustic expectations from bemg
induced 1n the mind of the producers 2
Supposing, however, that a producer of a certain
Ratio commodity has formed his conclusions as to the
of capital probable volume of the future demand and 1s
to labour  resolved to act on his anticipation, and increase
production accordingly, then the acceleration prin-
cple postulates a rigid relationship between the volume of
production of the finished product per unit of time and the
volume of mvestment The relationship 1s determined by the
durability of the equipment and machines which are required
for the production of the commodity in question and by the

1 A reservation must be made regarding the fluctuations in stocks of
consumers’ goods There i1s no consumption corresponding to that part
of the production of consumers’ goods which goes to stocks

% Strictly speaking, a whole scale of more or less optimistic anticipations
should be distinguished, ranging from the expectation that the increase
1n demand 1s only temporarv, via the expectation that it will be mamntamned
to the expectation that 1t will go on rising at a constant or increasing
rate In other words, there are various ways in which an actual increase
can be extrapolated into the future
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mmportance of the machme services relative to other input items
(working capttal and labout) 1n the production process—which 1s
as much as to say, roughly speaking, by the degree of mechantsation
Here an important qualification 1s called for  Thus relationship
1s not r1g1d for various reasons  In the first place, surplus capacity
may—and at the beginning of the expansion after a more or less
severe depresston usually does—exist, If theie 1s unused or
under-employed machinery or equipment, production can be
increased by simply applying more labour and raw matenal to
the existing equipment  The acceleration principle will then come
imnto play only after production has been increased by so much
that new machinery 1s thought to be desirable But the pomnt
where 1t becomes desirable 15 not determined exactly by purely
technological considerations Usually the existing plant can be
worked more or less intensively, although at rising cost  The
deciston to increase the plant 1s influenced—apart from the antici-
pattons about future demand—by the rate of interest and certain
other factors which will be discussed presently
Supposing, now, 1t has been decided 1n principle
Importance to extend the fixed equipment, 1t 1s then necessary
of rate of to determune how it should be done As a rule
interest there 1s a choice between different methods of
production More or less durable equipment can
be installed, the more durable varieties 1nvolving as a rule higher
cost In other words, methods of varying degrees of * round-
aboutness ”, involving investments of different magnitude, are
usually available The magnoification of derived demand—that 1s,
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, 1n other words, the
“ roundaboutness ” of the process chosen) And this choice,
in turn, depends () on the rate of interest, that 1s the terms
on which the necessary funds can be raised, (b)) on the estima-
tion of the risk? involved and on the general outlook The

1 Cf M Kalecki “ The Principle of Increasing Risk ”, in Economica,
1937, page 440, reprinted 1n Essays wn the Theory of Economic Fluctuaiions,
London, 1939
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lower the rate of nterest, the mote durable the 1nst1:umeﬂf,
the longer the roundabout way of production, the heavier the
investment and the larger the magnification of dertved demand

Furthermore, 1n an atmosphere of optimism and confidence 1

an undisturbed development of economic life, people will be

more 1nclined to undertake heavy investment by which they are
committed for a long period than 1n a state of uncertainty and
apprehension
We are now 1n a positton to formulate the contri-
Contribution button of the acceleration principle to the explana-
of the  tton of the mechanism of expansion, and especially
acceleration  of tts cumulative nature  The technical fact that,
prinetple 10 order to produce certain fimished goods or services,
one must construct durable instruments, because
the finished goods cannot be produced otherwise or only at much
higher cost ot 1n infertor quality, operates as a powerful intensifier
of the cumulative force of the expansion If demand for such
goods and services rises, investment becomes profitable The
profit rate rises ot, to formulate 1t correctly 1n terms of our demand
and supply schema, the demand curve for investible funds 1s
pushed to the right If the supply of funds is clastic, more
money 1s drawn nto circulation, with the result that demand for
the finished product s further augmented and the expansion
proceeds with accumnulated force
It should be noted that our argument applies also
Application to durable consumers’ goods In their case, the
o durable finished product consists of the services which
consamers’ flow from the durable goods If the demand for
goods apartments rises (or 1s expected to rise), the demand
for 1nvestible funds for the purpose of constructing
houses will rise  The construction of the houses 1s usually under-
taken by entrepreneurs, not by the prospective dwellers Thus
an increase 1n the annual demand for apartments may give rise to
investment many times the amount of the annual rent  The servicc
1s bemng provided, so to speak, en blor for many years to come
In the case of semi-durable consumers’ goods such as motor-cars,
fuiniture, radio sets and the like, there 1s the institutional differencc
that these goods are usually bought by the consumer out of his
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own resources. But an instalment selling scheme may enable
consumers to extend thetr current purchases beyond their current
income  Thus slight increases in current income may bring about
a much larger 1ncrease 1n demand 1n general
We have here a factor which accelerates the
Inelastic expansion of the total demand for goods 1n terms
supply of money, and (if supply 1s stull elastic 1n all
branches and stages of industry) of production
and employment as well  The restraining torces which gradually
make their appearance when full employment 1s being approached
will be discussed 1n the section on the upper turning-pomnt, It
suffices here to point out that the acceleration principle cannot
work unobstructed when supply becomes less elastic  Production
cannot then be expanded all along the line It remains true,
however, that an increase 1n the demand for a commodity, the
production of which necessitates the installation of durable nstru-
ments, may still, by increasing the price of these instruments,
increase the amount of money required to purchase them The
physical quantity of investment may remain unchanged, bat 1ts
money value increases, and the demand for funds rises likewise
The question now arises how the increased pro-
Methods of duction of producers’ goods 1s financed The
fimancing  workers who are engaged 1n producing these durable
and non-durable means of production, and the
owners of other factors of production which contribute thereto,
must be patrd  The answer has 1n fact already been given The
necessary funds come partly from inflationary sources, partly out
of current savings

1 Consequently, 1f the supply of investible funds 1s perfectly elastic—
1 ¢, 1f 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’ demand starts to rise from a given level, this will speedily
induce a proportionate or more than proportionate rise in the total demand
for goods 1n terms of money (including demand for intermediate goods
and replacement demand) Since consumers’ demand is only a fraction
of total demand, a given increase 1n consumers’ demand gives rise to a
greater increase mn total demand  In this sense, the acceleration principle
can still be said to be n operation
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We have seen that the cumulative nature of expansion hinges
on the growth in the total monetary demand-—z ¢, on the 1ncrease
in the flow of money Therefore, the larger the proportion of
new investment financed by way of inflation (newly created bank
money or more intensive uttlisation of extsting funds) 1n preference
to voluntary saving, the more rapid the expansion—viz, the
expanston primarily of the circulating medum and 1n addition
(so long as the supply of factors of production of various kinds
1s clastic) of emplovment and production !

1 A word must be said on the concept of “forced saving”, which has
been much misunderstood If investments are financed by inflationary
means—if, that 1s to say, the flow of money against goods incrcases—
those who spend the new money attract for their purposes goods which
would otherwise have accrued to somebody eclse These other people,
whose purchasing power 1n rcal terms (real income) 1s now reduced,
because of the new entrants to the reservoir of goods, are said to be forced
to save Forced saving 1s inflicted upon them If total demand for
goods 1n terms of money had not gone up, prices would not have riscn or
they would have fallen , and those members of society whose money
mcome has not been changed by the inflation could have consumed
more—rz e , their real income would have been greater

This sounds quite unambiguous 1f we assume that (a) the magmtude
of the total flow of goods (output) 1s not changed by the inflation and
that (b) there are no secondary 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 1t 15 st1ll possible to apply to these secondary additions or reductions
the same reasonming as to the first

If, however, the magmtude of the total flow of goods 1s changed, the
situation becomes more mmvolved Suppose, ¢ g, that the increase m
the flow of money calls for an equal mcrease 1n the flow of goods—in
other words, that supply 1s perfectly elastic and, when the demand for
goods nises, production and supply rise equally, so that prices remam
on the average unchanged In this case, 1t 15 difficult to speak of forced
saving or a forced levy on particular persons In practice, however,
perfect elasticity of supply 15 almost untbinkable, even at the bottom
of the depression In other words, the flow of goods will increase in a
smaller proportion than the flow of money some prices will be higher
than they would have been without the inflationary increase in demand—
that 1s 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 not necessarily to the extcnt indicated by the mcrease n the
money stream
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But this raises the very important question of the réle of saving
in, and the influence of changes in the rate of saving on, the
mechanism of expansion This question, which has recerved
much attention 1n the recent hiterature on the trade cycle, we must
now discuss systematically

§6 SAVING AND THE EXPANSION PROCESS

Alluston has been made more than once in the
Importance course of the preceding argument to the actions of
of savings 1ncome-recetvers with respect to spending and
saving  On page 285, 1t was noted as an essential
Iink in the expansion process that the increased earnings of the
workers due to increased investment would 1n part be spent
immediately  Later (page 296) saving was mentioned as one of
the two sources of the supply of investible funds, the other being
inflatton 10 the wider sense of the term It is therefore of
importance to enquire, in the first place, what are the probable
consequences on the expansion of a change 1n the proportion of
income saved by the public as a whole and, secondly, what ate the
factors which, at the stage of the business cycle with which we
ate now concerned, determine whether the proportion saved will
be gieat ot small, whether 1t will rise or decline ?
By the proportion of income saved 1s meant
Income the average proportion of income not spent on
not at once consumers’ goods 1n the 1ncome pertod 1n which 1t
disposable  becomes available The distinction between the
pertod in which mncome 1s earned and that 1n which
1t 1s available to be spent or saved must be kept 1n mind  Even
if no saving whatever takes place, this does not mean that the
incomes are spent as soon as they are earned  Allowance must be
made for the fact previously mentioned that incomes are patd
out periodically and spent 1mn the course of the ensuing pertod
Thus, even apart from saving 1in the sense here employed,
income carned at a given moment of time will be spent about
a week later, if 1t takes the form of wages, a month later 1n the
case of salartes, and a few weeks to a year later 1n the case of
dividends
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Suppose, now, that an impulse (“starter”) 1s
Expansion  given to the recovery by some act of credit-expan-
with zero  ston on the part of the banks, or dishoarding on the
saving part of indrviduals or the State, whetreby goods and
services are bought and addittonal money tncome
created How should we expect the expanston to proceed in the
absence of saving ? After a distributed time-lag, determined
(as explained above) by habits of payment and expenditure, the
entsre additional mcome 1s spent on consumption goods ! This
increase 1n demand for consumption goods does not evoke an
1mmediate and equivalent increase i thetr production  Time has
to be given for the merchants to order new stocks and for
the manufacturers to produce the goods In the meantime, the
merchants’ stocks are reduced and the extra money receipts are
kept in easily available form  They may be added to the merchants’
bank balances, or used to repay a part of their debts to banks or
to thetr own suppliers It 1s here assumed that any effect this
may have in increasing the supply of mnvestment funds, and so
affecting mvestment, 1s neghgible  Ultimately, 1f we assume that
merchants and manufacturers 1n the consumption-goods section
of industry desire at least to maintain their stocks and working
capital, the mncreased expenditure on consumption goods evokes
an equivalent rise 1n income, which, after a further lapse of time, 1s
again spent, and so on indefintely  Thus, 1n the supposed circum-
stances of zero-saving, extra income, once created, will never
disappear

1 It will be remembcred that this assumption 1s nof equivalent to a
marginal propensity to save of zero in Mr Keynes’ terminology, because
Mr Keynes docs not allow for time-lags (See Chapter 9, § 4, above)
One may, of course, use Mr Keynes’ concept just as well, but one should
not forget that these little time-lags for ** technical ” reasons are absolutely
essential for a money economy, and that, in everyday language, when
one speaks of zero-saving one automatically takes these time-lags for
granted The assumption that there are nosuchlags—the assumption, 1n
other words, that the money was spent and respent instantaneously—
would 1mply an infimte velocity of circulation of money, which would
be tantamount to assuming away the use of money altogether and assum-
1ng instead a barter economy with a numérare but without a medium
of exchange (money)
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While these time-lags between the earning and
Income  recetving of incomes, and again between the recerv-
velocsty  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 1s not possible to deduce the “ average
lag ” between the primary and the secondary increases of income
directly from the magnitude of the average “tncome-" or “ circuit-
velocity ” of the total stock of money, or vice versa  In part, thus 1s
because a certain portion of the community’s cash holding 1s
primarily a reserve store of value 1n no close connection with the
routmne receipts and disbursements of firms and of individuals
Only a part nises and falls regularly as receipts exceed and fall
short of disbursements as determined by the lags which have been
menttoned  But even 1f we proceed to exclude from consideration
that money which 1s locked up 1n hoards, a distinction must be
drawn between what may be called average and marginal time-lags
between teceipts and disbursements Our assumption that no
part of the income 1s saved excluded the possibility of a diveigence
between average and marginal time-lags in the case of income-
recetvers  But 1t 1s quite likely in the case of business firms that
extra receipts will take a longer or shorter time to be disbursed
than the average lag between all recetpts and all disbursements !
In a very interesting passage in hus Economics of Planning Puble
Works,? Professor ] M CraArk estimates that the margmal period
of flow of purchasmg power from ultimate mcome recipient to
ultimate income recipent (the length of the “ cycle of secondary
effects ”) 1n the United States of America 1s very much shorter
than the azerage pertod 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

* T'his may, of course, also be expressed by saying that the average
time-lag or average 1ncome velocity 1s likely to be changed by new addi-
tions to the income stream It 1s not safe, therefore, to regard 1t as a
comparatively stable magnitude

* Washington, 1935, pages 87 and 88
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Merchants and producers of consumption goods wilj

anticipate the fise 1n demand, and will create new incomes 1n
advance of demand ~ Even apact from further mvestment than s
iavolved 1n an mcrease 1n working capital corresponding to the
increase 1 output, the rise i incomes will soon gather a terrific
momentum Moreover, 1nvestment 1n fixed capital will not 1n
fact stand still on the contrary, 1t will expand in the manner
analysed above to a much greater extent even than the production
of consumers’ goods The movement will gather momentum
continuously unttl checked by the appearance of a shortage of
factors of production and for of mvestible funds from inflationary

1ncomes

sources
What difference now will saving make to this

Immediate process? An act of saving 1s necessatily two-sided
effect of It means a fall in demand for consumers’ goods
saving  1n terms of money and a rise in the supply of 1nvest-
ible funds  If we look at saving only 1n its aspect

of a reduction of expenditure—for example, if we suppose that
money saved s stmply destroyed or hoarded—it 1s obvious that,
even 1 the abscnce of money-scarcity, credit restrictions and a
rise 1n the rate of interest, a habit on the part of the public of saving
a certain proportion of 1ts income will tend to damp down, and
finally extinguish, this increase in money income At each
revolutton of the money stream, each time mcome 1s spent, 1t
will undergo a reduction Obviously, continual additions by
way of investment will have to be made to the income stream
1 order to counteract the deflationary pressure of saving The
questton then arises whether an act of saving 1n 1tself tends to
produce an act of investment Answers to this question atre
usually of an extreme nature Some economists, of whom
Mr ] M KevnEs 1s not the least emment, reply that saving has no
immediate effect on investment and that 1ts ultimate effect, owing
to the deflatton which 1t induces, 1s to diminish the incentive to
mnvest!  Others® assume that in normal conditions saving will

give rise to an equivalent amount of investment

* See, however, Chapter 8, § 3, pages 217 et seq, above
! E g, Professor Pigou, 1n lus review of Mr Keynes’ General Theory

of Employment, Intevest and Money m I conomica, May 1936, page 125
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The truth probably lies somewhere between these extremes
The supply of investible funds from dishoarding, credit expanston,
etc, even where 1t 1s not completely elastic, 15 probably always
to some degree sensttive to the price of borrowing (7 ¢ , the interest
rate)
This 15 true at any rate for the stage of the trade
Savmng  cycle which we are now constdering, though 1t may
and cease to be true at a later point 1 the boom  The
hoarding  lower the interest rates, the more money will be
withdrawn from entrepreneurs and hoarded 1n some
form  Anything which lowers or even prevents a rise in the
interest rate will increase the quantity of money withheld from
entrepreneurs and hoatrded, ot reduce the quantity of money which
would otherwise have been dishoarded and offered to entrepreneurs
It 1s probable that the effect of savings will be to bring about a
reduction or prevent a risc 1n the mtcrest ratc  If this does not
happen, there can oanly be two possible explanations Either
the savings have been completely hoarded 1n the first instance, or
the entrepreneurial demand for nvestible funds 1s petfectly clastic
over a range equal to the amount of savings which 1s offered for
mvestment As for the first alternative, if even a part of the
savings 1s hoarded, 1t 1s obvious that they cannot give rise to an
increase 1n demand for ptoducets’ 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 imnvested But, even if the savers should
mn the first instance seek to invest all their savings, this will not
mncrease actual mvestment to an equivalent extent unless the
demand for investible funds 1s such that entrepreneurs can
absorb the supply as increased by fhe full amount of the savings,
at the same rate of interest as that at which they might have
absorbed the same supply zzmus the savings If they are unable
to do this, the saving will be in part stertlised by hoarding,
or a reduction in dishoarding, due to reductton of the rate of
interest, or to its failure to rise, and the net effect will be
deflationary
We may suppose that, 1n the case of an increment of saving which
1s not expected and which entrepreneurs have made no plans to
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meet,! the demand for investment funds will show very little
elasticity and 1nvestment will scarcely increase at all On the
other hand, whete investment projects, which (consciously or
otherwise) rely on such an 1ncrease 1n saving, have been concetved
1n advance, the fall 1n the interest rate will be much slighter and
the relative deflation less severe  But always and 1n all circum-
stances—short of a complete insensitiveness of banks and caputalists
to the rate of interest 1n their decistions to hoard and dishoard—
saving must tend to reduce the total demand for goods 1n terms
of money The comparison, 1t must be noted, lies not between
the state of affairs affer the saving and before 1t, but between the
state of affairs at a given time with the saving, and what 1t would
have been had there been no saving It may well be that the
extra saving 1s fully counteracted by an increase 1n investment ,
but, unless thus mnvestment would not have taken place 1n the
absence of such saving, 1t remains true to say that the saving has
a relatively deflationary effect

An 1increase of saving, we have found, normally
Consequences cxercises a deflationary effect at the moment of 1ts
of continued appearance The amount of dishoarding 1s dimin-
saving 1shed, and the community’s currently - earned 1ncome
rises less fast than 1t otherwise would have done
If we pursue the consequences of this saving 1n subsequent periods,
we find the deflationary effect 1s, as 1t were, cumulated A relative
fall in demand now leads to a relative fall in investment later, this
to a further fall 1n demand and so on
If the increase 1n saving 1s repeated in subsequent pertods, 1t
may not metely slow down the expansion but even prevent it
from reaching the height 1t would otherwise attain, and finally
turn i1t into a dechne This can be easily demonstrated on
somewhat abstract assumptions The higher the proportion of
income saved, the less will the income level requite to rise 1n ordet
that a given rate of saving may be attamned On the other hand,
according to the acceleration principle, the rate of investment will

* Cf. C Bresciam-Turront, * The Theory of Saving ” in Economaca,
Vol 111 (New Series), 1936
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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 expanston of incomes, 1t 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 mnvestment, and the higher the proportion
of income saved the lower will be the income level at which the
expansion will cease !

The general conclusion of the foregoing argument 1s that saving
which 1s 1n progress during an expansion process tends to slow down
the expansion  Ceferts paribus, the more people save the slower
the expanston, and the less they save the more rapid the expanston

It must, however, be kept 1n mind, if serious
QOnali-  musunderstanding 1s to be avoided, that our analysts
Sfications 15 limited at this point to the peculiar economic
circumstances which are supposed to prevail during
a typical upswing  We assume that a credit expansion 1s under
way and that the supply of investible funds from mnflationary
sources 15 to some degree elastic  If that 1s so, then an 1nctrease 1n
the rate of saving leads to a slowing-down of the inflow of new
money (inflation), and a decrease 1n the rate of saving to an accel-
eratton of the inflow of new money If the money supply 1s
completely inelastic, the situation 1s different, for in that case
we cannot assume that a deficiency 1n the supply of investible
funds caused by a decrease 1n the rate of saving will be automatically
made up, wholly or partly, by imnflation  This 1s, however, not
the typical situation during the upswing, which 1s, on the contrary,
characterised by an elastic money supply from inflationary sources
But, since (as will be shown 1n detail at a later point) this elasticity
in the money supply 1s likely fo diminish with the progress of
the boom, the deflationary effect of saving 1s likely to become less
and less pronounced

! Compare Mr Harrod'’s treatment of the interactions of the accelera-
tion principle (which he calls “the relation ) and the propensity to save
(or * the multiphier ) 1 7 he Trade Cvcle, 1 ondon, 1936, Chapter 2
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Furthermore, exceptions to our rule are concety-

Institutional able in special mstitutional circumstances.  Take,

complications for 1mnstance, the following situation Hitherto
we have assumed a homogenous capital matket

with a homogeneous object of transactions—viz, 1nvestible
funds In reality, however, there are subdivisions in this market,
and the different types of investible funds which are marketed 1n
these subdivisions are not perfect substitutes We are thinking
here primarily of the distinction between long- and short-term
credit—that 1s, between the capital and money market Now, 1t
may be that the inflationary sources of supply (e g, bank credit)
serve mainly the money market, while the capital market 1s fed
chiefly by saving It 1s true that in the rcal world this separation
1s not complete  The sources from which the demand for long-
term credit 1s satisfied mnclude inflationary sources Banks, for
example, 1nvest, not only 1n commercial paper, but also n secutities,
money hoards of individuals and corporations go into long-term
mnvestment and play a large réle during the first phase of the
upswing On the other hand, to a certain extent, short- and
long-term credit are also substitutable on the demand side  Invest-
ment 1n fixed capital may be financed by means of shott-term credits
which are continuously renewed! But the substitutability 1s
certamnly not perfect either on the demand or on the supply side
If that 1s the case to a considerable extent, 1f (that 1s to say) the money
market and the capital market are separated 1n the sense indicated
above and short- and long-term ctedit are not substitutable for
the entrepreneur, then the progress of the expansion may be
seriously hampered, and not accelerated, by a low rate or a fall
in the rate of saving  The capital market may become tight , the
rate of interest there may be driven up and the volume of invest-
ment, so far as 1t 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 1n joint demand, the inflow
of new money through inflationary fauccts into the money market

' On this, compare M Breit ‘“Em Beitiag zur Theorie des Geld- und
Kapitalmarktes™ in Zeutschrift fur Nationalokonomie, Band VI, Heft s,
1935, pages 632 ef <eq
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will be impeded  In order to apprasse this possibility correctly
it should be remembered that money flowing from :m‘mﬂauonar;
source, after 1t has become income and 1s saved, has to be counted
as saving It has been assumed by many weiters—e g, by
Mr HawTrEy—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 1if such exceptions are deemed unimportant and our

rule that savings during the expansion slow down the latter remains
substantially unimpaired, 1t docs not by any means follow that, for
the purpose of obtamning the maximum Jong-ran productivity, a
low rate of saving duting the upswing ot the cycle 1s desirable
We are not yet in a position to gtve a definite answer to this questton
There can, however, be no doubt that good reasons can be adduced
for the proposition that an expansion which develops slowly
will last longer and give rise to less sertous maladjustment than
one which progresses very rapidly
We tutn now to the second problem pre-
Saving durmg sented at the beginning of this section What
the early proportions of available incomes are likely to
expansion  be saved as the expansion develops® Arc there
any reasons for belteving that the proportion of
income saved by the economic community vartes at different
points 1n the cycle?

Unfortunately, for lack of statistical data, there 1s no possibility
of measuring directly how savings behave during different phases
of the cycle? We have to rely on very general constderations
which cannot provide a precise answer to the above questions

So far as the wage-earning section of the community 1s concerned,
thete are various considerations which do not all point 1n the
same direction The real incomes of those who were employed
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 1n some

t Cf Awmerica’s Capacsty to Consume, passim
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cases may have a strong mncentive to save for the putpose 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 1n post-war cycles—it 1s possible
that the tendencles to increased saving prevail, but 1t seems unlikely
that the increase in saving from this source can be of much
importance

Among the propertied classes, the fluctuations 1n the proportion
of income saved are probably much more important, because their
incomes fluctuate more widely ‘They skim the cream off the
boom and bear the brunt of the depression Considering that
their standard of living 1s much less flexible than their incomes, 1t
appeats plausible that they should even dissave during the slump
and save constderably during the upswing and boom This 1s
likely to be accentuated by the fact that they are, to some extent
at least, cycle-conscions During good times, they save not
only for old age, children’s education and mheritance, calamity,
etc, but also to some extent against the eventuality of a slamp
Business corporations pursue a policy of “ dividend-stabilisation
by accumulating reserves out of net revenue in good times to
disburse them 1n bad

It 1s true that the bond-holding section of the propertied class
1s to some extent 1n a position analogous to that of wage-earners
who find their real mncomes diminishing during the upswing
This, however, 1s not likely to be important 1n the earhier stages
of an expansion, and if we take capitalist-entrepreneurs, holders
of equity shares and holders of industrial bonds 1n the mass, there
can be no doubt that their real incomes greatly increase during the
expanston  Where there 1s a big national debt, the situation 1s a
little different Here 1t 1s conceivable that the transference of
real mncome from taxpayers (poor and rich) to rentiers (mainly
rich) will be considerably diminished duting the upswing, and
this will counteract the redistribution of mncome 1n favour of the
rich which will otherwise take place at that time, and to some
extent limit saving

Consideration of public finance 1n a wide sense (including soctal
Insurance institutions), however, brings 1n a further element which
dectsively tips the balance in favour of increased saving During
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the slump— largely as a consequence of the increased real weight

of social services, maintenance of unemployed and national debt—

Governments are normally forced 1nto budget deficits which we

may rcgard as dissaving During the upswing, these deficits
disappear and may even be succeeded bv budget surnluses

The constderations set forth above are applicable

Saving during to the expansion 1n 1ts beginnings and 1n tts heyday

the later  but, as the boom reaches its height, they mav lose

expansion  some of their force There arc reasons for the

view that, 1n the later stages of an expanston, people

begin to spend once again a laiger proportion of their available

incomes

Wotkers, farmers, and business-men alike will probably have
accumulated a certain amount of debt during the depression,
which represents a psychologtcal burden and a threat to their
security out of propoition to the actual money burden of interest
Any additional income comuing their way during the expansion
will be used to a considerable extent to repay these debts  Once
thrs 1s accomplished, however, it 1s very unlikely that the same
rate of saving will be maintained merely with the object of adding
to capital A larger proportion of incomes recetved will tend
to be spent, and the consumers’ goods trades will recewve a fillip
thercby, which will transmut itself, if there 1s stull a suffictency
of unemploved funds and physical resources, to the mvestment-
goods trades The new é/an which will thus be given to the
expanston will provoke a further fall 1n the proportion of income
saved, because the business world will be aware that bigger profits
are being made and bigger dividends will 10 due course be dis-
tributed, so that a spirit of confidence will spread, which 1s 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
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
1n a speculative capacity They may be disposed to utilise gains
on the stock exchange as additional income, or they may feel
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that, since the value of their shares 1s so high, the future 1s well
provided for and they can afford to do less saving out of current
available 1ncome
When the boom arrives at the stage where
Saving  shortage of materials and men develops and prices
at the  rise rather than production, 1t 1s probable that the
peak tendency to greater spending 1s increased Wages
mn 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, 1t 1s probable
that the farmers and other producers of raw materzals succeed in
getting a bigger share than before in the total mncome and,
since they are on the average much poorer than the industrial
population, they will probably spend a larger proportion of ther
tncomes
In this way, the position envisaged by the monetary over-
investment theorists at the end of the boom may possibly arise
The proportion of spending to saving tends to increase The
consumption-goods trades may draw laboutr away from the
investment-goods trades and so create difficulties for them
Suppose now that, before the shortage of matertal means of
production becomes a factor of much importance, the hiquidity
of the monetary system declines to such an extent that banks are
unwilling to expand credit or individuals to dishoard to any
considerable degree, even though 1nterest rates rise very high  In
such circumstances, increased saving will only be shightly defla-
tionary, and a fall in saving only slightly inflationary  If, as has
been asserted, the proportion of expenditure to income tends to
increase at the later stages of the boom, the stimulating effect
will be reduced to a minimum by the inelasticity of the supply of
credit The money added to the demand for consumers’ goods
will 1n 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 THIL MECH ANTSM

The process of contraction, like the piocess of
Réle of  expanston, 1s cumulative and self-reinforang  Once
deflation  started, no matter how, there 1s a tendency for it to
go on, even 1f the force bv which 1t was provoked
has 1n the meantime ceased to operate
The contraction may start from a state of full cmployment or
partial employment, and the mechanism 1s, 1n principle, the same
in both cases
Deflation 1n the sense of a gradual dccrease 1n the total demand
for goods 1n terms of money plays an essential réle ir the contrac-
tion process  Deflation must not, howevet, be interpreted 1n the
narrow sense of a deliberate act or policy on the part of the
monetary authorities or commerctal banks A deflation 1n this
natrow sense may, of course, act as a starter to the process, and 1t
usually comes 1n sooner or later as an intensifying element , but,
when the process has once got under way, a sort of automatic
deflation or self-deflation of the economic system (in contradistinc-
tion to a deflation tmposed on 1t by the monetary authorities) 1s
just as much an effect as a cause !

1 Writers on the subject have frequently used the term “secondary”
deflation  Their attentron has been concentrated mamly on the malad-
justment which, they maintain, 15 the cause of the crisis  They conceive
of the depression, not as a cumulative self-remnforcing process, but as a
period of adaptatron 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 1s regarded as an unfortunate accident

More recent writers have, however come to realise increasmgly that
the above view 1s a micconception, that what 1t treats as an accidental
phenomenon 1s 1n fact the most important element in the depression, that
the deflation may continue long after the maladjustment by which 1t
was started has been removed that 1t may be started by purely monetary
forces without anything bemg wrong with the structure of production,
and that it does not revert directly to equlibrium but, on the contrary,
carries the economic system a long way away from equilibrium



324 Nature and Causes of the Cycle Part II

In many respects, the contraction 1s 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 was under way has had to be interrupted

owing to inability to ratse the necessary funds for
financing 1t) Demand for construction materials and implements
falls off, and production 1n the industries which provide those
things 1s curtalled We mught equally well take the case where
an act of deliberate deflation by the monetary authorities (which
again may be due to a great vartety of reasons or motives) starts
the ball rolling 1In the section on the down-turn (crisss), the
question of the possible or usual starters will be taken up  Here
we simply assume that a zes contraction has been produced, and
that the total demand for goods 1n terms of money has shrunk
by a considerable amount

When demand flags at various points, merchants will give lower
orders to producers, production will be curtalled and workers
will be dismissed This reduces income When incomes fall,
the demand for all kinds of goods 1s further reduced and depression
spreads to other parts of the system

Like the expanston process, the contraction process will probablv
proceed slowly at the beginning and then gather momentum !
At first, when demand has fallen off 1n the casc of only a few com-
modities, the contraction may easilly be stopped or reversed
by favourable influences clsewhere Later on, when the demand
for a greater number of goods has fallen for some time and
contraction has spread to many parts of thc system, expansionary
influences, which 1n the early stage of the process would have been
strong enough to outweigh the forces of contraction, will no

! The spectacular events in the financial sphere which usually mark
the turn from prosperity to depression should not be allowed to olbscure
the fact that the downward movement of production and trade usually
takes time to get under way This was, ¢ g, the case after the crisis of
1929 Cf Slhichter in Review of Lconomic Statistics, I'ebruary 1937, on the
1929 down-turn In the autumn of 1937, the fall in production and
employment was much more rapid than in 1929, although there were no
spectacular breakdowns 1n the financial sphere
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longer be sufficient to reverse the downward movement, but will
merely slow 1t down This 1s what 1s meant when we say that
“ the process has gathetred momentum *’
After the process has continued for a while,
Intensifying 1ntensifying factors are likely to come into play
Jactors Prices will soon begin to fall, and losses will be
made everywhere, because wages and other cost
ttems 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 1s bound to create in the business world a
more pesstmistic outlook 1n 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 dares to
embark on ambitious schemes of investment, and this will
wntensify the tendency to reduce commodity stocks and to increase
money stocks, that 1s to hoard—the counterpart of the tendency
to dishoard during expansion
1t s important to note that such a contraction process can
happen even 1n a pure cash economy with constant quantity of
money (M) In a modern banking and credit economy, powerful
mntensifying factors come mn  If a large part of the circulating
medium conststs of bank money (demand deposits subject to
cheque) and if the banking sy stem as 2 whole or a number of indivi-
dual banks get into difficulties, the banhs 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 run on the banks occurs
—if, that 15 to say, depositors want to change their deposits 1nto
notes—the deflation becomes still more serious The same may
happen 1n the international sphere  There may be a run on the
central bank 1n order to cxchange notes for coins and foreign
money—that 1s to say, gold hoarding mav develop or a flight of
capital may intensify the deflation
Owing to the rigidity of a number of cost 1tems, each decrease 1n
the total demand for goods in terms of money 1s followed by a
certain shrinkage 1n production, and any reduction 1n the produc-
tion of finished goods tends to be transmutted with increasing
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violence to the preceding stages of production, which again tends
to reduce the demand for finished goods, and so on 1n a long and
painful process

This general description of the contraction process may probably
be taken as a correct description of the common opinton on the
matter ‘The most important thing to remember 1s that the depth
to which the contraction develops depends on a number of
circumstances, partly of an institutional nature, of which many
are—or, at any rate, may be—quite independent of the factor
which first initiated the contraction or even of the intensity of the
preceding boom The circumstances which are responsible for
the cumulative nature of the contraction process we must now
analyse 1n detail

§8 MONETARY ANALYSIS OI' THE CONIRACIION PROCESS

The monetaty manifestation of the cumulative

Fall in 10tal process of contraction s the prolonged fall 1n M1~
demand ~ —i e, n the total demand? for goods in terms of
money If M1/ did not fall, there would be no such

rapid detertoration of the economic situation, no such swift fall
in production and employment, as 1s in fact exhubited in the
course of cyclical depressions? In this sense, one may call the
contractton a monetary phenomenon But the description s
wrong, If 1t 1s taken (as 1t frequently 1s) to 1mply that the respon-
sible factor for the shrinkage 1n M1 1s always a deflationary policy
pursued by the banking system, or that the monetary authortties
can always effectively prevent a fall 1n M1 if they refrain from
contracting credit, or if they expand credit, by the ordinary

1 ¢ Demand” i the sense of “actual demand” or *expenditure”,
not 1 the sense of “ demand schedule

* It should be noted that this is not a tautological statement following
from the defimition of depression We Lave defined the latter, not 1n
monetary terms notin terms of MV but in terms of volume of production
and employment Logically, a decrease in employment and production
may be accompanied by a rise instead of a faillin MV This will imply
a rapid rise 1n wages and prices Something like that seems to bave
happened during the last phase of the German post-war inflation But
thus 15 surely not the typical picture of a cyclical depression
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measures of credit policy. Within the limts set by existing
monetary orgamsation and banking practice, the monetary
authorities can regulate the supply of money But, in order
to arrest a fall n M1 during a contraction, it will frequently

be necessary to regulate and stimulate demand as well as supply,

and this may require very drastic mnterventions, which ate hardly
possible without far-reaching changes 1n the present institutional
tramework
We shall now analyse the contraction process
Cumulatwe broadly 1n terms of our demand-and-supply sched-
fall in ules of investible funds It may be that not much
mnvestment 15 gamned thereby, but, as the analysis recapitulates
the essence of the theories which explain the slump
by an excess of the maiket rate of interest over the equilibrium or
profit rate, 1t may serve as an introduction to a more realistic
treatment of the matter
When the demand for goods 1 general falls and production
shrinks, the demand for investible funds falls too—ze, the
demand curve shifts to the left Assuming that the supply
curve 1s unchanged, and 1s faily elastic over the given
range, the new poimnt of intersection will be to the left of the
old one—z¢, the amount of tnvestment 1s reduced But we
cannot assume that the supply of savings i1s as elastic as the
supply of mvestible funds  This means that part of the supply
of mvestible funds which 1s not taken up by the demand will
be diverted, not into expenditure on consumption goods, but
into hoards—z ¢, 1t will be withdrawn from circulation Hence
the total demand for goods in terms of money falls further,
prices fall sull lower and production and employment are
reduced ‘This provides a further discouragement to the demand
tor investible funds, and the demand curve 1s shifted further to
the left
On the other hand, the contraction process 1s
Drymmg-#p 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 1s to make the banks and the investing public
cautious and pesstmustic The risk of lending rises and the
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supplv of investible funds decreases In technical parlance, the

supply curve, too, shifts to the left  The interest rates are thereby
pushed up, or are prevented from falling, 1n spite of the falling

demand, which intensifies the deflation As Mr KEeynEs and
M:r 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
vertfication, 1t will be useful to start with the following considera-
tions MV, the total demand for goods 1n terms of money, shrinks

t See Keynes The General 1heory of Lmployment, Interest and Money,
pages 144 and 145 Mr Breit (* Emn Beitrag zur Theorie des Geld-
und Kapitalmarktes », in Zestschreft fur Nationalokonomie, Band VI,
Heft 5, page 654, footnote) describes five possible ways mn which lender
and borrower may anticipate the sbaring between them of the risk
nvolved 1n a given investment Each may believe that he will have to
bear the weight of the possible losses—in this case there i1s a double
reckoning of risks Both may regard the nisk as falling on the creditor
alone, or on the debtor alone In either case there 1s a single reckoning
of the risk Each may regard the other as the risk-bearer, and mn this
case no allowance for risk 1s made by either party Lastly, extremes
may be avorded and a single reckonmng achieved where both estimate
that the risk will be shared 1mn a given way between the two parties
Mr Breit, however, believes that the first possibility, that of the double
reckoning, 1s less unrealistic than the other possibilities Tt mght
perbaps be added that the question of the sharing of risk between lender
and borrower cannot te considered without reference to the wealth of
the borrower, and also to the probable distribution of returns expected
from the investment If the risk consists i a considerable possibility
of a small loss, there 1s more likelihood that the creditor will ignore the
risk factor than :f 1t consists in a shight posstbility of a very large loss,
which the borrower could not possibly make good In the course of a
deflation, the money value of the wealth of the debtor 1s ikely to diminish
the entire probability curve of returns 1s reduced, and, 1n consequence,
the range of possible losses which the debtor could not make good inc reases
The debtor finds that a greater part of risk consists, not 1in the danger
of having to sell part of his property 1n order to pay his debt, but 1n having
to go through bankruptcy courts The creditor finds that he stands in
greater danger of not being able to recover lus money In those circum-
stances there 1s a greater likelihood of a double-counting of the risk A
particular application of this principle occurs where the debt 1s secured
on spectfic assets The deflation reduces the amount of cover that
borrowers can offer, and 1n consequence increases the risk premium they
have to pay on their borrowings
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this may be due to a shrinkage in the quantity of money and /or
to a decrease 1n 1ts veloaity of circulation It must be possible to
dembiistrate that (1) a part of the monetary circulation 1s destroyed
or leaves the country, and Jor (2) money does not change hands so
frequently against goods, because 1t 1s hoarded or used for other
purposes (3) In addition to the factors mentioned here as
effecting a reduction 1n MV, or the flow of money against goods,
1t 1s concetvable 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 1s an
increase 10 the. turnover of goods  Goods 1n general will 1n this
case change hands for money more frequently 1n the course of
thetr journey from the primary producer to the consumer There
1s, however, no reason to believe that this disintegration of the
structure of productton 1s a characteristic or necessary feature of
the downswing! (4) Financial transactions may immobilisec 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 1s 1t held up® Who hoards 1t? In what
pressure  shape 1s the money hoarded » How 1s 1t destroyed ?
It 1s 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 depresston  The attempt 1s here made to arrange
them approximately 1n decreasing order of regulanty and
conspicuousness
Deflation by the central bank 1s a straightforward
Ountright  case which does not require much comment A re-
deflation by striction by the central monetary authorties of the
the central circulation of gold coins, notes and short-term lia-
bank bilittes (central-bank monev) means a decrease 1n the
flow of purchasing power—unless counteracted by
other forces ¢ g, the substitution of bank credit for centralbank

See Hayek Prices and Production, 2nd ed , pages 118 et seq
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money or an increase 1n the veloaity of circulation which will
take place if the money flowing into the central bank comes out
of hoards Thts happens sometimes on a large scale after a
period of panic which has led to a great drain of cash out of the
banking system—e¢ g, 1n the United States after the bank suspen-
ston 11 1933

Active deflation on the part of the central bank 1s nowadays
almost always the consequence of a disequilibrium 1n 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 1n the balance of payments
on curtent account because of a relatively high price and mcome
structure (over-valuation of the currency)

An outright reduction of central-bank money 1s, however, not
an invariable feature of every depression at least, 1t 1s usually not
pursued right through the whole course of the depression It
1s a common experience at the beginning of the depression, or
during the financial crists which usually marks the turning-point,
ot 1a some later financial crisis 1n the course of the depression, to
observe a sharp increase 1 the note circulation accompanted by a
decrease 1n the total demand for goods Thus 1s proof that, at
some other point in the economic system, money 1s being hoarded,
and that the central bank 1s providing the cash 1n order to avoid
a collapse of private banks and firms and to mitigate the drain on
the 1ndustrial circulation

This again 1s a clear case of deflation In the

Hoarding of first case, gold 1s sought from the banks by the
gold and bank public 1n exchange for notes so long as the latter
notes by  are redeemable 1n gold  The circulation 1s thereby
prmvate reduced and pressure 1s brought upon the bank of
mdwiduals  1ssue to contract further in order to improve the
reserve ratto In the second case, notes which

otherwise would have been spent on goods are hoarded, or bank
deposits are turned 1nto notes, and so pressure 1s brought to bear
on the commerctal banks to contract credit in order to preserve
their cash reserves It should be noted that the amount of money
an individual can hoard 1s not limited to the magnitude of
his cutrent 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 1s withdrawn from circulation (except 1n
so far as the buyer of the assets manages to pay without decreasing
lus 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 questton 1s depressed, which may have scrious 1cpercusstons
To this extremely 1mportant aspect we shall return later
Clearly, hoarding of gold and bank notes by the public 1s not
a feature of every cyclical depression It happens only 1n excep-
tionally severe depressions and under special circumstances—e g,
when the banking system is 1n bad shape, as in the United States of
America 1n 1933, or when a flight into foreign currencies takes
place, as 1 many European States during recent years If
money hoarding by the public develops, naturally 1t brings
with 1t a severe intensification of the deflation
This probably has been, until now, an invariable
Contraction feature of any contraction 1n an economy with a
of credit by fairly developed banking system It is one of the
the sommercial best known and most fully analysed aspects of the
banks depression and need not long detan us
Since bank deposits are, under modern banking
organisation, a means of payment (bank money), a liquidation of
bank loans and deposits 1s a clear case of deflation  This process
may proceed 1n a slow and orderly fashion without spectacular
bank fatlures, or raptdly to the accompaniment of bankruptcies
It may be hastened by pressure from above and below, from the
central bank and from a public that demands cash for 1ts deposits
Whether such complications arise or not and whether i conse-
quence the contraction of credit goes a long way or not depends,
not metely on the sertousness of the disturbance by which the
contraction process was first set afoot, but also—and presumably
1n 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
productton (short-term or long-term credit, equities or fixed-
mnterest-bearing bonds), etc By way of example, the habit of
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indirect investment through the banks may be mentioned a5 ,
factor which tends to accentuate the deflationary possibilities ¢,
the economic system The public, instead of holding securitse,
drectly, holds bank deposits (savings deposits or time-deposits)
and the banis tn turn hold securities, or loans backed by securities 1
If and when—posstbly as a result of a fall 1n securnity values which
weakens the position of the banks—the public loses confidence
1n the bank deposits and destres to turn them into cash, the banks
are forced to sell securtties 1 order to find the money  This

precipitates a further headlong fall 1n security values, which of
course raises the real rate of interest at which business can rasse
long-term capital It may be objected that, 1f the public which
converts 1ts deposits mto cash does not use the money to buy up
securittes as fast as the banks unload them on the market, this
shows that 1t prefers holding money to holding securities at the
current price, the effect of which—even 1n the absence of indirect
investment through banks—must be to force the price of securi-
ties down to the same extent This objection probably assumes
too much *“ rationality ” on the part of investors It 1s hkely that
people who have bought securities at a high price will hold on to
them when the market 1s 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 securtties may lead—as a result of the
doubts which 1t engenders as to their ability to meet their obliga-
tons and the “runs ” which it provokes—to a contraction of
commerctal credit which will be even more deflationary than the
effect on security prices
Even though an active policv of credit contraction on the part
of the commercial banks 1s 1n practice—though not of logical
necessity—an almost invariable feature 1n one phase o1 another
of every depression, it does not follow that 1t always continues to
the very end of the depression as the sole or principal deflationary

' For an ndication of the mmportance of the movement towards
inchrect investment through the holding of bank deposits, especially 1n
Central-European countries since the imnflation and in the United States
of America since the war, and for a discussion of the consequences
wnvolved, see Commercial Banks 1925-1933, League of Nations Gencva,
1934 C(f also Ropke Crises and Cycles pages 126 and 127
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iictor  On the contrary, the contraction of credit may persist

\cn after the banks have stopped pressing for the repayment
ol loans, the reason being that there are other, morc subtle
jorms of deflatton than those so far discussed ’
now turn

To these we

Industrial and commercial enterprt cs tend, like
Hoarding by the banks, during a general contraction to increase
industrial and their iquidity  that 1s, they endeavour to strengrhen
commerctal  their cash reserves and to reduce thair debts with
firms  the banks  (The Lquidation of other than bank
debts, which 15 not so closely connected with the
cxtinction of purchasing power as the liquidation of bank debrs,
will be discussed below 1n connection with certain aspects of the
liquidation of debts 1n general )

There 1s atwofold motive behind this attempt to 1ncrease hquidity
There 1s, first, the uncertainty as to the possibthity of rasing funds
when they are needed to meet liabilities falling due During a
period of contraction, espectally 1n 1ts 1nitial phase, 1t 1s difficult to
get credit from the banks or from the suppliers of raw material
and other means of production There 1s the danger that such
credits may be difficult to renew  In addition, one 1s not sure of
being paid punctually by one’s own debtors All this makes
increased liquidity seem advisable  Secondly, there 1s 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 1nvestment which may have been contemplated before
the situation became too bad, 1s postponed or suspended for
the time being It does not pay to invest or reinvest, and,
instead, 1dle balances are accumulated, or bank loans repaid even
when the banks are no longer pressing for icpayment (In
extreme cases, of course, the hoarding may be effected 1n the
form of bank notes or gold rather than through the accumulation
of 1dle bank balances and the repayment of bank loans)

The immediate effect 1s 1n all cases the same, whatever may be
the mottves for, and the form of, the pursuit of iquidity  Demand
for goods shrinks, prices fall, production 1s curtailled and the
general situation 1s aggravated So the imual 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 1n prices and wages and the curtatlment of
production, funds are liberated and—it may be, not til after
a successton of setbacks and relapses—liquidity increases all
round
Needless to say, the policy of the central and commercial banks
1s a decstve 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 hand and the hiquidity policy of industrial and commercial
firms on the other hand—interact 1n a complicated way But it
1s nevertheless important to realise that the policy of the latter—
te, the hoarding by private business firms—is an 1ndepen-
dent factor which may make itself felt and provoke a general
contraction, even 1n a pure cash economy with no bank money
at all
Quite apart from bank debts, a strong deflationary
Ligudation effect 1s probably exercised, at least 1 the first
of non-bank stages of the cyclical contraction, by the hiquida-
debts tion of inter-personal and inter-business debts
But the connection between the lhiquidation of
debt 1n general and the decrease 1n the flow of money against
goods 1s more complicated and indirect than 1n the case of bank
debts
The debts of a bank to its customers (that 1s, 1ts depostits) 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 contractton of bank credit diminishes purchasing power
and demand for goods  Other dcbts may, of course, perform the
same function A bill may circulate as money, and its settlement
has then the same effect as the liquidation of a deposit  These cases,
however, we may safely regard as quantitatively unimportant
under our present monetaty and banking arrangements (although
economic history can show instances whese they have been 1mpor-
tant) Usually 1t 1s 1n a less direct way that the hiquidation of
debts—or, 1f we prefer to take 1t from the opposite angle, credits
—cxerts 1ts deflationary influence
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But, even 1f debts (credits) other than bank debts (credits) do not
circulate as money, they may be highly iquid assets—the degree of
liquidity depending on the standing of the debtor and the situation
of the market Therefore, such debts are used as Lquidity
reserves, and when during a process of general contraction
they dimiish 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 iIncreascs, 1ts velocity of circulation tends to fall,
and total demand shrinks according to the process previously
described

The liquidation of debts in gencral has, however,

Forced sales yet another aspect, which 1s of great significance

of assets  When a debtor 1s pressed to repay a loan, he 1s

to repay  not always 1n a position to meet his obligation

debts out of his current receipts Ordinarily, he will be

forced to sell assets 1n order to raise the fund for

the discharge of his debt He may sell securittes, real estate, or

commodities of different descriptions These forced sales must

have a depressing influence on the price of the assets, with deflation-
ary consequences

It 1s 1mportant to realise clearly why 1t 1s that such forced sales
and the consequent price-falls produce or intensify deflation It
might be argued that these transactions themselves (7 ¢, the sales
and purchases of such assets) absorb money, temporarily at least,
and withdraw 1t from other uses Purchasing power which
otherwise would have been spent for new investment or for
consumption 1s now spent for old securities and other assets which
are thrown on the market by harassed debtors  In the termmology
of Mr KEynes’ Treatise on Mongy, we may say that “ the financial
circulation 1s stealing money from the industrial circulation .
It would seem, however, that this temporary absorption of pur-
chasing power 1n the actual transference of assets 1s a compara-
tively unimportant factor in the general scheme A much more
important factor 1s the mdirect influence of the fall in the prices
of the assets 1n questton If the price of securities falls, this 1s
equivalent to a rise in the interest rate, and this must obstruct the
financing of new investment through the 1ssue of securities (bonds
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or shares) Bank loans are frequently granted on securities, and,

if the latter tall 1n price, this will certainly not promote the willing.
ness and ablhty Of the baﬂ]\h to lcnd If the price of real gOOdS
—¢g, houses—falls, the production of these goods loses its
profitability and will be curtailed

We must not, however, forget the other stde of the medal

What does the creditor do with the money » If he buys the
assets which the debtor sells, 1t 1s difficult to see why thelr prices
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 1t, at
least temporanly, 1n Iiquid form  If that happens, then of course
the whole procedure 1s highly deflationary  But the villans of
the plece are in such case the hoardeis who try to accumulate
cash by calling 1n loans, and not the debtors who are forced to sell
assets Given the deasion of the creditor to hoard (1n other
words, to increase his hiquidity by turning debts 1nto cash), the
effect 1s deflationary, even if the debtor 1s able to refrain from
selling assets and to meet his obligations by cutting down his
expenditure on consumption of, if he 1s a producer, on producers’
goods (1nvestment and reinvestment)

Before leaving the question of debts, we may pause to point
out that the mndirectly deflationary eflects of default on debts are
probably much more serious than the directly deflationary effects
which mav follow from their payment, since defaults are bound
to spread apprehension and to stmulate the hiquidation of debts
and the hoarding of cash

A special variety of this case has been discussed

Salesof by Mr Kevnes and Mr Dursin'! They assume
secarsties, that somebody saves, that the demand for con-
efc, to  sumers’ goods decreases, and that the producers of
cover Josses  these consumers’ goods make losses and cover them
by selling ““old ” securittes in their possession (as
disunguished from new issues) 1n exchange for the savings which

'] M Keynes A Treatise on Money Vol I, pages 173 and 174 ,
Durbin  The Problem of Credit Policv, pages g5 ef seq
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wve brought about the losses We need not pause to discuss
ihe likelthood 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 13 very similar to the previous one but rather more
general  The 1dea 1s that a producer who 15 making losses does
not cut down his expenditure (whether the expenditure for his
personal consumption or his disbursements fo labour, raw
matertals, 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 1nfluence
(as was pointed out 1n connection with the previous case) by
depressing the price of the assets 1n question  But 1t 1s dificult
to see how any more direct deflationary effect 1s produced?
Money 1s transferred from a saver to the entrepreneur who
ex hypothest spends it 1n various ways Hence the demand for
goods does not fall (except 1n so far as these transactions themselves
absorb money temporarily) We may describe the process by
saying that the savings of a part ot the public are compensated by
dissaving on the part of entreprencurs Savings are wasted to
cover losses  The situation 1s one which cannot of course continue
for long , but at any rate the procedure 1s not directly deflationary 2

! This was pomnted out by Professor F A Hayek * Reflections on
the Pure Theory of Money of Mr J M Kecynes *  Part Il in Economaca,
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 1n the rate
of saving 1s 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 1t becomes
mcome i the hands of the saver until it constitutes demand for goods is
lengthened, nasmuch as, before people decide to save, the money 1s
spent by them directly for consumers’ goods After they have decided
to save, 1t goes first through the capital market buying old securities
before 1t reaches the hands of the producers of consumption goods Its
arrival at the final stage may be delayed en route—which 1s cquivalent
to a hold-up 1n the flow of money agamst goods In the other case,
where the losses are independent from the fact that somebody saves who
has not saved before, no turnover of money 1s interpolated, since the
sums saved have 1n any case to pass through the capital market before

23
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It 15 even concetvable that the direct effect 1s rather inflattonary
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 1s tempted to dishoard 1n order to buy them, the

flow of money may be increased rather than decreased

We are left with the conclusion that we have here no new form
of deflation It 1s 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 ,

retrenchment of expenditure—is certainly in 1ts 1mmediate effect

1n a higher degree deflationary
If the sales of securities and other assets are
Sales of 1nduced, not by the necessity for repaying debts
securattes, or covering losses, but by the speculattve mottve—
¢tc , for fear that 1s, by the expectation that prices will fall, or 1n
of a fall in other words that the value of money will rise—we
thesr price have a deflatonary move pure and simple It s,
however, important to note that what makes for
deflation 1s not the demand for money for the purpose of these
transactions, but the tendency to hoard—: ¢, to change less liquid
assets 1nto 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 pessimustic
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 1s a well-known phenomenon Prices are

* talked down  on a bear market, 1f there 1s a consensus of opinton

If there are actual transactions, that i1s because the consensus of

opinton is not complete, those who buy being less pessimustic

being spent on real goods Whether they buy old securities and cover
losses or new securities and finance new investment, they reach the
commodity market at the same time

It 1s unlikely, however, that this dufference 1s of much practical impor-
tance
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than those who sell To be sure, the degree of pesstmism will
never be uniform, but the deflationary effect 1n no way depends
on thete 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
sttuatton 15 of course different Our present case 1s, however,
only one of differences 1n the degree of pessimism )
Some writers have tried to devise a general
rmula for the motives which lie behind the various
forms of hoarding that take place during a cyclical
depression  They say that “liquidity prefetences” 1n general rise 1
Banks, business enterprises and private individuals tend to
increase thetr liquidity—that 1s, they wish to hold a larger part
of their wealth 1n cash or 1n more liquud forms than before
The attempt has sometimes been made to set up typical “ scales of
hiquidity ”—z ¢, to arrange the various types of assets in the
order of thetr 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 depostts, short-
term credits, long-term credits, bonds, shares, real goods ? It s,
however, impossible to regard such a scheme as invariable The
order will differ 1n different circumstances, and all kinds of anoma-
lies may artse In a state of high inflation, for instance, shares
will rank above bonds, real property above bank deposits, and
soon 3

It does not seem that such geneialisations can add much to
what 15 revealed by a detatled analysts such as has been attempted
in the previous pages

Seales of
lgmdsty fo

1 Cf J M Keynes The General Theory of Lmployment Interest and
Money and the various comments which this book has evoked, especially
from Professor J Viner, “ Mr Kecynes on the Causes of Unemploy-
ment A Review ” ,in Quarterly Journal of Lconomacs, Vol 51, October
1936, pages 147-168 passim

3 Cf,eg, Professor ] R Hicks * Gleichgewicht und Konjunktur ”
in Zeutschwift fur Natrionalokonomie, Vol TV, 1933, page 441

2 Cf E F M Durbin 7he Problem of Credst Policy (1935), page 106

>
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§ 9 WHY DOES THE PRODUCTION OF PRODUCERS’ GOODS
AND DURABLE GOODS FALL FASTER THAN THE PRODUCTION
OF CONSUMERS’ GOODS AND PERISHABLE GOODS ?

Assuming the ratto of durable means of produc-
The operatson tion (machines) to labour and raw material (working
of the  capital) required for the production of a unit of
acceleration  output to be ngidly fixed (within a certain range
prmeiple of output) by technological considerations—an
in the  assumption which would seem to be a good approxi-
contractton  mation 1n the short run—the acceleration principle?
readily explains why demand for, and consequently
production of, durable producets’ goods and the various materials
requited for their production falls more rapidly than the demand
for, and production of, the finushed product
When 1n the upward phase of the cycle all branches of the
economic system are expanding and production and employment
are increasing 1n all industries, the producers’ goods industries
and especially the durable-goods industries expertence a particularly
rapid growth ~ When the system stops expanding or even curtails
output, people naturally stop adding to their fixed equipment.
It 1s not at all paradoxical that no new 1nvestments should be made
when the existing equipment 1s 1nsufficiently employed owing
to the fall in the demand for the product The production of
durable means of production 1s reduced to the replacement required
for the maintenance of capacity and, 1n many lines of industry,
virtually no replacement may be needed for some time 1n view
of the fact that, during the preceding boom, the equipment has
to a large extent been renewed, presumably on the most up-to-date
lines  If the depression 1s particulatly severe and long-drawn-out,
1t 1s possible that even replacement will be neglected and capacity
allowed to shrink
We may put the matter 11 a different way, Suppose consumers’
demand falls to a certatn level and production 1s curtailed so as
to bring the output down to the level strictly required by the new

! Comparc § 5 of this chapter and §§ 17-24 of Chapter 3
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(lower) level of “ consumer-taking ” (to use an expression coined
by Professor Friscu) Then the production of those goods and
services of which there are excessive stocks (excessive 1n view of
the new level of output) will be discontinued altogether until these
stocks have been reduced to the level required by the new level of
output Now, as has been pointed out, durable goods—consu-
mers’ goods as well as producers’ goods!—can be concetved of as
a stock or bundle of services available at successive points of time
Such “stocks ” are usually mote considerable than the actual
stocks of perishable goods 2
For these reasons, we should expect a sharper
The poss: , decline 1n the production of producers’ and durable
bility of  goods than of consumers’ and perishable goods—
postpomng  and that, even where the decline 1n consumers’
the expenditure 1s quite evenly distributed over all
acquisttton  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 1n income distribution
will lead to different reductions 1n demand for different types of
finished output It 1s difficult, however, to generalise about the

1 Assuming some arbitrary line of separation so that, ¢ g, an apart-
ment-house or an automobile 1s held to be a consumers’ good and an
electrical power plant a producers’ good

2 There 1s furthermore this difference [f there are large stocks of
transient goods—say sugar or coal—they can be * forced ” upon the
consumers and 1nto consumption and thus eliminated from the market by
price-cutting Nothing of this sort can be done with durable goods A
machine or a house cannot be made to give up all 1ts services 1n a short
time, even 1if 1its price (or the price of 1ts services) 15 reduced to zero
Sales of machines or houses can, of course, be hastened by lowering their
price  But that does not eliminate them , they are still there, and their
very existence restricts the demand for similar goods It 1s only by
seling them and using them up for scrap that they can be elimmated
outright But this could only happen when their price had fallen so
low that reproduction, not to speak of adding to capacity, was out of
the question It 1s, of course, another question whether a general
reduction 1n prices could not revive production and investment all
around We are, however, here concerned with another problem Why
151t that, given a dechne 1n production and activity 1n general, the produc-
tion of durable goods and producers’ goods declines more than the
production of transient and consumers’ goods ?
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nature of the “ marginal ” expenditure, whether of the individual
or the commumity One may characterise those goods which are
the first to be sactificed when income shrinks as “ luxuries”  But
1t 1s not clear why durable means of production should enter into
the production of luxuries to a particularly large extent  This has,
however, frequently been tmplied by those who say that the pro-
duction of durable goods falls more rapidly, because 1t 1s easter to
“ do without them ”, to postpone their purchase (or the purchase
of their services), than 1t 1s 1n the case of perishable goods It
1s 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 ttue that durable
goods and their services are at the margin of consumers’ expend-
ture and will therefore be cspecially severely hit by any fall n
consumers’ outlay but this reason for the comparatively rapid
fall 1n the production of durable goods would seem to be less
impottant and less inherent in the natute of the case than the
reason given previously?
Ths description of the place and operation of
The réle of the acceleration principle 1n the mechamism of
expectations contraction must be supplemented and modified
much as was the description of the operation of
the principle 1n the expansion process *  Strictly speaking, 1t 1s
not actual but expected future demand for the product which
gives rise to the demand for equipment  The presenat level or
recent movement (that 1s, in our present case, the recently

t If apphied to producers’ goods, the argumcnt 1s more plausible and
does not really differ from what has been already said It s frequently
possible within a certain range to vary the methods of production In
particular, more or less durable, and more or less up-to-date, machinery
can be used But as soon as 1t 1s durable cxpectations as to the future
development of, demand for, and prices of the product become 1elevant ,
and, 1f these expectations are pessimistic, machinery will not be installed
or replaced, even though 1t may be profitable on the basis of the present
cost and output situation—that 1s, assuming that the present level of
output and prices will persist  Producers will * do without ”—that
1s to say, they will work existing equipment beyond the * optimum
pomt (optimum, of course, only from the longer-run point of view)
Jt 1s obviously in most cases impossible to vary in this way the require-
ments for working capital, nor 1s there the same motive for doing so

» Cf above, § 5 of this chapter
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expertenced fa/l) of demand (and jor 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 “pesstmistic ” varteties It may be
assumed that the recent fall 1n demand 1s only temporary and will
be followed by a rise, or that the new low level will pers:st or that
the downward movement will continue at the same, or at an
accelerated, rate  If we say, for instance, that a gloomy outlook
1s bound to be created by a prolonged contraction, what we mean
1s that people become more and more 1nclined to expect that a fall
in demand which they have experienced 1n the rccent past will
continue (at the same or at an accelerated rate)

Thus, logically speaking, the door 1s open for all kinds of
reactions, and 1t 1s only a question of fact which one 1s the most
frequent and typical The supposition which underlies the rigid
application of the acceleration principle is that the present level
of demand 1s assumed to rule 1n the future also Now, 1t 1s very
doubtful whether 1t 1s possible to generalise as to the exact behaviour
of producers 1n this respect Fortunately for the broad result,
however, 1t 1s sufficient to indicate a certain range of expecta-
tions as probable and to eliminate others as highly unlikely
Obviously, the cumulative process of contraction will go on—not
necessartly indefinitely, but for a while—if the low level of demand
reached at any point of time during the downswing 1s expected to
persist, or if more pessimustic expectations prevail, the more
optimistic ones being regarded as on the whole unlikely 2 This

t Professor J R Hicks has tried to systematise the various possible
reactions He introduced the concept “elasticity of expectations” which
he defines “*as the ratio of the proportional rise m expected future prices

to the proportional rise i (the) current price ” lhus the
elasticity of expectations 1s unity, if a change i current prices will change
expected prices 1 the same direction and proportion (Cf Value and
Capital, Oxford, 1939, page 205) He also cxpresses the cumulative
nature of processes of change in terms of elasticities of expectations  As
was also shown at various points earlier in this chapter, changes qive rise
to cumulative processes, if expectations move 1n the same direction as
the current price—that 1s to say, if the elasticity of expectation 1s at least
umty (Cf Hicks, loc ¢, pages 251-252)

* Tt1s sufficient 1f this 1s the case mn the majority of industries  Occa-
sional cxceptions would not alter the result



344 Natyre and Causes of the Cycle Part 11

would seem to be a faurly plausible assumption and perhaps 1t
may even be somewhat relaxed without any fundamental change
1n the result

The result 1s 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 1n turn reacts violently on the production of producers’
goods (acceleration principle) Demand for invesuble funds
shrinks M1 1s reduced in one way or the other as described
in § 8above Income and expenditure on consumption are further
curtailed, and so on 2

! This description of the dependence of consumers’ purchasing power,
and through 1t of the activity in consumption industries, on investment
18 analytically somewhat different from the use of the *Multiplier”
concept by Kahn, Keynes and Harrod But, substantially, the same
thing 1s referred to in both cases, and 1t can be said that the 1dea of the
multiplier 18 more or less explicitly imphied m any description of the
““ Wicksellian process

* How long this process will last before 1t 1s finally brought to an end
will be discussed below 1n Chapter 11, section B
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CHAPTER 11

THE TURNING-POINTS CRISIS AND REVIVAL

§1 1INTRODUCTION

In the preceding sections, we have discussed the

The problem teasons why our economic system s subject to

cumulative processes of expansion and contraction.

We have shown why, once started, such processes are cumulative

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

started, how they actually or usually are started, and how they can
be, and usually or actually are, brought to an end

The problem falls 1nto two patts.

A How can an expansion be, and how 1s 1t in the normal
course of events, brought to an end ? Why does 1t not go on
indefinitely ?  Why does 1t not lead up to a position of stable
equilibrium 1nstead of being always followed by a more or less
severe contractton ¢ The problem 1s closely connected—it 1s
indeed almost 1dentical—with the problem of how a contraction
process 1s started. 'We therefore call 1t the problem of the upper
turning-point or crisis

B. How can a contraction be terminated, and how 1s 1t usually
reversed ® The problem i1s 1dentical with that of the initiating
causes of the expansion ~We call 1t therefore the problem of the
lower turning-point or tevival

! Gee remarks on pages 257 and 258
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In both cases, we can distinguish between two
“Accsdental” types of disrupting or mitigating forces—viz,
and ““ organic” those which arise quite independently of the process
restraimng  of expanston ot contraction which they interrupt
forces and those which are usually or necessarily brought
about by the process of expansion or coatraction
stself In other words, an 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
wself), spontaneous shifts in demand, etc, or 1t 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
(1¢, the expansion or contraction) by which they were brought
about These maladjustments or counter-forces may be vety
vartous they may be of a monetary or non-monetary character
they may be treated as the 1nevitable consequence of any expansion
or contraction, or as dependent on circumstances not necessarily
to be found 1n every expansion and contraction
Most cycle theorists have tried to prove that the second type
of restraining forces 1s all-important  Indeed, they usually accept
the existence of such forces as a dogma, at least so far as the
expansion 1s concerned  If this can be definitely established, the
cyclical movement 1s 1n a 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 hypothests can
be proved to be correct—if, that is to say, a process of expansion
or contraction cannot go on for ever because 1t generates forces
which will counteract and ultimately reverse 1t—it 1s none the
less important to show that 1t may be brought to an end by certain
accidental factors, before those forces come into operation An
analogy will make this clear It 1s true that every man must die

! The term “cycle” carries with 1t the suggestion that 1t 1s a coherent
whole 1n the sense that one phase necessarily grows out of the other
We have used the term 1n the less ambitious meaning of a mere alternation
of prosperity and depression, leaving 1t open whether one phase is the
evitable outcome of the preceding ome, 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 1s none the less true—and deserv-
ing of attentton—that many die eathler because they catch an
infection or are victims of an accident

The 1mportance of this constderation lies 1n the fact that (as has
already been indicated and will be shown 1n detail) an expansion
becomes more sensitive to accidental disturbances, alter it has
reached a certain stage, and sumlarly a contraction can be more
eastly stopped and reversed by some stimulating factor, after 1t
has progressed for some ttme Therefore, even if we were not
1n a position to prove rigorously that expansion generates contrac-
tion and contraction generates expanston, a fairly regular succession
of pertods of prosperity and depression, of expanston and contrac-
tion, might be explained by accidental shocks distributed 1 a
random fashion over time

A The Down-turn Crisis

§ 2 THE MFTHOD OF PROCFDURLE

It has already beea 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 ot the imterruption of an ambitious construction
scheme may start a process of contraction We

shall now consider how this works out 1n detail and what other
events ot factors must be held 1n 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 1s to say, they may
arise 1n any phase of the cycle, during the contraction phase just as
well as during the expansion If they occur when a general
contraction 1s going on, the contraction will be intensified If
they occur during a general expansion, the expansion may be
slowed down or, if the shock 1s violent enough, cut short
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As a second step (§ 4), we shall show why the system becomes
more and mote sensitive to disturbances after the expanston has
progressed for a while, so that such disturbances are likely to
have much more seticus consequences if they arise in the later
phase of the upswing than n 1ts earlter part

The third step (§ 5) consists 1n 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

Contraction  circulating medium may be the proximate cause of
m aggregate the down-turn  Then we have at once a decrease in
demand  the total demand for goods, and 1t 1s comparatively
versus sectional easy, as has been shown 1n the preceding sections, to
distyrbances  explain the further development of the contraction
It 1s much more difficult, however, to explain how

a distutbance which does not in itself consist of a decrease in
aggregate demand and which affects directly only a part of the
economuc system—as, for example, a particular branch of industry—
can lead to a decline 1n aggregate demand rather than to a mere
shift 1n demand from one commodity or group of commodities to

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 1s, however,
an indispensable prehminary to the third  Even if we are able to demon-
strate that the expansion process creates maladjustments in the structure
of production, 1t 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 the 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 1n real hife
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another If we have explamned how it brings about a decrease 1n
aggregate demand, then we may rely for the further explanation
on the cumulative forces of contraction as analysed in the preceding
section
We start by discussing the simpler cases where we have from the
very begmning a decrease 10 the aggregate demand for goods due
to a decrease 1 the supply of investible funds
If a Government decides to deflate (that 1s, to
Deflation by retamn a part of its revenue from taxation or other
Governments soutces), the situation 1s quite cleat, but this occurs
or banks  only 1 very exceptional citcumstances A case
of greater practical importance 1s that of a restrictive
credit policy undertaken by the central bank of a country It 1s
not difficult to find examples 1n financial history  The motive 1s
usually to stop an internal drain on reserves or to restore external
equilibrium  The latter may be threatened by a great variety of
causes Prices in general may be too high 1n respect to prices
abroad, because of an expansion at home or a devaluation or
deflation abroad A flight of caputal or a cessation 1n the inflow of
capital may have occutred  The loss of foreign markets due to a
rise 1n tariffs or to some other reason (¢ g, the rise of a foreign
competitor) may have tendered the international balance of
payments unfavourable A bad harvest in an 1mportant crop may
reduce exports or necessitate increased 1mports
Without being forced etther by the external situation or an
internal drain on 1ts cash resources, the central bank may contract
credit because 1t 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 thetr own mitiative without bewng forced or warned by the
central bank
The catalogue of possible cases might be lengthened ~ Each of
the cases mentioned mught be analysed 1n greater detail and minor
variations miught be distingutshed But, at this stage, 1t may
be sufficient to say what s true of all cases equally—namely, that a
tightening of the supply of funds by the monetary authorities
has a depressing influence and 1s capable, if strong enough, of
interrupting an expanston and of ushering in a contraction
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This explanation will frequently be adequate to explain why a
process of expansion has been slowed down or turned into a
contraction 1n a particular country at a particular point of time
It 1s not, however, a sufficient answer 1n all cases—other interrupting
forces will be discussed presently—and, even if 1n a particular
case a restriction of the money supply can be shown to have
brought an expansion to an end, 1t does not follow that the expan-
sion could have continued very long had the restrictive measures
not been taken  This point will be discussed 1n § 5
All these cases tutn on a tightening of the supply of funds
The proximate cause of the contraction 1s a decrease 1n the supply
of funds, while, 1n the cases to be analysed next, the demand for
investible funds falls and ushers 1n a cumulative process of contrac-
tion  (As soon as this process has once got under way, contraction
of demand and of supply interact and remnforce one another in a
cumulative fashion as already shown)
We have now to discuss whether a disturbance
Consequences occurring 1n a varticular branch of industry can give
of a partial r1se to a general contraction and, if so, how  Sup-
breakdown pose that, 1n an individual industry (say motor-car
production), a number of firms are forced to curtail

output ofr to cease operating altogether

The causes and attendant circumstances of such a partial
breakdown of an industry may be very different 1n different cases,
so that 1t 1s impossible, without a number of specific assumptions,
to say anything definite as to 1ts probable consequences The
causes of the breakdown may be such as to exercise stimulating
mnfluences 1n some other direction 1n additton to the immediate
depressing 1nfluences to which they give rise, so that the two
tendencies may concetvably cancel out ‘This would be the case,
e g , 1f the breakdown was caused by an unexpected shift in demand
Then we might have an increase 1n demand for commodity A and
a decrease 1n demand for B That which depresses industry B
stumulates industry A Even 1n this case 1t does not necessarily
follow that the two influences offset one another 1n so far as the
effect on total demand 1s concerned! Moreover, 1n other cases

! See Chapter 3, § 24, above
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ansing from different causes, there 1s no such instantaneous and
automatic increase in demand at all, as we shall see presently

We shall discuss first the probable influences on total demand
of such a partial breakdown under different circumstances 1erespec-
tive of automatic counter-influences set up by the cause which
brought about the breakdown Afterwards we shall enquire
about the latter

A reduction 1n the level of output of a particular industry will
reduce the earnings of the factors employed the wage-bill will
diminish  and this will cause some decrease 1n the demand for
wage goods  If sales go on for a while i the process of liquidating
stocks, the proceeds may be used for repaying bank loans and
other debts instead of being remvested 1n the purchase of labour,
matertals, etc—and this will have a deflationary effect

We have furthermore to consider the repercussions on the
subsidiary industries The magnitude of these repercussions will
depend on a number of circumstances It will be greater if
the reduction 1n output occurs unexpectedly than if 1t has been
foreseen If the industry i questton has been expanding for
some time and a further expansion has been anticipated, a corre-
sponding expansion in the subsidiary 1ndustry may come to a
sudden end and the repercussions may be very serious The
conditions may vary in detail, international complications may
come nto the picture—e g, the industries furnishing raw materials
and other means of productton may be located 1n another country
than the industres using them—and thus many cases with
quantitatively different reactions and repercusstons are concetvable
In any case, however, there 1s a clear tendency towards a reduction
in the flow of money, a fall in total demand

This tendency will be intensified if the firms involved happen
to be heavily indebted to the banks  If a bank gets into difficulties
and proceeds to contract credit, we have a clear deflationary
move . we may refer to what has been said on earlier pages for
an explanation of the consequences But, even if no bank 1s so
seriously involved that 1t 1s forced to liquidate credit, difficulties
of an important industry or of particular big firms may be taken
as a warning signal for cautton and may make the banks more
reluctant to grant or renew loans
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So much for the consequences of such a partial
Possible  breakdown 1rrespective of the causes by which 1t
counter-  was brought about Now we turn to the latter
tendencies  and consider whether they are likely to set up
stimulating counter-tendencies
The curtailment 1n output of a particular industry may be due
etther to a decrease 1n demand or to an increase in cost If a
decrease 1n demand 1s the consequence of a deflationary move, we
obviously cannot expect to find an offsetting increase 1n demand
elsewhere There 1s then no opposing force to the deflationary
influences spreading from the breakdown in the industry concerned.
But this case 15 ruled out in the present instance, because what we
are seeking to explain 1s how a reduction 1 the total flow of
purchasing power can be brought about by a disturbance which
netther in 1tself involves nor results from such a reduction If
contraction 1s already under way, 1t 1s (as we have seen)
comparatively easy to explain how 1t develops further
If a decrease in demand for commodity A 1s due to a shuft in
demand to commodity B, then we have a decrease and an 1ncrease
at the same time, and 1t depends on a number of circumstances
which have been discussed 1n connection with the acceleration
principle of derived demand?! whether on balance 1t works out as
an increase or decrease 1n total demand  In the absence of further
indications, we may classify this case as neutral
Suppose, however, that a fall in production has been brought
about by the producers’ being disappointed 1n their expectations
aboutdemand Production has been begun or expanded 1n antici-
pation of a certain increase i demand If this demand 1s not
forthcoming, or if the expectations are revised in a downward
direction, a resulting fall in production will not—except by
chance—be offset 1 its mnfluence on the flow of money by a
simultaneous increase in demand somewhere else This would
seem to be a very mmportant case 1t will be specially apt to arise
during the upswing of the cycle, when production 1s betng carried
in various directions 1nto unknown territory

! See Chapter 3, § 24, above
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It may be argued that a decrease of investment
Delayed  1n a number of branches of industry will hberate
reactton of 1nvestment funds, reduce the rate of interest, and
wmvestment  thus provide an incentive to invest the funds some-
where else  But this 1sunlikely to happen allatonce
Even in the most favourable case, where no business failures result
from the cessation of investment and no banks are affected so that
no special inducement to hoard 1s produced, there will usually be a
delay between the new funds’ becoming available and their use for
new investment Investment plans are not always prepared n
advance, so that they can be put into operation at short notice
when the situation changes They must be planned, and, even
when they are planned, a certain amount of preparatory work 1s
usually required before orders are given and the money 1s actually
spent Therefore, a temporary hold-up 1n the flow of money 1s
an emunently probable contingency
The same 1s true where a shift in demand 1s such that the increase
1s to the advantage of foreign goods, while the decrease 1s to the
disadvantage of home industries
We turn now to the case where the curtailment
Ruse 1n cost of output is due to an increase n cost ttems  If the
as canse  capital cost, that 1s the rate of interest, rises because
of a partral the banks are forced to restrict credit or because
breakdown capital goes abroad, the situation 1s clear Here
the rise 1n cost 1s the modus operand: of a contraction
1n the supply of funds and the reduction 1n output caused thereby
will intensify the contraction  There are, 1n this case, no automatic
and instantancous offsets provided by the crircumstance (viz,
the rise 1n cost) which 1s responsible for the reduction 1n output.
Nor, again, 1s there any direct offset 1n the important case where
the 1ncrease 1n cost 1s due to public intervention or to the monopo-
listic action of the owners or producers of one of the means of
production  Suppose that wages are being raised by trade-union
action or by Government decree and that this rise in cost leads
to a reduction 1n output  In this case, no offset 1s provided against
the deflationary influences set up by the reduction 1n output
'The same will usually be true where the price of a raw matersal or
semi-finished good 1s ratsed by the producers’ monopolistic action

24
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A somewhat different situatton arises where the rise 1n cost of
mdustry A 1s due to increased competition for the means of
production by other industries Then a compensatory change 1s
provided 1n the shape of the increased production of the other
industries

This discusston leaves us with the conclusion
Conclusion  that a breakdown 1n an individual industry may
very well cause at least a temporary fall in total
demand below the level at which 1t would otherwise stand.
Whether this will start a cumulattve process of contraction or not
depends, first, on the magnitude of the disturbance and secondly
on the general situation  If a general expansion 1s going on which
has not yet exhausted its force, such a disturbance may be overcome,
provided 1t 1s not too strong If, however, the expansion has
already lost its élan, the cconomic system will be vulnerable and
may eastly be plunged 1nto a process of general contraction  This
point we propose to consider 1n the following section
A word may be said as to the relation of this
Static theory analysis of the probable consequences of partial
and the  disturbances to the familiar analysis of the same
cumulatwe events on the basts of static equilibrium theory
process  According to the latter, a reduction of output and
employment 1n a particular industry liberates
forces which tend to restore equilibrium  wages should fall, and
this should make for re-employment of the dismissed workers Of
coutse, wages may be kept up and the mobulity of the workers may
be defective—in which case unemployment may persist for a long
time., But thus need not cause a genecral contractton On the
other hand, if the process of mnvestment 1n a particular mdustry 1s
interrupted or scaled down, because expectations about the future
demand have been revised in a downward direction (for any reason
whatever), funds which otherwise would have been invested 1n the
industry 1n question are set free the rate of interest should fall,
and this should induce investment somewhere else

The tacit assumption undetlying this reasoning, 1n so far as it
applies to a monetary economy at all, 1s that the total flow of
money, MV, 1s not reduced—so that on this assumption it 18
impossible to explain why such a partial disturbance should lead to
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a general contraction Our analysis has shown that the static
theory 1s inadequate It describes (as 1t were) an 1deal case which
may occur, but only under particular favourable circumstances
In the probable event of a hold-up—even a temporary hold-up—in
the total stream of purchasing power, the forces of contraction may
drtve the economy farther away from equilibrium, and the equili-
brating tendencies may not have time to come 1nto play or, if they
do come 1nto play, may not be strong enough to restore equilibrium,
since the disturbance of the latter will have been still further
increased in the meanttme  What 1s treated 1n the static theory
as an 1nstantaneous adjustment may be a long-drawn-out and
pamnful process of contraction It may occupy the whole period
of the downswing of a business cycle, during which the whole
situation may undergo far-reaching changes, so that the equilibrium
eventually attained will in all probability differ considerably from
the equilibrrum which 1n more favourable circumstances might
have been reached, if not at once, at any rate soon after the occur-
rence of the disturbance

§ 4 ~WHY THE ECONOMIC SYSTEM BECOMES LESS AND LLSS
CAPABLE OF WITHSTANDING DEFLATIONARY SHOCKS AFTER
AN EXPANSION HAS PROGRESSLD BEYOND A CCRTAIN POINT

We have seen that an expansion 1s 1n its first

Why the  phase of a somewhat precarious nature, so that it 1s
expansion  liable to be reversed by an accidental disturbance
tads off  Ifit has a chance to develop undisturbed for a while,

1t 1s likely to gather momentum and then becomes,

to a certain extent, immune against disturbances, such as those
analysed in the precedmng sectton, which tend to reduce total
demand and bring about a general contraction  This immunuty 1s
the result of the fact that total demand 1s increasing so fast that
an adverse influence, which in other circumstaaces would have
initiated a contraction process, does not lead to an absolute fall of
total demand, but only to a slowing-down of the upward movement
Expectations are not yet excesswvely optimistic and are again and
agamn surpassed by results. We must now enquire why the
movement should necessarily slow down after a while and
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eventually come to a standstull, so that there 1s a growing danger
that a contraction process may be started by some chance distur-
bance, such as 1s at any time liable to occur
The two most essential conditions for the smooth
Inelasticity  progress of an expansion are, broadly speaking,
of mongy  an elastic supply of money and an elastic supply of
supply means of production  Both conditions are essential.
If ether 1s lacking, the sttuation becomes precarious
Suppose that the money supply 1s inelastic 10 the upward direction
(with or without full employment of the means of production—
that 1s to say, with or without perfect inelasticity of the supply of
means of productton) By an inelastic money supply we mean
in this connection that an increase 1n the demand for nvestible
funds evokes no further increase—or only a small increase—in
the total supply of money (s ¢ , of MV, which 1s another expression
for the aggregate demand for goods) and exhausts 1ts effect stead
1n a r1sc 1n the rates of interest It must not be assumed, however,
that the supply of money 1s equally 1nelastic 1n a downward direction
—that 1s, that a decrease in demand will produce at once a sharp
fall in the rate of interest so as to stabilise M7 If, 1n such a
situation, a partial disturbance arises of the sort analysed in the
preceding section, tending to produce a hold-up in the stream of
money, we get an absolute decrease 1n M1/ (not only a decrease
m the rate of increase), which may easily engender a general
contraction
In a general way, 1t 1s evident—we shall come back to thus point
—that, under almost any monetary organisation with which we
are acquainted, a continuous expansion will in practice lead sooner
or later to a growing inelasticity in the money supply ‘The
potentialities of monetary expansion which were stored up during
the preceding depression are gradually exhausted—not to speak
of restrictive counter-tendencies, to which we shall refer in the
next sectton
Let us turn now to the other requsite for a
smooth development of the expansion—viz, a
fairly elastic supply of means of production  Here,
again, 1t 1s the elasticity 1n an upward direction—
capactty for extension—which 1s 1n question The

Inelasticity
of supply of
means of

production
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supply of labour, at least, 1s presumed to remain extremely elastic
in a downward direction  that 1s to say, a fall 1n demand does
not lead to a heavy fall in wages 1n such a way as to stabilise
employment  Elasticity of supply in the downward direction,
coupled with 1nelasticity 1n the upward directron, 1s equtvalent
to a downward rigidity and an upward flxibility 1n wages
It 1s of the very essence of the expansion that 1t leads to
fuller employment and that the supply of the means of production
becomes less and less elastic 1n the upward direction  An increase
in demand leads rather to a rise in wages than to an increase 1n
supply and employment  Unfortunately, this lack of elasticity n
the labour supply, which 1s a desirable thing 1n so far as 1t 1s due to
increasing employment and to the exhaustion of the reserve of
unemployed, has (as will be explained ptesently) the same effect
as an 1nelastic money supply 1n that 1t makes the economic system
less resistant to the impact of deflationary forces  The situation 1s
the more sertous 1n that—unlike an inelastic money supply—it
cannot be remedied by purely institutional (z ¢ , monetary) reforms

Take first an extreme case  Suppose there 1s full employment of
all factors of production The money strcam, M1/, must then
remain constant 1n face of the forces making for expansion—except
to the extent to which the natural increase 1n the supply of factors
(population growth) and 1n their effictency (technological progress)
permits of an increase 1n output—or clse prices must rise and an
outright 1nflation develop  If the latter happens, 1t 1s easy to see
why the position 1s untenable, why the rise 1 prices will become
progressive and will lead sooner or later to a breakdown 1 If, on
the other hand, M1 1s kept constant, 1n spite of the rise in the
demand for funds, equilibrium may be preserved, but (as has been
explained above) the system 1s then very sensitive to deflationary
shocks and may easily be plunged by some accident nto a spiral of
contraction

These considerations make 1t clear that, under full employment,
a given deflationary shock 1s more lkely to entail a general

' This statement might, perhaps, be somewhat modified a slow rise
1n prices may perhaps be maintamed for a long time without degenerating
1nto a headlong inflation  This qualification does not, however substan-
tially affect the argument



358 Nature and Causes of the Cycle Part II

contractton than if the supply of labour and other factors
of production 1s elastic In addition, 1t can be demonstrated
that certain events which necessttate a shift 1n production will
cause more serious disturbances, and are therefote more likely
to produce a deflationary shock, under condittons of full
emplovment than when the aggregate supply of factors of produc-
tion, and therefore the supply of finished goods in general, s
capable of expansion
Suppose, for example, there 1s a shift 1n demand
Shift The demand for commodity A increases and that
 demand  for B decreases An increase in the production
with riged  of /1 must, under fu)l emplovment, haveanunfavour-
Sfactor supply able effect on the cost of production 1n other
industries  Since the factors are not perfectly mobile
and 1interchangeable, we cannot assume (except in very spectal
circumstances) that this pressure on other industries 1s at once
relieved by the liberation of factors of production 1n 1ndustry B
This case can be generalised Anything that necessitates an
mncrease of production 1n one industry will affect other industries
adversely by 1aising their cost of productton Under full
employment, one industry can expand production only at the
expense of a contraction of output 1n other industries, wheteas, under
conditions of elastic supply of means of production 1n general,
any one industry can to a certain extent expand production
without raising costs to other industrie, sumply by drawing on
the existing reserves of unemployed labour and 1dle resources
We have so far contrasted the two extremes—
Sectzonal  full employment on the one hand and perfectly
mnelasticrty of elastic supply of all factors (and therefore with a
supply of  certain time-lag of finished goods) on the other
labonr ~ hand. What we find 1n reality 1s, of course, always
anintermediatestate  Evenat the bottom of a severe
depression, the supply of factors and of finished goods 1s not
perfectly elastic, while at the height of the boom there 1s never
absolutely full employment Technologically speaking, there 1s
almost always scope for increasing total production to a certain
extent by drawing into employment hitherto unemployed factors,
provided we assume suffictient mobulity of the means of production.
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But this does not by any means invalidate the argument, since 1t 1s
sufficient to assume that, during the course of the upswing, the
supply becomes less and less elastic, even if 1t does not start from
the one extreme o1 ever fully attain the other
This leads to a very important conclusion The sensttiveness
of the economic system to deflationary shocks will become great
long before completely full employment has been teached The
reason 1s that the existence of a level of unemployment which
mught at first sight appear relatively high can by no means be
taken as a safe indication of great elasticity of the supply of factors
of production or of output 1n general In other words, the mere
fact that there 1s still much unemployment does not justify the
conclusion that an increase in the total demand for goods 1n terms
of money will elicat an increase 1n output and employment
almost proportional to the increase tn demand coupled with a
comparatively shight rise of prices 1n general !
The unemployed workers of a country as
The appearance registered by the statistics at any particular moment
of “ bottle- are not a homogeneous reserve army from which
necks > each industry can draw the men needed with the
required qualities at the prevailling wage rates
The total of unemployed 1s made up of unemployables, men of
inferior quality, unskilled and skilled workers Many of them,
especially of the last group, are specialised for a certain type of
work, and all of them are attached to a certain locality and cannot
be easily moved to another part of the country The existence of
a large total does not in the least preclude the possibility of a
shortage of labour 1n many special fieclds When employment
expands, there 1s naturally a tendency to re-employ first the better
men, and the farther the expansion progresses, the greater the
obstacle to general advance represented by the scarcity in
particular lines. ‘The same holds true, matatis mutandss, for other
means of production “ Bottle-necks *> develop 1n the structure
of industry at various pomts, with the result that, if monetary

1 On these and the following considerations, compare L. M Lachmann,
* Investment and Cost of Production ” in American Economic Review,
Vol 48, September 1938, pages 469-481 passim
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expanston continues and total demand increases, 1t 1s to an increas-
ing extent prices rather than output or employment which rise

In such a situatton, it 1s clearly musleading to speak of elasttcity
of supply or output as a whole, or of elasticity of labour or factors
of production 1n general, and to measure it by the total figures of
unemployment or by some average over the whole industry of
the technically possible increase of output The elastiuty of
supply 1s not uniform 1t depends very much on the path which
expansion tends to follow In other words, 1t depends on the
increase 1n total demand and the distribution of the given mnciease
in demand among the various products  If, in the course of the
expansion, demand increases for the product of those industries
where a large part of unemployment and over-capacity 1s concen-
trated, the elasticity of supply and employment will be greater than
tn the case when demand tends to flow into channels where there
are no unemployed factors  In thc latter case, a given mncrease 1n
demand wiull lead to a rise 1 cost and prices, and the favoured
industries may draw away factors of production from those
industries where demand has not r1isen! It follows that 1t 1s quite

t A striking 1llustration 1s provided by the situation in Germany during
the years 1933-1935, which 1s described 1n Die Wairtschaftskhurve, herausge-
geben unter Mitwirkung der Frankfurter Zeitung (Heft III 1933/36,
February 1936, pages 237-239) 1n a passage which may be summarised as
follows

Credit expansion in the form of notes and deposits took place n
Germany 1n the years 1933 and 1934, though 1t was 1n part offset by the
continuance of hoarding and debt repayment At the time, however,
the economy was just recovering from a deep depression and raw
materials, plant capacity and labour were available in abundance
Owing to the elasticity of supply 1n all branches of industrial production,
the additional purchasing power was fully compensated by a rise 1n produc-
tion with scarcely any rise in prices

In 1935, on the other hand, owing {o the rapid recovery—and, 1n part
also, to the foreign trade difficulties—shortage of raw materials developed
m certain directions stocks dimimished and here and there plant
capacity was exhausted, and even the labour supply ran short The
elasticity of supply having thus declined, expansion became possible
only at increasing cost, and, the wniter considers, the limits of compen-
satory credit expansion were reached

It 1s true that the industries producing for consumption hung behind
the investment-goods industries to a greater degree than in any previous
upswings and 1t was only 1n the latter that there was any evidence of
approaching exhaustion of the forces of expansion Conceivably, the
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wrong to think that there 1s no danger of a rapid rise 1n prices

from an expansion so long as there 1s considerable unemployment

We may sum up the findings of this section as

Conclusion  follows  During the course of an expansion which

has started from the depth of a depression, the

economic system becomes the more vulnerable the ncarer full

employment 1s approached  That 1s to say, on the one hand the

system becomes more sensitive to deflationary shocks, and on the

other hand the deflationary possibilities of certain changes become
accentuated

§ 5 DISTURBANCES CREATED BY THE PROCESS
OF EXPANSION ITSELF

Having now shown that, with the progress of

Orgamie  expansion, the economic system becomes more and
maladjustment, more sensttive to deflationary shocks, and that
cettain changes 1mn demand and production which

may occut at any time become more and more liable to produce
on balance a deflationary rather than an inflationary effect, we
proceed to enquire into the likelthood of the expansion itself (or
certain more or less regular features of the expansion process)
giving rise to serious maladjustments i the body economic
which operate as starters and intensifying factors of a cumulative
process of contraction The analysis of existing theories of the
cycle has furnished a number of hypotheses Few of these seem
to be definitely wrong or @ priors impossible. What 1s unsatis-
factory, however, 1s the exclustveness with which many writers
proclaim one or other of these hypotheses as the only possible
solution Our task therefore will consist 1n setting out in a

expansion might have been directed to the consumption industries but
for the programme of rearmament, under which Government orders
continued to be concentrated on investment-goods industries In spite
of the possibilities of expansion mn the direction of the consumption
mndustries, a continuance of the policy of financing orders for the invest-
ment industries by credit expansion would have meant (the writer argues)
a transition from compensatory to inflationary credit expansion , and it
was for this reason that increased resort was had to taxation and to the
savings of the public for the purposes 1n question
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logical order the various possibilities and determining their mutual
relationship
We may distinguish two groups of disturbances
Monstary which may possibly be created by the expansion
versus  1tself or, to speak more precisely, may be expected
non-monetary to arise 1n the economic system in the course of an
disturbances  expansion. (1) There may be a mechanism which
works 1n such a way that a monetary expanston 18
after a while turned into a contraction without the latter being
induced by previous loss, ot the expectation of loss, 1n any particular
industry  In other words, thete may be no difficulty 1n any particular
industry cost may everywhere be covered by actual and expected
selling price, but there comes a hitch 1n the flow of money, the
total demand for goods falls off, and this gives rise to a cumulative
process of contraction  (2) The other and (as we shall see) much
more promusing hypothess 1s that, as a result of the maladjustments
in the structure of production which are regarded as inevitable 1n
any expansion, some particular industry or group of industries 1s
forced to curtail output and employment, and thereby start a
general contraction 1n the manner described 1n § 3 of this chapter.
The first hypothesis may be called a purely monetary explanation
of the down-turn, while the second has a non-monetary character
But it 1s not imntended to attach special importance to this
termnology
We begin by discussing the first hypothesis
The purely Under any monetary arrangement which implies a
monetary limitation of the quantity of legal tender money,
explanation such as the gold standard, there 1s an upper limit
of the  (gradually approached during the upswing) to the
down-turn  expanston of M~  This, as we have seen, explains
the fact that the economic system becomes more
and more sensittve to deflationary shocks It does not, however,
explain why, 1n the absence of such shocks, an expansion of MV
should immediately be followed by a contraction rather than by
a period of stability 1n MV
Mr HAWTREY (as was shown 1n the first part of this book) has
endeavoured to establish the existence of a monetary mechanism
1n which the mere cessation of credit expansion leads to a subsequent
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contraction. His theory 1s based on the lag of cash reserves
in the banks behind the expansion of credit The dran of cash
continues after the expanston of credit has come to an end. The
banks watch only the present position of their cash reserves and
do not foresee that these will shrink for a while after credit has
ceased to expand  So they are led to expand too long, and later
they are forced to contract 1n order to maintain thetr reserve
proportions

The theory 1s not very convincing It implies that all that 1s
required to forestall the contraction s for the central bank to
furnish the commercial banks with the necessaty cash to relieve
them of the necessity for contracting ctedit The discussion of
our second hypothesis and of the different cases which 1t covers
will show that this implication 1s hardly acceptable Moreover, 1t
1s difficult to believe that the banks would not learn from experi-
ence, and would repeatedly make the same mustake of undet-
estimating the drain of cash consequent on a given expanston of
credit The following discussion, by showing that the situation
at the end of the boom 1s much too 1nvolved to be put straight
simply by preventing a contraction 1n the money supply, will
afford an effective crticism of this particular explanation of the
down-turn

Bestdes the rcason given by Mr HawTREy, 1s there any other
reason why a hitch 1n the flow of money should regulatly occur in
the absence of difficulties 1n any particular line of production ?
It 1s easy to concerve of all kinds of chance disturbances of a purely
monetaty or institutional character, arsing at home or abroad,
which might be capable of inducing hoarding on the part of
somebody  But 1t 1s difficult to see why this should be a necessary
or probable result of an expansion, provided that it 1s not the
consequence of a disturbance 1n the productive process The
tise 1n interest rates which we almost invariably observe during
the upswing as a result of a rise 1n the demand for investible funds
provides an incenttve agamst hoarding (High interest rates as
such may, of course, be the result of a tendency to hoard But
this 1s rarely the case in the earlier part of the upswing The
question is only whether such a tendency does not manifest itself
in the last phase of the boom )
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We turn now to the second group of possible
Structmal  disturbances which the expanston may bring about :
mal- viz , maladjustments 1n the structure of production
adpustments arnsing out of the fact that, 1n some industries, the
Iikely selling-price of the product falls short of the cost
of production or, 1n other words, that demand 1s
insufficient to take up production at remunerative prices There
1s no witial decrease 1n the total monetary demand for goods—z e,
1n the money stream, but the flow of goods does not correspond
1 all 1ts ramifications to the flow of money and its divisions,
and therefore 1n some lines of production demand does not
cover cost The expectations of some people have been disap-
pointed, which need not be offset by favourable surprises of othets
Prima facie, 1t 15 not at all surprising that serious dislocations
1n the structure of production should make their appearance during
the coutse of a general expansion, when far-reaching changes
occur in many parts of the production process What we find
during an expansion are not shght adjustments on the margin of
production 1n this or that industry—in which connection 1t 1s
safe to disregard indirect repercussions and to assume, if not
petfect, at any rate approximately correct, foresight on the part of
the producers  On the contrary, we find that far-reaching changes
are under way long-term investment 1s taking place in many
lines new commodities are being introduced (though the line
between the introduction of “ new ” goods and the improvement
of the quality of old ones 1s very hazy) goods, the consumption
of which was so far confined to the upper classes, are being made
accessible for the consumption of the masses new processes of
production are being put into operation and all these changes
must profoundly influence conditions of cost and of demand for
any given industry Consumers are mnduced to rearrange the
system of thetr expenditure Relative prices of the vartous
finished products and of half-finished goods and factors of
production change
Is it so astonishing that, under these circumstances, serious
maladjustments should develop 1n the industrial structure as the
expanston goes on ° Without as yet being able to specify the
exact nature of these maladjustments, 1t would seem highly
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improbable that, 1n a rapidly expanding system, the expansion
should proceed smoothly and eventually tail off into an equilibrium
state of full employment ?
If we go on to enquire what kind of maladjust-
Operation ments are likely to develop during an expansion,
of the  we must remember that an expansion always starts
acceleration  from a position of partial employment of labour
primmesple and other means of production For some time,
output can and does rise all around—z¢ both in
consumers’ and producers’ goods industries—although the rate
of increase 1s not everywhere the same As has already been
pointed out, an expansion could not go on very long if 1t started
from a state of full employment or after it has reached such a
state 1n the course of 1ts progress  Prices would rise rapidly No
industry could expand output except at the cost of a contraction 1n
other industries  That 1s certainly not the situation we actually
find during an upswing We must put this picture from our
minds if we are to view what happens at the end of the boom 1n
the right perspective
We have seen that an expansion, however 1t may have been
originally set afoot (whether by an imtial increase 1n consumers’
or producers’ spending, in consumption or 1n investment), is
characterised by a rapid increase in investment During the
preceding depression, repairs, replacement and improvements in
all industries which require the investment of capital have been
postponed and, so to speak, stored up  Gradually all this latent
demand for investment becomes effective and feeds the boom.
The expansion In investment generates income and demand for
consumers’ goods Consumption 1industries expand, and this
enhances the demand for investment goods Since there 1s a
reserve of idle factors of production, the process may continue
for some time unobstructed
This 1s a fact of considerable importance  If a general expansion
can proceed a long way smoothly, the acceleration principle of
derived demand has time to work itself out ‘That 1s to say, a

! This prima facie argument for the likelthood of a serious maladjuste
ment s arising has been especially stressed by Professor Schumpeter
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number of 1ndustries will be developed to a level which they can
maintamn only if other industries (or the system as a whole) go on
expanding at a given rate Quite apart from any himuts which
may be set by mnsufficiency of demand ot any other cause, this
rate of expansion 1s feastble only so long as there 1s a faily elastic
supply of unemployed factors of production This type of
maladjustment 1s not so likely to arise, or at least to develop to the
same extent, if an expansion starts from full employment In that
case, 1t will very soon encounter strong resistance in the shape
of steeply rising costs, and 1t 1s not likely that any considerable
number of industries will be able, by the installation of highly
durable equipment, to adapt themselves to a rate of expanston 1n
other industries which 1t 1s not possible to maintatn At any rate,
the danger of the development of a sertous maladjustment 1n the
structure of production 1s much greater in the case where an
unusually rapid expanston all along the line 1s made possible by
the existence of unused resources which are gradually drawn into
employment than in the other case where we start from fairly full
employment If a certain industry expands production and hence
increases its demand for producers’ goods (say, machines), the
producers of these machmes will hardly jump at once to the
assumption that this increased demand will continue to be forth-
coming for a very long time Consequently, they will not at
once adopt the most up-to-date capitalistic methods of produc-
tion requiring the installation of highly durable plant which
cannot be amortised except over a considerable period of
activity on an enlarged scale  The longer, however, an expansion
of production in various directions continues unobstructed, the
more optimistic will become the expectations as to its future
continuation at the same or an increasing rate Producers 1n a
number of industries get accustomed to a level of demand which
cannot continue for ever possibly they are led to expect a rising
demand, or even using prices—which are still less likely to be
long mantamned It 1s very improbable, therefore, that the
system will be 1n equilibrium when 1t approaches the upper limit
of the expansion The mere cessation, or even the slowing-
down, of the expansion will produce a serious setback in a
number of industries, and this may very well lead to a general
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process of contraction in the manner described 1n § 3 of this
chapter
If this analysis 1s cotrect, the following important
Effect of conclusion seems to be justified If a general
credit expansion which has been 1n progress for some time
shortage  comes to an end for purely monetary reasons,
on derwved the economic system will very probably find itself
demand  1n the presence of sertous maladjustments in the
structure of production, which make 1t very likely
that the expansion will be immediately followed by a contraction
rather than by a period of stability ~ Let us analyse this case more
closely An expansion i1s going on, so far undisturbed by any
maladjustment 1n the structure of production  There 1s scope for
a further expansion of production since there are still idle factors
which can be drawn into employment, and no serious “ bottle-
necks * have so far developed There 1s a suffictent demand for
mvestible funds, the output of the capital-goods industries
increases, and so, although at a lower rate, does output in the
consumers’ goods industrtes Now, the monetary authorities
put the brake on the expansion of credit because of the international
situation of the country or for some other reason The total
demand for goods 1n terms of money ceases to increase and the
expanston comes to an end It 1s possible, and even probable,
that this cessation 1n the inflow of new credit will at once produce
difficulties 1n the capital-goods industries, because a number of
investment schemes have been started which cannot be completed
in the absence of investible funds. But, even if we assume that
the difficulty 1n ratsing the necessary funds for their completion
can somehow be overcome—e g, by inducing people to provide
the necessary capital through increased savings—there rematns
the other more fundamental difficulty that the scale of output 1n
the capital-goods industries 1s geared to an expanding productton
1n the consumers’ goods i1ndustries. If the latter stop expanding,
the former lose a part of their market and are compelled to scale
down the level of their activity—even whete they mught be able
to rasse the necessary sums to carry on at the old level  Clearly,
the situation cannot at once be rectified by increased voluntary
saving for the reason that the money saved will not, 1n the
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situation assumed, find an immediate outlet in new invest-
ment

1t should be noted that this disrupting effect of a cessation of
monetary expansion 1s 1ndependent of . (4) any credit restriction
which the banks may be forced to make for the reason given by
Mr HawTtrey, (4) the fact that, when MV 1s no longer 1ising, the
economic system becomes sensitive to chance deflationary shocks
(as explained 1n § 4 of this chapter), and (¢) the fact of a substantial
rise 1n prices having taken place The setback may occur in a
comparatively early phase of the upswing, when supply of factors
1s still fatrly elastic and prices have not perceptibly risen  If prices
have gone up for a while and producers in various industries
have been led to expect a further rise, the disappointment
caused by the cessation of expansion and of the rise in prices
will be all the greater, but the r1se in prices 1s not an essential
condition

In this case, the collapse of the boom and the onset of the
contraction could be avoided, for the time being, by removing the
hindrances to a further expansion of credit. (Whether this 1s
feasible from political, social, or psychological points of view
1s another questton, which we need not discuss here) But 1t
goes without saying that 1t does not follow that the boom
could go on indefinitely, if only the supply of credit wetre kept
elastic

Let us now drop the assamption that the expan-

Effect of sion comes to an end prematurely because of an

shortage of 1nsufficient money supply Let us suppose that

Jactors on 1t has a chance to develop without hindrance from
derwed  the monetary sitde  What are then the possible and
demand.  probable outcomes ?

In the previous case, we have assumed that
the general expansion of production comes to an end because
the increase 1n the flow of money 1s more or less suddenly stopped
Suppose now that the check to expansion comes at an advanced
stage of the upswing when almost all 1dle factors, especially labour,
have been drawn into employment On this assumption, the
general increase 1n employment and output must now come to an
end (or, more precisely, slow down to the rate which 1s made
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possible by population growth, 1nventions, etc) If at this point
the level of activity 1n a number of industries 1s still dependent on
the growth of employment and production i other industries—
7¢, 1f replacement demand has not yet picked up by so much as to
absotb the whole output of machines!—the volume of output
will not simply stop expanding and go on at the level which
1t has reached It will actually decline 1n the capital-goods
industries, which are geared to the espanding consumers’ goods
industries 2

Evidently, the situation cannot be put straight simply by trying
to continue monetary expanston The total production cannot
go on increasing at the rate so far maintained  Some capital-goods
industries are adapted to an expanston of the lower stages  Hence
there must be some change 1n the direction of production (or else
the production 1n the capital-goods industries in excess of replace-
ment requirements must be taken on stock—an 1mpossible assump-
tion which we may discard @ Zimine)  Only a degree of foresight
on the part of producers 1n general which 1t 1s too much to expect
1n the real wotld could obviate the appearance of such a situation.
If 1t has once arisen, serious repercussions on employment could be
forestalled only by a degree of adjustability of producers and
mobility of labour which does not exist mn reality

t This possibility of smooth termination of a growth process has been
discussed 1n the first part of this book (see page 9r)

8 If T understand Mr Harrod rightly, this 1s also his diagnosis of the
breakdown “ In a revival, consumption grows at a rate that cannot
possibly be maintained At the outset, the slack of human capacity
available for work 1s greater than that of capital equipment, smce the
former has been maintained and grown at its normal rate during the
slump, while the latter has not  After the revival has procecded a short
distance, therefore, the demand for capital goods arising out of the (ab-
normally high) prospective increase of consumption stands at a level at
which 1t cannot be maintained The increase of consumption must slow
down, once a considerable proportion of the unemployment 1s taken back
into work  Consequently, a point 1s bound to come at which the volume
of orders for additional capital goods which 1t appears profitable to give
18 reduced, and this spells a major depression (The Trade
Cycle, Oxford, 1936, page 165) The only difference between Mr Harrod’s
position 1n respect to the explanation of the crisis and the one taken 1n
these pages seems to be that Mr Harrod puts forward the above as the
exclusive explanation, whulst here 1t 1s treated as one reason among
many others—although one which 1t 1s especially difficult to avoid

25
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Let us now try to compare this situation with
Shift m  those which we have analysed 1n the first part of this
production  report Can we classify the situation with which
mevitable  we are now concerned as a case of under-saving
or over-saving ? In the first part of this work, we
defined a maladjustment due to under-saving (shortage of capital)
as one which could be avorded if people would save and tnvest more
and spend less on consumption, and a maladjustment due to over-
saving (under-consumption) as one which could be avoided by the
oppostte procedute In our present case, there must be some
shift 1n production  If this cannot be achieved, netther more nor
less saving on the side of the public can prevent trouble If such
a change 1n production 1s posstble, the further outcome depends on
the duection 1 which 1t can technically be achieved with least
ressstance  If in the capital-goods industries which lose part of
theit market because the lower stages no longer expand output
capacity can be compatatively easily adapted to produce other capital
goods, an ncrease in saving will be conducive to re-establishing
equilibrium, because 1t will enable vartous 1ndustries to adopt more
capitalistic methods of production—that 1s, to inctease their
demand for capital goods without complementary resources
being available! On the other hand, 1t may be that an adaptation
to the production of some sort of consumers’ goods could be more
easily achteved In that case, less saving will be better calculated
quickly to restore full employment In both cases, however, it 1s
a question, not only of changing the ratio of spending and saving,
but also of consuming the required goods and investing m the
required direction
Thus, as soon as one goes mto details, the problem becomes
extremely 1nvolved a number of variants have to be distinguished *
and 1t 1s almost 1mpossible to tell which 1s the most likely outcome.

! In Mr Hawtrey’s convenient terminology, we may say that a * deep-
eming ” of the capital structure must take the place of the “ widening
which has come to an end, when the co-operating unemployed labour
resources are becoming exhausted (Capital and Employment, London,
1937, Chapter III) Whether this can be achieved rapidly 1s very
doubtful Probably a certaimn delay will be unavoidable which may
easily be suffictent to cause a hold-up in the money stream, which n
turn will start a general contraction (as explained 1n § 3 of this chapter)
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It1s, however, practically certain that important shifts 1n production
are necessary and that there 1s no guarantee that they can be effected
smoothly Temporary unemployment s almost inevitable and
a certain number of breakdowns and bankruptcies are very likely
to occur  Hence the probability that a contraction process will be
started would seem to be great
We have assumed so far that the expansion
Where will proceeds smoothly up to the point where all
“ bottle-necks’ unemployed factors have found employment and
arise?  then comes to an end rather abruptly This 1s,
of course, an extreme case, which will probably not
(and need not for our theory to hold) be realised 1n a pure form.
If the expansion does not happen to be directed along “ the path of
least resistance * as determined by the distribution over various
industries of the available resources and their mobility, the situation
which we have discussed will arise before all unemployed factors
have been absotbed This will manifest itself 1n the emergence
of “ bottle-necks ”—that 1s, 1n the increasing scarcity of some
factors of production leading to a rise 1n prices of certamn
commodities and a slowing-down of the expansion 1n this or that
industry
These bottle-necks may make their first appearance in any part
of the economic system  They may first appear in the consumers’
goods industries or in the capital-goods industries, or may be
distributed 1n a random fashton over the whole economic system,
It 1s hardly possible to generalise about their probable localisation,
which depends—given the distribution of the available resources
at the beginning of the expansion—on the direction in which the
latter develops Let us briefly consider the mamn determining
factors The boom may be concentrated to a higher or smaller
degree 1n the capital-goods industries In other words, the
roundabout ways of production which are undertaken during the
upswing may be longer or shorter ~Whether they are longer or
shorter depends first, on the rate of interest and the elasticity
of supply of investible funds as determined (4) by monetary factors
(banking policy, supply of investible funds from private hoards,
etc.), (5) by the public’s propensity to save part of their current
income and (¢) to an increasing extent by the budgetary policy of
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Governments, secondly, on technological opportunities to invest,
the nature of the “new combinations >’ which have become
available, etc, and, thirdly, on the amount and direction of
consumers’ demand Compare, on the one hand, a boom fed
and propelled by armament demands and public constructions
such as 1s 1 progress at the preseat time in various countries,
where the share of the capital-goods imndustries 1n the increase of
production as a whole 1s exceptionally great, and, on the other
hand, one which relies more on current consumption for private
putposes

Clearly all these citcumstances may be such that the physical
hmits of expansion of production are first reached either 1n the
capital-goods industries or tn consumers’ goods industries, or
the bottle necks may be distributed in any other fashion

Now, when a number of industries to which others ate so
geared that their sales vary with the rate of the expansion of the
former reach the imit of expansion, a sertous setback in the latter
1s the consequence

If we say that an industry has reached the limits

Monopolistic of expansion, we must interpret this in a broad

restractions way It does not mean that 1t 1s physically abso-

on supply lurely impossible to increase production, but 1t
of factors means that cost of production rises so much as to
make a further increase of production unprofitable

This rise 1n cost may be due to the exhaustion of the supply of
particular means of production Complawmts about a scarcity of
this or that type of skilled labour 1n this or that industry become
frequent 1n the later phases of any boom It 1s, however, clear
that this scarcity and the brake which 1t puts on the expansion
of output can be due to other factors than the exhaustion of the
reserve of unemployed Two of these factors may be mentioned
(to which we have already had occasion to refer) viz,a rise n
wages due to increased monopolistic pressure by trade unions
and an all-round decrease 1n efficiency.

There 1s no doubt that the attitude of labour organisations
stiffens during the upswing of the cycle To be sure, money
wages will rise even under a regime of perfect competition 1n the
labour market But 1t 1s equally certain that the bargaining
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position of the trade unions becomes stronger, financially and
morally, with 11sing employment, and that they use 1t to accelerate
the rise 1n money wages  The power of the labour organtsations
1s also used to reduce the mobility of labour by preventing the
entry of newcomers into particular industries, when the reserves of
unemployed labour attached to these industries have been absorbed
Labour cost 1s further enhanced—1n other words,
Declne  efficiency wages raised—by the fall in efficiency
in effcsency  of the workers, which occurs everywhere during
the upswing As was pomted out in Part I
(pages 108 ¢f seq ), two tendencies must be distinguished The
average output per worker falls, because inferior plant, less-
qualified workers and so on are drawn mnto employment when
output expands  This 1s a consequence of the gradual exhaustion
of the supply of 1dle means of production ~ We are here, however,
concerned with the other tendency wviz, the fall in effictency of
each worker below the previous level for the reasons indicated by
Professor MITCHELL
These tendencies to a rise 1n money cost may be, and 11 many
cases actually are, compensated or over-compensated by monetary
expansion and a r1se 1n prices  But this will again tend to stimulate
the demands of organised labour, so that the spiral of rising cost
and nising prices will be accelerated
It 1s very likely that the attitude of labour and the tise of
wages during the upswing will put a brake on the further expansion
of employment and output in a number of industries long before
the physical limits have been reached This 1s espectally true
when the money supply 1s begianing to give out for one reason
or another—e g, because the pace of monetary expansion in the
country 1s more rapid than 1n neighbouring countries  Increasing
monopolistic pressure on wages and reduced mobuility of labour
create an artificial scarcity of labour, as it were, long before the
physically available stock of unemployed has been exhausted

* Compare, eg, ] Robinson, Essays wn the Theory of Employment,
London, 1937, Section I  As the author says, * 1t 1s idle to attempt
to reduce such questions as trade union policy to a cut-and-dried scheme
of formal analysis, but 1t 1s plausible to say, in a general way, that n
any given conditions of the labour market there 1s a level of
employment at which money wages will rise ”’ (page 7)
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It goes without saying that the monopolistic restriction of the
supply of factors of production other than labour, and the raising
of prices other than wages, have the same effect of slowing-down
general expansion

So far we have discussed the case where the

Drop m  expansion 1s allowed to develop up to the limit

imvestment  set by the amount and distribution and willingness

because of to work of the available means of production, or

insuficient where the expanston comes to a halt because of an

demand  insuffictency of the money supply We have seen

that 1t 1s very likely that serious maladjustments

will make their appearance when the general expansion comes to a

standstil]l for the reasons indicated, or even when 1t slows down
to a certain extent

We have now to enquite whether there 1s not a strong probability
that the expansion will be interrupted at an earlier stage for the
reason that it generates a type of maladjustment other than that
which we have discussed, before 1t reaches the limuts 1n question
The type of maladjustment which we have 1n mind 1s an 1nsuffi-
ctent demand either for consumers’ goods 1n general, or for certain
types of them, or for certain types of capital goods It 1s that
type of maladjustment which Professor ROBERTSON ascribes to the
temporary ‘‘ gluttability of wants ”, or which Professor Picou has
in mind when he says that the optimustic forecasts which have been
made during the boom, and have materialised in heavy invest-
ments 1n different lines of industty, are brought “to the test of
facts ”—and, by that test, are found wanting—after the close of the
gestatton pertod for a number of things the production of which
was started during the upswing A maladjustment of thus sort 1s
also what Professor ScHUMPETER has 1n mind 1n his explanation
of the collapse of the boom

The 1dea 1s that the investment activity which takes place during
the upswing 1s to a large extent concentrated 1n particular lines of
industry—ratlway construction, automobile production, electrical
machinery, etc  Then comes a day when the investment oppos-
tunities 1n these fields are exhausted, the want—or, rather the
demand—is satisfied Investment in these lines must come to
anend ‘There 1s no guarantee at all that replacement demand will
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meanwhile have risen to such an extent as to enable 1t to keep the
whole productive apparatus busy

When this point of saturation has come, suddenly
Repercussions or gradually, there ate several possibilities as to
not foreseen the outcome The industries directly concerned
by producers may have correctly foreseen that demand 1s no
longer going to mse, and may even fall, and
may have adjusted their output so that they are not involved 1n
difficulties  Alternatively, they may be taken by surptise :
the “ competitive illusion ”, undue optimism, or any other reason
may have led to an over-expansion of the particular industries
concerned
In the second case the boom will explode with a more or less
strong “‘ detonation > of bankruptcy, to use an expresston of
Professor Picou, and (as has already been shown in previous
sections) 1t 1s easy to explain when and why this will lead to a
general depression  In the first case, no such detonation occuts tn
the industries directly concerned They stmply reduce output and
employment  But 1t 1s very ltkely that some tributary industries
which supply raw matetials ot equipment will be taken by surprise,
since 1t 1s unreasonable to suppose that all producers—including
those who are removed by one or two stages from the point where
the 1nitial setback occurs—will foresee correctly what 1s about to
happen at this potnt and what 1ts repercussions on other industries
will be  Moreover, there are always the unfavourable repercus-
sions on the consumption industries which are still less likely to
be foreseen by the producers  If output and employment fall at
any point, the demand for consumers’ goods 1s bound to suffer,
and this then reacts on the higher stages of production If the
primary sattatton of demand 1n some lines and the consequent drop
1n output have occutred, these repercussions on the consumption
trades are almost unavoidable ‘They could be avoided only
under perfect mobility of factors and a smooth working of the
capital market, and (as has been already explained 1n detail) neither
of these two condittons ts likely to be fulfilled ~ We cannot assume
that the sums which are liberated by a decline or cessation of
investment 1n certain lines will automatically and nstantaneously
find an outlet 1n other lines of investment It 1s more than probable
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that at least a certain lag will occur, which will be quite enough to
allow the deflationary tendencies to come into operation through
the agency of a fall in the demand for consumers’ goods and other
developments
There 1s no need to repeat our explanation of how these defla-
tionary effects arising at any particular points may be compensated
by nflattonary tendenctes i other directtons  Such a development
1s not unlikely 1n the first part of the upswing, when the momen-
tum of the expansion has not yet been lost, because investment 1s
stil] going on or 1s being started in a number of directions  But,
as has been explained earlier, this partial mmmunity against
deflationary shocks must sooner or later give way to a state of
greater vulnerability  If at that stage such a maladjustment as 1s
described above should occur, 1t may easily lead to a general
contraction
But, to return to the nature of the first unpact
This type of with which we are here concerned, 1s 1t possible
maladjustment to say generally that such maladjustments are bound
mevitable ? to occur during any expansion, or are likely to
occur, or the contrary ® It would seem that theo-
retical reasoning, backed by a limited amount of actual experience
of broad tendencies, 1s not suffictent to prove rigorously etther that
such maladjustments are the absolutely mevitable outcome of any
expansion or the reverse We can only say there 1s a prima-facte
probability that they are We can figure out the consequences
approximately—always again in terms of possibilities and proba-
bilities but only extensive empirical studies can show whether
the contention of so many well-known writers 1s correct, and 1t
1s actually a fact that processes of expanston regularly develop
a certain type of maladjustment and i turn are brought to an end
by them
Recently, Mr. N KALDOR, 1n an interesting article,! adopted a
very stmilar position and tried to classify the probable reasons of

t ¢ Stability and Full Employment ”, in Economic Journal, Vol XLVIII,
December 1938, pages 642 et seg The author starts from the assumption
that while 1t 1s not so difficult to say how a depression can be ended and
to engineer a boom, 1t 1s still an open question how a state of fairly full
employment can be maintained It 1s the latter problem which he deals
with
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the breakdown of a boom along simular lines as in the preceding
pages, with some variations 1n detail (mamly of a termunological
nature) He attempts to put them in the order in which they
are likely to appear successively in time, and likens the boom to a
peculiar steeplechase where the hotse has to overcome a sertes
of hurdles and 1s almost certain to fall at one of the obstacles

B The Up-turn Revwal
§ 6 INTRODUCTION

We have now to answer the question what the
The order limits of a cumulative contraction process may be,
of the  and how i1t can be brought to an end How 1s the
argument  downswing usually stopped and reversed? In
many respects, we need only adapt the assumptions
and arguments adduced when we discussed the opposite problem
viz , that of the down-turn  Without pressing this parallelism too
far, we may proceed 1n the same order which we adopted there
In § 7, as a first step, we shall discuss the inflationary counter-
parts of the deflationary shocks analysed in § 3 of this chapter.
We assume the occurrence of certain changes—such, for example,
as an inflationary move on the part of the monetary authorities
or anybody else, or a favourable turn confined to a particular
industry—and investigate how this may bring about a general
expanston  We leave open for the moment the question whether
such changes are more likely to occur 1n any one phase of the
cycle—e g, the latter part of the depression, rather than 1n any other.
In § 8, as a second step, we shall show why, after a contraction
has continued for a tume, the economic system becomes more and
more sensitive to stimulating mnfluences, mn the same way as with
the progress of an expansion 1t becomes more and more exposed to
deflationary shocks
In § 9, as a third step, we shall discuss those favourable reactions
and stimulating influences which are ltkely to be brought about 1n
the economic system aftet a contraction has gone on for some time
The logical relation between the second and third steps may
also be stated as follows A process of contraction 1s likely 1n
the course of time to exhaust its strength and lose 1ts momentum
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The downward movement may then be easily reversed by any such
favourable stimulus affecting a particular industry as 1s bound to
occur from time to time ‘The same stimuli will not so easily
start an upward movement, if they occur at an earlier moment,
when the contraction has not yet spent its force

Besides thus paving the way for the expanstonary nfluence of
some chance event, the contraction 1s also likely itself to give rise
to inflationaty stimult  We shall see that it 1s sometimes difficult
to draw the line between the two types of stimulating shock that
15 to say, it 1s not always easy to decide whether a certain event,
which actually played the role of the starter for an expansion,
would have arisen 1n the absence of the previous contraction
Neither the validity, howevet, nor the usefulness of our distinction
1s destroyed by the cxistence of doubtful cases

§ 7 THE PROXIMATE CAUSES OF REVIVAL

An expansion can always be stopped and a
Agymmetry contraction process started by a restriction of credit
between by the banks A contraction, however, cannot
turming-points always be ended promptly merely by making credit
cheap and plentiful ~ There will always be a rate of
interest high enough to discourage even the most eager borrower,
but, when prices and demand are falling and are expected to
fall further, the demand for investible funds may be at so low an
ebb that therc is no rate (short of a negative figure) which will lead
to a revival of investment and entail an mncrease in the effective
ctreulation of money—that 1s, 1n the total demand for goods in
terms of money per unit of ime  There 1s thus a certain asymme-
try between the upper and the lower turning-points which necesst-
tates some departures 1n the method of exposiion from that
adopted 1n the corresponding section on the down-turn
We shall now attempt to set out the various
Producers’  possibilities and factors 1nvolved 1n an orderly and
spending  systematic fashion on the basis of our demand-and-
supply schema for investible funds
An expansion can be brought about by an increase in the expen-
ditures either of producers or of consumers. In the further course
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of the upswing, each type of expenditure stimulates the other
but here we are concerned with the iutiating forces  First we
propose to discuss the possibiities of an increase 1n producers’
spending—that 1s, of a revival 1n 1nvestment as the starter of an
expansion
A stimulus to 1nvestment can come esthet from a change on the
demand side or, if there 1s stil a latent demand for investible
funds—Ilatent, 7¢ not effective, because the ruling rate of interest
1s too high—from a change on the supply sitde Anything that
has the effect (other things, including the demand for consumption
goods, being equal) of shifting the demand curve or the supply
curve to the right tends to bring about an expansion !
Let us now discuss 1n turn those factors which affect supply
and those which affect demand 2
If the demand for investible funds 1s really so
Factors  1nelastic over a certain range that a change 1n the
inereasing  1nterest rate has no influence at all on the amount
supply of  of money invested (that 1s to say, if the demand
investible  curve 1s a vertical straight line), a change on the
Sunds supply side will make no difference to 1nvestment
ot to the effective quantity of money This 1s,
however, not the rule, even at the bottom of a depression It
may be the case for certamn types of credit—e g, short-term

3 In the Wicksellian terminology, anything that tends to raise the
equilibrium or natural rate and/or to depress the money or market rate of
interest has an expansionary influence In Mr Keynes' termimmology
we have to express the expansionary factors as an increase of the propen-
sity to consume , or as a shift to the right of the schedule of margmal
effictency of capital, both associated with an elastic schedule of iquidity
preference proper (elasticity greater than se10) or as a downward shift of
the hquidity-prefcrence schedule (See Chapter 8, §§ 3, 4, 5, above)

* The distinction between factors affecting the demand for, and factors
affecting the supply of investible funds, although useful, should not
blind us to the fact that there are many measures and events which
obviously affect both demand and supply—e g the imposition of a tarift
(Compare, on this particular case, Chapter 12 ) Certain forcesand motives,
which we describe as general optimism or pessimism, work on the mind
of both the borrower and lender, and thus influence both supply and
demand If a firm has 1dle funds at 1ts disposal—e g, 1n the shape of
demand deposits—and the question 1s whether 1t should use them for
expanding production or not, 1t 1s borrower and lcnder at the same time,
so that demand and supply are in the same hands
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loans but usually there will be some latent demand which could
be satisfied if the terms of credit for the particular purpose
were less onerous  This 1s especially true of long-term credit and
the branches of production financed thereby, notably the construc-
tional trades  The demand for private houses 1s especially sensitive
to the rate of interest on long-term loans, and shows a tendency to
rise in the depression, when interest rates are low, 1n spite of the
shrinkage of incomes It 1s sometimes found, however, that the
public evinces a reluctance to lend for long pertods at times when
short-term money 1s cheap  The reason for this 1s lack of confi-
dence tn general—:ze¢, the fear of nisks of every sort! Modern
economists are accustomed to describe this state of affairs by
saying that the liquidity premium 1s high or the liquidity prefcrences
are strong It requires a Jarge differential between long-term and
short-term rates to induce people to part with their hiquidity by
investing for a longer period rather than fo1 a short one

Given, then, the state of demand for loans of vartous types and
maturities, we may say that anything which makes supply more
plentiful tends to itiate an expansion  We cannot give here a
complete catalogue of all factors which might conceivably have
an 1nfluence 1n this direction  One of the most important influ-
ences 1s that of the central and commercial banks, whether exercised
through discount policy with a view to increasing the hquidity of
the short-term (money) market or through open-market operations
which affect primarily the long-term market  There are, however,

! In Chapter 8, § 3, page 220, 1t has been said that, according to Mr
Keynes (whose views have been strongly endorsed by Mr Kaldor—L cono-
maica, December 1938, page 464, footnote 1), only the expectation (risk)
that the long-term rate of interest may rise (1 ¢ , that bond prices may fall)
can explamn the short-term rate remaining for any length of time much
lower than the long rate It would seem, however, that other kinds of
risks and apprehensions may very well produce the same result  If people
anticipate war, inflation, social upheavals or something similar, in a
somewhat distant future without entertaining any paiticular view about
the current interest rate, then they will be reluctant to buy long-dated
bonds except at a low price (ugh current yield), because they will feel
uncertamn about the solvency of the debtor or the possibility of collecting
the debt and of disposing of the receipts, though they may still buy short-
dated debts at low interest rates It would secm that these kinds of
risk usually constitute much more powerful motives than mere expectation
or uncertainty about the future course of interest rates
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techntcal difficulties n extending such a policy, at least so far as
the central banks are concerned, to other than Government
securtties  Apart from the initiative of the banks, anything that
removes risks and strengthens general confidence will have an
encouraging effect on the supply of capital
A change 1n the international economuc situation of a country
will often be a prerequisite to any ncrease 1n the supply of capital
or reduction in the rates of interest The cxistence of price
discrepancties between countries and the consequent pressure on the
balance of payments in the high-cost country frequently block a
fall 1n the interest rates of the latter  The histoty of the post-war
pertod and of the recent past offers plenty of examples of the various
devices which may be employed to eliminate such price differences
(¢ g , devaluation of the currency), of to prevent them from having
an 1nfluence on the balance of payments and the internal money
market (¢ g, rigid exchange control), or to remove the canses for
flight of capital from a country or to hinder 1t effectively  These
various measures need not be discussed here 1n detail
We turn now to the discussion of factors exer-
Increase i cising a favourable influence on the demand for
demand for capital  Whilst 1t seemed necessary to show by a
imvestsble  detailed analysis why a partial disturbance, which
Junds primarily affects production only 1n a particular
branch of industry, may under certain circumstances
produce a temporary hold-up in the money stream and thus
engender a general contraction, 1t would seem to be more obvious
that an event which leads to an increase 1n production 1n a particular
industry will 1n most cases also lift the total flow of money to a
higher level than 1t would otherwise attamn, if only the money
supply 1s elastic  If in an 1ndividual firm or industry output 1s
being expanded, workers must be hired, raw materials bought,
machines and other equipment ordered If for that purpose
money 1s used which would not be used otherwise, the money
stream swells and the demand for other goods rises It 1s of
coutse immaterial whether new money 1s created by the banks
or idle funds are utilised; 1n other words, whether the increase
n total demand 1s financed by an increase in M or an increase
ml
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Are there no offsetting influences which tend to
Drscussion of nullify the expansion in the flow of money, corre-
partinlar  sponding to those which we have discussed 1n
stimult to  connection with the problem of the down-turn?
mvestment In some cases there are, but 1t would seem that 1n
most there ate not
If an increase in production 1n ndustry A4 1s due to a shuft 1n
demand, then there 1s of course a compensatory change in the
shape of a decrease 1n demand and output 1n industry B We have
already discussed on what circumstances 1t depends whether a shift in
demand will have on balance an inflationary or a deflationary effect
In many other cases there are no offsetting influences except
perhaps 1n very special circumstances  If a capital-goods industry
mcreases production because equipment must be replaced
somewhere, or if an 1nvention 1s made which necessitates the
installation of capital equipment, or if the scale of output s raised
somewhere simply because an increase 1n demand 1s anticipated, or
if cost of production 1s lowered m a particular 1ndustry—e g, by
the reduction of wages or of the price of some means of production,
so that the industry s mduced to expand production and to dis-
burse more money for labour and means of production—in all
these cases there 1s an immediate increase 1n the flow of money from
the r1se 1n output without offsetting influences coming 1nto play
At any rate, they will not come 1nto play at once (it 1s always
possible, of course, to concetve of complicated attendant circum-
stances under which compensatory forces might be brought 1nto
operation tndirectly) Any such change may therefore act as a
starter for an expansion
A general reduction 1n wages over the whole industty, on the other
hand, 15 a doubtful case which we shall discuss laters (§ 9 below)
The 1mposition of a tariff will usually stimulate capt al investment
in the protected trades and thus raise their demand for investible
funds Moreover, the supply of money will be favourably
influenced by a reduction in imports, except where thete are
indirect counter-effects (¢ g, retaliation by foreign States)?

! It should be remembered that we are here concerned only with the
short-run influences Many considerations, therefore, which play a
considerable part in the literature on international trade do not affect
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Reserves of gold and foreign exchange in the banks will be
increased as a result of the reduction 1n 1mports, and this will
tend to ease credit conditions It should be noted that the two
effects which a tanff has on the demand and supply of money are
independent of each other If, for «xample, durable plant s
installed in the protected industries, the influence on the demand
for investible funds during the pertod of construction of the plant
may be much greater than the influence on the supply side  Under
other conditions, the ““ indirect ”” influcnce on 1nvestment through
the supply of funds may be more important than the “ direct ”
influence through demand
So far, we have discussed factors arising 1n the
Increased  sphere of production, prior to a rise in consumets’
consumers’  demand, although leading subsequently to increased
spending  consumers’ spending. We come now to the other
mmportant group of phenomena teferred to above
which may act as powerful stimult on investment and on the
demand for nvestitble funds  namely, inflationary increases
1n the demand for consumption purposes! An increase of

the argument In the long run, exports will fall if imports are reduced ,
but, 1n so far as the reduction in exports 1s not due to retaliatory measures
of foreign States, the process must operate through the money mechanism
—that 1s by contraction n the one, and expansion in the other, country
Itis precisely this transitional aspect of the matter which we are analysing
It goes without saying that 1t 1s no part of our intention to give a general
recommendation to Protection as a policy for overcoming depression
There can be no doubt that the fact thit all countries have during the
last depression tried to alleviate their own position by protective measures
has operated as a most potent intensifying factor for the contraction—
1n spite of the fact that each country could, to a certain extent, have
attained 1ts purpose, 1if all the others had refrained from doing likewise

' How that has to be expressed in Mr Keynes’ terminology has been
discussed m Chapter 8, §§ 3, 4,5 When people spend from hoards on con-
sumption we have to say that the propensity to consume has become
stronger This implies an increase n aggregate demand (in our termi-
nology, an * inflationary ” increase in demand) provided 1t 1s assumed
that the other determinants of Mr Keynes’ system (the quantity of
money, the schedules of marginal efficiency of capital and of hqudity
preference, etc) remain unchanged and that the lhiquidity-preference
schedule proper (demand for 1dle balances) 1s perfectly or highly elastic
It may seem simpler to state explicitly that an increase m aggregate
demand 1s assumed
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foreign demand for home-produced goods will have similar
effects

We have seen that an increase in consumers’ demand 1s an
indispensable link 1n the cumulative process of expansion It 1s
difficult to see a reason why an increase 1n consumers’ spending
should not stand at the beginning of such a process Notwith-
standing Professor SPIETHOFF’s opinion to the contrary, there can
be no doubt that, ceferss paribus, a net increase in consumers’
demand will not only lead to revival in consumers’ goods industries,
but will also stimulate 1nvestment-—always on the assumption that
there 1s an clastic money supply
f A net increase 1n consumers’ spending mught concervably be
brought about by acts of dishoarding by private individuals
Precipitate purchasing because of the fear of rising prices 1s
a case 1n pomnt This case, howevet, does not seem to be
typical of the process by which revival 1s set going after a deptession
A much more important 1nfluence—not so much for the past
as for the present and the future—is the ncrease 1n consumers’
spending deliberately 1nduced by Government action 1n the shape
of public works programmes, increases 1n ordinary expenditure
and relief measures, all financed 1n such a way as to create a net
increase in the total demand  We cannot here go 1nto the nume-
rous and complicated problems of a fiscal, administrative and
political nature connected with such schemes ~ Only this much may
be said—that from the short run economic point of view the main
task 1s to finance these works in such a way that they stimulate
demand for goods without restricting 1t 1n other directions, which
would probably be the case if the necessary funds were raised by
taxes In the Anglo-Saxon countries it should furthermore not
be forgotten that only a few other countries can borrow huge sums
from the market without either making funds scarce for private
investors or provoking psychological repercusstons which may
easily check private investment Such a situation may be created
by an alarming rise 1n central-bank money, especially 1n countries
such as Germany, whete the memory of a hyper-inflation 1s still
fresh It may be added that the budget deficit created by reduction
of Government revenue (¢ g , tax remussions) may be just as effective
as one created by an increase 1n expenditure (¢ g, public works).
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The tax remission method may recommend 1tself to many people,
mn as much as 1t does not involve the danger of a permanent
extension of Government activities !
The upshot of the discussion 1n this section 1s
Summary  that there are many different types of expansionary
shocks and influences, each of which can concetvably
act as a starter for a general process of expansion ~ Whether they
actually do so or not depends 1n any given case on the magnitude
of the particular change and on the general situation  If a process
of contraction 1s under way, a strong expansionary impetus 1s
required to restrain and reverse 1t If the contraction has spent
1ts force, a slight stimulus may be sufficient to start the system on
the up-grade

Y8 WHY THE LCONOMIC SYSTCM BECOMES MORL AND MORE
RESPONSIVE TO LXPANSIONARY STIMUII AFTER THE CONTRACTIION
13AS PROGRESSFD BEYOND A CERTAIN POINT

We have scen that a process of contraction, 1f 1t
The contraction has had a chance to develop unobstructed for a
Joses time, gathers force and becomes too strong to be
momentum  reversed by expansionary stimuli such as those
analysed 1n the preceding section, except when these
are very powetful  This paralysis 1s the result of the fact that the
total demand is shrinking continuously and 1dle capacity 1s ptling up
everywhere, so that a stimulating event which under other circumn-
stances would cause an increase 1n the total demand 1s now unable
to do more than retard the downward movement it cannot turn
the tide. We shall now enquirc why the contraction 1s likely
after a while to lose 1ts strength, with the result that the economic
system regains its responsiveness to such expansionary forces as
may make themselves felt from time to time

1 For an exhaustive discussion, sce ] M Clarw, The Lconomics of
planming Public Works, Washington, 1935 , A D Gayer, Public Works
wm Prosperity and Depression National Burcau of Economic Rescarch,
New York, 1935, E R Walker,  Public Works as a Recovery Measure 7,
mn The Economic Record, Vol XI, December 1935

26



386 Nature and Canses of the Cycle Part II

It has been demonstrated that the economic system during an
expanston tends to become increasingly vulnerable when 1t
approaches full employment, first, because the supply of means of
production 1n general and labour 1n particular becomes more and
more 1nelastic 1n the upward direction and, secondly, because the
expansion of total monetary demand, of M1/, must sooner or
later slow down or else prices must rise continuously—which
again cannot go on forever ~ We have now to apply thus reasoning
to the 1nverse situation as its develops during a contraction process

There 1s obviously a tendency for the elasticity of

Restored  supply of means of production of all kinds, of labour
elasticsty in and producers’ goods (produced means of pro-
supply of  duction) to become greater the farther a contraction
Jactors  goes  'The supply of labour recovers 1ts elasticity 1n
the upward direction that 1s to say, an mcreased

demand for labour can agamn be satisfied at constant, ot only
shightly rising, wages by abandoning short time or taking on new
men (As has been explamed eatlier, the supply 1s elastic 1n the
downward direction—r ¢ , wages are rigid 1n that direction—even
at the height of the boom) Similarly, monopolistic restriction
by entrepreneurs—whether by means of amalgamations, cartellisa-
tion, or other methods of organised joint action by producers, or
whether 1t 1s the result of the lethargy of individual competitors
and their fear of * spoiling the market ”—often succeeds 1n
mamntaming relatively stable prices for certatn goods and services
right through the contraction  In this way, elasticities are created
in the supply of means of production and products at various
stages of preparation An effect similar to that of increasing
elasticity of supply may be brought about in the course of the
decline by an increase m the quantity of sub-marginal agents of
production—land, or industrial plant—which acquire a value and
a use as soon as demand revives The consequence 1s, as we
have already demonstrated elsewhere, that it becomes easter for
any one industry to expand production i response to an actual or
expected increase 1 demand for its product, without thereby
increasing the cost of production of other industrtes In other
words, the depressing consequences of certamn changes are thereby
mitigated, while the expansionary consequences have free play
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The second prerequisite for an easy start and
Restored  smooth development of the expansion process—viz ,
elastierty of an elastic money and credit supply—1s eventually
eredit supply restored in the course of the contractton  As prices
fall, the value of central-bank money which 1s at
the base of the credit structure will r1ise  So long as the structure
wtself remains undamaged, each tier willbe broader-based than before.
The gold reserve will cover a larger proportion of the central-
bank money, the cash reserve of the banks will rise relattvely to their
short-term liabilittes , circulating currency and deposits 1n the hands
of the public will r1se relatively to the money income which they
recerve and the capital which they possess  But this process need
notbe continuous 1t may encountera whole sertes of setbacks  The
mounting debt burdens and the struggle to avoid bankruptcy them-
selves create a need for ready cash, while bankruptcies and the fear
of good debts turning 1nto bad ones give rise to a flight to Iiquudity
which 1s not satisfied even by increased reserve proportions and rising
hoards If the credit structure gtves way spasmodically, we may see
an oscillatory movement 1n which iquidity diminishes and imcreases
several times in the course of the depression It 1s, however,
only a matter of time till the course to bankruptcy 1s arrested, and
the monetary munition accumulates for a new expansion
But, we must now ask, 1s there a bottom to the
Linnts to fall of MU/, the monetary contractton? In the
the fall  corresponding problem of monetary expansion,
of MV we were able to show that there 1s a limut to the
rise 1n M1/, beyond which the continuation of the
expansion becomes very precarious  The imit 1 that case was
found to be inherent 1n the tendency of the expansion to produce
increasingly a rise 1n prices, rather than a rise 1n employment and
production, as the state of full employment 1s approached Is
there a corresponding limt to the fall in M17? The deflation can,
of course, be stopped by any one of the factors making for expan-
sion analysed 1n the preceding section  (These factors may arise
by chance, but, as will be shown in the following section, they
may be expected to arise 1n any case with the lapse of time as a
reaction against the contraction process) Supposing, however,
that no such change for the better, strong enough to turn the tide,
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occurs—is there a general reason why the contraction of M should
come to an end ?

Logically 1t 1s of course concetvable that, 1n the absence of an
expanstonary impulse, the contraction should go on and on
indefinttely but there 1s good reason, based on general experience
of human behaviour, to suppose it will not do so  In this connec-
tion, there 1s one 1mportant consideration which 1s sometimes
ovetlooked A persistent shrinkage in MI/—z¢, 1n the total
monetary demand for goods—must be accompanted etther by a
continued destruction of money or by a continued accumulation
of money hoards How far the process of destruction will go 1n
a concrete case depends on the monetary organisation, institu-
tional factors and international situation of the country concerned
Nowadays, 1t 1s mainly deposit money, rather than central-bank
money, which 1s exposed to destruction To what extent the
destruction of deposit money goes depends on the organisation
of the banking system and to a great extent also on factors which
may vary from one depression to the other, such as the methods
adopted 1n handling a panic, the special connections between the
banks and the particular industries especially hard hit by the
deptession, and soon  The way in which the banking organisation
influences the severity of the deflation through money destruction
1s well 1llustrated by a comparison between what happened 1 the
United Kingdom with 1ts unified banking system on the one hand
and the United States with 1its thousands of small insolvent banks
on the other hand during the depresston of 1929 to 1933 as well as in
previous cycles It 1s common knowledge what happened the
sole purpose of the preceding remarks 1s to give the question of the
influence of the banking organisation its proper place in our system

After the destruction of money has come to an

Accumnlation end—as sooner or later under any monetary system

of mongy 1t must do—continuance of the contraction must be

hoards  accompanted by a growing accumulation of money

hoards i1n various shapes, liquidity creases, M,

goesup The magnitude of these hoards will tncrease, as measured

in terms of the monetaty unit, at the expense of money 1n circula-

tion 1t increases still faster, owing to the fall 1n prices, 1n terms
of real purchasing power
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These hoards will grow 1n relation to real 1ncome as well as 1n
relation to real wealth  In other words, people will hold an 1ncreas-
ing proportion of their real income and wealth 1n the liquid form
of money It should be noted that, so long as people are adding to
thetr hoards—in other words, so long as *“ the struggle for liqui-
dity ” goes on-—the rate of interest (on investible funds) will be
kept relatively high 1n spite of the fact that the demiand of producers
for money for investment purposes 1s at a4 low ebb  Under
unfavourable circumstances, such a situation may last a long
time but, as 1t tmplics that money hoards are growing all the
time 1n magnitude, we are probably justified, 1n the light of our
general knowledge of economic behaviour, in assuming that there
will be a2 limit to such hoarding  After liquid resources have
reached a certain high propottion of wealth, the need for liquidity
will eventually become satisfied and people will stop adding to
their hoards  If the rate of interest remains high, because there
1s still a demand for credit for purposes of real investment (as will
be the case 1n poor countries rather than in rich communities),
hoarders will be tempted to put their funds on the capital markets
sooner than if the rate of interest has already fallen to a low level
But, even if the rate 1s very low, there will come a point when
hoatds reach such a high proportion of mcome and wealth that
there 1s no pomt in increasing them One or both of two
things will then happen Either more money will be lent
out on the capital market, with the result that mterest rates
will be forced down (beginning probably with the short-term
rates and ending later with the long-term rates) and investment
will revive, or, if the demand of producers for credit 1s absolutely
1mnelastic, people will become less disposed to save-—in Mr KEyNEs’
terminology, the propensity to consume will rise 1 addition to
the decrease 1n the liquidity preference—and the demand for
consumers’ goods will cease to fall, or may even rise Instead
of putting away their money receipts 1n their hoards, people will
etther spend them on consumption or lend them out through the
capital market 1

! lhe whole analysis might be put into technical language but it
may be doubted whether much would be gained by so doing  ITn terms
of our demand and supply schema, we can take the hoarding factor either
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The upshot of this analysis 1s that on very general grounds there
1s a strong probability ! that there ts a limut to the fallin M1, even
1n the absence of any special stimulus for expansion  An assump-
tion to the contrary would 1mply an increase ad mfiniinm of money
hoards 1n relation to income and wealth  When M1~ has ceased
to fall, when (that 1s) contraction has come to an end, the economic
system becomes very responsive to expanstonary impulses and
comparattvely immune from deflationary shocks 2

This analysis 1s not intended to suggest that contracttons always
or usually develop up to that very distant limit or that 1t 1s safe
ot good policy to allow them to pursue their course to this
“mnatural > end The object has been to present the problem
1n 1ts most general form to serve as an introduction for the following

on the supply or on the demand side We may either say that the
amounts which are hoarded reduce the supply of investible funds, or we
may say that hoarding is a special sort of demand which competes with
the demand for industrial purposes We have chosen to take 1t on the
supply side because we have defined demand as demand for the purpose
of actual investment

! There 1s no question, of course, of an absolute certainty There
may be a rational incentive for indefimte continuation of hoarding—
viz , the expectation of a continued fall in prices But in all carcum-
stances 1t remains true that the mcentive to dishoard must grow contin-
uously with the growth of hoards in terms of money and goods Compare
the interesting analysis by Professor J Viner on the abhorrence of idle
cash—11ike the korror vacus of nature—displayed by the economic system,
and the various devices employed by the modern financial orgamsation
to satisfy the need for liquudity without mcreasing hquidity in terms of
cash J Viner, “ Mr Keynes on the Causes of Unemployment A
Review ", 1n Quarterly Journal of Economics, November 1936, Vol 51,
pages 147-148 passun

* This analysis does not exclude the possibility of a more or less sta-
tionary state with unemployment and fairly stable prices as envisaged
by Mr Keynes and his followers  This has been discussed 1n Chapter 8,
§ 5, where 1t has been shown that a downward rigidity of money wages and
prices 1s a necessary condition for that to happen (which 1s admitted at
points but not sufficiently stressed by Mr Keynes) Here we are
concerned not with such an equilibrium state with unemployment, but
with the contraction process A contraction may tail off into a more or
less stationary situation at a low level of employment (* depression
equilibrium ”, “ bumping along the bottom of the depression ), but the
point made 1n the text i1s that it 1s more likely that the system will
automatically start on the up-grade again as soon as 1t has come to a
stable point
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section Closely connected with—and sometimes almost indis-
tinguishable from—the factors which operate to limut the shrinkage
1in MV, there arte other forces ot reactions which make for an
expanston of MV/. ‘These 1t 1s now proposed to discuss 1n
conjunction with other expanstonary impulses which are more
or less likely to arise, sooner or later, in connection with
the progress of a contraction

§ 9 EXPANSIONARY TENDENCIES WHICH ARE LIKELY
TO ARISE DURING THE CONTRACTION

In § 7 of this chapter, we analysed a number of
The ““natural” factors which are capable of generating an expan-
Sforces of  stonary impulse and so starting a process of expan-
readjustment sion  The cxpansionary impulse was there taken
for granted as a pomt de départ, and the question
whether such hypothetical impulses arise by act of God or Govern-
ment, or whether they may be expected to artse automatically with
the opetation of the mechanism of the market, was left for subsequent
consideratton  In the present section, we shall enquire whether
the economuc system 1s capable of putting an end to a contraction
process and turning it 10to an expansion, on the assumption that
(@) the Government does not take active steps (such as a public
works scheme) to start an expanston, and (¥) that no chance event
(such as a new 1nvention or a sertes of good harvests or an impulse
from abroad) comes to the rescue It 1s here that we shall have to
analyse the ‘ natural” forces of readjustment, the tendencies
towards equilibrtum which are frequently too readily taken for
granted as being 1nherent 1n the economic system, 1f only the price
mechanism is allowed to function unobstructed We shall see that
there are expansionary impulses of this kind which can be relied
upon with a fair degree of certainty to occur automatically sooner
or later and to turn contraction into expanston  (But, 11 so saying,
we are not by any means arguing that 1t 1s desirable to wait until
these ““natural forces” start the system on the up-grade, 1n prefer-
ence to taking action to expedite the revival and, possibly, to
directing the expansion into channels other than those which 1t
would take if left alone)
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In § 7, 1t was shown that an expanston can be started by some
event or factor which brings about in the first instance an increase
of consumers’ spending, or by one that stimulates producers’
spending (investment) (After the expansion has once been
started, both types of expenditures stimulate each other 1nvest-
ment generates tncome and demand for consumers’ goods, and an
ncrease 1n consumption induces further investment) When we
look for automatic expansionary tmpulses, we shall find them
primarily 1n the shape of factors w hich directly stimulate producers’
spending (1nvestment)  Here, again, 1t 1s conventent to distinguish
between changes on the stde of the supply of, and demand for,
nvestible funds, but 1t must not be fotgotten that there are factors
which affect demand and supply at the same time

We begin with changes on the supply side  We
Return of assume that demaund tor investible funds has not
confidence  completely vanished —that 1s to say, that there 1s
a latent demand at a positive rate of 1nterest which
cannot be satisfied because the ruling rate of interest 15 too high
owing to the supply sttuation (lack of confidence on the part
of the banks and the mvesting public, high liquidity preference)
This beimng so, the cessation of the hoarding process, as described
in the preceding section, will not only bring the contraction in
MV to a halt 1t will also lead 1n course of time to an expanston
When the banks, mndustrial firms and private individuals have
on the whole reached the conclusion that their cash reserves are
large enough—in other words, when they have attained the degree
of liquidity which they deem 1n the circumstances to be desirable or
necessary 1—the rate of mterest will fall, because a certain amount
of money will be put on the capital market mnstead of gotng 1nto
hoards  Investment will pick up a little, and this will stabilise M1~
and the aggregate demand for goods It will also bring about
a stabilisation of employment and production  If such a state of

*+ If the theory put forward in the text of the automatic cessation of
hoarding and contraction 1s not accepted, 1t will be necessary to rely on
those active stimulants which are likely to arise soomer or later (as
explained in the following pages) The rest of the argument 1s not affected
In particular, the proposition that MV 1s likely to rise, as soon as 1t has
stopped falling, holds good—whatever the factor may have been which
brought the fall of MV to a halt.
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comparative stability has lasted for a while without new business
failures and other shocks to confidence, confidence will return
and people will be tempted to reduce their hoards When prices
have once ceased falling, or when they are expected to remain
stable or to rise, there 15 a strong inducement to dishoard, since
hoarding means the sacrifice of the profits of investmeni ! On the
other hand, during the contraction, the debt burden of industry
will have been reduced 1n various ways and thus the basis for a
revival of financing increased production by loans, etc , will have
been restored
This process of a gradual restoration of the basis for a new
expansion of investment has been frequently descritbed The
analysts could be much mote detailed Such exptessions as
*¢ general state of confidence ” or “ pesstmism ” and “optimism 7,
even If restricted to the suppliers of investtble funds, relate to
very complex phenomena  Different types of risks and fears may
be distinguished, some of which refer only to long-term invest-
ments while others refer to long and short-term investments of
vartous types A number of mstitutional comphications might be
mntroduced  We confine outsclves to analysing the process 1n
outline  The basic fact which one has to keep 1n mund 1s that the
return of confidence and the disappearance of pessimism lead to
dishoarding, to an increase 1n the supply of 1avestible funds and,
if there 1s demand for such funds, to an increase of M1/ (demand
for goods) and of employment and production
We turn to the demand side  When a contrac-
Revwal of tion has continued for a long time, when prices are
tnestment  sagging and demand 1s falling almost everywhete,
the demand for investible funds may have reached
almost the vanishing-point, so that a fall 1n the supply price (that
1s, of the market rate of interest) even to a very low level may
have very little influence Nobody dares to invest But the
reason is not that the accumulation of real wealth has gone so
far that physically there are no investment opportunities left—z ¢,
that there 1s no possibility of increasing output by adopting

1 We need not pause to translate that into Mr Keynes’ terms (Coms=
pare Chapter 8, §5 3, 4, 5



394 Nature and Causes of the Cycle Part 11

time-consuming processes of production  The reason 1s rather the
fear that prices will fall and a lack of confidence, a feeling of
uncertainty about the future 1n general It follows that, when
total demand and prices have once settled down at some level
or other, the demand for investible funds will rise automatically
with the mere lapse of time  The fear that prices will fall further
will gradually disappear and certain investments, which would
have been possible and profitable but have not been undertaken
because of the fear that demand and prices would fall further, will
begin to be made

It 1s very likely that during the contraction, when investment was
2t a standstill, new inventions may have been made whtch, 1n
spite of the fact that (at the ruling prices) they would reduce the
cost of production,! have not been put 1nto application because they
necessttate more or less heavy investments which the entrepreneur
1s not willing to make when he expects a fall 1n demand and prices
Thus a stock of 1nvestment opportunities 1s accumulated, which 1s
likely to induce investment expenditure as soon as the general
price fall has been stopped  The way 1n which, after a long spell
ot depression, the 1ce 1s broken by some enterprising spirits who
have the courage to try something new 1n some line of production,
and the way 1n which the example they set 1s fotlowed by others 1n
the same o1 other branches of industry, are described 1n classical
language in the various wrtings of Professor SCHUMPETER

“ Whenever new things have been successfully done by
some, others can, on the one hand, copy their behaviour 1n the
same line and, on the other hand, get the courage to do

similar things 1n other lines, the spell being broken, and many
details of the behaviour of the first leaders being applicable outside
their own field of action » 2 .

v See Mitchell Business Cycles, Burkdley 1913, page 567

* Schumpeter, Economica December 1927, page 298 See also his
Theory of Economic Development (English translation, 1934) and Pigou,
Industrial Fluctuations, 2nd edition, 1929, pages 92 and 93 It should,
however, be noted that Schumpeter uses this argument, not so much
to explain how the lower turning-point 1s brought about, but to show how
the system 1s carried, during the upswing, beyond the equilibrium point
(compare footnote on page 81 above) However, there seems to be no
reason why this dynamic factor should not in some cases make 1ts appear-
ance at an earlier pownt 1n the course of the cycle
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Another factor closely connected with, or even
Replacement indisinguishable from, the revival of new invest-
demand  ment (probably 1n new and untried combinations)
1s the increase in replacement demand During
the contraction, not only new investment, but also remnvestment
has been curtalled  On the other hand, the capital equipment of
industry deteriorates by wear and tear and obsolescence ‘Therefore,
even with the reduced volume of output, 1t 1s very probable that
sooner or latet the need for replacement will make itself felt 1n one
industry or another, which leads to dishoarding or new borrowing
and an 1ncrease in M1~
There 15 a further pomnt  Producers know from experience that
prices will not fall for ever When prices have fallen for a time,
they will probably become more and more 1nclined to anticipate
a reverse 1n the price movement  Accordingly, they will not put
off improvements and replacements for so long as 1s possible from
the technological point of view without impatring the process of
production they will rather seize the opportunity of having the
improvements and replacements made when prices are still low !
Fall 1 We must now discuss one very impottant type of
wages adjustment which under a competitive price system
4 would appear to be the natural cure for unemploy-
ment—namely, the reduction of money wages and other cost srems 2
We are not here concetned with the social and moral aspects
of the problem Nor do we focus attention on the problem of
whether a reduction 1n wages 1s the best method of bringing a
depression to an end (assuming that it 1s a posstble method and
that there are alternative methods) The problem with which we

* The problem of “ replacement waves ” has been discussed in the
first part of the book (sec page 84) Mr Keynes, too, has availed himself
of thus standard tool of cycle analysis (General Theory, page 253)

3 An analysis 1n many respects similar to the following one was given
by Professor S Slichter in his book Towards Stability, New York, 1935,
and in lis paper “ The Adjustment to Instability ” in the American
Economic Review, Vol 26, 1936 (Supplement), pages 196-213 passum

As was pownted out 1n Chapter 8, § 5, above, the following analysis has
also many points 1n common with Mr Kevnes’ treatment
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are concerned 1s a more modest one, although it would seem that
its solution 1s an mndispensable preliminary to any answer on the
questtons of policy
The problem 1s this Is the fall 1n money wages which we
observe during any major depression to be regarded as a factor
which tends to put an end to the contraction > Would depression
be alleviated and revival hastened if money wages were more
flexible and fell moze rapidly so long as unemployment persists »*
Thus 1s a very-much-disputed question Many economusts see
in a reduction of wages the unavordable and infallible remedy
against unemployment Others denounce 1t as useless or even
detrimental
A large part of what has been written on the
Monetary  subject has been vitiated by the fact that the mone-
wmplications tary implications of the various theories have not
been made clear Many argue on the tacit assump-
tion that M1/ can be taken as constant, or at any rate as independent
of changes in money wages If this were true, if total monetary
demand were not imnfluenced by a reduction 1n money wages, then
of course, with lower money wages, employment and production
would be greater than with higher wages, because, with lower
wages and prices, the same amount of money would buy more
goods and provide more employment Othets have assumed tacitly
or without adequate proof that M7 will fall by the same amount as
pay-rolls have been reduced (or even by more), so that the general

3 An equivalent to a decrease in money wages 1s an crease n the
efficiency of labour which does not augment other cost items {e g , capital
cost) at the same time If the worker works harder, or if the work 1s
better organmised so that a smallet labour force can do the same work
without an increase in capital equipment, the position, so far as the
employer is concerned, i1s equivalen{ to a reduction 1n money wages
From other (¢ g, the social) points of view, there may be important
differences between the two methods of reducing labour cost For the
purpose of our problem they are equivalent

The statistical mecasurement of eflicicncy presents cxtraordmary
difficulties, which cannot be discussed here It may, however, be noted
that the ordinary statistical measure of “efficiency-wages "—viz , labour
cost per umt of output (pay-roll volume of output)—cannot be taken as
a precise measurement of the magnitude we have 1n mind
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situation remains unchanged (or even deteriorates) Each of
these extreme assumptions—or, for that matter, an assumption
intermediate between the two—may be true under certain circum-
stances and false under others ~ Without specifying the attendant
circumstances and  distinguishing a2 number of different cases,
nothing definite can be said
We begin by assuming an 1solated country, leaving complications
atsing from international trade for later treatment  What holds
true of an 1solated country holds true substantially also of any big
country which need not allow its internal policy to be 1nfluenced
by considerations of international trade
If an individual firm manages to reduce wages, 1t
Effect of wage will usually be able to expand production at the
redyctions i expense of other firms 1n the same industry, so that
a partwnlar the others will be forced to follow suit  Therefore,
wndustry  we had better start with the assumption that money
wages are reduced throughout the entire branch of
industry concerned ~ What will be the posstble or typical reaction
of the wage-cut on this industry—Ileaving aside for the moment
indrrect influences on other industries and repercussions of these
secondary effects on the industry where wages were reduced ?
We shall try to answer this question with special reference to the
problem of how M1~ 1s likely to be affected
A priwrs, there 1s a wide range of possibilities At the one
extreme the industry may expect a great increase in demand from
a fall in price made possible by the reduction of cost, and may
accordingly 1ncrease production by so much that employment
increases by more than the wage has fallen, so that the sum disbursed
for wages directly and indirectly through the putchase of raw
material and equipment 1s actually greater than 1t was before (We
charactersse this by saying that the elasticity of the industry’s
demand for labout, including indirect demand exercised through
the putrchase of means of production, 1s greater than unity—which
1nvolves an even greater elasticity of demand for the product of
this industry )! In the other extreme, there 1s the possibility that

! Even if the output of the industry in question does not increase as
a consequence of a wage reduction, the industry may be enabled by the
reduction of 1ts labour cost to give more employment, 1f 1t uses the money
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output and employment are not increased at all (the elasticity of
demand for labour being zero) so that the amount saved 1s with-
drawn from circulation—e g, by repaying bank loans or by not
contracting new ones The position of the banks 1s thereby
improved but, since we are speaking of a pertod of contraction,
we cannot assume that the whole of the sums repaid will be re-lent
to other borrowers We are certainly nearer to the truth if we
assume that at least a part will be used to strengthen the reserves
of the banks

In order to avord a post hoc ergo propter hoc argument, we must
make the preceding statement more precise We may say that
employment will, or may, rise to such an extent that wage disburse-
ments (directly 1n the industry concetned, and indirectly 1n the
preceding stages through the purchase of raw materials and other
means of production, etc) ate raised above the level which they
would have attained had the reduction 1n the wage rate not occurred
This formula covers the case (which during a general contraction
may eastly occur) of a wage reduction inducing an industry to
reframn from contracting 1ts employment and pay-rolls by so much
as 1t otherwise would have been forced to do, so that the wage
reduction does not bring about an increase 11 employment and
pay-rolls 1n comparison with the preceding period but prevents
it from falling to a lower level The other extreme 1s then the
case where employment 1s not increased at all above the level
which 1t would have attained if there had been no reduction 1n
wages—a level, namely, which would probably be lower during a
general contraction than in the preceding pertod—so that the
amount of money withdrawn from circulation 1s greater than it
would be if no wage reduction occurred

In the first case, the wage reduction has an expanstonary influence,
so that the contraction ts mitigated o1 even reversed  In the second
case, the influence 1s deflationary, and the contraction 1s hastened
and intensified

saved to improve or replace 1ts equipment—or, 1n othcr words, 1f it was
consuming its caipital and the wage reduction puts a stop to such consump-
tion  Thus 1s not, however, a typical case 1n a depression, since even the
existing equipment 1s not then fully utilised, though 1t 1s not denied that
capital consumption may be going on
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We now ask, Is 1t possible to decide on general

Will pay-rolls grounds which of the two posstble outcomes of a
rise or fall ? wage reduction 1s likely to prevail during a contrac-
tton process? Can the fall 1n money wages be

regarded as something which, on balance, mitigates and shortens
the contraction, or 1s 1t an intensifying factor ?  We may certainly
assume that employment and output in the industry directly
concerned will be influenced favourably ' It 1s hardly concelv-
able that an industry would react to a fall in money wages by
giving less employment than 1t would otherwise do  But 1t does
not necessarly follow that employment and output must rise to
such an extent that wage disbursements inciease For various
reasons, during a depression, especially 1ts first phase, wage reduc-
ttons are less likely to have a strong expansionary influence than
during the upswing of the cycle  There 1s excess capacity (surplus
equipment) 10 many lines of industry, and there may be lirge
stocks from which raw materials and semi-finished products can

t It may be, and has been argued that, even 1f in principle a reduction
m wages may be expected to exercise a favourable mfluence the latter
will not materialise at once and the delay will be sufficient to stultify 1ts
operation altogether If an entrepreneur 1s led by a reduction in wages
to 1ncrease his investment, he will need some time to put is plans into
effcct  First, he 1s likely to wait for a while and see how things develop
Secondly, his plans must be worked out in detail before orders can be
given and the money actually be spent In the meantime, wages and
pay-rolls will have been reduced, and consequently the demand [or goods
n general will have fallen  This will cause the general situation to dete-
riorate, and may well induce the producer to drop his plan of increasing
his output  If, therefore, his investments are not made at once, they are
likely not to be made at all

There 1s certainly much force 1n this argument , and we have already
had occasion 1 our analysis (page 353) to refer to this evitable lag
between the conception of investment plans (or the occurrence of a
change which makes the investment 1n principle a profitable proposition)
and the actual expenditure involved

But at this point of the argument the situation 1s somewhat different
In the first place, we are concerned not so much with new mvestment in
fixed capital as with a possible increase of production within the trame-
work of existing plant In the second place, 1t must be remembered
that a reduction 1n wages may not only stimulate an increase i output,
but may also induce the employer to refrain from a curtailment of produc-
tion and employment  In thislatter case the effect of the wage reduction
may well be quite mstantaneous
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be obtained—z e, output can be increased without heavy new
investment If new investment 1n fixed capital were required, 1t
would be difficult to raise the necessary sums ~ Pessimism prevails,
and people ate reluctant to take the risk of investment for longer
pertods But, as we have seen, these conditions are likely to
change gradually when the contraction has progressed far enough
On the other hand, a reduction 1n wages 1s bound to have a favour-
able psychological effect on business-men, and will make them
more inclined to 1nvest and the banks more 1nclined to lend, and
this tends to mitigate deflation
There 1s another very important point to be
Influence  mentioned The case where producers use part
of cost  of what they save through the cut in wages to
reduction  strengthen their liquidity or to repay bank loans
on sales  1mplies that total reccipts from sales do not fall by
recespts under so much as pay-rolls  In other words, if prices fall
competitson  so much that all that 1s gamned by cutting wages 1s
and monopoly passed on to the consumer, the positton of the
producer 1s not improved and there 1s no scope for
additional hoarding so far as he 1s concerned  This could only
happen under conditions of perfect competition and even then
not to a full extent Even on the assumption of perfect
competition 1n the strict sense of economic theory, when every
producet regards the price at which he can sell as given independent
of his own action and expands his production accordingly up to the
pomnt where his marginal cost equals the price—even on this
assumption total receipts will not fall by as much as pay-rolls except
in the improbable case of marginal prime cost being constant—z ¢ ,
the marginal cost curve bemng horizontal In all cases where
marginal cost rises, only a part of the reduction in the total cost of
production which has been achieved by the cut in wages will be
passed on to the consumer * In other words, gross profits will be

* It may be added that the view which one can frequently hear expressed
that a wage-reduction can have a stimulating effect only if prices are
correspondingly reduced, 1s not generally correct  Evenf prices are not
reduced at all, more employment may result from a reduction in money
wages, 1f entrepreneurs are induced or enabled to resume the replace-
ment of their equipment which they had neglected



Chap 11 The Up-turn  Revwwal 401

increased—though #e# profits will still be negative, since the gross
profits do not cover amortisation of the fixed capital—and there 1s
therefore scope for increased hoarding or repayment of bank loans
This 1s a forfiors the case where there 1s not free competition in the
strict sense of economic theory, and prices under monopolistic
or quast-monopolistic conditions (ot simply as a result of friction
or fear of spotling the market) are prevented from falling to the
point of equality with marginal cost—in other words, where
producers fail to expand production up to the point at which
marginal cost equals price
We conclude, therefore, that the freer the competition and
the more flexible the price the greater the favourable effect of
wage reductions and the smaller the danger of an intensifi-
cation of deflation That concluston 1s no more nor less than
was to be expected It does not follow, however, that such an
intensificatton of the hoarding process as a consequence of a
wage reduction 1s 1mpossible, even under competition 1n the
strictest sense
Suppose employment and output 1n a patticular
Repercausions industry to have been somewhat increased 1n re-
on other  sponse to a fall 1n money wages, but not by so much
industries  as wages have been reduced, so that there results
a decrease 1n the disbursements of wages by the
industry 1n question  This increase 1n employment and output
1s certainly desirable but we have also to take into constderation
the effect on other industries  This depends on what happens to
the increased (gross) profits  Suppose a part of them 1s hoarded
Then detnand for other products will be reduced,! and the increase
in employment 1n the 1dustry directly concerned will be partly or
wholly offset by a decrease somewhere else This may even
react back on the first industry and partly nullify there the original
increase 1n employment

» Of course, an increase in wage disbursements need not result mm an
instantaneous increase 1n demand for wage goods since the wage-earner
may hoard part of 1t or use 1t for repaying debts On the other hand, a
decrease may be temporarily offset by drawmg on hoards or incur-
ring debts We disregard these factors here as being quantitatively
unimportant

N

~1
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It may be useful to put the samc thing 1n a shightly different
way It may happen that, if wages had not been reduced 1n the
particular industry, employment and output would be smaller in
this industry, but the industry would have disbursed more money
for wages, etc, and would have financed this erther by borrowing
more from the banks or by refraining from repaying bank loans
or from building up monetary reserves or by drawing on 1dle
funds at its disposal (by reducing its liquidity)

So far we have analysed the case from the stand-

Wage  point of one particular industry, assuming other
reducttons  things being equal  But, if wage reductions occur

m many 1n a number of industries at the same time, or onc
mdustries  after the other at short intervals, 1t 1s still more
difficult to tell what the aggregate result will be

If the primary influences on each 1ndustry are such that on balance
no change m MT” takes place, the hoardings induced 1n some
industries being balanced by induced dishoardings! in other indus-
tries, the net result will be an 1nctease 1n total employment  If the
dishoarding 1n some industries 1s larger than the hoteding 1n others,
the result will be a still greater increase 1n emplovment  But this
need not necessarily happen  On balance, the tendency to hoard

1 Some writers have displaycd a certamn aversion for the word
“ hoarding " (¢ ¢ Mr Kahn in lus review of the first edition of this book)
Others have obscured the concept by distinguishing all kinds of new
meanngs which the word 15 alleged to have in the wnitings of different
writers without saying who those authors are (sec Joan Robinson
“The Concept of Ioarding , Lconomic Jouwrnal, Vol XI VIII, Junc
1938, pages 231 to237) Itis difhcult to ittach any meaning to the state-
ment that “ ‘hoarding’, except 1n the sense which 15 covered by the
conception of ‘ liqumdity prefercnce , has no causal force ” (op cut
page 236) ‘lhe meamng of *“ hoarding »* which 1s used here and which
was defined precisely 1 Chapter 8, § 3, 15 not the one to which alone
Mrs Robinson attributes *“ causal force ”  But 1t has certainly causal
significance 1 that the decision of individuals to hoard or not to hoard 1n
this sense 15 of great importance for future cvents How it can be trans-
lated into Mr Keynes’ terms has been repeatedly indicated In the
present context 1t may help to translate *“ dishoarding ” mto “ greater
disbursements ”, with the additional condition (carried by the expression
* dishoarding ”, but not by the word “ disbursement ) that the
ncrease 1n expenditure 1s an addition to aggregate expenditure of society
as a whole
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may be stronger than the tendency to dishoard To be sure, a
certain amount of net hoarding, as evidenced by a decline 1n M/, 1s
consistent with an increase 1n employment and output But, 1f
1t goes beyond a certain point, the sttmulating effect of a reduction
1n money wages may be frustrated, the fall in wages being accom-
panied by 2 fall in demand and 1n prices  Employment ahd output
will be no higher, they may even be lower than they would have
been without the fall 1n wages
But, even in thus unfavourable and perhaps
Wage  1mprobable case, where a reduction of money wages
reductions  has the immediate effect of intensifying contraction,
merease  the policy of reducing wages and prices, if pursued
hgmdity  long enough, will be sufficient to create a situation
out of which a revival (a new expansion) 1s likely
to emerge sooner or later without any special expanstonary stimulus
from without being required?

This follows from what has been said earlier 1 this and the
previous sectton  We there demonstrated that, with the continu-
ance of contraction, banks and 1ndividual firms become more and
more hiquid Money hoatds grow, both in terms of money and—
since prices fall—still more in purchasing power Now, 1t 1s
clear that this process will be accelerated 1f wages are reduced and
prices fall more than they would without a fall 1n wages In
other words, the fall in money wages and prices reduces the volume
of work which money has to perform 1 mediating the exchange
of goods and services in the different stages of production
Money 1s set free in this line of 1ts employment, and becomes
available for hoarding 2 Parz passu with the fall 1n prices, existing
money hoards (M,) rise 1n real value and, sooner or later, the point
will be reached where even the most cautious individuals will
find an irresistible temptation to stop hoardmng and to dishoard

We may put the matter 1n yet another way  Assume for the
moment that, independently of the behaviour of money wages,

* Compare footnotes ' on page 390 and 392

* In Keyncsian terminology, less money 15 needed to satisfy the trans-
actions motive and more becomes available for * speculative holding *’
M, decreases , M, increases
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there 15 a definite level of liquidity which must be reached before
the economic system can again start on the up-grade It 1s clear
1n this case that the more rapidly wages and prices are allowed to
fall the more quickly the desired level of liquidity will be reached
Flexibility of money wages, and competition 1n the labour market
as a means to the attamnment of flexibility may be regarded as a
factor conducive to the restoration of full employment But the
problem 1s not quite so simple as that, because the level of liquidity
which must be attained need not necessarily be independent of
the movement 1n money wages If wages are very flexible, and if
this flexibility has an 1nitial deflationary effect (as explamned
above), disturbances may result, confidence may be shaken
and thus a higher degree of hiquidity may be required than when
wages wete somewhat more rigid But, the argument runs,
even 1n this unfavourable case—which 1s by no means the
only posstble case, or even the most probable,—there ts some-
where a higher level of liquidity which 1s suffictent 1n all
citcumstances
The questton with which the above discussion
Conclusions  began, as to whether a continued fall in money wages
under conditions of general unemployment 1s to be
regarded as a factor which will bring a contraction to an end, must
therefore, 1f we carry the argument to 1ts logical conclusion, be
answered 1n the affirmative It must, however, be emphasised
once more that this does not 1mply the necessity for a process of
contraction’s always, or even in the majority of cases, running
its course through to 1ts “ natural ” end  One or the other of the
expansionary impulses which have been analysed in the present
and the preceding section will usually 1ntervene Nor again, 1n
answering the question 1n the affirmative, 1s there any intention of
prejudging the 1ssue of the advisability or otherwise, 1n the absence
of a spontaneous expansionary impulse, of attempts to check the
course of the contraction by State intervention in one form or
another In answering that question, many extraneous considera-
tions arise, some of them of a non-economic nature, which cannot
be discussed here  But so far as the problem 1n hand 1s concerned
—-namely, the problem of the influence of the behaviour of money
wages—the following conclusions may be drawn



Chap 11 The Up-turn  Reviwal 405

An ssolated policy of keeping money wages up 1s
Some very dangerous, although 1t 1s impossible to deny
problems  that a policy of wage-cutting may on occaston,
of poly  up to a cettain point, intensify the contiaction before
its favourable influence on cmployment and output
makes 1tself felt It may be very difficult to decidc beforehand
whether such a temporary intensification 1s, o 15 not, to be expected
from a given reductton 1n money wages 1a a number of industries
If there are reasons to believe that even without a wage reduction
contraction of M1 will go on—and, as we have seen 1n the chapter
on the contraction process, a certain shrinkage 1 ML 1s the
1nvariable concomitant of a cyclical depresston—it will certainly
increase unemployment and prolong contractton if wages are
not allowed to fall If a contraction 1n a country 1s dictated by
its international situation, the situation s stll clearer  Wages
and prices must be allowed to fall if a rise 1n unemployment
and a fall 1n output are to be prevented (It 1s another
question whether, and 1n what circumstances, 1t 1s possible and
advisable to cut short this process of adjustment by currency
devaluation )

On the other hand, whete a country need not consider 1ts 1nter-
national economic situation and has a free hand as to 1ts monetary
policy, 1t 1s comparatively easy to make sure that the possible
deflationary 1nfluences of wage reductions are eliminated while
at the same time the expansionary influences are not hampered
All that 1s required 1s to combine a policy of wage reduction with
expansionary measures such as public works financed by nflation-
ary methods The effect will be to forestall any decrease 1n total
wage disbursements, and consequently in the demand for
consumers’ goods, which might otherwise result from the wage
reduction

What has been satd of wages 1s equally true of other prices which
are kept up by monopolistic mampulation or State intervention
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CHAPIER 12

INTERNATIONAL ASPECTS OF BUSINESS CYCLES

§1 INTRODUCTION

In the preceding chapters, the analysis of economic

Previons  fluctuations has been pursued without much
treatment of attention to their intetnational aspects In all
wternational references to * countrtes ”’, we have had 1n mind,
aspects  not indeed completely closed economues, but areas
within whose borders all the chaiacteristic features

of the business cycle—the swings of using and falling money
demand, the reciprocal interactions of demand for consumets’
goods and demand for produccrs’ goods, the variation through
ttme 1n the degree of employment and scarcity of productive
factors—could come mto play Repercussions on, and disturb-
ances from, economic relationships with the outside world have
made their appearance 1n the argument at various points, but
only incidentally they have been treated as isolated facts and
have not been further analysed The attempt has now to be
made to deal with these international aspects 1n systematic fashion
The argument has to be adapted, as and where necessary, to the
fact that the real world 1s nerther one big economic unit nor a
congertes of closed systems, but a complex system of economic
relationships of various kinds between individuals  The closest
conncctions these individuals tend to have with their neighbours
and their own countrymen, but they are linked up—sometimes
directly, always indirectly—with the farthest corners of the earth
This adaptation of the argument incidentally links up two
branches of economic theory which too often are kept apart
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—the theory of international trade and the theory of economic
change !
In setting out the international complications
Methods of 1n orderly fashion, there are two alternative methods
exposttion  of exposition which we may adopt The first
method would be to start from the assumption of
two or more completely independent and isolated economues,
and proceed to introduce one by one the varicus types of economic
connections which we find 1n the real world (exchange of goods
and services, capital movements, the various types of monetary
connections), and so 1nvestigate the influence of each of these
connections on the course of the cycle in the various countries,
and the extent to which a parallelism in the alternation of periods
of prosperity and contraction in the different areas concerned s
thereby produced
The other method of approach, which 1s that adopted 1n the
following pages, 1s to start with the hypothesis of a spaceless closed
economy embracing the whole world and to intioduce one by one
the ctrcumstances which divide and disintegrate that economy
The disintegrating factors are so arranged as to start with the most
general, natural and nevitable physical facts, and from these to
proceed to the more aitificial human devices, 1n such a way as to
exhibit the operation of the eatlier factors without the later factors
but not of the later factors without the eatlier
The first disintegrating factor to be introduced 1s transportation
cost—in other words, imperfect mobility of goods and services

t In addition to the book by H Neisser, Some International Aspects
of the Business C ycle (Philndelphia, 1936), two articles may be mentioned
which dcal expressly with the international aspects of the business cycles,
viz O Morgenstern, * Intcrnational vergleichende Konjunkturfor-
schung” 1n Zeutschrift fur die gesamte Staatswissenschaft, 1927, Heft 2, and
A v Mihlenfels, * Internationale Konjunkturzusammenhange ” 1n
Jahvbucher fur Nationalokonomie und Statwstrk, 130, Band 111, Folge 75,
1929 I Moreover, the literature on international trade has become
more * cycle conscious” 1n recent times and contains frequent references
to cycle problems Cf B Ohlin, Interregional and International Trade
(1933) , R Nurkse, Internationale Kaputalbewegungen (1935), R F
Harrod, International Economics (1933), C Iversen, Aspects of the Theory
of Capital Movements (1935), J Viner, Studies 1 the Theory of Inter-
national Trade, New York, 1937, especially Chapter VII, Section V
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The sccond 1s the localisation of investment, credit and banking
(tmperfect mobility of capital) The third, perhaps the most
important, 1s nattonal currency autonomy Thus we have a
series of situations representing an increasingly close approach
to reality In the discussion at each stage of approach, 1t will be
necessary to make further distinctions 1n relatton to what we
concetve to be the distribution of resources (in the widest sense of
the word) among the vartous “countries” It 1s the uneven
geographical distribution of cconomic resources and activities
that gives the disintegrating factors their importance If each
area or country possessed all types of resources in sufficient
quantity, the extstence of high transport costs between them would
be 1rrelevant

It goes without saying that some of these disintegrating factors
—espectally the first, but also the second to some extent—operate,
not only between countties separated by political bordets, but
also within political areas between different regions When,
therefore, we speak simply of “ countries ”, the expression 1s to
be understood with the obvious qualificattons implied by the
context

§ 2 INFLULNCE OF TRANSPORT COSTS . IMPERFECI MOBILI1Y
OF GOOD»>

The most natural and inevitable of all disinte-
Localisation grating factors 1s the existence of costs of transport
of expansion Costs of transport should be interpreted 1n a broad
and sense as covering, not only the expenses involved
contraction  1n transferring goods between producers, or from
producer to consumer, in different localities, but
also the trouble and expense involved 1n moving the consumer
to the goods and services It 1s assumed that tesources are to
a considerable extent localised, whether by natute or, 1n the case
of labour, by a multiphicity of causes It should further be kept
1n mind that, at this stage of the argument, we still assume a unified
money and credit system for the whole world
Given a certan geographical distribution of resources, the
effect of transport costs 1s to permit of cumulative upward and



Chap 12 International Aspects of Business Cycles 409

downward movements 1n money demand, not wholly confined to,
but centred 1n, particular areas  In the absence of transport costs
in the sense defined above, the specialisation of particular areas to
partrcular lines of productton arising out of the unequal distribution
of resources between localities would have full play  Suppose now
a fortuitous expenditure on the part of a group of people  There
will be a consequent primary increase of 1ncome accruing to the
workers and entrepreneurs producing the articles to which the
additional demand 1s ditected Probably this primary income
increase will affect some districts more favourably than others
When the primary increase 1n income comes to be spent, however,
there will be a secondary increase 1n incomes, and there 1s no
reason to believe that this will accrue particularly to those
districts which enjoyed the primaty incrcase, nor yet to those
whose fortuitous increase 1n cxpenditure set the whole process
going There 1s no presumption that the cumulative expansion
process will be localised 1n or centred around its first starting-
point, but 1t will spread 1n a random fashion all over the economic
surface
When we introduce transport costs, however, specialisation
and diviston of labour between areas tend to dimintsh, and we
find that the primary employment and mcome mncrease tends to
accrue 1n a greater degree to those living near to the group
which increased their expenditure The secondary increase in
1ncomes will likewise tend to accrue to those living and working
near the benefictartes of the primary increase in incomes, and
so on
The cumulative expansion movement need not,
Counter-  of course, be confined to any particular locality
influence of 'The 1nfluence of transport costs tends so to confine
nneven 1it, but, on the other hand, the influence of the
distribution uneven distribution of resources tends to maintain
of resonrces a geographical division of labour, to promote
inter-regional exchange, and so to ensure that some
portion of the increased income of individuals in a given
locality 1s expended 1n the period immediately following on
“1mports ” of one sort or another. Thus, the more strictly the
various areas are spectalised 1n particular types of economic
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activity the less scope there will be for local or regional monetary
expanstons and contractions.

In secking to picture an expansion from the point of view of
any particular country ot area, we must bear 1n mund the fact
that each locality 1s differently placed 1n respect to the given
distribution of economic resources over the earth’s surface  Each
locality has 1ts own characteristic potentialities for the production
of different goods and services, and 1ts own characteristic constel-
lation of transport costs affecting 1ts exchanges with other centres
of production  As a result, a fortuitous 1ncrease in the monetary
demand for goods and services 1n one area may tend to confine
itself to that area, whereas 1n another arca an increased demand
may rapidly overleap its own borders

In a country like the United Kingdom, for example, the primary
increase 1n 1ncome will be spent very lairgely on products (food,
textiles, and so on), the eather stages of whose productron are
located abroad  Thus, a considerable portion of the expenditure
of secondary and subsequent 1ncome increases will be draned off
to agticultural countries, and the favourable repercusston on
Britsh exports may be small and long delayed A simiar
argument will apply to a country ike New Zealand, whose 1nhabat-
ants will spend a constderable pottion of any increase 1n 1ncome
on the manufactured products of the United States and Europe
On the other hand, we may take the United States as an example
of a country 1n which only a very small proportion of an increase
in consumers’ incomes will find 1ts way abroad

It 1s necessary, however, to keep 1n mind, not only the expendi-
ture on consumption goods, but also the expenditure on 1nvest-
ment goods which 1s to”some extent dependent on the former In
an undeveloped country, without heavy industries, the process of
monetary expansion by way of reciprocal stimulation of consump-
tion and investment—the so-called Wicksellian process—will be
of mmor importance  If a revival of British 1ndustry takes place,
1t provides a stimulus for the building and extenston of plant  The

t Cf the interesting article by F W Paish, “ Banking Policy and the
Balance of International Payments”, in Economica, Vol 11T (New Series),
November 1936
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existence of a world capital market (which 1n this stage of the
argument 1s still assumed to function smoothly) ensures an
unlimited supply of investible funds, so that the investment can
proceed unhampered by rising interest rates  The funds mvested
will be spent on the products of British heavy industries, and
the flow of money mcomes will be enhanced On the other
hand, 1f the original impetus to prosperity develops 1n some part of
China, 1t may become profitable to extend, ¢ g, the ratlway system
—in which case a large proportion of the money invested will
be dramed off to Europe or America, who supply the required
capital goods
It must not be assumed that the proportion of
Tendency of expenditure 1n any country which finds 1ts way
local abroad 1n payment of imports will remain the same
expansions to 1n all phases of a cychcal movement As a local
overflow  expansion or contraction develops, there will be
changes 1 the distribution of income and expendi-
ture which may involve a greater or smaller proportion of pur-
chases from abroad, but theic 1s no reason to expect any systematic
movement More important 1s the pownt already touched on
that, as the volume of the demand for mvestment goods changes
in relation to the volume of the demand for consumers’ goods,
the foreign drain will become less or mote considerable  In thus
event, some systematic movement 1n the direction of a greater ot
smaller foreign drain 1s to be expected 1 each individual case,
but we cannot say 1n general which direction the movement will
take
We can say, however, that the further a local expansion goes
the more 1t 1s likely to “ spill over ” into other regions—and that
for a different, a third, reason  Imports will increase, not merely
part passu with incomes, but faster  As the expanston goes on,
stocks are taken up, unemployed workers reabsoibed, and plant 1s
used to fuller capacity Hence wages and other prices will rise
and, by the operation of the mechanism described 1n the classical
exposttions of international trade theory, both home and foreign
demand will be switched away from local products to foreign
substitutes  For a local boom even mote than for a general boom,
the stage of price-inflation 1s a dangerous one and marks the
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beginning of the end  On the other hand, where prices are kept
steady as a result, ¢ g, of technological progress, the boom may
obtain a longer lease of life
The effects of transport costs are not, however,
Coexistence  confined to the imposition of a check on the spread
of prospersty of prosperity and depression from one area to
and depression another  They also make 1t possible that, at one
Jactlitated  and the same time, a cumulative contraction process
should be taking place 1n one region and a cumula-
ttve expansion process 1n another regton  The simplest, though
not the most hikely, cause of such a development would be a change
of taste or 1mncome distribution 1n the world as a whole, leading to
a transference of demand from the products of onc regton to those
of another In a “spaceless” economy, such “horizontal”
demand shufts, while significant for the industries directly
concerned and for their subsidiary industries, would be rela-
tively a matter of indifference for the rest of the economic
system, unless the consequence of the shift was to set afoot a
net expanston or contractton In the real world, the effect may
be to promote an upswing in onc quarter and a downswing 1n
another
A somewhat sumilar case 1s the effect of 1nnovations mn methods
of production or transportation, the mtroduction of new types of
finished goods, etc  In most of these cases, the stimulus provided
for the new industries will find 1ts counterpart 10 a check to the
old competing industries—:z ¢, those industries which produce
the equipment or material replaced or rendered superfluous by the
new processes, and those which have lost thetr market because
demand has been drawn away by the newly invented types of
goods  This setback 1n the old industries may not become serious
until after the new methods have been put into operation, but,
when 1t does, 1t 1s calculated—in a * spaceless ” economy—to
precipitate the down-tutn  If, however, the new industries are
localised 1n areas other than those 1n which their unsuccessful
rivals are to be found, the continuance of prosperity 1n the former
region may be but little hampered by the musery of the latter
The danger of excessive anticipations in one country need not
drag the whole wotld down.
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Much of what has been satd about the influence
Influence of transport costs 1s equally applicable to tariff
of exusting  barriers and other hindrances to international trade
taryfs Customs duttes 1n particular resemble transport
costs 1n that they impose an obstacle to the move-
ment of goods, but the obstacle can be overcome if the price
disparittes tn the exporting and the importing country are
sufficiently high  For this reason 1t 15 convcntent to mention
them at this point, though they may be regarded as more
“artificial  than some of the other disintegrating factors treated
below

Whereas transport costs tend to increase the proportion of
demand directed to goods and services produced in nearer or
more accessible regions, Customs tariffls—being levied at political
frontiets only—tend to confine demand to the products of the
same State, or to other States whose imports are relatively little
affected by the tariff barriers  Often, this means that tanffs act
as an additional factor tending to localise monetary expansions and
contractions It need not be so, however, since their effect may
be to divert demand from neatet to more distant sources of supply
This will be the case for populations living close to political
frontiers and hence to Customs barriers  The effect of high tanff
protection will be that localittes within the same countiy—or,
1t may be, within the same empire—may tend to have their pertods
of prosperity and depresston at the same time, whercas other
countries will tend to show a lesser degree of synchronisation

Changes in tariffs have exactly the same conse-

Influence  quences as changes in transportation cost—in

of changes which connection we may refer to the short analysis

mn tarsffs  of the possible expansionary influence of the

imposition of a tarff i the protected country

which was given on page 382 above (This type of analysis can

be easily adapted so as to apply to the effects of the removal of a
tartff on both countries concerned )

Tarniffs differ, on the other hand, from transport costs in the
fact that they can be altered by legislation, and therefore may be
changed as a matter of policy systematically throughout the course
of a cycle A country may concetvably succeed, by rasing its
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tarff wall, 1n diverting demand from foreign to domestic sources
of supply (though, be it noted, a part of the demand thus diverted
from the purchase of foreign goods may be sterilised 1n the form
of hoards) It 1s conceivable, therefore, that a country might use
its power to vary 1ts tariffs as a means of mitigating the violence
of its own industrial fluctuations, raising them when threatened
by deflation 1n other countries or by the appearance of deflationary
tendenctes at home, and lowering them in the opposite case of
danger of inflation whether origmnating at home or in other
countries

Although the trend of international commercial policy has
been steeply 1n the direction of protection ever since the beginning
of the last quarter of the minetecth century, a certain cyclical
movement 1s unmustakable Every major depression brought a
new outburst of protectionism, whilst prosperity periods have
usually been marked by short steps back in the direction of freer
trade

But while 1t 1s conceivable that a single natton might succeed, by a
policy of raising tanffs in bad times and lowering them 1n good
times, in damping the impact on itself of the great international
business cycles, the consequernce of such a policy stmultaneously
pursued by all nations would be precisely the rcverse  The
raising of a tariff means a limitation of the mvestment opportu-
attics of the potential importers  The money which 1s prevented
from leaving the country 1s 1n part hoarded ‘The demand for
foreign products will fall by more than the amount by which the
demand for home products rises and, if such a policy 1s pursued
all round by cvery country, the depression will be rendered still
more severe 1n the world as a whole and very probably in each
individual country as well For similar reasons, a policy of
reducing tanffs 1n the upswing, simultaneously pursued bv all
nations, will not lead to stability 1n the total money demand,
but will rather afford a further expansionary impetus to each
country
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§3 INFLUENCE OF THE LOCALISATION OF INVESTMENT,
CREDIT AND BANKING TMPERFECT MOBILITY OF CAPITAL

In the last sectton, we introduced into our
Egualisation picture of the cyclical movement the 1ufluence of
of wnterest an uneven distribution of (4) resources and (4)
rates transportation cost of goods and services We
have continued, however, up till now to assume a
common money circulation within the whole of the area under
consideration  This assumption we shall stil maintain 1 the
present section We have further assumed perfect mobility of
caprtal  This assumption will now be dropped, and 1n 1ts place
we shall introduce the assumption of a mote or less complete
localisation of investment and banking activity——1in other words, we
shall assume imperfect mobility of capital
Let us first enquire mto the exact meaning of tmperfect
mobility of capital and of its opposite By perfect mobility
of capital we mean perfect mobulity of loanable funds, that 1s
to say, a statec of affairs in which loanable funds will flow to
those parts of the world where demand 1s highest or, rather, 1n
which they will be distributed over the various countries in such
a way that the rates of intetest in general—or, more precisely,
the rates of interest for different types of loans with equivalent
maturities and rish—will evervwhere be the same
1t should be noted that perfect mobility of capital,
Mobilsty of that 1s complete inter-local equalisation of the rate
capital versus of 1nterest 1s not incompatible with high, o1 even
mobility of prohubitive, transportation costs (including artificial
goods,  costs such as tariffs) for goods 1n general and caputal
goods 1n particular  Suppose two countries, ~1and
B, between which the transportation of capital goods of all kinds 1s
completely 1mpossible, the trade between the two conststing
exclusively of consumption goods If the currency of the two
countries 1s firmly based on gold, and if the position 1n respect
of debtors’ morale, legal protection of investors and possibilities
of supetvision of tnvestments 1s the same 1n both countties, there
1s no reason why the investors 1n the country where the interest
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tends to be lower should not turn to investments in the other
country There will be a complete equalisation of the rate of
interest, and capital will eventually be transferred 1n the shape of
consumers’ goods and luxurtes  Short of the quite extreme case
where there 1s no exchange of goods or services whatsoever (a
case which need not detain us here), imperfect mobility of goods
does not directly reduce the mobility of capital It cannot,
however, be dented that, indirectly, increasing restrictions on the
movement of goods and services tend to restrict the movement of
capital, and render foreign investment more and more rsky  If
the volume of trade between two countries 1s large, and if there are
many actual and potential export and 1mport goods, the repercus-
stons of the transfer of 2 given amount of 1investible funds (money
capital) will be slight A mild expansion 1n one country relatively
to the other! will suffice to produce an export surplus from the
capital-exporting country If, on the other hand, the volume
of trade 1s comparatively small, the movement of the same amount
of money capital will produce a more violent expansion, and
probably a sharp rise of prices, 1a the one countty, and contrac-
tion and a sharp fall of prices 1n the other country ‘The same
thing can be expressed by saying that, where the volume of trade 1s
large and the economic connections are close bet ween two countrtes,
the money which flows out of one country to seek 1nvestment 1n
the other will soon find its way back through increased exports
or reduced imports If the volume of trade 1s small, 1t wall
not return so quickly The slump in the capital-exporting
country may drive up the interest rate and thereby remove, at
least for the moment, the mncentive for the migration of capital
But 1t may also incite a flight of capital and precipitate
the crisis

In the extreme case where no movement of goods or services
1s possible, a transfer of money capital will be wholly nflationary

' There need not 1n all cases be an absolute contraction in the capital-
exporting country A slowmg-down of the expansion may be suffictent
There are also cases concervable where no contraction—not even a relative
onc—is required from the capital-exporting country- e g , if the proceeds
of the loan are spent directly on goods of that country
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in the one country and deflationary in the other,! but even mn this
case the transfer 1s not impossible, although 1t 1s difficult to see how
an equalisation 1 the rate of interest can be permanently achieved,
unless one believes the mterest rate can be permanently lowered by
monetary inflation or permanently raised by deflation
We may sum up as follows The smaller the volume of trade
the more violent will be the inflation 1n the borrowing, and deflation
in the lending, countty consequent upon the movement of a certain
sum of money capttal, ot, if exchanges are allowed to vary, the
more violent will be the fluctuations 1n the exchange rate  If this
development does not directly check the tendency of capital to
mugrate, 1t will at least afford incentives to State interventions such
as transfer moratonia and the like, and 1s for this reason indirectly
fatal to foreign investment
So much for this digiession  We return to the
The reasons main theme As everybody knows, equalisation of
Jor differences interest between different countries 1s not the typical
m mterest  sttaation we find 1n the real world  What we find
rates 1s, on the contrary, a persistence of discrepancies,
sometimes of a very high order of magmtude
The mobility of capital 1s usually far from being complete  People
tend to invest their money at home 1n local land, physical capital,
property rights, debts and so on, even though the rate of interest
which can be earned 1s much lower than that to be obtatned by
equivalent investments abroad The reasons for this are rather
obvious Partly they are, so to speak, of a physical nature
Transport costs and costs of communication place obstacles 1n
the way of that personal supervision which 1s usually necessary
to obtain the highest income from investment 1n physical capital,
while they enhance the difficulty of obtaining that first-hand
knowledge of the business and political situation 1n other countries
which 1s necessary to dissipate uncertainties n regard to business
proposttions and the value of equities But, on the whole, the
barriers to nternational lending and investment are less physical
than political, social and institutional Ignorance of foteign
tongues, 1nadequacy of legal protection, risk of transfer restriction

t Cf Iversen, loc cit, page 47
25
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or outright confiscation—and, to anticipate a little, fear of exchange
instability—are nowadays certainly more important factors than
actual distances
We are not concerned here with the effects in the
Changes in  long run of the immobulity of capital on the economic
mobslity of structure of the world and the economic develop-
capital  ment of the capital importing and exporting coun-
tries We do not try to answer questions as to
what, for example, the world would look like to-day without the
enormous capttal movements which took place 1n the nineteenth
and twentieth centuries We are here concerned with () the
proximate nfluences of the imposition, temoval, strengthen-
ing or relaxation of the impediments to international capital
movements, and (¥) the modifications brought to the short-
run cycle of expansion and contraction by the very existence
of a certain degree of localisation of investment, credit and
banking
On the basts of the analysis in the previous pages of the
nature and causes of cyclical expanstons and contractions, 1t
1s comparatively easy to answer the first of these questions
Naturally, the answer cannot take the form of a bref and
comprehensive formula  each case has to be taken individually
But we can indicate broadly what are the factors which must be
taken 1nto account
Obviously, we must first distinguish between the effect on the
capttal-exporting and that on the capital-importing country, and
must ascertain in each case tn which phase of the cycle the change
takes place  What will be the influence on the supply of investible
funds and the rate of interest in both countries® Clearly, the
imposition (removal) of restrictions on capital movements will
tend to reduce (raise) the rate of interest 1n the capital-exporting
country, and to rase (reduce) it in the capitalumporting
country How wiil the demand for 1nvestible funds react to the
change 1n supply > This will, 1n turn, depend on the phase of
the cycle
Thus the final outcome may differ according to circumstances
But we are 1n a position to indicate what 1n any particular case
are the circumstances which determine that outcome
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We turn now to the second questton—that 1s,
Tendency to to the effects of a certain degree of localisation of
damp down 1investment, credit, and banking They can be
local booms most cleatly brought out by supposing the tendency
and depressions towards localisation to be so strong as absolutely
to prohibit lending and investment outside regional
or national boundaries  In such circumstances, the general world
market for capital (or investible funds) will be divided up geogra-
phically or nationally into watertight compartments In each
country, a different interest rate—or scale of rates—will prevail,
determined by the local demand for funds and the local supply
The local supply will depend, among other things, on the
supply of money i the country, on the basis of which we may
suppose a more or less developed credit structure to have been
erected What will be the consequence of such an arrangement
on the length and amplitude of cycles in the different coun-
trtes »  Here, again, the answer cannot be contamned 1n a single
formula
On the one hand, localisation of credit tends to damp down
local booms and depressions  Suppose a local boom flares up—
because, ¢ g, the demand for the export goods of the area 1n ques-
t1on has 11sen or because of a purely internal stimulus to investment
With an international capital market 1n operation, funds may in
such case be drawn from the whole world ~ The interest rate will
rise much less quickly than 1t would, wete only local funds avail-
able A local depression may also be alleviated or shortened by
impetfect mobility of capital When the demand for investible
funds 1s at a low ebb, the fact that such funds cannot leave the
country will so reduce the rate of 1aterest that the chances of revival
are improved
On the other hand, there are a number of reser-
Reservations vations to this principle  While a boom, like a
fire, 1s more easily extinguished where the supply
of inflammable matertal 1s restricted, 1t may be that the causes of
the fire provide at the same time the nflammable materal If
the boom 1s caused by a rise 1n foreign demand, the 1nflux of
money will 1ncrease the supply of mvestible funds as well as the
demand, and may, under a regime of localised credit, depress the
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rate of interest below the rate which would have prevailed had
capital exports been possible In the same way, a depresston due
to an adverse movement in international demand may be accen-
tuated by a restiiction of the supply of 1nvestible funds consequent
upon a dramn of money from the country

But even 1f we restrict the generalisation about the moderating
effect of credit localisation to booms and deptessions whete
external causation 1s lacking or unimportant, it 1s applicable only
to relatwe booms and depressions that 1s to say, 1t 1s when a
country 1s more prosperous than other countries that it suffers
from the absence of capital movements In the course of a general
world boom, countries which, though enjoying a cyclical upswing,
are less promising fields for investment than others may be dramed
of funds 1f capital movements are possible It will be seen that
anything which tends to hinder such movemecnts may 1n the
circumstances ptrolong the prosperity of some countries while
hmiting that of others  Similarly, localisation of credit may put
a brake on depresston in the most-depressed countries, while
prolonging 1t 1n less-depressed countries

A still further imitation must be placed on the general principle
to allow for cases where capital exports and 1mpotts are not merely
cychical phenomena, but trend phenomena  Suppose that 1n some
countries the supply of investible funds tends on the whole—
counting 1n all phases of the cycle—to run ahead of the demand, and
so to depress the rate of interest below that prevailing in other
countries  If capital exports are possible, they will take place
If not, a part of the funds will be 1nvested at home, bringing down
the interest rate, while a part will be sterilised 1n hoards and cash
reserves ‘Taking an average over good years and bad, the hoards
will be larger if credit 1s localised than if 1t 1s not But these
hoards may be invested 1n boom periods at home  Thetr presence
ensures that the supply of investment funds from domestic sources
will be fairly elastic It 1s even conceivable that the localisation
of credit, by promoting the accumulation of hoards 1n advanced
countries which would otherwise be capital-exporting, may make
the supply of investible funds available to the entrepreneuts of
those countries more elastic than 1t would be if iternational
capital movements were possible
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Having attempted to sketch the effects of
Effects on  credit localisation on the cyclical movements of
“spreading” of 1ndividual countries, let us now turn to the question
gycheal  of 1its effects on the spreading of such cyclical
movements movements from country to country Suppose
that mnvestment opportunities appear in country A,
and a boom develops accompanied by rising interest rates  With
a perfect world capital market, this would mean that funds would
be drained from foreign countries, raising the rates of interest
there Foreign countries would thus experience at the same time
a 11se 1n their export trade to A, involving a rise 1n the demand for
1avestible funds and a fall 1n the supply of those funds It cannot
1n general be said whether the inflationary effect of the former
would outweigh the deflationary effect of the latter If, on the
other hand, capital movements are impossible, the effect of A’s
boom 1s unambiguous .A’s trade balance will become less favour-
able and money will tend to flow abroad, with the effect of
increasing there the supply of, as well as the demand for, 1nvestible
funds
It might seem to follow from thus argument that the localisation
of credit 1s a factor tending to spread prosperity and depression
from one country to another But, even 1n the case considered
above, this 1s not necessartly true It was pomted out in the
foregoing pages that 1n general—though there were exceptions—
the effect of localisation of credit was to limit the extent of booms
and depressions In so far as 1t has this effect, 1t also Limuts the
rise 1n A’s imports, which will tahe place during an upswing
1n A and so limit the extent of the stimulus to business 1n the out-
stde world If funds could be transferred to A4 from the outside
wotld, the incteased tnvestment there would have 1ts repercussion
on mports, thus gtving rise to an increased demand for goods 1n
the outside world  On the other hand, the transfer of the funds
will reduce th: supply of investible funds 1n the outside world
but 1t 1s conceivable that the latter effect will be less important
than the former. This 1s likely to be the case when, during a
depression, the supply of loanable funds 1s very elastic, the rate
of interest having reached 2 mmnimum level (set by nstitutional
ctrcumstances) in the face of a very low demand  Thus, localisation
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of credit may easily have the cffect of hindering the spread of a
boom by hindering the boom 1tself !
The disparate organssation of the world capatal
International market opens up a new sertes of possible repercus-
transfers  sions from changes which involve a transfer of
of demand demand from one country to another  The unequal
development of credit 1n different parts of the
world means that any movement of the balance of trade 1n favour
of a country with a relatively highly developed credit structure will,
ceterss paribus, have a net inflationary effect in the world as a whole 2
But, apart from this unevenness 1n the development of credit,
a movement of funds from one national credit market to anothet
brought about through changes in commercial currents will be
likely to have a net effect Whether this effect 1s expanstonary or
deflationary will depend on central-bank policy, confidence and
hquidity of the banks, elasticity of the industrial demand for
credit—all of which conditions are themselves largely dependent
on the phase of the cycle 1n which the countries concerned find
themselves when the change 1 demand occurs In particular,
any vety violent diverston of demand between countries, such as
may occur in the course of a world bustaess cycle or as a result of
war or large-scale harvest fluctuations, will probably be deflationary
in 1ts effect  The country losing money may be forced to contract,
while the country gaining money will be unable at first to employ
1its new funds 1n 1nvestment 3
For the purposes of our exposition, we have so
Sectional  far contrasted two extreme cases viz, a state of
mobilsty  affairs with no international lending and investment
of capital  at all on the one hand, and a world economy 1n
which there are no hindrances to the flow of nvest-
tble funds from any one area to any other In reality, of course,

t Here the Neo-Marxian Theory of Impernialism referred to on page 85
comes to the mind

* Cf especially Viner, loc it

® This factor, which 1s probably of very great practical importance,
has been analysed with great force by Dr Thomas Balogh, “ Some
Theoretical Aspects of the Central European Credit and Transfer Crisis”
1 International Affarrs (Journal of the Royal Institute of International
Affairs), Vol 11, May 1932
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wiule on the whole people do tend to lend and 1nvest funds 1n their
home country to an extent which prevents the complete equalisation
of nterest rates 1n different countries, there 1s normally a certain
amount of international lending and investment
In order to investigate such intermediate cases more closely,
we must abandon the simplifying assumption that the market for
nvestible funds 15 completely homogeneous  Tn reality, there are
many sub-markets One type of debt 1s not completely substi-
tutable for another It 1s therefore not surprising to find that the
markets for certain types of debts are much more international
than the markets for others
Some Government obligations, for example, command a world
market, whereas small business-men must borrow from those
who know them and have some legal redress against them if the
debts are not paid For reasons of security, certain classes of
debts are held exclusively by co-nationals of the debtors
Another factor closely connected with security of repayment 1s
Liquidity, or quick saleability—a quality which makes debts to
some extent a substitute for money It 1s obviously more conve-
nient to have one’s current account with a local banker than with
one whose offices are abroad  Also, the fact that people prefer to
buy local secutities 1s 1n 1tself a good reason for anyone’s keeping
that part of his wealth which he wants to be ““ liquid > 1n the form
of local claims
It therefore remains true that, even at a time
Mobisty of when considerable mternational capital movements
short-term  may be taking place, a flow of money from country
and A to country B on current account— ¢ , as payment
long-term  for goods and services exported by B tn excess of
capital  mmports—will bring about a dimimnution 1 the
supply of investible funds available 1n A4 and an
increase i the supply of investible funds available 1n B If the
capital market were intetnational 1n all 1ts branches, this would
not take place There would be an increase 1 the supply of
mnvestment funds 1n B, but 1t would be available to entrepreneurs
1n any country. In fact, however, the increased money 1 B will
be deposited with the banks, and will lead to an expansion in the
loans of the banks to industry and to the bill market, as also to



424 Nature and Canses of the Cycle Part 1I

an inctease 1n the banks’ holdings of securities  If the bill market
1n B 1s well known internationally, the cheapness of discounting
there may lead to an afflux of exporters from A4 and elsewhere
desirous of benefiting by the low discount rates Sinularly,
the high prices of bonds 1n B, due to bank purchases, may make
1t easter for other countries to float new issues 1n B, and 1n addition
may 1nduce holders of B bonds to exchange them for bonds of
other countries The reverse process will take place 1n .1 In
this way, a part of the money which leaves A on carrent account
will ¢ leak ** back on caprial account, without, however, completely
nullifying the favourable effect on the supply of credit avatlable
to borrowers 1n B or the unfavourable effect in A
It may be a permissible simplification of the situatton to suppose
that there 1s a world-market for long-term bonds and shares, but
that working capital has to be provided by each natton from
nattonal sources We may supposc that, in the case of two
countries 4 and B, opportunities for the absorption of long-term
funds are opened up m A, whether such opportunities arise 1n
connectton with real investment or with the phenomena of a
stock-exchange boom The result 1n etther case 1s a flow of
loanable funds from B to A4, which may exceed the adverse trading
balance that A4 will probably develop as incomes 1n 4 rise  Now,
if all sections of the capital market were internattonal 1 scope,
business-men in B would suffer from the rise 1n interest tates
consequent on the rise 1n the demand by A4 for loanable funds,
and would gain by the increased demand for B goods in. 4 1In
the circumstances of the supposed case, however, they will suffer
an additional handicap 1 that the flow of money from B to A will
induce the banks 1n B to restrict credit, and may render the supply
of working capital 1n B scarcer than 1t 1s 1n .4
Even 1n the case of those sections of the capital
Cyclwal  market which are comparatively international 1n
changes  scope, the degree of internationalism depends upon
m the  factors—such as the policies of Governments and
mobtlity  the state of confidence of individuals—which vary
of capital with the times. It may be possible to make the
generalisation that during the downswing of the
wotld business cycle, when the confidence of 1nvestors 1s at a low
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ebb, foreign lending 1s specially avoided as more dangerous than
domestic lending, so that the brunt of the depression falls on the
borrowing countries, while countries which normally are capital-
exporting obtain some reltef through the improvement of their
balance of payments The réle of capital movements in the
course of the world business cycle, however, 1s largely determined
by events on the foreign exchanges, to which subject we now turn
The broad result of our analysis 1n this section 1s
Summary  as follows The influences of a localisation of
investment and credit on the cyclical movement are
mantfold Sometimes the tendency 1s to damp down local booms
and depressions sometimes the influence 1s the reverse  Every-
thing depends on the details of the general economic constellation
While 1t may be said that the existence of transportation costs (that
1s, of a certan locahsation of real goods) tends definitely to disturb
the untformuty of the cyclical movement 1n the world and to make
local booms and contractions possible, no such general statement
can be made about the localisation of investment and credit 1n
general Given the existence of transportation cost and the
geographical distribution of resources, it cannot be said that
increased mobility of capital tends to synchronise the cyclical
movement n all countries nor yet the reverse

§ 4 DIFFERENT DEGREES OF NATIONAL CURRENCY AUTONOMY
AND THEIR INFLUENCL ON THE CYCLICAL MOVEMLNT

We have hitherto assumed a single basic money
Degrees of  throughout the world, 1n terms of which all prices
independence and debts are expressed, constituting together
with bank notes and deposits, which represent
essenttally promises to pay the basic money, the sole medum
of exchange We shall now attempt to bring out the full
significance of this assumption for the course of the cycle by
confronting this unified, worldwide system with a number of less
unified systems
Recapitulating partly what has been said or implied 1n previous
sections, we shall have to work through a whole sertes of cases,
in which the monetary systems of the various countries become
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increasingly independent of one another We shall eventually
arrive at the very opposite extreme to complete world unification—
namely, complete independence 1n the monetary systems of
different countries 7e, completely free exchanges?

When we were argung on the assumption of a

A umfied closed, spaceless system, we postulated the existence

money system of some basic money such as gold and a note circu-
with mobiity lation on that basis 1ssued by a central bank  The
of capttal  central-bank money (which includes deposits with
the central bank) forms in turn the basts for a credit
structure built up by the commercial banhs  Evidently, we must
make some assumptions about the supply of the central-bank
money that 1s to say, we have to definc the policy of the bank
of 1ssue 1n respect to the ratio between the note circulation and the
gold reserve which 1t seeks to establish at any given moment of
time.

Our previous postulate was maintained when we first introduced
the space factor by assuming a certain geographical distribution
of resources and transportation cost for goods and services  The
same money circulated everywhere, and the conditions of the
supply of investible funds as furnished by the central bank, com-
mercial banks or other sources were everywhere the same We
saw that 1n this case, 1n spite of the fact that the supply of investible
funds was uniform—consisting, as 1t did, of a single pool to which
would-be borrowers from all parts of the system had equal access—
local booms and depressions were not excluded because, owing to
a certain localisation of real resources, the demand for investible
funds mught be concentrated in particular localities

We may conceive of the central-bank money as supplied by a
single imstitution with branch offices 1n various locahities, all of
which pursue the same policy They 1ssue notes by discounting
bills at the same rate (and under the same conditions) or by
buying and selling securities at the same prices The cash (gold)
reserve—if any—1s pooled and not kept separately for each
branch

' Professor John H Williams has attempted a similar analysis *“ Inter-
national Monetary Organisation and Policy ”, in I essons of Monetary
Fxperience, New York, 1937 Cf also Vner, loc cit
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So long as we adhere strictly to the assumption
Decentralrsed that petfect mobility of investible funds mplies
bankingwith 100% equalisation of interest rates, we do not raise
mobility of any basically new problem if we proceed to assume
capital  that the 1ssue of money 1n each area 1s effected by
independent instituttons  Each area has its own
central bank, but the money such banks 1ssue 1s expressed in the
same units and s accepted everywhere All of these banks are
forced to pursue the same policy  If one of them charges a lower
rate for discounts than the others, 1t will be overwhelmed by an
increase in demand dtverted from all the others  Either 1ts rate will
have to be raised again, or else the other banks will have to follow
sutt by lowering theirs 1n order to retain their customers  Supply
conditions for 1nvestible funds will still remain the samc everywhere,
and 1t will be impossible for one country separately to effect a local
expansion or contraction by a manipulation of the supply of funds
Daifferences 1n prospertty between countries can only come from
the demand side  (An artificial increase 1n demand can of course
be brought about for any patticular country by State intervention
—e g, by State borrowing for public works Whether and to
what extent the ensuing boom will be localised will 1n such case
depend on the localisation of resources, transport cost and the
flow of purchasing power —that 1s, on the way 1n which the flow
of new money 1s distributed by the successive recipients as between
home goods and 1mpott goods )

The problem remains of how the terms of lending, which must
be the same for all the banks of issue, are determined! Several
systems are concetvable  The system which 1s the most important
1n practice 1s to make the determining factor some ratio—not
necessarily constant—of the note circulation to a gold reserve
If the gold-reserve ratio of any one of these banks falls to a level
which 1s considered as the lower limut, 1t will restrict lending  But,
since we still assume perfect mobulity of capital, the effect of this
will be that botrrowers are diverted to other banks, and that there
1s merely a redistribution of borrowers as between the different

1 The same problem arises 11 a “spaceless” economy, 1if there are
several banks of 1ssue, or 1n a * cashless " economy (as imagined by some
writers) where the circulating medium consists solely of bank deposits
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banks No differential rate can be charged by any one bank
because we have ex hyporhest a petfect market for loanable funds
This analysis may seem somewhat strange and
Central-bank unfamiliar  Our actual gold-standard experiences
poliy with are certainly very different  The reason 1s that we
localised  are not really accustomed to assume petfect mobil-
credit ity of loanable funds, although we are not always
aware of the fact ‘The assumption of perfect
mobility of loanable funds does not indeed correspond to reality
Any abandonment or relaxation of the assumption at this stage
will bring us much closer to the familiar realities of our gold-
standard experience
We shall continue to argue on the basis of a gold standard,
under which the money 1s everywhere convertible 1nto gold and
a certain minimum ratio between the monetary circulation and the
gold reserve 1s maintamned But we now propose to assume a more
or less complete localisation of credit, and especially of central-
bank credit  Thus will give the monetary authorities a somewhat
wider scope 1n the pursuit of a policy of expansion or contraction
by means of variations in the supply of investible funds, independ-
ently of what happens 1n other countries The central bank of
any particular country need not be afraid of being swamped by an
immediate flood of demand for credit if 1t lowers its rate below the
rate ruling in other countries Needless to say, there are other
himits to an independent policy 1n the fact that we stul assume a
common monetary standard viz, gold These limits depend
on (4) the degree of localisation of credit and (4) the degree of
closeness of trade connections as determined by the localisation
of resources, transportation cost and the direction which 1s given
to the flow of money by 1ts successive reciptents ! Up to a certain
point, these Iimits can be widened by increasing tariffs and other
impediments to the import of goods
Within these limuts, the central bank of a country may try to
offset expansionary or depressing influences from other countries
If, for example, the balance of payments takes an unfavourable

v Cf Paish, loc cit, who introduces the concept of “ the Marginal
Propensity to Import "



Chap 12 International Aspects of Business Cycles 429

turn and gold 1s withdrawn fiom the central bank for export, the
central bank may maintain or even increase the amount of its
liabilities by the purchase of some other form of asset such as
Government sccurities  The length of time for which a country
on the gold standard can persist 1n a policy of neutralising inflows
and outflows of gold 1s, however, limited, 1n the case of an outflow,
by the stock of gold in the possesston of the cential bank and, 1n
the case of an nflow, by its stock of saleable assets other than gold
Even within these limuts, the monetary authorities may be unable
to “ 1nsulate ” the ¢ountry against fluctuations in the money flow
due to international causes Few would question then power to
check a tendency to expand by means of a restrictive credit policy
but the deflationary effect of an unfavourable change 1n the balance
of trade may be too strong to be countetacted by any purely
banking policy A mere maintenance of the outstanding volume
of central-bank money (notes and deposits), while 1t obviates the
necessity for the commercial banks to pursue an active policy of
credit restriction, 1s probably insufficient to compensate the defla-
tionary effects of an adverse balance of payments It cannot
completely compensate these effects unless the adveise balance 1s
“ caused ” by an export of capital 1n the shape ot purchases of
foreign exchange and sales of Government and other national
securittes  If the cause of the adverse balance 1s a switch-over of
demand from home-produced goods to foreign goods, we may
presume that the higher price of Government securities ind the
continued willingness of the banking system to lend on short
term will be unable to obviate—at any rate immediately—the
deflationary consequences of a worsening of the anticipations of
business-men

The chief advantage of such a system as has been discussed 1s
its ability to prevent the * secondary” unemployment which
will otherwise follow a temporary dropping-off 1n foreign demand,
and to counteract to a large extent the export of capital and the
decline 1n capital imports  The chief disadvantage of the system
1s 1ts tendency to give tise to doubts as to the maintenance of the
gold parity, and encourage large-scale capital movements which 1n
turn render much more difficult the task of mamtaining the gold

patity
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By mentioning the possibility of a vanation in
Dufferent  the exchange ratios between the various currencies,
national  however, we introduce a new factor of considerable
money syits  1mportance mto our analysis  This we must now
investigate more closely  So far we have assumed
that there 1s the same money in all countries We shall now
suppose that each country has a money of 1ts own—dollar, pound
sterling, franc, etc —which within 1ts frontiers 1s everywhere
acceptable as payment for goods and services, taxes, etc, but 1s not
normally acceptable outside these frontiers
So long as we assume these currencies to be closely linked by a
common standard which 1nvolves a constant exchange ratio be-
tween these currencies, and so long as we assume that no question
arises 1n any quarter as to the stability of these exchange rates, and
that nobody anticipates the possibility of a vartation 1n these rates,
no new problems of any importance ate ratsed by the mntroduction
of a vattety of national monetaty units
A new element of great importance, however, 1s introduced mnto
the analysis when the possibility arises of variations 1n the exchange
ratios between the different currencies? It 1s not even necessary
that such exchange varations should actually take place The
mere anticipation or apprehension of exchange variations will
suffice to give rise to speculative movements of capital from one
currency to another People will naturally prefer to hold money
(and claims expressed 1n money) which 1s expected to appreciate
than to hold money (and claims expressed 1n money) which 1s
expected to depreciate The movement of capital will probably
affect also the equuttes of the two countries, as well as the bonds, un-
less there 1s some reason to expect that a relative r1se 1n dividends will
take place 1n the country whose curtency 1s expected to depreciate
Speculation on foreign exchange, like all specula-
tion, plays a double role It may have a tendency
either to offset or to accentuate disturbances
arising from other sources If 1t 1s believed that
no change will take place in the exchange rates, short-term

Speculation
on the foreign

exchanges

' This new element clearly may arise without the previous introduction
of a variety of national monetary units But 1t would seem convenient
to introduce 1t together with the latter
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capital movements of a stabilising character will appear whenever
the other items 1n the balance of payments tend to disturb those
rates  In the case of a long-continued movement 1n one direction,
such as might be caused by a transfer of demand for goods from
country A to country B, speculative capital movements from B to
A may offset the effect on the exchanges for some time, but later,
erther money (gold) must flow from .4 to B, or .A’s currency must
depreciate with reference to B’s  If, however, the adverse develop-
ment of A’s balance on trading account 1s expected to be sufficiently
constderable and suffictently lasting to cause a transfer of gold
from A to B on such a scale as to lead to the abandonment of the
gold standard by A, there will be a ““ flight ” from .4’s currency to
B’s, which will accentuate the gold expott and etther advance the
day when the gold standard must be abandoned or force A4 to a
more severe deflation than would otherwise be necessary ~ Antict-
pations regarding movements 1n the foreign exchanges tend to
their own fulfilment Similar pesstmistic expectations, with
stmular unfortunate consequences, are likely to be aroused by any
signs of unwillingness on A4’s part to exercise a deflationary pressure
1n response to an adverse trade balance, or by such devaluation on
the part of B as makes a more adverse trade balance for .4 probable
Under a gold-standard regime, the appearance of capital move-
ments of the type described 1s an unhealthy symptom It means
that the regime 1s thought to be 1n danger of breaking down
When, on the other hand, national policies cease to rcgard the
maintenance of exchange stability as something which must
take precedence over all other considerations, and when even a
single mmportant group of countries decides to envisage the use
of exchange variation as an instrument of economuc policy, specula-
tion regarding the probable movement of the exchanges, and
capital movements 1n connection with such speculation, are normal
and 1nevitable features of economic life
Before proceeding to enquire what happens to
“ Exchange the business cycle 1n conditions where countries use
standards ” exchange variation as an instrument of economic
policy, we should perhaps pause to consider the
cyclical implications of some of the other methods—ize, the
methods other than the gold standard—of maintamning exchange
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stability So far we have assumed that each country offers to
exchange gold at a constant rate against 1ts own currency, and keeps
a reserve of gold which varies in some ratio with the volume of the
monetary circulation An alternative method of keeping the
exchanges stable consists in buying and selling foreign exchange
at a fixed rate and 1n treating foreign means of payment and claims
thereto (balances abroad) as reserve instead of gold These are
the famous * exchange standards ’— gold exchange standard ”,
“ stetling exchange standard , “ dollar exchange standard ”’, etc
For conventence, we shall tefer to the countries whose central
banks hold their reserves mn the form of assets expressed in the
monetary utut of some other country or countries as “ exchange-
standard countries ”’, and to the countries whose exchange provides
the standard for the first group as “ reserve countries .1 A
group of countries 1 which some (the * exchange-standard
countries ”’) keep their reserves in the shape of the assets of the
others (the “ reserve countries >’) may be called a single ““ monetary
group ” of countries—e g, the “sterling bloc””, 'To maintain the
unity of the monetary group, there must either be only a single
reserve country whose currency, itself independent, provides the
standard for the group or the reserve countries must have a com-
mon standard—e g, gold 2

From the pomt of view of the individual exchange-standard
country which thus “ pegs ”’ 1ts exchanges to some other currency,
the external money mechanism 1s exactly the same as under the
gold standard, and the limits and possibilities of action to obviate
expanstonaty or depressing influences from outside also remain
in principle the same If the policy 1s carried through by the
central bank, with foreign exchange taking the place of gold as
the reserve against habilities which constitutes the country’s basic

! The term * gold-exchange standard ” i1s a little too narrow, because
1t suggests that the *‘1eserve countries” keep their reserve in gold or
exchange their currency on demand into gold This need not be the
case, as the example of the * sterling group” (“ sterling bloc ") shows

* A two-sided or reciprocal exchange standard would be an arrangement
whereby each member of the group undertakes to treat claims on all the
others (foreign exchanges) as reserve  Under such a system, clearly the
country which pursues the most inflationary policy would set the pace for
all the others and would force them to inflate too
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money, there 1s no difference from an ordinary gold standard  If 1t
1s carrted through by some other Government department which
1ssues no money, such as an Exchange Equalisation Fund, the
effect 1s still the same, though the details are slightly different 1 If
the central bank sells foreign exchange, 1t dimunishes 1ts Liabilittes
to the public (1ncluding the commercial banks) and so stimulates
credit restrictton If the Exchange Equalisation Fund sells
foreign exchange and adds to 1ts balance at the « entral bank, the
public’s balances must diminsh pro zanto and credit restriction will
follow as before
From the pomt of view, however, of the world as a whole, the
adoption of the exchange standard in preference to the gold
standard may make a considerable difference to the money supply
and may thereby affect the cyclical movement
The transition from the gold standard, whete every country
holds a gold reserve 1n a certain propottion to its circulation, to
a system whete a number of countries hold no gold 1s bound to
have an inflationary eftect on the wotld as a whole A change 1n
the oppostte direction tends to have a deflationary effect
The very existence of such a system—and not
The exchange merely 1ts introduction or abandonment—is likely
standard  to exert some influence on the supply of money 1n
m operation  all the countries concerned  Under the gold stan-
dard, any one country that expands faster than the
others will lose gold and be forced to stop expanding ~ With some
qualifications, which follow from what has been said 1n the previous

t A policy of * offsetting” influences operating through the balance
of mternational payments on the internal situation which has been pro-
nounced to be the main object of the various equalisation accounts
(¢f,eg, N F Hall, The Exchange Iouahsation Account (1935), passim)
can be pursued and has frequently oeen pursued without a separate
fund by the central bank It must, however, be admitted that the
psychological, legal and administrative reasons for and advantages of a
separate account may be very important On the policy of the Biuitish
fund compare also F W Paish ‘ The British Exchange Equalisation
Fund 1n 1935 ", Economica, 1936 Idem, 1935-1937, Economica, 1937
S E Harns, in his Exchange Depreciation, 1936, discusses also the
American experience On various technical pomnts compare also
Th Balogh “ Some Theoretical Aspects of the Gold Problem », Ecornomaca,
1937, and the Memorandum on Money and Banhing, Vol 1, published
annually by the Economic Intelligence Service of the League of Nations

29
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secttons, we may say that, under the gold standard, the country
with the least-rapid expansion sets the pace for the whole system
Under the new system, where a number of countries belong to a
single monetary group 1n the sense defined above, this restrain-
ing force will cease to operate in one direction The reserve
country or countries, even if they themselves are “on gold”,
need not be afraid of losing gold to the dependent exchange-
standard countries This restramning force 1s, however, still
effective 1n the opposite directton  When the exchange-standard
countries expand more rapidly than the reserve countties, the
monetary treserves of the former—that 1s, their balances with the
latter—tend to be depleted

The mechamusm of the exchange standard may however,
provide automatically a certain substitute for the gold brake,
although an unreliable and a weak one Suppose an expansion
takes place 1n the reserve countries, and their balance of payments
vis-d-vis the exchange-standard countries becomes unfavourable
i consequence The latter will find their central-bank reserves
increased accordingly Much will then depend on the precise
form in which these reserves are kept  If they are held as demand
deposits 1 the reserve countries, the latter—while suffering no
reduction 1n their own gold, or other, reserves—will nevertheless
expertence some deflatton  Money will have been withdrawn from
circulation, as 1t were, and sterilised 1n the form of demand deposits
This deflationary effect will be attenuated almost to vamshing-
point, 1f the extra reserves of the exchange-standard countries are
mvested on the bill market or in securittes In any case, the
expanston in the reserve countries will not expertence to the full the
usual “ braking ”’ effect of the tise of the adverse trade balance—
namely, a fall in the gold reserve and a consequent credit restriction
by the banking system

On the other hand, under a gold standard, if one country
expands and loses gold to othcrs, 1t exerts an expansionary effect
on the latter by strengthening their gold reserves With the
exchange standard 1n operation, this expansionary influence ceases
to be effective 1n the direction from the exchange-standard coun-
tries to the reserve countries If an exchange-standard country
expands, the reserve countries do not experience an increase in
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their basic money supply  On the other hand, this expansionary
influence still operates in the opposite direction ~ When the reserve
countries expand, the exchange-standard countries will find them-
selves with an increased money supply and will be tempted to
expand also
From this argument, 1t would seem to follow that an upswing
(or downswing) starting in a reserve country will be likely to
spread more easily to other parts of the world, and go farther
than 1t would under gold-standard conditions, because the exchange-
standard countries will benefit (suffer) both in respect of their trade
and 1n respect of their reserves while the reserve countries will not,
as under the gold standard, lose (increase) their reserves — Simu-
larly, an upswing (downswing) starting with the exchange-
standard countries will be less likely to spread, and will go less
far, than under a gold standard
So much, however, cannot be said without qualification, at any
rate when we are considering a gold-standard system where locali-
satton of credit 1s not complete  Suppose, for example, an expan-
sion 1n reserve country .4 _4’s trade balance with exchange-
standard country B deteriorates, but capital movements from B to
A may be induced 1n such quantities that .4’s balance of payments
with Bactually improves Under gold-standard conditions, 4’s gold
reserve will rise 1n spite of the adverse trade balance, and this will
help to increase liquidity and the supply of funds through the
machinery of the banking system1n 4 The effect of the exchange
standard may well be such as to counteract the influence of these
capttal movements When capital moves from B to .4—that 15,
when B’s citizens are buying .A’s equities—the central bank n
B will be forced to realise on 1ts reserves It may, e g, sell A’s
Government securittes 1f 1ts reserves are invested 1n such securities
The favourable effect on A of the capital movement from B will
thus be largely offset
We may now return to the discussion of the pont
Varations i rased earlier 1n this sectton—viz , the influence on
exchange  the cyclical movement of systems which either use
rates variations 1n the exchange rate as instruments of
policy ot allow the exchanges to vary whenever the
forces of the market tend to bring about a change 1n the rate
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We have seen that a most important—and, we may say, very
disturbing—consequence of systems i which stability of the
exchanges 1s no longer regarded as axtomatic 1s to be found 1n the
extensive and 1rregular capital movements to which such systems
gtve rise By “irtegular capital movements ” we mean move-
ments which are not induced by differences 1n the interest rate and
do not therefore necessarily proceed from the rich countties to the
poot countries, but on the contrary (so to say) “ up-stream ”’, and—
what 1s perhaps the most disturbing feature of all—are subject
to raptd fluctuations and abrupt changes of direction

Naturally, there are different degrees of uncertainty as to the
future of the exchanges Different people will react to a pro-
spective change 1n the exchange rate with different intensity In
the case of small countries where exchange transactions ate fami-
liar, ot populations (¢ g, 1n Central Europe) where the memory of
drastic depreciation of the currency 1s still fresh, a shight change
or the danger of such a change will mean more, and will induce
a more violent reaction, than 1n other countriecs  Furthermore, the
effect of changes in the exchange rate on international capital
movements frequently cannot be separated from other factors
often alternative to changes in the exchange rate, such as
transfer moratoria, partial defaults and the like Therefore, so
far as the details and the magnitude of the reaction are concerned,
1t 1s 1mpossible to generalise each case must be considered on 1ts
own merits In a general way, we can only say that unstable
exchanges unquestionably hamper normal international lending
They are one of the most powetful obstacles in the way of equali-
sation of interest rates between countries The 1rregulat capital
movements to which they give rise introduce an erratic factor
which may constderably disturb the cyclical movement, giving it
sometimes a quite unexpected turn

After these general considerations, we shall now discuss two prob-
lems . (1) the consequences on the bustness cycle of a definite act of
devaluation—that 1s, of a deltberate and substantial change of the ex-
change rate, and (2) certain peculiarities (not to say paradoxes) arising
under a system of ““ free exchanges ’—that 1s, under a system where
the exchanges are allowed to vary with the vartations of supply and
demand 1n the market and no attempt 1s made to keep them stable
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Recent years have provided many examples of
Currency  deliberate and substantial changes 1n exchange
devaluation rates  Since the gold value of a currency is still
regarded as the norm, and since the initiative 1s
almost invariably taken by the country whose currency 1s depre-
ctated, these changes 1n the exchange rate are commonly referred
to as a depreciation or devaluation of a currency in terms of the
other currencies, although the depreciation of one currency
necessartly implies the appreciation of the others The conse-
quences of these changes on the international and domestic trade
of all the different countries involved have been extensively
discussed 1n connection with recent expertences ! It 1s not pro-
posed to reproduce all the argumcnts which may be, ot have been,
advanced for or against devaluation under the various possible
circurnstances It 1s proposed, instead, to apply our analysts of
the cyclical movement 1n order to trace the main channels through
which alterations 1n exchange rates are likely to exert an expan-
stonary or depressing influence on the national economies con-
cerned, and to indicate the relevant circumstances on which
the resulting effect will depend
We assume that, before and after the devaluation, the countries
concerned will pursue a policy of stabilising the existing rate, at
any rate for the time being If the exchanges are allowed to
fluctuate freely with the changes of supply and demand, we have the
system of “free exchanges” which will come up for discussion later
In order to make 1t easter for the tcader to follow the analysis, we
shall refer to the country or countries whose currency has been de-
valued as “ D countries > or sumply “ D *” and to the country ot
countries whose currency has appreciated as “.A4 countries ot “.A4”
We have first the effect of an act of devaluation
Effects on on the flow of goods—z e, on international trade
exchange of (We shall disregard for the moment effects due to
goods the stimulation of capital movements) In the
case with which we are concerned, the influence
1s clearly expansionary for the D country  Exports are sttmulated,
imports are made more difficult  Export industries and industries

lCompar«; the exhaustive treatment by S E Harns, Exchange
Deprecration (Cambridge, Mass ), 1936
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which compete with imports will benefit  Their demand for inves-
tible funds will r1se, or cease to fall off, or cease to fall off so rapidly,
and this will have favourable repercussions on other trades  The
fact that imported raw material t1se 1n price 1n terms of the domestic
cutrency 1s unlikely to nullify altogether the benefits referred to
So far as these raw materials enter mto export goods, therr rise 1n
price will offset only a part of the export premium afforded by the
depreciation of the curtency  So far as they are used for domestic
purposes, the adverse influence may possibly be more potent

Devaluation has a favourable effect, not only on the demand for,
but also on the supply of, investible funds ‘The augmentation
in the supply 1s due to the increased gold resetve resulting, not
merely from the improvement 1n the balance of trade, but also from
the marking-up of the value of the existing reserve in terms of the
local currency. If there was a pressure on the gold reserve of the
central bank, it will be lessened or temoved, and so an obstacle
to recovery may be eliminated

For simular reasons, in so far as the mfluences on exports and
imports of goods and services are concerned, the effect of a variation
1n the exchange rate on the A4 country or countries will tend to be
depressing

What will be the influence on the wotld as a

onIZZ ”Z’:i ", whole »  Will the combined effect on both the D
25 @ whole and the .4 countries be expansionary or deflationary ?

So far as the mnfluence exerted through the supply
of imvestible funds 1s concerned, 1t 1s possible to make some
generahisations If, as 1s likely, the devaluation takes place
under the pressure of a dechining gold supply, and if the A
countries have an ample gold reserve, the combmed effect
will be expansionary  The result will be an alleviation 1n the D
countries and no particular “ tightness ” in the 4 countries  If the
roles of the two groups are changed, the tesult will be the oppostite

We may also put it this way  The result will be expansionary 1f
the devaluation constitutes 2 movement towards an * internattonal
equilibrium *, and deflationary if 1t leads away from equilibriom—
the criterton for an international equilibrium being the absence
of persistent gold movements and of abnormal capital movements
motivated by an anticipation of 2 fall or rise 1n the exchange rate.



Chap 12 International Aspects of Business Cycles 439

Again, 1t will be expansionary when 1t corrects an ““ over-valuation
of the depreciated, and an “ under-valuation” of the appre-
ciated, currency 1t will be deflattonary when such a disparty 1s
accentuated! The criterion of over- and under-valuation 1s
the divergence from the equilibrium level as defined above 2
Naturally, the devaluation may be so strong as to create a disparity
in the oppostte sense It 1s common knowledge that this has 1n
fact frequently occurred
It 1s much more difficult to say anything definste on the world
effect, so far as the influence on the demand for investible funds
1s concerned  In the D country, owing to the encouragement of
exports and discouragement of imports, the demand for invest-
ment funds will be stimulated 1In the .4 countries, the demand
will be unfavourably influenced, even 1f (owing to the existence of
ample reserves) the supply of investible funds 1s not affected at all
It 1s 1mpossible to say whether the expansionary effect 1n D or the
deflationary effect in A will be stronger Much will depend on
certain lags  If, for example, a cumulative expansion process in
D has time to develop before a contraction 1n 4 has got under
way, it will have favourable repercussions on A, sc that 4 may
be relteved from the initial pressure produced by the devaluation
It 1s, however, probable that the total result will
Effect on  be decisively influenced by other factors to which we
capital  must turn now  We are thinking of the influences
movements  which a variation in the exchange rate may exert
through capital movements and possibly through
“ psychology ”  (In practice, there are, of course, stil other
factors to be considered—viz, the probability of retaliatory
measures 1n the sphere of currency manipulation or of commercial
policy There 1s also the effect on the international economic
policy of the D country itself to be considered  The devaluation
may enable a country to relax impediments to international

' Compare P B Whale *The Theory of International Trade mn the
Absence of an International Standard ” in Economica, London, February
1936, pages 33 and 34, for a discussion of the terms * over-valuation”
and * under-valuation”, and Harris, loc cit, passim

* Measurements of * purchasing-power-parity ”* based on comparisons
of price levels or of changes in price levels 1n both countries afford only
very rough and unreliable criteria of over- and under-valuation
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trade such as quotas, tarffs or exchange restrictions These
considerations may sometimes be of vital importance but they fall
outside the scope of the present study )

A devaluation 1s bound to have a strong influence on the move-
ment of capttal, and the fundamental effect on the trade currents
may be blurred as a result ~ Since 1t 1s not probable that a devalua-
tion will come quite unexpected out of the blue, 1t may be assumed
that 1t will be preceded by capital outflows from the D country
After the operation has been accomplished, 1t 1s hikely that these
capital flows will cease or even be revetsed It will be apparent,
if this happens, that the operation of these developments does not
run counter to the fundamental influence exerted on the D and A4
countries through the effect on the export and 1mport of goods
and services, but, on the contraty, accentuates and anticipates 1t
In this case, the devaluation will be regarded as successful from the
point of view of the D country Thus result depends, however,
on certain expectations being created—in particular, the expecta-
tion that the devaluation will be definitive for a considerable time
to come It does not necessartly follow that this expectation will
be created The devaluation may be regarded as no more than a
first step, to be followed by others 1n the same direction  In that
case, capttal movements away from the D countries may be induced,
and the favourable effect on the supply of 1nvestible funds 1n the
D economy will be postponed

While ordinarily the effects of devaluation 1n a single country on
the world situation—through changes 1n the trade balances and
revaluation of the gold reserves of the countries affected—may be
said to be on the whole inflationary, the capital movements which
may be induced will probably have a deflattonary effect on the
world as a whole, and the deflationary effect may be stronger on
balance than the inflationary effect

Ordinary capital movements—z e, movements

Deflatsonary 1nduced by disparities 1n interest rates or profit rates

effects of 1n different countries—must be counted as expansion-

caprtal flights ary, because money which may have been in part

hoarded 1n the country of origin owing to 1ts lower

rates of interest will be invested to a greater extent in the capital-
importing country because of 1ts hugher rates of interest
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This presumption does not hold good of capital movements
motivated by the desire to profit by, or to avoid losses from,
expected exchange movements It 1s even likely to be reversed if
the movement of funds assumes large proportions  The potential
extent of such ““ abnormal * capital movements, when people are
thoroughly scared, 1s much larger than any “ normal ” capital
movement could be, and they may expose the capital-exporting
country to a much more sertous dram of gold than 1s likely to
develop 1 a shott period of time from an adverse movement in
the trade balance  Consequently, the funds will 1n all probability
tend to move from a country with a high rate of interest to one
with a low rate

This 1n 1tself would tender probable the view that the capital
movement 1s deflationary but, 1n addition, there 1s the attitude of
the recewving country to the extraordinary import of capital to
be taken into account It will be realised that funds ot this
nature are liable to be withdrawn as quickly as they appear
Banks with which foreign balances are deposited regard them as
“bad” or “hot” money, and will not re-lend more than a relatively
small proportion of them  If the banks ate incautious, the central
bank will probably realise that the increase 1n 1ts gold reserve
occastoned by the afflux of foreign funds 1s liable to disappear at
short notice, and will tefrain from expanding central-bank
money accordingly Thus, while the flow of funds will cause
a constderable reduction 1n investment in the countries from
which 1t comes, 1t will be largely sterilised 1n those to which 1t
goes

We turn now to the discussion of an extreme case

Free mn our scale of possible relationships between the
exchanges  currenctes of different countries—viz, the case
where the different national currencies are com-

pletely independent of one another This 1s the exact opposite
of a completely unified wotld monetary system  This system of
“ free exchanges », as we may call 1t, gives rise to a number of
pecultar reactions, which stand 1n sharp contrast to our famibar
gold-standard expertence It 1s not suggested that such a system
has ever existed 1n a pure form It 1s nevertheless instructive to
enquite Into its probable consequences first, because there are
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monetary arrangements which come near (and tendencies which
would bring us near) to such a system and, secondly, because
certain 1mplications of familiar views derived from gold-standard
expertence are brought out very clearly by contrast

Let us first give a precise definition of what we understand by
“ complete independence of two national currencies”  Independ-
ence 1mplies, of course, the absence of an international standard
The exchanges are allowed to vary according to the situation of
demand and supply in the market No central bank or other
institution 1nterferes in order to stabilise the exchange at any
patticular level While, under the gold standard, a disparity
between demand and supply mn the exchange market leads to a
flow of gold from one country (or region) to the other, no such
money flows are possible under the “free-exchange system”
While, under the gold standatd, equthbrium 1n the balance of
payment 1s eventually restored by contraction in the amount and
flow of money 1n one country and expansion in the other, with
free exchanges this equilibrating function 1s assumed by variations
in the exchange rates The free-exchange system may also be
described 1n the following manner The money circulating 1n
any given countty is strictly confined to the tetritory of that
country There 1s no arrangement to enable money 1n one
country to be transferred to another country and used there for
paying debts and buying goods, whether directly or indirectly
through the intermediary of a central bank or an Equalisation
Fund with a stock of foreign money which 1t sells at a more or
less fixed price against domestic money, thereby contracting the
ctrculation of the one, and expanding the circulation of the other,
currency * Anyone who wishes to buy foreign means of payment
for the purpose of buying foreign goods or making investment

' Compare the very illuminating article by P B Whale, op cif,
pages 24 and 38

* We shall see that i1t would be incorrect or, rather, that 1t would beg
mmportant 1ssues and exclude important eventualities i1f we were to
conclude from this that, in any given country, the total demand for goods
mn terms of money (MV) remains constant in face of changes in the
ternational transactions (owing to fluctuations 1n commodity trade or
capital movements)
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abroad must secure them through the market from those who
desire, for similar reasons, to sell foreign means of payment
When considering a state of affairs where varia-
The tions in the exchange rate are used to restore
tmpact ” equilibrium 1n the foreign-exchange market, we are
rate of  confronted at the outset with a difficulty * At any
exchange  given moment, there 1s a volume of international
payments to be made under existing contracts If
there 1s a deficit 1n country 4’s balance at a certain pomt of time,
1t 1s by no means certain that 1t can be wiped out by any vartation
in the exchange rate  Whether this 1s possible or not depends on
the currencies 1n which the debts falling due at a given moment are
expressed  “If all payments contracted for between two coun-
tries are fixed 1n terms of the currency of one of them, 1t 1s clear
that no variation 1n the exchange rate can alter the relation between
the two sides of the account ”2 If all the credit items of country
D are expressed 1n D’s currency and all debit items in A4’s currency,
a deficit 1n D’s account will for the moment be aggravated by a
depreciation 1n D’s currency (although, if the depreciation had
time to exert 1ts influence on exports and imports, 1t might restore
equilibrium)  The deficit could immediately be wiped out by an
appreciation in D’s cutrency, but it 1s difficult to see how the
market mechantsm can ptoduce such an apprectation under the
assumed circumstances * for, if there 1s a deficat in D’s balance,
D’s demand for A’s money will rise and _A’s currency will appre-
ciate—which, as we have seen, aggravates the situation (This
1s what GRaHAM calls a “ self-inflammatory » exchange variation )
It ts only when D’s debit 1tems ate fixed 1n D’s currency and 1ts
credit items 1n A’s currency that we can expect the exchange
matket to achieve a smooth adjustment automatically through
a depreciation of D’s currency

€<

1 F D Graham has called attention to this difficulty 1in his article
“ Self-limiting and Self-inflammatory Movements in Exchange Rates”
1 Quarterly Journal of Economacs, Vol 43, February 1929, pages 221-249
See also by the same author Exchange, Prices and Production in Hyper-
wnflation  Germany 1920-1923 (1930), pages 136 et seg Compare also
P B Whale, op cit, pages 27 and 28

t P B Whale, op ci, page 27
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We may, however, get round this difficulty
Transfer of (which 1s probably of no practical importance) by
demand  relaxing our assumptions a little, so as to allow of
under “ free some private or official transactions with the object
exchanges” of preventing these short-term fluctuations  Sup-
pose, then, that there are no capital movements at
all other than those 1nvolved by the ephemeral transactions just
mentioned In these circumstances, a switch-over of demand
from country D to country .1 occurs! by reason (say) of a change
in the taste of the consumers 1n 4 and /or D, or the introduction
of a new tarff 1n A4, ot a rise in cost of production 1n an export
industry of D, or a reduction in cost 1n a competing industry
in A In the assumed conditions, the value of 1)’s currency
must fall relatively to that of . I’s currency The farther 1t falls
the cheaper will D goods become 1n terms of .4’s currency and
relatively to .4 goods  If the elasticity of demand for imports in
terms of the local currency can be assumed to be greater than unuty
both 1n A and 1n D, D will spend less D money on tmports from .4
and 1 will spend more .4 money onimports from D The rate of
exchange will be such as to equilibrate the value of D’s import (A’s
exports) and .A4’s imports (D’s exports)  Thus, the more elastic the
reciprocal demand of 4 and D for each other’s products, the less
the need for D’s currency to fall 1n value relatively to 1’s currency 2
What will be the consequence of this change on the internal
situation 1n A4 and D? Under the system of “ free exchanges ”,
there 1s no flow of money between countries D’s banking
system 1s not any less liquid, or A4’s any more hiquid, 1n consequence
of the change 1n demand than before There s thus no reason
for a change 1n the supply of investible funds 1n the two countries
Nor 15 1t clear how the demand for investible funds will be affected
The mtial transfer of demand meant greater profitability in the

! We call the two countries A and D 1n order to keep 1n mind that A
1s the country the currency of which will appreciate, and D the country
the currency of which will depreciate

* If we suppose the two countries to have close trading connections,
with competing industries and potential export and import capacity,
we may safely assume an elasticity greater than unity  Thus 1s still truer
of one country vzs-é-vis the rest of the world
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A 1ndustries and less profitability in the D industues directly
affected, but the modification 1n the exchange rate provided an
exactly equivalent stimulus to the D industries and a setback to the
A industries  The concluston must be that, if the transfer of
demand from D to A has any effect whatever of a stumulating or
depressing nature on erther D or A4, 1t must be because of some
peculiarities 1n the industries involved In both countries, there
1s 2 horizontal shift 1n demand, and the outcome will depend on 2
number of factors which have been analysed 1n an earlier chapter
The only a prior: justification we mught have for expecting an
upswing 1n 4 and a downswing 1n D 1s that the ittial switch-over
in demand may be anticipated by the industries concerned to a
greater extent than the counter-effects on export industries as
2 whole due to exchange variations
It will be noted that this 1s very different from
Compartson what we ate accustomed to expect under a gold-
with standard regime  We have, ¢ g, argued that, under
gold standard the gold standard, the imposition of a tariff has an
expansionary effect on the country which imposes
the tariff and a deflationary effect on the country whose goods are
shut out from the market of the former This rule does not hold
good under a system of free exchanges The difference between
the two systems may become clearer, 1f we put it 1n yet another
way Assuming no capital movements, an increase in exports
from country 1 to country D under a free-exchange system will
produce an 1immediate equal wcrease i imports  Under the gold
standard, some time will elapse before the effect 1s apparent. In
the meantime, money will flow from D to A—or rather, under a
one-stded or two-sided exchange standard, money will not flow
physically, but the central bank 1n .4 will expand on the basts of
increased balances 1n D This intermediate step is cut out under
a system of free exchanges, and thus the necessity for expanding
1n the one, and contracting 1n the other, country 1s elimunated !

! It 1s interesting to note that, frequently, free traders use arguments
which are appropriate (as a short-run proposition) only to a free-exchange
system and not to a gold standard—e g, when they pomt out that a
decrease 1n imports must be followed by a decrease in exportsand vice versa
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By reasoning not essentially different from the
Localisation above, it can be shown that, under free exchanges
of prosperify without capital movements, there will be no
and tendency for prosperity or depression to commu-
depression nicate 1tself from country to country On the
complete  other hand, they will tend to spread more tho-
roughly throughout all the industries within the
country than they do under gold-standard conditions
Suppose an expansion process 1s started in country D Prices
and 1ncomes rise  Imports will go up, and D’s currency will fall
relatively to A’s currency  But, pars pass# with the rise in imports,
exports will grow, so that the boom 1n D will develop unweakened
by a dramn of money abroad Country A4, on the other hand, will
experience an 1ncrease in exports no less than in imports ~ Whether
on balance these two changes will be expansionary or deflationary
will depend on the same set of circumstances as the expansionary
or deflationary character of a horizontal shift in demand Under
a system of free exchanges, the powerful factor which under a
gold standard dips the balance on the side of expansion—viz , the
mflow of money—is lacking By analogous reasoning, 1t can be
shown that contractions also lose much of their contagious
character  The free-exchange system eliminates from the economic
interchange of different countries the most important carrier of
the boom and depression bacillus—namely, the flow of money
across frontiers
Let us now consider the effect of capital movements
Caprtal  under a system of free exchanges Suppose people
movements 10 D seck to mnvest money in A4 for any reason, or
under free people 1n A seek to borrow money from D No
exchanges money can move, but the demand for 4 money rises,
and D’s curtency falls 1n value accordingly D’s
exports rise, and [or tmports fall, by the amount which 1s being
invested abroad The capital movement at once brings about
an export surplus in D’s balance of trade, which 15 an mmport
surplus from 4’s pomnt of view
The effect of this movement on D, the capital-exporting country,
1s very likely to be expansionary Demand for goods as a whole
has certainly not fallen but 1t may well have risen if even a small
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part of the money which seeks investment abroad comes out of
hoards, or would have been hoarded if the transfer abroad had
not been possible
In the capital-tmporting country A4, the effects ate the contrary—
viz, deflattonary  The money which people 1n D want to nvest
in .4 can be made available only by an importt surplus 1n .4—that 1s,
1t 1s withdrawn from the sales of .4 products More goods are
offered for sale in 4 but total demand has not t1sen It will be
seen that this deflationary effect obtains even on the most favoutr-
able assumption vz, the assumption that the money made
avatlable 1n A for 1nvestors 1n D 1s spent on goods—i ¢, 1s really
invested If—as may be the case with speculative movements
of capital—a part of the money 1s kept mn lhiquid form, the
deflationary effect 1s accentuated
From the point of view of our gold-standard
Confrast  experience, 1t appears highly paradoxical that the
with caprtal-exporting country should be stimulated
gold standard and the capital-importing country depressed as a
result of capital movements |
The difference between the modus operand: of the two systems
may again be put this way  Under a gold standard, capital export
will usually not produce an 1mmediate corresponding movement
of goods? It will first lead to a money flow, which will then
induce a flow of goods  This intermediate phase 1s cut out under
the operation of a system of free exchanges
In the hight of this analysis of the effects of capital movements
under free exchanges, we may reconsider the case of a switch-over of
demand from D goods to.A4 goods  D’s currency will depreciate
This may induce speculative capital movements Suppose the
movement of the exchange 1s believed to be temporary and likely to

! Under exceptional circumstances, 1t may happen that the money
which D lends to 4 1s spent 1n 4 entirely on D’s or 4’s export goods, so
that the change 1n the balance of trade is brought about without friction
—that 1s, without a relative or absolute contraction in the lending, and
a relative or absolute expansion in the borrowing, country (Compaie
R Nurkse, Internationale Kapitalbewegungen, Vienna, 1935, pages 121,
122 and 144) Owing, however, to transport cost and the resulting
localisation of demand for goods, this will rarely happen to the extent of
100%, of the sum transferred.
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be reversed—as 1t will be, ¢ g, 1n the case of seasonal movements
In that case there will be a movement out of .4 values (money, debts
and bonds) into D values  This flow of funds will run counter to
the nitial transfer of demand and will to some extent obviate a fall
tn D’s money It will also produce an import surplus in D The
result-—in accordance with familiar gold-standard expetience—will
therefore be that the transference of demand stimulates business 1n
the country to which the demand 1s transferred, and depresses it 1n
the country from which the demand 1s transferred The r6le of gold
movements 1s thus taken over by speculative capital movements
It 15, however, clear that things may take an entirely different
turn, and that the gold-standard reactions may be, not reproduced,
but reversed under free exchanges People n D may become
fearful of thetr currency’s falling still lower In that case,
capital movements from D to A4 will set 1, and D’s currency will
be depressed still more  The result, as explamed above, will be
that D, the country which lost the trade 1n the first instance, will
be stimulated by the export of capital, while depression will spread
1n the country which originally gained the trade
In the foregoing pages, we have assumed a capital

Capital
P movement to take place however occasioned,

movements
and have 1nvestigated 1ts influence on the

induced by
general economic situation and the cyclical fluctua-

the cycle

ttons 1n the two countries concerned But the
cyclical variations themselves are likely to give rise to capital
movements which 1n turn will react on the cycle in those countries
An analysis of these reciprocal influences leads us to reconsider
a case discussed a few pages eatlier! Arguing under the assump-
tion that s capital movements were taking place, we there
reached the conclusion that, under the system of free exchange,
the most important channels through which prosperity and depres-
ston spread from country to country are blocked This result
must now be modified through the application of our analysis
of the consequences of capttal movements

Suppose that a boom flares up i1n country D because new
investment opportunities have appeared If this attracts foreign

! See above, page 446
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capital, the expansionary stimulus 1s at once transmitted to the
other (capttal-exporting) countries, while the expansion 1s hampered
in the country D, where the stimulation first arose? If, on the
other hand, the expansion m D 1s brought about or fostered by
a cheap-money policy and if thereby capital 1s driven out of the
country DD (to take advantage of the higher interest rates abroad),
theexpansion in D 1s still further intensified by the outward
capital movement The outside wortld, instead of basking 1n
the rays of prosperity cast by D, feels a chilling wind from that
quarter and may even be thrown 1nto a vicious spiral of deflation 2

It would not be difficult to construct other cases and to analyse
them along the lines indicated But the general conclusion
already stands out clearly our previous result that under free
exchanges the cyclical movement in different countries 1s itndepend-
ent needs modification 1f capital moves freely It 1s, however,
not quite correct to say without qualification (as has sometimes?
been said) that capttal movements tend to reproduce gold-standard
conditions  On the contrary, they may produce exactly the oppo-
site result from what we would expect under an international gold

' It 13 1impossible 1n this case to decide on general grounds whether
D's currency willappreciate or depreciate, because there are two confiicting
forces at work  The mnflow of capital tends to push up the value of N’s
money, the rise in prices and incomes tends to depress it We may
perhaps suppose that the first factor 1s Iikely to exert 1ts influence first,
so that the currency will appreciate  The result 1s, however, 1n prnciple
mndependent from the direction in which the exchange rate moves
Compare next footnote

* It should be noted that this 1s not because D’s currency has fallen
in value, but because of the export of capital from D The same result
that prosperity 1n one country spreads depression to others could obtain
with the D currency appreciating Suppose the present case 1s complicated
by a fortumitous shift 1n demand from A- to D-goods, strong enough to
over-compensate the imnfiuence on the exchanges exerted by the capital
outflow from D, so that D’s currency actually appreciates It follows from
our preceding analysis that, abstracting from fortwitous circumstances
which may work out either way, this shift in demand 1s neutral , 1t does
not tend to stimulate the country to which demand has shifted and to
depress the other from which it was drawn away It goes without
saying, however, that exchange fluctuations may become relevant by
inducing speculative capital movements Unfortunately, there is no
possibility of telling in general which way these speculative capital
movements will go

* Cf,eg, Whale, loc cit

30
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standard Under free exchanges with free flow of capital, the
cyclical movements in different countries are not independent of
each other, in that respect, the system of free exchanges with free
mobulity of capital resembles gold-standard conditions  While,
however, under a gold standard an expanston (contraction) 1n one
country tends to produce expansion (contraction) in the other,
under free exchanges with capital movements expansion (contrac-
tion) 1n one country may just as well induce a contraction
(expansion) abroad as an expansion (contraction)
The short-run nature of the preceding analysis
Limitation should be kept 1n mind ~ We have been concerned
of foregong with the effects of temporary fluctnalions 1n capital
aralysts movements, not with the ultimate effects on the
economic development of a country of a long-
continued flow of capstal imports or exports  Moreover, even the
short-run effect of individual 1tems 1n a continuous flow to which
the countries concerned have already adapted theruselves 1s a quite
different matter from the effccts of extraordinary fluctuations
The classical contention that capital exports from the industrial
countites of Western Europe and the United States to the other
patts of the world were indispensable for the rapid development
of the latter and benefictal to the whole world, including the capstal-
exporting countries themselves, 1s not 1n the least invalidated or
made condittonal upon the existence of an international gold
standard? by our somewhat paradoxical result to the effect that,
undert free exchanges, capital smports and, under an iternational
standard, capital expor #s are likely to have a deflationary influence
It should be remembered furthermore that this deflationary
influence 1s relative to the situation which would otherwise
prevaill If a rapid monetary expansion 1s in progtess, the defla-
tionary check which an inflow of capital provides may be very
wholesome  This will be the case especially if the supply of unem-
ployed factors of production 1s small and inelastic, as 1t 1s likely
to be 1n poor and industrially undeveloped countries, Once again

t Tt s, of course another question whether the absence of an interna-
tional standard would not increase the risk of foreign lending so much
as to restrict 1t considerably
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the reader must be requested not to ascribe indiscriminately a
positive value to expansionary and a negative value to deflationary
effects.
The reader would do well to regard this chapter
Possible  as containing an exposition of a method of analysis
extenston of rather than a presentation of definite results which
preceding  can be applied without turther investigations to
analys:s concrete cases With this caution, 1t 1s possible
to apply the analysis of the effects of capital move-
ments, mutatis matandss, to other types of unilateral payments such
as 1nterest and dividend payments teparations payments, war
debts and the ltke  But this extension of the argument must be
made with great care, keeping 1n mund all the assumptions, espe-
cially those as to the elasticity of supply of investible funds from
inflationary sources, on which the results of our analysis were
based *

' It 1s quite likely that, say, reparation payments from one country
to another will affect the * propensity to consume ” or the * propensity
to save " (to borrow these expressions from Mr Keynes) in a different
way from ordinary commercial capital movements In the recerving
country, e g , the propensity to consume might be stimulated If thatis
the case, we must expect results different from those resulting from
capital movements
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Appendix I

DESCRIPTION O} THE INDICES ILIUSTRATING CYCLICAL
MOVEMENT IN VARIOUS COUN | RIES!

T'he “ reference cycle curve ” gives for each country for the years
1880 or 1890 to 1931 a diagrammatic picture of the general fluctuations
1in business activity as described by W L THORP 1n the volume Business
Annals (1926, National Burcau of LEconomic Research , continued 1n
the National Bureaw News Bulletin, No 43, September 1932) This
verbal account has been espressed 1n visual terms by assigning a numerical
valuc to the main characteristics cited for each year as follows

Exceptional prosperity +3
Prosperity 2
Muld prosperity +1
Mild depression —1
Dcpression —2
Deep depression —3
Revival (Recession) preceding level 4 (-) 1

Each year 1s indicated on the curve by a point, the level of which 1s
intended to represent the average activity during the year 1In cases
where a reversal of the situation occurred during the first half of the
year, the level 1s determined by the situation prevailing after the turnmng-
pomt If the reveisal occuried during the second half of the year, the
situation before the turning-point has been held decisive The other
indices are described below, country by country

UNITED STATES OF AMERICA

Industrial Production
1880-1920 Index of the volume of miming output E I' Dayv,
Review of Economic Statistics
1899-1920 Index of the volume of manufacturing output
E E Dav, ibid
1920-1935 Federal Reserve Board indices of industrial produc-
tion general index and group mndex for mining

! See pages 266 and 267
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Employment in Vanufacturing Industries
1899 1923 DProfessor P H DoucLas’ index, The Theory of
Wages
1019-1935 Bureau of Labor Statistics index

Unitep KiNgDovt
Industrial Production
1880-1931 Horrmann’s 1ndex Weltwirischaftliches Archy,
September 1034
1927-1935 Board of Irade index

Employment
1880-1925 DPeicentage of cmployment (= 100 — the percen-
tage of unemployment) among trade-uniomsts Abstract of
Labour Statistics
1926-1935 Tdem, among compulsonly mnsured workers  Abstract
of Labour Statistics

General Business Activity
1880-1913 Miss D S Tuowmas’ index  Journal of the American
Statistical Associaiion, March 1926
1024-1935 1he lconomst index ([he Ecomomast July 25th,
1036), deviations from trend

GILRMANY
Industrial Piroduction
1880-1913, 1925-1935 Index of the Institut fur Konjunktur-
forschung, Vierteljahveshefte zur Komjunkiurforschung, Sonder-
heft Nro 31, 1933 Kompunkturstatistisches Handbuck, 1936
Employment
1904-1932 Percentage of employment (= 100 — the percen-
tage of unemployment) among orgamised workers  Stufis-
tusches Jahrbuch fur das Deutsche Reich
1931-1935 Idem, based on the percentage of registered unem-

ployed to workers under Health TInsurance International
Labour Office

FrANCE
Industrial Production
1808-1913, 1919-1935 Index of the Statistique générale de
la France Annuairve statistsque de la France

SWEDEN
Industrial Production
1913-1935  Index of the Kommerskollegium  Kommersiella
Meddelanden
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Emplovment

1011-1935 Percentage of employment (= 100 — the percentage
of unemployment) among trade-umonsts ~ Statzstisk Arsbok

CANADA
Industrial Production

1919-1935 Index of the Dominion Bureau of Statistics  Monthly
Review of Busimess Statistics

Emplor ment

1015-1935 DPcrcentage of employment (—= 100 — the percentage
of unemployment) among trade-unmionsts  The Canada Year-
Book

AUSTRALIA
I'mployment
1906-1935 Percentage of employment (= 1oo — the percentage
of uncmployment) among trade-uniomists  Offictal Year-Book
of the Commmonwealth of Australia

General Business Actwity

1880-1922 Yearly index of Roland WiLsoN The Economic
Record 1930

Ncte — With the exception of the Umted States, all employment indices
are corrected for trend  the currently available labour supply 1s taken
as cqual to 100 and the fluctuations shown are rclative thereto In
the case of the United States, the fluctuations in employment arerclated
to the employment (not the available labour supply) of a given base
period, 1923-1925
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Appendix II

DLESCRIP1TON OF CURVES ON PRODUCIION
AND EMPLOYMENT BY GROUPS OF INDUSTRIFS!

UNITID STATES OT AMFRICA

Industrial Production
Indices of production m investment goods mndustries nd 1n
consumers’ goods mdustrics
1880-1918 Economic Intelligence Service of the Leaguc of
Nations
1919-1935 Iederal Reserve Board

Employment

A Tndwes of employment in producers’ goods and in consumers’
goods 1industries
18990-1918 From DProfessor P H Doucras, The Theory of

Wages

1919-1935 Fiom the Bureau of Labor Statistics

B Actual number of workpeople employed n producers’ goods and
m consumers’ goods 1ndustries according to the Censuses of
Manufacturcs
1919-1935 Census years

Unttr p KINGDOM
Industrial Production
Index of production of producers goods and of consumers’ goods
1880-1928 IlorrmanN  Weltunrischaftivches Avchw, September

1934
1929-1935 [‘rom the Board ot Trade

LCmploynent
A Percenlage of workpeople wholly employcd (== 100 — the percen-
tage of unemployment) in producers’ goods and mn consumers’
goods sndustries
1880-1923, among trade-uniomsts (for consumers’ goods up to
1914 only) Abstract of Labour Statistics
1924-1935, among compulsorily msured workers Abstract of
Labour Statistics

! See pages 250 and 281
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B Number of woikpeople wholly employed among compulsorily
sured woikers 1n producers’ goods and in consumers’ goods
industries

1924-1935 Abstract of Labour Statistics

GERMANY

Industvial Production
Indices of production of producers’ goods and of consumers’ goods
of the Institut fur Konjunkturforschung
1880-1913  Vierteljahrveshefte zur Konjumktio forschung  Sonder-
heft Nr o 31, 1933
1925-1935  Konjunkturstatistisches Hamdbuch, 1936

Ewmployment
A Percentage of woikpeople wholly or partially employed among
orgamised workeis 1n producers’ goods and in consumers’ goods
industries
1024-1932  Statistisches Jahvbuch fur das Deulsche Reich

B 1888-1912 1023-1934 Numbel of persons insured against accident
in German 1industrial unions, 1n capital-prtoducing and in other
idustries  Statistiches Jahrbuch fur das Deutsche Rerch  (Figures
for 1888-1909 have been reproduced from G Cassit, The Theory
of Social Economy, Vol IT and his classification has been adopted
for the rest of the petiod )

SWIDLN

Industrial Production
Indices of production of 'nvestment goods and of consumers’

1880-1912 (Consumers’ goods, 1909-1912) Economic Intelligence
Service of the Leaguc of Nations
1913-1935 From the index of the Kommerskollegium

Employment
A Percentage of employmunt among trade-unionists in producers’
goods and 1n consumers’ goods industries  Stafistisk Arsbok
1920-1935 Producers’ goods industries
1921-1935 Consumers’ goods industries

B Number of workers cngaged in producers’ goods and 1n consumers’
goods 1ndustries
1913-1935 Industrs, annual report of the Kommerskollegum
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AUSTRALIA
Employment
A Percentage of employment among trade-umonists m producets’
goods and 1n consumers’ goods industries
1912-1935 Offictal Year-Book of the Commonweaith of Australia
B Number of workers employed 1n producers’ goods and in consumers

goods industries
1904-1935 Production Statistics  Annual report of the Common-

wealth Bureau of Census and Statistics
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SUBJECT INDEX

Acccleration principle, applications of,
51n, 87n g6n, 112, 134, 304-11,
340-4, 365-7

T qualifications 1n, 96, 101, 308

statentent of, 32 8s5-105

Agnicultural fluctuations 1nfluence of

—~ on farmers purchasing power,
160-1

—-— on 1ndustries usmg agricultural
raw matenals, 158-9

—— on mndustry and trade 154-64

—-— on 1vestment, 161

—~- om labour supply, 159

—-— on non agricultural consumers’
goods industries, 160

- — on real wages, 159

— — on saviig 162

on world industry, 162-3

Agricultural output 1melastiaty of,

165

Agyriculture, and the business cydcle,
151-67

—  competition of industry with,
for factors of production 166

—— effect of business cycle on costs
i 167

— effect of business cycle on
demand for agricultural pro-
duce, 165-6

——— cmployment during depressions,
159, 260

See also Crops
Apattment houses, mfluence on de-
nived demand for houses of change
i demand for service, 88, 93, 102,
308, 34In

Argentine, 163

Assets sale of, 3359

Australia, 163, 267, 281, 455, 458

Austria, chronic unemployment in,

260
* Austnian ” theory, 47n

Balance of Payments 68-9, 349 381,
421, 428, 435, 443 447D

Bank-notes monopoly of ccntral
banks to issue, 65
Banking policy, and thc Dbusiness
cyde 1, 6, 7, 8 1721 6o,
64-8, 343 368
— — as cause of optiusm nd

pessimism, 149
See also Contraction and
Lixpansion
Banks and Banking
——-— destruction of deposit moncy,
388
—— discount policy 22, 33, 4,81
—— foreign exchange rescrves 383
gold reserves, 383, 387
~— — indirect 1nvestment
331-2
—-- 1nfluence of organisation of 368
—— localisation of, 415-25
- — open marhet operations 22, 33
381
See also Central banks and
Credit
Book-keeping, 49, 131
Bottle-necks 1n industry,
371-2
Business cycle, agiiculture and 151-67
—— classification of causal factors
of 79
- — definition and measurement of,
257-82
— - diffcrent cydle patterns 269n
each c(ycle an lustorical cli-
vidual 275
- economic stitution d environ-
ment and, 6 7
- four phases of, 268-9
~— — general mdices of cyclical move-
meut 1n varous countries
266-7, 453-5

thiough

359 60
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Business cycle (cont ), 1n general
sense and in techaical sense
264-8
- - plurality of causes of, 5-6
—-— possibility of a general theory
of, 274-7
- — regulanty of symptoms iumpro-
bable 10m
— - two regular features of, 277-82
Business cycle theories, debt deflation
theory, 113-16
— — differences 1n terminology versus
differences 1n substance, 169
error theones, 111-12
exogenous and endogenous theo-
ries, 8-10, 250 25t
harvest theories 151-67
method of analysis of, 12 13
monetary over-investment theo-
ries, 7, 33-72
- monetary  under-consumption
theory, 134
non monctary over-investment
theones, 7 72-85
- psychologicil theories 142-49
- purcly monetary theory 14-28
- recent discussions on the theory
of, 168-254
static versus dynamic theortes
247-54
- under consumption(over saving)
theories 118 141 29¢-5

|

Canada 163 267, 453
Capital deflationary effects of flights
of, 440
- maintcnance of, 204
margmal efhaency of 197 219
222 234 245, 2031, 3791
ratio of, to labour, 297-8
real theories of interest, 46m,
195 196n
-— -- shortage as cause of break-
down 48-52 75-9, 103, 112,
127-37 140, 367-9
—— time dimension of 4on
See also Investible funds
Capital consumption, 534 293-5,
305, 398n
Caprtal goods, Ses Producers’ goods

Index

Capital movements, under free ex
change system 446 7
- mduced by cyclical vanations
448-51
- - influence of
439-40
- — and monetary over-mvestment
theory, 70-71
Capitilistic structure of production,
39-40 71, 102, 125 135, 302-3,
304 307 37%-2
Cash, flow from and 1nto banks 20 21,
24, 215 28
Central banks, deflation by 329-30
- — effects of restrictive credit policy
of 319
gold reserve
432
with localised credit, 428-9
motey, 388
monopoly of
notes by, 65
Consumers goods, effects of agricul-
tural fluctnations on produc-
tion of, 159, 16I
——— fluctuation of production of,
compared with production of
producers’ goods, 26 29 30,
73, 279 32
increase 1 demand for, as
factor in upturn, 378 9 383-4,
392
lag Dbetween demand for, and
production of 312
producers 1ndustries expanding
at expense of industries of,
288 ¢
- proportion between demand for,
and demand for producers’
goods, 48 52
- — reuprocal action of capital goods
production and demand for
99-100, 132-3, 285-6, 411
——— savings and, 124-5
See also Acceleration principle
Consumers outlay, 15-16 19
Consumption, connection between
investment and 97-8
- decrease 1n, during upswings,

734

devaluation on,

policy of, 429

1ssue of bank-
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Consumption  (cont ) definition of
prospenty and depression from
point of view of, 259 60, 262,

263
— - government consumption and
investment 230-1

—— propensity to consume 42n,
126, 162, 198 2z10n 219, 224,
228-9, 231 298, 319-22, 3p4n,
383n

-— — reciprocal stunulatton of pro-
duction and, 285-6

— under-consumption
118-41, 244-5

—-~ upward sloping trend of, 271

Contraction (Depression, Downswing)

——— breakdown 1n particular branch
of industry effects of, 350-2

— - defimtion of, 141, 257, 258-64,
269n

— — due tounder-consumption, 233-5,
244-5

-— - expansionary tendenctes arising
during, 378, 391-5

—— mportance of psychological ele-
ments in, 79-8o

—--  localisation of, 408-9 4II-12,
421, 425, 46, 449

-—— as a process of readaptation,
57 323, 391-2

—~  proximate causes of, 348-61

Contraction process, cumulative

—-  according to Fisher, 114

according to Hawtrey, 21

- according to Keynes, 237

- according to Spiethoff, 80-3

—  drymg-up of supply of 1nvestible

funds during 327-9
— fall in demand of investible
funds during, 350
— - general description of, 323 6
— intensifying factors in, 325-6

— - - monetary analysis of, 326-44

Corporate saving, 44

Costs adjustments in, 8o

-— — expectations as to, 144

— mcrease 1, as cause of crisis,
106-10, 353

See also Agriculture, Prices,
and Transport costs

theotics,
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Credit, banking system and 17
-~ - cyclical implications of seasonal
variations in, 66-7
— - deadlodk, theoretical possihi-
lities of 23, 218-21
-— deflation and inflation of 16-
19 2I, 1,8 139 362
— demwd for, 37-8 183, 302

- elastic supply of 101, 309,
356, 386-7
expansion of with stable prices,
525

instability of 16-17

-~ localisation of, 408, 415-25

- — results of contraction of z20-1,
47 331-3 349, 367-8 377-9

- results of expansion of, 17, 41,
51, 54-5, 63-4

- — rble 1n bringing about business
cycle, 14-15

See also Investible funds

Cnsis, See Down-turn

Crop vanations 6 7, 8, 10, 16, 69,
265, 346

— - period of, 152

Currency autonomy, national, 422-
51

-— — devaluation of, and consequen-
ces, 69, 381, 437-41, 447

—— over-valuation of, 330, 439

——- under-valuation of, 330, 439

Cycle, See Business cycle

Dealer, See Merchant

Debts, debt deflation theory of
depressions, 113-17

——- deflationary effects of default
on, 336

—— deflationary effects of liquida.
tion of, 333 334-6, 351

—— ligmdation of non-bank debts,
334-6

— — over-indebtedness as cause of
depression, I13-17

See also War debts

Deflation, definition of, 269n, 323

depressing influence on econo-

mic activities, 16

—— forms of deflationary pressure,
329-39, 348-50

3
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Deflation (cont ), secondary deflation,
58-9, 323n
spread of deflation, 324-5
Demand, for consumers’ goods,
imcrease as factor wn upturn,
378-83, 383-4, 392
—— effect of credit shortage on
367-9
effect of shortage of factors on
368-70
expectations regarding 37-5n,
102 1441 147-8 306 342-3
—— 1nternational transfers of 422
444 5
—~ for money for speculative pur-
poses, 215 17
—— and supply of saving
dependence, 198
Se¢ also Shifts 1n demand
and Supply and demand
schedules
Depression  See Contraction
Dertved demand, Sce Accelcration
prinaple
Devaluation See Currency
Discount rate 18 20, 22
See a’so Bnks and banking
Discovertes  See  Inventions
Downswing, See Contraction
Down-turn (Upper turnimg pomt, Cri-
sts), capital shortage as ciuse
of, 47-52 75-80 103 127 37
367-9
- defimtion of crisis 257
—— - drop 1n investment because of
msufhcient demand as cause
of, 374
—— error theories, 111-12
- mevitability of, 52-7 83 4 104,
368 9
- - nsufhciency of consumers de-
mand as cause of 127-37
-—— maladjustments 1n structure of
production as cause of, 29 30,
70-1, 110-13 361-2, 364 9, 370
— — monctary explanation of, 201,
348-50 362 3
—-— onset of 50-2
over-capitalistic
cause of, 45-52

inter

processes  as

Subpect Index

Down-turn (cont ), partial breakdown
as cause, of 350 4
--  msc 1n wages as cause of, 107,
109, 372-4
shortage of factors of production
as cause of, 77-8 368-75
Durable goods dcfimtion of 29 8§
262n 282
- over production of 76 ~
See also Acceleration prin-
aple and Producers’ goods

Eastcrn Jwurope, 275
Fthciency of eapital, marginil, 197
219 222 234 245, 29311 3,01
- of labour 109 10 372-¢
— - of plant 106 7 110, 373
Elasticity of demand for agricultutal
produce 155 8 160-3 .
- of demand for 1idle balances
218-9, 221
—— of expectations, 343n
of factors supply, 284 308,
356 61, 368 9, 386 7
—— of firm output 165
- — of money supply, 33 o1, 146,
3o9n 317 356 367, 387
of supply of funds from infla-
tionary sources, 299, 3o2n,
309 371
of wages, 238-0 243-1 357 386
Employment, under-employment, and
unemployment
agricultural, 160 167 261
~ - defimtion of prospenty and
depresston from point of view
of 258-62, 263-4
expansion from position of full
or partial employment, 283-9
free compctition 1 the labour
market and, 238-9
indices of, unreliability of, 268
- mfluence of wage reductions on,
239-44, 395-405
— and production by groups of
industries, 280
quantity of and national in-
comte, 222
— - theory of under-employinent,
233-47

0
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Employment etc (cont) voluntiary
and 1nvoluntary 237 238
See also Labour
Endogenous and exogenous theories
of cycle 8-10, 250, 251
Exchange, control 69, 381
— — equalisation fund, 433
~ - methods of maintaining stabi-
lity of, 441-7
- speculation on foreign, 430
Exchange standards, 431-6
Expansion (Prospenity  Upswing),
defimition of, 14n 269n
clastic supply of credit and
fictors of production requistte
for 356-7 386-7

——— hnancang of 70 101, 139,
289-304

—— localisation of 408 11 425, 446,
449

— - 1easons for collapse, 54-7
-— — smooth tatling-off of, 92, 369n
Expansion process cumulative, I9,
74, 86, 101, 237 282 304
dimmushed resistance of system
at end of 289 3o01-2 3535-62

disturbances created by, 322,
361-77

~—~ monetary analvysts of 19 36-42,
289 304

—— from position of full or almost
full employment, 387-9

——  trom position of partial umploy-
ment, 63-4, 283-7 366

— - recprocal stimulation of con-

sumption and production dur-

g, 285-6

saving and 311 22

Expectations, 37-8n 102 I14n Ij4-4,
145-8, 180-3, 189 306 342-3

——— a dynamic element, 252-3

elasticity of, 343n

Exports and imports, 409-10, 416,
438, 440, 444, 445, 446 7

—— during different phases of busi-
ness cycle, 7o-1

Factors of production elasticity of

supply of 284, 308 354-61,
368 9 386-7

467

Factors, etc (cont ), mobility of 159-
6o, 358, 370 373
—— momnopolistic  restrictions  of,
3724

~— - price level of 27

—— unused, 96, 284n

Financial org misation and the sever-
ity of the depression 116 17

Food 1ndustiies 1nfluence of agricul-
tural fluctuitions on 158

Forued saving 42, 43 55, 55 138
3ton

France, 267 454

T'ree exchange system 441 51

—— capital movements undcr, 446 8

—-  contrast with gold standard

445, 447 450
— — 1mpact rate of exchaunge under
4434
localisation of prosperity
depresston under 446 448
- transfer of demand under 44

wnd

Germany, 71, 72 73 384

-——- general indices of ¢yclicil move-
ment 1n 266 454

—  post war inflation 1n
218n 326m
production and employment by
groups of industries 281 457

48 71

- situation in, 360n

Gestation pcriod 136

Gold-bloc countries situation i 302

Gold exchange standards, 6o-1, 432n

Gold production 274

Gold standard, 55 69 302 4289
431-3, 434, 435, 441 449-50

—— as contrasted with free exchange
system 4435, 447 449-50

~-— responsible for cycle, 20 24 5 55

Harvest theories of the business

cycle 151 67

Harvests, See Crop vanations

Hoarding and dichoarding, 6o 67, 8o
297, 329, 330-1, 333, 403

-— - defimition, 35n, 170, 200-2, 204-5
210n, 236

——— 1nterest rates and 184, 205-7,
209 11 218-19 237, 363
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Hoarding etc (cunt ) limts to hoard-
mg, 388 91 392-4

— - propensity to 291

See also Taquidity
- - and saving, 123 4 315-16
- supply and demand schedules

and 389 gon

—~- and veloaity of circulation of
money, 202

Holding money motives for, 208-9

Idle balances, zo2z, 21om 213 218,
221, 390n
See also Hording
Imports, see Lxports
Tncome, defimtion, 175n 178-80
- distribution changes in 229-30
- earned and avulable (dispos-
able) distinction between 177,
296-7, 312
- nmoney 1mcome  versus
valuc of output 178-8o
- national defimtion of, 259n
- national and quantity of em-
ployment, 222-3
national, unreliability of indices

money

of 268
tume lag in movements of 137-8
140
- - unequal distribution of, 8o, 123,
139-41

unexpected 18r
See also Real mcome
Income velouty of money, 15, 61,
231-2, 3I3-4
Industries prodnction and employ-
ment by g¢roups of 280-1
Inflation definttion of 172-3n 269n
— 1nfluence on economic activities,
16
N post-war 1nflation 1n Germany,
48, 71, 2181, 326n,
- - as source of supply of investible
funds 17:-3, 206 297-98, 299-
300 309
Instabihty, of credit system 16-17
—  of economic system, 1o 11
— — of veloaity of circulation 19-20
Interest rates 108-9, 138 146 234 299,
397-8 315 371, 380 389 392

Subgect Index

Interest rites (cont ), artificial lowner-
ing, of 41 2
—— * classical theory of ” 197-9
- —- definttion, 205, 206n
—— dctermmed by demand for, and
supply of, credit 183-4, 211-12,
301-2
determuned by demand for, and
supply, of money 207-8
- - equalisation of, 415, 417
- equilibrium rate, 34 6 62, 65,
200 287
-—— and hoarding 195-221 363
mfluence of saving on 214 16
—— limt to the fallin 219
-- market rate 34
—— natural rate, 31 35
289-gon
—— nomunal and real rates 37
— planncd 1nvestment and
212-13
— — ' pure ” theory of, 46n, 195
See also Profit rate and
Supply and demand sche-
dules
International aspects of bustness
cycle, 27 68-72, 85, 162-3 406-
51
International forces as causc of crisis
or revival 7o
Inventions and discoveries 6 7, 8, 10,
32, 63, 81, 82 84, 120, 152, 153,
273-4, 382, 391, 412
Investible funds, effect of devaluation
on supply of, ind demand for,
438
— — factors affecting supply of, 399-
81, aud demand for, 381-3
—— sources of supply of, 204-8, 299,
31T 318 379-80
- - supply and demand schedules,
149 291, 294-303, 308
— theory of interest rate,
211 12, 215
See also Supply and demand
schedules and Credit
Investment, agricultural fluctuations
and 161
——— concentration of
lines 136, 374

36-8, 200,

211n,

196,

in particular
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Investment (cont ), connection be-
tween consumption and, 97 8
defiution of, 123n, 170, 172,
293, 296, 305
delaved reaction of, 353, 399

—  designed and undesigned, 192

—- ey arte wnd ev post 131 176
180-92 212-13
financing of, 70 ror 213-14

309-10
government cousumption and
mvestment 2301
mndirect, through banks 332
localisation of 117 408 415-25
monetary over investment theo-

Ties 7 3372
~ — net and gross 227 294 296,
305

See also Replacement
- - non-momnetary over-investment

theortes 7, 72 85
opportunities  drving-up of,
246 7

—  planned mnvestment and interest
rates, 21In 212-13
saving and 3s5n 4In 123 126
131-2 169 I70-95 314 16

- secondary mvestment, 228

- unexpected 161

Japwn, 261
Joiwnt stock systam, rising impottauce
of, 117

Tabour agnculturil fluctuations and
demand for, 155-7

- changes 1n efficiency of 109 110,
373 3961

—— dastiuty of supply of, 284, 356-
62, 386

-— free competition m the labour
market and unemployment,
238-39

—  mnugration of, between town and
country-side, 150, 167

— — rat1o of capital to, 306-7

- real yield of 155

shortage of, 77-8, 372

Labour organisations, See

Unions

Trade

469

Tag of banl reserves behind c\pan-
sion of credit, 363

—  between earned and available
conte, 297, 312, 313

of mvcstment belind supply of
funds, 333 399

time-lags 250 1 312n 313n

- of wages 21 24 75 108 127
137 0, 110
—  between wage reduction and

mcerease 1n production, 399n
Liquudity hiquidity preferences 60

169 299 553 339 350 383m,
387 104

mfintte dastiaty of demand for,
218 g

mterprctation, 207 208 210

- - hqudity prdferance proper 210,
215 218 210

- and rate of intercst
234
scales of 339

-- and wage reductions, 242-3

Localisation of credit 408 415 25

- — of prosperityv ind dcpression
408-0, 4I1-12 421 425 446,
449

-— of resources 408 9

Long waves 265

Losses, See Protts

I3 221,

Maladjustients in structure of pro-
duction 29-30, 71 127-8 150,
362 364-9 370

- lonzontil, 29-30 110 13 132-3

- vertical, 29-30, 110, 112-13 128,
132-3

Marginal, analysis 282

- — - cost, 106 401, 402

- —— effiency of caprtal, 197
234, 2931, 379n

— - profit rate, 292n

- propensity to consume (save)
42n 193n, 222-32, 234 3121

— propensitv to import, 428n

—— time lags 313

Merchants strategic posittonof, 18 19,

1391
Mobility of capital, 408 415-25
~--- changes m 4138

222
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Molbulity of capital (cont) cyclical
changes 1, 424 5
~ vereus mobihity of goods {15 17
- — sectional 422-5
Mobility of goods imperfect 408-14
Mobility of labour 150 358-9, 373
Model scquences 253 4
Monctary urculation contraction and
cypanston of as cause of cycle
16 17, 348 3623, 373 4
— torms of contraction 329-39
- forms of ewpansion of 303-4
- — nstability of vdloaty of 19 66
- linuts to contraction of 387 8
Monctary demand  parallelism  of
production and 277-9
Moncy clfective quantity of 61-2 66
-—— elastiaity of supply, 33 101
146 302n 309n 317 356, 367
387
- istability of quantity of 16
—— moncy loans, 206n
-— relationships between imterest
rate price level and quantity
of, 339 21617
Sece also Investible funds
Monev contracts effects of nigidity
of 11617
Monopolistic restrictions
372, 386 401, 405
Momnopoly of central banks to 1ssue
bank-notes 65
Multiplicr 511 193 4n
370 33m

41, 353,

222-32 250

New Zaaland 5 162, 163

Open markcet operations 22, 33
Opportunity costs 2gon
Optimism  and  pessimisin,
I459 306n 379n
See alsoPsychological factors
Ovcr capitalistic processes as cause of
down turn, 45-8
Over-indebtedness as cause of crists,
113-16
Over 1nvestment theones, 29-105
Over saving See Under-consumption

6, 84,

Partial breakdown consequences of
3505

Subgect Index

Pessintsm See Optimism
Population growth and quantity of
money, 121

Prices, boom with stable 14n 52 7
278
— -— connection  between intetest

rates and, 36 7

- effects of rising prices 19

eftect of wage reductions on
400 1

expectations as to r44

— — mdices ot, 260on 4,0n

—— - progressive rise in, as cause of
breakdown, 357

ngidity of, and economic stabt
Lity, 2434

- —— trend of 272

'
'

i

-~ under-consumption and the
secular fall of, 120-2
Producers goods (Capital goods)

fluctuations of production of,
compared with those ot consu-
mers goods, 26, 29-30, 73
279 82

-— - ncrease 1 demand for as
factor 1n up-turn 8o 378-83
392

—-—— 1dustries expanding it expense
of consumers goods industries
288-9

- - proportion betwecn demand
for consumers goods and de-
mand for 45-52

— reaprocal action of demand for

consumers’ goods and pro-
duction of 98 100, 2856
47T
See also Acceleration prin-
ciple

Production capitalistic structure of
39-40, 71, 102, 125 135, 302,
304-5, 397, 372

—— - definitton of prospenty and

depression from point of view

of, 250 2625

and employment by groups of

industries, 280

- — mdices of, 266-7, 270

— necessity for shufts 1n, to prevent
down-turn, 368-70
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Production (cont) parallelism of
monetary demand and 277-87
— - upward sloping trend of, 271
- volume of, dcfinition, 262n
See also Maladjustments
Profit rite, 36u 37, 81
Profits 26
— €excessive, BSSOlII'Ce()fSﬂVlﬂg 139
- fall ;1n without losses as cause
of breakdown, 1501
- mnflation profits owing to time
lag 1n rise of wages, 137
- mfluence of rise in, 141 286
and losses, as charictenistics of
business cyce 263-3
and losses definition of 263 4
paper 19
Propunsity, to consume (save) g2n
126 162, 198 =210m, 219 224
228-9 231 298, 319 22 383n
See also Multiplier
- to hoard, 299

- to import marginal 428n
Prospenty See Iixpansion
Protection, See Tanffs
Psychological factors, 81 83-4 143,

145-7, 222 3, 235 301, 302, 343
Psychological theortes 143-50
Public works, 228, 372, 384 427
- — classtficatton of expenditure on,
230
See also Multiplier
Purchasing power panty, 430n

Railways, 40, 100, 103, 136 274, 374

Real mcome, continuous rise during
nineteenth and twentieth cen-
turies 1in 27r

— — defimtion of prospenty and
depression from pomnt of view
of, 259-62

—— of working class during up-
swing 320

Reparation payments, 116nm, 45In

Replacement, 89-92, 293-4, 295, 305,
395

~—— cycles, 84-5

See also Investment
Rhythm and periodicity of business
cycles, 24-5, 64-8, 83-4

471

Risk factor 292n 328n
Roumania, 5 163
Russia, 456 r1o4

Saving and Swvings autonomous and

hetcronomous, 141

corporitc saving 1y

- dctuntion  generil 1231 170,
according to K(ynes  33n
171-2 >46, according to Robcrt-
son 177-b6 296 according to
Swedish cconomusts, 131 176

180-02 271> 13
- deflationary cffcet of  118n
314-15 316

- - effect of agricaltural fluctua-
tions on, 162

- - exv anle and ev post 131, 176
150-92
~ excessive profits as source of,
139
- and the cxpansion process, 311-
22
——— forced saving 42 43, 53, 55, 138,
310m
- function of, 125-7
- istitutional  comphication 1n,
318 19

- imnterdependence of demand and
supply of, 195-9
- —- and 1interest 40-r 216-8
- and 1nvestment relitions of,
35m, 41n, I123-4, 126 131-2,
169 170-95, 314-19
- - mam source of 26 8o
139-41
— - over-saving theory of depres-
sion See Under consumption
~ -— rate of saving, 127, 133-4 162,
208-9 319-22, 3371
—— as source of supply of investible
funds, 296 8 299 311
- unintentional 181
Secular trend, 122 271-2
Securities sales of 336-9
Self-financing 148-9 290
Sequences, model, 253-4
Shifts in demand 99-100 III
370-1 412, 422 444 4490
Short waves 273-4

123,

294n

358,
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Shortage of capital as causc of break-
down, 48-52, 75 9, 103, 112 127-37,
140, 367-9

Smooth termination of expansion, 92
3691

Speculation, demand for money for,
215-17

- on foreign exchanges

State intervention 60 :z30-1,
391, 404, 405, 427

See also Public works

Static theory Aassumptions of, 249,
303 3545

Sterling-bloc countries, 302, 430

Stocks 18 19, 21 94-5

See also Accleration prin-
ciple

4301
302n

Supply and demand schedules 149,
291 20¢-303 308

- istability of 303

- movenients dong wd move-

ments of the curves 300
Sweden 267 281, 454 57

Taritfs, 60, 69 353 413 4 429 145

Theories See Busitiess ¢ydde theorics
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